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Indiana University
laurer School of Law

The Sigmund J. Beck Award for Excellence in the
Study of Bankruptcy Law

Each year the faculty of the Indiana University Maurer School of Law honor the graduatinig
student who has been most distinguished in the study of bankruptcy law with the Sigmund 7.
Beck Award. The award 1s presented in memory of Sigmund Joseph Beck who was a
distinguished attorney, bankruptcy practitioner and civic
leader in Indianapolis, Indiana for many years. The award
consists of a certificate and a cash stipend of $500 which
the recipient is encouraged to expend in the establishment
of a personal professional library.

Sig Beck was recognized as the "Dean" of the Indiana
Bankruptcy Bar from the early 1950s until his death due to
illness in June 1991, During this time, Sig practiced as a
senior partner with the well-known law firm of Bamberger
& Feibleman, handling two of the largest Chapter X
bankruptey cases in the Midwest—"Bankers Trust," 1967
1972, Presiding Judge William Steckler, Trustee—American
Fletcher National Bank; and "American National Trust,"
1970-1976, Presiding Judge James Noland, Trustee Jack
Bradshaw. (Sig's co-counsel in "American National Trust"
was former Indiana governor Matt Welsh.)

SIGMUND JOSEPH BECK
(1915-1991)

One of the exciting points of Sig's career occurred in the
bankruptcy Chapter X case of "Hancock Trucking," Sheldon A. Key, trustee, in 1970. In 1967~
1969, Sig took issue with the Internal Revenue Service on the subject of the "Absolute Priority
Rule." In this matter, the IRS was represented by District Counsel, Bernie Boyle, who, aside
from this issue, was a friend. District Judge S. Hugh Dillon decided the case in Sig's favor. On
the request of Bernie Boyle, the IRS appealed unsuccessfully to the Seventh Circuit. Then to the
chagrin of Sig and the young attorney who assisted him, in March 1970, the U.S. Supreme Court
decided the case for the IRS, The argument was presented in January 1970. See, United States vs.
Sheldon A. Key, Trustee 397 U.S. 322.

Sig was born March 9, 1915, in New York City, and lived there with his parents, Alfred L. and
Celia Hammerstein Beck, and his brother, George, until the family moved to Far Rockaway,
Long Island, where Sig went to Public School #39 for grammar school and to Far Rockaway
High School, distinguishing himself in both schools, we are sure.



He went to the University of Virginia for his undergraduate studies, graduating with honors, and
to the University of Virginia Law School, again graduating with distinction. It was a six-year—
combined program; he got his undergraduate degree in 1935 and his law school degree in 1937.
After graduating from law school, he was admitted to the New York State Bar and began
practicing in New York City.

He went into the Army in 1942 and finished his service in February 1946. He trained in Hawaii
and was sent to Japan shortly after the surrender. He was the JAG officer for his battalion and
was highly regarded for his thoroughness and fairness. Sig was the prosecutor for a case against
an American soldier who was accused and convicted of killing two Japanese men. A Japanese
attorney who observed the trial noted the following outcome: “1) Social unrest was removed
from Nara and vicinity; 2) The trial made people realize that justice is justice and injustice is
injustice, which holds good in all countries and for all ages.”

After the war, Sig returned to New York City to continue his commercial and bankruptcy
practice.

Sig met his wife Rachael at a Commercial Law League convention in Chicago. They fell in love
and martied December 10, 1952. Rachael was Charles Feibleman's sister, and so Sig, being Sig,
went to Rachael's hometown, Indianapolis, and became a partner in Charles' law firm,
Bamberger & Feibleman,

Bamberger & Feibleman (1898-1999) was, during its business life, Indianapolis’ oldest same-
name law firm. Isadore Feibleman and Ralph Bamberger founded the firm, and it grew as a
family firm when Charles Feibleman, son of Isadore, and Julian Bamberger, son of Ralph, were
added to the commercial practice in the 1930s. Sig and a former Bankruptcy Referee, John
Rickles, joined in 1950. Sig mentored many young bankruptcy lawyers in Indianapolis and the .
sutrounding area, including Bernard Landman, Jr., Thomas D. Titsworth, Gene E. Wilkins,
David H. Kleiman, James W. Beatty, Sid Mishkin, George Rubin, Alan Klineman, Robert A.
Rose, Elliott Levin, Ed Hopper, Sally Cook, Nancy Gargula, and Nancy Endsley, among others.

Sig served as an officer in the Commercial Law League, and also as president of the Seventh
Circuit Bar Association, 1971-1972. He was known from day one in Indianapolis as a lawyer
who wasted no time in getting to the "crux" of the matter—niceties to the wind—and also as the
champion of the underdog.

The list of Sig's many professional civic achievements is long and enduring, including active
participation in several bar associations, the Jewish Community Relations Council, and the
Jewish Welfare Federation. In April 1974, a fellow neighbor, Frank P. Lloyd, presented Sig with
an award "for his outstanding services" at the National Conference of Christians and Jews. In his
address, Mr., Lloyd remarked that "no one with a cause that represented human need,
improved relations between Jew and Gentile, Black and White, Catholic and Protestant
was ever turned away from his door or pocketbook."



Moreover, Sig and Rachel both were devoted to the concerns of the community, but in
particularly to liberty, education, and the arts generally. Sig was lead counsel for the ACLU,
which defended the rights of any party to speak publicly. A particular case commenced and
concluded in Chicago involving the right of the Nazis party to march peacefully in Skokie,
Illinois. As we all know, Sig and the Nazis were at separate ends of the continuum, but there was
the central issue of freedom of speech and actions. Sig also defended the public right of the
ACLU to conduct a meeting at the World War II Veterans Memorial in Indianapolis, Sig's
statement in 1973 was, "ACLU members were also veterans.,”

Sig and Rachel passionately backed the integration of the Indianapolis Public School system in
the 1960s and 1970s and showed the same zealousness in keeping the Indianapolis Symphony
from being cancelled. Some may remember the slogans, '""Non-partisans for Better Schools,"
and "Save the Symphony's Beautiful Sounds."

Sig and Rachel are survived by their daughter, Randy, and sons, John, Tom and Dan.

In his professional life and in his personal life with Rachel, Sig modeled for young lawyers and
for his children the importance of being an independent thinker and of working for justice and
the greater good, a baton handed now to this award's recipient,

Finally, surely, in her poem "confucius might say,” published in her book of poetry Plainverse,
Rachel Beck reflected their shared attitudes when she wrote:

when you're in a hurry

to get the conference over
and all those problems solved
temptation is to talk fast
wisdom is to listen fast

The faculty of the Indiana University Maurer School of Law are proud to maintain the memory
and honored reputation of Sigmund Joseph Beck through this annual award.
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DISCLAIMER

The information and procedures set forth in this practice manual are subject to constant change
and therefore should serve only as a foundation for further investigation and study of the current law and
procedures related to the subject matter covered herein, Further, the forms contained within this manual
are samples only and were designed for use in a particular situation involving parties which had certain
needs which these documents met. All information, procedures and forms contained herein should be very

carefully reviewed and should serve only as a guide for use in specific situations.

'The Indiana Continuing Legal Education Forum and contributing authors hereby disclaim any and
all responsibility or liability, which may be asserted or claimed arising from or claimed to have arisen from
reliance upon the procedures and information or utilization of the forms set forth in this manual, by the

attorney or non-attormey.

Attendance of ICLEF presentaﬁons does not qualify a registrant as an expert or specialist in any
discipline of the practice of law. The ICLEF logo is a registered trademark and use of the frademarlk
without ICLEF’s express written permission is prohibited. ICLEF does not certify its registrants as
specialists or expert practitioners of law. ICLEF is an equal opportunity provider of continuing legal
education that does not discriminate on the basis of gender, race, age, creed, handicap, color or national
origin. ICLEF reserves the right to refuse to admit any person or to eject any person, whose conduct is
perceived to be physically or emotionally threatening, disruptive or disrespectful of ICLEF registrants,

faculty or staff.
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Dentons Bingham Greenebaum LLP
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ph: (317) 229-3880 ph: (312) 503-4060
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Ms. Kayla D. Britton Ms. Melissa M. Root
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Mr. Edward M. (Ted) King
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Thomas C. Scherer, Seminar Chair, Partner, Dentons Bingham Greenebaum LLP

Tom Scherer concentrates his practice in bankruptcy, restructuring and creditors’ rights
and has been recognized in The Best Lawyers in America for Bankruptcy Law since
1995. He has extensive experience representing secured creditors, creditors
committees and debtors in cases under Chapter 11 of the Bankruptcy Code.

He also devotes significant time to commercial litigation, workouts and asset sales
relating to financially distressed businesses. He is a veteran speaker, having given
numerous presentations on bankruptcy, reorganization and commercial lending.

Thomas C. Scherer

Dentons Bingham Greenebaum LLP
2700 Market Tower

10 West Market Street

Indianapolis, IN 46204

ph: (317) 968-5407

e-mail: thomas.scherer@dentons.com
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Kayla D. Britton, Partner, Faegre Drinker Biddle & Reath LLP, Indianapolis

Kayla Britton provides general and transactional representation to mid-sized businesses
and publicly held companies in various industries, including financial, agribusiness,
manufacturing, distribution, insurance and professional services. She has specific
experience advising agribusiness clients in credit workout and transactional matters.
She advises debtors and creditors in and out of bankruptcy, including representing
clients in national Chapter 11 bankruptcy cases. Kayla’s experience includes business
reorganization, restructuring, and liquidation and representing buyers, sellers, and
lenders in distressed sales transactions.

Kayla represents debtors, creditors, committees and other interested parties in
bankruptcy, including national Chapter 11 bankruptcy cases. She also advises
companies and boards of directors on pre-bankruptcy contingency planning, working to
develop out of court solutions while also laying the necessary foundation to a successful
bankruptcy proceeding if necessary.

Her experience includes advising chapter 11 debtors in the agribusiness, real estate,
for-profit college, finance and manufacturing industries. She also represents clients in
defending avoidance actions, advising on debtor-in-possession credit facilities, and
working with potential buyers in navigating the 363-sale process.

Kayla represents creditors in developing workout, reorganization or liquidation
strategies designed to maximize recoveries while minimizing risk. Her depth of
experience in creditors’ rights matters allows her to bring practical strategies to her
clients and to know when litigation is needed or when an out-of-court solution presents
the best outcome for her client.

Kayla has specific experience in managing distressed sale transactions, including
navigating the unique issues and exigencies presented by a seller’s insolvency and
building consensus among multiple constituencies.

She also represents clients in the agribusiness, automotive, manufacturing, and
professional services industries in the preparation and negotiation of commercial
contracts.



Kayla D. Britton

Faegre Drinker Biddle & Reath LLP

600 East 96th Street, Suite 600
Indianapolis, IN 46240

ph: (317) 237-1155

e-mail: kayla.britton@faegredrinker.com



Michael Hile, Jacobson Hile Kight LLC, Indianapolis

Michael Hile concentrates his practice in the areas of business reorganization, workouts,
and restructuring. Mike has substantial transactional experience in bankruptcy matters,
including structured financing, opinion practice, mortgage-backed securities, mergers
and acquisitions, workouts, securities offerings, and debtor-in-possession financing.
Mike represents debtors, creditors, committees, trustees, and other interest-holders in
bankruptcy cases in Indiana and throughout the country. He has participated in
bankruptcy litigation, including defending and prosecuting avoidance actions and
dischargeability litigation. Mike also has significant experience in commercial litigation
and other business matters, focusing on guarantor liability, receiverships, and secured
transaction issues in state and federal courts. Mike received his B.A. in 1982 from
Andrews University and his J.D. in 1985 from Indiana University-Robert H. McKinney
School of Law (Indianapolis). He is a former law clerk to Judge Kearns of the United
States Bankruptcy Court for the Southern District of Indiana. After his clerkship, Mike
practiced in the Manhattan office of Willkie Farr & Gallagher LLP in its bankruptcy
group. He then returned to Indiana where he practiced as a member of Katz & Korin PC
for 15 years and prior to that as a member of Johnson Smith, LLP. Mike has been
honored by Best Lawyers for Bankruptcy and Creditor Debtor Rights / Insolvency and
Reorganization Law and is admitted to the bars of the State of Indiana and the State of
New York.

Michael W. Hile

Jacobson Hile Kight LLC
The Elliott House

108 East 9th Street
Indianapolis, IN 46202

ph: (317) 608-1131
e-mail: mhile@jhklegal.com



Edward M. (Ted) King, Frost Brown Todd LLC, Louisville, KY

Ted is a member of the Firm, and serves as Chairman of the Firm's Finance
Committee. He practices in the Indianapolis, Indiana and Louisville, Kentucky offices
and participates in both the Firm’s bankruptcy and restructuring and commercial
transactions practice groups. He was honored to be named the Top Business
Bankruptcy Lawyer in Louisville in the 2014 edition of The Best Lawyers in America® for
his outstanding reputation and distinguished work. He was also selected as one of the
top Ten Lawyers in Kentucky overall by Kentucky Super Lawyers® in Bankruptcy and
has been consistently selected as a Kentucky Super Lawyer® in Bankruptcy and
Creditor/Debtor Rights, which is an award given only to lawyers in the top five percent
of their fields. He is certified as a Business Bankruptcy Specialist by the American
Board of Certification and serves on the Board of Directors of that organization.

In bankruptcy matters, he represents debtors, creditors, and committees in insolvency
proceedings. He assists clients in complex business bankruptcy matters - developing
plans of reorganization and advising on strategies to maximize recoveries for clients at
all stages of the bankruptcy process. Some of his recent engagements include co-
counsel for the Debtors in the Jillian’s Entertainment Holdings, Inc. bankruptcy case
and co-counsel for the Official Committees of Unsecured Creditors in the Buehler Foods,
Inc., the Critical Access Health Services Corp. and Summitt Logistics Chapter 11

cases. Ted is a frequent speaker at bankruptcy conferences, including recent American
Bankruptcy Institute conferences.

In transactional matters he concentrates in all aspects of financing and secured
transactions, leasing, structured financings, workouts and reorganizations, and general
corporate practice. His experience includes conduit transactions, secured and unsecured
financing transactions, acquisition and working capital financings, leveraged buyout
transactions, ESOP loans, project and asset based transactions, senior and
subordinated debt transactions, private placements, letter of credit transactions, loan
participations, subordination and intercreditor agreements, credit enhancements, rate
swaps and other hedging devices, construction and permanent real estate financing.
Ted has extensive experience and expertise in Uniform Commercial Code matters as
well written counsel opinions for loan transactions.

He manages the Firm's New Markets Tax Credit Business and helps lead the Firm's New
Markets Tax Credit Practice. This includes work for community development entities,
tax audit interests, leverage lenders and borrowers (QALICBs) in New Markets
transactions.



Ted is active in the Community. He serves on the Boards of the Friends of the
Louisville Zoo, the Kentucky Bar Foundation and is a past member of the Boards of the
Jewish Community Center and the Downtown Louisville YMCA.

Prior to joining Frost Brown Todd LLC, Ted clerked for William C. Lee, United States
District Judge for the Northern District of Indiana. In law school, he was a Senior Notes
Editor for the Federal Communications Law Journal and a research assistant for
Professor William J. Hicks, revising the multi-volume treatise Exempt Transactions
Under the Securities Act of 1933.

Edward M. (Ted) King

Frost Brown Todd LLC

400 West Market Street, Suite 3200
Louisville, KY 40202

ph: (502) 568-0359

fax: (502) 581-1087

e-mail: tking@fbtlaw.com

cc: Isugg@fbtlaw.com
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Professor Bruce A. Markell, Professor of Bankruptcy Law and Practice, Chicago, IL

1 %

Bruce A. Markell was appointed the Professor of Bankruptcy Law and Practice at
Northwestern in 2015. From 2013 to 2015, he was the Jeffrey A. Stoops Professor of
Law at Florida State University School of Law, and before that he was a United States
Bankruptcy Judge for the District of Nevada, a position he had held since 2004. After
law school, he clerked for then-judge Anthony M. Kennedy on the Court of Appeals for
the Ninth Circuit. Before taking the bench, he practiced bankruptcy and business law in
Los Angeles for ten years (where he was a partner at Sidley & Austin), and was a law
professor for fourteen. He is the author of numerous articles on bankruptcy and
commercial law, and a co-author of four law school casebooks. He has been a visiting
professor at, among other schools, Peking University School of Law in Beijing, and
Harvard Law School. He contributes to Collier on Bankruptcy, and is a member

of Collier ’s editorial advisory board. He is a conferee of the National Bankruptcy
Conference, a fellow of the American College of Bankruptcy, a charter member of the
International Insolvency Institute, and a member of the American Law Institute. He is a
founding member of the NITA-trained faculty of the Advanced Consumer Bankruptcy
Practice Institute. Professor Markell also consults with the International Monetary Fund
on insolvency-related issues (having been part of the IMF’'s missions to Ireland, Bosnia,
Belarus, Montenegro, Serbia, Georgia, and Greece), and was the primary drafter of
Kosovo’s current bankruptcy law. He is an associate editor of the Bankruptcy Law
Letter, and regularly contributes articles to that publication.

POSITIONS HELD:

Professor of Bankruptcy Law and Practice, Northwestern University Pritzker School of
Law, June 2015 to present.

Jeffrey A. Stoops Professor of Law, The Florida State University College of Law, July
2013 to May 2015.

United States Bankruptcy Judge for the District of Nevada, July 2004 to July 2013;
Member, Bankruptcy Appellate Panel for the Ninth Circuit Court of Appeals, August
2007 to July 2013.

Senior Fellow in Bankruptcy and Commercial Law, William S. Boyd School of Law,
University of Nevada, Las Vegas, January 2005 to July 2013.

Doris S. and Theodore B. Lee Professor of Law, William S. Boyd School of Law,
University of Nevada, Las Vegas, June 1999 to July 2004.

Professor of Law, Indiana University—Bloomington, August 1994 to May 1999,
Associate Professor of Law, May 1990 to July 1994.

Partner, Sidley & Austin, Los Angeles, California, January 1988 to May 1990, (Associate



Attorney, May 1985 to December 1987).

Associate Attorney, Sachs & Phelps, Los Angeles, California, May 1983 to April 1985;
Morrison & Foerster, Los Angeles, California, October 1981 to April 1983.

Clerkship, Law Clerk to the Honorable Anthony M. Kennedy, Judge, United States Court
of Appeals for the Ninth Circuit, September 1980 to September 1981.

EDUCATION:
King Hall School of Law, University of California, Davis.
Degree: J.D., May 1980.
Graduated first in class; School of Law Medal; Order of the Coif.
Editor-in-Chief, 1979-1980; Member, 1978-1979; U.C. DAVIS LAW REVIEW.
American Jurisprudence Awards: Civil Procedure; Federal Jurisdiction; Wills and
Trusts; Business Corporations | and I1I.
Pitzer College, Claremont, California.
Degree: B.A., June 1977.
Concentrations: Philosophy and Economics.
Theses (unpublished):
Grice’s Recursive Definition of Truth and Wittgenstein’s Views on Meaning in the
Tractatus Logico Philosophicus and in the Philosophical Investigations (Philosophy).
The Proper Measure of Punitive Damages in Tort Cases (Economics).
College representative, University College exchange program, Oxford University, 1975-
1976.

Complete Curriculum Vitae here...

Professor Bruce A. Markell

Visiting Professor of Law, Cornell University and,
Professor of Bankruptcy Law and Practice
Northwestern Pritzker School of Law

375 East Chicago Avenue

Chicago, IL 60611-3069

ph: (312) 503-4060

e-mail: bmarkell@law.northwestern.edu
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Hon. Robyn Lynn Moberly, United States Bankruptcy Court, Indianapolis

The first female judge of the U.S. Bankruptcy Court in Indiana, Moberly served as
president of the Indiana Judges Association and president of the Indianapolis Bar
Association.

Hon. Robyn L. Moberly

United States Bankruptcy Court

Birch Bayh Federal Building & U.S. Courthouse
46 East Ohio Street, Room 335

Indianapolis, IN 46204

ph: (317) 229-3880

e-mail: robyn_moberly@insb.uscourts.gov
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Melissa M. Root, Jenner & Block LLP, Chicago, IL

Melissa M. Root is a restructuring and bankruptcy lawyer. She has deep experience
representing creditors, official committees, debtors, examiners and trustees in complex
financial restructuring matters and high stakes bankruptcy litigation. Ms. Root is a
member of the firm’s Restructuring and Bankruptcy, Bankruptcy Litigation, Energy and
ERISA Litigation practices. In addition, she is the co-chair of the firm’s Hiring Executive
Committee and a member of its Diversity and Inclusion Committee.

A significant part of Ms. Root’s practice includes representing official committees of
creditors and retired employees. She currently represents the official committee of
government retirees in the Commonwealth of Puerto Rico’s Title 11l case, and she
previously represented retiree committees in The Budd Company, American Airlines,
and Walter Energy chapter 11 cases. Ms. Root also has significant experience
representing creditors in major energy bankruptcy cases. In addition, Ms. Root
frequently represents parties in bankruptcy related appellate matters. Ms. Root
recently served as counsel for the prevailing Petitioners before the United States
Supreme Court in Wellness International Network, Limited v. Sharif. She also served
as counsel for the American Bar Association in connection with its amicus curiae brief
filed in the Supreme Court in Executive Benefits Insurance Agency v. Arkinson, and as
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Inquiring Blind Eyes Want to Know:
Good Faith Under § 550(b) in Madoff Fraudulent Transfer Cases

Bruce A. Markell
Sigmund J. Beck Advanced Chapter 11 Bankruptcy Roundtable
West Baden Springs Resort
West Baden Springs, Indiana
August 19-20, 2022

Materials:

Right Place, Wrong Route: Good Faith, Madoft and the Second Circust, BANKRUPTCY
LAw LETTER (Thomson Reuters; December 2021)

Questions:

1. For background, Section 550(b) provides that a subsequent transferee of an avoidable
transaction has a defense to the extent that transferee:

takes for value, including satisfaction or securing of a present or antecedent debt, in
good faith, and without knowledge of the voidability of the transfer avoided. . . .

2. What is the connection between good faith and notice? Between notice and Section
550(b)(1)’s “without knowledge of the voidability of the transfer avoided”?

3. Do you notice any difference between or among actual notice, statutory notice, record
notice, imputed notice, constructive notice, or inquiry notice? Consider what Comment a to
Section 69 of the RESTATEMENT (THIRD) OF RESTITUTION AND UNJUST
ENRICHMENTt (2011) says:

“Notice” is a legal category that combines actual knowledge with imputed
knowledge. While imputed knowledge is described in practice under such various
headings as “statutory notice,” “record notice,” “constructive notice,” and “inquiry
notice,” or by reference to a person’s “duty of inquiry,” the different labels attach
to what is essentially a common idea. In particular circumstances, and for a variety
of reasons, the law will treat a person as knowing a fact without requiring that such
knowledge be proven directly. . ..

n u

2. Comment fto Section 69 of the RESTATEMENT definition of notice is:

A person has notice of facts of which the person has reason to know as a matter
of reasonable inference, or which the person would have discovered upon
appropriate inquiry. The standard that determines the inferences to be drawn
and the inquiries to be made is that of a reasonable and prudent person whose
interests would be served by obtaining the knowledge in question. In other
words, a purchaser is charged with knowledge of the facts that a prudent and



self-interested purchaser would infer or discover if the affirmative defenses did
not exist.

Is this definition consistent with 7n re Bernard L. Madoff Inv. Sec. LLC, 12 F.4" 171 (2d Cir.
2021), cert. denied sub nom. Citibank, N.A. v. Picard, 142 S. Ct. 1209 (2022), the case
discussed in the materials?
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transfer litigation. Although the court reached the correct

result, it did so in a fashion that bodes ill for future com-
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41, No. 12, with permission. Copyright © 2021,
Thomson Reuters/West. For more information
about this publication, please visit
legal.thomsonreuters.com/en/products/
lawbooks.

Il. THE CASE

The case is Picard v. Citibank, N.A. (In re Bernard L.
Madoff Inv. Sec. LLC)." In Picard, the Second Circuit es-
sentially decided two points: that good faith for purposes
of Sections 548(c) and 550(b) of the Bankruptcy Code en-
compasses a three-part, inquiry notice test; and that claims
of good faith as a defense to fraudulent transfers are affir-

THOMSON REUTERS®
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The full citation for the case is In re Bernard L. Madoff Inv. Sec. LLC, 12 F.4th 171 (2d Cir. 2021), cert. denied sub nom. Citibank, N.A. v. Pigard, 142
S. Ct. 1209, 212 L. Ed. 2d 217 (2022)
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mative defenses for which the transferee,
not the trustee, bears the burden of initially
pleading.

A. THE FACTS

1. BLMIS AND THE PONZI SCHEME

Picard is the liquidation trustee of Ber-
nard L. Madoff Investment Securities LLC
(“BLMIS”) under the Securities Investor

Protection Act (“SIPA”). BLMIS ran a Ponzi
scheme from the 1990s until its collapse in
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2008; it took in money from investors, cre-
ated false paper returns so that the old
investors would stay and new investors
would be lured, and then paid off eventual
withdrawals with new money from duped
investors. “As a result, each time BLMIS
transferred payments to a customer, it was
money stolen from other customers.”

Since the collapse of BLMIS in late 2008,
Picard has been engaged in recovering the
ill-gotten gains of various investors in
BLMIS’ Ponzi scheme.® These actions were
not only brought against those who received
money directly from BLMIS (initial transfer-
ees to the bankruptcy cognoscenti), but also
those who received their funds from those
who received funds from BLMIS (subsequent
transferees).

In these actions, however, Picard ulti-
mately sought to recover from direct and
indirect investors only those amounts which
exceeded their investment—commonly re-
ferred to as their funds in excess of each in-

vestor’s “net equity” in the scheme.*

Picard dealt with actions to recover ap-
proximately $213 million from initial trans-
feree Legacy Capital Ltd. (“Legacy”), and
approximately $393 million from subsequent
transferees Citibank, N.A. and various af-
filiates (together, “Citi”) and Khronos LLC
(“Khronos”).

2. LEGACY AND KHRONOS

Legacy invested in BLMIS for itself and
for others. Around 2003, suspicious of BL-
MIS’ returns, a hedge fund in which Legacy
invested analyzed Madoff’s purported invest-
ment strategy. In October 2003, that hedge
fund reported that the market could not sup-
port the options volume BLMIS purported
to trade, that many of BLMIS’ trades were

© 2021 Thomson Reuters
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at improbable prices, and that there was no
“footprint,” or stable record, of its trades.’

As a result of these findings, the hedge
fund discussed possible fraud, and what to
do if it existed. It ultimately decided to
redeem its investment in BLMIS in 2004.
Legacy, through an agent who was on the
hedge fund’s investment committee, ob-
jected, and later convinced the hedge fund
to delay redeeming half of the hedge’s fund’s
investment. Legacy then bought that half in
July 2004.

Legacy then instructed Khronos, which
provided accounting services to Legacy, to
investigate BLMIS. Khronos, however, had
been co-founded by a principal of Legacy and
his brother, and those two individuals were
also managing directors of Khronos. As
managing directors, these individuals then
restricted the access of Khronos’ employees
to Legacy and its BLMIS account state-
ments, even though such restrictions were
contrary to Khronos’ audit practices. As a
result, these two managing directors were
the only ones permitted to review Legacy’s
account details with respect to BLMIS.

Khronos’ evaluation of BLMIS’ trading
data confirmed that the trades were “statis-
tically impossible.” It also revealed that
BLMIS lacked a capable auditor and “clearly
lacked the staff necessary to conduct re-
search on the investment opportunities.”

3. CITI

Citi did not receive transfers directly from
BLMIS. Instead, it received at least $343
million in subsequent transfers between
June 2005 and March 2008 from feeder fund®
Rye Select Broad Market Prime Fund, L.P.
(“Prime Fund”) “as repayment of funds [Citi]
loaned to Prime Fund to invest with
BLMIS][].”

© 2021 Thomson Reuters
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Beginning in the spring of 2005, Citigroup
Global Markets, Inc. (“CGMI”), the main
Citi affiliate that conducted Citi’s BLMIS-
related business, uncovered facts suggesting
that BLMIS was engaged in fraudulent
activity. Specifically, in its diligence for deals
with feeder funds, Citi was “unable to inde-
pendently verify that BLMIS maintained
segregated customer accounts, or even that
the assets existed in any account,” and it
was “unable to find any evidence that BL-
MIS was in fact making the options trades”

it was reporting to its customers."™

In March 2005, CGMI performed a quanti-
tative analysis in its diligence on the deal
with BLMIS feeder fund Fairfield Sentry
Limited. The results revealed BLMIS was
not using Madoff’'s purported “split strike
conversion” investment strategy because
BLMIS’ returns outperformed the market in
a manner that appeared statistically
impossible. In addition, CGMI knew BLMIS
lacked an independent custodian for its
customers’ assets, giving BLMIS sole control
over customers’ funds and making it more
likely BLMIS could steal or misuse those
funds. As a result, a managing director at
CGMI stated that “either the returns are

not the returns or the strategy is not the
»11

strategy.

After this investigation, CGMI’s deal with
Prime Fund was up for renewal. Instead of
posing questions related to possible fraud, it
held a meeting that was a “check-the-box
exercise in which CGMI sought only basic
information that amounted to a ‘corporate
overview’ of BLMIS.”"? Tellingly, however,
Citi “demanded a unique contractual indem-
nification provision related directly to fraud
at BLMIS,” and insisted on it before renew-
ing the deal.”
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B. THE DISTRICT COURT’S “WILLFUL
BLINDNESS” OPINION

After the collapse, Picard sued Legacy,
Khronos and Citi under Sections 548 and
550, as those sections are generally avail-
able to SIPC trustees. All three defendants
moved to dismiss the complaint on the basis
that Picard had not adequately alleged a
lack of good faith, which they contended
required allegations of willful blindness on
their part.

The district court viewed these facts and
agreed, making two rulings which served as
the basis for the appeal.

First, the court concluded that a lack of
good faith in a SIPA liquidation requires
willful blindness to the truth; that is, an
intentional choice to blind oneself to red
flags that suggest a high probability of
fraud. In so holding, the court expressly
rejected applying an
standard."

inquiry notice

Second, the court set the pleading burden
for the good faith defense, concluding that,
contrary to the Bankruptcy Code, “SIPA . . .
affects the burden of pleading good faith or
its absence” and alters the traditional frame-
work such that, in a SIPA liquidation, the
trustee bears the burden of pleading the
defendant’s lack of good faith.'

The district court returned the cases to
the bankruptcy court, which applied the
standard articulated by the district court
and then dismissed both actions, denying
Picard the ability to amend his complaint.'

C. THE ANALYSIS

1. REVERSAL

The Second Circuit reversed on both
points. It held that “a lack of good faith

4
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under Sections 548 and 550 of the Bank-
ruptcy Code encompasses an inquiry notice
standard,” and that “good faith is an affir-
mative defense under Sections 548 and 550
and that SIPA does not compel departing
from the well-established burden-of-pleading
rules, [that] the trustee is not required to
plead a transferee’s lack of good faith.”*®

2. THE INQUIRY NOTICE STANDARD

Picard had proceeded under Section 548
against Legacy, and under Section 550(b)
against Citi and Khronos. Both of these sec-
tions have “good faith” components. Section
548(c) provides a defense to a claim of avoid-
ability by an initial transferee. It states that:

a transferee . . . of such a transfer [void-
able under § 548] . . . that takes for value
and in good faith has a lien on or may retain
any interest transferred . . . to the extent
that such transferee . . . gave value to the
debtor in exchange for such transfer'

Section 550(b)(1), in turn, provides a
defense to subsequent transferees of prop-
erty subject to the bankruptcy estate’s avoid-
ance powers. It provides that:

The trustee may not recover . . . from— [] ]

(1) a transferee that takes for value, includ-

ing satisfaction or securing of a present or

antecedent debt, in good faith, and without
knowledge of the voidability of the transfer
avoided®

The standard of good faith thus matters.
If present, transferees potentially have a
defense; if absent, they don’t.

The district court’s imposition of a willful
blindness test put Picard in a pickle—the
district court would have had him prove that
the various defendants knew of the fraud
but proceeded anyway; in colloquial terms,
they turned a blind eye to the facts.”

So Picard argued the district court had

© 2021 Thomson Reuters
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adopted the wrong standard. Instead of the
willful blindness test, Picard stumped for
the inquiry notice test.

The court responded positively. It first
distinguished the two standards:

“[A] willfully blind defendant is one who
takes deliberate actions to avoid confirming
a high probability of wrongdoing and who
can almost be said to have actually known
the critical facts.” . . . . Inquiry notice
requires knowledge of suspicious facts that
need not suggest a “high probability” of
wrongdoing but are nonetheless sufficient to
induce a reasonable person to investigate.
. . . Willful blindness also imputes a height-
ened sense of culpability, whereas a defen-
dant on inquiry notice who fails to investi-
gate does not necessarily do so with the
purpose of avoiding confirming the truth.?

Ultimately, the court adopted the inquiry
notice standard. It articulated a three-step
standard as follows, which is worth quoting
at length:

[Tlhe good faith defense under Sections
548(c) and 550(b)(1) should be approached
in a three-step inquiry. First, a court must
examine what facts the defendant knew;
this is a subjective inquiry and not “a the-
ory of constructive notice.” . . . Second, a
court determines whether these facts put
the transferee on inquiry notice of the fraud-
ulent purpose behind a transaction—that is,
whether the facts the transferee knew would
have led a reasonable person in the transfer-
ee’s position to conduct further inquiry into
a debtor-transferor’s possible fraud. . . .
Third, once the court has determined that a
transferee had been put on inquiry notice,
the court must inquire whether “diligent in-
quiry [by the transferee] would have discov-
ered the fraudulent purpose” of the transfer.
. . . An objective “reasonable person” stan-
dard applies in the second and third steps,
namely, in assessing whether (1) the suspi-
cious facts were such that they would have
put a reasonable person in the transferee’s
position on inquiry notice; and (2) the

© 2021 Thomson Reuters
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transferee conducted a reasonably diligent
investigation after being put on inquiry
notice.?

For reasons set out later, this is probably
as good a formulation of good faith as is cur-
rently available. So the court got that right.
But how it got there is quite a different
matter.

D. THE RELIANCE ON MODERN
DICTIONARIES

The court reached its result through an
odd process. “Good faith” is one of the oldest
of commercial law concepts, steeped in his-
tory and frosted with all manner of nuance.
It plays a role in regular transactions,” in
the processing of negotiable instruments,?
and in parsing and terminating legal® and
equitable interests.” It also has over a 450-
year association with fraudulent transfer
law, as will be shown below.”® Against this
background, you might think that the court
would have surveyed the history of the
concept as applied in fraudulent transfers,

and used that survey as the basis of its
holding.

Nope. The court started with of all things,
ordinary meaning. It stated:

The Bankruptcy Code does not define “good
faith.” “When a term goes undefined in a
statute, we give the term its ordinary
meaning.” . . . “To assess ordinary mean-
ing, we consider the commonly understood
meaning of the statute’s words at the time
Congress enacted the statute, and with a
view to their place in the overall statutory

scheme.”®

Really? “Good faith” in commercial law
means what was the “commonly understood
meaning” at the time of enactment, in this
case 1978? To make it clear that the court
was not talking about commonly understood
in commercial law circles, it then proceeded

5
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to cite a dictionary definition from the 1978
version of the Oxford English Dictionary in
support of its holding that good faith meant
inquiry notice.*

It supported its analysis by reference to
Supreme Court precedent.’’ Citing Food
Marketing Institute v. Argus Leader Media,*
the court stated that “[d]ictionary definitions
and case law predating the Bankruptcy
Code of 1978 [are] ‘usual source[s] that
might shed light on the statute’s ordinary
meaning.’ ”®

But the Food Marketing quotation was
concerned with the absence of traditionally
reliable sources, which it said included “dic-
tionary definitions, early case law, or any
other usual source that might shed light on
the statute’s ordinary meaning.”® The Sec-
ond Circuit omitted the italicized part.
Moreover, Food Marketing was about a
contemporary statute, the Freedom of Infor-
mation Act. For interpretations of modern
statutes creating new rights, it makes sense
to consult contemporary word usage and
meaning as of enactment. For ancient stat-
utes, written long ago but which have en-
dured to the present—not so much.

Picard was concerned with the proper
meaning of “good faith” as used in fraudu-
lent transfer law, an endeavor that has a
450-year history. It boggles the mind to
think that dictionaries extant in 1978 could
hold the key to the term’s full meaning.
Indeed, the only reason to consult dictionar-
ies from the time of enactment would be the
bizarre assumption that in 1978 Congress
reexamined each term to be used in Sections
548 and 550—including “good faith”—and
then imbued each term with an updated,
contemporary, meaning, untethered from
history.

Of course, that is not how courts typically

BANKRUPTCY LAW LETTER

construe commercial terms. The court re-
deemed itself somewhat by exploring “con-
text,” and then reviewing the history of good
faith.* But the damage was done, and it also
didn’t examine much history before the early
20th Century.*® Had the court following the
spirit, if not the text, of Food Marketing, it
should have first explored the rich history of
the use of good faith in fraudulent transfer
cases, the overwhelming “usual sources” for
use of the term good faith as defenses to
fraudulent transfers.

And there is significant early history.

I1l. THE HISTORY OF GOOD
FAITH AND FRAUDULENT
CONVEYANCES

Fraudulent transfer law begins with the
Statute of 13 Elizabeth, enacted in 1571.%
That act gave us the now-famous triplet of
“hinder, delay or defraud.”®

But it also gave us the origins of the good
faith defense. In the fifth section of the stat-
ute, a defense was laid out if the conveyance
“is or shal be upon good Consyderation, &
bona fide lawfully conveyed or assured

. 7% Of course, the Latin “bona fide”
roughly translates as “good faith,” making
the 1571 statute the origin of the term and
concept. Once of the first cases to interpret
this provision was the enduring Twyne’s
Case,” decided in 1602.*

A. THE ORIGINAL STATUTE AND BONA
FIDES

Although Twyne’s Case is reported in
Coke’s Reports,”” what actually happened
has recently been exhaustively and captivat-
ingly revealed by Professor Emily Kadens.®
We know from her article that the debtor,
Pearce, transferred all of his personal prop-

© 2021 Thomson Reuters
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erty (his realty already being encumbered)
to Twyne for valuable consideration. But,
for whatever reason, Pearce remained in
possession of that property, and used it to
work the farm upon which the property was
located. He also possibly paid taxes on it as
his own as well.

But when the undersheriff came to levy
upon the property Pearce controlled to
satisfy Pearce’s creditors, the sheriff was
met with opposition. The opposition was
based on the assertion that the property
that was targeted—the grain and the cattle
(but not the sheep) then on the farm—
belonged to Twyne, not Pearce. The Sheriff
thus could not take Twyne’s goods to pay for
Pearce’s debts.

History will note that, after the litigation
Professor Kadens exhaustively examines,
Twyne lost. Edward Coke, the attorney gen-
eral who tried, won, and then reported the
case, made sure of that. To win, however,
Coke had to deal with the fact that Pearce,
the debtor, did actually owe a debt to Twyne.
And had to consider that the transfer of the
property to Twyne, while fraudulent as to
creditors, was likely good as between the
Twyne and Pearce.* Accordingly, the trans-
fer satisfied Pearce’s debt to Twyne; it was
consideration for the extinguishment of the
debt.

Coke acknowledges this conclusion, but he
convinced the Star Chamber that Pearce’s
provision of valuable consideration made no
difference under the Statute of 13 Eliz. As
Coke’s report states:

notwithstanding here was a true debt due
to Twyne, and a good consideration of the
gift, yet it was not within the proviso of the
said Act of 13 Eliz. . . . for although it is on
a true and good consideration, yet it is not
bona fide, for no gift shall be deemed to be

© 2021 Thomson Reuters
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bona fide within the said proviso which is

accompanied with any trust . . . .*

Here, the trust existed apparently due to
the nature of the arrangement between
Twyne and Pearce. Coke’s report never quite
spells out what this arrangement was, but
the inference is that it was an arrangement
different from that described in the docu-
mentation, and full of hidden
understandings. In somewhat confusing
language, Coke gave a hypothetical illustrat-
ing why the transaction was not bona fide:

if a man be indebted to five several persons,
in the several sums of twenty pounds, and
hath goods of the value of twenty pounds,
and makes a gift of all his goods to one of
them in satisfaction of his debt, but there is
a trust between them, that the donee shall
deal favourably with him in regard of his
poor estate, either to permit the donor, or
some other for him, or for his benefit, to use
or have possession of them, and is contented
that he shall pay him his debt when he is
able; this shall not be called bona fide within
the said proviso.*

At the time, Coke was concerned with the
text of the Statute of 13 Eliz. that stated
that

this act or anything therein contained shall
not extend to any . . . goods or chattels,
had, made, conveyed or assured, or hereaf-
ter to be had, made, conveyed or assured,
which estate or interest is or shall be, upon
good consideration and bona fide . . . .*

Coke’s response was to imply that secrecy
and the clandestine nature of the transfer
implied an intent to hinder, delay or defraud.
As he stated, “the proviso [from the Statute
of Eliz.] saith on a good consideration, and
bona fide; so a good consideration doth not
suffice, if it be not also bona fide.”*® He fol-
lowed this with a stern admonition to the
reader: “therefore, reader, when any gift
shall be to you in satisfaction of a debt, by
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one who is indebted to others also; first, Let
it be made in a public manner, and before
the neighbours, and not in private, for se-
crecy is a mark of fraud.” Additional admo-
nitions included having the property ap-
praised before transfer, and changing
possession after the transfer.”

B. GOOD FAITH AFTER TWYNE TO THE
19TH CENTURY

1. ENGLISH VIEWS

The great bulk of cases construing Twyne’s
Case dealt with its holding that title must
follow possession, not the bona fide nature
of the consideration. Some 175 years later,
however, Lord Mansfield picked up the
thread:

But if the transaction be not boné fide, the
circumstance of its being done for a valu-
able consideration, will not alone take it out
of the statute. I have known several cases
where persons have given a fair and full
price for goods, and where the possession
was actually changed; yet being done for the
purpose of defeating creditors, the transac-
tion has been held fraudulent, and therefore
void.

One case was, where there had been a
decree in the Court of Chancery, and a
sequestration. A person with knowledge of
the decree, bought the house and goods
belonging to the defendant, and gave a full
price for them. The Court said, the purchase
being with a manifest view to defeat the
creditor, was fraudulent, and therefore,
notwithstanding a valuable consideration,
void.-So, if a man knows of a judgment and
execution, and, with a view to defeat it,
purchases the debtor’s goods, it is void:
because, the purpose is iniquitous. It is as-
sisting one man to cheat another, which the
law will never allow.”

As a result, not only did there have to be
valuable consideration, but the consider-

8
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ation given still had to be bona fide or in
good faith.

2. 18TH AND 19TH CENTURY
AMERICAN VIEWS

The Statute of Elizabeth and Twyne’s
Case were considered elemental components
of commercial law. Both New York and Vir-
ginia, for example, enacted mirror-image
versions of the Statute of Elizabeth in 1785%
and 1787, respectively.

American courts also explored the good
faith tenet of Twyne’s Case. Orlando Bump’s
1872 treatise lists five cases related to this
proposition;* the fourth edition of that trea-
tise, published in 1896, lists 14.%°

The good faith standard employed was one
of inquiry notice. As the Bump treatise
acknowledged:

It is not necessary that the grantee shall
have actual knowledge of the debtor’s intent
to delay, hinder, or defraud his creditors in
order to render the transfer void. A knowl-
edge of facts sufficient to excite the suspi-
cions of a prudent man and to put him on
the inquiry, or to lead a person of ordinary
perception to infer fraud, or the means of
knowing by the use of ordinary diligence,
amounts to notice and is equivalent to
actual knowledge in contemplation of law.*®

This conclusion was echoed by Melvin
Bigelow’s treatise of 1911, which tied inquiry
notice to the Statute of 13 Eliz.:

According to general doctrines of the law,
one who purchases with notice, i.e. with
knowledge of facts which would put a pru-
dent man upon inquiry leading to the truth,
and a fortiori one who purchases with
knowledge of a fact in itself showing a defect
or taint in the title or in the sale, purchases
without good faith. This is in accordance
with the very language of the statute of 13th
Elizabeth; and it is believed to be the better
and the more general view of the meaning

© 2021 Thomson Reuters
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of the term ‘good faith’ or ‘bona fide’ in the
statutes generally against fraudulent
conveyances.”’

At the end of the 19th Century, Congress
then incorporated good faith in the 1898
Bankruptcy Act’s provisions on fraudulent
conveyances.”® In addition, with respect to
the requirement that a recipient of a prefer-
ential payment had to have reasonable
cause of intent and nature of the transfer,
Collier was of the view that constructive or
inquiry notice was sufficient.

If the person has constructive notice that a
preference was intended, that is sufficient.
But some fact must first actually come to
his knowledge in order to give him construc-
tive notice. That fact is such a fact as would
induce a man of ordinary prudence, engaged
in a like transaction, to make inquiry. If
such a fact actually comes to a man’s knowl-
edge then he is chargeable with the duty of
making inquiry, and he has constructive no-
tice of all which he could learn by inquiries
pursued with ordinary diligence. Construc-
tive notice is sufficient upon the ground that
when a party is about to perform an act by
which he has reason to believe that the
rights of third parties will be affected, an

inquiry as to the effect is a moral duty
59

Even the Supreme Court seemed to em-
brace an inquiry notice standard under
fraudulent conveyance law. In the 1917 case
of Dean v. Davis,® one Jones found himself
in financial trouble. He had given unsecured
notes to a bank upon which there were
forged endorsements. The bank discovered
the fraud and demanded payment, and ap-
parently also insinuated Jones might be
criminally liable for forgery. Jones, a farmer
who also ran a country store, did not have
the cash, and so he pleaded with his brother-
in-law, Dean, to lend him $1,600. Jones also
offered to give Dean a mortgage on every-
thing he owned if the money could be found.

© 2021 Thomson Reuters
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After talking it over with Jones and his
father-in-law, Dean lent the money pursu-
ant to several cross-defaulted notes, and
took the security. There was valuable consid-
eration for this transaction; Dean lent funds,
and Jones promised to repay, and backed
his promise by a grant of security.

By the time the mortgages were recorded,
however, the first note in the amount of $100
was overdue, and thus the cross default
clauses caused all of the remaining notes,
representing the entire $1,600, to come due.
Dean then took possession of everything,
and would have foreclosed but for an invol-
untary bankruptcy filed against Jones.

Davis was appointed Jones’ bankruptcy
trustee, and contested the mortgage—it
turned out that although Jones had assured
Dean that the property would be worth five
times the amount of the loan, a sale of the
assets only yielded $1,634, roughly the
amount of the notes Dean took. So unless
the mortgage was invalidated, Dean would
be repaid in full while other creditors would
receive nothing.

The case was tried on both preference and
fraudulent conveyance grounds.®' Dean
defeated the preference action, but lost on
the fraudulent conveyance claim.®® The
Supreme Court summarized the evidence in
favor of Jones’ intent to hinder, delay or
defraud, and of Dean’s complicity as follows:

Jones knew that he was insolvent. He knew
that he was making a preferential payment.
He must have known that suspension of his
business and bankruptcy would result from
giving and recording a mortgage of all his
property to secure a note which had matured
before the mortgage was executed. The
lower courts were justified in concluding
that he intended the necessary consequences
of his act; that he willingly sacrificed his
property and his other creditors to avert a
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threatened criminal prosecution; and that
Dean, who, knowing the facts, cooperated in
the bankrupt’s fraudulent purpose, lacked
the saving good faith.®®

The Court thus affirmed that Jones had
the requisite intent to “hinder, delay or
defraud” creditors by offering and giving se-
curity when insolvent, and by engineering
the conversion of the bank’s unsecured
claims into a secured debt. These facts were
all inferred from what Jones knew or should
have known.

In short, without citing Twyne’s Case or
Coke’s report or it, the Court had before it
the modern day equivalent of Coke’s hypo-
thetical involving five creditors and £20.
Here, Jones had property that ultimately
turned out to be worth about $1,600. He
mortgaged—essentially gave—that property
to Dean in consideration for Dean paying an
equivalent amount to the bank, and Dean,
as a good brother-in-law, then did “deal fa-
vorably with him in regard of his poor
estate.”® From those facts, a lack of good
faith was found.

C. GOOD FAITH IN THE 20TH CENTURY

1. THE UFCA

The drafters of the initial Uniform Fraud-
ulent Conveyance Act (UFCA), working be-
tween 1915 and 1918, carried forward the
good faith concept when drafting the new
uniform law. Indeed, the UFCA carried the
concept into its innovation invention of
constructive fraudulent conveyances; the
definition of “fair consideration,” a require-
ment to validate an insolvent’s transfer,
required “good faith” in addition to the
exchange of a fair equivalent.®

2. THE CHANDLER ACT OF 1938
In 1938, in the Chandler Act,” Congress
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revised the fraudulent conveyance portions
of the Bankruptcy Act, adopting suggestions
of the National Bankruptcy Conference, and
essentially adopting as federal law the
central portions of the UFCA, including its
concept of good faith.*

3. THE BANKRUPTCY CODE OF 1978

This history was not unknown to the
drafters of the 1978 Bankruptcy Code. By
this time, “bona fide” had settled into “good
faith,” and the drafters carried the “bona
fide” required into the new Code not only as
a specific defense (to the extent of value) in
Section 548(c), but also for the protection of
subsequent transferees in Section 550(b).

All agree that the origins of Section 550
lie in Section 4-609(b)(1) of the 1973 Bank-
ruptcy Commission bill. At that time, the
text read:

(b) Liability of Subsequent Transferees.

(1) The trustee may not recover property
referred to in subdivision (a) from a subse-
quent transferee of the initial transferee
who purchases for value in good faith with-
out knowledge of the voidability of the
initial transfer, or from a transferee of such
a transferee.®®

This Report started by indicating that
“good faith” was “a familiar phrase” to be
left “to the courts [to interpret] on a case-by-
case construction.” It then went on to state:

good faith clearly would not be present if
the transferee knew facts that would lead a
reasonable person to believe that the prop-
erty was recoverable. The effect of subdivi-
sion (b) is probably the same as that of
§ 67a(3) as to purchasers at judicial sales
and of § 70d(5) as to “purchasers”of currency
or negotiable instruments. The protection is
extended, however, to all subsequent trans-
ferees to avoid litigation and unfairness to
innocent purchasers.”

Examining the sources cited by the Report

© 2021 Thomson Reuters
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supports the view that the Commission
intended the defense to be congruent with
defenses held by good faith purchasers
outside of bankruptcy, that is, inquiry notice.
Section 67a(3), referred to in the Report,
provided that “the title of a bona-fide pur-
chaser of such property shall be valid, but if
such title is acquired otherwise than at a
judicial sale held to enforce such lien, it
shall be valid only to the extent of the pre-
sent consideration paid for such property.””
Section 70d(5), in turn, provided that “noth-
ing in this title shall impair the negotiabil-
ity of currency or negotiable instruments.””
In support of this reading, the Report cites
Garrard Glenn’s treatise.”” That treatise, in
turn, states the proposition as a subsequent
transferee “should have the full benefit of
the usual rule that attaches to the idea of
bona fide purchaser, which makes the inad-
equacy of value immaterial, although it may
be evidence of notice, or may indicate that a

gift was intended rather than a purchase.”

Pulling these citations together, it is more
than plausible that the Report intended that
defenses to be accorded to subsequent trans-
ferees were to be substantially the same as
those accorded to good faith purchasers
under common law and at equity.

This reading is not inconsistent with later
legislative history, albeit such history is
sparse and open to different interpretations.
Both the House and the Senate bills that
ultimately merged to become the Bank-
ruptcy Code had identical text for Section
550(b)(1), and identical legislative history.

The House’s and Senate’s explanation of
Section 550(b)’s components, however, were
not very helpful. With respect to good faith,
the reports state, in relevant part, that:

The phrase “good faith” in this paragraph is
intended to prevent a transferee from whom

© 2021 Thomson Reuters
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the trustee could recover from transfering
[sic] the recoverable property to an innocent
transferee, and receiving a retransfer from
him, that is, “washing” the transaction
through an innocent third party. In order
for the transferee to be excepted from li-
ability under this paragraph, he himself
must be a good faith transferee.”

Thus, to the extent one looks at and gives
credence to the circumstances surrounding
the drafting of the language, it appears that
the good faith language was intended to mir-
ror commercial practice.

4. THE UFTA

By the time of the promulgation of the
Uniform Fraudulent Transfer Act in 1984
(UFTA), the concept remained, but the focus
had shifted to defenses available to
transferees. No longer was good faith an el-
ement of consideration. Under Section 8(a)
of the UFTA, the recipient of a transfer
made with the actual intent to hinder, delay
or defraud had a full defense to avoidance if
he or she had given reasonably equivalent
value and was in good faith.”

This differed from Section 548(c) of the
Bankruptcy Code, which required good faith
as well, but only allowed a defense to the
extent of value given (with the change being
between the numerical difference between
full value and “reasonably equivalent
value”).” The Uniform Voidable Transaction
Act of 2014 (UVTA), the successor to the
UFTA, carries this distinction forward.”

IV. GOOD FAITH AND INQUIRY
NOTICE GENERALLY

The realm of duties imposed based on
required or expected inferences is the realm
of notice and good faith. Deciding what a
person should have known based upon what
they did know is a policy choice. It distills

11
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common sense and accepted reasoning and
makes them universally applicable, and al-
lows courts to make judgments on actions
taken that can be assessed against an objec-
tive background. But good faith is policy,
and the actions it requires are triggered by
what a person should know. That, in turn, is
a task performed by notice. The Restate-
ment (Third) of Restitution and Unjust
Enrichment (RSRUE) encapsulates nicely
the function and role of notice:

“Notice” is a legal category that combines
actual knowledge with imputed knowledge.
While imputed knowledge is described in
practice under such various headings as
“statutory notice,” “record notice,” “construc-
tive notice,” and “inquiry notice,” or by ref-
erence to a person’s “duty of inquiry,” the
different labels attach to what is essentially
a common idea. In particular circumstances,
and for a variety of reasons, the law will
treat a person as knowing a fact without
requiring that such knowledge be proven
directly.”

As a consequence, the function of “should
have known” is part of “inquiry notice.” In-
quiry notice is a venerable and essential
part of the common law. Long ago, Justice
Story described it as “whatever is sufficient
to put a party upon inquiry, (that is, what-
ever has a reasonable certainty as to time,
place, circumstances, and persons).”® Again,
the R3RUE:

A person has notice of facts of which the
person has reason to know as a matter of
reasonable inference, or which the person
would have discovered upon appropriate
inquiry. The standard that determines the
inferences to be drawn and the inquiries to
be made is that of a reasonable and prudent
person whose interests would be served by
obtaining the knowledge in question. In
other words, a purchaser is charged with
knowledge of the facts that a prudent and
self-interested purchaser would infer or
discover if the affirmative defenses did not
exist.®

12
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How does inquiry notice link to good faith?
Again, as stated in the R2RUE, “Because
the effect of notice is to preclude the affir-
mative defenses, the rule of ‘inquiry notice’
imputes knowledge that undercuts the
purchaser’s legal position; it compels pre-
cisely the inferences that the purchaser—in
seeking to invoke the defenses—would have
reason to deny.”®

V. CONCLUSION

In Picard, the Second Circuit reached the
correct destination in deciding that good
faith under Sections 548(c) and 550(b)
requires only inquiry notice. The inter-
twined history of fraudulent transfers and
good faith recounted above confirms this.
But that history was pretty much ignored
by the Second Circuit, which veered off into
bizarre zone of “ordinary meaning” of his-
torical terms. Whatever relevance ordinary
meaning has for contemporary creation of
rights, it is an odd and inapt fit for vener-
able commercial terms. It is simply bizarre
to believe that terms with accepted and
stable meanings in commercial law, mean-
ings upon which millions, if not billions, of
transactions rely, should take a fresh mean-
ing every time a legislature chooses to codify
(or rectify) a practice.

So, kudos to the Second Circuit for reach-
ing the right place this time. Let’s just hope
that future panels don’t take the same route.
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The Law of Property Act, 15 Geo. 5, ch. 20,
§ 172 (1925).

®Twyne’s Case, 3 Co. Rep. 80b, 81a, 76
Eng. Rep. 809, 814 (Star Ch. 1602).

“Twyne’s Case, 3 Co. Rep. 80b, 81a, 76
Eng. Rep. 809, 814 (Star Ch. 1602).

%Twyne’s Case, 3 Co. Rep. 80b, 81a, 76
Eng. Rep. 809, 814 (Star Ch. 1602). This rea-
soning was picked up in a common treatise
of the time on the preparation of deeds:

So if in this case he give all his goods to B in
satisfaction of his debt, and before any suit
begun by A, with any express or implicit trust
as to the intent that B shall be favourable to
the debtor, or that if the debtor provide the
money that he shall have the goods again, or
that he suffer the debtor to enjoy and use the
goods and pay him as he can; in these and
the like cases the deeds shall be said to be
fraudulent and void, for howsoever it be
made upon good consideration, yet it is not
made bona fide.

William Sheppard, The Touch-Stone of Com-
mon Assurances 66 (1648).

© 2021 Thomson Reuters
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$'Cadogan v. Kennett, 2 Cowp. 433, 434,
98 Eng. Rep. 1171, 1172 (K.B. 1776).

521803 Va. Acts, Chap. X, An Act to Pre-
vent Frauds and Perjuries (originally passed
as Ch. 66 on Nov. 30, 1785). As noted in
Hamilton v. Russell, 5 U.S. 309, 2 L. Ed. 118,
1803 WL 940 (1803), which construed this
Virginia statute, “The act of assembly, which
governs the case, appears, as far as respects
fraudulent conveyances, to be intended to be
co-extensive with the acts of the 13th and
27th of Eliz. . . ..

3An Act for the Prevention of Frauds,
New York Laws, 10th Sess., Chap. XLIV,
passed Feb. 26, 1787.

Orlando F. Bump, Fraudulent
Conveyances: A Treatise Upon Conveyances
Made by Debtors to Defraud Creditors 230
n.3 (1872).

Orlando F. Bump, A Treatise Upon
Conveyances Made by Debtors to Defraud
Creditors § 182, at 207 n.4 (James Mcllvaine
Gray rev., 4th ed. 1896).

Orlando F. Bump, A Treatise Upon
Conveyances Made by Debtors to Defraud
Creditors § 184, at 210-11 (James Mcllvaine
Gray rev., 4th ed. 1896).

"Melville Madison Bigelow, The Law of
Fraudulent Conveyances, Ch. XIX, § 1, at
589 (1911).

®Bankruptcy Act of 1898, § 67e (stating
that transfers made “with the intent and
purpose . . . to hinder, delay, or defraud his
creditors, or any of them, shall be null and
void as against the creditors of such debtor,
except as to purchasers in good faith and for
a present fair consideration”) (emphasis sup-
plied. This section is discussed in Wm.
Miller Collier, The Law of Bankruptcy and
The National Bankruptcy Act of 1898, Ch.
VII, § 67, at 373-76 (1899).

%Wm. Miller Collier, The Law of Bank-
ruptcy and The National Bankruptcy Act of
1898, Ch. VI, at 317 (1899).

8%Dean v. Davis, 242 U.S. 438, 37 S. Ct.
130, 61 L. Ed. 419 (1917).

61At the time, the bankruptcy fraudulent
conveyance statute, found in § 67e of the
Act, read as follows:

That all conveyances, transfers, assignments,
or incumbrances of his property, or any part
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thereof, made or given by a person adjudged
a bankrupt under the provisions of this Act
subsequent to the passage of this Act and
within four months prior to the filing of the
petition, with the intent and purpose on his
part to hinder, delay, or defraud his creditors,
or any of them, shall be null and void as
against the creditors of such debtor, except
as to purchasers in good faith and for a pre-
sent fair consideration. . .

%2The bank was not party to the suit, and
thus we do not know if it was ever part of
the discussions regarding avoidance, as it
has received full payment on an unsecured
debt within the preference period.

%Dean v. Davis, 242 U.S. 438, 445 (1917).

“Twyne’s Case, 3 Co. Rep. 80b, 81a, 76
Eng. Rep. 809, 814 (Star Ch. 1602). The
main difference between the facts in Dean
and in Twyne’s Case is that the federal codi-
fication had given Dean, the transferee, a
statutory defense of good faith. But Dean,
although he denied it, seems to have been in
on the scam, as the lower courts found. That
deprived him of the good faith defense to
the established avoidance.

Unif. Fraudulent Conveyance Act
§ 3(a).
%Pub. L. No. 696, 52 Stat. 575 (1938).

7“We have condensed the provisions of
the Uniform Fraudulent Conveyance Act,
retaining its substance and, as far as pos-
sible, its language.” National Bankruptcy
Conference, Analysis of H.R. 12889, 74th
Cong., 2d Sess. 214 (Comm. Print 1936); see
also In re Quaker Room, 90 F. Supp. 758,
762 (S.D. Cal. 1950); In re Vanity Fair Shoe
Corp., 84 F. Supp. 533, 534 (S.D. N.Y. 1949),
order affd, 179 F.2d 766 (2d Cir. 1950). See
also 5 Collier on Bankruptcy q 548.12 (16th
2021)

®Report of the Commission on the Bank-
ruptcy Laws of the United States, H.R. Doc.
No. 93-137, 93d. Cong., 1st Sess., Pt. I, at
179 (1973).

®Report of the Commission on the Bank-
ruptcy Laws of the United States, H.R. Doc.
No. 93-137, 93d. Cong., 1st Sess., Pt. I, at
180 (1973).

Report of the Commission on the Bank-
ruptcy Laws of the United States, H.R. Doc.
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No. 93-137, 93d. Cong., 1st Sess., Pt. I, at
180 (1973) (emphasis added).

""Bankruptcy Act of 1898, § 67a(3), 11
U.S.C.A. § 107(a)(3) (repealed 1979).

2Bankruptcy Act of 1898, § 70d(5), 11
U.S.C.A. § 110(d)(5) (repealed 1979).

Report of the Commission on the Bank-
ruptcy Laws of the United States, H.R. Doc.
No. 93-137, 93d. Cong., 1st Sess., Pt. I, at
180 (1973) (citing 1 Garrard Glenn, Fraudu-
lent Conveyances and Voidable Preferences
§ 259a, at 444-45 (Rev. ed. 1940)).

71 Garrard Glenn, Fraudulent Convey-
ances and Voidable Preferences § 259a, at
445 (Rev. ed. 1940) (citing Restatement of
Trusts § 298, cmt i. (1935)).

“H. Rep. No. 595, 95th Cong., 1st Sess.
375 (1977); S. Rep. 989, 95th Cong., 2d Sess.
90 (1978).

UFTA § 8(a).
711 U.S.C.A. § 548(c).

UVTA § 8(a). The only difference be-
tween the UFTA provision and the UVTA
provision is that the UVTA provision explic-
itly requires the value to be given to the
debtor.

“R3RUE § 69, cmt. a (2011).

%1 Joseph Story, Commentaries on Eq-
uity Jurisprudence § 400, at 444 (13th ed.
1886).

$R2RUE § 69, cmt. f. See In re Otero
County Hospital Association, Inc., 560 B.R.
551, 564, 76 Collier Bankr. Cas. 2d (MB)
1208 (Bankr. D. N.M. 2016) (“A person is on
inquiry notice where a reasonably prudent
person with knowledge of particular facts
would make inquiry into the existence of
other facts.”). See also Cities Service Oil Co.
v. Adair, 273 F.2d 673, 676 (10th Cir. 1959)
(defining inquiry notice as “when a party
has knowledge of facts which would lead an
ordinarily prudent person to make inquiry
which would disclose the existence of other
facts, the knowledge amounts to notice of
those other facts.”).

2R3RUE § 67, cmt. f. (“The implicit stan-
dard of hypothetical, disinterested inquiry
explains why this aspect of the law of notice
is often described in terms of “good faith.”
Where the facts reveal a purchaser who has

© 2021 Thomson Reuters
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acquired an interest without asking obvious
questions, or without drawing inferences
that would appear self-evident to a disinter-
ested observer, it is natural to describe the
ensuing contest (between purchaser and

© 2021 Thomson Reuters
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adverse claimant) by referring to the pur-

chaser’s lack of good faith.”).

https://legal.thomsonreuters.com/
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BACKGROUND

In the beginning (or close enough to it for our purposes), fraudulent transfer law as adopted
by the Bankruptcy Code (11 U.S.C. 548), arguably applied to all transactions, including
foreclosures and tax sales.! Initially, courts generally followed one of three analyses adopted by
the various Courts of Appeals ruling on the issue of fraudulent transfer in the context of foreclosure
sales. In its Durrett v. Washington National Insurance Co., 621 F.2d 201 (5 Cir. 1980), the Fifth
Circuit Court of Appeals analyzed the fraudulent transfer aspect of a foreclosure sale under section
67(d) of the then applicable Bankruptcy Act and found that the foreclosure sale did not satisfy the
“fair equivalent” test set forth in the Bankruptcy Act. In doing so, the Fifth Circuit had been
“unable to locate a decision of any district or appellate court dealing only with a transfer of real
property as the subject of attack under section 67(d) of the Act, which has approved the transfer
for less than 70 percent of the market value of the property.” 621 F.2d at 203. Based on the Durrett
decision, many lawyers advised clients to bid at least 70% of appraised value at a foreclosure sale
in order to meet the “Durrett Rule” to avoid a fraudulent transfer challenge to the purchase.

Two years later, the Ninth Circuit BAP, in deciding Lawyers Title Ins. Corp. v. Madrid, 21
B.R. 424 (B.A.P. 9" Cir. 1982), aff’d on other grounds, 725 F.2d 1197 (9" Cir. 1984), rejected the
Durrett Rule, finding that the winning bid at a regularly conducted non-collusive foreclosure sale
always constitutes reasonably equivalent value and thus, the related sale cannot be avoided as a
fraudulent transfer.

Thereafter, in 1988, the Seventh Circuit Court of Appeals entered the fray in Bundles v.

! According to Justice Scalia, “Fraudulent transfer law and foreclosure law enjoyed over 400 years
of peaceful coexistence in Anglo-American jurisprudence until the Fifth Circuit’s unprecedented
1980 decision in Durrett. To our knowledge no prior decision had ever applied the ‘grossly
inadequate price’ badge of fraud under fraudulent transfer law to set aside a foreclosure sale.” BFP
v. Resolution Trust Corp., 511 U.S. 531 (1994).
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Baker, 856 F.2d 815 (7" Cir. 1988), rejecting both the Durrett and Madrid analyses as
inappropriate constructions of Section 548 of the Bankruptcy Code. The Seventh Circuit concluded
that “in defining reasonably equivalent value, the court should neither grant a conclusive
presumption in favor of a purchaser at a regularly conducted, noncollusive foreclosure sale, nor
limit its inquiry to a simple comparison of the sale price to the fair market value. Reasonable
equivalence should depend on all the facts of each case.” Id. at 824.

The United States Supreme Court resolved the Circuit conflict in BFP v. Resolution Trust
Corp., 511 U.S. 531 (1994), holding that a mortgage foreclosure sale conducted in compliance
with the applicable state law conclusively produces reasonably equivalent value as a matter of law.
511 U.S. at 548-549. The Supreme Court rejected the Durrett and Bundles analyses because they
read “fair market value” into section 548 of the Bankruptcy Code in contravention of Congress’s
specific use of the term ‘“reasonably equivalent value.” The Supreme Court concluded that
“reasonably equivalent value” evidenced that “fair market value cannot - or at least cannot always
- be the benchmark.” Id. at 537. More specifically, fair market value has no applicability in the
context of a sale conducted in accord with statutory requirements as such requirements specifically
negate a negotiated price between a willing buyer and willing seller, which is implicit in the term
“fair market value”. /d. at 538. The Supreme Court noted that foreclosure sales are established by
state laws and typically “require notice to the defaulting borrower, a substantial lead time before
the commencement of foreclosure proceedings, publication of a notice of sale, and strict adherence
to prescribed bidding rules and auction procedures.” Id. at 542. These procedures have been
adopted “to achieve what each [state] considers the proper balance between the needs of lenders
and borrowers.” Id. at 541-42. Therefore, a foreclosure sale conducted in compliance with the

governing state procedure is protected from a ‘fraudulent transfer challenge premised upon an
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inadequate sale price except where, and if, a state allows such a sale to be set aside due to a “shock
the conscience™ sale price or other facts raising a presumption of fraud or unfairness. /d.?

As the Court noted, a different ruling would upset the balance between foreclosure law and
debtor-creditor law and place “title of every piece of realty purchased at foreclosure . . . under a
federally created cloud.” Id. at 544. The Court went on to state that “[sJurely Congress has the
power pursuant to its constitutional grant of authority over bankruptcy . . . to disrupt the ancient
harmony that foreclosure law and fraudulent conveyance law, those two pillars of debtor-creditor
jurisprudence, have heretofore enjoyed. But absent clearer textual guidance than the phrase
‘reasonably equivalent value’ — a phrase entirely compatible with preexisting practice - we will
not presume such a radical departure.” /d. at 543. Thus, “[w]e deem, as the law has always deemed,
that a fair and proper price, or a ‘reasonably equivalent value,” for foreclosed property, is the price
in fact received at the foreclosure sale, so long as all the requirements of the State’s foreclosure
law have been complied with.” Id. at 545.3

However, and most relevant to discussion respecting avoidance of tax sales as a fraudulent
transfer under section 548, the Supreme Court, in a footnote to its BFP decision, stated, “[w]e
emphasize that our opinion today covers only mortgage foreclosures of real estate. The

considerations bearing upon other foreclosures and forced sales (to satisfy tax liens, for

2 Indiana has adopted the “shock the court’s sense of conscience and justice” as a basis for setting
aside a foreclosure sale. Arnold v. Melvin R. Hall, Inc., 496 N.E. 2d 63 (Ind. 1986).

3The Court’s “conclusion does not render § 548(a)(2) superfluous, since the ‘reasonable equivalent
value’ criterion will continue to have independent meaning (ordinarily a meaning similar to fair
market value) outside the foreclosure contest. * * * Any irregularity in the conduct of the sale that
would permit judicial invalidation of the sale under applicable law deprives the sale price of its
conclusive force under § 548(a)(2)(A), and the transfer may be avoided if the price received was
not reasonably equivalent to the property’s actual value at the time of the sale (which we think
would be the price that would have been received if the foreclosure sale had proceeded according
to law).” Id. at 545.
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example) may be different.” /d. at 537, fn. 3 (emphasis added).

Forever in search of black letter law and notwithstanding the carveout in footnote 3
regarding tax sales and other forced sales, legal professionals and trial courts began adopting and
adapting the BFP rule for foreclosure sales to tax sales even where the statutory procedures
surrounding such sales were dissimilar to foreclosure. In doing so, the parties relied on the policy
enunciated in BFP that a federal cloud over transfers of real property (which the parties assumed
should include tax sale transfers of real property) should be avoided. Not all courts adopted this
policy reasoning however and, when confronted with a forfeiture-type tax sale statute or one that
did not require competitive bidding (for the property or related tax certificate), seized upon
footnote 3 in BFP concluding that tax sales did not enjoy the same presumption of “reasonably
equivalent value.” Consequently, in certain jurisdictions, tax sales were found to be subject to
fraudulent transfer challenges. Eventually, the tax sale/fraudulent transfer issue percolated to the
Circuit Courts. As of today however, the issue has not been squarely addressed by the Supreme
Court beyond its footnote in BFP.

L CIRCUIT COURTS SPLIT OVER APPLICABILITY OF RESOLUTION TRUST TO
TAX SALES

A. Fifth, Ninth, and Tenth Circuit Courts of Appeal Apply BFP to Tax Sales.

In T.F. Stone Co. v. Harper (In re T.F. Stone Co.), 72 F.3d 466 (5" Cir. 1995), the Fifth
Circuit extended BFP to an avoidance action under section 549 of the Bankruptcy Code (which
uses the term ‘fair equivalent value’ as opposed to ‘reasonably equivalent value’ but of no
consequence to the Fifth Circuit) finding that an Oklahoma tax sale subject to bidding resulted in
fair equivalent value as a matter of law and therefore was not avoidable as a fraudulent transfer.
The Fifth Circuit bolstered its holding by deference to state interests in ensuring security of title to

real property.
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Similarly, in Kojima v. Grandote Int’l Ltd. Liab. Co. (In re Grandote Country Club Co.),
252 F.3d 1146 (10" Cir. 2001), the Tenth Circuit extended BFP to a Colorado tax sale where a
trustee of a Japanese bankrupt entity in a case ancillary to the foreign proceedings (statute
providing for such proceeding since repealed) sought to avoid a title transfer pursuant to Colorado
tax sale under the Colorado Uniform Fraudulent Transfer Act (“CUFTA”). Looking to CUFTA’s
definition of value that “a person gives a reasonably equivalent value if the person acquires an
interest of the debtor in an asset pursuant to a regularly conducted, noncollusive sale, foreclosing
on assets subject to a lien,” the Court also found that the BFP rule also applied to a Colorado state
tax sale. Because Colorado’s tax sale law required competitive bidding - the decisive factor in
determining “reasonably equivalent value” - the tax sale in question conclusively obtained
reasonably equivalent value.* The Tenth Circuit noted that its Bankruptcy Appellate Panel had
declined to extend BFP to a Wyoming tax sale because Wyoming’s statutory tax sale process did
not include a competitive bidding procedure. See Sherman v. Rose (In re Sherman), 223 B.R. 555
(B.A.P. 10" Cir. 1998). Thus, Grandote is best characterized as applying the BFP rule to tax sales
that include competitive bidding. 3

More recently, in Tracht Gut, LLC v. L.A. County Treasurer & Tax Collector, 836 F.3d
1146 (9th Cir. 2016), the Ninth Circuit held that BFP’s holding should be extended to California

tax sales because, by California state law, such sales have the same procedural safeguards as

* The Court also found that the transfer of the tax deed was not made by the debtor, but rather by
the State of Colorado to whom the property forfeited upon failure to pay taxes due. Without any
discussion, the Tenth Circuit appears to have assumed that the subsequent auction of the lien and
transfer of title by Colorado to the winner baptized the prior forfeiture of the property for unpaid
taxes. There is no discussion as to whom - Colorado or the former owner — was entitled to the any
overage at the auction.

SThe Court’s finding respecting BFP is surplus to the ruling based on the finding respecting
Colorado’s CUFTA provisions and reasonably equivalent value.
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regularly conducted foreclosure sales.

B. Second, Third, Sixth and Seventh Circuit Courts of Appeal Have Not

Extended/Distinguished BFP to Tax Sales.

Other Circuits, however, have not extended BFP to tax sales or at least, have not done so
where the legislated tax sale process limits or precludes an open bidding process.

Most recently, in Gunsalus v. Cnty. Of Ontario, 37 F.4™ 859, 2022 U.S. App. LEXIS 17596
(2" Cir. 2022), the Second Circuit Court of Appeals found that a tax sale conducted under the
“strict foreclosure” provisions of New York State tax law, which do not require competitive
bidding or permit the owner to recover any equity (overage) after tax sale, was not entitled to the
BFP presumption of reasonably equivalent value. In that case, after Ontario County took title to a
property upon tax payment default and despite selling the property at auction, all of which were in
compliance with state law, because the County pocketed the difference (rather than the overage
going to the owner) between the unpaid taxes and winning bid, the sale was not subject to the BFP
presumption because the County received a windfall by forfeiture of the property worth more than
the taxes due. In such case, the sale was subject to avoidance under section 548 as a fraudulent
transfer. Id.; see also Hampton v. Cnty. Of Ontario, 2022 U.S. App. Lexis 18424%*, 2022 WL
2443007 (2" Cir. 2022) (similar holding).

The Third Circuit, in Hackler v. Arianna Holdings Co., LLC In re Hackler), 938 F.3d 473
(3d Cir. 2019), distinguished fraudulent transfer law from preference law and overruled a tax
purchaser’s argument that BFP should preclude avoiding its tax sale purchase as a preference,
albeit compliant with New Jersey procedures. There, the Hackler court found BFP inapplicable to
section 547(b) where the tax sale auction was only as to the redemption interest rate and “the

winning bid and the value of the underlying property [was] not merely attenuated but nonexistent.”
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Id. at 479. In looking at BFP, the Third Circuit summarized that “the circuit courts that have
extended BFP to tax foreclosures under §548 involved state laws that subjected the property at
issue to auction.” Id. at 480. The Court found New Jersey’s bid on the interest rate to be paid to
redeem tax sale not an auction of the property and another reason to deny BFP protections to a
preference analysis of the New Jersey tax foreclosure sale.

Similarly, in Lowry v. Southfield Neighborhood Revitalization Initiative (In re Lowry),
2021 U.S. App. LEXIS 38533 (6" Cir. 2021) (unpublished), the Sixth Circuit declined to extend
BFP to a Michigan tax foreclosure sale where, “Michigan foreclosure law here permitted the local
government to purchase the property without a public auction, for a ‘minimum bid . . . Michigan
law also permitted the foreclosing government authority to retain the ‘surplus proceeds’ from a
foreclosure sale which the Michigan Supreme Court recently held violated the takings clause of
the state constitution. . . . The Michigan tax foreclosure system is thus distinguishable from the
mortgage foreclosure process addressed in BFP, so the rule in BFP does not apply to the facts of
this case.” Id. at *11-12.

And here, notably, in Smith v. SIPI, LLC (In re Smith), 811 F.3d 228 (7% Cir. 2016), cert.
den., 580 U.S. 823 (2016), which involved an Illinois tax sale, the Seventh Circuit also answered
the question of “whether compliance with state law for tax sales is sufficient to establish that the
sale was for ‘reasonably equivalent value’ or whether the debtor may try to set aside the sale under
§ 548(a)(1)(B).” Id. at 234. In SIPI, the Seventh Circuit grabbed hold of BFP’s footnote 3,
concluding that “[b]ased on the fundamental differences between the bidding methods used, . . .
the reasoning of BFP does not extend to Illinois tax sales of real property.” Id. Because Illinois tax
sales do not involve competitive bidding over the price of the property but only over the interest

rate to be paid to the tax purchaser upon redemption of the property, the Court found that “the bid
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amounts bear no relationship to the value of the underlying real estate” and declined to extend the
rule of BFP to Illinois tax sales. /d. at 234. The Court contrasted the Illinois “interest rate method”
tax sale, where a party bids down the cost of the funds on redemption, to the “overbid method”
adopted by other states where “the bidding price begins at the total amount of taxes and interest
due, and potential buyers then offer higher bids up to the amount they are willing to pay in return
for (eventual) fee simple title.” /d. at 237 (internal citations omitted). While the Court noted that
“[o]ther circuits have extended the reasoning of BFP from the mortgage foreclosure context to tax
sales using the overbid method. Here, we are asked to take the different step of extending BFP to
[llinois’s interest rate methods as well. We decline to do so because of the fundamental differences
between the overbid and interest methods.” /d. at 238. Finally, because BFP’s focus was on the
“central role of competitive bidding in an auction for the value of the property itself” and the
Illinois tax sale process was not similarly focused, it could not conclusively produce reasonably
equivalent value. /d. at 239. However, it limited its holding “only to the interest-rate bidding
system under Illinois law,” stating that “[s]ale prices, by the very design of the overbid method,
are likely to generate bids more reasonably equivalent to the value of the underlying property.” /d.
at 240-241.Therefore, where the overbid process is used in tax sales, “’deference to state regulatory
interests’ may warrant the application of BFP to those systems, as [the Fifth and Tenth Circuits in
Grandote and T. F. Stone, respectively, have] held.” Id. at 240.

11. SIPI Applied to Indiana Tax Sales.

There are no cases applying either SIPI or BFP to section 548 avoidance of Indiana tax
sales. However, because Indiana tax sales generally follow the “overbid method,” provide for
redemption periods, and return the overage to the property owner, they likely would survive a

section 548 challenge, and may, out of deference to state regulatory interests, warrant a BFP type
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conclusive presumption of reasonably equivalent value, provided that the tax sale procedure is
followed and no other non-collusive facts exist..® Similar to Colorado in Grandote and other states
that have adopted the Uniform Avoidable Transfer or Fraudulent Transfer acts, Indiana has
legislated that, for the purposes of constructive fraud under avoidable transfer law, “a person gives
reasonably equivalent value if the person acquires an interest of the debtor in an asset through a
regularly conducted, noncollusive foreclosure sale . . .” I.C. 32-18-2-13(b). A tax sale in Indiana
forecloses all rights of redemption of the property. I.C. 6-1.1-25-4 (“A tax deed executed under
this chapter vests in the grantee an estate in fee simple absolute, free and clear of all liens and
encumbrances created or suffered before or after the tax sale [with limited exceptions]”).
Types of Indiana Tax Sales

1. Regular tax sale. Certificate representing lien for taxes due is sold to

purchaser at overbid sale and property remains subject to redemption by owner for
one year after which time the tax certificate purchaser may petition for a tax deed.
I.C. 6-1.1-24-5(e)

ii. Tax Certificate Sale. These are properties that have not sold for the

minimum bid (taxes due) at one prior tax sale for which the tax certificate has been
issued to the County (and arguably properties not suitable for tax sale if included
by the treasurer pursuant to general discretion to dispose of such property in accord
with chapter 24 of I.C. 6-1.1). I.C. 6-1.1-24-6 and 6.1. The certificates are sold by

overbid auction but the minimum bid begins at the property’s proportionate cost of

¢ See 1.C. 6-1.1-24-5(e); but see I.C. 6-1.1-24-1.7 (properties certified not suitable for tax sale are
not sold at tax sale, but may be disposed of by the county authorities as provided by chapter 24 of
I.C. 6-1.1. Abandoned/vacant property, certified as such by the County auditor and so determined
by a court order, is still subject to a sale by overbid auction but title transfers upon sale of such
property without redemption and no tax certificate is issued.
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sale (not the taxes due.) Regular redemption periods apply. If the certificate does
not sell, then they or the property may be disposed of as set forth in chapters 24 or
25 of I.C. 6-1.1 which includes transfers to a not for profit. In this type of sale, the
property has been subjected to at least one overbid auction so claims that the
subsequent transfer/disposition is avoidable may run in to a SIPI/BFP defense.

iii. Abandoned property. Property must be determined by court order to be

vacant or abandoned. A tax sale certificate is sold at an overbid auction (where the
minimum bid is the property’s proportionate cost of the sale of such properties and
the property remains subject to existing work and abatement orders). However,
there is no right of redemption. I.C. 6-1.1-24-2.3. Proceeds first pay the costs of
sale and remainder certified to the county treasurer to the county auditor for
distribution to other taxiing units during settlement. I.C. 6-1.1-24-1.5.

iv. Property not suitable for tax sale. =~ Property declared by court order as

“not suitable for tax sale” because it “(1) contains hazardous waste or another
environmental hazard; or (2) has unsafe building conditions; for which the cost of
abatement or remediation will exceed the fair market value of the property.” I.C. 6-
1.1-24-4.7(1). Such property will not be disposed by regular tax sale but may be
disposed of by the county executive under I.C. 6-1.1-24-4.7(k). Such sales contain
a 120-day redemption period (reduced from one year). If the property is sold by the
county within 3 years after the otherwise relevant tax sale date, any overage
(exceeding minimum bid of original taxes due) will be disbursed as if the property
had been sold at tax sale. If no bid for the property is received equaling at least the

minimum bid, then the County may dispose of it as provided under I.C 6-1.1-24,
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including transferring the property to a not-for-profit. Consequently, such a ‘tax
sale’ transfer to a not for profit may be subject to an avoidance challenge as the
transfer was never subjected to an overbid process. Query whether a court’s decree
that the property requires remediation/repairs which exceeds the property’s fair
market value would be entitled to res judicata or other preclusive effect and save

the transfer from avoidance.

Because Indiana tax sales generally are subject to competitive overbid auction, courts are
likely to extend the SIPI/BFP presumption of reasonably equivalent value to sales conducted in
conformity therewith. However, one must understand the type of tax disposition as certain types
of tax sales may not subject the property to sale like the not suitable for tax sale transfer. Absent
shenanigans in certifications/declarations of unsuitability for tax sale, it is difficult to see how such
transfers are likely to be great candidates for avoidance because of their cost of their remediation
or repair and likely limited value. However, governmental units are increasingly using such tax
dispositions to take possession of properties for private developments that would be entitled to
significantly more [150% of fair market value if residential property or 125% if agricultural land]
if taken by eminent domain or otherwise subjected to the regular tax sale process. See 1.C. 32-24-
4.5-8. Avoidance in these circumstances may be available as such transfers have not been subjected
to competitive overbidding as required by SIPI. Consequently, where a process of property
aggregation has been undertaken by a governmental unit, shenanigans could be at play and a
review of the bona fides of the sale/transfer are warranted.

Query: Do efforts to proscribe the bidder pool impact the determination that the sale should

be entitled to a presumption of reasonably equivalent value? Surely, SIPI’s competitive bidding
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requirement envisions a reasonably open bidder pool. See Sims v. SIPI, LLC, 811 F.3d 228 (7™
Cir. 2016), cert. den. Smith v. SIPI, LLC, 580 U.S. 823 (2016). In an effort to preclude tax scofflaws
and ne’er-do-well property owners from purchasing/bidding at tax foreclosure sales. Indiana has
adopted statutes that require that a tax sale bidder (or any affiliated entity) may not have unpaid
and outstanding property taxes nor unpaid fines, pending work orders or judgments arising from
property ownership and must so certify in order to participate in a tax sale with penalties for false
certification. 1.C. 6-1.1-24-5.1; 6-1.1-24-5.3; 1.C. 6-1.1-24-5.4. Indiana also requires bidding
business associations to obtain certificates of authority to do business in Indiana in order to
bid/purchase at tax sales.” There are no empirical studies whether these restrictions on “eligible
bidders” has impacted the Indiana tax sale marketplace. At one point, Indiana was considered an
open marketplace and many investment firms bid due to a potential “great. Return” (approximately
10% after initial discounted redemption period). Whether requiring bidding entities to register to
do business in Indiana will limit participation in the tax sale process is an unanswered question. In
addition, disqualification of bidders (subject to work orders, etc.) likely has limited the number of
tax sale bidders and discouraged participation by speculative investors as many counties have
excluded their bulk tax sale purchasers. Policy reasons for excluding “bad actors” from tax sales
is compelling but may open the process to challenge because it now seeks the highest bid only

from a limited number of bidders rather than the universe of bidders generally. Evidence that a

7 As of July 1, 2022, similar rules became effective respecting Indiana foreclosure sales as well.
I.C. 32-29-7-4.5 - 4.7. Whether these regulations may be enough to distinguish an Indiana
foreclosure sale from BFP’s conclusive presumption of reasonably equivalent value is unclear.
The ‘reasonably equivalent value’ presumption of BFP relies upon competitive bidding as a
keystone. However, a limited pool of bidders due to ineligibility may not satisfy the BFP
requirement of competitive bidding.
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limited bidder pool at Indiana tax sale auctions could lead to denial of Indiana tax sales to a
presumption of reasonably equivalent value.

Because Indiana tax sale auctions for the most part test the marketplace for property value
and tax sale redemption periods generally permit owners and lenders to protect equity in property
over and above property tax obligation, absent a total screw up respecting tax payment and/or
timely redemption, it is difficult to imagine circumstances where avoidance of a tax sale would
result in greater benefit to the bankruptcy estate than the cost to avoid it. The cases show it does

occur, however.
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Core Terms
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Case Summary

Overview

HOLDINGS: [1]-A sale of bankruptcy debtors' real
property at a tax sale did not provide reasonably
equivalent value and thus was constructively fraudulent,
even though the sale complied with state law for tax
sales, since the tax sale procedure for bidding the
lowest amount acceptable to pay the delinquent taxes in

exchange for the tax lien bore no relationship to the
value of the property; [2]-Both debtors had standing to
seek avoidance of the fraudulent transfer since one
debtor held title to the property at the time of the
bankruptcy petition and the other debtor received the
property in subsequent divorce proceedings; [3]-The
debtors were entitled to an amount equivalent to only
one homestead exemption upon avoidance of the
fraudulent transfer since only one debtor held title to the
property on the date of the bankruptcy petition.

Outcome

Judgment reversed and underlying bankruptcy court
judgment affirmed.

LexisNexis® Headnotes

Bankruptcy Law > ... > Avoidance > Fraudulent
Transfers > Value

HNl[.f..] Fraudulent Transfers, Value

Federal bankruptcy law provides generally that a sale or
other transfer of an insolvent bankruptcy debtor's
property may be set aside as fraudulent if the transfer
was for less than reasonably equivalent value. 11
U.S.C.S. 8§ 548(a)(1)(B).

Bankruptcy Law > ... > Judicial Review > Standards
of Review > Clear Error Review

Bankruptcy Law > ... > Judicial Review > Standards
of Review > De Novo Standard of Review

HN2[.‘!'..] Standards of Review, Clear Error Review
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An appellate court reviews de novo the legal
conclusions of bankruptcy and district courts. Like the
district court, the appellate court defers to the factual
findings of the bankruptcy court, which must stand
unless they are clearly erroneous.

Bankruptcy Law > Estate
Property > Avoidance > Fraudulent Transfers

HN3[$'.] Avoidance, Fraudulent Transfers

11 U.S.C.S. § 548(a)(1)(B) empowers a bankruptcy
trustee to set aside a transfer of the bankruptcy debtor's
property that occurred within two years before the
bankruptcy petition was filed if the transfer amounted to
either actual or constructive fraud. 11 U.S.C.S. §

(2015). Under this system, the lowest bidder wins and is
granted the lien and a certificate of purchase. And if the
delinquent taxpayer and any mortgage lenders fail to
redeem in the subsequent two years, the buyer takes
the property free and clear.

Bankruptcy Law > Estate
Property > Avoidance > Transferee Liabilities &
Rights

HN6[.!'..] Avoidance, Transferee Liabilities & Rights

A good faith transferee of a bankruptcy debtor's property
is granted a lien on the property for any improvements
made and any resulting increase in property value. 11
U.S.C.S. § 550(e). And a subsequent good faith

548(a)(1)(B). And 11 U.S.C.S. § 522(h) allows the
debtor to also set aside a fraudulent transfer if the
trustee has not attempted to do so.

Bankruptcy Law > ... > Avoidance > Fraudulent
Transfers > Value

HN4[$'..] Fraudulent Transfers, Value

Reasonably equivalent value for an allegedly fraudulent
transfer of a bankruptcy debtor's property is not defined
in 11 U.S.C.S. § 548, but bankruptcy courts routinely
make such determinations.

Tax Law > ... > Real Property Taxes > Collection of
Tax > Methods & Timing

Tax Law > ... > Real Property Taxes > Collection of
Tax > Tax Liens

HN5[$’..] Collection of Tax, Methods & Timing

Under the interest rate method used by lllinois for
collecting delinquent property taxes, at the county tax
auction bidders vie to purchase the tax lien, not the
property itself. They do so by bidding down. Bids are
expressed not as a total price for the property but rather
as decreasing interest percentages. These percentages
are the penalty interest rates that the buyer may
demand from the delinquent taxpayer (or mortgage
lender) to redeem the property. In lllinois, the bids
therefore work down from a statutory ceiling of eighteen
percent. Zero percent is the floor. 35 ILCS 200/21-215
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transferee who takes the property without knowledge of
the fraudulent nature of the transfer is shielded from
liability. 11 U.S.C.S. 8 550(b).

Bankruptcy Law > Individuals With Regular
Income > Debtor Duties & Powers

HN7[.‘!'..] Individuals With Regular Income, Debtor
Duties & Powers

Chapter 13 bankruptcy grants bankruptcy debtors
possession of the bankruptcy estate's property, which
includes legal interests and the right to bring legal
claims that could be prosecuted for benefit of the estate.

Civil Procedure > Parties > Substitution > Transfer
of Interests

HN8[.!'..] Substitution, Transfer of Interests

See Fed. R. Civ. P. 25(c).

Real Property Law > Exemptions &
Immunities > Homestead Exemptions

HN9[.‘!'..] Exemptions & Immunities, Homestead
Exemptions
See 735 ILCS 5/12-901 (2015).
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Real Property Law > Exemptions &
Immunities > Homestead Exemptions

HNlO[&"’.] Exemptions & Immunities, Homestead
Exemptions

lllinois law is clear that the homestead exemption
requires that an individual owned or rightly possessed
by lease the delinquent property. Titled interest is
required to sustain a homestead estate.

Real Property Law > Exemptions &
Immunities > Homestead Exemptions

HNll[;".] Exemptions & Immunities, Homestead
Exemptions

Title is required to support a homestead exemption. This
is no less true for married couples where only one
spouse has title to non-marital property.

Bankruptcy Law > Individuals With Regular
Income > Debtor Duties & Powers

Bankruptcy Law > Estate
Property > Avoidance > Fraudulent Transfers

HNlZ[&".] Individuals With Regular Income, Debtor
Duties & Powers

Where a transfer is avoidable as fraudulent under 11
U.S.C.S. § 548 but the Chapter 13 bankruptcy trustee
does not attempt to avoid it, the bankruptcy debtors
themselves may avoid the transfer.

Bankruptcy Law > Estate
Property > Avoidance > Transferee Liabilities &
Rights

HNlS[&"’.] Avoidance, Transferee Liabilities & Rights

Once a transfer is avoided as fraudulent, the Bankruptcy
Code assigns the liability of the transferees under 11
U.S.C.S. § 550. It divides transferees into two
categories: the initial transferee under § 550(a)(1) and
any immediate or mediate transferee under § 550(a)(2).
§ 550. A transferee is one who exercises dominion over
the money or other asset, the right to put the asset to
one's own purposes. Accordingly, while an agent of a
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third party acting as an intermediary may not be a
transferee, an entity that takes title or otherwise
possesses the asset certainly is. The initial transferee,
then, is simply the first transferee in the chain of title.
And unlike an immediate or mediate transferee, the
initial transferee has no defense against liability under 8§
550.

Bankruptcy Law > ... > Avoidance > Fraudulent
Transfers > Constructively Fraudulent Transfers

Bankruptcy Law > ... > Avoidance > Fraudulent
Transfers > Elements

HN14[$".] Fraudulent
Fraudulent Transfers

Transfers, Constructively

Under 11 U.S.C.S. § 548, a transfer from a bankruptcy
debtor may be avoided as constructively fraudulent only
within a narrow two-year window, and only if the debtor
was insolvent and the conveyance was not for
reasonably equivalent value.

Tax Law > ... > Real Property Taxes > Collection of
Tax > Methods & Timing

Tax Law > ... > Real Property Taxes > Collection of
Tax > Tax Deeds & Tax Sales

HNlS[ﬂ'.] Collection of Tax, Methods & Timing

Under lllinois law, the county acts as a facilitator of a tax
sale to fulfil a delinquency judgment. The county
collector merely offers the property for sale pursuant to
the judgment. 35 ILCS 200/21-190 (2015). At no point in
this transaction does the county take title. The
purchaser of the property is the bidder at the sale
offering to pay the amount due at the lowest penalty
percentage interest. 35 ILCS 200/21-215 (2015).

Bankruptcy Law > Estate
Property > Avoidance > Transferee Liabilities &
Rights

HN16[§".] Avoidance, Transferee Liabilities & Rights

A subsequent transferee of a bankruptcy debtor's
property may present a defense under 11 U.S.C.S. §
550(b) by showing that it took the property for value, in
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good faith, and without knowledge of the voidability of
the transfer. Section 550(b) makes the policy decision to
leave with the initial transferee the burden of inquiry and
the risk if the conveyance is fraudulent. The subsequent
transferee, conversely, is relieved of the responsibility to
affirmatively monitor the initial transfer. For purposes of
8§ 550(h), there is little difference between good faith and
without knowledge of the voidability of the transfer. In
combination, the two terms require that when facts
strongly suggest the presence of other facts
demonstrating fraud, a recipient that closes its eyes to
the remaining facts may not deny knowledge. To be
clear, this is not the same as a duty to investigate.
Knowledge is a higher bar than inquiry notice. A
subsequent transferee need not conduct extensive
research into the chain of title of the property or pore
through the financial statements of the debtor. Section
550(a) places the burden to investigate on the initial
transferee. Section 550(b) is designed instead to ensure
that a subsequent transferee with affirmative knowledge
of a voidable transfer does not then quickly convey that
property to an innocent third party to wash the
transaction.

Bankruptcy Law > ... > Judicial Review > Standards
of Review > Clear Error Review

HN17[$'.] Standards of Review, Clear Error Review

A determination of good faith in a bankruptcy matter is a
finding of fact; an appellate court reviews it only for clear
error.
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For Dawn Smith, Debtor - Appellant: Arthur G. Jaros Jr.,
Attorney, Oak Brook, IL.

For Sipi, Llc, Appellee: Harold Louis Moskowitz,
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Judges: Before BAUER, WILLIAMS, and HAMILTON,
Circuit Judges.

Opinion by: HAMILTON

Opinion

[*234] HAMILTON, Circuit Judge. M["F] Federal
bankruptcy law provides generally that a sale or other
transfer of an insolvent debtor's property may be set
aside as fraudulent if [**2] the transfer was for less than
"reasonably equivalent value." 11 U.S.C. § 548(a)(1)(B).
In this appeal, we apply this general rule to a lawfully
conducted sale of real estate under lllinois property tax
sale procedures. The principal question is whether
compliance with state law for tax sales is sufficient to
establish that the sale was for "reasonably equivalent
value," or whether the debtor may try to set aside the

sale under § 548(a)(1)(B).

In BEP v. Resolution Trust Corp., 511 U.S. 531, 114 S.
Ct. 1757, 128 L. Ed. 2d 556 (1994), the Supreme Court
held that a mortgage foreclosure sale that complies with
state law is deemed for "reasonably equivalent value"
as a matter of law. This rule applies even though the
forced nature of the foreclosure sale will often result in a
sale price well below a fair market price between a
willing buyer and willing seller. Based on fundamental
differences between the bidding methods used,
however, we conclude that the reasoning of BFP does
not extend to lllinois tax sales of real property.

Unlike mortgage foreclosure sales and some other
states' tax sales, lllinois tax sales do not involve
competitive bidding where the highest bid wins. Instead,
bidders bid how little money they are willing to accept in
return for payment of the owner's delinquent taxes. The
lowest bid wins, [**3] and the bid amounts bear no
relationship to the value of the underlying real estate.
We therefore agree with the bankruptcy court, disagree
with the district court, and apply the general rule of §
548(a)(1)(B). We affirm the judgment of the bankruptcy
court.

I. Factual and Procedural Background

From about 1998 to 2009, debtors Keith and Dawn
Smith lived in a home in Joliet, lllinois. Title to the
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property passed to Dawn Smith in 2004 as an
inheritance. The inheritance came encumbered,
however. The real estate taxes for the property had
gone unpaid in 2000, resulting in a tax lien.

In 2001, acting under state law, the county auctioned
the tax lien on the residence (but not the residence
itself). The tax lien was purchased by appellee SIPI,
LLC, which paid the amount of the delinquent taxes—
$4,046.26—as well as miscellaneous costs. Thus, for a
little over $5,000, SIPI was awarded a Certificate of
Purchase that entitled SIPI to a number of rights. Dawn
Smith could redeem her tax obligation, but only by
paying SIPI the outstanding taxes plus interest as
determined at the tax sale. And if she failed to redeem,
SIPI could begin the process of taking unencumbered
title to the property.

In the vast majority [**4] of such tax sales in lllinois, the
owner of the property or a mortgage lender redeems the
property by [*235] paying the delinquent taxes plus
applicable interest to the buyer of the tax lien. This was
the rare case, however, in which no one redeemed the

property.

SIPI therefore applied for, obtained, and recorded its tax
deed with the county on April 15, 2005. A few months
later, in August 2005, SIPI sold the property to appellee
Midwest Capital Investments, LLC for $50,000, ten
times SIPIl's purchase price. Midwest became and
remains holder of the record title to the property in fee
simple.

On April 13, 2007, the Smiths filed for bankruptcy relief
under Chapter 13. At the same time they filed an
adversary complaint against SIPI and Midwest seeking
to avoid the tax sale of their property as a fraudulent
transfer. In an earlier appeal in this case, we held that
the Smiths filed within the proper two-year window to
challenge the sale. In re Smith, 614 F.3d 654, 660-61
(7th Cir. 2010). Upon remand, the bankruptcy court held
a trial on the fraudulent transfer claim.

Bankruptcy Judge Black found that the Smiths had
proven a fraudulent transfer because the property was
not transferred for reasonably equivalent value.
Analyzing the issue essentially [**5] as we do, he held
that BFP does not apply to lllinois tax sales. The court
limited the Smiths' recovery from SIPI to $15,000—the
amount of one homestead exemption under lllinois law.
The court also held in favor of Midwest on its defense to
liability as a subsequent transferee in good faith.

On cross-appeals, the district court held that because

the tax sale had complied with the requirements of state
law, the reasoning of BFP applied so that the tax sale
could not be set aside as a fraudulent transfer. The
Smiths were entitled to no further recovery above the
extinguishing of their $4,046.26 tax delinquency.

The Smiths have appealed to us. M["F} We review de
novo the legal conclusions of the bankruptcy and district
courts. Freeland v. Enodis Corp., 540 F.3d 721, 729
(7th Cir. 2008). Like the district court, we defer to the
factual findings of the bankruptcy court, which must
stand unless they are clearly erroneous. Id.

We consider first the general question whether
compliance with lllinois tax sale procedures protects the
tax sale from the fraudulent transfer remedy under §
548(a)(1)(B). Our answer is no. We then address
several case-specific issues, including the basis for the
Smiths' standing, the proper amount of recovery, and
finally the liability of Midwest. [**6]

Il. Fraudulent Transfers and lllinois Tax Sales

States have a vital interest in collecting delinquent real
estate taxes. See BFP v. Resolution Trust Corp., 511
U.S. 531, 544, 114 S. Ct. 1757, 128 L. Ed. 2d 556
(1994). The outer limits of state law are prescribed by
the federal Bankruptcy Code, which is intended to work
in "peaceful coexistence" with state procedures. See id.
at 542; see also 1 Garrard Glenn, Fraudulent
Conveyances and Preferences, ch. V(B), 88 62, 62a (2d
ed. 1940) (explaining early attempts to harmonize state
law with longstanding fraudulent transfer principles). Our
task is to harmonize the specifics of lllinois tax sale law
with one provision of federal bankruptcy law—protection
under § 548(a)(1)(B) against the fraudulent transfer of a
debtor's property for less than reasonably equivalent
value.

A. Reasonably Equivalent Value

HNS["F] Section 548(a)(1)(B) empowers a trustee to set
aside a transfer of the debtor's property that occurred
within two years before the bankruptcy petition was
[*236] filed if the transfer amounted to either actual or
constructive fraud. 11 U.S.C. § 548(a)(1)(B). And 11
U.S.C. § 522(h) allows a debtor to also set aside a
fraudulent transfer if the trustee has not attempted to do
so. The Smiths claim constructive fraud. The first
requirement for constructive fraud, that the debtor either
was insolvent on the date of the transfer or
became [**7] insolvent as a result of the transfer, is not
disputed. See 11 U.S.C. § 548(a)(1)(B)(ii)(]); see also
BFP, 511 U.S. at 535. We focus here on the second
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requirement: that the debtor received "less than a
reasonably equivalent value in exchange for such
transfer.” 11 U.S.C. § 548(a)(1)(B).

M[?] "Reasonably equivalent value" is not defined in
§ 548, but courts routinely make such determinations.
See, e.g., 1756 W. Lake St. LLC v. American Chartered
Bank, 787 F.3d 383, 387 (7th Cir. 2015); Barber v.
Golden Seed Co., 129 F.3d 382, 387 (7th Cir. 1997) (8
548 equivalence inquiry is not a fixed mathematical
formula but depends on all the facts of each case; an
important element is fair market value).

In mortgage foreclosure sales forced pursuant to state
law, a special rule applies under § 548. In BFP, the
Supreme Court held that where a foreclosure sale
complied with the procedures of state law that allowed
for competitive bidding for the value of the property, the
sale could not be set aside under § 548 on the theory
that the sale price was less than fair market value. 511
U.S. at 539-42. Instead, the sale price reached through
the state-law process was conclusively deemed
reasonably equivalent value. Id. at 545.

BFP's special rule for "forced" mortgage foreclosure
sales was not based on any textual clues in § 548 or
other provisions of the bankruptcy laws. Id. It was based
instead on practical concerns about how to let federal
bankruptcy law work well with state [**8] mortgage
foreclosure law. Id. at 544-45. The Court found that the
"reasonably equivalent value" of a property was not
necessarily the fair market value of the property. Id. at
537-38. Instead, a reasonably equivalent value for a
foreclosed property "is the price in fact received at the
foreclosure sale, so long as all the requirements of the
State's foreclosure law have been complied with." Id. at
545.

The Court found that the standard market conditions
required to make a "fair market value" determination
simply do not apply in the forced sale context. Id. at 538.
As the Court explained, a "fair market value" required a
"fair market," with negotiations, mutual agreement, and
lack of coercion. Id. A forced sale, conversely, changes
these circumstances. "[P]roperty that must be sold
within those strictures is simply worth less." Id. at 539
(emphasis in original).

The BFP Court doubted that judges would be able to
account accurately for the forced sale context in
determining a hypothetical fair market value for
property. BFP instructs that this would require judges to
make "policy determinations that the Bankruptcy Code

gives ... no apparent authority to make," especially since
foreclosure systems are not uniform but vary
considerably from state to state. [**9] 511 U.S. at 540.

In reasoning that figures prominently in this case, the
Court also said that relying on a hypothetical fair market
value to determine reasonably equivalent value could
have the effect of unsettling an "essential state interest
... in the security of the titles to real estate." |d. at 544,
quoting American Land Co. v. [*237] Zeiss, 219 U.S.
47, 60, 31 S. Ct. 200, 55 L. Ed. 82 (1911). State
foreclosure systems are designed to ensure security in
title and efficiency in debt collection. Id. An interpretation
of § 548 that would expand judicial inquiry into
foreclosure sales could have the effect of invalidating
more legitimate transfers under state law and putting
real estate titles under a "federally created cloud." Id.

BFP was limited in scope, however. The Court took care
to note that its decision "covers only mortgage
foreclosures of real estate. The considerations bearing
upon other foreclosures and forced sales (to satisfy tax
liens, for example) may be different.” |d. at 537 n.3. This
is such a case, so we turn to those considerations now.

B. The lllinois Tax Sale System

States generally choose one of three methods for
collecting delinquent property taxes: the overbid
method, the interest rate method, and the percentage
ownership method. Georgette C. Poindexter,
Lizabethann Rogovoy & Susan Wachter, [**10] Selling
Municipal Property Tax Receivables: Economics,
Privatization, and Public Policy in an Era of Urban
Distress, 30 Conn. L. Rev. 157, 174 (1997). This case
requires us to compare the overbid and interest rate
methods, so we focus on them.!

The overbid method is probably the auction system
more familiar to most readers: the bidding price begins
at the total amount of taxes and interest due, and
potential buyers then offer higher bids up to the total
price they are willing to pay in return for (eventual) fee
simple title. See, e.g., Colo. Rev. Stat. Ann. § 39-11-115
(West 2015). The fair market value of the property is at

1in the percentage ownership method, the "successful
purchaser bids to purchase the tax lien for the lowest
percentage ownership in the underlying property." Poindexter
et al., Selling Municipal Property Tax Receivables, 30 Conn. L.
Rev. at 174-75. For an example of lowa's use of the
percentage ownership method, see lowa Code Ann. § 446.16
(West 2015).
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least in theory the ceiling for amounts that might be bid.
The winner of this competitive bidding receives rights to
the property. See In re Grandote Country Club Co., 252
F.3d 1146, 1152 (10th Cir. 2001) (explaining the
competitive nature of the Colorado overbid system). A
redemption period typically follows, during which the
delinquent taxpayer or a mortgage lender may pay off
the tax debt and [**11] reclaim the property. If the
property is not redeemed, the winning bidder may bring
an action for quiet title to the property. See, e.g., Colo.
Rev. Stat. Ann. § 39-11-120 (West 2015).

M["i“] The interest rate method used by lllinois is
quite different. At the county tax auction, bidders vie to
purchase the tax lien, not the property itself. They do so
by bidding down. See BCS Services, Inc. v. Heartwood
88, LLC, 637 F.3d 750, 752-53 (7th Cir. 2011). Bids are
expressed not as a total price for the property but rather
as decreasing interest percentages. Id. These
percentages are the penalty interest rates that the buyer
may demand from the delinquent taxpayer (or mortgage
lender) to redeem the property. Id. In lllinois, the bids
therefore work down from a statutory ceiling of eighteen
percent. Zero percent is the floor. 35 lll. Comp. Stat.
200/21-215 (2015).

Under this system, the lowest bidder wins and is
granted the lien and a certificate of purchase. In re
LaMont, 740 F.3d 397, 400-01 (7th Cir. 2014). And if the
delinquent taxpayer and any mortgage lenders fail to
redeem in the subsequent two years, the buyer takes
the property [*238] free and clear. Id., citing 35 Il
Comp. Stat. 200/21-350 (2015).

In the vast majority of tax sales in lllinois, the penalty
percentage paid by the winning bidder is zero percent.
BCS, 637 F.3d at 752 (almost 85 percent of the winning
bids). The purchase price of the property, taking into
account the [**12] risk of redemption, is therefore
usually nothing more than the sum of the delinquent
taxes.

C. The Limits of BFP

Other circuits have extended the reasoning of BFP from
the mortgage foreclosure context to tax sales using the
overbid method. Here, we are asked to take the different
step of extending BFP to lllinois's interest rate method
as well. We decline to do so because of the
fundamental differences between the overbid and
interest rate methods.

lllinois's tax sale method is not designed to produce bids
that could fairly be called "reasonably equivalent value."

For the reasons explained, in an lllinois tax sale, there is
"no correlation between the sale price and the value of
the property." In re McKeever, 166 B.R. 648, 650-51
(Bankr. N.D. Ill. 1994).

Competitive bidding is limited to only the penalty interest
rate on the lien. There is no bidding on what the bidder
would be willing to pay for the property itself, as with the
overbid method. The lllinois sale method thus differs
dramatically from the competitive bidding in BFP, which
focused on "the context of [a] ... sale of real estate," 511
U.S. at 537, not the delinquent taxes attached to the
title. Using the overbid method, the fair market value
acts as a cap for the auction, testing at least in
theory [**13] who is willing to pay the most for title to
the property. Using the interest rate method, zero
percent acts as a floor for the bidding, to determine who
is willing to accept the least in penalty interest. Bidding
using the interest rate method thus bears no relationship
to the value of the property itself.

The Smiths' case reflects these dynamics. The debtors
received a value of $4,046.26, the amount needed to
extinguish the tax delinquency. They surrendered a
property worth somewhere between $50,000 (the
amount Midwest paid SIPl) and $110,000 (an
appraiser's opinion of the property value). A purchase
price between 3.8% and 8.8% of fair market value is not
reasonably equivalent to the value of the property.

Because of the critical differences between the overbid
auction used in BFP and the interest rate method used
in lllinois tax sales, we therefore agree with Judge Black
of the bankruptcy court that BFP does not extend to
lllinois tax sales. The bankruptcy court correctly found
that the tax sale of the Smiths' residence amounted to a
fraudulent transfer avoidable under § 548.

This holding is true to § 548 and the broader purposes
of the Bankruptcy Code and its fraudulent transfer
provisions to [**14] ensure both a fair distribution of the
debtor's assets among creditors and a fresh start for the
debtor. A central concern of federal bankruptcy law is
"[e]quality of distribution among creditors,” Begier v.
IRS, 496 U.S. 53,58, 110 S. Ct. 2258, 110 L. Ed. 2d 46
(1990), which lies at the heart of fraudulent transfer law.
1 Glenn Garrard, Fraudulent Conveyances and
Preferences, ch. I, 8§ 1 (2d ed. 1940). If an insolvent
debtor's asset worth between $50,000 and $110,000
can be transferred for about $5,000, a tax sale under
the lllinois interest rate method can provide a windfall to
one creditor at the expense of others. See Scott B.
Ehrlich, Avoidance of Foreclosure Sales as Fraudulent
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Conveyances: Accommodating [*239] State and
Federal Objectives, 71 Va. L. Rev. 933, 935-36 (1985)
(noting, in foreclosure context, that 8§ 548 helps to
protect against "an estate-depleting windfall to the
purchaser at the expense of the debtor's creditors"); id.
at 951-52 (8 548 calls for an "inquiry into the adverse
impact on the general creditors”); cf. BEP, 511 U.S. at
562-65 (Souter, J., dissenting) (noting that avoiding
transfer of foreclosure properties for low prices "is
plainly consistent" with policy of "maximum and
equitable distribution for creditors ... at the core of
federal bankruptcy law"). Fraudulent transfer remedies
can also help provide a fresh start to [**15] debtors, at
least in circumstances like this where the fraud is
constructive. See Wetmore v. Markoe, 196 U.S. 68, 77,
25S.Ct. 172,49 L. Ed. 390 (1904); see also Local Loan
Co. v. Hunt, 292 U.S. 234, 244, 54 S. Ct. 695, 78 L. Ed.
1230 (1934) (purpose of bankruptcy law to permit debtor
"to start afresh"), quoting Williams v. U.S. Fidelity &
Guaranty Co., 236 U.S. 549, 554, 555, 35 S. Ct. 289, 59
L. Ed. 713 (1915).

The strongest argument against our conclusion is based
on the language in BFP on the need for stability and
certainty in real estate titles and the fear of putting titles
to properties bought in foreclosure sales "under a
federally created cloud." 511 U.S. at 544-45. The district
court focused on this policy consideration in deciding
that the reasoning of BFP should extend to lllinois tax
sales using the interest rate bidding system. Appellees
endorse this reasoning and warn that applying the
general rule of § 548 to tax sales will "wreak havoc" with
lllinois's system for collecting delinquent property taxes.

We are not persuaded. First, we read BFP as
depending not on a general concern about the stability
of real estate transactions but on the central role of
competitive bidding in an auction for the value of the
property itself. The Court's opinion recognized the
special circumstances of foreclosure sales, where the
property must be sold for the highest bid, but the
competitive bidding in foreclosure sales is based directly
on the value of [**16] the underlying property. That
simply is not true under the interest rate bidding system
for lllinois tax sales.

Second, any fraudulent transfer remedy necessarily
imposes some degree of uncertainty on all transfers of
property, including real estate. The general rule of § 548
does so for all transfers of property. While BFP provided
a special exception for foreclosure sales using auctions
based on the value of the property, the general rule
remains for essentially all other sorts of transfers of

property, including property tax sales.

Third, the uncertainty is for a limited period of time,
here, two years after the transfer. The tax sale process
in lllinois already builds in significant delays through the
time during which redemption is allowed. At the
margins, applying § 548 to tax sales using the interest
rate bidding system may reduce the already slim
chances that a tax buyer will end up walking off with the
fee simple title in return for having paid only the
delinquent taxes. Those chances remain greater than
zero, though. Tax buyers will still have incentives to bid,
even though their incentives might lead them to bid a
little more than zero percent to offset the diminished
chances of a feesimple [**17] windfall.

Additional protection is provided by § 550 of the
Bankruptcy Code. HN6["IT] A good faith transferee is
granted a lien on the property for any improvements
made and any resulting increase in property value. 11
U.S.C. 8§ 550(e). And a subsequent good faith
transferee who takes the property without knowledge of
the fraudulent [*240] nature of the transfer is shielded
from liability, as discussed below regarding defendant
Midwest. See 11 U.S.C. § 550(b).

While applying & 548 may make purchases of lllinois tax
liens marginally less attractive as investments, federal
law mandates this result. We must enforce the federal
bankruptcy remedy for fraudulent transfers where the
reasoning of BFP does not apply, based on fundamental
differences between the auction systems used in that
case and this one. We agree with Judge Black that
allowing application of § 548 to lllinois tax sales best
heeds the challenge to interpret the Bankruptcy Code
"in harmony with the 'state-law regulatory background.™
Smith v. SIPI, LLC, 526 B.R. 737, 743-44 (Bankr. N.D.
[Il. 2014), quoting BEP, 511 U.S. at 539-40.

Accordingly, we apply to lllinois tax sales the same
factors used to determine reasonably equivalent value
in other § 548 cases, including the fair market value of
what was transferred and received, whether the
transaction took place at arm's length, and the good
faith of the transferee. [**18] Barber v. Golden Seed
Co., 129 F.3d 382, 387 (7th Cir. 1997); see also In re
Williams, 473 B.R. 307, 313 (Bankr. E.D. Wis. 2012)
(holding, in applying Barber factors, that a transfer was
not for reasonably equivalent value), vacated on other
grounds by City of Milwaukee v. Gillespie, 487 B.R. 916,
920-21 (E.D. Wis. 2013) (agreeing with application of
Barber factors); In re Eckert, 388 B.R. 813, 835 (Bankr.
N.D. 1ll. 2008). The bankruptcy court correctly applied
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this approach, and we therefore affirm its holding that
the transfer of the Smiths' property to SIPI for
approximately $5,000 was not for reasonably equivalent
value.

D. Other Circuits' Approaches

In reaching our decision, we note the different
approaches taken by the Fifth and Tenth Circuits in
other tax sale cases that differ from this one because of
the different bidding systems used. Both circuits have
held that BFP applies to the issue of reasonably
equivalent value in Oklahoma and Colorado tax sales
using the overbid method. In re Grandote Country Club
Co., 252 F.3d 1146, 1152 (10th Cir. 2001); T.F. Stone
Co. v. Harper, 72 F.3d 466, 471 (5th Cir. 1995). Both
decisions were based on the particular state systems at
issue, just as ours is here.

The overbid systems in both Oklahoma and Colorado
use competitive bidding won by the highest bidder,
similar to the bidding used in the foreclosure sale in
BFP. Delinquent property is sold at an auction in which
the sale price may rise well above the amount of the tax
lien, toward the fair market value of the property
subject [**19] to the forced sale. Accordingly,
"deference to state regulatory interests" may warrant the
application of BFP to those systems, as those courts
held. See T.F. Stone, 72 F.3d at 472. Sale prices, by the
very design of the overbid method, are likely to generate
bids more reasonably equivalent to the value of the
underlying property.

The Tenth Circuit took care to explain the narrow scope
of its holding. It noted that "courts have not been
unanimous in extending BFP to the tax sale context."
Grandote, 252 F.3d at 1152. Critically, "the decisive
factor in determining whether a transfer pursuant to a
tax sale constitutes 'reasonably equivalent value' is a
state's procedure for tax sales, in particular, statutes
requiring that tax sales take place publicly under a
competitive bidding procedure.” Id. We have already
explained why the lllinois interest rate method for tax
sales is not similarly designed to produce higher bids
approaching the value of the underlying property.

[*241] To make the point clear, Grandote went on to
distinguish its ruling based on the Colorado "competitive
bidding procedure,” from a similar case from Wyoming,
which did not require a public auction or competitive
bidding. Id., citing Sherman v. Rose, 223 B.R. 555, 558-
59 (B.A.P. 10th Cir. 1998), citing Wyo. Stat. Ann. § 39-
3-105 (1998) (before relevant provision [**20] was
repealed by statute, Wyoming property subject to tax

lien was sold by random lottery for amount of delinquent
taxes). The Tenth Circuit therefore limited its holding to
Colorado's particular overbid system. Grandote, 252
F.3d at 1152. And it left in place the earlier holding of a
bankruptcy appellate panel in Sherman that a property
sold for one percent of its appraised value under
Wyoming's old lottery tax sale system had not been sold
for reasonably equivalent value. Id., citing Sherman, 223
B.R. at 559. Our decision is similarly based on the
differences between various state tax sale procedures
and therefore applies only to the interest-rate bidding
system under lllinois law.

I1l. Additional Issues

We now turn to several more case-specific issues. First
is the logically prior question of whether the Smiths have
standing to bring the meritorious claim for fraudulent
conveyance. Second is the proper amount of recovery
under lllinois homestead exemption law. Finally, we
consider the affirmative defenses of SIPI and Midwest.

A. Standing

M["F] Chapter 13 grants debtors "possession of the
estate's property," which includes legal interests and the
right to bring "legal claims that could be prosecuted for
benefit of the estate." Cable v. lvy Tech State College,
200 F.3d 467, 472-73 (7th Cir. 1999), overruled [**21]
on other grounds by Hill v. Tangherlini, 724 F.3d 965,
967 n.1 (7th Cir. 2013). The debtors thus have standing
to bring this claim to avoid the fraudulent transfer. This
determination is complicated a bit by the Smiths'
intervening divorce, but those details should not obscure
a straightforward legal result.

Dawn Smith inherited the property in 2004 and therefore
was the sole holder of record title. When both Dawn and
Keith initially brought their claim before the bankruptcy
court in 2012, only Dawn's claim was allowed to
proceed. Keith, having no property interest, seemed not
to have standing to assert this claim, or at least not to
be a real party in interest. It was later revealed,
however, that the Smiths had filed for and been granted
a divorce in December 2011. The divorce decree
granted Keith exclusive rights to the property in
question. This revelation arose after discovery in the
bankruptcy court had begun but before judgment was
entered.

The Smiths agreed to determine their respective
entitlements to any recovery in state court, removing the
need for the bankruptcy court to decide whether and
how to divide the recovery between Dawn and Keith.
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Likewise, we need decide only whether either or both of
the Smiths could bring this claim. [**22]

Keith Smith has standing to assert the fraudulent
transfer claim based on his property interest granted in
the divorce judgment. His agreement to resolve in the
state divorce court the precise split of any potential
recovery with Dawn Smith did not change the fact that
he has a concrete interest in this case. The bankruptcy
court did not err by reinstating him as a co-plaintiff in the
fraudulent transfer action.

Dawn Smith also has standing. She arguably still has an
interest in the outcome [*242] of the litigation by way of
her agreement with Keith Smith to settle their potential
recovery in state court. And even if the divorce judgment
divested Dawn of any interest in the property or
recovery, she may still bring this case under the rules of
substitution of parties. See Fed. R. Civ. P. 25(c) (HNg[
?] "If an interest is transferred, the action may be
continued by ... the original party ... ."); Fed. R. Bankr.
P. 7025.

In any event, we are confident that the bankruptcy and
district courts were correct to allow Dawn Smith to
pursue this case as a co-plaintiff. We reject SIPI's
argument that neither of the Smiths has standing.?

B. Amount of Recovery

Having determined that the transfer of the Smiths'
residence was constructively fraudulent and that the
Smiths have standing to assert this claim, we turn to the
amount they may recover. The bankruptcy court held
that the Smiths were entitled to $15,000—the amount of
one homestead exemption under lllinois law. The
Smiths argue for a larger recovery, but we agree with
the bankruptcy court.

We begin with the Schedule C filed by the Smiths as
part of their bankruptcy petition. Originally, the Smiths
claimed one homestead exemption, in the amount of
$15,000, reflecting Dawn Smith's interest in the property

2As SIPI views the issue, Dawn used to have standing and
Keith did not. The divorce judgment then left Dawn with no
property [**23] interest. Under SIPI's theory, the rather simple
procedural device of reinstating Keith as a proper plaintiff
would unsettle the "law of the case," i.e., that Keith did not
have standing. The result of this line of thinking, which
misunderstands the idea of the law of the case, would be that
the private arrangements between Dawn and Keith as part of
their divorce had the improbable result of preventing either
one from asserting a meritorious claim for fraudulent transfer.

as the owner in fee simple. Over six years later, after
the bankruptcy court had issued its decision, [**24] the
Smiths filed an amended Schedule C, this time listing
homestead exemptions for Dawn Smith, Keith Smith,
and their four minor children. The Smiths now argue for
a seventh exemption, for Dawn's cousin, a minor in the
custody of the Smiths. In all, the Smiths ask for
$105,000 (7 x $15,000) in aggregate homestead
exemptions.

The lllinois homestead exemption statute provides:

H_|\|9["F] Every individual is entitled to an estate of
homestead to the extent in value of $15,000 of his
or her interest in a farm or lot of land and buildings
thereon, a condominium, or personal property,
owned or rightly possessed by lease or otherwise
and occupied by him or her as a residence, or in a
cooperative that owns property that the individual
uses as a residence. ... If 2 or more individuals own
property that is exempt as a homestead, the value
of the exemption of each individual may not exceed
his or her proportionate share of $30,000 based
upon percentage of ownership.

735 1ll. Comp. Stat. 5/12-901 (2015). For purposes of
argument, we assume that the Smiths properly and
timely claimed all seven homestead exemptions they
now seek, so the procedural propriety of the later-filed
exemption claims does not matter. The Smiths still
receive precisely [**25] the number of exemptions
based on their amended filings and subsequent
pleading that they would under their original Schedule
C: one.

First, the four minor children of the Smiths, as well as
the minor cousin, are not eligible for separate,
independent homestead exemptions. M["i“] lllinois
law is clear that the homestead exemption requires that
an individual "owned or rightly possessed by lease" the
delinquent property. [*243] We have suggested that
"titled interest is required to sustain a homestead
estate.” In re Belcher, 551 F.3d 688, 691 (7th Cir. 2008),
citing De Martini v. De Martini, 385 Ill. 128, 52 N.E.2d
138, 142 (lll. 1943) ("The right of homestead ... can
have no separate existence apart from the title on which
it depends."); First Nat'l Bank & Trust Co. v. Sandifer,
121 1ll. App. 2d 479, 258 N.E.2d 35, 37 (lll. App. 1970)
(noting that a homestead exemption requires "Some
title, no matter what its extent"). Debtors do not allege,
nor could they, that the five children had title to the
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property.3

And though it is a closer issue, the Smiths may not
claim two separate homestead exemptions on behalf of
both Dawn and Keith Smith. M[?] As noted, title is
required to support a homestead exemption. We have
held this to be no less true for married couples where
only one spouse has title to non-marital property.
Belcher, 551 F.3d at 690-93. Whether or not an
individual has title to property is measured at the time of
the bankruptcy filing. Id. at 690. And, in April 2007 when
the Smiths filed their bankruptcy petition, only Dawn had
title by virtue of her inheritance.

We have recognized limited exceptions to this rule in the
cases of married couples where only one spouse has
listed title in the marital home. First, a divorced spouse
at the time of the bankruptcy filing may have a potential
interest in the family home despite a lack of title if the
land was marital property. Id., citing 750 Ill. Comp. Stat.
5/503(b)(1) (2015). (This, of course, does not extend to
property acquired during the marriage by way of "gift,
legacy or descent.” 750 Ill. Comp. Stat. 5/503(a)
(2015).) Second, a surviving spouse may be able [**27]
to claim an interest where the titled spouse dies before
the bankruptcy filing. Belcher, 551 F.3d at 691.

But where, as here, the spouses were "still married and
alive at the time they filed the petition for bankruptcy,"
the exceptions do not apply and title controls the
eligibility for homestead exemptions. Id. Dawn received
the property by "qgift, legacy or descent" and had sole
title. Accordingly, the exceptions provide no support for
an additional homestead exemption for the Smiths.

The fact that Keith later took title does not change the
analysis. The homestead inquiry depends on the time of
the filing. The "future or potential equitable interest" of a
non-titled spouse is not sufficient to establish the formal
title anticipated by lllinois exemption law. Id. (emphasis

3The Smiths point to a concurring opinion in First Nat'l| Bank of
Moline v. Mohr, in which Justice Heiple mused that a ten-
member household might well be entitled to an aggregate of
ten homestead exemptions. 162 Ill. App. 3d 584, 515 N.E.2d
1356, 1359, 114 1ll. Dec. 85 (lll. App. 1987) (Heiple, J.,
concurring). But the 1994 amendments by the lllinois General
Assembly added an explicit ownership requirement to the
state homestead statute. See Belcher, 551 F.3d at 692, citing
Act of Dec. 14, 1994, Pub. Act No. 88-672, § 25, 1994 IIl.
Laws 2649. [**26] We noted in Belcher that the speculation in
the Mohr concurrence about homestead-by-possession was
blocked by the 1994 amendments. Id. That door remains shut.

in original).

The Smiths also make an alternative argument that as
both debtors and debtors in possession, they are both
entitled to full trustee powers. Accordingly, they contend
that they may set aside the transfer and are not bound
by any limitations imposed by homestead exemptions.
Rather, the Smiths seek to recover the entire amount of
the value of their property.

We believe this argument misunderstands a key
distinction between a debtor's [**28] [*244] power
acting in place of a trustee to avoid a transfer and the
entittement to and amount of a debtor's recovery. It is
true that the Smiths as debtors have the power to avoid
the transfer just as their trustee would. See 11 U.S.C. §
522(h). As the bankruptcy court explained, M["F]
where a transfer is avoidable under § 548 but the
trustee does not attempt to avoid it (which the
bankruptcy court found was the case here), the debtors
themselves may avoid the transfer.

But the power to avoid is only the power to unwind the
transfer. No authority would allow the Smiths
themselves to recover the full value of the property
simply because they can avoid the tax sale. The
homestead exemption provides a safe haven for some
recovery for parties in the Smiths' position. But any
additional recovery would be for the benefit of the
Smiths' estate and therefore for their other creditors.

The only authority the Smiths cite to support their claim
for the entire value of the property is a footnote from In
re Einoder, 55 B.R. 319, 322 n.8 (Bankr. N.D. Ill. 1985).
The Smiths contend that this footnote establishes that
recovery is not limited to the amount of their
exemptions, a proposition they claim was later adopted
in Gray-Mapp v. Sherman, 100 F. Supp. 2d 810, 812

(N.D. 1ll. 1999).

The Einoder footnote said no such thing. Rather, it
explained the ability [**29] of debtors to pursue Chapter
13 litigation in place of their trustees and later to collect
the full value of their homestead exemption. 55 B.R. at
322 n.8 ("If the trustee has the power to help the
debtors, they ought to be able to use that power to help
themselves."). The Einoder footnote recognized that §
522(h) empowers debtors to bring avoidance actions but
did nothing to displace exemption law. Gray-Mapp said
nothing to the contrary. See 100 F. Supp. 2d at 812
(determining that a debtor has "standing to bring this
claim" in place of trustee). Einoder went on to apply the
homestead exemption to the debtors. 55 B.R. at 325-26
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("[D]ebtors can nevertheless avoid the Bank's lien under
§ 522(f)(1), at least to the extent it impairs their joint
homestead exemption.").

Accordingly, the bankruptcy court was correct to award
the Smiths precisely what they asked for in the first
place: one homestead exemption for $15,000.

C. Liability of SIPI

M[?] Once a transfer is avoided as fraudulent, the
Bankruptcy Code assigns the liability of the transferees
under 8§ 550. It divides transferees into two categories:
the "initial transferee" under & 550(a)(1) and "any
immediate or mediate transferee" under § 550(a)(2). 11
U.S.C. § 550.

A transferee is one who exercises "dominion over the
money or other asset, the right to put the [asset] [**30]
to one's own purposes.” Bonded Financial Services v.
European American Bank, 838 F.2d 890, 893 (7th Cir.
1988). Accordingly, while an agent of a third party acting
as an intermediary may not be a transferee, an entity
that takes title or otherwise possesses the asset
certainly is. Id. ("When A gives a check to B as agent for
C, then C is the 'initial transferee’; the agent may be
disregarded.").

The initial transferee, then, is simply the first transferee
in the chain of title. And unlike an immediate or mediate
transferee, the initial transferee has no defense against
liability under § 550.

The bankruptcy court correctly treated SIPI as the initial
transferee and therefore liable to the Smiths. As the tax
buyer, SIPI bought the tax lien at the tax [*245] sale,
was awarded control over the tax lien, and then applied
for and received title to the property in the transfer that
was constructively fraudulent and thus avoidable.

SIPI makes two arguments against this conclusion.
First, it asserts that Congress, in enacting § 550(a)(1),
could never have meant it to apply to tax buyers like
SIPI  because that would render tax deeds
unmerchantable and remove all incentives for tax
buyers to purchase liens. This argument lacks a textual
basis in the statute and overstates the consequences of
this decision. [**31] This argument presents essentially
the same concerns we addressed earlier in determining
that applying 8§ 548 to lllinois tax sales should not wreak
havoc on lllinois tax sales. M["i“] Under § 548, a
transfer may be avoided only within a narrow two-year
window, and only if the debtor was insolvent and the
conveyance was not for reasonably equivalent value. An

lllinois tax deed should remain an attractive investment
even though it will remain contingent for two more
years.

SIPI also argues it was not the initial transferee because
the county was technically the first to take title to the
property so that the county was the initial transferee and
SIPlI a subsequent transferee entitled to assert a
defense. In support, it cites the Fifth Circuit's decision in
T.F. Stone where the county was determined to have
taken ftitle to property subject to an Oklahoma tax sale
before it was later transferred. 72 F.3d at 471.

This argument does not work in this lllinois case. HN15[
"F] Under lllinois law, the county acts as a facilitator of
the tax sale to fulfill the delinquency judgment. The
county collector merely "offer[s] the property for sale
pursuant to the judgment." 35 lll. Comp. Stat. 200/21-
190 (2015). At no point in this transaction does the
county take title. The "purchaser" [**32] of the property
is the bidder at the sale offering to pay the amount due
at the lowest penalty percentage interest. 35 Ill. Comp.
Stat. 200/21-215 (2015). Here, that was SIPI.

At best, the county was an agent in the transfer of the
property between the Smiths and SIPI much in the way
that, in Bonded Financial, European American Bank
was the intermediate agent between Michael Ryan and
Bonded Financial Services. 838 F.2d at 893. As in that
case, the county as agent never exercised dominion
over the debtors' property. "In the case of an involuntary
transfer of real estate through the tax sale procedure [in
lllinois], the State is more like a conduit than a
transferee." In re Butler, 171 B.R. 321, 327 (Bankr. N.D.
[ll. 1994). The county has "no ownership rights in the
property," and is therefore "never a transferee." Id. at
328. We agree with that interpretation of Illinois law.

SIPI's view that the county was the initial transferee
would produce improbable results. In all tax sales, the
county would become the initial transferee, which would
render the county, which recognized no profit from the
transaction other than collecting delinquent property
taxes, always liable for a constructively fraudulent
transfer. And it would mean that tax buyers like SIPI—
assuming they purchased in good faith—could capture
substantial profits from the sales [**33] shielded from
recovery by the debtor.

SIPI's reliance on T.F. Stone is not persuasive. As
explained above, that decision depended on an entirely
different Oklahoma tax sale method. But even setting
that aside, SIPI misreads the opinion. In T.F. Stone,
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Bryan County "was forced to take title" at the original
sale "because there were no bids on the Oklahoma
property." T.F. Stone Co. v. Harper, 72 F.3d 466, 471
(5th Cir. 1995) (emphasis in original). The Fifth Circuit
never suggested that the county took title before the
transfer [*246] to the bidder. In this case there were
bids for the Smiths' property, and SIPI came out the
victor.

D. Liability of Midwest

We turn finally to appellee Midwest. As the eventual
recipient of the property by way of a transfer from SIPI—
the initial transferee—Midwest was the immediate
subsequent transferee under § 550(a)(2).

M[?] A subsequent transferee may present a
defense under § 550(b) by showing that it took the
property for value, in good faith, and without knowledge
of the voidability of the transfer. As we explained in
Bonded Financial, 8 550(b) makes the policy decision to
leave "with the initial transferee the burden of inquiry
and the risk if the conveyance is fraudulent."” 838 F.2d at
892. The subsequent transferee, conversely, is relieved
of the responsibility [**34] to affirmatively monitor the
initial transfer.

For purposes of § 550(b), there is little difference
between "good faith" and "without knowledge of the
voidability of the transfer.” Id. at 897; 5 Collier on
Bankruptcy P 550.03[3], at 550-28 (16th ed.) (noting
that knowledge requirement is "surplusage to illustrate a
transferee that could not be in good faith"). In
combination, the two terms require that when "facts
strongly suggest the presence of' other facts
demonstrating fraud, "a recipient that closes its eyes to
the remaining facts may not deny knowledge." Bonded
Financial, 838 F.2d at 898.

To be clear, "this is not the same as a duty to
investigate." Id. Knowledge is a higher bar than inquiry
notice. A subsequent transferee need not conduct
extensive research into the chain of title of the property
or pore through the financial statements of the debtor.
Id.; In re Equipment Acquisition Resources, Inc., 803
F.3d 835, 840 (7th Cir. 2015) ("If a reasonable inquiry
would not have led to actual knowledge of voidability, a
court cannot impute knowledge."). Section 550(a)
places the burden to investigate on the initial transferee.
Section 550(b) is designed instead to ensure that a
subsequent transferee with affirmative knowledge of a
voidable transfer does not then quickly convey that
property to an innocent third party to "wash" the
transaction. Bonded Financial, 838 F.2d at 897, quoting

H.R. Rep. No. [**35] 95-595, 95th Cong., 2d Sess. 376
(1978).

Because § 550(b) offers an affirmative defense,
Midwest bore the burden of persuasion on the defense.
In re Commercial Loan Corp., 396 B.R. 730, 743 (Bankr.
N.D. lll. 2008). The bankruptcy court here determined
after a trial that Midwest proved the elements of its
defense, particularly that it took in good faith and without
knowledge. M[?] A determination of good faith in a
bankruptcy matter is a finding of fact; we review it only
for clear error. See Hower v. Molding Systems
Engineering Corp., 445 F.3d 935, 938 (7th Cir. 2006); In
re Smith, 286 F.3d 461, 465-66 (7th Cir. 2002).

The bankruptcy court did not clearly err in its
determination that Midwest proved its good faith and
lack of knowledge under § 550(b). For Midwest to have
had knowledge of the voidability of the transfer, it
needed to have had some knowledge of a potential
fraudulent conveyance: either that the Smiths were
insolvent, or that the transfer was for less than
reasonably equivalent value. The evidence at trial did
not require the bankruptcy court to reject the defense.

The Smiths filed for bankruptcy well after both the initial
transfer to SIPI and the later transfer to Midwest. Upon
acquiring [*247] the property, Midwest thus had no
affirmative knowledge of the insolvency of the Smiths.

Nor did the evidence require the bankruptcy court to find
that Midwest knew the initial transfer was for less [**36]
than reasonably equivalent value. At best, it knew that
there was a tax deed in the chain of title, but the
bankruptcy court did not clearly err by finding that was
not enough to defeat Midwest's defense. As we hope we
have made clear, not every tax sale is necessarily for
less than reasonably equivalent value.

Further, the evidence did not compel a finding that
Midwest intended in bad faith to collude with SIPI or
subsequently to wash the property through a third party.
There was evidence at trial that Midwest bought the
property in an arm's length transaction after a lengthy
negotiation with SIPI. Midwest bought the parcel as a
rental property, not as an opportunity to launder the title
quickly through another buyer. There were inspections
of the property and review of title and the issuance of a
warranty deed from SIPI. And Midwest, at the time of
the bankruptcy court's decision, remained holder of
record title.

We reject the Smiths' argument that the bankruptcy
court was required to find that Midwest knew the
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transfer was avoidable simply because of the presence
of a tax deed or because this was an occupied
residence. We defer for a future case the issue of
whether a bankruptcy court [**37] could have found
knowledge of voidability or bad faith on a similar record.

* % %

To conclude, a tax sale lawfully conducted according to
lllinois's interest rate auction system does not
necessarily establish a transfer for reasonably
equivalent value within the meaning of 11 U.S.C. §
548(a)(1)(B). The bankruptcy court correctly conducted
a more substantive analysis of the fair market value of
the property and other factors to determine that the
Smiths' property was fraudulently conveyed. The
debtors have standing to assert the claim; the
bankruptcy court properly set the debtors' recovery at
the value of one homestead exemption; SIPI is liable as
the initial transferee; and the bankruptcy court did not
err by finding that Midwest proved its defense to liability
under 11 U.S.C. § 550(a)(2). Accordingly, the judgment
of the district court is REVERSED and the judgment of
the bankruptcy court is AFFIRMED in all respects.
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Burns Ind. Code Ann. § 6-1.1-24-5.1

Current with all legislation through the end of the Second Regular Session of the 122nd General Assembly

Burns’ Indiana Statutes Annotated > Title 6 Taxation (Arts. 1 — 10) > Article 1.1 Property Taxes
(Chs. 1 —48) > Chapter 24 Real Property Tax Sales (88 6-1.1-24-1 — 6-1.1-24-17.5)

6-1.1-24-5.1. Applicability of section; limitations on tax sale purchases;
forfeiture; certificate of good standing required to bid at tax sale.

(&) This section applies to the following:
(1) A business association that:

(A) has not obtained a certificate of authority from, or registered with, the secretary of state in
accordance with the procedures described in IC 23, as applicable; or

(B) has obtained a certificate of authority from, or registered with, the secretary of state in
accordance with the procedures described in IC 23, as applicable, but is not in good standing in
Indiana as determined by the secretary of state.

(2) A person who is an agent of a person described in this subsection.

(b) A person subiject to this section may not purchase a tract offered for sale under section 5 or 6.1 [IC 6-
1.1-24-5 or IC 6-1.1-24-6.1] of this chapter. However, this section does not prohibit a person from bidding
on a tract that is owned by the person and offered for sale under section 5 [IC 6-1.1-24-5] of this chapter.

(c) A business entity that seeks to register to bid at a tax sale must provide a certificate of good standing or
proof of registration in accordance with IC 5-23 from the secretary of state to the county treasurer.

History

P.L.66-2014, § 9, eff. July 1, 2015; P.L.247-2015, § 17, emergency effective July 1, 2015; P.L.66-2021, § 1,
effective July 1, 2021.

Annotations

Notes

Amendment Notes

The 2015 amendment rewrote the section, which formerly read: “A business entity that seeks to register to bid at a
tax sale must provide a certificate of good standing or authority from the secretary of state to the county treasurer.”

The 2021 amendment by P.L.66-2021 deleted former (c) through (e); and redesignated former (f) as (c).

Burns’ Indiana Statutes Annotated
Copyright © 2022 Matthew Bender & Company, Inc.,
a member of the LexisNexis Group. All rights reserved.
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Current with all legislation through the end of the Second Regular Session of the 122nd General Assembly

Burns’ Indiana Statutes Annotated > Title 6 Taxation (Arts. 1 — 10) > Article 1.1 Property Taxes
(Chs. 1 —48) > Chapter 24 Real Property Tax Sales (88 6-1.1-24-1 — 6-1.1-24-17.5)

6-1.1-24-5.3. Persons prohibited from purchasing — Sale subject to

forfeiture.

(&) This section applies to the following:

(1) A person who:

(A) owns a fee interest, a life estate interest, or the equitable interest of a contract purchaser in an
unsafe building or unsafe premises; and

(B) is subject to an order issued under |C 36-7-9-5(a)(2), IC 36-7-9-5(a)(3), IC 36-7-9-5(a)(4), or IC
36-7-9-5(a)(5) regarding which the conditions set forth in IC 36-7-9-10(a)(1) through IC 36-7-9-
10(a)(4) exist.

(2) A person who:

(A) owns a fee interest, a life estate interest, or the equitable interest of a contract purchaser in an
unsafe building or unsafe premises; and

(B) is subject to an order issued under |C 36-7-9-5(a), other than an order issued under |C 36-7-9-
5(a)(2), IC 36-7-9-5(a)(3), IC 36-7-9-5(a)(4), or IC 36-7-9-5(a)(5), regarding which the conditions
set forth in IC 36-7-9-10(b)(1) through IC 36-7-9-10(b)(4) exist.

(3) A person who is the defendant in a court action brought under |C 36-7-9-18, IC 36-7-9-19, IC 36-7-
9-20, IC 36-7-9-21, or IC 36-7-9-22 that has resulted in a judgment in favor of the plaintiff and the

unsafe condition that caused the action to be brought has not been corrected.

(4) A person who has any of the following relationships to a person, partnership, corporation, or legal
entity described in subdivision (1), (2), (3), or (5):

(A) A partner of a partnership.
(B) A member of a limited liability company.
(C) An officer, director, or majority stockholder of a corporation.

(D) The person who controls or directs the activities or has a majority ownership in a legal entity
other than a partnership or corporation.

(5) A person who owes:

(A) delinquent taxes;

(B) special assessments;

(C) penalties;

(D) interest; or

(E) costs directly attributable to a prior tax sale;

on a tract or an item of real property listed under section 1 [IC 6-1.1-24-1] of this chapter.
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(6) A person who owns a fee interest, a life estate interest, or the equitable interest of a contract
purchaser in a vacant or abandoned structure subject to an enforcement order under IC 32-30-6, IC 32-
30-7, IC 32-30-8, or IC 36-7-9, or a court order under IC 36-7-37.

(7) A person who is an agent of the person described in this subsection.
(8) A person who:
(A) is delinquent in the payment of any personal property taxes; or
(B) is subject to an existing personal property tax judgment;
under IC 6-1.1-22-9.

(b) A person subiject to this section may not bid on or purchase a tract offered for sale under section 5 or
6.1 [IC 6-1.1-24-5 or IC 6-1.1-24-6.1] of this chapter. However, this section does not prohibit a person from
bidding on a tract that is owned by the person and offered for sale under section 5 [IC 6-1.1-24-5] of this
chapter.

(c) A business entity may not bid on or purchase a tract offered for sale under section 5 or 6.1 of this
chapter if:

(1) a person subject to this section:
(A) formed the business entity;
(B) joined with another person or party to form the business entity; or

(C) joined the business entity as a proprietor, incorporator, partner, shareholder, director,
employee, or member; or

(2) a person subject to this section:
(A) becomes an agent, employee, or board member of the business entity; or

(B) is not an attorney at law and represents the business entity in a legal matter.

History

P.L.98-2000, § 4; P.L.1-2002, § 24; P.L.169-2006, § 22; P.L.88-2009, § 1, eff. July 1, 2009; P.L.247-2015, § 18,
emergency retroactive effective January 1, 2015; P.L..251-2015, & 8, effective July 1, 2015; P.L.149-2016, § 26,
emergency effective March 23, 2016; P.L.159-2020, § 45, effective July 1, 2020; P.L.66-2021, § 2, effective July 1,
2021.

Annotations

Notes

Amendment Notes

The 2015 amendment by P.L.247-2015 deleted “in the county in which a sale is held under this; and chapter” at the
end of (a)(1)(A) and (a)(2)(A); deleted “in the county in which a sale is held under this chapter” following “IC 36-7-9-
22" in (a)(3); deleted “in the county in which a sale is held under this chapter” following “person who” in the
introductory language of (a)(5); added “or a court order under IC 36-7-37” in (a)(6); in the second sentence of the
second paragraph of (c), deleted “in this county” following “political subdivision,” substituted “county ordinance” for
“ordinance, of this county,” and substituted “county health department” for “health department in this county”; and
made a stylistic change.
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The 2015 amendment, by P.L.251-2015, amending this section as amended by P.L.247-2015, in the second
paragraph of (c), added “of a tract or item of real property listed under section 1 of this chapter” in the first sentence
and substituted “by which my bid exceeds the minimum bid on the tract or item or real property under IC 6-1.1-24-
5(e), if any” for “of my bid” in the last sentence.

The 2016 amendment substituted “IC 6-1.1-24-1" for “section 1 of this chapter” in the first sentence of the second
paragraph of (c).

The 2020 amendment by P.L.159-2020 substituted “subdivision (1), (2), (3), or (5)” for “subdivision (1), (2), or (3)” in
the introductory paragraph of (a)(4); added (a)(4)(B); redesignated former (a)(4)(B) and (a)(4)(C) as (a)(4)(C) and
(a)(4)(D); added “director” in (a)(4)(C); added “controls or” in (a)(4)(D); added “bid on or” in the first sentence of (b);
and in (c), added “bidding on or” in the first sentence and added the third sentence.

The 2021 amendment by P.L.66-2021 added (a)(8); added (c); and deleted former (c) through (f).

Notes to Decisions

Failure to Pay Delinquent Taxes.

Trial court did not err in denying appellants' request for injunctive relief and declaring the tax sale certificates they
acquired forfeitable by the Lake County Treasurer because the Treasurer sent appellants a letter on September 11,
2019, indicating that the tax sale certificates issued to appellant company following the March 2019 tax sale were
subject to forfeiture if certain delinquent taxes were not paid within 30 days; and neither of the appellants paid the
full amounts due on the parcels identified in the Treasurer's September 11, 2019, forfeiture letter. Broadway
Logistics Complex, LLC v. Katona, 2021 Ind. App. LEXIS 330 (Ind. Ct. App. Oct. 29, 2021).

Research References & Practice Aids

Research References and Practice Aids
Indiana Law Review.

Taxation: Developments in Indiana Taxation, 34 Ind. L. Rev. 1003 (2001).
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Current with all legislation through the end of the Second Regular Session of the 122nd General Assembly

Burns’ Indiana Statutes Annotated > Title 6 Taxation (Arts. 1 — 10) > Article 1.1 Property Taxes
(Chs. 1 —48) > Chapter 24 Real Property Tax Sales (88 6-1.1-24-1 — 6-1.1-24-17.5)

6-1.1-24-5.4. Restrictions of purchases by foreign business association.

(a) This section applies to the following:
(1) A foreign business association that:

(A) has not obtained a certificate of authority from, or registered with, the secretary of state in
accordance with the procedures described in IC 23, as applicable; or

(B) has obtained a certificate of authority from, or registered with, the secretary of state in
accordance with the procedures described in IC 23, as applicable, but is not in good standing in
Indiana as determined by the secretary of state.

(2) A person who is an agent of a person described in this subsection.

(b) As used in this section, “foreign business association” means a corporation, professional corporation,
nonprofit corporation, limited liability company, partnership, or limited partnership that is organized under
the laws of another state or another country.

(c) A person subject to this section may not purchase a tract offered for sale under section 5 or 6.1 [IC 6-
1.1-24-5 or IC 6-1.1-24-6.1] of this chapter. However, this section does not prohibit a person from bidding
on a tract that is owned by the person and offered for sale under section 5 [IC 6-1.1-24-5] of this chapter.

History

P.L.66-2014, § 10, eff. July 1, 2015; P.L.66-2021, § 3, effective July 1, 2021.

Annotations

Notes

Amendment Notes

The 2021 amendment by P.L.66-2021 deleted former (d) through (f).
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Sigmund J. Beck Advanced Bankruptcy Roundtable
West Baden Springs Resort
West Baden Springs, Indiana
August 19-20, 2022

For a Consummated Sale Under Section 363(m), is an Appellate Court Divested of Jurisdiction
or Does It Just Lack Power to Set the Sale Aside — A Distinction That Makes a Difference

Edward M. (“Ted”) King
Frost Brown Todd LLC
Louisville, Kentucky

Materials —

In re Sears Holdings Corp., 616 B.R. 615 (S.D.N.Y. 2020), reh'g denied 2020
WL 3050554 (S.D.N.Y. June 5, 2020), aff'd, 2021 WL 5986997 (2d Cir. Dec. 17,
2021), cert. granted sub nom. MOAC Mall Holdings LLC v. Transform Holdco
LLC, 2022 WL 2295163 (U.S. June 27, 2022).

In re Sears Holdings Corp., 2021 WL 5986997 (2d Cir. Dec. 17, 2021), cert.
granted sub nom. MOAC Mall Holdings LLC v. Transform Holdco LLC, 2022
WL 2295163 (U.S. June 27, 2022).

Section 363(m). Section 363 is one of the most highly discussed sections of the

Bankruptcy Code. And one of the most important provisions in section 363 is section 363(m),
which provides as follows:
The reversal or modification on appeal of an authorization under subsection (b) or
(c) of this section of a sale or lease of property does not affect the validity of a
sale or lease under such authorization to an entity that purchased or leased such
property in good faith, whether or not such entity knew of the pendency of the
appeal, unless such authorization and such sale or lease were stayed pending
appeal.
Recognizing that parties who have consummated a sale must be able to rely upon the order
authorizing the sale, section 363(m) provides that if an appellate court reverses or modifies a sale

authorized under section 363(b) or (c), that reversal or modification does not affect the validity
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of the sale unless the sale had been stayed pending appeal. The provision encourages section
363 sales because a purchaser may be less willing to acquire property from a debtor (or at a
higher price) if the purchaser were forced to take the risk of an appeal. It is not uncommon for
an appellate court to rely on section 363(m) when dismissing an appeal that attacks the
authorization of a section 363 sale.

When interpreting section 363(m), some appellate courts have gone so far as to say that
section 363(m) is jurisdictional — that is, section 363(m) actually strips an appellate court from
jurisdiction. They believe that section 363(m) statutorily moots a sale appeal.

In prior Sig Beck conferences, we have learned about another flavor of mootness -
equitable mootness — which is where an appellate court exercises discretion to determine that an
appeal is moot based on policy. But if an appellate court determines that 363(m) deprives the
appellate court of subject matter jurisdiction, it never even reaches a policy decision. If there
really is subject matter jurisdiction, the appellate court has too narrowly construed its jurisdiction
and bankruptcy court sale decisions that deserve scrutiny will instead never be reviewed at all.
Further, painting 363(m) with too broad a brush can preclude review on issues that are merely
tangential to a sale. This results in inconsistent rulings and can unfairly leave a party with a
winning claim at the court’s doorstep.

The Mall of America/Sears Appeal.

In Sears Holdings Corp.’s (the “Debtor”) bankruptcy, the Mall of America (the “Mall”)
objected to the assignment of a lease, but Judge Drain took the Debtor’s side, authorizing the
Debtor’s sale of assets and assumption and assignment of that lease. The sale was consummated,
as there was no stay in place. The Mall appealed the decision to the United States District Court,

and the purchaser of Sears (“New Sears”) and the Debtor were appellees. The District Court
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initially ruled for the Mall, reversing the Bankruptcy Court. Neither the Debtor nor New Sears
raised the issue of whether section 363(m) deprived the District Court of jurisdiction to hear the
appeal.

Then, two weeks later, New Sears moved the District Court for a rehearing. After the
District Court had decided to reverse the Bankruptcy Court, New Sears contended that the appeal
must be dismissed because the Mall had not obtained a stay pending appeal. The District Court
then reversed itself, noting that the Second Circuit in two cases had held that section 363(m) is a
“jurisdiction-depriving statute.” MOAC Mall Holdings LLC v. Transform Holdco LLC (In re
Sears Holdings Corp.), 616 B.R. 615, 626 (S.D.N.Y. 2020). The Mall asked the District Court to
reconsider its decision reversing itself, which was denied before New Sears or the Debtor even
responded, chiding the Mall for not having requested a stay pending appeal. In re Sears Holdings
Corp., 2020 WL 3050554, at *5 (S.D.N.Y. June 5, 2020), aff'd, 2021 WL 5986997 (2d Cir. Dec.
17, 2021), cert. granted sub nom. MOAC Mall Holdings LLC v. Transform Holdco LLC, 2022
WL 2295163 (U.S. June 27, 2022). The Mall then appealed to the Second Circuit Court of
Appeals.

Late last year, the Second Circuit issued a per curium summary decision affirming the
District Court. Initially, the Second Circuit performed a four corners analysis of section 363(m),
noting that section 363(m) “limits appellate review of any transaction that is integral to a sale
authorized under section 363(b).” In re Sears Holdings Corp., 2020 WL 3050554, at *5. Here,
the Second Circuit found that an appellate court lacks the power to overturn a sale, which is
consistent with section 363(b). But the Second Circuit went further by holding that the Mall’s
appeal “is foreclosed by our binding precedent . . . under which § 363(m) deprived the District

Court of appellate jurisdiction.” In re Sears Holdings Corp., 2020 WL 3050554, at *8.
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The Mall had argued that New Sears waived the right to argue section 363(m), because it
raised the issue only after the District Court ruled against it on the merits. However, the Second
Circuit disagreed, noting that in the WestPoint Stevens case, the Second Circuit “held in no
ambiguous terms that section 363(m) is a limit on our jurisdiction and that, absent an entry of a
stay of the Sale Order, we only retain authority to review challenges to the ‘good faith” aspect of
the sale.” Id. at *2 (internal citations and quotations omitted). Having built the jurisdictional
straw man, the Second Circuit easily dispensed with the Mall’s waiver argument, because of
course a challenge to subject matter jurisdiction cannot be waived and can be raised for the first
time on appeal.

The Mall petitioned for certiorari and noted that the Second and Fifth Circuits represent
the minority view, with the Third, Sixth Seventh, Ninth, Tenth, and Eleventh Circuits comprising
the majority, having rejected the argument that section 363(m) is a jurisdictional bar to an
appellate court even hearing an appeal. As may have been given away by the prior case
citations, the Supreme Court granted certiorari on June 27, 2022, so stay tuned for that decision.
MOAC Mall Holdings LLC v. Transform Holdco LLC, 2022 WL 2295163, at *1 (U.S. June 27,

2022).1

Discussion Questions:

1) Do you think that section 363(m) is jurisdictional or merely a limitation on the
relief that an appellant or other party may obtain?

2) Did the Second Circuit inappropriately conflate the terms jurisdiction and

authority?

L1t is worth noting that the Supreme Court has recently declined to take up two cases on equitable mootness, so it is
interesting that the justices have chosen a case on statutory mootness. KK-PB Fin., LLC v. 160 Royal Palm, LLC,
142 S. Ct. 2778 (2022); Hargreaves v. Nuverra Env't Sols., Inc., 142 S. Ct. 337 (2021).

-4-



3) Does this encourage gamesmanship or a wait and see approach by a party to see if
it loses on appeal?

4) Could a court dismiss an appeal that does not affect the validity of a sale, such as
an appeal over the distribution of proceeds?

5) Section 363(m) contains an exception for an appellate court to consider whether
the assignee acted in good faith. Section 550(b) concerns the ability to recover a transfer from a
transferee that takes for value in good faith. Would an appellate court have jurisdiction to hear a
case where section 550(b) protected a good faith transferee?

6) Given this decision, should an appellant of a sale or transfer order always push

hard for a stay?

0000000.700030 4892-6492-2662v2
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IN RE: SEARS HOLDINGS
CORPORATION, et al.,
Debtors.

MOAC Mall Holdings LLC, Appellant,
V.

Transform Holdco LLC and Sears
Holdings Corporation, et al.,
Appellees.

No. 19 Civ. 09140 (CM)

United States District Court,
S.D. New York.

Signed May 11, 2020

Background: Chapter 11 debtor, a retail-
er that was one of well-known shopping
mall’s original anchor tenants, proposed
assigning its shopping center lease to affil-
iate of company formed by debtor’s former
chief executive officer (CEO) and other
former executives. Mall’s owner, which
wanted the lease to revert to it, objected.
The United States Bankruptcy Court for
the Southern District of New York, Robert
D. Drain, J., denied owner’s objections and
approved debtor’s assumption of the lease
and its assignment. Owner appealed. The
United States District Court for the South-
ern District of New York, Colleen McMa-
hon, Chief Judge, 613 B.R. 51, vacated and
remanded, and designated assignee moved
for rehearing.

Holdings: The District Court, Colleen
MecMahon, Chief Judge, held that:

(1) waiver or judicial estoppel did not ap-
ply to prevent entity designated by
purchaser of Chapter 11 debtor’s as-
sets as intended assignee of debtor’s
shopping mall lease from asserting that
statutory mootness doctrine applied,
and

(2) assignment of Chapter 11 debtor’s
shopping mall lease to party designat-
ed by purchaser of debtor’s assets was

in nature of transfer of property or
title for consideration, and thus quali-
fied as a “sale,” for purpose of statuto-
ry mootness provision.

Motion granted; dismissed.

1. Federal Civil Procedure ¢=613.11

Generally, party’s failure to raise a
known argument while case is under adju-
dication precludes the granting of motion
for rehearing/reargument.

2. Bankruptcy €=3781

Equitable mootness is prudential doc-
trine, whereby district courts may dismiss
a bankruptcy appeal as moot when effec-
tive relief would be inequitable.

3. Bankruptcy ¢=3781

Equitable mootness doctrine applies
to avoid unraveling underlying reorganiza-
tion plans that have been substantially
consummated.

4. Bankruptcy €3789.1
Party moving for rehearing must state
with particularity each point of law or fact

that it believes the court overlooked or
misapprehended. Fed. R. Bankr. P. 8022.

5. Bankruptcy ¢=3789.1

Strict standard for grant of rehearing
does not allow movant to reargue its case
but rather is intended to direct court’s
attention to any material matter of law or
fact which it overlooked in deciding the
case, and which, had it been considered,
would probably have brought about differ-
ent result. Fed. R. Bankr. P. 8022.

6. Estoppel &68(2)

Waiver or judicial estoppel did not
apply to prevent entity designated by pur-
chaser of Chapter 11 debtor’s assets, as
intended assignee of debtor’s shopping
mall lease, from asserting that statutory
mootness doctrine applied to prevent shop-
ping mall owner, which had failed to obtain
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a stay of bankruptcy court’s assignment
order pending appeal, from pursuing ap-
peal to challenge assignment of shopping
mall lease to designee, though designee
had previously argued, as basis for denial
of stay pending appeal, that statutory
mootness provision did not apply and had
disclaimed any intent to rely on statutory
mootness provision, belatedly changing its
position only after district court, unaware
of any mootness problem with its bank-
ruptey appellate jurisdiction, purported to
vacate assignment order. 11 U.S.C.A.
§ 363(m).

7. Bankruptcy €=3781

Statutory mootness of appeal from
certain unstayed orders of bankruptey
court is jurisdictional, and neither waiver
nor judicial estoppel can be relied upon to
overcome it. 11 U.S.C.A. § 363(m).

8. Federal Courts €=3251

Waiver and forfeiture cannot be relied
upon to create appellate jurisdiction where
none exists.

9. Bankruptcy €=3764

Parties cannot waive a defect in dis-
trict court’s bankruptey appellate jurisdic-
tion.

10. Bankruptcy ¢=3781

Statutory mootness furthers the poli-
cy of finality in bankruptecy sales and as-
sists bankruptey court in securing the best
price for debtor’s assets. 11 U.S.C.A.
§ 363(m).

11. Bankruptcy ¢=3776.5(5), 3781

Even if an appeal from bankruptcy
court’s sales order is not moot in constitu-
tional sense, because court can provide a
remedy, the policy favoring finality in
bankruptcy sales reflected in statutory
mootness provision requires that certain
appeals nonetheless be treated as moot
absent a stay. 11 U.S.C.A. § 363(m).

12. Estoppel ¢=68(2)

Judicial estoppel is equitable doctrine,
that is to be exercised in sound discretion
of court.

13. Estoppel €=68(2)

Judicial estoppel is designed to pre-
vent a party who plays fast and loose with
the courts from gaining unfair advantage
through the deliberate adoption of incon-
sistent positions.

14. Estoppel &=68(2)

Judicial estoppel typically applies
when: (1) a party’s later position is clearly
inconsistent with its earlier position; (2)
the party’s former position has been
adopted in some way by the court in earli-
er proceeding; and (3) the party asserting
the two positions would derive an unfair
advantage against the party seeking estop-
pel.

15. Estoppel &=68(2)

Application of judicial estoppel is lim-
ited to situations in which the risk of in-
consistent results with their impact on ju-
dicial integrity is certain.

16. Federal Courts €=2076

Lack of subject matter jurisdiction
may be raised at any time, even by a party
who originally asserted jurisdiction.

17. Federal Courts €2073

Federal courts have independent obli-
gation to ensure that federal jurisdiction is
not extended beyond its proper limits.

18. Estoppel €=68(2)

Judicial estoppel applies to inconsis-
tent factual positions, not alternative legal
theories of case.

19. Bankruptcy €=3776.5(5), 3781

Assignment of Chapter 11 debtor’s
shopping mall lease to party designated by
purchaser of debtor’s assets was in nature
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of transfer of property or title for consid-
eration, and thus qualified as a “sale,” for
purpose of statutory mootness provision;
accordingly, shopping mall owner, in order
to cut off later mootness challenge to its
appeal from assignment order, had to ob-
tain a stay pending appeal. 11 U.S.C.A.
§ 363(m).
See publication Words and Phrases

for other judicial constructions and
definitions.

20. Bankruptcy €=3776.5(5), 3781

Not every assignment of debtor’s
unexpired lease or executory -contract
qualifies as a “sale,” for purposes of statu-
tory mootness provision; party need obtain
a stay pending appeal only when debtor
receives authorization to assign and sell
executory contracts or leases under both
the Bankruptcey Code’s sales provision and
the Code section governing executory con-
tracts and unexpired leases. 11 U.S.C.A.
§§ 363(m), 365.

Daniel Abraham Lowenthal, I1I, David
Wayne Dykhouse, Patterson, Belknap,
Webb & Tyler LLP, New York, NY, Tom
Flynn, Alexander J. Beeby, Larkin, Hoff-
man, Daly & Lindgren, Ltd., Minneapolis,
MN, for Appellant.

Garrett Avery Fail, Jacqueline Marcus,
Sunny Singh, Ray C. Schrock, Weil, Gotsh-
al & Manges LLP, New York, NY, for
Appellee Sears Holdings Corporation.

1. Transform Leaseco LLC (‘“Leaseco’) is
wholly owned by Transform Holdco LLC
(“Holdco”). They are represented by the same
counsel who have filed only one set of briefs
and motions throughout the appeal. These
two entities were referred to as “Transform”
throughout the appellate opinion. However,
as a technical matter relevant to this opinion
on rehearing, it was Leaseco who was the

Rachel Ehrlich Albanese, Alana M.
Friedberg, DLA Piper US LLP, New
York, NY, Richard A. Chesley, DLA Piper
LLP, Chicago, IL, Robert Craig Martin,
DLA Piper LLP, Wilmington, DE, for Ap-
pellee Transform Holdeco LLC.

ORDER GRANTING TRANSFORM
HOLDCO LLC’S MOTION FOR
REHEARING, AND ON REHEAR-
ING VACATING THE COURTS
ORIGINAL DECISION ON AP-
PEAL

MecMahon, C.J.:

Appellant MOAC Mall Holdings LLC
(“MOAC”) took an appeal to this court
from an order of the United States Bank-
ruptey Court for the Southern District of
New York (Drain, B.J.), which approved
the assignment and assumption of the cer-
tain lease (the “Lease”) of the Sears store
at the Mall of America in Minneapolis,
Minnesota to an entity known as Trans-
form Leaseco LLC.! The parties filed
lengthy briefs discussing the complicated
issue raised by the appeal; they held an
oral argument at which the court ques-
tioned them closely on contested points of
law.

At no point in this entire process -
through briefing and oral argument — did
either side suggest that the court might
lack jurisdiction over the appeal. MOAC
did not seek a stay pending appeal in this
court, and Transform did not move to dis-
miss MOAC’s appeal for want of jurisdic-
tion. Everyone behaved as though that
were a foregone conclusion.

designated assignee of the Sears lease, and
Holdco who made the designation, and it
turns out to be necessary to refer to them as
separate entities, rather than collectively as
“Transform,” in critical portions of this opin-
ion. Therefore, in this opinion references to
“Transform’” reflect arguments made in the
one set of papers filed on behalf of both
Leaseco and Holdco.
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It took several weeks of concentrated
work to write the forty-three-page decision
disposing of the appeal. In the end, the
court vacated the order of the Bankruptey
Court, concluding that the assignment of
the Mall of America Lease to Leaseco
violated § 365(b)(3)(A) of the Bankruptcy
Code.

Transform has not appealed that deci-
sion to the United States Court of Appeals
for the Second Circuit. Instead, Transform
filed the instant motion, in which is asserts
for the first time — albeit on the basis of
facts known to it throughout the pendency
of the appeal, but never revealed to this
court — that this court lacked jurisdiction
over the appeal all along, because the or-
der appealed from was not stayed pending
appeal.

[1]1 Ordinarily, the failure to raise a
known argument while a case is under
adjudication precludes the granting of a
motion for rehearing/reargument. In 7re
Soundview Elite Ltd., No. 14-cv-7666, 2015
WL 1642986, at *1 (S.D.N.Y. Apr. 13,
2015), aff’d, 646 F. App’x 1 (2d Cir. 2016).
As Transform did not raise the appellate
implications of Judge Drain’s denial of
MOAC’s motion for a stay pending appeal
under § 363(m) of the Bankruptey Code,
under the traditional rules applicable to
such motions, its motion for rehearing
would be summarily denied.

Transform insists, however, that the
court must entertain the motion, because
the issue it raises is both “jurisdictional” —
that is, it goes to the court’s power to hear
the appeal in the first instance — and non-
waivable. Transform also argues that it
cannot be estopped to raise the issue of
the court’s jurisdiction belatedly, even
though — as I now know — its counsel flatly
stated to the bankruptcy judge that
§ 363(m) had no applicability to the assign-

2. Property excluded from the asset sale is not

ment of the Mall of America Lease to
Leaseco, and that Transform did not in-
tend to argue otherwise, in order to induce
him to deny MOAC’s motion for a stay.

Transform’s motion for rehearing is
granted. The court has examined its appel-
late jurisdiction for the first time. Having
done so, I conclude, with great regret, that
this court lacked the power to hear and
decide MOAC’s appeal.

The decision on appeal is vacated, and
MOAC’s appeal is dismissed as statutorily
moot.

BACKGROUND

The Original Sale Order and the Asset
Purchase Agreement

Though I have no wish to rehash details
discussed in the opinion I am now vacat-
ing, Transform’s latest gambit needs to be
contextualized.

Sears, Roebuck and Co. (“Sears”), Sears
Holdings Corporation and its affiliated
debtors (collectively, the “Debtors”) filed
for bankruptey in October 2018. Former
Sears executives formed Transform - a
group of entities including, for our pur-
poses, a parent company known as Holdco
and an affiliate called Leaseco — to try to
recapture and market Sears’ assets. Trans-
form, through the vehicle Holdco, submit-
ted the best bid to purchase substantially
all of Sears’ assets.

The Debtors and Holdco entered into an
Asset Purchase Agreement (the “APA”) to
memorialize Holdco’s purchase. Pursuant
to the APA, Holdeo paid Sears over $1.4
billion to purchase all of Sears’ assets,
properties and rights related to its busi-
ness,” which included all of the following:

® Assigned Agreements and the Designa-
tion Rights

relevant to this appeal and rehearing motion.
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Lease Rights
Owned real property

Inventory, receivables, equipment and
improvements

Intellectual Property
Goodwill
Data

Books and records

Marketing materials (including Sears
iconic catalogs, its original marketing
innovation)

Claims
Actions
Contracts related to the business

Store cash

In February 2019, the Bankruptey Court
approved the APA in a § 363(b) sale order
(the “Sale Order”). (Bankr. Dkt. No. 2507,
APX87.)? In the Sale Order, the Bankrupt-
cy Court held that Holdeo had purchased
Sears’ assets for “fair consideration.” (Id.
at7,1J.)

Among the bundle of assets purchased
by Transform pursuant to the APA were
(1) certain specifically Assigned Agree-
ments, and (2) Designation Rights for con-
tracts identified as “Designatable Leases.”
(Id. at 3.) “Designation Rights” are the
right to designate to whom a lease be-
tween Sears (or an affiliate, such as
Kmart) and some landlord should be as-
signed. Because Holdco had purchased
Designation Rights, once it identified an
assignee, Sears was required, per the
terms of the APA, to assign the lease to
Holdco’s chosen assignee, as long as Hold-
co satisfied certain conditions that were
specified in the APA. (“APA,” Ex. B. to
the Sale Order, APX184, as amended by

3. ‘“Bankr. Dkt.” refers to the proceedings be-
fore Judge Drain in In re Sears Holdings
Corp., et al.,, No. 18-23538 (RDD) (Bankr.

Ex. F to Bankr. Dkt. No. 2599, APX3593,
at § 2.6).

All told, there were hundreds of “Desig-
natable Leases,” one of which was Sears’
lease at the Mall of America in Minne-
apolis. As this court noted in the decision
on appeal, Transform intended to continue
to operate about 425 of those properties as
Sears or Kmart stores. It planned to use
its Designation Rights to bring about the
assignment of the rest of the Designatable
Leases to itself (through an affiliate, such
as Transform Leaseco), and then to sub-
lease the spaces covered by those leases to
new tenants at what it hoped would be a
handsome profit.

Pursuant to § 2.6 of the APA, Transform
Holdco purchased the Designation Rights
for all Designatable Leases on the closing
date. (Id.) Its right to designate assignees
under the leases vested at the closing of
the APA. (Id. at §§ 2.6, 5.2(a).) But the
APA made clear, “For the avoidance of
doubt, the sale of the Designation
Rights provided for herein on the Closing
Date shall not effectuate a sale, transfer,
assignment or conveyance of any Desig-
natable Lease to Buyer [Holdco] or any
other Assignee. ...” (Id. at § 2.6 (emphasis
added).) Any such “sale, transfer, assign-
ment or conveyance” would only occur on
something called the “Designation Assign-
ment Date” — defined in the APA as the
date of the “sale, transfer, assignment,
conveyance and delivery” of the designated
lease by Sears to Holdco’s designee. (See
id. at §§ 2.6, 5.2(d).) The APA also set out
precisely when and how Sears’ interest in
any individual Sears would pass to Hold-
co’s designee:

On each Assumption Effective Date,*

pursuant to section 365 of the Bankrupt-

S.D.N.Y) and “APX” refers to the record on
appeal to this court.

4. With respect to designatable leases to which
objections to designation were lodged — such
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cy Code and the Approval Order, Sellers

shall assume and assign to the applica-

ble Assignee any Designatable Lease so

designated by Buyer for assumption and

assignment in accordance with the terms

of this Agreement, and Buyer shall pay

all or be responsible for Cure Costs with

respect to such Designatable Leases.
(d. § 2.7(c).)

Certain leases were assigned to Holdco
as designee simultaneously with the clos-
ing of the APA and Holdco’s acquisition of
Designation Rights. (See id. § 2.7(b).)
Those leases are listed in Exhibit A to the
Sale Order. (APX170.) The Mall of Amer-
ica-Sears Lease that was the subject of the
appeal to this court is not one of those
leases.

The Subsequent Designation of the Mall
of America Lease, The Objection, and The
Appeal

On April 2, 2019, Judge Drain entered
an order establishing a procedure for
Holdco to designate additional contracts
for assumption and assignment to its de-
sired assignees. (Bankr. Dkt. No. 3008,
APX1290.) Once Holdco identified an addi-
tional lease to be designated for assump-
tion and assignment, the Debtors were to
file a notice with the court. Any party
objecting to such an assignment had to
serve and file a written objection with the
Bankruptey Court eight days after the fil-
ing of (i) the notice, or (ii) evidence of
adequate assurance of future performance
pursuant to 11 U.S.C. § 365(b)(3) — which-
ever was later. (Id.)

Two weeks later, on April 19, 2019,
Holdco filed a notice of “additional desig-
natable leases” for assignment to itself or
an affiliated entity (the “Notice”). (Bankr.
Dkt. No. 3298, APX1331.) Among the addi-

as the lease before this court - this date is
defined as “the fifth (5th) Business Day fol-
lowing the date of resolution of any objection
to assumption and assignment of such

tional designated leases was the Mall of
America Lease. Holdco designated its affil-
iate, Leaseco, as the assignee of that par-
ticular lease.

MOAC objected to the Notice on the
ground, among others, that the Debtors
had not demonstrated that Leaseco met
the qualifications for assignment of a shop-
ping center lease as set forth in
§ 365(b)(3). (Bankr. Dkt. No. 3501,
APX1344.) Over the course of the next few
months, MOAC filed supplemental objec-
tions to the designation. Many other par-
ties also filed objections to other lease
assignments proposed in the April 19 No-
tice; all such objections except MOAC’s
were resolved.

As one might surmise from the name of
Holdco’s designee, the Mall of America
Lease was intended to be marketed to a
new tenant or tenants not yet identified.
The parties stipulated that Holdco had no
intention of operating a Sears store at the
Mall of America, but rather intended to
sublease the premises to a third-party ten-
ant at a profit to Transform. (Bankr. Dkt.
No. 4865 11 11-14, APX1783.) In fact, this
was MOAC’s major motivation for fighting
the assignment — it did not want to see
Sears’ anchor tenant space divided or oc-
cupied by whoever would pay Transform
the highest price. MOAC wanted another
big box retailer to take over the space —
even if it (like Sears) paid little or no
rent — both to “preserve the character” of
Mall of America (a concept discussed at
length in this court’s opinion disposing of
the appeal) and to ward off the possibility
that MOAC might find itself in default on
co-tenancy provisions in the leases of other
Mall tenants.

Lease.” (Id. § 1.1.) In the case of the Mall of
America Lease, the Designation Assignment
Date and the Assumption Effective Date were
the same day.
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Judge Drain conducted an evidentiary
hearing on MOAC’s objections on August
23, 2019. At that hearing, Leaseco — the
proposed assignee — presented evidence
that it met the vrequirements of
§ 365(b)(3)(A)-(D), as required by law and
by the APA. It also offered two additional
“concessions” that were intended to as-
suage MOAC’s objections. It agreed (i) to
put $1.1 million (effectively one year’s rent,
which the assignee would have had to pay
in any event) into escrow; and (ii) to guar-
antee that it would sublet at least portion
of the premises within two years. Leaseco
also expressly agreed to operate in full
compliance with the Lease (including the
“Uses” section of the Lease and the REA),
and to honor MOAC’s buy-back rights un-
der Article 6.3 of the Lease.

At the conclusion of the hearing, the
Bankruptey Court overruled MOAC’s ob-
jections in an oral opinion read into the
record. On September 5, Judge Drain
signed a final order (the “Assignment Or-
der”) authorizing the assumption and as-
signment of the Mall of America Lease to
Leaseco. (Bankr. Dkt. No. 5074, APX1947.)
In that order, the Bankruptey Court found
that Leaseco met all the requirements for
assignment of a shopping center lease, as
set forth in 11 U.S.C. § 365. The Assign-
ment Order imposed on Leaseco, as a con-
dition of the assignment, the obligation to
undertake the concessions it had offered
during the hearing, and specifically or-
dered Leaseco to comply with the “Uses”
section and to honor MOAC’s buy-back
rights.

The Assignment Order is the official
bankruptey court order by which the ob-
jections to the assignment were resolved.
It is the order from which an appeal was
taken to this court — the appeal that was
disposed of by this court’s decision dated
February 27, 2020. (Dkt. No. 26.)

The Stay Proceedings

MOAC moved to stay the Assignment
Order pending appeal on September 6, the
day after it was filed. (Bankr. Dkt. No.
5083, Ex. A. to “Reh’g Resp.,” Dkt. No. 33;
Bankr. Dkt. No. 5110.) On September 18,
Judge Drain held a hearing on MOAC’s
stay motion. (See “Stay Tr.,” Bankr. Dkt.
No. 5413; Ex. A to “Mot. for Reh’g,” Dkt.
No. 29-1.)

MOAC argued that, in light of 11 U.S.C.
§ 363(m), it needed a stay in order to
protect its right to appellate review of the
Bankruptey Court’s September 5 Assign-
ment Order. That section of the Code pro-
vided as follows:
The reversal or modification on appeal
of an authorization under subsection (b)
or (c) of this section of a sale or lease of
property does not affect the validity of a
sale or lease under such authorization to
an entity that purchased or leased such
property in good faith, whether or not
such entity knew of the pendency of the
appeal, unless such authorization and
such sale or lease were stayed pending
appeal.

The Bankruptcy Court was skeptical
that any stay was necessary. While noting
that the assignment was being made in
accordance with the original § 363 Sale
Order, Judge Drain said, “I can’t imagine
363(m) as far as the sale is concerned
applying here.” (Stay Tr. at 84-5.) He
reasoned that MOAC was appealing the
Assignment Order only insofar as it relat-
ed to only one of the roughly 600 Sears
leases Holdeo had the right to designate
throughout the bankruptey proceeding,
while the authorization for the transfer of
property that was the subject of the Sale
Order - the sale of the Designation
Rights - applied to all the leases. (Id.)

While it was in the happy position of

having prevailed in the Bankruptey Court,
Transform agreed that no stay was neces-
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sary. At the stay hearing, counsel for
Transform represented to the Bankruptcy
Court that § 363(m) did not apply to
MOAC’s challenge to the Assignment Or-
der. He stated, “in effect, because we do
not have a transaction, I think we couldn’t
rely on 363(m) for the purposes of arguing
mootness because we have not closed on a
transaction to assume and assign this to a
sub-debtor [sicl.” (Id. at 8:14-18 (emphasis
added).)® In other words, Transform ar-
gued to the Bankruptcy Court that an
assignment to an intermediary entity such
as Leaseco, without a subsequence trans-
fer to some as-yet unidentified third party
or parties that would occupy the Sears
space, was not a § 363(b) or (c) “sale or
lease” for the purposes of § 363(m).

The Bankruptecy Court ultimately con-
cluded that no stay was necessary to pre-
serve MOAC’s right to appeal, finding,
“This is not -- this is a 365 order. It’s an
outgrowth of the sale. It’s not a 363(m),
and they’re not going to rely on 363(m),
which [Transform’s counsel]’s just reiterat-
ed for the second time.” (Id. at 9:23-25,
10:1 (emphasis added).) Judge Drain be-
lieved that the only “sale or lease of prop-
erty” that was authorized pursuant to
§ 363(b) or (c) — which is a prerequisite for
the applicability of § 363(m) — was the sale
of Sears’ assets (including the specific leas-
es assigned directly to Holdco and the
right to designate assignees for additional
but as-yet-unidentified “designatable” leas-
es), as memorialized in the original Sale
Order. He also plainly relied on Trans-

5. As the parties were discussing the subleas-
ing of the Sears premises at Mall of America,
Transform’s counsel must have said “sublet-
tor,” which was mistranscribed as ‘‘subdeb-
tor.”

6. Equitable mootness is a prudential doctrine
whereby district courts may dismiss a bank-
ruptcy appeal as moot when effective relief
would be inequitable. This doctrine applies to

form’s representation that § 363(m) would
not moot the appeal in the absence of a
stay when he rejected MOAC’s principal
argument for irreparable harm and con-
cluded that it had not made a substantial
showing of the need for a stay on the
merits. In response to MOAC’s concern
that the district court might independently
deem the appeal moot, Judge Drain stated
that Transform would be estopped from so
arguing. (Id. at 10:2-16.)

On September 27, Judge Drain entered
an order denying MOAC’s stay motion.
(Bankr. Dkt. No. 5246.) The order clearly
stated that the Assignment Order was “im-
mediately enforceable and effective as of
its entry on September 5, 2019.” (Id.) Per
the terms of the APA and the Assignment
Order, the transaction closed five business
days later, and the Mall of America Lease
was assumed by Sears and then assigned
to Leaseco.

Proceedings in the District Court

[2,3] On October 2, MOAC filed the
instant appeal, challenging the Assignment
Order under § 365. (Dkt. No. 1.) At the
September 18 hearing before the Bank-
ruptey Court, MOAC had reserved its
right to seek leave for a stay in the event
“equitable mootness” became an issue
(Stay Tr. at 10:20-25, 11:1-7),% but it nei-
ther appealed from Judge Drain’s order
denying a stay pending appeal nor sought
a stay pending appeal from this court. I
have little doubt this was because Trans-
form had represented to Judge Drain that

avoid unraveling underlying plans that have
been substantially consummated. Here,
Transform has not argued for equitable moot-
ness; it only argues for statutory mootness.
Moreover, to the extent the doctrine may ap-
ply to Transform’s consummation of its plan
to sublease the Mall of America Lease to an
actual tenant, based on a stipulation entered
in this court — see infra., at page 623 — it can
do no such thing.
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the appeal would not be moot under
§ 363(m).

As a result, this court — which does not
pretend to expertise in bankruptey law —
was unaware of the possibility that the
appeal might be moot because of Judge
Drain’s refusal to enter a stay pending
appeal. I read the briefs and the record; I
heard oral argument; and I worked for
over a month on what turned out to be a
very complicated appeal, relying on the
arguments raised by the parties.

Ultimately, this court concluded that the
Bankruptecy Court had erred in finding
that Transform satisfied § 365(b)(3)(A) — a
section of the Code that requires, in con-
nection with the assignment of a lease for
premises in a shopping center, that the
proposed assignee’s financial condition and
operating performance be similar to the
financial condition and operating perform-
ance of the debtor at the time the debtor
became the lessee under the lease. The
bankruptey judge had expressly found that
Leaseco’s financial condition and operating
performance were not similar to that of
Sears when its Mall of America lease com-
menced back in 1991. In light of that find-
ing (which was amply supported by the
record), this court did not believe that any
judicially-created performance guarantees,
such as those sanctioned by the Bankrupt-
cy Court™ could be substituted for the
standard expressly written into law by
Congress.

As a result, this court vacated the As-
signment Order to the extent it had au-
thorized the assumption and assignment of
the Sears Lease to Leaseco - i.e., it modi-
fied the Assignment Order — and remand-

7. The Bankruptcy Court concluded that
Transform/Leaseco did not have to abide by
the literal terms of § 365(b)(3)(A) because (i) it
seemed (by virtue of its fundraising capabili-
ties) to have a net worth of at least $50
million (the justification for that number is

ed the case to the Bankruptey Court. (Dkt.
No. 26); In re Sears Holdings Corp., 613
B.R. 51 (S.D.N.Y. 2020).

Subsequently, this Court so-ordered a
stipulation between the parties that al-
lowed both parties to market the Lease
pending further appeal, but forbade either
party from entering into any sublease or
similar agreement for the Sears space.
(Dkt. No. 28.)

The following day, Transform filed the
instant motion for rehearing, arguing for
the first time that this Court lacked appel-
late jurisdiction over MOAC’s appeal un-
der 11 U.S.C. § 363(m), because MOAC
had not obtained a stay of the Assignment
Order. (Dkt. No. 29.)

ANALYSIS

[4,5] Transform moves for rehearing
pursuant to Bankruptcy Rule 8022. “The
standard for granting such a motion, de-
rived from Rule 40 of the Federal Rules of
Appellate Procedure, requires the movant
to state with particularity each point of law
or fact that the movant believes the dis-
trict court or BAP has “overlooked or mis-
apprehended.” Soundview Elite, 2015 WL
1642986, at *1 (internal quotations and ci-
tations omitted). This strict standard does
not allow the movant to reargue its case,
but rather is intended to “direct the
court’s attention to a material matter of
law or fact which it has overlooked in
deciding the case, and which, had it been
given consideration, would probably have
brought about a different result.” Id.

This court has admitted complete un-
awareness of the possibility that the ap-
peal it so laboriously considered and decid-

explained in the opinion on the appeal), and
(i) it had agreed to abide by all terms of the
Lease. This court concluded that things could
not be substituted for the very different re-
quirements set forth in the statute.
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ed might well be moot. I cannot say that I
“overlooked” the issue, because both sides
were aware that 11 U.S.C. § 363(m) had
been raised in the Bankruptcy Court, but
neither side called it to my attention dur-
ing the pendency of the appeal. I would
certainly not have “overlooked” this issue
if it had been raised, since lack of appellate
jurisdiction would have foreclosed me from
deciding the appeal as argued (not to men-
tion, saved me a great deal of work). I
would instead have been limited me to
whether Leaseco’s assumption of the lease
in the absence of a stay was done “in good
faith” — an issue not briefed or argued to
this court. That certainly would have
“brought about a different result” on the
appeal.

Having lost on the appeal, Transform
has apparently thought better of the posi-
tion it took before Judge Drain. It now
argues that § 363(m) renders MOAC’s ap-
peal of the unstayed Assignment Order
moot, thus precluding appellate review by
this court.

[6] MOAC responds that Transform
has waived any rights it might have had
under § 363(m) and is judicially estopped
from relying on any protection the statute
might otherwise have afforded it. MOAC
also argues that Transform was correct
when it represented to Judge Drain that
§ 363(m) did not apply to the Assignment
Order.®

[71 After deliberation, I must reject
MOAC’s arguments. Because the Second
Circuit takes the position that § 363(m) is
“jurisdictional,” neither waiver nor judicial
estoppel can be relied on to overcome it.
And, regrettably, § 363(m) does protect
the assignment of the Mall of America
Lease from appellate review in the ab-
sence of a stay, because the assignment of

8. I am not insensible to the fact that MOAC
took exactly the opposite position when it

that lease was a “sale” within the meaning
of that section.

Accordingly, MOAC’s appeal is, and al-
ways was, statutorily moot.

I. Because Section 363(m) is “Jurisdic-
tional,” Waiver and Estoppel Cannot
Be Relied On to Create Appellate
Jurisdiction Where None Exists.

District courts have jurisdiction to hear
bankruptey appeals pursuant to 28 U.S.C.
§ 158. However, § 363(m) imposes a limita-
tion on the exercise of that jurisdiction:

The reversal or modification on appeal
of an authorization under subsection (b)
or (c¢) of this section of a sale or lease of
property does not affect the validity of a
sale or lease under such authorization to
an entity that purchased or leased such
property in good faith, whether or not
such entity knew of the pendency of the
appeal, unless such authorization and
such sale or lease were stayed pending
appeal.

11 U.S.C. § 363.

The Second Circuit has “held in no am-
biguous terms that section 363(m) is a
limat on our jurisdiction and that, absent
an entry of a stay of the Sale Order, we
only retain authority to review challenges
to the ‘good faith’ aspect of the sale. Spe-
cifically, we held in Gucci I that we lack
Jurisdiction to review the ‘unstayed sale
order, of a sale subject to the protections
of section 363(m) and concluded that ‘we
may neither reverse nor modify the judi-
cially-authorized sale.’” In re WestPoint
Stevens, Inc., 600 F.3d 231, 248 (2d Cir.
2010) (emphasis added) (quoting In re
Gucci, 105 F.3d 837, 838-840 (2d Cir.
1997)). Moreover, the statute makes it
plain that knowledge of the pendency of an
appeal does not in and of itself constitute

moved before Judge Drain for a stay pending
appeal.
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“bad faith.” Whether Transform’s behavior
before the Bankruptcy Court would qualify
as bad faith is not a question that anyone
has suggested I answer; it was certainly
not raised on the appeal.

The Court of Appeals in WestPoint left
open the possibility for, “A narrow excep-
tion ... for challenges to the Sale Order
that are so divorced from the overall trans-
action that the challenged provision would
have affected none of the considerations on
which the purchaser relied.” Id. at 249. No
one has pointed this court to any case in
which such an exception has been found.

MOAC nonetheless insists that Trans-
form’s representations to the bankruptcy
judge render the appeal not moot under
the doctrines of waiver and judicial estop-
pel. While this court is appalled by Trans-
form’s behavior, I must disagree that ei-
ther doctrine confers jurisdiction over an
appeal where Congress has expressly re-
moved it.

Waiver

MOAC contends that § 363(m) should be
treated like any other statute, such that a
party can knowingly waive its protection.
Transform’s counsel’s representation to
the Bankruptcy Court that the statute was
inapplicable, and that Transform could not
and would not rely on § 363, was, MOAC
contends, a waiver of Transform’s right to
rely on the statute.

[8,9] While waiver and forfeiture are
applicable to many procedural conditions —
for example, the “final decision” require-
ment for appeals, Title VII's exhaustion
requirement, and the forum defendant rule
in diversity cases, see Williams v. KFC
Nat. Mgmt. Co., 391 F.3d 411, 416 n.1 (2d

9. Recently, the Second Circuit determined in
In re Indu Craft, Inc., 749 F.3d 107, 113, 116
(2d Cir. 2014) that Rule 6(b)(1) of the Federal
Rules of Appellate Procedure (Appeal in a
Bankruptcy Case) ‘is a nonjurisdictional

Cir. 2004) (collecting cases)’ — they eannot
be relied on to create appellate jurisdiction
where there is none. Given the Second
Circuit’s recognition of a clear distinction
between limits on jurisdiction and waivable
procedural conditions, I find it difficult to
believe that the Court of Appeals would
deem a statutory requirement to be “juris-
dictional” — that is, one conferring or deny-
ing jurisdiction — and yet conclude that
jurisdiction could attach via waiver, which
is tantamount to by consent of the parties.
If § 363(m) is a jurisdiction-depriving stat-
ute, then its requirements cannot be
waived; “Parties cannot waive a defect in
the Court’s appellate jurisdiction.” In re
Bucurescu, 282 B.R. 124, 130 n.19
(S.D.N.Y. 2002) (citing Kamerling v. Mas-
sanari, 295 F.3d 206, 212-13 (2d Cir.
2002); Goldberg v. Cablevision Sys. Corp.,
261 F.3d 318, 323 (2d Cir. 2001)).

[10,11] Of course, the language of the
statute does not exactly suggest that an
appellate court lacks the power to reverse
or modify an unstayed bankruptcy court
order (it does, after all, presume that a
district or appellate court has entered just
such an order). But it does say that any
such order will, in the absence of bad faith,
be ineffective to undo a sale or lease al-
ready consummated in the absence of a
stay. This, of course, means that an appel-
late court cannot fashion effective relief in
the absence of a stay, which is what ren-
ders the appeal moot. Such “statutory” or
“bankruptcy” mootness “furthers the poli-
¢y of finality in bankruptcy sales and as-
sists the bankruptcy court to secure the
best price for the debtor’s assets.” Gucci,
105 F.3d at 840 (citing United States v.
Salerno, 932 F.2d 117, 123 (2d Cir. 1991)).

rule” subject to waiver and forfeiture, empha-
sizing the difference between court-promul-
gated rules and jurisdictional limits enacted
by Congress.
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As explained by the Sixth Circuit,
§ 363(m):

reflects the more general constitutional
consideration that an appeal must be
dismissed as moot when, by virtue of
intervening events, the court of appeals
cannot fashion effective relief. Though
reflective of the general prohibition
against advisory opinions undergirding
the constitutional mootness doctrine,
bankruptcy mootness under § 363(m) is
broader. Even if the appeal is not moot
as a constitutional matter because a
court could provide a remedy, the policy
favoring finality in bankruptey sales re-
flected in § 363(m) requires that certain
appeals nonetheless be treated as moot
absent a stay.

Weingarten Nostat, Inc. v. Serv. Merch.
Co., 396 F.3d 737, 742 (6th Cir. 2005) (in-
ternal citations omitted).

The Second Circuit has quite clearly in-
terpreted § 363(m) as a jurisdiction-de-
priving statute — that is, a statute that
removes the appellate court’s power to
decide any issue except the issue of bad
faith. I sit as a district court in the Sec-
ond Circuit, so I am constrained by the
words used by my Court of Appeals to
describe my power. And if I lack all pow-
er to grant effective relief by congres-
sional command, the parties are not free
to agree otherwise, whether by consent
or by waiver.

Significantly, MOAC calls the court’s at-
tention to no case in which an appellate
court’s order overturning an unstayed and
fully consummated Bankruptcy Court or-
der authorizing a § 363 sale was deemed
effective by virtue of waiver. In the only
case it cites, In re Paige, 443 B.R. 878, 908
(D. Utah 2011), aff’d in part, rev'd in part,
685 F.3d 1160 (10th Cir. 2012), the district
court considered the possibility that
§ 363(m) could be waived, but ultimately

rejected the proposition that any waiver
occurred. See id.

Estoppel

With respect to estoppel, MOAC argues
that, at the stay hearing, Judge Drain
relied on Transform’s representations that
§ 363(m) would not moot MOAC’s appeal,
which led him to conclude that MOAC
would not suffer irreparable harm if he
denied the stay. Now Transform seeks to
benefit from a complete reversal of that
representation.

[12-15] Judicial estoppel is an equita-
ble doctrine to be exercised in the sound
discretion of the Court. New Hampshire v.
Maine, 532 U.S. 742, 750, 121 S.Ct. 1808,
149 L.Ed.2d 968 (2001). It is “designed to
prevent a party who plays fast and loose
with the courts from gaining unfair advan-
tage through the deliberate adoption of
inconsistent positions.” Wight v. Bank-
America Corp., 219 F.3d 79, 89 (2d Cir.
2000). Judicial estoppel typically applies
when “1) a party’s later position is ‘clearly
inconsistent’ with its earlier position; 2) the
party’s former position has been adopted
in some way by the court in the earlier
proceeding; and 3) the party asserting the
two positions would derive an unfair ad-
vantage against the party seeking estop-
pel” In re Adelphia Recovery Tr., 634
F.3d 678, 695-96 (2d Cir. 2011). The Sec-
ond Circuit has “further limit[ed] judicial
estoppel to situations where the risk of
inconsistent results with its impact on judi-
cial integrity is certain.” Intellivision v.
Microsoft Corp., 484 F. App’x 616, 619 (2d
Cir. 2012) (internal citations omitted).

All the conditions for application of judi-
cial estoppel would seem to be met here.
Transform has taken different positions
that are clearly inconsistent. Judge Drain
plainly relied on Transform’s representa-
tions — both that § 363(m) did not apply to
this situation and that Transform had no
intention of arguing otherwise — when he
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concluded that MOAC had failed to dem-
onstrate that it would suffer irreparable
injury in the absence of a stay. In response
to Judge Drain’s question, “So you're not
relying on -- you wouldnt -- you're not
going to go to the district and say 363(m)
applies here. This is over,” Transform’s
counsel replied:

MR CHESLEY: “Well, we -- in effect,
because we do not have a transaction, I
think we couldn’t rely on 363(m) for the
purposes of arguing mootness because
we have not closed on a transaction to
assume and assign this to a sub debtor
[sic].

THE COURT: The specific assign.

MR. CHESLEY: Correct, Your Hon-

”»

or.

(Stay Tr. at 8:11-20.) Judge Drain then
reiterated his understanding of Trans-
form’s comments: “It’s not a 363(m), and
they’re not going to rely on 363(m), which
Mr. Chesley’s just reiterated for the sec-
ond time.” (Id. at 9:24-25, 10:1.)

Finally, Transform has derived an unfair
advantage from its switch in position, be-
cause MOAC appears to have been lulled
into not seeking a stay before this court.

The question is whether that gets
MOAC past § 363(m).

[16,17] Although the Second Circuit
has “never held ... that judicial estoppel
can never apply to matters affecting sub-
ject matter jurisdiction,” it has cautioned
that “‘special care’ should be taken in
considering whether judicial estoppel
should apply ‘to matters affecting federal
subject matter jurisdiction.” Intellivision,
484 F. App’x at 621 (quoting Wight, 219
F.3d at 89). This special care is warranted
because, “It is axiomatic that a lack of
subject matter jurisdiction may be raised
at any time even by a party who originally
asserted jurisdiction.” Wight, 219 F.3d at
90 (emphasis added) (internal quotation

and citations omitted). Although Trans-
form represented that it could not and
would not rely on § 363(m), when it comes
to “jurisdictional” considerations, “The
bottom line is that irrespective of how the
parties conduct their case, the courts have
an independent obligation to ensure that
federal jurisdiction is not extended beyond
its proper limits.” Id.

[18] Moreover, as a bankruptcy judge
in this district recently pointed out, “Judi-
cial estoppel applies to inconsistent factual
positions, not alternative legal theories of
the case.” In re DeFlora Lake Dev. As-
socs., Inc., 571 B.R. 587, 599 (Bankr.
S.D.N.Y. 2017). Transform’s representa-
tion to Judge Drain that § 363(m) did not
apply to the instant appeal, because there
had not yet been a “sale” of Sears’ Mall of
America Lease as that term is used in
§ 363(m) is at best a mixed question of law
and fact, if not a pure question of law. The
assertion that a particular statute does not
apply to undisputed facts is not, it seems
to me, an “inconsistent factual position” —
it is an inconsistent legal position.

Therefore, as much as I hate to say it,
judicial estoppel appears to me inapplica-
ble. And I do hate to say it, for if ever
there were an appropriate situation for the
application of judicial estoppel, this would
be it.

II. Weingarten is not Outcome Deter-
minative.

Transform argues that the Sixth Cir-
cuit’s opinion in Weingarten Nostat, Inc. v.
Service Merchandise Co., 396 F.3d 737
(6th Cir. 2005) compels the conclusion that
MOAC’s appeal is mooted by the absence
of a stay of the Assignment Order. (See
Mot. for Reh’g at 5.)

Weingarten is the only case known to
this court in which the assignment of a
lease pursuant to designation rights was
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deemed a protected transaction under
§ 363(m). Its facts are so nearly identical
to those in this case as to render it decep-
tively appealing as a precedent. But I do
not believe that it controls the outcome of
this motion — and not simply because it
was decided in a different circuit.

In Weingarten, the debtor, Service Mer-
chandise, sold the designation rights to
most of its real property and retail leases
to KLA (the equivalent of Holdco) for
$116.4 million. See 396 F.3d at 739. KLA’s
parent corporation, Kimco, then partnered
with Schottenstein Stores Corporation to
form an entity known as JLPK (the Lease-
co equivalent), which was designated by
KLA as the assignee of the Service Mer-
chandise lease in a mall known as Argyle
Village Square Shopping Center. See id. at
739, n. 1. JLPK, like Leaseco, had no
intention of operating a business on the
site; it intended to sublease the space. The
difference between that case and ours is
that, in Weingarten, the sublessees had
already been identified and the premises
were to be subleased at roughly the same
time as the assignment. See id. at 739-40.

Weingarten, the landlord at Argyle Vil-
lage, objected to both prongs of the trans-
action. It objected to the assignment to
JLPK, because JLPK did not meet the
“similarity” requirements required by
§ 365(b)(3)(A). And it objected to the sub-
lease of a portion of the premises to Mi-
chaels, an arts and crafts store, because
having Michaels in the mall would both (i)
place Weingarten in breach of its lease
with Jo-Ann’s, a competing crafts store, in
violation of § 365(b)(3)(C), and (ii) disrupt
the tenant mix or balance of Argyle Village
under § 365(b)(3)(D). See id. at 740.

After first siding with the landlord -
ironically, on the very ground on which
MOAC prevailed in this court on the ap-
peal (namely, that JLPK, the intermediate
assignee did not meet the similarity in

“financial condition and operating perform-
ance” criteria of § 365(b)(3)(A)) — the
Bankruptcy Court reversed field and ap-
proved the transaction, pursuant to both
§§ 363 and 365. It did so after Kimco and
Schottenstein’s — neither of whom was
ever the assignee of Service Merchandise’s
lease — agreed to guarantee a year’s base
rent on the leased premises.

Weingarten “vigorously” sought a stay
pending appeal, from both the district
court and the Sixth Circuit. However, its
many applications were denied, and the
transactions closed. Although the ag-
grieved landlord pursued its appeal in the
absence of a stay, the Sixth Circuit dis-
missed Weingarten’s appeal as moot under
§ 363(m). It reasoned that (1) lease assign-
ments for consideration were “sales” with-
in the meaning of that statute; and (2) the
two-part transaction in question was actu-
ally a single transaction, pursuant to which
Service Merchandise had “sold” its lease to
the ultimate subtenant, Michaels. See id. at
742-43.

There are two important factual distine-
tions between this case and Weingarten.

First, as MOAC correctly points out, in
Weingarten “the assignee paid separate
consideration for the assignment.” (Reh’g
Resp. at 16 (emphasis added).) JLPK, the
party in Leaseco’s position in the Weingar-
ten transaction, paid $300,000 in order to
be designated as the assignee of the lease.
See 396 F.3d at 743. Of course, JLPK paid
that money to its affiliate, KLA — not to
Service Merchandise’s bankruptcy estate.
But at least it paid something to someone
in the transactional chain. There is no
suggestion in the record before me that
Leaseco paid anything to anyone who con-
trolled the Lease — not to Sears, the as-
signor; not to Holdco, the designator; and
not to ESL Investments, Inc., their mutual
parent — in order to procure the assign-
ment of the Mall of America Lease from
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Sears. But for reasons discussed below, I
think this first factual distinction irrele-
vant.

It is the second reason that causes me to
conclude that the Sixth Circuit’s opinion,
while interesting and informative, does not
necessarily control the outcome of Trans-
form’s motion. The Weingarten court ulti-
mately blessed the transaction because the
assignment to intermediate assignee JLPK
(the party in Leaseco’s shoes) was but the
first half of a two-step but ultimately uni-
tary transaction, whereby Service Mer-
chandise (the debtor) assigned (sold) its
lease to the ultimate subtenant, Michaels.
To the Sixth Circuit, that was a critically
important factor — one that caused it to
“discount” the intermediate assignment to
JLPK, and overlook Weingarten’s argu-
ment that JLPK did not meet the require-
ments of § 365(b)(3)(A):

Service Merchandise’s assignment of the

lease to JLPK pursuant to the designa-

tion-of-rights agreement with KLA con-
stitutes a single transaction if we consid-
er the overall result of the transaction.

If the details of the transaction are dis-

counted, it is clear that Service Mer-

chandise sold the Argyle Village lease to

Michaels pursuant to §§ 363(b) and 365.

The relevant case law demonstrates that

a stay pending appeal is required when

the sale and assignment are part of a

single transaction, and there is no rea-

son that this protection should be lost
merely because the transaction has been
separated into two steps.

Id. (emphasis added).

In our case, we have no second step —
none has occurred, and none is anticipated
in the foreseeable future. No ultimate sub-
tenant had been identified at the time the
Assignment Order was approved and en-
tered; none has been identified to date.
That this made a difference to the outcome
below could not be clearer; Transform’s

counsel represented to Judge Drain that
the absence of a second-step transaction
took the assignment of Sears’ Mall of
America lease to Leaseco out of the pur-
view of § 363(m). (See Stay Tr. at 8:14-18.)
Put otherwise, Transform essentially ar-
gued to Judge Drain that Weingarten did
not preclude MOAC’s appeal.

Because the Sixth Circuit’'s “unitary
transaction” analysis ultimately dictated
the outcome in Weingarten, 1 cannot ac-
cept Transform’s invitation to hold that
Weingarten is  outcome-determinative
here, or to conclude that its reasoning
would necessarily apply to the intermedi-
ate step in a two-step transaction in a case,
like this one, where the assignee has not
closed on the ultimate sublease.

If Transform is to prevail, it must be
because the intermediate step, the assign-
ment of the lease from Sears to Leaseco,
was a “sale” within the meaning of
§ 363(m) — an issue never discussed by the
Sixth Circuit in Weingarten. It is to that
issue that I now turn.

III. The Assignment Order is Protected
by § 363(m).

Section 363(m) applies to the “sale or
lease of property.”

[19] A sale, per Black’s Law Dictio-
nary, is the transfer of property or title for
a price. Sale, Black’s Law Dictionary (11th
ed. 2019). The Second Circuit has never
opined on whether an assignment of an
interest in property is tantamount to a
“sale” for purposes of § 363(m). However,
other courts that have faced this issue
have concluded that such assignments are
sales, because either (1) they were assign-
ments for valuable consideration, or (2) the
bankruptey court authorized the § 365 as-
signment under § 363 as well.

Applying either criterion, the intermedi-
ate assignment of the Mall of America
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Lease to Leaseco qualifies as a § 363(m)
sale.

The Sixth and Fourth Circuits, as well
as one of my colleagues in this District,
have expressly held that a lease assign-
ment for valuable consideration is a § 363
sale. See Weingarten, 396 F.3d at 742 (The
Sixth Circuit holds that “the assignment of
a lease for a valuable consideration” is a
sale for § 363(m) purposes); In re Adam-
son Co. Inc., 159 F.3d 896, 898 (4th Cir.
1998) (same); see also In re Cooper, 592
B.R. 469, 480 (S.D.N.Y. 2018), appeal dis-
missed (Mar. 1, 2019) (“This Court sees no
meaningful distinction between a sale, on
the one hand, and a transfer of property in
exchange for valid consideration, on the
other.”). The Third and Ninth circuits have
similarly treated assignments for consider-
ation as § 363(m) “sales.” See Krebs Chrys-
ler-Plymouth, Inc. v. Valley Motors, Inc.,
141 F.3d 490, 493 (3d Cir. 1998) (buyer
purchased franchise agreement for
$230,000); In re Exennium, Inc., 715 F.2d
1401, 1404 (9th Cir. 1983) (buyer pur-
chased four of debtor’s leases for over
$78,000); see also In re Am. Bamknote
Corp., No. 99 B 11577, 2000 WL 815910, at
*2 (S.D.N.Y. June 22, 2000) (debtor re-
ceived $380,000 for assuming lease); but
c.f In re Joshua Slocum Ltd., 922 F.2d
1081, 1085 (3d Cir. 1990) (appellee con-
ceded that § 363(m) did not apply to mere
lease assignments).

I can see no reason not to reach the
same conclusion, and to hold that an as-
signment for consideration constitutes a
“sale” as that word is used in the Code.

(i) The Assignment of the Lease Was a
Sale Because It Was a Transfer of
an Interest in Property for Consid-
eration.

The Assignment Order authorized a
transfer of Sears’ interest in the Lease to
Leaseco. And I must reject MOAC’s con-

tention that this particular assignment
cannot be a “sale” within the meaning of
these cases because it was not supported
by independent consideration.

The Assignment Order directs Holdco to
pay all cure costs due to MOAC under the
Lease. (Assignment Order 1 11.) As noted
above, this was the bargain struck in the
APA; when a specific lease was designated
for assignment, five business days after
the resolution of any objections thereto
(the Assumption Effective Date), Sears
would assume the lease and assign the
lease to Holdeo’s designee -- but only after
Holdco paid cure costs for that lease. (APA
§ 2.7(c).)

Under the Bankruptecy Code, a debtor
that assumes an unexpired ease is respon-
sible for paying cure costs when the debtor
assumes an unexpired lease. See 11 U.S.C.
§ 365(b)(1)(A). Sears did not become re-
sponsible for cure costs until is assumed
the Mall of America Lease, which occurred
on the Assumption Effective Date. Hold-
co’s satisfaction of Sears’ obligation to pay
those cure costs constitutes valid consider-
ation for the assignment of the Mall of
America Lease itself. See Thales Alenia
Space France v. Thermo Funding Co.,
LLC, 959 F. Supp. 2d 459, 467 (S.D.N.Y.
2013) (citing Mencher v. Weiss, 306 N.Y. 1,
8, 114 N.E.2d 177 (1953)). And because
Sears had no obligation to pay cure costs
until the Assumption Effective Date, the
payment of those costs by Holdco consti-
tutes new consideration — not simply the
carrying out of a preexisting obligation to
which Holdco agreed in the APA. Indeed,
Sears would not have incurred the statuto-
ry obligation to pay cure costs if the Bank-
ruptcy Court’s had not approved Sears’
assumption of the MOAC Lease.

I thus have no difficulty concluding that
the assignment to Leaseco was a “sale,”
because Sears transferred its interest in
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the Mall of America lease to Holdco’s des-
ignee for consideration.

(ii) The Assignment Was a Sale Pursu-
ant to Both §§ 363 and 365.

[20] That said, not every assignment
under § 365 is per se a “§ 363(m) sale.”
Only assignments/sales that fall within
§ 363(b) or (c) of the Code qualify as
“sales” for the purposes of § 363(m). As
the Third Circuit put it, “[A] party need
only obtain a stay pending appeal when
the debtor receives authorization to assign
and sell executory contracts or leases un-
der both § 363 and § 365.” Cinicola v.
Scharffenberger, 248 F.3d 110, 124 (3d Cir.
2001) (emphasis added).

So the question becomes whether this
particular assignment was authorized un-
der both statutes, or was merely an assign-
ment under § 365. The answer is: both.

Cases in other Circuit Courts of Appeal
have attached great importance to whether
the bankruptcy court “purported to au-
thorize a section 363 sale” to distinguish
such sales from cases where the debtor
“merely assigns a lease under section 365.”
In re Rickel Home Ctrs., Inc., 209 F.3d
291, 302 (3d Cir. 2000); see also Weingar-
ten, 396 F.3d at 743; Krebs, 141 F.3d at
498. Numerous courts have applied
§ 363(m) to transactions where the bank-
ruptey court invoked § 363 as well as § 365
in order to authorize a transaction.

In Krebs, for example, the debtor moved
to assume and assign three franchise
agreements to the highest bidder at auc-
tion. 141 F.3d at 493. The court distin-
guished its case from Slocum (in which the
Third Circuit had concluded that a “mere
assignment” pursuant to § 365 was not a
§ 363(m) “sale”) because, in Krebs, “the
bankruptey judge in this case authorized
both an assumption under section 365 and
a subsequent sale under section 363.” Id.
at 498. Similarly, in Rickel, the debtor sold

and assigned 41 leases to the buyer or its
affiliate. 209 F.3d at 295. Once again, the
court distinguished the case from Slocum
because, “the District Court explicitly au-
thorized a sale of the leases pursuant to
section 363, despite [the appellant]’s con-
tention that section 363 was inapplicable to
this transaction.” Id. at 302. I note also
that the Sixth Circuit in Weingarten au-
thorized the transaction under both § 363
and § 365. Weingarten, supra., 396 F.3d at
743.

And so we turn to the language of the
Assignment Order in this case. Its text
answers the question. The assignment of
the Mall of America Lease is a sale for
purposes of § 363(m) because the assign-
ment of this particular designatable lease —
which I have found to be a sale, a transfer
of an interest in property for consider-
ation) — repeatedly references § 363 as
well as § 365 as providing authority for the
assignment. Despite Judge Drain’s on-the-
record statement that the Assighment Or-
der would be “only” a “365,” the text of the
Assignment Order provides that, “Pursu-
ant to sections 105, 363, and 365 of the
Bankruptey Code, the Debtors ... are
authorized to take any and all actions as
may be: (i) reasonably necessary or desir-
able to implement the assumption and as-
signment of the Designated Lease pursu-
ant to and in accordance with the terms
and conditions of the Asset Purchase
Agreement, the Related Agreements, the
Sale Order, and this Order ...” (Assign-
ment Order T 5 (emphasis added)); and
“Pursuont to sections 105(a), 363(b),
363(f), and 365 of the Bankruptcy Code,
the Debtors are authorized to transfer the
Designated Lease in accordance with the
terms of the Asset Purchase Agreement
and the Sale Order” (id. 1 6 (emphasis
added)). These references alone are
enough to bring the assignment of the
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Mall of America lease within the ambit of
§ 363(m).

Furthermore, the integrity of Assign-
ment Order has to be protected by
§ 363(m), because the Assignment Order is
“inextricably intertwined” with the Sale
Order. See Cinicola, 248 F.3d at 126. As
Judge Drain recognized at the hearing, the
assignment to Leaseco was an “outgrowth”
of the Sale Order. (Stay Tr. at 9:24.) Noth-
ing could be more patent. The “sale” by
assignment of leases to be designated in
the future was originally authorized by the
Sale Order, which was itself entered pur-
suant to § 363(b) of the Code. The Sale
Order adopted the APA between Sears
and Holdco — with all of its terms and
conditions of sales of the designatable leas-
es, as explained above — and incorporated
the terms of that agreement into the Sale
Order. The APA, as incorporated into the
Sale Order, specifically provided that the
“sale” of any designatable lease would take
place only when an assignee is designated
and the assignment is authorized

It is difficult to see how the Assignment
Order effectuating a “sale” authorized pur-
suant to the Sale Order could be anything
but “inextricably intertwined” with that
Sale Order — an order that, while expressly
stating that it did not bring about the
“sale” of any particular lease, specifies
when that sale would take place and sets
out all the steps needed to effectuate the
actual sale of any designated lease. The
two orders could not operate more closely
“in conjunction” with each other.

Cinicola is persuasive authority for this
proposition. There, the debtor’s trustee
asked the bankruptey court to approve a
settlement agreement that involved the
sale of assets and the assignment of execu-
tory contracts to a buyer for over $25
million. Cinicola, 248 F.3d at 116. The
executory contracts included certain physi-
cians’ employment contracts, and the phy-

sicians objected to the assignment. See id.
at 116-17. The bankruptey court, invoking
§§ 363 and 365, authorized the settlement
agreement, but deferred action on the as-
signment of the physicians’ contracts in
order to address their objections. See id. at
117, 122. After a hearing on the physicians’
objections, the bankruptcy court entered a
second order authorizing the assignment
of the contracts under § 365. See id. at 125.
The trustee assigned the contracts and
subsequently closed on the settlement
agreement. See id. at 117.

Notwithstanding the fact that the second
order invoked only § 365, the Third Circuit
determined it was “clear the Bankruptcy
Court intended its Second Order to oper-
ate in conjunction with its First Order,”
such that the assumption and assignment
of the employment contracts were “inextri-
cably intertwined” with the debtor’s sale of
assets to the buyer in the settlement
agreement. /d. at 125-26. Its reasoning is
reminiscent of the Sixth Circuit’s determi-
nation, in Weingarten, that a transaction
carried out in two steps should be viewed
from the perspective of the ultimate result.

Here, even if the Assignment Order it-
self were only a § 365 order (as Judge
Drain obviously believed it to be), it was
certainly an “outgrowth of the sale” (as he
also believed), such that the two orders are
inextricably intertwined. The transaction
could not have been carried out without
reference to both orders.

MOAC’s arguments to the contrary are
unconvineing.

First, MOAC argues that, unlike the
Sale Order, the Assignment Order does
not explicitly reference § 363(m). But in
none of the cases discussed above did the
court expressly reference subsection (m),
as opposed to § 363 generally. See, e.g.,
Rickel, 209 F.3d at 302; Krebs, 141 F.3d at
498.
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MOAC also urges that, because it has a
right to object as part of the designation
process, its objection cannot be deemed
“finally resolved” until its appeal is decid-
ed. Unfortunately, the language of
§ 363(m) is unforgiving: “Although an ap-
pellant’s challenge to a sale authorization
might raise meritorious arguments ... de-
nial of a requested stay has the effect of
precluding this Court from reviewing those
issues, other than the good faith of the
purchaser, if the sale has closed in the
interim.” Gucei, 105 F.3d at 840. The as-
signment of the Lease to Leaseco has tak-
en place; the unstayed transaction has
closed. Section 363(m) would be meaning-
less if “final resolution” of an objection
were deemed delayed until a decision is
rendered on appeal even in the absence of
a stay. Indeed, the entire § 363(m) juris-
prudence that has (finally) been called to
the attention of this court consists of cases
in which the objection was not “finally
resolved” on MOAC’s reading, because the
landlord took an appeal. Yet appeal after
appeal from consummated transaction has
been dismissed for statutory mootness be-
cause of a desire to give “finality” to the
judgments of the Bankruptcy Court -
judgments that would be interlocutory in
nature if they did not “finally resolve”
objections. When it comes to statutory
mootness under § 363(m), there are “spe-
cial consequences of denying a stay of a
bankruptey sale” such that I may not re-
view even the most meritorious arguments
on appeal if the sale has closed in the
interim. See id. at 840.

Next, MOAC argues that Transform
provided no more or less consideration
based on the approval or denial of the
assignment of the Mall of America Lease.
But as explained above (see supra, pp.
630-31), that is simply not so; Holdco
made a separate and independent pay-
ment, in satisfaction of an obligation im-

posed by law on Sears, in order to bring
about the assignment.

Finally, I have considered the possibility
that this case presents the never-before-
found and possibly mythical “exception” to
the usual rule of statutory mootness that
was mentioned in passing in WestPoint,
600 F.3d at 249. The WestPoint court spec-
ulated that there might be “challenges to
the Sale Order that are so divorced from
the overall transaction that the challenged
provision would have affected none of the
considerations on which the purchaser re-
lied, thereby allowing a higher court to
entertain an appeal from a consummated
transaction in the absence of a stay. Cf.
Krebs Chrysler—Plymouth, Inc. v. Valley
Motors, Inc., 141 F.3d 490, 499 (3d Cir.
1998) (stating that an appeal is not moot
under § 363(m) unless the party failed to
obtain a stay and reviewing courts can
fashion a remedy “that will not affect the
validity of the sale”).” Id.

Unfortunately for MOAC, I cannot con-
clude that this case would fall within any
such exception. Judge Drain did say (also
in passing) that § 363(m) probably would
not apply to the Assignment Order be-
cause MOAC was appealing from just one
assignment among 600 that were author-
ized by the Sale Order. But nothing in the
record supports a conclusion that losing
the opportunity to sublease the Mall of
America space “would have affected none
of the considerations on which [Trans-
form/Holdco] relied” in making the deal
enshrined in the APA. If, as MOAC insists,
Mall of America is a very special mall in
the pantheon of American malls, then the
opportunity to sublease Sears’ very valu-
able space at this very special mall might
well have been integral to any deal Trans-
form was willing to enter. Any “finding”
that Transform would have agreed to the
same deal, on the same terms memorial-
ized in the Sale Order, without gaining the
ability to sublease the Mall of America
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space would be pure conjecture on my
part. There was no hearing at which evi-
dence was adduced on that issue; and it is
not a conclusion one can reach simply be-
cause the Mall of America lease is but one
among 600.

So either the Assignment Order brought
about a § 363(m) sale, or it is protected by
virtue of its connection to the APA and the
Sale Order. Either way, Transform wins.

I am not suggesting that MOAC needed
to obtain a stay of the actual Sale Order at
the time it was entered. It could not possi-
bly have done so, since at that point no one
knew to whom the Mall of America Lease
might be designated, so there would have
been no basis on which to object. But
Sears’ assignment of the Mall of America
Lease to Leaseco in the Assignment Order
is protected by § 363(m), because, per the
terms of the APA, the Assignment Order
effected a sale (a transfer for consider-
ation) of that lease, as authorized by the
Sale Order. If MOAC had obtained a stay
of the Assignment Order from Judge
Drain, we would not be here today. And if
MOAC had asked this court to impose a
stay prior to the consummation of the as-
signment, we might not be here today.!
But it did not.

It is, therefore, with deep regret that I
grant the motion for rehearing and, on
rehearing, dismiss MOAC’s appeal as stat-
utorily moot. That necessitates the vacatur
of this court’s decision on appeal.

CONCLUSION

For the reasons stated above, Trans-
form’s motion for rehearing is GRANTED.
On rehearing, this Court concludes that it
lacks appellate jurisdiction over MOAC’s

10. Obviously, I cannot go back in time and
say with certainty what ruling would have
issued if MOAC had sought a stay pending
appeal back in September of last year. Other
landlords, such as the landlord in Weingar-
ten, have tried and failed to obtain stays pend-

appeal because it is statutorily moot under
§ 363(m). Therefore, this court’s decision
on appeal at Dkt. No. 26 is VACATED and
MOAC’s appeal at Dkt. No. 1 is DIS-
MISSED.

This constitutes a written opinion and
order of the court. The Clerk of Court is
directed to close the motion at Dkt. No. 29.

w
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In the MATTER OF: PACIFIC
DRILLING S.A,, et al.,
Reorganized Debtors.

Case No. 17-13193 (MEW)

United States Bankruptey Court,
S.D. New York.

Signed 04/02/2020

Background: Debtor and certain of its
affiliates in jointly administered Chapter
11 cases objected, on timeliness grounds,
to proof of claim filed by creditor against
debtor in connection with creditor’s arbi-
tration involving contract with one affiliate
that was guaranteed by second affiliate.

Holdings: The Bankruptcy Court, Mi-
chael E. Wiles, J., held that:

(1) creditor did not act with “excusable
neglect” in belatedly filing its proof of
claim against debtor;

(2) creditor’s earlier claims against two
affiliates were not “informal” claims
against debtor, and so, as to debtor,
the objected-to proof of claim was an
entirely new claim, not an amendment
to or clarification of an existing claim;
and

ing appeal in similar circumstances. For all I
know, it was already too late by the time
MOAC filed its notice of appeal. However, I
certainly cannot say that I absolutely would
have denied any such application.
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SUMMARY ORDER

*1 Appellant-Cross-Appellee MOAC Mall Holdings LLC
(“MOAC”) appeals from a judgment of the United States
District Court for the Southern District of New York

(McMahon, J.), which (1) dismissed as moot under 11
U.S.C. § 363(m) MOAC's appeal from a September 5,
2019 assignment order (the “Assignment Order”) issued
by the United States Bankruptcy Court for the Southern
District of New York (Drain, B.J.), and (2) denied MOAC's

motion for rehearing. Appellee-Cross-Appellant Transform
Holdco LLC (“Transform”) conditionally appeals the District
Court's initial order of February 27, 2020, which reversed the
Bankruptcy Court's judgment entered in Transform's favor.
We assume the parties' familiarity with the underlying facts
and procedural history, to which we refer only as necessary
to explain our decision to affirm. Because we conclude that
MOAC's appeal was properly dismissed as moot, we do not
address the merits of Transform's conditional cross-appeal.

“A district court's order in a bankruptcy case is subject
to plenary review, meaning that this Court undertakes
an independent examination of the factual findings and

legal conclusions of the bankruptcy court.” I~ D.A.N. Joint
Venture v. Cacioli (In re Cacioli), 463 F.3d 229, 234 (2d
Cir. 2006) (quotation marks omitted). A bankruptcy court's

conclusions of law are reviewed de novo and its findings of
fact for clear error. Id. We review de novo questions about
whether an appeal relating to a bankruptcy court decision is

moot. See Contrarian Funds LLC v. Aretex LLC (In re
WestPoint Stevens, Inc.), 600 F.3d 231, 247 (2d Cir. 2010).

Two provisions of the Bankruptcy Code,

363(b)(1) and
in this case, which arises from a Chapter 11 bankruptcy

11 US.C. §

11 U.S.C. § 363(m), are principally at issue

proceeding involving Sears Holding Corporation (“Sears”).
Sears formerly occupied space in the Mall of America in
Minneapolis under a lease with MOAC.

By order dated February 8, 2019 (the “Sale Order”), the

Bankruptcy Court authorized a sale under 11 US.C §
363(b), which, with exceptions not pertinent here, permits
a trustee, after notice and a hearing, to use, sell, or lease

property of the estate outside of the ordinary course of

11 U.S.C. §363(b)(1). ! Through the Sale Order,
Transform, among other things, purchased from Sears the

business.

right to designate which assignee would assume Sears's
lease. The parties do not dispute that the Sale Order was

authorized under § 363(b). After the sale closed, the
Bankruptcy Court entered the Assignment Order, which
authorized Transform to assign the lease to its wholly-
owned subsidiary, Transform Leaseco LLC (“Leaseco”), and
permitted Leaseco to assume the lease. MOAC moved to
stay Transform's assignment of the lease, but the Bankruptcy
Court entered an order denying the motion. MOAC then

appealed the Assignment Order to the District Court, but it
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In re Sears Holdings Corporation, Not Reported in Fed. Rptr. (2021)

2021 WL 5986997, 71 Bankr.Ct.Dec. 35

is undisputed that it did so without first obtaining from the
District Court a stay of the assignment pending resolution of
the appeal.

*2 Relying on § 363(m), Transform — at the latest
possible stage in the District Court proceedings — challenged

the District Court's review on appeal of the Bankruptcy

Court's Assignment Order. I~ Section 363(m) “creates a rule

of statutory mootness ... which bars appellate review of any

sale authorized by I"'11 U.S.C. § 363(b) ... so long as the

sale was made to a good-faith purchaser and was not stayed

pending appeal.” I~ In re WestPoint Stevens, Inc., 600 F.3d

at 247 (quotation marks omitted). The text of I —§ 363(m)

provides as follows:

The reversal or modification on appeal
of an authorization under subsection
(b) or (c) of this section of a sale
or lease of property does not affect
the validity of a sale or lease under
such authorization to an entity that
purchased or leased such property in
good faith, whether or not such entity
knew of the pendency of the appeal,
unless such authorization and such sale
or lease were stayed pending appeal.

11 U.S.C. § 363(m). Thus, as the text makes clear, in the

absence of a stay, | —§ 363 limits appellate review of a final

sale to “challenges to the ‘good faith’ aspect of the sale”

without regard to the merits of the appeal. I~ In re WestPoint

Stevens, Inc., 600 F.3d at 247; see also I ~ Licensing by Paolo,
Inc. v. Sinatra (In re Gucci), 105 F.3d 837, 838 (2d Cir.
1997). The provision reflects Congress's “uniquely important

interest in assuring the finality of a sale that is completed
pursuant to I — 11 U.S.C. § 363(b)” and protecting good faith

purchasers. I — In re WestPoint Stevens, Inc., 600 F.3d at 248.

We have held that ™= § 363(m) also limits appellate review of

any transaction that is integral to a sale authorized under I~ §
363(b) — for example, where removing the transaction from

the sale would prevent the sale from occurring or otherwise

affect its validity. See I id. at 250 (citing I ~In re Stadium
Mgmt. Corp., 895 F.2d 845, 849 (1st Cir. 1990)); see also

Cinicola v. Scharffenberger, 248 F.3d 110, 125 (3d Cir.

2001). The Bankruptcy Court concluded that I™§ 363(m)
does not apply to the assignment in this case. But we note
that the parties before it did not raise the legal question that is
before us — namely, whether the assignment is integral to the

Sale Order such that
The parties elected instead to focus the Bankruptcy Court's

§ 363(m) applies to the assignment.

attention on whether MOAC would suffer irreparable harm in
the absence of the stay.

The District Court, however, was squarely presented with the
issue of whether the assignment in this case was integral to
the Sale Order and determined that it was. We agree that
the assignment of the lease to Leaseco was integral to the
sale of Sears's assets to Transform, especially since both the
Sale Order and the Assignment Order expressly state that the
latter is integral to the former. Specifically, the Sale Order
states that “[t]he assumption and assignment of the Assigned
Agreements are integral to the Asset Purchase Agreement”
pursuant to which the sale was accomplished. Joint App'x
28. “Assigned Agreements” is defined in the Asset Purchase
Agreement to include “Designatable Leases” like the Mall
of America lease. Supp. App'x 11. The Assignment Order
contains language nearly identical to the Sale Order. It
provides that “[tlhe assumption and assignment of the
Designated [Mall of America] Lease is integral to the Asset

Purchase Agreement.” Special App'x 72. 2 Taken together,
this language supports the conclusion that the successful
assignment of the leases, including the Mall of America lease
atissue here, was integral to the Sale Order. The District Court

thus correctly found that ™= § 363(m)'s threshold requirement

was satisfied.

*3 Urging a contrary conclusion, MOAC argues that the
term “integral” is ambiguous and that the assignment of the

lease here is not integral to the I~ § 363(b) sale because the
Sale Order does not guarantee that Transform's designated
assignee would be approved. According to MOAC, the Sale
Order provides that the parties must adhere to the designation-
of-rights procedure contained in the Sale Order and Asset
Purchase Agreement, and that while failure to abide by the
procedure might scuttle the sale, an unsuccessful assignment

could not.
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We are not persuaded. Under the designation-of-rights
procedure, Transform's designated assignee must be approved
if (1) the assignee satisfied certain contractual and statutory
conditions, and (2) either no one objected to the assignment or
the Bankruptcy Court resolved any objections in Transform's
favor. See Joint App'x 71-72; see also Special App'x 42.
Here, the Bankruptcy Court resolved MOAC's challenge
to the assignment in Transform's favor and approved the
Assignment Order after finding that Leaseco had complied
with all necessary contractual and statutory requirements.
In the absence of a stay of the assignment, reversing or
modifying the Bankruptcy Court's approval of the assignment
after the court has made such a finding would negate the
parties' agreement. Reversing or modifying the Bankruptcy

Court's approval would also run contrary tol ~'§ 363(m)'s rule
limiting appellate jurisdiction over an unstayed sale order to

the narrower issue of whether the sale was entered in good

faith. See I ~'In re Gucci, 105 F.3d at 840 (recognizing “that a
rule limiting appellate jurisdiction over unstayed sale orders
to the issue of good faith furthers the policy of finality in
bankruptcy sales”).

MOAC next argues that Transform has waived its ability

§ 363(m), or is estopped from doing so,
because it raised its jurisdictional argument only after the

to rely on

District Court ruled against it on the merits and because

it insisted before the Bankruptcy Court that § 363(m)
was not applicable under the circumstances of this case.
At most, MOAC acknowledges, the statute's limitations on
available appellate relief can render an affected appeal moot,
but MOAC contends that these limitations are not “truly
jurisdictional” and are therefore subject to waiver and judicial

estoppel.

But that argument is foreclosed by our binding precedent

in In re WestPoint Stevens, Inc., under which I™'§ 363(m)

deprived the District Court of appellate jurisdiction, and

which followed the Supreme Court's warning in I~ Arbaugh
v.Y & H Corp., 546 U.S. 500, 514 (2005), that we not conflate
jurisdictional and nonjurisdictional statutory limitations. “We

have held in no ambiguous terms that I~ section 363(m) is a
limit on our jurisdiction and that, absent an entry of a stay of

the Sale Order, we only retain authority to review challenges

to the ‘good faith’ aspect of the sale.” I ~In re WestPoint

Stevens, Inc., 600 F.3d at 248; see also I —In re Gucci, 105

F.3d at 838 (holding that, pursuant to I —'§ 363(m), appellate
courts “have no jurisdiction to review an unstayed sale order
once the sale occurs, except on the limited issue of whether
the sale was made to a good faith purchaser”). Thus, absent
the entry of a stay (and excepting challenges to a purchaser's
good faith), the District Court had no authority to reverse or

modify a sale order in a way that affects the validity of al —§
363 sale, regardless of the merit of the petitioner's appeal. See

In re WestPoint Stevens, Inc., 600 F.3d at 247; I ~'In re

Gucci, 105 F.3d at 840; cf.
205, 213-14 (2007).

Bowles v. Russell, 551 U.S.

*4 Relying primarily on Arbaugh, MOAC also argues

that I™='§ 363(m) cannot be jurisdictional because it is not
phrased in clearly jurisdictional terms and because viewing
the statute as imposing a jurisdictional limitation conflates
threshold requirements bearing on a statute's applicability,
such as elements of a claim, with jurisdictional requirements.
In advancing this argument, MOAC suggests that we did not
mean to hold in In re WestPoint Stevens, Inc. that, under

circumstances that also exist in this case, I — § 363(m) divests
appellate courts of jurisdiction to grant relief. In urging a
contrary conclusion, moreover, MOAC mistakenly relies in
part on cases that relate to a district court's original subject-
matter jurisdiction rather than, as here, appellate jurisdiction.
MOAC's argument ignores that, in the absence of a stay,
the District Court, on appeal, was unable to grant effective
relief without impacting the validity of the sale at issue, thus
rendering the case moot by operation of a clear limit on its
appellate review that is imposed by Congress, not by rule.
Moreover, in a summary order issued earlier this year, a panel

of this Court reaffirmed that I'—§ 363(m) is jurisdictional
because it “creates a rule of statutory mootness.” In re Pursuit
Holdings (NY), LLC, 845 F. App'x 60, 62 (2d Cir. 2021)

(quoting I In re WestPoint Stevens, Inc., 600 F.3d at 247).
For these reasons, we are unpersuaded by MOAC's argument

that statutory mootness under i — § 363(m) is subject to waiver
or judicial estoppel, or that the statute conferred jurisdiction

upon the District Court under the circumstances of this case.

Finally, the District Court did not abuse its discretion
when it dismissed MOAC's alternative good-faith purchaser
argument — raised for the first time in MOAC's own motion
for a rehearing — as untimely. As previously noted, under
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the circumstances here, the reviewing courts “only retain
authority to review challenges to the ‘good faith’ aspect

of the sale.” In re WestPoint Stevens, Inc., 600 F.3d
at 248 (emphasis added). In other words, appellate review

is available only when the parties challenge the good-faith
aspect of a sale. Here, neither party raised the good-faith issue
on Transform's motion for a rehearing, and the District Court
did not err in declining to address the issue sua sponte, as
a court is not required to review the issue sua sponte before

dismissing an appeal as moot under [ ~§ 363(m). The District
Court therefore neither overlooked nor misapprehended a
point of law or fact previously raised, as is required to grant

a motion for a rehearing under Bankruptcy Rule 8022.

In sum, because MOAC failed to obtain a stay of the
Assignment Order, we agree with the District Court that it
lacked jurisdiction to review that order.

*5 We have considered MOAC's remaining arguments and
conclude that they are without merit. For the foregoing

reasons, the judgment of the District Court is AFFIRMED. 3

All Citations

Not Reported in Fed. Rptr, 2021 WL 5986997, 71
Bankr.Ct.Dec. 35

Footnotes

* Judge Ronnie Abrams, of the United States District Court for the Southern District of New York, sitting by

designation.

Section 363(b)(1) provides:

(1) The trustee, after notice and a hearing, may use, sell, or lease, other than in the ordinary course
of business, property of the estate, except that if the debtor in connection with offering a product or a
service discloses to an individual a policy prohibiting the transfer of personally identifiable information about
individuals to persons that are not affiliated with the debtor and if such policy is in effect on the date of
the commencement of the case, then the trustee may not sell or lease personally identifiable information

to any person unless—

(A) such sale or such lease is consistent with such policy; or

(B) after appointment of a consumer privacy ombudsman in accordance with section 332, and after
notice and a hearing, the court approves such sale or such lease—

(i) giving due consideration to the facts, circumstances, and conditions of such sale or such lease; and

(ii) finding that no showing was made that such sale or such lease would violate applicable nonbankruptcy

law.

11 U.S.C. § 363(b)(1).

2 “Integral” is not defined in the contracts or the orders, so the word is defined by its ordinary meaning and
means “essential to completeness.” MERRIAM-WEBSTER'S COLLEGIATE DICTIONARY (11th ed. 2020).

3 The District Court's May 11, 2020 order granting Transform's motion for rehearing and vacating the court's
original decision in favor of MOAC, and its June 8, 2020 order denying MOAC's motion for rehearing and
directing the district clerk of court in effect to close the case, together constitute a final decision that “end[ed]

the litigation on the merits and [left] nothing for the court to do but execute the judgment.”

Hall v. Hall, 138
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In re Sears Holdings Corporation, Not Reported in Fed. Rptr. (2021)
2021 WL 5986997, 71 Bankr.Ct.Dec. 35

S. Ct. 1118, 1123-24 (2018); see 28 U.S.C. § 1291 (providing appellate jurisdiction over “appeals from all
final decisions of the district courts”). We appreciate that, on March 11, 2020, the District Court entered a
stay of what it described as its initial judgment in favor of MOAC. The District Court may well have thought
that the stay remained in place after it later granted Transform's motion for rehearing. We note, however, that
no judgment of the District Court was ever actually set forth in a separate document at any point. Of course,
in the absence of a separate document, judgment is deemed entered 150 days after the order from which
the appeal lies is entered. Fed. R. Civ. P. 58(c)(2)(B). But we will repeat our strong suggestion that “where
the District Court makes a decision intended to be ‘final,” the better procedure is to set forth the decision

in a separate document called a judgment.” FEIfenbein v. Gulf & W. Indus., Inc., 590 F.2d 445, 449 (2d
Cir. 1978), abrogated on other grounds by Espinoza ex rel. JPMorgan Chase & Co. v. Dimon, 797 F.3d 229
(2d Cir. 2015).

End of Document © 2022 Thomson Reuters. No claim to original U.S. Government Works.
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Archer-Daniels-Midland Company v. Country Visions Cooperative:
Failure to Provide Notice Deprives a Buyer of a Good Faith Purchase Status

l. Introduction

Section 363(m) provides protection for a good faith purchaser of real property from
reversal or modification on appeal of the sale order. A recent Seventh Circuit opinion demonstrated
a buyer’s failed attempt to portray itself as a good faith purchaser and provides a good reminder
about the importance of ensuring all parties receive adequate notice of a potential sale. The
bankruptcy court ruled that a buyer was not a good faith purchaser because the buyer knew that a
holder of a right of first refusal (ROFR) did not receive proper notice of the sale of that land in
which it had an interest.

1. Statutory Framework

The purpose of 8363(m) is to give “a purchaser or lessee of property of the estate
[protection] from the effects of a reversal or modification on appeal of the authorization to sell or
lease as long as the purchaser acted in good faith and the appellant failed to obtain a stay of the
sale.” ! The statute states:

(m) The reversal or modification on appeal of an
authorization under subsection (b) or (c) of this section of a

1 3 Collier on Bankruptcy 363.11 (16th 2022).
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sale or lease of property does not affect the validity of a sale
or lease under such authorization to an entity that purchased
or leased such property in good faith, whether or not such
entity knew of the pendency of the appeal.

I11.  Background

In 2007, Olsen Brothers Enterprises LLP granted an ROFR on a parcel of land (the Ripon
Property) to Country Visions Cooperative (CVC). 2 The ROFR “provided that for a period of ten
years, Olsen Brothers Enterprises would give the holder of the ROFR notice and an opportunity
to match any third party’s written offer to purchase the Ripon Property.” 3 In July 2010, Olsen
Brothers Enterprises dissolved and distributed the business assets (including the Ripon Property)
to the partners (Paul and David Olsen). *

In 2010, Paul and David Olsen filed for bankruptcy and filed an agreed plan of
reorganization in 2011. ® The bankruptcy court, believing all interested parties consented to the
plan, approved the plan, and scheduled a hearing and auction on August 30, 2011 to bid on the
parcel with “title free and clear.” ©

However, none of the parties, including ADM, served CVC with the bankruptcy sale notice
or any other notices or pleadings in the bankruptcy case. ” Instead, a week before the auction,
CVC informally learned the Ripon Property was being sold. 8

In August 2011, CVC attempted to contact the debtors to discuss the sale. ® For example,
CVC left a voicemail with one of the major creditors to discuss the sale, but the call was never

returned. CVC sent a letter to the debtors informing the debtors of CVC’s ROFR, and one of the

2 Archer-Daniels-Midland Company v. Country Visions Cooperative, 628 B.R. 315, 318 (E.D. Wis. 2021).

31d.
41d.
51d.
61d. at 325.
71d. at 318.
81d.
91d. at 319.
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debtor’s attorneys called CVC informing them that the Ripon Property might be sold but never
served CVC a notice of the proceedings. ° CVC did not appear at the confirmation hearing and
the bankruptcy court approved the sale to ADM. !

CVC ultimately sued ADM four years later when ADM tried to sell the parcel. *? In 2015,
ADM arranged to sell the Ripon and three other parcels to United Cooperative for $25 million
(approximately $14.57M allocated to intangible rights and $10.42M allocated to the four
properties including the Ripon Property). 13

CVC contacted ADM to discuss its ROFR on the parcel. ** In response, ADM separated the
transaction into two sales: one transaction valued just the Ripon property at $20M, and the other
covering the remaining assets valued at $5M. > ADM forwarded the offer to CVC to allow CVC
the opportunity to exercise the ROFR, but CVC sued ADM in state court arguing the transaction
was a “sham designed to impede the exercise of CVC’s ROFR.” 16

In response to the state court litigation, ADM returned to the bankruptcy court and filed a
“Motion to Enforce the Confirmation Order Under Which It Purchased Property Free and Clear
and Under Which It Is Not a Successor to the Debtors’ Obligations” to confirm ADM purchased
the property without any obligations under the ROFR. */

IV.  Buyer’s Argument

ADM presented two arguments in their brief. First, CVC’s due process rights were not

violated because CVC had “actual notice” of the sale. ¥ CVC “consulted with eight attorneys

104,

1d.

1214.

13d.

¥1d.

151d.

16 1d.

171d. at 320.

18 Brief for Appellant Archer-Daniels-Midland Company at 42, Archer-Daniels-Midland Company v.

3
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about the bankruptcy, monitored the docket for more than a month, downloaded and printed the
bankruptcy court’s order setting bidding procedures and the hearing date, and spoke directly with
debtor’s counsel.” *° Second, ADM argued it was a good faith purchaser because ADM
purchased the property with “explicit assurance” that the parcel had an “unrestricted title,” and

the buyer should not be responsible for providing notice to the creditor. 2°

V. Creditor’s Argument

In CVC’s reply brief, it argued CVC’s constitutional right to due process was violated
because “without notice to [CVC], the Debtors and ADM obtained [a] bankruptcy court authority
to conduct a sale that purported to be free and clear of [CVC’s] ROFR.” 2! Also, ADM is not a
good faith purchaser because ADM had “actual and constructive knowledge” of CVC’s ROFR,
and ADM failed to disclose the ROFR to the bankruptcy court or to provide actual notice to CVS
of the sale. 2

VI.  Bankruptcy Court

The bankruptcy court ruled CVC did not have notice of the sale and ADM was not a good
faith purchaser because it knew about CVC’s right of first refusal and failed to inform the

bankruptcy court. 23

The court reasoned CVC lacked notice because neither the timing nor specificity

requirements of the Bankruptcy Rule were met. * CVC had “general knowledge” of the debtor’s

Country Visions Cooperative, 628 B.R. 315 (E.D. Wis. 2021), No. 21-1400.

4.

2 d.

2L Response Brief for Appellee Country Visions Cooperative at 29, Archer-Daniels-Midland Company v.
Country Visions Cooperative, 628 B.R. 315 (E.D. Wis. 2021), No. 21-1400.

22 d.

23 Archer-Daniels-Midland Company, 628 B.R. at 326.

24 1d. at 325.
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bankruptcy because CVC spoke with the debtor’s attorney, however, the information provided to
CVC was “ambiguous.” ?° The conversation only discussed a “potential sale,” and it was “clear
from the telephone conversation” that CVC had not received service of notices in the
bankruptcy, such as notices related to the sale, the disclosure statement or plan. 26 Additionally,
CVC was not “listed as a creditor, party to an executory contract or interested party in the
[d]ebtors’ bankruptcy schedules, and CVC’s name was not on the mailing matrix used to send

notices to creditors in the case.” %’

The bankruptcy court reasoned ADM was not a good faith purchaser because ADM had
actual and constructive knowledge of the right of first refusal. 2 C\VC’s right of first refusal was
recorded in local real estate records. 2> ADM had a copy of the records and knew CVC was not
listed as a creditor or party of interest in the bankruptcy case. *° Also, before the confirmation
hearing, ADM was informed by email that the Ripon Property was subject to a right of first

refusal. 3!

The court rejected ADM’s argument that this case is like Edwards, a Seventh Circuit Court
of Appeals case decided on May 4, 1992. 2 There, notice never reached the creditor because the
debtor provided the bankruptcy court with the creditor’s old address. 33 Unlike the purchaser in

Edwards, who did not know the creditor had not received notice, ADM should have known CVVC

% d.
% 1qd.
271d.
2 1d. at 326.
2 1d.
30 4.
31d.
32 d.
33 d.
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had not received notice of the sale. 34 Therefore, the bankruptcy court ruled ADM cannot be a
good faith purchaser “when it ignored information” that suggested CVC’s rights were not

considered in the sale. 3°

VII. District Court and Court of Appeals

The district court and court of appeals affirmed the bankruptcy ruling that ADM was not a
good faith purchaser. The district noted that CVC’s ROFR was properly and timely recorded,
ADM knew or should had known CVC was not included in the service list, and ADM knew

about CVC’s ROFR for four years. %

The district court added that the bankruptcy court did not have personal jurisdiction over
CVC because ADM and the debtors failed to provide “any notice” to CVC. 3" The court rejected
ADM’s (citing a Supreme Court Case * and 7th Circuit Case °) argument that “procedural
failings can be wiped clean because CVC had notice of the potential sale.” *° However, neither
case cited by ADM attempted to bind a party over whom the bankruptcy court did not have
personal jurisdiction. And neither case argues that “some informal notice always satisfies due

process.” 4

The court of appeals noted that “it is impossible to disagree with the bankruptcy and district

[court] judges” that ADM acted with bad faith because ADM had actual and constructive

3 d.

% d.

3 Archer-Daniels-Midland Company, 628 B.R. 315, 326.

37 1d. at 322.

38 UNITED STUDENT AID FUNDS, INC. v. ESPINOSA: Ruling a creditor was bound to the bankruptcy
court confirmation order even though the debtor had procedural failings because the creditor had notice.

39 Matter of Pence: Ruling a creditor that had notice was bound to the bankruptcy court confirmation even
though the creditor did not receive a formal written notice of the confirmation hearing.

40 1d.

4 d.
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knowledge of the ROFR. #? Also, CVC did not have notice so the bankruptcy court could not

“resolve competing claims to debtors’ assets [or] extinguish them.” 43

VIIl. Conclusion

Section 363(m) serves to protect good faith purchaser. The Archer-Daniels-Midland
Company v. Country Visions Cooperative case serves as another cautionary tale to both buyer
and debtor’s counsel. The bankruptcy, district and appellate court all concluded that ADM was

not a good faith purchaser.

IX.  Discussion Points/Questions

1. Does it matter that Country Visions Cooperative waited until four year to sue Archer-
Daniels-Midland?

2. Would the case be decided differently if Country Visions Cooperative, still without
notice, knew of the auction a year in advance?

3. Is the presumption that a purchaser acted in “good faith” unless the creditor can prove
otherwise?

42 Archer-Daniels-Midland Co. v. Country Visions Coop., 29 F.4th 956, 959 (U.S. 7th Cir. 2022).
43 1d.
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Make Me Whole, Part 11

11 U.S.C. § 502(b)(2)

“(b) Except as provided in subsections (e)(2), (f), (g), (h) and (i) of this section, if such
objection to a claim is made, the court, after notice and a hearing, shall determine the
amount of such claim in lawful currency of the United States as of the date of the filing
of the petition, and shall allow such claim in such amount, except to the extent that—

(2) such claim is for unmatured interest;”

We last discussed make-whole provisions in 2016, when we covered the Momentive and
Energy Futures Holdings cases. Since then, the enforceability of make-whole provisions
continues to be a hot topic. Most recently, in Ultra Petroleum and Hertz (among other
cases), courts have considered whether make-whole payments are claims for “unmatured
interest” subject to section 502(b)(2); whether, if so, disallowance of such a claim renders
a creditor “impaired;” and whether, where post-petition interest is allowed, the federal
judgment rate or the contract default rate is the appropriate rate of post-petition interest.

So, what is the genesis of this issue? The common law “perfect tender in time” rule
requires the payment of loans only upon maturity--not before —and is the default rule in
many states. An extension of this rule, and common features in loan agreements—
particularly complex indentures — are provisions that either bar prepayments altogether
(“no-call” provisions) or provisions that condition prepayments upon the payment of a
“make-whole” amount.

Supposedly, make-whole provisions are intended to compensate holders for the lost
income stream from future interest that they would have received had the loan stayed in
place through the initial maturity date. Outside of bankruptcy, make-whole provisions
kick in to protect noteholders and lenders when a borrower might be inclined to prepay
the loan to take advantage of declining market interest rates. Make-whole amounts are
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commonly determined by a fixed percentage of the principal amount to be repaid or as a
formula-based premium that measures the difference between the lender’s expected
return through the maturity date versus the return the lender received through the early
repayment date.

Ultra Petroleum

e Background

Ultra Petroleum ftiled for bankruptcy in 2016. Although the debtors were insolvent at the
time of filing, rising commodity prices quickly resulted in the debtors becoming solvent
during the bankruptcy case, and they proposed a plan that paid off all creditors in full
and in cash. The plan provided for payment of the outstanding $1.5 million of unsecured
notes plus post-petition interest at the federal judgment rate and treated the noteholders
as unimpaired.

The master note purchase agreement (the “MNPA”) pursuant to which the notes were
issued included a prepayment provision that permitted the debtors to repay the notes
before maturity by repaying the principal amount of the notes and the make-whole
amount. The MNPA defined the make-whole amount as the amount by which the
amount of principal that is accelerated or repaid in advance is less than the discounted
value of all future scheduled payments, including all future unaccrued interest on the
unpaid principal. The MNPA also provided that upon a bankruptcy filing, the notes are
accelerated, the make-whole amount becomes immediately due and payable, and that if
that amount is not immediately paid, it accrues interest at a contractual default rate of
interest.

In light of the MNPA’s make-whole provision, the acceleration, and the default interest
rate, the noteholders disagreed with the plan’s treatment of them as unimpaired. They
argued that because the plan did not provide for the payment of the make-whole amount
($201 million) as well as post-petition interest at the contractual default rate ($186
million), they were impaired and entitled to vote. They also argued that section 502(b)(2)
did not disallow the make-whole payment and that—in the case of a solvent debtor —
post-petition interest must be paid at the contract default rate, not the federal judgment
rate.

e The Bankruptcy Court’s 2017 Opinion

The bankruptcy court agreed with the noteholders. In a 2017 opinion, it held that even if
the make-whole amount were the economic equivalent of “unmatured interest” and thus
disallowed by section 502(b)(2), the noteholders” claim was still impaired because the
noteholders were not paid the full amount permitted under applicable non-bankruptcy
law. It also held that the make-whole amount was not an unenforceable liquidated
provision under state law. Last, relying on the solvent-debtor exception—that interest

2
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continues to accrue after the bankruptcy filing at the contract rate if the bankruptcy estate
is sufficiently solvent to pay the contract rate of interest and other creditors—the
bankruptcy court held that to treat the noteholders’ claims as “unimpaired,” they must
receive postpetition interest at the contractual default rate.

e The Fifth Circuit's Two 2019 Opinions

In January 2019, the Fifth Circuit reversed in part and vacated in part. It held that when
a creditor’s claim is impaired by the Code, rather than the plan, the creditor is not
“impaired” under section 1124(1). In reaching this conclusion, the court focused on the
plain language of section 1124(1) —“a class of claims or interests” is not impaired if “the
plan ... leaves unaltered the [claimant’s] legal, equitable, and contractual rights.” The
Court relied on In re PPI Enterprises (U.S.), Inc., 324 F.3d 197 (2003), in which the Third
Circuit held that a landlord’s claim was not “impaired” by section 502(b)(6)’s cap on
leasehold damages: “[a]t the end of the day, “a creditor’s claim outside of bankruptcy is
not the relevant barometer for impairment; we must examine whether the plan itself is a
source of limitation on a creditor’s legal, equitable, or contractual rights.””

The Court was unpersuaded by the noteholders’ counter-arguments: (1) that section
1124(1) refers to a “claim” not an “allowed claim” as is used in other places in the Code;
(2) that Congress’ intent in repealing section 1124(3) was to require solvent debtors to
make creditors whole (1124(3) provided that a creditor was unimpaired if the creditor
received cash equal to the “allowed amount of such claim” and had been construed to
permit a solvent debtor to pay allowed claims of unsecured creditors in full, but
excluding post-petition interest, without causing impairment); and (3) that it is the plan
itself that effectuates the Code’s disallowance provisions.

The Fifth Circuit then addressed the issue not reached by the bankruptcy court — whether
the noteholders’ claims for the make-whole amount and the contractual default rates
were disallowed by the Code. Although it remanded the question to the bankruptcy
court, the Fifth Circuit strongly suggested that the make-whole amount should be
disallowed, finding that the make-whole amount was “the economic equivalent” of
interest, and that, notwithstanding the acceleration clause, the make-whole amount
remained “unmatured” because the acceleration clause was an unenforceable ipso facto
clause. Addressing the noteholders’” argument that the debtors’ solvency was a relevant
factor, the court considered the effect of the solvent-debtor exception, which required that
a solvent debtor pay creditors in full —including a “right to interest wherever there is a
contract for it,” before its equity holders could receive a distribution. It remanded the
question to the bankruptcy court, but not without previewing its own view: “the creditors
can recover the Make-Whole Amount if (but only if) the solvent-debtor exception
survives Congress’s enactment of § 502(b)(2). We doubt it did.”
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And with regard to postpetition interest at the contract rate, it found the issue “even
murkier.” “To the extent the creditors seek post-petition interest as part of their claims,
they run into the same issues that affect the Make-Whole Amount. To the extent they seek
post-petition interest on their claims, the pre-Code solvent-debtor exception does not
countenance it. And the Code itself says nothing about post-petition interest on
unimpaired claims for Chapter 11 cases.” Because this issue also had not been addressed
by the bankruptcy court, the court remanded it to the bankruptcy court to determine the
appropriate rate of interest, suggesting two possibilities — the federal judgment rate of
interest, or an equitably determined rate of interest.

The noteholders petitioned for rehearing en banc, arguing that the Fifth Circuit should not
have reached the issue of whether the make-whole payment was the “economic
equivalent” of unmatured interest under section 502(b)(2) because the bankruptcy court
did not decide that issue, and also because the remanded issue of whether the bankruptcy
court’s decision should be affirmed under the solvent debtor exception could obviate the
need to resolve the section 502(b)(2) question. The noteholders also argued that en banc
consideration or rehearing was necessary on the Fifth Circuit’s section 1124(1) holding.

In November 2019, the Fifth Circuit withdrew its January 2019 opinion and issued an
amended opinion that included its prior holding on impairment but excluded the Court’s
discussion of whether the make-whole amount was the economic equivalent of
unmatured interest and whether the noteholders were entitled to post-petition interest at
the contractual default rate.

e The Bankruptcy Court’s 2020 Opinion

On remand, the bankruptcy court held that the make-whole amount was not disallowed,
and that the noteholders were entitled to the contract default rate of interest. The debtors’
solvency was key to the court’s holding;:

Bankruptcy relief is intended for the honest, but unfortunate debtor.
Although no one questions Ultra’s honesty, a post-petition uptick in natural
gas prices made Ultra and its shareholders quite fortunate. As a result, Ultra
became massively solvent. The question becomes whether an honest but
fortunate solvent debtor may use bankruptcy to discharge validly owed
debt, while its shareholders retain value. Sensibly, the answer is ‘no.” Ultra
must pay its creditors before it pays its shareholders.

First, addressing the make-whole amount, the court held that the make-whole amount
was not disallowed because it represented liquidated damages, not unmatured interest
under section 502(b)(2) because it “does not compensate for the use or forbearance of
money, and it does not accrue over time.”
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Second, with regard to interest, although the court noted that the Code disallows
unmatured interest as part of a claim, “it is ambiguous” as to unimpaired unsecured
creditors’ right to post-petition interest on a claim. Finding that Congress did not “silently
abandon” the solvent-debtor exception when it passed the Bankruptcy Code, and finding
support in section 1124(1)’s “equitable” language, the bankruptcy court held that the
solvent-debtor exception entitled the noteholders to post-petition interest at the
contractual default rates.

e The Fifth Circuit Appeal

Ultra’s appeal of the bankruptcy court’s 2020 decision is currently pending before the
Fifth Circuit. The Fifth Circuit held oral argument in October 2021. Following the Hertz
decision (below) both parties supplemented their briefing (noteholders arguing that Hertz
was correct to focus on the nature of the make-whole amount and whether it was a
“simple present value of unmatured interest,” and arguing that in the case of Ultra, it was
not, and Ultra arguing that Hertz “followed [the Fifth Circuit’s] lead, both with respect to
the make-whole issue and post-petition interest).

Hertz

In December 2021, a Delaware bankruptcy court issued its opinion in In re The Hertz Corp.,
2021 WL 6068390 (Bankr. D. Del. Dec. 22, 2021). As was the case in Ultra Petroleum, the
plan provided for payment of unsecured creditors in “full.” The noteholders similarly
argued that payment in “full” required the payment of $147 million in make-whole
premiums and interest at the contract default rate in the amount of $125 million.

Addressing similar issues but ruling on a motion to dismiss the noteholders” adversary
proceeding, the bankruptcy court stated that it was “not prepared to conclude, as a legal
matter, that make-wholes cannot be disallowed as unmatured interest [—] [c]alling a
make-whole a contract right or a liquidated damages provision does not answer the
question of whether it is unmatured interest.” The court noted that whether a make-
whole premium is the economic equivalent of unmatured interest is fact-specific and
turns on whether it is calculated based on the present value of the unmatured interest
due on the redemption date.

On the question of impairment, the court followed the Fifth Circuit, holding that even if
the make-whole premiums were disallowed under section 502(b)(2), that would not
render the noteholders impaired within the meaning of section 1124(1).

As to interest, the court held that the post-petition interest at the federal judgment rate,
not the contract default rate, applied. The court rejected the noteholders” argument that
by repealing section 1124(3) Congress intended to require unimpaired creditors in a
solvent case to receive the contract rate of interest. Had Congress wanted to do so, it
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could have done so by explicit amendment to section 1124(3) or by including a solvent
debtor exception to 502(b)(2), but it did neither. The court found that the “solvent-debtor”
exception” survived the Bankruptcy Code only to a limited extent—for oversecured
creditors, it is codified in section 506(b), and for undersecured creditors, it is codified in
sections 726(a)(5) and 1129(a)(7). Noting that “[a] bankruptcy court cannot use equitable
principles to modify express language of the Code,” the court rejected the Ultra Petroleum
bankruptcy court’s holding that unimpaired creditors in a solvent chapter 11 case should
receive post-petition interest at the default rate.

Discussion Questions:

1.

5.

Plan impairment v. Code impairment —a “false dichotomy”? (This one’s for you,
Professor Markell!). Economic equivalent of unmatured interest v. liquidated
damages —a false dichotomy?

The obligation to pay the make-whole amount in Ultra Petroleum was triggered by
the acceleration upon default. So, is the amount still “unmatured”? Is it an
unenforceable ipso facto clause?

Did the “solvent debtor exception” survive the Code in full or part? In the pending
Ultra Petroleum appeal, the Noteholders argue that “Congress ensured that the
exception survived, including by providing in 11 U.S.C. § 1124(1) that, for a
creditor to be ‘unimpaired’ (and thus deprived of the right to vote on the plan),
the creditor’s ‘equitable rights” must be left unaltered.”

Should equity require that unimpaired creditors in a solvent chapter 11 case
receive post-petition interest at the default rate?

Can parties draft around this issue?

Appendix

1.

Ultra Petroleum Corporation v. Ad Hoc Committee of Unsecured Creditors of Ultra
Resources, Incorporated (In re Ultra Petroleum Corporation), 943 F.3d 758 (5th Cir.
2019)

Ultra Petroleum Corporation v. Ad Hoc Committee of Unsecured Creditors of Ultra
Resources, Incorporated (In re Ultra Petroleum Corporation), 624 B.R. 178 (Bankr. S.D.
Tex. 2020)

In re The Hertz Corp., 2021 WL 6068390 (Bankr. D. Del. Dec. 22, 2021)
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worked at the Galveston Bay jobsite with-
out a skiff. Excel crew members worked
above and below the dock, using ladders to
move between the areas of the scaffolding
system. The top of the dock was thirty feet
from the water, and the water around the
docks was eighteen feet deep, with condi-
tions ranging from calm to choppy. The
ALJ also found that there was no evidence
that it would have been difficult to navi-
gate a skiff “if an employee fell from the
dock or the ladder into an area of the
water that was not underneath the
dock”—a proposition Excel does not re-
fute. Given these circumstances, there was
substantial evidence to support the ALJ’s
conclusion that the absence of a skiff ex-
posed Excel’s employees to a substantial
probability of death or serious injury.

VL

For the foregoing reasons, the petition
for review is DENIED.

w
O E KEY NUMBER SYSTEM
T

IN RE: ULTRA PETROLEUM CORPO-
RATION; Keystone Gas Gathering,
L.L.C.; Ultra Resources, Incorporated;
Ultra Wyoming, Incorporated; Ultra
Wyoming LGS, Incorporated; UP En-
ergy Corporation; UPL Pinedale,
L.L.C.; UPL Three Rivers Holdings,
L.L.C., Debtors,

Ultra Petroleum Corporation; Keystone
Gas Gathering, L.L.C.; Ultra Re-
sources, Incorporated; Ultra Wyo-
ming, Incorporated; Ultra Wyoming

LGS, Incorporated; UP Energy Corpo-
ration; UPL Pinedale, L.L.C.; UPL
Three Rivers Holdings, L.L.C., Appel-
lants,

V.

Ad Hoc Committee of Unsecured Credi-
tors of Ultra Resources, Incorporat-
ed; OPCO Noteholders, Appellees.

No. 17-20793

United States Court of Appeals,
Fifth Circuit.

FILED November 26, 2019

Background: In surplus case, Chapter 11
debtors objected to noteholders’ claim for
make-whole premium and postpetition in-
terest at contractual default rate. The
United States Bankruptey Court for the
Southern District of Texas, Marvin P. Is-
gur, J., 575 B.R. 361, denied objection, and
subsequently certified a direct appeal to
the Court of Appeals, 2017 WL 4863015.
Holdings: The Court of Appeals, Andrew
S. Oldham, Circuit Judge, held that as a
matter of first impression, a creditor is not
“impaired” by a reorganization plan simply
because it incorporates the Bankruptcy
Code’s disallowance provisions.

Reversed in part, vacated in part, and
remanded.

Opinion, 913 F.3d 533, superseded.

1. Bankruptcy €=3544

“Unimpaired” creditors cannot object
to Chapter 11 plans. 11 U.S.C.A.
§ 1126(f).

2. Bankruptcy €=3782

On appeal from a bankruptcy court
decision, the Court of Appeals reviews le-
gal questions anew.

3. Bankruptcy €=3536.1
A creditor is not “impaired” by a reor-
ganization plan simply because it incorpo-
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rates the Bankruptcy Code’s disallowance
provisions; when a plan refuses to pay
funds disallowed by the Code, the Code,
not the plan, is doing the impairing. 11
U.S.C.A. §§ 502, 1124(1).

4. Bankruptcy &=3541.1

Because discharge effected by confir-
mation of a Chapter 11 plan affects a
creditor’s rights, the Bankruptcy Code
generally requires a debtor to vie for the
creditor’s vote first. 11 U.S.CA.
§§ 1129(a)(8), 1141(d)(1).

5. Bankruptcy ¢=3544

Although a creditor generally may
vote to accept or reject a Chapter 11 plan,
the creditor’s right to vote disappears
when the plan doesn’t actually affect his
rights; that is, if the creditor is not im-
paired under the plan, he is conclusively
presumed to have accepted it. 11 U.S.C.A.
§§ 1126(a), 1126(f).

6. Bankruptcy ¢=3536.1

A creditor is “impaired” within the
meaning of the Bankruptcy Code only if
the plan itself alters the creditor’s legal,
equitable, or contractual rights; the credi-
tor’s claim outside of bankruptey is not the

relevant barometer for impairment. 11
U.S.C.A. § 1124(1).

7. Bankruptcy €=2014
Courts &96(7)

Court of Appeals is always chary to
create a circuit split, especially in the con-
text of bankruptcy, where uniformity is
sufficiently important that the Constitution
authorizes Congress to establish uniform
laws on the subject of bankruptcies
throughout the United States. U.S. Const.
art. 1, § 8, cl. 4.

8. Bankruptcy =3536.1

Under the Bankruptey Code, courts
judge Chapter 11 creditor’s impairment
after considering everything that defines

the scope of the right or entitlement, such
as a contract’s language or state law. 11
U.S.C.A. § 1124,

9. Bankruptcy €=2021.1

Bankruptey Code itself is a statute
which, like other statutes, helps to define
the legal rights of persons.

10. Bankruptcy 3790

Questions of whether the Bankruptcy
Code disallowed creditors’ claims for the
make-whole amount and creditors’ request
for post-petition interest at the contractual
default rates specified in note agreement
and revolving credit facility would be de-
termined by bankruptcy court, rather than
Court of Appeals, in surplus Chapter 11
case, as bankruptcy court never reached
either question but was best equipped to
understand the individual dynamics perti-
nent to post-petition interest question. 11
U.S.C.A. § 502(b)(2).

11. Bankruptcy €=2125, 3101

Absent compelling equitable consider-
ations, when a debtor is solvent, it is the
role of the bankruptey court to enforce the
creditors’ contractual rights.

12. Bankruptcy €=2126

Equitable powers that remain in the
bankruptey courts must and can only be
exercised within the confines of the Bank-
ruptey Code.

Appeal from the United States Bank-
ruptcy Court for the Southern District of
Texas, Marvin P. Isgur, U.S. Bankruptey
Judge

ON PETITION FOR REHEARING

Paul D. Clement, George W. Hicks, Jr.,
C. Harker Rhodes, IV, Kirkland & Ellis,
L.L.P., Washington, DC, for Appellant.

Andrew M. Leblane, Esq., Milbank,
Tweed, Hadley & McCloy, L.L.P., Wash-
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ington, DC, Lauren Doyle, Dennis F.
Dunne, Evan R. Fleck, Milbank, Tweed,
Hadley & McCloy, L.L.P., New York, NY,
William Richard Greendyke, Norton Rose
Fulbright US, L.L.P., Houston, TX, for
Appellee AD HOC COMMITTEE OF
UNSECURED CREDITORS OF ULTRA
RESOURCES, INCORPORATED.

David Bruce Salmons, Esq., Morgan,
Lewis & Bockius, L.L.P., Washington, DC,
Peter Sabin Willett, Esq., Amelia C. Join-
er, Boston, MA, Andrew J. Gallo, Morgan,
Lewis & Bockius, L.L.P., New York, NY,
for Appellee OPCO NOTEHOLDERS.

David Andrew Baay, Garrett Gibson,
Mark David Sherrill, Bankruptcy Counsel,
Houston, TX, Edward P. Christian, Ev-
ersheds Sutherland (US), L.L.P., Atlanta,
GA, Houston, TX, for Intervenors.

Before DAVIS, ENGELHARDT, and
OLDHAM, Circuit Judges.

ANDREW S. OLDHAM, Circuit Judge:

Treating the Appellees’ and Intervenors’
Joint Petition for Rehearing En Banc as a
Petition for Panel Rehearing, it is
GRANTED. The prior opinion, In re Ultra
Petroleum Corporation, 913 F.3d 533 (5th
Cir. 2019), is withdrawn, and the following
opinion is substituted:

These bankruptcy proceedings arise
from exceedingly anomalous facts. The
debtors entered bankruptey insolvent and
now are solvent. That alone makes them
rare. But second, the debtors accomplished
their unlikely feat by virtue of a lottery-
like rise in commodity prices. The combi-
nation of these anomalies makes these
debtors as rare as the proverbial rich man
who manages to enter the Kingdom of
Heaven.

The key legal question before us is
whether the rich man’s creditors are “im-
paired” by a plan that paid them every-
thing allowed by the Bankruptcy Code.

The bankruptey court said yes. In that
court’s view, a plan impairs a creditor if it
refuses to pay an amount the Bankruptcy
Code independently disallows. In reaching
that conclusion, the bankruptey court split
from the only court of appeals to address
the question, every reported bankruptcy
court decision on the question, and the
leading treatise discussing the question.
We reverse and follow the monolithic
mountain of authority holding the Code—
not the reorganization plan—defines and
limits the claim in these circumstances.

Because the bankruptcy court saw
things differently, it did not consider
whether the Code disallows certain credi-
tors’ contractual claims for a Make-Whole
Amount or post-petition interest. Instead,
it ordered the debtors to pay both amounts
in full. We vacate and remand those deter-
minations for reconsideration.

L

Ultra Petroleum Corporation (“Petro-
leum”) is an oil and gas exploration and
production company. To be more pre-
cise, it’s a holding company. Petroleum’s
subsidiaries—UP  Energy Corporation
(“Energy”) and Ultra Resources, Inc.
(“Resources”)—do the exploring and pro-
ducing. Resources took on debt to fi-
nance its operations. Between 2008 and
2010, Resources issued unsecured notes
worth $1.46 billion to various notehold-
ers. And in 2011, it borrowed another
$999 million under a Revolving Credit
Facility. Petroleum and Energy guaran-
teed both debt obligations.

In 2014, crude oil cost well over $100 per
barrel. But then Petroleum’s fate took a
sharp turn for the worse. Only a year and
a half later, a barrel cost less than $30.
The world was flooded with oil; Petroleum
and its subsidiaries were flooded with
debt. On April 29, 2016, the companies
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voluntarily petitioned for reorganization
under Chapter 11. See 11 U.S.C. § 301(a).
No one argues the companies filed those
petitions in bad faith. See id. § 1112(b).

[11 During bankruptcy proceedings,
however, oil prices rose. Crude oil ap-
proached $80 per barrel, and the Petro-
leum companies became solvent again. So,
the debtors proposed a rare creature in
bankruptcy—a reorganization plan that
(they said) would compensate the creditors
in full. As to creditors with claims under
the Note Agreement and Revolving Credit
Facility (together, the “Class 4 Credi-
tors”), the debtors would pay three sums:
the outstanding principal on those obli-
gations, pre-petition interest at a rate of
0.1%, and post-petition interest at the fed-
eral judgment rate. In re Ultra Petroleum
Corp., No. 4:16-bk-32202, ECF No. 1308-1
at 25-26 (Bankr. S.D. Tex. 2017). Accord-
ingly, the debtors elected to treat the
Class 4 Creditors as “unimpaired.” There-
fore, they could not object to the plan. 11
U.S.C. § 1126(f).

The Class 4 Creditors objected just the
same. They insisted their claims were im-
paired because the plan did not require the
debtors to pay a contractual Make-Whole
Amount and additional post-petition inter-
est at contractual default rates.

Under the Note Agreement, prepay-
ment of the notes triggers the Make-
Whole Amount. That amount is designed
“to provide compensation for the depriva-
tion of” a noteholder’s “right to maintain
its investment in the Notes free from re-
payment.” A formula defines the Make-
Whole Amount as the amount by which
“the Discounted Value of the Remaining
Scheduled Payments with respect to the
Called Principal” exceeds the notes’

1. This amount includes $106 million in inter-
est on the outstanding principal under the
notes, $14 million in interest on the Make-
Whole Amount, and $66 million in interest on

“Called Principal.” Remaining scheduled
payments include “all payments of [the]
Called Principal and interest ... that
would be due” after prepayment (if the
notes had never been prepaid). And the
discounted value of those payments is
keyed to a “Reinvestment Yield” of 0.5%
over the total anticipated return on compa-
rable U.S. Treasury obligations.

Under the Note Agreement, petitioning
for bankruptcy automatically renders the
outstanding principal, any accrued inter-
est, and the Make-Whole Amount “imme-
diately due and payable.” Failure to pay
immediately triggers interest at a default
rate of either 2% above the normal rate set
for the note at issue or 2% above J.P.
Morgan’s publicly announced prime rate,
whichever is greater.

The Revolving Credit Facility does not
contain a make-whole provision. But it
does contain a similar acceleration clause
that made the outstanding principal and
any accrued interest “automatically ...
due and payable” as soon as Resources
petitioned for bankruptcy. And it likewise
provides for interest at a contractual de-
fault rate—2% above “the rate otherwise
applicable to [the] Loan”—if Resources de-
layed paying the accelerated amount.

Under these two agreements, the credi-
tors argued the debtors owed them an
additional $387 million—$201 million as the
Make-Whole Amount and $186 million ! in
post-petition interest. Both sides chose to
kick the can down the road. Rather than
force resolution of the impairment issue at
the plan-confirmation stage, the parties
stipulated the bankruptey court could re-
solve the dispute by deeming the creditors
unimpaired and confirming the proposed

the outstanding principal under the Revolving
Credit Facility, all accruing after the debtors
filed their petitions.
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plan. Meanwhile, the debtors would set
aside $400 million to compensate the Class
4 Creditors if necessary “to render [the
creditors] Unimpaired.” The bankruptey
court agreed and confirmed the plan.

After confirmation, the parties (and the
bankruptey court) turned back to the ques-
tion of impairment. The debtors acknowl-
edged the plan did not pay the Make-
Whole Amount or provide post-petition in-
terest at the contractual default rates. But
they insisted the Class 4 Creditors were
not “impaired” because federal (and state)
law barred them from recovering the
Make-Whole Amount and entitled them to
receive post-petition interest only at the
federal judgment rate.

The Bankruptecy Code provides that a
class of claims is not impaired if “the [reor-
ganization] plan ... leaves unaltered the
legal, equitable, and contractual rights to
which such claim ... entitles the holder.”
11 U.S.C. § 1124(1). Elsewhere the Code
states that a court should disallow a claim
“to the extent that [it seeks] unmatured
interest.” Id. § 502(b)(2). The debtors ar-
gued the Make-Whole Amount qualified as
unmatured interest. But even if it didn’t,
they said, it was an unenforceable liqui-
dated damages provision under New York
law. In either case, something other than
the reorganization plan itself—the Bank-
ruptcy Code or New York contract law—
prevented the Class 4 Creditors from re-
covering the disputed amounts.

The debtors’ argument as to post-peti-
tion interest was much the same: The
Bankruptey Code entitles creditors, at
most, to post-petition interest at the “legal
rate,” not the rates set by contract. 11
U.S.C. § 726(a)(5). And the legal rate, they
said, is the federal judgment rate under 28
U.S.C. § 1961. Once again, the Code—not
the plan—Ilimited the Class 4 Creditors’
claims.

The bankruptcy court rejected the
premise that it must bake in the Code’s
provisions before asking whether a claim is
impaired. Instead it concluded unimpair-
ment “requires that [creditors] receive all
that they are entitled to under state law.”
In re Ultra Petroleum Corp., 575 B.R. 361,
372 (Bankr. S.D. Tex. 2017). In other
words, if a plan does not provide the credi-
tor with all it would receive under state
law, the creditor is impaired even if the
Code disallows something state law would
otherwise provide outside of bankruptcy.
So, the bankruptcy court asked only
whether New York law permits the Class 4
Creditors to recover the Make-Whole
Amount (concluding it does), and whether
the Code limits the contractual post-peti-
tion interest rates (concluding it does not).
Id. at 368-75. It never decided whether the
Code disallows the Make-Whole Amount
as “unmatured interest” under § 502(b)(2)
or what § 726(a)(56)’s “legal rate” of inter-
est means. It ordered the debtors to pay
the Make-Whole Amount and post-petition
interest at the contractual rates to make
the Class 4 Creditors truly unimpaired.

[2] The debtors sought a direct appeal
to this Court (rather than the district
court) because the case raises important
and unsettled questions of law. See 28
US.C. § 158(d)(2)(A). The bankruptey
court agreed, and so did we. In re Ultra
Petrolewm Corp., No. 16-32202, 2017 WL
4863015, at *1 (Bankr. S.D. Tex. Oct. 26,
2017). On appeal, we review those legal
questions anew. In re Positive Health
Mgmt., 769 F.3d 899, 903 (5th Cir. 2014).

II.

[31 We consider first whether a credi-
tor is “impaired” by a reorganization plan
simply because it incorporates the Code’s
disallowance provisions. We think not.
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A

[4,5] Chapter 11 lays out a framework
for proposing and confirming a reorganiza-
tion plan. Confirmation of the plan “dis-
charges the debtor from any debt that
arose before the date of such confirma-
tion.” 11 U.S.C. § 1141(d)(1). Because dis-
charge affects a creditor’s rights, the Code
generally requires a debtor to vie for the
creditor’s vote first. Id. § 1129(a)(8). And
when it does, the creditor may vote to
accept or reject the plan. Id. § 1126(a). But
the creditor’s right to vote disappears
when the plan doesn’t actually affect his
rights. If the creditor is “not impaired
under [the] plan,” he is “conclusively pre-
sumed to have accepted” it. Id. § 1126(f).
The question, then, is whether the Class 4
Creditors were “impaired” by the plan.

[6]1 Let’s start with the statutory text.
Section 1124(1) says “a class of claims or
interests” is not impaired if “the plan ...
leaves unaltered the [claimant’s] legal, eq-
uitable, and contractual rights.” The Class
4 Creditors spill ample ink arguing their
rights have been altered. But that’s both
undisputed and insufficient. The plain text
of § 1124(1) requires that “the plan” do the
altering. We therefore hold a creditor is
impaired under § 1124(1) only if “the plan”
itself alters a claimant’s “legal, equitable,
[or] contractual rights.”

The only court of appeals to address the
question took the same approach. In In re
PPI Enterprises (U.S.), Inc., a landlord
(creditor) argued the reorganization plan
of his former tenant (debtor) impaired his
claim because it did not pay him the full
$4.7 million of rent he was owed over the
life of the lease. 324 F.3d 197, 201-02 (3d
Cir. 2003). The Third Circuit disagreed.
Because the Bankruptcy Code caps lease-
termination damages under § 502(b)(6), the
plan merely reflected the Code’s disallow-
ance. Id. at 204. At the end of the day, “a
creditor’s claim outside of bankruptey is

not the relevant barometer for impair-
ment; we must examine whether the plan
itself is a source of limitation on a credi-
tor’'s legal, equitable, or contractual
rights.” Ibid. It simply did not matter the
landlord “might have received considerably
more if he had recovered on his leasehold
claims before [the debtor] filed for bank-
ruptey.” Id. at 205. The debtor’s plan gave
the landlord everything the law entitled
him to once bankruptcy began, so he was
unimpaired.

Decisions from bankruptey courts across
the country all run in the same direction.
See, e.g., In re Tree of Life Church, 522
B.R. 849, 861-62 (Bankr. D.S.C. 2015); In
re RAMZ Real Estate Co., 510 B.R. 712,
717 (Bankr. S.D.N.Y. 2014); In re K
Lunde, LLC, 513 B.R. 587, 595-96 (Bankr.
D. Colo. 2014); In re Mirant Corp., No. 03-
46590, 2005 WL 6440372, at *3 (Bankr.
N.D. Tex. May 24, 2005); In re Coram
Healthcare Corp., 315 B.R. 321, 351
(Bankr. D. Del. 2004); In re Monclova
Care Ctr., Inc., 254 B.R. 167, 177 (Bankr.
N.D. Ohio 2000), rev’d on other grounds,
266 B.R. 792 (N.D. Ohio 2001); In re Am.
Solar King Corp., 90 B.R. 808, 819-22
(Bankr. W.D. Tex. 1988). All agree that
“[ilmpairment results from what the plan
does, not what the [bankruptcy] statute
does.” Solar King, 90 B.R. at 819.

[71 The creditors cannot point to a sin-
gle decision that suggests otherwise.
That’s presumably why Collier’s treatise
states the point in unequivocal terms: “Al-
teration of Rights by the Code Is Not
Impairment under Section 1124(1).” 7 CoL-
LIER ON Bankruprcy 1 1124.03[6] (16th ed.
2018). “We are always chary to create a
circuit split.” United States v. Graves, 908
F.3d 137, 142 (5th Cir. 2018) (quotation
omitted). That’s especially true “in the con-
text of bankruptcy, where uniformity is
sufficiently important that our Constitution
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authorizes Congress to establish ‘uniform
laws on the subject of bankruptcies
throughout the United States.” In re
Marciano, 708 F.3d 1123, 1135 (9th Cir.
2013) (Ikuta, J., dissenting) (quoting U.S.
Consr. art. I, § 8, cl. 4). We refuse to
create one today.

B.

The Class 4 Creditors’ counterargu-
ments do not move the needle. First, they
focus on § 1124(1)’'s use of the word
“claim.” They note the Code elsewhere
speaks of “allowed claims.” See, e.g., 11
U.S.C. §§ 506(a)(1), 506(a)(2), 510(c)(1),
1126(c). Then they suggest the absence of
“allowed” in § 1124(1) means “claim” there
refers to the claim before the Code’s disal-
lowance provisions come in and trim its
edges.

[8,9] But the broader statutory con-
text cuts the other way. Section 1124 is not
just (or even primarily) about the allow-
ance of claims. It is about rights—the “le-
gal, equitable, and contractual rights to
which [the] claim ... entitles the holder.”
Id. § 1124(1). That means we judge impair-
ment after considering everything that de-
fines the scope of the right or entitle-
ment—such as a contract’s language or
state law. See In re Energy Future Hold-
ings Corp., 540 B.R. 109, 121 (Bankr. D.
Del. 2015); 11 U.S.C. § 502(b)(1). Even the
bankruptey court recognized this to some
extent because it asked whether New York
law permitted the Noteholders to recover
the Make-Whole Amount. See Ultra Petro-
leuwm, 575 B.R. at 368-72. “The Bankrupt-
cy Code itself is a statute which, like other
statutes, helps to define the legal rights of
persons.” Solar King, 90 B.R. at 819-20.

Finding no help in § 1124(1)’s statutory
text, the Class 4 Creditors turn to the
legislative history of a different provision.
In 1994, Congress repealed § 1124(3),
which provided that a creditor’s claim was

not impaired if the plan paid “the allowed
amount of such claim.” 11 U.S.C. § 1124(3)
(1988) (emphasis added). This proves, they
say, that disallowance should now play no
role in the impairment analysis.

Even for those who think legislative his-
tory can be relevant to statutory interpre-
tation, this particular history is not. It does
not say that every disallowance causes im-
pairment. Rather, Congress repealed
§ 1124(3) in response to a specific bank-
ruptey court decision. See In re New Val-
ley Corp., 168 B.R. 73 (Bankr. D.N.J.
1994). That decision held unsecured credi-
tors who received their allowed claims
from a solvent debtor, but who did not
receive post-petition interest, were unim-
paired. Id. at 77-80. In debating the pro-
posed repeal of § 1124(3), the House Judi-
ciary Committee singled out New Valley
by name as the justification for the repeal.
See H.R. Rep. No. 103-835, at 4748 (1994)
(citing New Valley and explaining the in-
tent to repeal § 1124(3) “to preclude th[e]
unfair result” of “den[ying] the right to
receive postpetition interest”). It is note-
worthy the committee report does not cite
other bankruptcy cases—such as Solar
King—that addressed Code impairment
under § 1124(1). That is why the Third
Circuit rejected appellees’ legislative-histo-
ry argument in PPI and held the repeal of
§ 1124(3) “does not reflect a sweeping
intent by Congress to give impaired status
to creditors more freely outside the post-
petition interest context.” 324 F.3d at 207
(noting the committee report cited New
Valley but not Solar King).

Next, the Class 4 Creditors attempt to
distinguish PPI. True, that case involved
disallowance under § 502(b)(6), not
§ 502(b)(2). But that’s a distinction without
a difference. See In re W.R. Grace & Co.,
475 B.R. 34, 161-62 (Bankr. D. Del. 2012);
Energy Future, 540 B.R. at 122. Section
502 states that “the court ... shall allow
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[a] claim in [the requested] amount, except
to the extent that” any one of nine condi-
tions apply. If any of the enumerated con-
ditions applies, the court shall not allow
the relevant portion of the claim. PPI rea-
soned that where one of those conditions
applies, the Code—not the plan—impairs
the creditors’ claims. See 324 F.3d at 204.
That reasoning applies with equal force to
§ 502(b)(2).

The Class 4 Creditors (like the bank-
ruptey court) also point to the mechanics
of Chapter 11 discharge to suggest the
plan itself, not the Code, is doing the im-
pairing. They note the Code’s disallowance
provisions are carried into effect only if
the plan is confirmed, and “confirmation of
the plan ... discharges the debtor from
any debt that arose before” confirmation.
11 US.C. § 1141(d). In one sense, plan
confirmation limits creditors’ claims for
money by discharging underlying debts.
But in another sense, the Code limits the
creditors’ claims for money and imposes
substantive and procedural requirements
for plan confirmation. The Class 4 Credi-
tors’ argument thus begs the critical ques-
tion: What is doing the work here? We
agree with PPI, every reported decision
identified by either party, and Collier’s
treatise. Where a plan refuses to pay funds
disallowed by the Code, the Code—not the
plan—is doing the impairing.

III.

That leaves the questions of whether the
Code disallows the creditors’ claims for the
Make-Whole Amount and the creditors’ re-
quest for post-petition interest at the con-
tractual default rates specified in the Note
Agreement and the Revolving Credit Fa-
cility. The creditors say their contracts
entitle them to both amounts, and that
their contracts should be honored under

bankruptey law’s longstanding “solvent-
debtor” exception. The debtors argue no
such exception exists in modern bankrupt-
cy law. And the debtors further argue both
claims are governed by the Bankruptcy
Code, not the pre-Code law or the parties’
contracts.

[10] The bankruptcy court never
reached either question. The issue of
make-whole premiums, like the Make-
Whole Amount, has become “[a] common
dispute” in modern bankruptecy. DoucLas
G. Bairp, ELEMENTS oF BaNkrupTCY 84 (6th
ed. 2014). Sometimes it is “comparatively
easy to tell” whether such premiums are
effectively unmatured interest, and there-
fore disallowed under § 502(b)(2). Id. at
84-85. Other times, “it is much harder.”
Id. at 85. Accordingly, “much depends on
the dynamics of the individual case.” Ibid.
The bankruptcy court is often best
equipped to understand these individual
dynamics—at least in the first instance.
Cf. U.S. Bank Nat'l Assn ex rel. CWCapi-
tal Asset Mgmt. LLC v. Village at Lake-
ridge, LLC, — U.S. ——, 138 S. Ct. 960,
968 n.6, 200 L.Ed.2d 218 (2018) (noting a
bankruptey court is often best equipped to
consider “multifarious, fleeting, special,
narrow facts that utterly resist generaliza-
tion”). So too is the bankruptey court best
able to consider the postpetition interest
question. See ibid.

[11,12] Our review of the record re-
veals no reason why the solvent-debtor
exception could not apply. As other circuits
have recognized, “absent compelling equi-
table considerations, when a debtor is sol-
vent, it is the role of the bankruptey court
to enforce the creditors’ contractual
rights.” In re Dow Corning Corp., 456
F.3d 668, 679 (6th Cir. 2006); see also In re
Chicago, Milwaukee, St. Paul and Pac.
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R.R. Co., 791 F.2d 524, 528 (Tth Cir. 1986).
That might be the case here.? But “mindful
that we are a court of review, not of first
view,” we will not make the choice our-
selves or weigh the equities on our own.
Cutter v. Wilkinson, 544 U.S. 709, 718 n.7,
125 S.Ct. 2113, 161 L.Ed.2d 1020 (2005).

Accordingly, the bankruptcy court
should consider the Make-Whole Amount,
the appropriate post-petition interest rate,
and the applicability of the solvent-debtor
exception on remand.

ok 3k

As we have explained, Code impairment
is not the same thing as plan impairment.
Because the bankruptey court found other-
wise, it did not address whether the Code
disallows the Make-Whole Amount or post-
petition interest, and if not, how much the
debtors must pay the Class 4 Creditors.
The bankruptcy court, therefore, must
consider these issues on remand. For that
reason and others explained above, we
REVERSE in part, VACATE in part, and
REMAND for further proceedings consis-
tent with this opinion.

w
O E KEY NUMBER SYSTEM
T

2. Of course, we follow the Supreme Court’s
command that any ‘“equitable powers [that]
remain in the bankruptcy courts must and
can only be exercised within the confines of
the Bankruptcy Code.” Law v. Siegel, 571 U.S.
415, 421, 134 S.Ct. 1188, 188 L.Ed.2d 146
(2014) (quotation omitted). While we express

Rosa Alba MARTINEZ-LOPEZ; Josafat
Nahum Sierra-Martinez,
Petitioners

V.

William P. BARR, U.S. Attorney
General, Respondent

No. 18-60393

United States Court of Appeals,
Fifth Circuit.

FILED December 4, 2019

Background: Alien and son, who were
natives of Honduras, filed petition for re-
view of Board of Immigration Appeals
(BIA) decision affirming immigration
judge’s (IJ) denial of their requests for
asylum, withholding of removal, and pro-
tection under the Convention Against Tor-
ture (CAT).

Holdings: The Court of Appeals held that:

(1) 1J had jurisdiction over removal pro-
ceedings;

(2) finding that alien did not suffer past
persecution, as required for asylum
and withholding of removal, was sup-
ported by substantial evidence; and

(3) substantial evidence supported 1J’s de-
nial of alien’s application for protection
under CAT.

Petition denied.

1. Aliens, Immigration, and Citizenship
&=403(2)

The Court of Appeals reviews an im-

migration judge’s (IJ) factual determina-

tions for substantial evidence, overturning

no view on the matter, it is possible a bank-
ruptcy court’s equitable power to enforce the
solvent-debtor exception is moored in 11
U.S.C. § 1124’s command that a “plan leave[ ]
unaltered ... equitable ... rights.” See, e.g.,
In re Energy Holdings, 540 B.R. 109, 123-24
(Bankr. D. Del. 2015).
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to which it was rightfully entitled, [against]
the losing party’s right to litigate a bona
fide legal dispute.” Tech. & Supply Mgmdt.,
LLC v. Johnson Controls Bldg. Automa-
tion Sys., LLC., Civ. Action No. 1:16-cv-
303, 2017 WL 3219281, at *20 (E.D. Va.
July 28, 2017) (citing Wells Fargo Equip.
Fin., Inc. v. State Farm Fire & Cas. Co.,
823 F. Supp. 2d 364, 366 (E.D. Va. 2011)).

[52] Here, Planet has been deprived of
the funds it expended for the renovations
for several years. At the same time, there
was a substantial and bona fide dispute
regarding Dawn’s liability to Planet for the
renovations. Litigation of this issue began
in the state court in 2017. The uncertainty
regarding Dawn’s liability arises directly
from the fact that the parties never came
to an express written agreement with re-
spect to the cost or other essential terms
of the project that would define the par-
ties’ obligations. The right to payment is
instead grounded in equity, which requires
a judicial determination of the reasonable
value of the services provided. Thus, not
only were the damages unliquidated at the
time of the dispute, but Dawn’s liability
was essentially nonexistent until judicially
determined herein. Upon weighing the eq-
uities and considering the circumstances of
this case, the Court concludes, in its dis-
cretion, that making Planet whole requires
no more than the awarded damages and
that awarding prejudgment interest is not
appropriate.

III. Conclusion

For the reasons stated in this Memoran-
dum Opinion, the Court concludes that
Planet has proven by a preponderance of
the evidence that it is entitled to an award
of damages against Dawn in the amount of
$74,429.23. The Amended Claim is there-
fore allowed in the unsecured amount of
$74,429.23, and all amounts claimed in ex-
cess of $74,429.23, including prejudgment

interest, are disallowed. Accordingly, the
Objection is overruled in part and sus-
tained in part. The Court will enter a
separate Order consistent with the find-
ings and conclusions contained in this
Memorandum Opinion.

The Clerk shall deliver copies of this
Memorandum Opinion to Barry W. Spear,
counsel for Dawn Elaine Reed; Todd D.
Rothlisberger, counsel for Planet Plumb-
ing, LLC; and Michael P. Cotter, Chapter
13 Trustee.

w
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IN RE: ULTRA PETROLEUM
CORP., et al.

Ultra Resources, Inc.
Ultra Wyoming, Inc.
Ultra Wyoming LGS, LLC
UP Energy Corporation
UPL Pinedale, LLC

UPL Three Rivers Holdings,
LLC, Debtors.

CASE NO: 16-32202, CASE NO: 16-03272,
CASE NO: 16-32204, CASE NO: 16-
32205, CASE NO: 16-32206, CASE NO:
16-32207, CASE NO: 16-32208, CASE
NO: 16-32209

United States Bankruptey Court,
S.D. Texas, Houston Division.

Signed 10/26/2020

Background: In surplus case, Chapter 11
debtors objected to noteholders’ claim for
make-whole premium and postpetition in-
terest at contractual default rate. The
United States Bankruptcy Court for the
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Southern District of Texas, Marvin P. Is-

gur, J., 575 B.R. 361, denied objection, and

subsequently certified a direct appeal to

the Court of Appeals, 2017 WL 4863015.

The Court of Appeals, Andrew S. Oldham,

Circuit Judge, 943 F.3d 758, reversed in

part, vacated in part, and remanded.

Holdings: On remand, the Bankruptcy

Court, Marvin Isgur, Chief Judge, held

that:

(1) make-whole amount that Chapter 11
debtor was contractually obligated to
pay upon prepayment was neither un-
matured interest nor functional equiva-
lent of unmatured interest, and thus a
claim for this make-whole amount did
not need to be disallowed;

(2) “solvent debtor” exception to general
prohibition against the continued ac-
crual of interest on claims postpetition
continues to apply following enactment
of the Bankruptcy Code; and

(3) postpetition interest to which unim-
paired creditors were entitled in Chap-
ter 11 case of a massively solvent nat-
ural gas exploration and production
company had to be calculated, not at
federal judgment rate, but at contrac-
tual default rate.

Ordered accordingly.

1. Bankruptcy €=3563.1

Bankrupt natural gas exploration and
production company, which had become
massively solvent as result of postpetition
uptick in natural gas prices, could not use
its Chapter 11 filing in order to discharge
validly owed debt, while its shareholders
retained any value; rather, debtor had to
pay its creditors before paying its share-
holders.

2. Bankruptcy €=3536.1
In order for note claimants to be un-

impaired in debtor’s Chapter 11 case, they
had to receive a distribution of all amounts

validly owed under state law, minus any
amounts disallowed by the Bankruptcy
Code.

3. Bankruptcy €=2836
Bankruptcy statute disallowing claims
for unmatured interest also disallows

claims for the economic equivalent of un-
matured interest. 11 U.S.C.A. § 502(b)(2).

4. Bankruptcy €=2826

Absent controlling federal law, deter-
mination of a creditor’s allowed claim nec-
essarily references state law; calculating a
creditor’s allowed claim based on state law
prevents party from receiving a windfall
merely by reason of the happenstance of
bankruptey.

5. Bankruptcy =2831, 2836

Make-whole amount that Chapter 11
debtor was contractually obligated to pay
upon prepayment was neither unmatured
interest nor functional equivalent of unma-
tured interest, and thus a claim for this
make-whole amount did not need to be
disallowed pursuant to bankruptcy statute;
make-whole amount was not in compensa-
tion for use or forbearance of money, and
did not accrue over time, and rather than
being in nature of interest, was actually
liquidated damages for debtor’s prepay-
ment. 11 U.S.C.A. § 502(b)(2).

6. Damages &76

Under New York law, make-whole
provisions in contracts are enforceable lig-
uidated damages clauses.

7. Damages €74

Under New York law, “liquidated
damages” are, in effect, an estimate, made
by the parties at time that they enter into
their agreement, of extent of injury that
would result from a breach of the agree-
ment.

See publication Words and Phrases
for other judicial constructions and
definitions.
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8. Bankruptcy =2021.1

Undefined words found in the Bank-
ruptcy Code should be given their ordinary
meaning.

9. Bankruptcy =2021.1

Undefined terms in Bankruptey Code
provision are generally interpreted in ac-
cordance with state law. 11 U.S.C.A.
§ 101 et seq.

10. Interest &9

“Interest” is consideration for the use
or forbearance of another’s money accru-
ing over time.

See publication Words and Phrases
for other judicial constructions and
definitions.

11. Interest &9

“Unmatured interest” is consideration
for the use or forbearance of another’s
money, which has not yet accrued or been
earned as of a reference date; in bankrupt-
cy, this reference date is date of the order
for relief.

See publication Words and Phrases
for other judicial constructions and
definitions.

12. Bankruptcy €=2835.1

Key distinction between matured and
unmatured interest is whether interest has
been earned; under the Bankruptcy Code,
interest that has accrued as of petition
date is matured, because lender has
earned that interest as a result of debtor’s
prepetition use of its funds.

13. Interest &=10

Interest matures under loan agree-
ment when it is earned and owing to lend-
er.

14. Bankruptcy ¢=2836

Whether interest is matured as of the
time of debtor’s bankruptey filing, so as to
be allowable, is determined without refer-
ence to acceleration clauses triggered by a

bankruptcy  petition. 11 US.CA.
§ 502(b)(2).

15. Bankruptcy €=2836

Claim is for the economic equivalent
of unmatured interest, so as not to be
allowable in bankruptey, if, in economic
reality, it is the economic substance of
unmatured  interest. 11 US.CA.
§ 502(b)(2).

16. Bankruptcy €=2836

Economic substance, rather than par-
ty labels, determines whether a claim is for
unmatured interest, so as not to be allow-
able. 11 U.S.C.A. § 502(b)(2).

17. Bankruptcy €=2123, 2125

Absent compelling equitable consider-
ations, when a debtor is solvent, it is the
role of bankruptcy court to enforce the
creditors’ contractual rights.

18. Bankruptcy €=2836

While, as general rule, interest ceases
to accrue as part of a claim upon filing of
bankruptey petition, there are some cir-
cumstances in which creditors may de-
mand postpetition interest on their claims.
11 U.S.C.A. §§ 502(b)(2), 506.

19. Bankruptcy 2836

“Solvent debtor” exception to general
prohibition against the continued accrual
of interest on claims postpetition continues
to apply following enactment of the Bank-
ruptey Code, but must be applied within
the parameters of the Code.

20. Bankruptcy &=2125

Bankruptey court may not exercise its
equitable powers in contravention of the
Bankruptcy Code. 11 U.S.C.A. § 105(a).

21. Bankruptcy ¢=2836, 3563.1

Impaired creditors in a solvent Chap-
ter 11 case must receive at least their full
allowed claims, plus interest at the legal
rate, and because unimpaired creditors can
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be treated no less favorably than impaired
creditors, they also have a right to postpe-
tition interest in a solvent Chapter 11 case.
11 US.C.A. § 1124

22. Bankruptcy €=3560

Postpetition interest to which unim-
paired creditors were entitled in Chapter
11 case of a massively solvent natural gas
exploration and production company had
to be calculated, not at federal judgment
rate, but at contractual default rate.

23. Bankruptcy &=3560

In solvent Chapter 11 case, creditors
have right to have their contractual rights
fully enforced.

Paul D. Clement, George W. Hicks, Mi-
chael A. Petrino, C. Harker Rhodes, IV,
Kirkland & Ellis LLP, Washington, DC,
Matthew C. Fagen, Christopher T. Greco,
Kirkland & Ellis LLP, New York, NY,
Gregory F. Pesce, David R. Seligman,
Kirkland and Ellis LLP, Chicago, IL, Jo-
seph G. Thompson, III, Porter Hedges
LLP, Matthew D. Cavenaugh, Jackson
Walker LLP, T. Brooke Farnsworth,
Farnsworth & vonBerg, Houston, TX, for
Debtors.

MEMORANDUM OPINION

Marvin Isgur, UNITED STATES
BANKRUPTCY JUDGE

The Court answers two questions:

® Does the Bankruptcy Code disallow
a contractual claim for “make-whole”
liquidated damages when an inter-
est-bearing obligation is prepaid?

® Does the Bankruptey Code permit a
solvent debtor to forego contractual
obligations to an unimpaired class of
unsecured creditors, but still pay a
distribution to its shareholders?

Ultra Petroleum argues that the Bank-
ruptcy Code allows a solvent debtor to
avoid paying unimpaired unsecured credi-
tors a contractual liquidated damages
claim and to avoid paying postpetition in-
terest at contractual default rates. The
Bankruptcy Code permits neither.

[11 Bankruptcy relief is intended for
the honest, but unfortunate debtor. Al-
though no one questions Ultra’s honesty, a
post-petition uptick in natural gas prices
made Ultra and its shareholders quite for-
tunate. As a result, Ultra became massive-
ly solvent. The question becomes whether
an honest but fortunate solvent debtor
may use bankruptcy to discharge validly
owed debt, while its shareholders retain
value. Sensibly, the answer is “no.” Ultra
must pay its creditors before it pays its
shareholders.

BACKGROUND

The particulars of the Ultra Make-
Whole litigation are well chronicled in the
Federal and Bankruptcy Reporters. Ultra
Petrolewm Corp. v. Ad Hoc Comm. Of
Unsecured Creditors (In re Ultra Petro-
lewm Corp.), 913 F.3d 533 (5th Cir. 2019)
withdrawn and superseded, 943 F.3d 758
(5th Cir. 2019); In re Ultra Petroleum
Corp., 575 B.R. 361 (Bankr. S.D. Tex.
2017). The Court provides a brief history
for clarity.

This dispute stems from Ultra’s 2016
chapter 11 bankruptey case and focuses on
the amount owed to unimpaired Notehold-
ers under Ultra’s confirmed plan. Ultra
Resources (“OpCo”), Ultra Petroleum
Corp. (“HoldCo”), and UP Energy Corp.
(“MidCo”) (collectively, “Ultra”) engaged
in natural gas exploration and production.
Ultra, 943 F.3d at 760. Due to a precipi-
tous decline in natural gas prices, Ultra
found itself unable to pay its debts as they
came due. (See ECF No. 30 at 18). Accord-
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ingly, the Ultra entities filed voluntary
chapter 11 petitions on April 29, 2016.
(ECF No. 1). After the petition date, com-
modity prices rose sharply, allowing Ultra
to propose and confirm a chapter 11 plan
paying its ereditors in full.! Ultra, 943 F.3d
at 761.

Among the creditors deemed unimpaired
by Ultra’s plan were the Class 4 Creditors.
(ECF No. 1308-01 at 25-26). Class 4 of the
plan set out the treatment of the “OpCo
Funded Debt Claims.” (ECF No. 1308-01
at 25-26). The plan defined “OpCo Funded
Debt Claims” as “the OpCo Note Claims
and the OpCo RCF Claims.” (ECF No.
1308-01 at 16). The OpCo Note Claimants
held $1.46 billion in unsecured notes, is-
sued between 2008 and 2010. Ultra, 943
F.3d at 760. The OpCo RCF Claimants
were owed $999 million, which OpCo bor-
rowed under a Revolving Credit Facility
(“RCF”) in 2011. Id. HoldCo and MidCo
each guaranteed the OpCo Funded Debt.
Ultra, 575 B.R. at 363.

Ultra issued the OpCo Notes pursuant
to a Master Note Purchase Agreement
(“MNPA”). (ECF No. 1834 at 2). The
MNPA contains a number of provisions
relevant to this dispute. Under the MNPA,
Ultra could repay the Notes ahead of the
Notes’ maturity date, so long as Ultra also
paid a Make-Whole Amount. (ECF No.
1215-1 at 27). The Make-Whole Amount
could be calculated using a formula de-
signed to compensate a Noteholder for
deprivation of the “right to maintain its
investment in the Notes free from repay-
ment.” (ECF No. 1834 at 11).

The MNPA defines the Make-Whole
Amount as “an amount equal to the excess,
if any, of the Discounted Value of the
Remaining Scheduled Payments with re-

1. Although the rebound in commodity prices
made Ultra “as rare as the proverbial rich
man who manages to enter the Kingdom of
Heaven,” Ultra’s stay beyond the Pearly Gates

spect to the Called Principal of such fixed
rate Note over the amount of such Called
Principal ....” (ECF No. 1215-1 at 27).
“Called Principal” is “the principal of such
Note that ... has become or is declared to
be immediately due and payable pursuant
to Section 12.1.” (ECF No. 1215-1 at 27).
“Remaining Scheduled Payments” include
“all payments of such Called Principal and
interest thereon that would be due after
the Settlement Date,” which is “the date
on which such Called Principal ... has
become or is declared to be immediately
due and payable pursuant to Section 12.1.”
(ECF No. 1215-1 at 28). The “Discounted
Value” of such Remaining Scheduled Pay-
ments is comprised of “the amount ob-
tained by discounting all Remaining
Scheduled Payments with respect to such
Called Principal from their respected
scheduled due dates to the Settlement
Date .... in accordance with accepted fi-
nancial practice and at a discount factor

. equal to the Reinvestment Yield” of
0.5% over the yield to maturity of specified
United States Treasury obligations. (ECF
No. 1215-1 at 27).

The MNPA also contained various
events of defaults, the occurrence of which
accelerated the Notes and caused them to
become immediately due and payable.
(ECF No. 1215-1 at 38). After an event of
default, the entire unpaid principal, ac-
crued but unpaid interest, and the Make-
Whole Amount came due for each Note.
Ultra, 575 B.R. at 364. One event of de-
fault was the filing of a bankruptcy peti-
tion. Id. Thus, Ultra’s bankruptcy filing
accelerated the Notes and triggered the
Make-Whole Amount. Id.

“Failure to pay immediately trigger[ed]
interest at a default rate of either 2%

was short-lived. See Ultra, 943 F.3d at 760.
Ultra filed a second voluntary chapter 11 peti-
tion on May 14, 2020. (Case No. 20-32631,
ECF No. 1).
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above the normal rate set for the note at
issue or 2% above J.P. Morgan’s publicly
announced prime rate, whichever [was]
greater.” Ultra, 943 F.3d at 761. While the
RCF did not include a Make-Whole provi-
sion, it contained a similar acceleration
clause, with a default interest rate of 2%
above the contractual RCF rate. Id.

The proposed plan distribution to Class
4 Creditors did not include the Note
Claimants’ Make-Whole Amount. (See
ECF No. 1308-01 at 25-26). Nor did the
plan pay Class 4 Creditors post-petition
interest at the MNPA and RCF default
interest rates. (See ECF No. 1308-01 at 25-
26). Instead, the plan only proposed to pay
the Class 4 Creditors the outstanding prin-
cipal under the Notes and RCF, pre-peti-
tion interest at the rate of 0.1%, and post-
petition interest at the federal judgment
rate. (ECF No. 1308-01 at 25-26). Despite
restricting the contractual amounts due,
the plan deemed Class 4 unimpaired, pro-
hibiting Class 4 Creditors from voting on
the plan. 11 U.S.C. § 1126(f).

The Class 4 Creditors objected to confir-
mation, citing an entitlement to the Make-
Whole Amount and post-petition default
interest. Ultra, 943 F.3d at 761. Ultra ob-
jected to the Class 4 Creditors’ claims. Id.
The Court confirmed Ultra’s plan after the
parties stipulated that a decision determin-
ing the amounts necessary to leave the
Class 4 Creditors unimpaired could be
reached after confirmation. Id.

On September 21, 2017, this Court is-
sued an opinion allowing the Make-Whole
Amount and post-petition interest at the
default rates. Ultra, 575 B.R. at 361. Fol-
lowing a direct appeal, the Fifth Circuit
reversed, holding that a creditor is not
impaired when a plan incorporates the
Bankruptey Code’s disallowance provi-
sions. Ultra, 943 F.3d at 758. The Fifth
Circuit remanded and directed this Court
to consider whether the Make-Whole

Amount is disallowed by the Bankruptcy
Code, “the appropriate post-petition inter-
est rate, and the applicability of the sol-
vent-debtor exception.” Id. at 766. The
Court now determines those issues.

It is also important to place the dispute
in context. The plan in this case was con-
firmed on March 14, 2017. (ECF No. 1324).
The confirmation order reserved to the
Court whether the treatment of these
claims left the holders “unimpaired.” The
Court’s sole role is to determine the
amount that must be paid to leave the
Class 4 Claimants unimpaired.

JURISDICTION

The district court has jurisdiction over
this proceeding pursuant to 28 U.S.C.
§ 1334. The allowance or disallowance of a
proof of claim against the estate, as well as
the “estimation of claims or interests for
the purposes of confirming a plan under
chapter 11,” are core matters as defined in
28 U.S.C. § 157(b)(2)(B). This case was
referred to the Bankruptey Court pursu-
ant to 28 U.S.C. § 157(a).

DISCUSSION

This Memorandum Opinion addresses
two primary questions:

® Does the Bankruptcy Code disallow
a contractual claim for make-whole
liquidated damages when an inter-
est-bearing obligation is prepaid?

® Does the Bankruptcy Code permit a
solvent debtor to forego contractual
obligations to an unimpaired class of
unsecured creditors, but still pay a
distribution to its shareholders?

The first question focuses on whether
the amounts due under the contractual
Make-Whole constitute unmatured inter-
est. If the amounts due under the Make-
Whole are unmatured interest, they would
be disallowed under § 502(b)(2). Because
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the Fifth Circuit held that failure to pay
amounts disallowed by the Bankruptcy
Code does not result in impairment, the
classification of the Make-Whole as unma-
tured interest would permit non-payment
while leaving the holders of the claims
“unimpaired.” If the Make-Whole Amount
is not unmatured interest, it is allowed
under the Bankruptcy Code.

The answer to the first question is “yes.”
Section 502(b)(2) disallows claims for the
economic equivalent of unmatured interest.
The Make-Whole Amount represents liqui-
dated damages and should not be charac-
terized as unmatured interest, or its eco-
nomic  equivalent. The Make-Whole
Amount is not compensation for the use or
forbearance of money, and it does not ac-
crue over time. It is not interest. The
Bankruptey Code allows the Make-Whole
Amount.

The second question focuses on whether
the Bankruptey Code requires that an un-
impaired unsecured creditor of a solvent
debtor be paid post-petition interest at
contractual rates. While the Bankruptcy
Code disallows unmatured interest as part
of a claim, it is ambiguous as to an unim-
paired unsecured creditor’s right to post-
petition interest on a claim. The parties
agree that the Class 4 Claimants are enti-
tled to some post-petition interest, but dis-
pute whether the proper amount is the
federal judgment rate or the contractual
default rates.

The answer to the second question, is
also “yes.” The solvent-debtor exception
has been widely recognized, both before
and after adoption of the Bankruptcy
Code. The exception is rooted in the prin-
ciple that the solvent debtor must pay its
creditors in full before the debtor may
recover a surplus. Congress did not silent-
ly abandon that fundamental equitable
principle when it passed the Bankruptcy
Code. The solvent-debtor exception enti-

tles the Class 4 Claimants to post-petition
interest. The proper rates of interest are
the contractual default rates. Awarding the
contractual default rates is consistent with
the underlying principle of the solvent-
debtor exception, that creditors must be
paid what they are owed under the con-
tract before the debtor may receive a
windfall. Further, limiting the Class 4
Claimants to the federal judgment rate
would treat an unimpaired class worse
than an impaired class of unsecured credi-
tors.

a. Make-Whole Amount 1is Allowed
Under the Bankruptcy Code

[2] Ultra’s confirmed plan left the
Note Claimants unimpaired. The Fifth Cir-
cuit made clear that an unimpaired credi-
tor is entitled to the full amount of his
claim allowed under the Bankruptcy Code.
See Ultra, 943 F.3d at 765. Ultra is obli-
gated to distribute to the Note Claimants
all amounts validly owed under state law,
minus any amounts disallowed by the
Bankruptey Code. See id. at 765.

[3] Section 502 of the Bankruptey
Code sets out categories of debts which
Congress disallowed in bankruptcy.
Among other categories, § 502 disallows a
claim if “such claim is for unmatured inter-
est” 11 U.S.C. § 502(b)2). Section
502(b)(2) also encompasses a claim to the
extent that it seeks “the economic equiva-
lent of unmatured interest.” Tex. Com-
merce Bank, N.A. v. Licht (In re Pengo
Indus., Inc.), 962 F.2d 543, 546 (5th Cir.
1992).

Although the Code does not define the
term unmatured interest, interest is widely
understood as consideration for the use or
forbearance of another’s money accruing
over time. See Love v. State of New York,
78 N.Y.2d 540, 544, 577 N.Y.S.2d 359, 583
N.E.2d 1296 (N.Y. 1991); Interest, Black’s
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Law Dictionary, (11th ed. 2019). The
Make-Whole Amount is an enforceable lig-
uidated damages provision which compen-
sates the Note Claimants for any actual
loss suffered due to prepayment of the
notes. The Make-Whole Amount is not in-
terest because it does not compensate the
Note Claimants for OpCo’s use or forbear-
ance of the Note Claimants’ money, it com-
pensates the Note Claimants for OpCo’s
breach of a promise to use money. Because
the Make-Whole Amount is not interest, it
is also not unmatured interest. Because
the Make-Whole Amount is not unmatured
interest, it forms part of the Note Claim-
ants’ allowed claims.

Section 502(a) of the Bankruptcy Code
states that “a claim or interest, proof of
which is filed under § 501 of this title, is
deemed allowed, unless a party in interest

. objects.” Section 502(b) mandates that
a claim is allowed, unless the claim (or a
portion thereof) falls into one of nine disal-
lowed categories. See 11 U.S.C. § 502(b);
In re Today’s Destiny, Inc., No. 05-90080,
2008 WL 5479109, at *2 (Bankr. S.D. Tex.
Nov. 26, 2008).

[4] Section 502(b)(2) “flows from the
legal principle that ‘interest stops accruing
at the date of the filing of the petition.””
In re Pengo, 962 F.2d at 546 (emphasis
added) (quoting S. Rep. No. 989, 95th
Cong., 2d Sess. 63, reprinted in 1978
U.S.S.C.A.N. 5787, 5849). When determin-
ing if an amount falls within § 502(b)(2),
“much depends on the dynamics of the
individual case.” Ultra, 943 F.3d at 765.
Absent controlling federal law, a determi-
nation of a creditor’s allowed claim neces-
sarily references state law. E.g., Vanston
Bondholders Protective Comm. v. Green,
329 U.S. 156, 161, 67 S.Ct. 237, 91 L.Ed.
162 (1946) (“[W]hat claims of creditors are
valid and subsisting obligations against the
bankrupt at the time a petition in bank-
ruptey is filed, is a question which, in the

absence of overruling federal law, is to be
determined by reference to state law.”).
Calculating a creditor’s allowed claim
based on state law “prevent[s] a party
from receiving ‘a windfall merely by rea-
son of the happenstance of bankruptey.””
Butner v. United States, 440 U.S. 48, 55,
99 S.Ct. 914, 59 L.Ed.2d 136 (1979) (quot-
ing Lewis v. Mfrs. Nat'l Bank, 364 U.S.
603, 609, 81 S.Ct. 347, 5 L.Ed.2d 323
(1961)). No one disputes that the MNPA is
governed by New York law. To form part
of an allowed claim, the Make-Whole
Amount must be both enforceable under
New York law, and not unmatured interest
under § 502(b)(2).

1. The Make-Whole Amount is En-
forceable Under New York Law

[6]1 This Court previously held that the
Make-Whole Amount is a valid liquidated
damages clause, and not a disproportionate
penalty, under New York law. Ultra, 575
B.R. at 369 (“Debtors fail to rebut the
Noteholders’ claim for the Make-Whole
Amount because they fail to prove that the
damages resulting from prepayment were
readily ascertainable at the time the par-
ties entered into the Note Agreement or
that they were conspicuously dispropor-
tionate to foreseeable damage amounts.”).
The Fifth Circuit did not disturb that hold-
ing. See Ultra, 943 F.3d at 764.

[6,7] New York courts hold that make-
whole provisions are enforceable liquidated
damages clauses. JMD Holding Corp. v.
Cong. Fin. Corp., 4 N.Y.3d 373, 795
N.Y.S.2d 502, 828 N.E.2d 604, 609 (2005).
Liquidated damages are “[i]n effect ... an
estimate, made by the parties at the time
they enter into their agreement, of the
extent of the injury that would be sus-
tained as a result of breach of the agree-
ment.” Truck Rent-A-Ctr. v. Puritan
Farms 2nd, 41 N.Y.2d 420, 424, 393
N.Y.S.2d 365, 361 N.E.2d 1015 (N.Y. 1977).
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The Make-Whole Amount is enforceable
under New York law.

Ultra argues that the Make-Whole
Amount can be both liquidated damages
under New York law and unmatured inter-
est under the Bankruptcy Code. The Note
Claimants believe that liquidated damages
and unmatured interest are mutually ex-
clusive terms in New York. Ultra correctly
notes that it is the Bankruptcy Code, not
New York law, which determines the scope
of amounts disallowed as unmatured inter-
est. However, because the Bankruptecy
Code leaves unmatured interest undefined,
the Note Claimants’ reference to state law
is appropriate.

The Court need not decide whether lig-
uidated damages and unmatured interest
are mutually exclusive per se because this
Make-Whole Amount is not the economic
equivalent of unmatured interest. Black’s
Law Dictionary defines a “liquidated-dam-
ages clause” as “[a] contractual provision
that determines in advance the measure of
damages if a party breaches the agree-
ment.” Liquidated-damages clause,
Black’s Law Dictionary, (11th ed. 2019).
The Court need not speculate whether
some hypothetical liquidated damages
clause conceivably compensates a creditor
for unmatured interest under section
502(b)(2). This Make-Whole does not. This
Make-Whole Amount is enforceable under
New York law. For the reasons that fol-
low, it represents neither interest, unma-
tured interest, nor the economic equivalent
of unmatured interest.

2. Defining Interest

[8,91 Having determined that the
Make-Whole Amount is recoverable under
applicable nonbankruptcy law, the Court
must determine whether the Make-Whole

2. In its supplemental brief, Ultra did not pro-
vide a specific definition of interest. (See gen-

Amount constitutes the “economic equiva-
lent of unmatured interest.” See Pengo,
962 F.2d at 546. The Bankruptcy Code
defines neither interest nor unmatured in-
terest. See 11 U.S.C. § 101. Without Con-
gressional instruction to the contrary, un-
defined words found in the Bankruptcy
Code should be given their ordinary mean-
ing. Lamar, Archer & Cofrin LLP v. Ap-
pling, — U.S. ——, 138 S. Ct. 1752, 1759,
201 L.Ed.2d 102 (2018) (“Because the
Bankruptecy Code does not define the
words ‘statement,” ‘financial condition,” or
respecting,” we look to their ordinary
meanings.”). Further, bankruptcy courts
generally interpret undefined terms in ac-
cordance with state law. See Butner, 440
U.S. at 54, 99 S.Ct. 914.

To decide whether the Make-Whole
Amount is allowed, the Court must define
the “economic equivalent of unmatured in-
terest.” Pengo, 962 F.2d at 546. The defini-
tion is formed in three steps. First, the
Court defines interest. Second, the Court
defines unmatured interest. Third, the
Court identifies the characteristics which
make a debt the ‘economic equivalent’ of
unmatured interest.

The Court begins by defining interest.
The Senior Creditors’ Committee and the
OpCo Noteholders provide substantially
similar definitions of interest. According to
the Note Claimants, interest can be de-
fined as consideration for the use or for-
bearance of another’s money accruing over
time. (ECF No. 1859 at 6 (“‘Interest’
means consideration that accrues over
time for the use or forbearance of anoth-
er’s money.”) (emphasis in original)); (ECF
No. 1862 at 9 (“ ‘Interest’ means consider-
ation for the use or forbearance of anoth-
er’s money over a period of time.”)).2

erally ECF No. 1860 at 7-12).
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The Note Claimants’ definition is consis-
tent with the ordinary meaning of interest
and with state law interpretations of the
term. Black’s Law Dictionary defines “in-
terest” as “[t]he compensation fixed by
agreement or allowed by law for the use or
detention of money, or for the loss of
money by one who is entitled to its use;
especially the amount owed to a lender in
return for the use of borrowed money.”
Interest, Black’s Law Dictionary, (11th ed.
2019). Webster’s Dictionary notes that in-
terest accrues as a percentage over time.
See Interest, Webster’s New World Dictio-
nary, (2d coll. ed. 1970) (“IM]oney paid for
the use of money [and/or] the rate of such
payment, expressed as a percentage per
unit of time.”). New York courts similarly
recognize that interest is a cost associated
with the use or nonpayment of another’s
money. Love, 78 N.Y.2d at 544, 577
N.Y.S.2d 359, 583 N.E.2d 1296 (describing
interest as “the cost of having the use of
another’s money for a specified period”);
Becker v. Huss Co., 43 N.Y.2d 527, 543,
402 N.Y.S.2d 980, 373 N.E.2d 1205 (N.Y.
1978) (“[IInterest is intended to compen-
sate for the use or nonpayment of mon-
ey.”). Applying Texas law, the Fifth Cir-
cuit has acknowledged the same general
definition. See Achee Holds., LLC v. Silver
Hill Fin.,, LLC, 342 F. App’x 943, 944 (5th
Cir. 2009) (“Specifically a fee will not be
considered interest if it is not for the use,
forbearance or detention of money.”).

[10] The Court adopts the Note Claim-
ants’ definition of interest. Interest means
consideration for the use or forbearance of
another’s money accruing over time. The
New York Court of Appeals, the Fifth
Circuit, and Black’s Law Dictionary ex-
pressly recognize the principle that inter-
est is a cost associated with the use or
forbearance of another’s money. Webster’s
Dictionary adds to that principle the fact
that interest is normally expressed as a

percentage accruing over time. The Note
Claimants’ definition appropriately incor-
porates each element of interest.

3. Defining Unmatured Interest

[11] If interest is consideration for the
use or forbearance of another’s money ac-
cruing over time, unmatured interest is
interest that has not accrued or been
earned as of a reference date. See In re
Sadler, No. 14-CV-2312, 2015 WL 9474174,
at *6 (N.D. Ohio Dec. 29, 2015) (noting
bankruptey court defined unmatured inter-
est as “interest that is not yet due and
payable or is not yet earned at the time of
the filing of the petition”). Stated more
fully, unmatured interest is consideration
for the wuse or forbearance of another’s
money, which has mot accrued or been
earned as of a reference date. In a bank-
ruptcy case, the reference date is the or-
der for relief. E.g., In re X-Cel, Inc., 75
B.R. 781, 788-89 (N.D. Ill. 1987) (“Unma-
tured interest is defined in this context as
interest which was not yet due and payable
at the time the petition was filed.”). This
Court slightly refines the X-Cel court’s
definition. “Unmatured” is more indicative
of whether the interest has accrued and
been earned; the due date for payment of
the interest should not be considered.

[12,13] The key distinction between
matured and unmatured interest is wheth-
er such interest has been earned. Interest
matures when it is earned and owing to
the lender. See In re Sadler, 2015 WL
9474174, at *6. An amount is due when it is
either immediately enforceable or owing.
Due, Black’s Law Dictionary (11th ed.
2019). Under the Bankruptey Code, inter-
est that has accrued as of the petition date
is matured. The lender has earned that
compensation because his money was used
pre-petition.

Because interest accrues, or is earned,
steadily over time, some interest may be

119



188 624 BANKRUPTCY REPORTER

owed on a given date even though it is not
immediately payable. In other words, on
any given date between contractual in-
stallments, a portion of the interest has
come due and is owing, despite the fact
that the next installment is not immediate-
ly payable. Such interest is ‘earned’ be-
cause the borrower, looking backwards,
used the lender’s money. The Bankruptcy
Code allows such interest, even if it is not
immediately payable as of the petition
date. Unmatured interest is prospective.
It is compensation for the future use of
another’s money.

[14] The Note Claimants argue that
the Make-Whole Amount matured due to
acceleration of the Notes. (ECF No. 1831
at 26). While interest can also mature
when it becomes immediately payable due
to acceleration, acceleration occurred post-
petition in this case. Acceleration is “the
advancing of a loan agreement’s maturity
date so that payment of the entire debt is
due immediately. NML Capital v. Repub-
lic of Arg., 17 N.Y.3d 250, 928 N.Y.S.2d
666, 952 N.E.2d 482, 491 (2011) (citing
Black’s Law Dictionary (9th ed. 2009)).
Obligations can become due for payment
through acceleration. Id. (“ ‘[Alcceleration’
of a repayment obligation in a note or
bond changes the date of maturity from
some point in the future ... to an earlier
date based on the debtor’s default under
the contract.”). However, whether interest
is matured at the moment of filing is de-
termined without reference to acceleration
clauses triggered by a bankruptcy petition.
See In re ICH Corp., 230 B.R. 88, 94 (N.D.
Tex. 1999). The Make-Whole Amount came
due because the Notes accelerated when
Ultra filed its chapter 11 petition. Because
the Notes did not accelerate prior to the
petition, the Make-Whole Amount’s status
under § 502(b)(2) is determined without
reference to the acceleration clause.

4. The Make-Whole Amount is not Un-
matured Interest

The Make-Whole Amount is neither in-
terest nor unmatured interest. The Make-
Whole Amount is not consideration for the
use or forbearance of the Note Claimants’
money, which had not accrued or been
earned as of the petition date. Although
the Make-Whole Amount is “consider-
ation,” it is not consideration for the use or
forbearance of the Note Claimants’ money.
The Make-Whole Amount compensates the
Note Claimants for the cost of reinvesting
in a less favorable market. If the market is
substantially more favorable at the time of
prepayment, the Make-Whole Amount
could equal zero dollars. Instead of com-
pensating the Note Claimants for the use
or forbearance of their money, the Make-
Whole Amount compensates the Note
Claimants for Ultra’s decision not to use
their money. In an unfavorable market,
that decision causes the Note Claimants to
suffer damages. The Make-Whole Amount
liquidates those damages.

The Make-Whole Amount became pay-
able because on the petition date, the
Called Principal of the Notes was less than
the “Discounted Value” of the principal
and interest payments scheduled to come
due after the petition date. (ECF No. 1831
at 10). Under the MNPA, “Discounted Val-
ue” was calculated by discounting the re-
maining payments to their net present val-
ue on the petition date, “using a discount
factor equal to the applicable ‘Reinvest-
ment Yield”” (ECF No. 1831 at 11). The
applicable “Reinvestment Yield” was 0.5%
higher than the yield for similar U.S. Trea-
sury securities reported two days prior to
the petition date. (ECF No. 1831 at 11).

The Make-Whole formula incorporates
both the timing of prepayment and the
applicable Treasury rates just prior to pre-
payment. The earlier prepayment occurs,
the higher the Called Principal. At lower
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Treasury rates, the Discounted Value be-
comes higher. On the other hand, higher
Treasury rates equate to lower Discounted
Values. A Make-Whole is owed when the
Discounted Value exceeds the Called Prin-
cipal, and the Make-Whole equals the dif-
ference between those two sums. The com-
bination of the timing of prepayment and
the applicable reinvestment rates approxi-
mate the damages suffered due to prepay-
ment.

Other courts have reached the conclu-
sion that similar make-wholes are compen-
sate for liquidated damages. E.g., In re
Trico Marine Servs. Inc., 450 B.R. 474,
481 (Bankr. D. Del. 2011) (“Th[e] Court is
persuaded by the soundness of the majori-
ty’s interpretation of make-whole obli-
gations, and therefore finds that the In-
denture Trustee’s claim on account of the
Make-Whole Premium is akin to a claim
for liquidated damages, not for unmatured
interest.”); see, e.g., C.C. Port, Ltd. wv.
Davis-Penn Mortg. Co., 61 F.3d 288, 289
(6th Cir. 1995) (“Where the contract
grants the borrower the right to prepay, a
prepayment premium is not compensation
for the use, forbearance, or detention of
money, rather it is a charge for the option
or privilege of prepayment.”).

The Make-Whole Amount is not unma-
tured interest simply because it could
equal zero when reinvestment rates are
high. Nor would the Make-Whole Amount
be unmatured interest merely because it
might equal the unmatured interest due at
the time of prepayment. The issue is not
the final sum of the Make-Whole Amount.
Rather, the issue is what the Make-Whole
Amount compensates the Note Claimants
for. Like a grade school math student,
answering the problem requires showing
the work. The arithmetic here demon-
strates that the Make-Whole Amount does
not compensate the Note Claimants for the
use or forbearance of their money.

The Make-Whole Amount does not ac-
crue over time. Rather, it is a one-time
charge which fixes the Note Claimants’
damages when it is triggered. See Parker
Plaza W. Partners v. UNUM Pension &
Ins. Co., 941 F.2d 349, 352 (5th Cir. 1991)
(noting under Texas law “a prepayment
premium is a charge for the option or
privilege of prepayment ... and, as such,
the charge is not ‘interest’”); Feldman v.
Kings Highway Savs. Bank, 278 A.D. 589,
102 N.Y.S.2d 306, 307 (2d Dep’t 1951) (ap-
plying New York usury law and finding
prepayment premium “was not in consid-
eration of the making of a loan or of
forbearance of money. It was the converse,
that is, for the making of a new and sepa-
rate agreement, the termination of the in-
debtedness. Accordingly, it was not a pay-
ment of interest”). Interest accrues over
time. Even payment in kind interest,
where no interest becomes due for pay-
ment until a maturity date, accrues over
the life of a note for the purposes of
§ 502(b)(2). See In re Energy Future Hold-
ings Corp., 540 B.R. 109, 111 (Bankr. D.
Del. 2015) (characterizing portion of inter-
est on payment in kind notes as accrued as
of the petition date).

Unlike interest, the Make-Whole
Amount fixes the damages sustained by
the Noteholders’ at the time of prepay-
ment. While the timing of prepayment
plays a significant role in calculating the
damages suffered, nothing about the for-
mula suggests the Make-Whole accrues
over time. The Note Claimants do not earn
the Make-Whole Amount over the life of
the Notes. Instead, time is utilized in the
Make-Whole formula to determine the
Called Principal and remaining payments.
Significantly, the time relevant to the
Make-Whole formula is the date at which
Ultra ceased to use or forbear the Note
Claimants’ money. The Make-Whole
Amount is not earned over time.
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Ultra relies on the Court of Appeals for
the Second Circuit’s decision in In re
MPM Silicones, LLC, as suggesting that a
make-whole is unmatured interest. 874
F.3d 787, 801-02 (2d Cir. 2017) (“The
make-whole premium was intended to en-
sure that the Senior-Lien Note holders
received additional compensation to make
up for the interest they would not receive
if the Notes were redeemed prior to the
maturity date.”). However, the Second Cir-
cuit was not presented with the question of
whether a make-whole is unmatured inter-
est. See id. In fact, the make-whole in
MPM Silicones was not disallowed by the
Bankruptey Code at all. See id. Instead,
that make-whole never became due under
the relevant terms of the notes. Id. at 803.
The make-whole in MPM Silicones came
due if the debtor opted to prepay the notes
ahead of the maturity date. Id. Under the
acceleration clause of the notes, the debt-
or’s bankruptey filing automatically accel-
erated the notes. Id. The maturity date
became the petition date. Because the
make-whole only became due if the debt-
ors paid those notes ahead of the maturity
date, the debtor’s postpetition decision to
redeem the notes was not a prepayment
and did not trigger the make-whole. Id.
Any statement by the Second Circuit
about the characterization of the make-
whole was dicta.

To illustrate whether the Make-Whole
Amount is akin to unmatured interest, dur-
ing the May 19, 2020 oral argument, the
Court posed a brokerage fee hypothetical
that envisioned the make-whole as a three-
party transaction. The Court then request-
ed further briefing regarding whether any
portion of the brokerage fee constitutes
unmatured interest. The hypothetical be-
gan with a loan, providing for a fixed 6%
interest rate, prepaid exactly one year pri-
or to maturity. Prepayment of the loan
triggers a reinvestment fee equal to the
amount that the lender would be required

to pay to make a loan in the same industry
as the original loan, with cash flows that
match the remaining payments had the
original loan not been prepaid. (ECF No.
1856 at 1). Following the borrower’s pre-
payment, the lender locates a broker who
will find a new borrower and replace the
loan with a 6% loan in exchange for a
2.25% fee. The market interest rate at the
time of prepayment is 4%. The Court
asked whether any portion of the 2.25%
fee is unmatured interest.

The fee is equal to the amount the lend-
er would have to pay to a broker in order
to reinvest the prepaid funds with cash
flows mirroring the remaining original loan
payments. The fee cannot be interest be-
cause it does not provide consideration for
the use or forbearance of the lender’s mon-
ey, and it does not accrue over time. Just
like the Make-Whole Amount, the fee rep-
resents a negotiated cost to compensate
the lender for making a new loan on com-
parable terms in a changed market. The
hypothetical is no different than the Make-
Whole at issue here. Instead of a Make-
Whole that directly compensates the lend-
er for the difference in interest rates com-
pared to the outstanding principal, the
hypothetical reinvestment fee involves a
third-party broker and compensates the
lender for the actual cost of making a new
loan. There is no credible argument that
the reinvestment fee could be considered
unmatured interest under the Bankruptcy
Code. Nor is there reason to believe that
the Bankruptcy Code disallows the Make-
Whole Amount, despite allowing a func-
tionally identical transaction executed
through a third-party. Both the Make-
Whole Amount and the reinvestment fee
represent damages to the lender, not inter-
est.

The OpCo Noteholders and the Senior
Creditors Committee provided substantial-
ly similar answers to the hypothetical.
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Both creditor groups recognized that the
reinvestment fee was not for the use or
forbearance of money. (ECF No. 1859 at
11 (“It is a remedy imposed upon the
borrower when it no longer borrows mon-
ey, after having promised to do so for a
fixed term.”); ECF No. 1862 at 17 (“[The
fee] compensates the lender for its actual
damages by obligating the initial borrower
to reimburse the lender for the cost of
relending the funds that the borrower had
agreed to borrow for a specified period.”)).
Further, the fee is unlike interest because
it does not grow as a function of time.
(ECF No. 1859 at 11). The reinvestment
fee becomes due upon the closing of the
replacement loan. (ECF No. 1862 at 18).
The fee is entirely contingent on future
market events.

Ultra also acknowledged that the rein-
vestment fee would be allowed under
§ 502. (ECF No. 1860 at 15 (“That broker-
age fee plainly does not qualify as unma-
tured interest under § 502(b)(2).”)). Ultra
noted that because the hypothetical lender
has not borrowed money from the broker,
the fee does not qualify as unmatured
interest. (ECF No. 1860 at 15). Rather,
Ultra characterizes the fee as the transac-
tion cost of finding a new borrower. (See
ECF No. 1860 at 15-16). Ultra also raised
concerns that the hypothetical would be
economically impractical and would poten-
tially subject the borrower to “unlimited
liability upon prepayment.” (ECF No. 1860
at 14). Qualms about the practicality of the
hypothetical aside, Ultra’s characterization
of the reinvestment fee is a mere transac-
tion cost does not distinguish the fee from
the Make-Whole Amount.

The sole economic difference between
the hypothetical and the Make-Whole in
this case is that the Make-Whole in this
case eliminates the broker. Rather than
paying the broker to find the alternative
borrower, the Make-Whole recipients ac-

cept the identical amount of funds. The
compensation to the borrower represents
liquidated damages stemming from pre-
payment, whether it is structured as a
Make-Whole or a reinvestment fee. The
hypothetical illustrates an economic equiv-
alent of the make whole, and it is apparent
that neither the hypothetical nor the
Make-Whole is unmatured interest.

5. The Make-Whole Amount is not the
Economic Equivalent of Unmatured
Interest

[15] Ultra argues that the Make-Whole
is the economic equivalent of unmatured
interest. This is incorrect. Applying the
Court’s definitions, the economic equiva-
lent of interest must be the economic
equivalent of consideration for the use or
forbearance of another’s money accruing
over time. A claim is the economic equiva-
lent of unmatured interest if, in economic
reality, it is the economic substance of
unmatured interest. Pengo, 962 F.2d at
546. If it is the economic equivalent of
interest, the claim must be disallowed re-
gardless of the parties’ labels. See id. The
Make-Whole Amount is not an economic
equivalent of unmatured interest.

[16] Economic substance, rather than
party labels, determines whether an
amount is unmatured interest. In re Cha-
teaugay Corp., 109 B.R. 51, 57 (Bankr.
S.D.N.Y. 1990) (“[Tlhe essential factor
guiding this Court in making its determi-
nation ... is the underlying economic sub-
stance of the transaction.”). If a debt fits
within the definition of unmatured interest,
it is disallowed by § 502(b)(2), regardless
of its superficial label. See id.

The Fifth Circuit expressly adopted that
understanding in Pengo, 962 F.2d at 543.
In Pengo, the Fifth Circuit held that an
unamortized original issue discount
(“OID”) is disallowed by § 502(b)(2) be-
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cause it is the economic equivalent of un-
matured interest. Id.

OID notes are issued for less than face
value. For example, an issuer might re-
ceive $90 for a note with a face value of
$100. The issuer receives $90 up front, but
agrees to repay $100 over the life of the
note. That $10 difference would, in eco-
nomic fact, be compensation “for the delay
and risk involved in the ultimate repay-
ment of monies loaned.” Id. at 546. The
difference is earned over the note’s term
as it amortizes, and in the event of a
bankruptey petition, unearned amounts
are the economic equivalent of unmatured
interest. Id.

In deciding that unamortized OID fell
within the scope of unmatured interest, the
Fifth Circuit followed an analysis similar
to what this Court applies here. First, it
explained the mechanics of OID loans, not-
ing that OID “is in the nature of additional
interest,” and that it amortizes over time.
See id. at 546 (internal quotations omitted).
Next, while the Fifth Circuit did not define
unmatured interest, it stated that OID
compensates a lender for “the delay and
risk involved” with lending money. Id. Be-
cause the economic facts showed that un-
amortized OID fit within the meaning of
unmatured interest, it was disallowed un-
der § 502(b)(2). Id. (“The ‘unmatured in-
terest’” bankruptey rule and the economic
notion of ‘original issue discount’ intersect
to form the legal nexus for our decision-
making.”). Put simply, the Fifth Circuit
compared the mechanics of OID to a com-
mon understanding of unmatured interest.
Because OID’s round peg fit within unma-
tured interest’s round hole, OID was the
economic equivalent of unmatured interest.
See 1d.

The Pengo court also noted that both
the Senate and House Reports describe

OID as a form of unmatured interest disal-
lowed under § 502(b)(2). Id. (citing S. Rep

No. 989, 95th Cong., 2d Sess. 62, reprinted
m 1978 U.S.C.C.A.N. 5787, 5848 (noting
§ 502 disallows “any portion of prepaid
interest that represents an original dis-
counting of the claim, yet that would not
have been earned on the date of bankrupt-
cy”); H.R. Rep. No. 595, 95th Cong., 2d
Sess. 352, reprinted in U.S.C.C.A.N. 5963,
6308).

Applying Pengo to the case at hand, the
Make-Whole Amount is distinguishable
from OID and is not an economic equiva-
lent of unmatured interest. The Make-
Whole Amount does not compensate the
Note Claimants for “the delay and risk
involved” with lending money. Id. Rather
than compensating for delay or risk, the
Make-Whole Amount compensates for ac-
tual pecuniary loss. Further, while the tim-
ing of prepayment affects damages suf-
fered, the Make-Whole Amount does not
amortize or accrue over time. Unlike OID,
the Make-Whole Amount is a square peg,
one which cannot be shoved into a round
hole. The Make-Whole Amount is not the
economic equivalent of unmatured interest.

In re Doctors Hospital of Hyde Park,
Inc., 508 B.R. 697 (Bankr. N.D. Il 2014),
which Ultra relies on, provides an unper-
suasive comparison of OID and make-
wholes. There, the bankruptcy court held
that a make-whole (described as a “Yield
Maintenance Premium”) was both a liqui-
dated damages clause and unmatured in-
terest. Id. Without further explanation,
Doctors Hospital stated that “[n]othing
about the nature of liquidated damages
necessarily excludes interest, or vice ver-
sa.” Id. The court likened the make-whole
to OID. Id. at 705 (citing In re Chateau-
gay, 961 F.2d at 380). However, that com-
parison was based on the understanding
that “[bJoth OID and yield maintenance
premiums are one-time charges to com-
pensate the lender for lending ....” Id.
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The Court respectfully disagrees with
Doctors Hospital for two reasons. First, as
discussed, this Make-Whole Amount is dis-
tinguishable from OID. Contrary to the
Doctors Hospital court’s assertion, OID is
not a one-time charge. OID is amortized
and, like interest, it is earned over the
term of the loan. See Pengo, 962 F.2d at
546. The Make-Whole Amount is distin-
guishable from interest because it does not
accrue over time. Second, while “[n]othing
about the nature of liquidated damages
necessarily excludes interest,” Doctors
Hospital fails to explain how this Make-
Whole Amount could be considered inter-
est. See Doctors Hosp., 508 B.R. at 706.
Beyond the false parallel between make-
wholes and OID as one-time charges, Doc-
tors Hospital provides no persuasive ex-
planation why make-wholes “serve the
purpose of interest in economic reality.”
Id. at 705. The law in this circuit is that
§ 502(b)(2) disallows amounts seeking the
economic equivalent of unmatured interest.
The Make-Whole Amount does not com-
pensate for the use or forbearance of mon-
ey, and it does not accrue over time. It is
not the economic equivalent of unmatured
interest.

Ultra argues that the Make-Whole
Amount merely compensates the Note
Claimants for a portion of the unmatured
interest owed on the petition date. In Ul-
tra’s view, the Note Claimants were owed
a certain amount of unmatured interest
under the Notes as of the petition date,
and the Make-Whole Amount is equivalent
to a slice of that unmatured pie. Therefore,
according to Ultra, the Make-Whole
Amount must be disallowed. Section
502(b)(2) disallows a claim “to the extent
that” it is for unmatured interest. Ultra is
correct that any claim for unmatured in-
terest must be disallowed, whether that
claim represents the full amount of unma-
tured interest owed under nonbankruptcy
law or only a portion thereof. However, the

Fifth Circuit noted that when analyzing
whether a make-whole is unmatured inter-
est, “much depends on the dynamics of the
individual case. Ultra, 943 F.3d at 765.
Resolution of those dynamics requires con-
sideration of “multifarious, fleeting, spe-
cial, narrow facts that utterly resist gener-
alization.” U.S. Bank Nat'l Assn ex rel.
CWCapital Asset Mgmt. LLC v. Vill. at
Lakeridge, LLC, — U.S. ——, 138 S. Ct.
960, 968 n.6, 200 L.Ed.2d 218 (2018); see
Ultra, 943 F.3d at 765. Ultra’s view over-
simplifies the Make-Whole Amount and
fails to engage with the economic reality
that the Make-Whole Amount does not
compensate the Note Claimants for the
use or forbearance of money.

As discussed, the Make-Whole Amount
compensates the Note Claimants for dam-
ages based on the prepayment or accelera-
tion of the Notes. Absent the Make-Whole,
if Ultra prepaid the Notes, the Note
Claimants would be deprived of the inter-
est expected to accrue between the date of
prepayment and the original maturity date
of the Notes. That amount would undoubt-
edly be unmatured interest. It also equals
the maximum amount of compensable
damages under the Make-Whole. Ultra be-
lieves that fact leads to the conclusion that
the Make-Whole Amount is the economic
equivalent of unmatured interest. That
conclusion is incorrect.

The Make-Whole Amount does not be-
come the economic equivalent of unma-
tured interest merely because the Make-
Whole formula references interest rates.
The differential between the contractual
interest rate and the reinvestment interest
rate is the logical measure of a notehold-
er’s damages. Courts recognize that refer-
ence to an interest rate differential does
not transform a make-whole into unma-
tured interest. See In re Sch. Specialty,
Inc.,, No. 13-10125 (KJC), 2013 WL
1838513, at *4 (Bankr. D. Del. Apr. 22,
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2013) (allowing claim for make whole “cal-
culated by discounting future interest pay-
ments using an interest rate tied to Trea-
sury Note performance”).

It is neither surprising nor dispositive
that the high-water mark of damages a
lender may suffer when a loan is paid off
ahead of schedule is equal to the expected
interest lost. From a lender’s perspective,
interest is the benefit of the bargain. How-
ever, contrary to Ultra’s argument, the
Make-Whole formula does not provide the
Note Claimants with a portion of the full
amount owed for the use or forbearance of
the Note Claimants’ money. Rather, the
Make-Whole builds the upper limit of un-
matured interest into a formula designed
to compensate the Note Claimants for ac-
tual damages. The Make-Whole does not
give the Note Claimants a slice of the
unmatured interest pie. Unmatured inter-
est is merely an ingredient in the liqui-
dated damage pie.

The Make-Whole formula is also not an
example of clever attorneys drafting
around the provisions of § 502. The Make-
Whole measures the Note Claimants po-
tential economic loss based on the remain-
ing principal at the time of acceleration
and a comparison between the interest
rates under the Notes and available rein-
vestment rates. The resulting Make-Whole
Amount is not a cost for the use or for-
bearance of the Noteholders’ money, which
had not yet accrued on the petition date.
Nor is it the economic equivalent of that
amount. It is a principled economic estima-
tion of the damages suffered by the Note
Claimants after Ultra defaulted on the
Notes.

Ultra advances a theory where the eco-
nomic equivalent of unmatured interest
equates to anything Ultra believes is simi-
lar to unmatured interest. The parameters
of Ultra’s broad view of an economic equiv-
alent are uncertain. What is certain is that

Congress disallowed claims for “unma-
tured interest” in bankruptey. 11 U.S.C.
§ 502(b)(2). Just as a federal court cannot
narrow the scope of § 502(b)(2) by allowing
some forms of unmatured interest, a court
cannot widen the scope by disallowing
claims that are not for unmatured interest.
Pengo teaches that unmatured interest is
determined based on economic reality, not
by contractual labels. 962 F.2d at 546
(“For OID constitutes a ‘method of provid-
ing for and collecting what in economic
fact is interest to be paid to compensate
for the delay and risk involved in the
ultimate repayment of monies loaned.””).
Despite this, Ultra reads Pengo as expand-
ing § 502(b)(2) to disallow unmatured in-
terest and other amounts that (in its view)
seem similar to unmatured interest. (See
ECF No. 1860 at 10 (arguing unmatured
interest includes “its economic substi-
tutes”)). Yet, Congress was clear that
§ 502(b)(2) disallows only unmatured inter-
est.

Ultra resists defining unmatured inter-
est because “much depends on the dynam-
ics on the individual case.” (ECF No. 1860
at 7 (quoting Ultra, 943 F.3d at 765)).
Ultra argues that because “[t]he Make-
Whole Amount was expressly intended to
serve as an economic substitute for the
Creditors’ expected future interest pay-
ments,” the Make-Whole Amount is the
economic equivalent of unmatured interest.
(ECF No. 1860 at 11 (emphasis added)).
However, without a workable definition of
unmatured interest, it is impossible to de-
termine whether a make-whole is the eco-
nomic equivalent of unmatured interest.

Notably, Ultra frequently stressed that
Pengo disallows claims for the economic
equivalent of unmatured interest. Yet, at
various points in its briefing, Ultra’s read-
ing of Pengo shifts. At times, Ultra sug-
gests that Pengo disallows claims for the
economic substitute of unmatured interest.
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(E.g., ECF No. 1860 at 10 (“In short, the
critical lesson of Pengo is that ‘unmatured
interest’ under § 502(b)(2) must be defined
to include not only amounts traditionally
labeled as ‘interest,” but also amounts that
represent an economic substitute for tradi-
tional interest.”); ECF No. 1834 at 16
(“I'TThe Make-Whole Amount in the MNPA
was expressly designed to serve as an
economic substitute for unmatured interest
....7). An equivalent and a substitute are
not, for lack of a better word, equivalent.

The reason for this subtle shift in termi-
nology is clear: the Make-Whole Amount
cannot be categorized as the equivalent of
interest. The Make-Whole Amount does
not compensate the Note Claimants for the
use or forbearance of their money. It is not
interest and it is not the economic equiva-
lent of interest. Ultra attempts to avoid
this issue by framing Pengo as disallowing
substitutes for unmatured interest. Wheth-
er or not the Make-Whole Amount is a
“substitute” for unmatured interest, Pengo
says nothing about substitutes. Pengo dis-
allows equivalents because an equivalent to
unmatured interest is economically identi-
cal to unmatured interest. That is what
Congress chose to disallow. A substitute is
not an equivalent. When a restaurant diner
substitutes a $10.00 slice of salmon for
$10.00 of chopped grilled chicken on a
Caesar salad, it is not because salmon and
grilled chicken (even at the equivalent
price) are the same. She does so because
they are different. Section 502(b)(2) disal-
lows claims for unmatured interest, not
amounts that parties contract to pay in-
stead of interest. The Make-Whole

3. Because the Make-Whole Amount is allowed
under § 502 of the Bankruptcy Code, the
Court does not decide whether the solvent-
debtor exception also permits recovery of the
Make-Whole Amount. While the solvent-debt-
or exception is rooted in a court’s duty to
enforce creditors’ contractual rights, the ex-

Amount is allowed under § 502 of the
Bankruptey Code.

b. The Solvent-Debtor Exception

[171 The second question before the
Court is whether the “solvent-debtor ex-
ception” survived the enactment of the
Bankruptey Code, and if so, whether the
exception entitles the Class 4 Creditors to
post-petition interest at the MNPA and
RCF default rates.® The answer to both
questions is yes. The parties agree that
Ultra was “massively solvent” at confirma-
tion, and that the Class 4 Claimants are
entitled to receive some amount of post-
petition interest. Ultra argues that post-
petition interest should be limited to the
federal judgment rate. However, “absent
compelling equitable considerations, when
a debtor is solvent, it is the role of the
bankruptey court to enforce the creditors’
contractual rights.” In re Dow Corning
Corp., 456 F.3d 668, 679 (6th Cir. 2006).
For the reasons that follow, this Court
upholds the Class 4 Claimants’ contractual
rights.

1. The Historical Basis of the Solvent-
Debtor Exception

[18] Under § 502(b)(2), interest as part
of a claim ceases to accrue upon the filing
of a bankruptcy petition. However, in some
circumstances, creditors may demand post-
petition interest on their claims. See 11
U.S.C. § 506. Historically, one such cir-
cumstance allowed unsecured creditors of
a solvent debtor to receive post-petition
interest on their claims.

Courts have heard disputes between sol-
vent debtors and their creditors over the

ception has traditionally been utilized only to
award post-petition interest. Because the
Make-Whole Amount is not interest, it is un-
clear whether the solvent-debtor exception
provides an alternative basis for the Note
Claimants to recover the Make-Whole
Amount.
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right to post-petition interest for nearly
three hundred years. Over the centuries,
courts developed a solvent-debtor excep-
tion to the general bankruptcy rule that
interest stops accruing on the petition
date. The rationale for the exception is as
obvious as it is uncontroversial: an individ-
ual with the means to pay his debts in full
should be required to do so. See Johnson
v. Norris, 190 F. 459, 466 (5th Cir. 1911)
(“The bankrupts should pay their debts in
full, principal and interest to the time of
payment, whenever the assets of their es-
tates are sufficient.” (emphasis added)).

The solvent-debtor exception, rooted in
English bankruptcy law, long predates the
Bankruptey Code. Lorde Chancellor Hard-
wicke first recognized the exception in
Bromley v. Goodere, (1743) 1 Atkyns 75.
There, certain creditors held notes with an
entitlement to interest. Following a thirty-
year bankruptcy proceeding, a surplus re-
mained after the creditors were paid the
full principal of the notes, as well as con-
tractual interest up to the date of the
bankruptey. Id. at 79. Lord Chancellor
Hardwicke held that, due to the surplus
assets, the creditors were entitled to re-
cover post-bankruptcy interest before any
distribution could be made to the debtor’s
heirs. Id. Subsequent English cases
adopted this solvent-debtor exception. E.g.,
Ex parte Mills, 2 Vesey, Jr., 295; Ex parte
Clarke, 4 Vesey, Jr., 676.

Congress exercised its Constitutional
power to adopt uniform bankruptey law in
1898, when it passed the Bankruptcy Act.*
U.S. Const. Art. 1. § 8, cl. 4; Bankruptey
Act of 1898, ch. 541, 30 Stat. 544. Inter-
preting the Bankruptcy Act, the Supreme
Court “naturally assume[d] that the funda-
mental principles upon which [England’s

4. Prior to passage of the Bankruptcy Act of
1898, Congress passed three short-lived bank-
ruptcy statutes: The Bankruptcy Act of 1800,
the Bankruptcy Act of 1841, and the Bank-

bankruptey system] was administered
were adopted by [the United States] when
we copied th[at] system.” Sexton v. Drey-
fus, 219 U.S. 339, 344, 31 S.Ct. 256, 55
L.Ed. 244 (1911). One fundamental princi-
ple of English bankruptcy adopted in the
Bankruptey Act was the suspension of in-
terest accrual as of the petition date. City
of New York v. Saper, 336 U.S. 328, 330-
31, 69 S.Ct. 554, 93 L.Ed. 710 (1949); see
also Dreyfus, 219 U.S. at 344, 31 S.Ct. 256
(stating “[n]o one doubts interest on unse-
cured debt stops” accruing on the petition
date).

The Bankruptecy Act expressly disal-
lowed unmatured interest as part of a
claim. Section 63 of the Bankruptcy Act
dealt with claims allowance, and provided:

Debts of the bankrupt may be proved
and allowed against his estate which are
founded upon (1) a fixed liability ...
owing at the time of the filing of the
petition by or against him, whether then
payable or not, with any interest there-
on which would have been recoverable at
that date ... (5) provable debts reduced
to judgments after the filing of the peti-
tion ... less costs incurred and interest
accrued after the filing of the petition
and up to the time of the entry of such
judgments.

Bankruptey Act of 1938, ch. 575, § 63, 52
Stat. 840 (repealed) (emphasis added). Sec-
tion 63 disallowed post-petition on both
secured and unsecured claims. See id.; In
re Al Copeland Enters., Inc., 133 B.R. 837,
840 (Bankr. W.D. Tex. 1991).

Despite that fundamental principle, the
solvent-debtor exception entitled creditors
of a solvent debtor to recover post-petition
interest. Courts consistently applied the
solvent-debtor exception under the Bank-

ruptcy Act of 1867. Those Acts were repealed
after three, two, and eleven years, respective-

ly.
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ruptey Act. Am. Iron & Steel Mfg. Co. v.
Seaboard Air Line Ry., 233 U.S. 261, 266-
67, 34 S.Ct. 502, 58 L.Ed. 949 (1914)
(“Even in bankruptey ... it has been held,
in the rare instances where the assets
ultimately proved sufficient for the pur-
pose, that creditors were entitled to inter-
est accruing after adjudication.”); see also
Sword Line, Inc. v. Indus. Comm’r of
NY, 212 F.2d 865, 870 (2d Cir. 1954)
(“[TInterest ceases upon bankruptey in the
general and usual instances noted and un-
less the bankruptcy bar proves eventually
nonexistent by reason of the actual solven-
cy of the debtor.”).

The Bankruptey Act’s treatment of un-
matured interest was nearly identical to
§ 502(b)(2). Prior to Congresses’ adoption
of the Bankruptey Code, courts understood
that “in the case of a solvent bankrupt the
bankruptey court should be guided by the
contract between the bankrupt and its
creditors rather than by the distinet princi-
ples of equity jurisprudence.” In re Chica-
go, Milwaukee, St. Paul & Pac. R.R. Co.,
791 F.2d 524, 531 (7th Cir. 1986).

In Johnson v. Norris, the Fifth Circuit
squarely held that creditors of a solvent
debtor may recover post-petition interest,
notwithstanding the plain text of § 63 of
the Bankruptcy Act. 190 F. at 460 (“The
rule in bankruptcy for the computation of
interest on claims to the date of filing the
petition has no application to a solvent
estate.” (emphasis added)). The trustee in
Norris had $88,432 on hand after paying
all creditors in full, including pre-petition
interest. Id. at 461. The debtors contended
that the creditors were “entitled to collect
only the principal of their claims and inter-
est to the date of the filing of the voluntary
petition, and that therefore the entire sur-
plus should be returned to the bankrupts.”
Id.

The Fifth Circuit noted that in a typical
case there is no dispute that § 63 disallows

postpetition interest. Id. (“Ordinarily no
question as to subsequently accruing inter-
est can arise, for it is a very rare occur-
rence that a surplus is left after paying the
principal and interest to the date of the
filing of the petition.”). However, that gen-
eral rule promoted equitable distribution
of limited assets, a consideration that was
inapplicable to a solvent estate. Id. at 462
(“It was not intended to be applied to a
solvent estate. It was not in the contempla-
tion of Congress that a solvent estate
would be settled in the bankruptey
courts.”). Thus, the Fifth Circuit applied
the solvent-debtor exception and held that
“[wlhether we are governed by the appar-
ent intention of Congress as shown by the
general purpose of the bankruptey law, or
by the general principles of equity, the
result would be the same. The bankrupts
should pay their debts in full, principal and
interest to the time of payment, whenever
the assets of the estate are sufficient.” Id.
at 466.

Multiple circuit courts followed Norris’
lead. E.g., Littleton v. Kincaid, 179 F.2d
848, 852 (4th Cir. 1950) (“Ordinarily inter-
est on claims against a bankrupt estate
runs to the filing of the petition in bank-
ruptey ... [pursuant to] Section 63 ....
[But] when [solvency] ... occurs interest
is payable out of this surplus to the date of
payment.” (citations omitted)); Brown ov.
Leo, 34 F.2d 127, 127 (2d Cir. 1929) (“[TThe
time when interest stops ... has already
been fixed as a matter of law as the date of
the filing of the petition .... But this
estate will be solvent, and neither the rule
nor the reason for stopping interest at the
date of the filing of the petition applies to
an estate which turns out to be solvent.”
(citations omitted)). Some courts went fur-
ther and held that there is an obligation to
enforce the solvent-debtor exception in
cases where a claim included a contractual
right to post-petition interest. See Ruskin
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v. Griffiths, 269 F.2d 827, 832 (2d Cir.
1959) (“[W]here there is no showing that
the creditor entitled to the increased inter-
est caused any unjust delay in the proceed-
ings, it seems to us the opposite of equity
to allow the debtor to escape the express-
ly-bargained-for” contractual interest pro-
vision); In re Int’l Hydro-Elec. Sys., 101 F.
Supp. 222, 225 (D. Mass. 1951) (“Fairness
requires that the debenture holders who
were compelled to wait for their interest
payments should receive the compensation
which the indenture provided they should
be paid in such an eventuality.”).

2. Adoption of the Bankruptcy Code
did not Abrogate the Solvent-Debtor
FException

There is no doubt that courts recognized
a solvent-debtor exception to § 63 of the
Bankruptcy Act. When Congress enacted
the Bankruptcy Code, Congress confirmed
that section 502(b)(2) incorporated the
principle that “interest stops accruing at
the date of the filing of the petition.” S.
Rep. No. 95-989, at 63 (1978), reprinted in
1978 U.S.C.C.A.N. 5963, at 6309. In fact,
§ 502(b)(2) is “closely analogous” to § 63 of
the Bankruptey Act. In re Dow Corning
Corp., 244 B.R. 678, 684 (Bankr. E.D.
Mich. 1999). The primary change from pre-
Code practice was the adoption of § 506(b),
which allows over-secured creditors to re-
cover postpetition interest up to the value
of the collateral in all cases. Rake v. Wade,
508 U.S. 464, 471, 113 S.Ct. 2187, 124
L.Ed.2d 424 (1993). Absent clear Congres-
sional intent, provisions of the Bankruptcy
Code did not abrogate universally recog-
nized legal principles under the Bankrupt-
cy Act. E.g., Gladstone v. U.S. Bancorp,
811 F.3d 1133, 1139-40 (9th Cir. 2016).
Nothing in the legislative history of the
Bankruptcy Code or § 502(b)(2) suggests
that Congress intended to defang the sol-
vent-debtor exception.

Parsing legislative history is always a
murky business. However, if Congress in-
tended to abandon the universal principle
that a capable individual must fully repay
his debts, Congressional silence on the is-
sue would be curious. The Supreme Court
has made clear that it “will not read the
Bankruptey Code to erode past bankrupt-
cy practice absent a clear indication that
Congress intended such a departure.” Co-
hen v. de la Cruz, 523 U.S. 213, 221, 118
S.Ct. 1212, 140 L.Ed.2d 341 (1998); see
also Midlantic Nat'l Bank v. N.J. Dep’t of
Envtl. Prot., 474 U.S. 494, 501, 106 S.Ct.
755, 88 L.Ed.2d 859 (1986) (“The normal
rule of statutory construction is that if
Congress intends for legislation to change
the interpretation of a judicially created
concept, it makes that intent specific.”).
Congress gave no indication that it intend-
ed to erode the solvent debtor exception.

Equitable considerations support the
solvent-debtor exception. Limiting claims
to prepetition interest is of overwhelming
consequence when creditors must share a
limited pool of assets, but that limitation is
without cause when the debtor can afford
to pay all of its debts. UPS Cap. Bus.
Credit v. Gencarelli (In re Gencarelli), 501
F.3d 1, 7 (Ist Cir. 2007); In re Chemtura
Corp., 439 B.R. 561, 605 (Bankr. S.D.N.Y.
2010) (“With a solvent debtor, issues as to
fairness amongst creditors, in sharing a
limited pie, no longer apply.”). Instead,
when the debtor is solvent, the equitable
tug exists between unsecured -creditors
and the debtor’s equity holders. The sol-
vent-debtor exception ensures that the
debtor does not receive a windfall at the
expense of its creditors. See In re Carter,
220 B.R. 411, 416-17 (Bankr. D.N.M. 1998)
(“[T]f the Court were to modify the origi-
nally contracted for [default] interest rate

.., it would result in a windfall to the
Debtor ... at the [creditors’] expense.”).
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Norris recognized that rationale over
one hundred years ago, and it remains
persuasive to this day. Nothing in the
legislative history surrounding the adop-
tion of the Bankruptcy Code suggests
that Congress intended to eliminate the
solvent-debtor exception. This may be un-
surprising given the Norris court’s recog-
nition that bankruptcy law “was not in-
tended to be applied to a solvent estate.
It was not in the contemplation of Con-
gress that a solvent estate would be set-
tled in the bankruptey courts.” 190 F. at
462. That observation applies as persua-
sively to Congresses’ deliberation of the
Bankruptecy Code as it did to delibera-
tions of the Bankruptey Act. There is no
reason why Congress would allow solvent
debtors to wield bankruptcy as a sword
to slash valid debts. The solvent-debtor
exception was “sufficiently widespread
and well recognized” under the Bank-
ruptey Act to survive adoption of the
Bankruptey Code, absent a clear legisla-
tive intent to the contrary. See Hartford
Underwriters Ins. Co. v. Union Planters
Bank, N.A., 530 U.S. 1, 10, 120 S.Ct.
1942, 147 L.Ed.2d 1 (2000). No such in-
tent was present when Congress passed
the Bankruptcy Code. Elimination of the
solvent-debtor exception would allow sol-
vent debtors to realize windfalls by virtue
of bankruptcy, while reneging on valid
contractual debt. Id. Neither legal, equi-
table, or contractual principles favor such
an outcome.

Numerous courts recognize that the sol-
vent-debtor exception survived enactment
of the Bankruptcy Code. See, e.g., In re
Gencarelli, 501 F.3d at 7 (“[T]he equities
strongly favor holding the [solvent] debtor
to his contractual obligations as long as
those obligations are legally enforceable
under applicable nonbankruptcy law.”); In
re Dow Corning Corp., 456 F.3d 668, 679
(6th Cir. 2006) (holding solvent debtor
must pay post-petition interest and re-

manding to determine whether contractual
default rate or contractual non-default rate
applied); In re Schoeneberg, 156 B.R. 963,
972 (Bankr. W.D. Tex. 1993) (in a solvent
debtor case the “weight of prior case law

. convinces this Court that, when there
was a prepetition contract between the
parties that provided for interest, it is that
contract rate which should be applied”); In
re Beck, 128 B.R. 571, 573 (Bankr. E.D.
Okla. 1991) (“The scale balancing the equi-
ties ... is overwhelmingly tilted toward
restoring the creditor to as near a position
as the creditor would have occupied absent
bankruptey before benefitting the Debtors
with surplus funds.”).

Legislative history after the adoption of
the Bankruptcy Code also shows that the
solvent-debtor exception enjoys continued
vitality. The history of § 1124 of the Bank-
ruptcy Code indicates that Congress in-
tended that a solvent debtor’s creditors
should receive post-petition interest. Sec-
tion 1124 sets out the conditions that must
be satisfied for a class of claims to be
unimpaired in a chapter 11 plan. Before
1994, § 1124(3) stated that a claim was
unimpaired where “the holder of such
claim ... receive[d] ... cash equal to ...
the allowed amount of such claim.” 11
U.S.C. § 1124(3) (1988). Congress removed
that provision in direct response to a bank-
ruptey court’s decision in In re New Valley
Corp., 168 B.R. 73 (Bankr. D.N.J. 1994).

In New Valley, the court confirmed a
solvent debtor’s chapter 11 plan. The plan
left a class of unsecured creditors unim-
paired, despite limiting the class’ claims to
prepetition interest while providing a re-
covery to a junior class. The debtor’s ar-
gued that because § 1124(3) only required
that unimpaired creditors receive the al-
lowed amount of their claims, paying post-
petition interest was not necessary. The
bankruptey court agreed and confirmed
the plan.
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Congress quickly rejected that result by
removing § 1124(3) from the Bankruptcy
Code. The House Reporter states that:

The principal change in this section ...

relates to the award of postpetition in-

terest. In a recent Bankruptcy Court
decision in New Valley, unsecured credi-
tors were denied the right to receive
postpetition interest on their allowed
claims even though the debtor was liqui-
dation and reorganization solvent. The

New Valley decision applied section

1124(3) of the Bankruptey Code literally

by asserting ... that a class that is paid

the allowed amount of its claims in cash
on the effective date of a plan is unim-
paired under section 1124(3), therefore
is not entitled to vote, and is not entitled
to receive postpetition interest .... In
order to preclude this unfarr result in
the future, the Committee finds it appro-
priate to delete section 1124(3) from the
Bankruptcy Code.

H.R. Rep No. 103-835, at 47-48 (1994),
reprinted in 1994 U.S.C.C.A.N. 3340. The
repeal of § 1124(3) illustrates that, by
adopting the Bankruptcy Code, Congress
did not intend to eliminate the solvent-
debtor exception. The principle that unse-
cured creditors of a solvent debtor are
entitled to post-petition interest continues
to exist under the Bankruptcy Code. Con-
gress expressly recognized that the
amendment after New Valley was meant
to “preclude” the “unfair result” of depriv-
ing such creditors of post-petition interest
“in the future.” Id.

The Class 4 Claimants here find them-
selves in an identical situation as the credi-
tors in New Valley. Depriving the Class 4
Claimants of their bargained for interest
would allow Ultra’s equity holders to real-
ize an unjust windfall. Congress did not
intend such a result. Moreover, depriving
the Class 4 Claimants of post-petition in-
terest would run counter to a “monolithic

mountain of authority,” developed over
nearly three hundred years in both En-
glish and American courts, holding that a
solvent debtor must make its creditors
whole. See Ultra, 943 F.3d at 760. Con-
gresses’ amendment to the Bankruptcy
Code after the New Valley decision sup-
ports the conclusion that the solvent-debt-
or exception remains.

3. The Solvent-Debtor Exception is not
Rooted in § 105(a)

This review of competing statutes, legis-
lative history, amendments to the Code,
and case law may appear both sprawling
and technical. These are the tools available
to interpret the Bankruptcy Code. The
task is delicate. The mechanics of the sol-
vent-debtor exception and the precise
manner of its incorporation into the Bank-
ruptey Code is similarly nuanced. Howev-
er, it is crucial to remember that the ex-
ception’s reason for existence is plain: a
“fortunate” debtor must repay its credi-
tors.

[19,20] While the solvent-debtor ex-
ception survives, it must be applied within
the parameters of the Bankruptcy Code.
See Gencarelli, 501 F.3d at 7. A bankrupt-
¢y court is undoubtedly forbidden from
exercising equitable powers “in contraven-
tion of the Code.” Law v. Siegel, 571 U.S.
415, 423, 134 S.Ct. 1188, 188 L.Ed.2d 146
(2014); see 11 U.S.C. § 105(a). Any expla-
nation of the exception as a gloss to
§ 502(b)(2), allowing unmatured interest as
part of a claim, is foreclosed by Law v.
Siegel. Such an understanding plainly con-
travenes the Bankruptcy Code. Thus, the
Court must look to other provisions of the
Bankruptcy Code to understand the sol-
vent-debtor exception’s operation.

This Court is mindful of the Supreme
Court’s admonishment of bankruptey
courts using roving equity to disregard
provisions of the Bankruptcy Code. Id.
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However, the Fifth Circuit has “cau-
tion[ed] against an overly literal interpre-
tation of the Bankruptcy Code,” instead
encouraging interpretations based on
“careful review of the statutory language,
legislative history, and public policy con-
siderations ....” CompuAdd Corp. v. Tex.
Instruments Inc. (In re CompuAdd
Corp.), 137 F.3d 880, 882 (5th Cir. 1998).
Law v. Siegel dealt with a bankruptcy
court’s use of its equitable powers to re-
write the Code based on what that court
thought was fair. 571 U.S. at 423, 134 S.Ct.
1188. The solvent-debtor exception, while
equitable in nature, does not lend itself to
whimsical application by courts. It is trig-
gered when one concrete fact exists: the
estate’s assets exceed its liabilities. Its ap-
plication is similarly straightforward: cred-
itors are paid the postpetition interest to
which they are legally or contractually en-
titled.

4. The Best Interest of Creditors Test
is not the Source of the Exception

Ultra suggests that Congress codified
some aspects of the solvent-debtor excep-
tion in § 1129(a)(7) of the Bankruptcy
Code, but that suggestion lacks merit. Ul-
tra’s vision of the solvent-debtor exception
under the Bankruptcy Code is that unim-
paired creditors are simply entitled to the
same post-petition interest as impaired
creditors. There is neither a textual nor
historical basis for that assertion.

Section 1129(a)(7), commonly known as
the best interest of creditors test, prohibits
confirmation of a chapter 11 plan if a
dissenting impaired class would receive
less than it would in a chapter 7 liqui-
dation. Because an unsecured creditor in
chapter 7 is entitled to receive postpetition
“Interest at the legal rate” before funds
may be distributed to the debtor, Ultra
argues that Congress incorporated the sol-
vent-debtor exception into the best inter-

est of creditors test. See 11 U.S.C.
§ 726(a)(5).

One problem with Ultra’s argument is
that the best interest of creditors test al-
ready existed in the Bankruptcy Act. Sec-
tion 366(2) of the Bankruptey Act provided
that “[t]he court shall confirm an arrange-
ment if satisfied that ... it is for the best
interests of the creditors.” Bankruptey Act
of 1938, ch. 575, § 366, 52 Stat. 840, 911.
Section 366(2) was “broadly interpreted to
require a comparison between what credi-
tors would receive under the composition
offer and what they would receive in liqui-
dation of the estate. Where the composi-
tion offer would pay creditors considerably
less than they might reasonably expect to
realize in liquidation, the composition ...
was not for the best interest of creditors.”
In re Gilchrist Co., 410 F. Supp. 1070,
1074 n.2 (E.D. Pa. 1976) (citations omit-
ted).

Section 1129(a)(7) of the Bankruptcy
Code restates the test found in § 366 of the
Bankruptey Act. See In re SM 104 Litd.,
160 B.R. 202, 219 (Bankr. S.D. Fla. 1993)
(“Section 1129(a)(7) sets out the financial
minimum that assenting creditors in an
assenting class can impose on dissenting
creditors within that class. This minimum
was drawn from the best interests test
that came to the Bankruptcy Code from
the old [Bankruptey Act].”).

Again, the solvent-debtor exception was
widely recognized under the Bankruptcy
Act. The best interest of creditors test also
existed under the Bankruptcy Act. Section
502(b)(2) and § 1129(a)(7) of the Bankrupt-
cy Code closely mirror their predecessor
provisions in the Bankruptey Act. Nothing
in the legislative history suggests Con-
gress intended to eliminate the solvent-
debtor exception or that Congress incorpo-
rated it into § 1129(a)(7) of the Bankruptcy
Code. See In re Dow Corning, 244 B.R. at
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684 (citing H.R. Rep. No. 95-595, at 353
a97).

A second problem with Ultra’s argument
is based upon the plain text of the Bank-
ruptcy Code. Section 1129(a)(7) expressly
applies only to impaired creditors in a
cramdown scenario. Nothing in the text of
the Bankruptey Code applies § 1129(a)(7)
to unimpaired creditors. Nor does any pro-
vision of the Bankruptcy Code give unim-
paired creditors a right to interest at the
legal rate under § 726(a)(5). Instead, the
Bankruptey Code is silent regarding an
unimpaired creditor’s right to post-petition
interest.

5. The Fair and Equitable Test is not
the Source of the Exception

The Class 4 Claimants’ argument that
the solvent-debtor exception is rooted in
the fair and equitable test under
§ 1129(b)(1) faces a similar issue as Ultra’s
argument regarding the best interest of
creditors test. Section 1129(b)(1) requires a
plan to be “fair and equitable” before a
court may allow confirmation. 11 U.S.C.
§ 1129(b)(1). “ ‘Fair and equitable’ (a re-
dundant term) should be pictured vertical-
ly, as it ‘regulates priority among classes
of creditors having higher and lower prior-
ities.”” In re Tribune Co., 972 F.3d 228,
232 (3d Cir. 2020) (quoting Markell, A New
Perspective on Unfair Discrimination in
Chapter 11, 72 Am. Bankr. L.J. 227, 228
(1998)). Thus, a plan must be fair and
equitable as between interest holders of
higher and lower priorities. Id.

As with the best interest of creditors
test, the fair and equitable test only ap-
plies “with respect to each class of claims
or interests that is impaired under, and
has not accepted, the plan.” 11 U.S.C.
§ 1129(b)(1). Nothing in the Bankruptcy
Code applies the fair and equitable test to
unimpaired classes of creditors. For that
reason, a bankruptcy court cannot apply

the test to determine whether a plan that
limits or denies post-petition interest to
unimpaired creditors, but awards a recov-
ery to equity holders, is fair and equitable.

6. The Solvent-Debtor Exception Enti-
tles the Class 4 Claimants to Post-
Petition Interest

No single provision of the Bankruptcy
Code explains the solvent-debtor exception
on its own. However, piecing these Bank-
ruptey Code provisions together, the sol-
vent-debtor exception works as follows.
Section 1124 sets out what the Class 4
Claimants are entitled to receive under
Ultra’s plan. Section 1124 requires that the
plan leaves the Claimants’ “legal, equita-
ble, and contractual rights” unaltered. 11
U.S.C. § 1124(1). This encompasses a pano-
ply of rights, derived from a number of
different sources. The starting points are
the MNPA and RCF, without which the
Class 4 Claimants would have no contrac-
tual rights, and thus, no legal or equitable
rights in this bankruptcy case. The MNPA
gives the Note Claimants a contractual
right to the Make-Whole Amount and in-
terest at the default rate. The RCF gives
the RCF Claimants a right to interest at
the default rate. New York law provides
the Class 4 Claimants with a legal right to
those contractual rights. The full amount
of the Make-Whole Amount and interest at
the default rates represent the Class 4
Claimants maximum limit that the plan
would distribute.

Of course, § 502(b)(2) supersedes New
York law and the parties’ contract by re-
stricting the legal right to receive unma-
tured interest in bankruptey. The Fifth
Circuit made clear that any limitation on
the Class 4 Claimants’ claims imposed by
the Bankruptecy Code does not result in
impairment. Ultra, 943 F.3d at 762. In
other words, § 502(b)(2) subtracts unma-
tured interest from the ceiling of recovery
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provided by New York law, the MNPA,
and the RCF. At the very least, the Class
4 Creditors must receive their full allowed
claims in order to be unimpaired.

[21] However, the Class 4 Creditors
possess two important equitable rights as
well. First, they have an equitable right,
based within the Bankruptcy Code, to be
treated better than similarly situated im-
paired creditors. See In re Energy Future
Holdings, 540 B.R. at 119 (quoting In re
PPI Enters. (U.S.), Inc., 324 F.3d 197,
202-203 (3d Cir. 2003)). Impaired creditors
in a solvent chapter 11 must receive at
least their full allowed claim plus interest
at the legal rate. See id. The Bankruptcy
Code is silent as to whether unimpaired
creditors have a right to post-petition in-
terest. This creates ambiguity because eq-
uity dictates that unimpaired creditors be
treated no less favorably than impaired
creditors.

Second, the Class 4 Claimants have an
equitable right to be paid the full amount
they are validly owed before Ultra’s equity
holders receive any recovery. See Norris,
190 F. at 466. This equitable right is the
root of the solvent-debtor exception. In a
typical case, the right vanishes because
other creditors must share a limited pot of
assets. That is not so when the debtor is
solvent. Id. at 462. When the struggle is
between creditors and equity holders, as
opposed to creditors and creditors, the eq-
uitable right is critical.

The Bankruptcy Code’s ambiguity
leaves an unimpaired unsecured creditor’s
right to post-petition interest uncertain.
Because an unimpaired creditor has equi-
table rights to be treated no less favorably
than an impaired creditor and to be paid in
full before the debtor realizes a recovery, a
plan denying post-petition interest in a
solvent debtor case alters the equitable
rights of an unimpaired creditor under
§ 1124(1).

Viewed in this light, the solvent-debtor
exception is not simply a judicial gloss
allowing courts to bypass § 502(b)(2). In-
stead, the exception recognizes that the
equitable prong of § 1124 applies different-
ly when the debtor is solvent. In re Ener-
gy Future Holdings, 540 B.R. at 111 (“The
receipt of post-petition interest, thus, does
not arise as part of the allowed amount of
the claim but, rather, as a requirement to
confirmation.”). The solvent-debtor excep-
tion has existed throughout the history of
bankruptey law and § 1124 provides a
means to implement the exception within
the plan confirmation framework of the
Bankruptcy Code. Because impaired credi-
tors are expressly entitled to post-petition
interest, unimpaired creditors of a solvent
chapter 11 debtor, who must be no worse
off than impaired creditors, should also
receive post-petition interest. Further, be-
cause creditors in a solvent case need not
share limited assets, there is no equitable
reason to deny unimpaired creditors post-
petition interest.

7. The Class 4 Claimants Must Re-
cetve Interest at the Default Rates

[22] The final question is what post-
petition interest rate the Class 4 Claimants
are entitled to receive. The Claimants ar-
gue that they must be paid interest at the
MNPA and RCF default rates. On the
other hand, Ultra believes the Claimants
must be limited to interest at the federal
judgment rate. Courts are split as to
whether the reference to interest “at the
legal rate” under § 726(a)(7) means the
federal judgment rate or a contractual
rate. Compare In re Cardelucci, 285 F.3d
1231 (9th Cir. 2002), with In re Carter, 220
B.R. 411 (Bankr. D.N.M. 1998).

[23] The Court need not pin down the
meaning of the “legal rate” at this time
because the Class 4 Claimants have a right
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to receive interest at the contractual de-
fault rates even if interest “at the legal”
rate means the federal judgment rate. As
discussed, the Class 4 Claimants’ right to
post-petition interest is based on two key
equitable rights. First, the right to receive
no less favorable treatment than impaired
creditors. And second, the right to have
their contractual rights fully enforced. See
In re Dow Corning, 456 F.3d at 679
(“When a debtor is solvent, the presump-
tion is that a bankruptcy court’s role is
merely to enforce the contractual rights of
the parties, and the role that equitable
principles play in the allocation of compet-
ing interest is significantly reduced.”).

Assuming that the legal rate under
§ 726(a)(7) is the federal judgment rate,
the Class 4 Claimants may nevertheless
recover interest at the contractual default
rates. If the legal rate is the federal judg-
ment rate, then impaired creditors of a
solvent chapter 11 debtor must receive
interest at least at the federal judgment
rate. The Court cannot adopt a reading of
the Bankruptcy Code which places im-
paired creditors in a more advantageous
position than unimpaired creditors. If the
Class 4 Creditors are limited to the federal
judgment rate, they are worse off than if
they were impaired under Ultra’s plan.
This is because even though the Class 4
Creditors would receive identical interest
as a hypothetical impaired class, as an
unimpaired class the Claimants were de-
prived of the right to vote for or against
the plan.

Additionally, limiting the Class 4 Claim-
ants to interest at the federal judgment
rate contravenes the purpose of the sol-
vent-debtor exception. The underlying pur-
pose of the exception, recognized for near-
ly three hundred years, is that a debtor
must repay its debts in full when it has the
means to do so. This means that when a
debtor is solvent, “a bankruptcy court’s

role is merely to enforce the contractual
rights of the parties.” In re Dow Corning,
456 F.3d at 679. Limiting post-petition in-
terest to the federal judgment rate would
not enforce the contractual rights of the
parties in this case. Instead, it would cur-
tail the Class 4 Claimants’ recovery, while
allowing Ultra and its equity holders to
escape bankruptey with a windfall.

The solvent-debtor exception is based on
the critical public policy consideration that
a debtor cannot walk away from bankrupt-
cy with a windfall while creditors walk
away with depleted pockets. This Court
will not upset three hundred years of es-
tablished law. The Class 4 Claimants are
entitled to post-petition interest at the
MNPA and RCF default rates.

CONCLUSION

The Court will issue an order consistent
with this Memorandum Opinion.

w
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State of WISCONSIN, Appellant,
v.

Brian A HANSEN, Amie R
Hansen, Appellees.

Case No. 17-¢v-1635-bhl

United States District Court,
E.D. Wisconsin.

Signed 01/08/2021

Background: In individual Chapter 11
cases of couple who were “responsible
persons” of company that failed to main-
tain workers’ compensation insurance
coverage for its employees, the State of
Wisconsin Department of Workforce De-
velopment (DWD) moved for injunctive
relief from provisions of debtors’ con-
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IN RE: The HERTZ CORP.,
et al., Debtors.

Wells Fargo Bank, N.A., as Indenture
Trustee, Plaintiffs,

and

US Bank, as Indenture Trustee,
Intervenor-Plaintiff,

V.
The Hertz Corp., et al., Defendants.

Case No. 20-11218 (MFW)
Jointly Administered
Adv. No. 21-50995 (MFW)

United States Bankruptey Court,
D. Delaware.

Signed December 22, 2021

Background: Indenture trustee brought
adversary complaint on behalf of unse-
cured noteholders, seeking declaratory
judgment that Chapter 11 debtors, which
had issued notes prepetition, were re-
quired to pay redemption premium and/or
postpetition interest allegedly due under
notes. Debtors filed motion to dismiss for
failure to state claim.

Holdings: The Bankruptcy Court, Mary

F. Walrath, J., held that:

(1) whether debtors were required to pay
redemption premium depended on
terms of redemption provision, not ac-
celeration clause;

(2) debtors’ redemption of notes was op-
tional, as required for liability for re-
demption premium;

(3) term “maturity,” as used in redemption
provision, referred to acceleration
caused by bankruptey filing;

(4) notes were redeemed after “maturity,”
so that debtors were not required to
pay redemption premium;

(5) debtors were required to pay premium
for second set of notes for which gov-
erning redemption provision did not
mention “maturity”;

(6) noteholders plausibly alleged that claim
for redemption premium was not eco-
nomic equivalent of unmatured interest
disallowed by Code; and

(7) noteholders were not “impaired” credi-
tors within meaning of Code.

Motion granted in part and denied in part.

1. Bankruptcy 2162

In weighing motion to dismiss for fail-
ure to state claim, bankruptey court should
undergo three-part analysis: first, court
must take note of elements needed for
plaintiff to state claim; second, court must
separate factual and legal elements of
claim, accepting complaint’s well-pled facts
as true and disregarding any legal conclu-
sions; third, court must determine whether
facts alleged are sufficient to show that
plaintiff has plausible claim for relief.
Fed. R. Civ. P. 12(b)(6).

2. Bankruptcy €=2162

In ruling on motion to dismiss for
failure to state claim, bankruptcy court
may consider documents to which com-
plaint refers if they are central to claim

and no party questions their authenticity.
Fed. R. Civ. P. 12(b)(6).

3. Commercial Paper ¢674(1), 687

Chapter 11 debtors’ liability for re-
demption premium purportedly owed to
unsecured noteholders pursuant to terms
of notes that debtors had issued prepeti-
tion depended on terms of redemption pro-
vision rather than on terms of acceleration
clause in notes, which made no mention of
payment of redemption premium upon ac-
celeration even, i.e., filing of bankruptcy
petition.

4. Commercial Paper =687

Chapter 11 debtors’ redemption of
notes it had issued prepetition to unse-
cured noteholders, which redemption was
triggered by acceleration event caused by
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bankruptey filing, was optional, as re-
quired for debtors to be liable for redemp-
tion premium purportedly owed under
terms of notes; even if debtors did not file
for strategic purposes, and even if filing
was brought on by business hardships due
to the COVID-19 pandemic, petition itself
was voluntary, and debtors had option,
once in bankruptey, to reinstate notes.

5. Commercial Paper =687

“Maturity,” as used in redemption
provision of notes that Chapter 11 debtors
had issued prepetition, which required
payment of premium if notes were re-
deemed before maturity, meant accelera-
tion caused by bankruptcy filing; redemp-
tion provision used term “maturity”
standing alone, whereas notes elsewhere
used phrase “stated maturity” to refer to
specific date that notes became due, and
so “maturity,” as used in redemption pro-
vision, had to reference something broad-
er than specific date.

6. Commercial Paper =687

Notes that Chapter 11 debtors had
issued prepetition were redeemed, by vir-
tue of acceleration event triggered by
debtors’ filing of bankruptey petition, after
“maturity” within meaning of redemption
provision, and thus, under terms of provi-
sion, debtors were not liable to unsecured
noteholders for redemption premium; un-
der redemption provision, “maturity” re-
ferred to acceleration event, not specific
date on which obligation under notes be-
came due.

7. Commercial Paper =687

Chapter 11 debtors were liable to
unsecured noteholders for redemption pre-
mium under express terms of redemption
provision in notes that were issued prepet-
ition; provision made no mention of matu-
rity and instead stated that, at any time
prior to specified date on which obligation
became due, notes could be redeemed at

specific redemption price which included
redemption premium.

8. Bankruptcy =2835.1
Commercial Paper &=687

Unsecured noteholders plausibly al-
leged that their claim for redemption pre-
mium, purportedly due under notes that
Chapter 11 debtors had issued prepetition,
was not economically equivalent to unma-
tured interest that would be disallowed
under Bankruptcy Code; noteholders al-
leged that redemption provision was much
less than present value of unmatured in-
terest, and that provision was very favor-
able to debtors since it was tied to trea-
sury rate, not contract rate. 11 U.S.C.A.
§ 502(b)(2).

9. Bankruptcy =2835.1

In deciding whether charge is unma-
tured interest, for purposes of claim allow-
ance, courts look to economic substance of
transaction to determine what counts as
interest. 11 U.S.C.A. § 502(b)(2).

10. Bankruptcy €=3536.1

Claim by unsecured noteholders, for
unmatured interest and/or redemption pre-
mium purportedly due under notes that
Chapter 11 debtors had issued prepetition,
was modified by Bankruptcy Code’s disal-
lowance of claims for unmatured interest,
rather than modified by operation of Chap-
ter 11 plan itself, and thus noteholders
were not “impaired” creditors within
meaning of  Code. 11 US.CA.
§§ 502(b)(2), 1124(1).

11. Bankruptcy €=2836

Both impaired and unimpaired credi-
tor should receive same treatment in event
of solvent Chapter 11 debtor: payment of
allowed claim plus post-petition interest at
federal judgment rate in accordance with
Bankruptcy Code. 11 U.S.C.A.
§§ 726(a)(5), 1129(a)(7).
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12. Bankruptcy €=2125

Bankruptcy court cannot use equita-
ble principles to modify express language
of Bankruptey Code.

Edmon L. Morton, Joseph M. Mulvihill,
Young Conaway Stargatt & Taylor, LLP,
Wilmington, DE, for Plaintiff.

Ricardo Palacio, Esq., Ashby & Geddes,
P. A,, Wilmington, DE, for Defendant.

Michael L. Vild, Cross & Simon LLC,
Wilmington, DE, Richard C. Pedone, Nix-
on Peabody LLP, Boston, MA, Christo-
pher Fong, Nixon Peabody LLP, New
York, NY, for Intervenor-Plaintiff.

Rel. Doecs. 5, 15, 16, 17
MEMORANDUM OPINION'!

Mary F. Walrath, United States
Bankruptey Judge

Before the Court is the Debtors’ Motion
to Dismiss the complaint filed by the In-
denture Trustees, on behalf of the holders
of a series of unsecured notes issued by
the Debtors pre-petition (the “Notehold-
ers”), for recovery of a redemption premi-
um and/or post-petition interest allegedly
due under the Notes. For the reasons stat-
ed below, the Court will grant in part and
deny in part the Debtors’ Motion to Dis-
miss the redemption premium count and
grant the Debtors’ Motion to Dismiss the
post-petition interest count.

I. BACKGROUND

On May 22, 2020, the Hertz Corporation
and its affiliates (collectively “the Debt-

1. The Court is not required to state findings of
fact or conclusions of law pursuant to Rule
7052 of the Federal Rules of Bankruptcy Pro-
cedure. Instead, the facts recited are those
averred in the Complaint, which must be ac-
cepted as true for the purposes of the Motion

ors”) filed voluntary petitions under chap-
ter 11 of the Bankruptcy Code. The filing
was due in large part to the disruption
caused to travel and its business opera-
tions by the Covid-19 pandemic. (D.I. 28
19 3-9.)? After a downsizing of their fleet
and a sale of a non-core part of their
business, the Debtors obtained an offer
from a proposed plan sponsor. After desig-
nating a stalking horse bidder and con-
ducting an auction process, the Debtors
selected a winning bidder and filed the
Second Modified Third Amended Plan of
Reorganization (“the Plan”) to effectuate a
reorganization in accordance with that bid.
(D.I. 5178.) The Plan provided generally
for payment in full in cash on the effective
date to creditors plus post-petition interest
to the effective date at the federal judg-
ment rate or in the amount necessary to
render them unimpaired and a distribution
to shareholders of cash and new warrants
or subscription rights. (Id. at Art. IIL.B.)
The Plan was accepted by the sharehold-
ers. (D.I. 5181.) On June 10, 2021, the
Court confirmed the Plan. (D.I. 5261.) The
Confirmation Order preserved the rights
of the Noteholders to assert entitlement to
a make-whole premium and additional in-
terest and other claims as necessary to
render their claims unimpaired, as well as
the Debtors’ right to object to those
claims. (Id. at 11 26 & 27.) The Plan went
effective on June 30, 2021 (the “Effective
Date”). (D.1. 5477.)

On July 1, 2021, Wells Fargo Bank, N.A.
(“Wells Fargo”), as Indenture Trustee for
a series of unsecured notes issued by the
Debtors pre-petition (the “Senior Notes”),
filed a complaint seeking a declaratory

to Dismiss. Ashcroft v. Igbal, 556 U.S. 662,
678, 129 S.Ct. 1937, 173 L.Ed.2d 868 (2009).

2. References to the docket in this adversary
proceeding are to ‘“Adv. D.I. #” while refer-
ences to the docket in the main case are to
“D.I #.”
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judgment that, in addition to the principal
and pre-petition interest paid to the Senior
Noteholders on the Effective Date (in ex-
cess of $2.7 billion), the Debtors must pay
approximately $272 million consisting of
(1) a make-whole premium due under the
Senior Notes (totaling approximately $147
million) and (2) post-petition interest on
their claims at the contract default rate in
excess of the federal judgment rate (ap-
proximately $125 million). (Adv. D.I. 1 at
Ex. A.) US Bank, N.A. (“US Bank”), as
Indenture Trustee for the 7% Unsecured
Promissory Noteholders, intervened as a
plaintiff seeking relief only on the second
claim. (Adv. D.I. 14.)

On August 2, 2021, the Debtors filed a
Motion to Dismiss both counts for failure
to state a claim. The Motion was fully
briefed and oral argument was held on
November 9, 2021. The matter is ripe for
decision.

II. JURISDICTION

The Court has subject matter jurisdic-
tion over this adversary proceeding. 28
U.S.C. §§ 157, 1334. The Court has the
power to enter a final judgment in this
adversary because it concerns the allow-
ance of claims against the estate. 28 U.S.C.
§ 1572)(A) & (O). Stern v. Marshall, 564
U.S. 462, 499, 131 S.Ct. 2594, 180 L.Ed.2d
475 (2011). In addition, the parties have
consented to entry of a final order by this
Court. (Adv. D.I. 1 at 139, 5 at 112 & 14 at
91 15.) Wellness Intl Network, Ltd. v.
Sharif, 575 U.S. 665, 135 S.Ct. 1932, 191
L.Ed.2d 911 (2015) (holding that even
where Article III concerns would preclude
the bankruptcy court from entering final
judgment over a party’s opposition, a court
may do so if the parties consent).

III. DISCUSSION

A. Standard of Review

A Rule 12(b)(6) motion challenges the
sufficiency of the factual allegations in the

complaint. Kost v. Kozakiewicz, 1 F.3d 176,
183 (3d Cir. 1993). To survive a motion to
dismiss, the complaint must contain suffi-
cient factual matter, accepted as true, “to
state a claim to relief that is plausible on
its face.” Bell Atl. Corp. v. Twombly, 550
U.S. 544, 570, 127 S.Ct. 1955, 167 L.Ed.2d
929 (2007). A claim is facially plausible
when “the plaintiff pleads factual content
that allows the court to draw the reason-
able inference that the defendant is liable
for the misconduct alleged.” Ashcroft v.
Igbal, 556 U.S. 662, 678, 129 S.Ct. 1937,
173 L.Ed.2d 868 (2009) (citing Twombly,
550 U.S. at 556, 127 S.Ct. 1955). The court
must draw all reasonable inferences in fa-

vor of the plaintiff. E.g., Alpizar-Fallas v.
Favero, 908 F.3d 910, 914 (3d Cir. 2018).

[11 In weighing a motion to dismiss,
the court should undergo a three-part
analysis. “First, the court must take note
of the elements needed for a plaintiff to
state a claim.” Santiago v. Warminster
Twp., 629 F.3d 121, 130 (3d Cir. 2010)
(citing Iqbal, 556 U.S. at 675, 129 S.Ct.
1937). Second, the court must separate the
factual and legal elements of the claim,
accepting all of the complaint’s well-pled
facts as true and disregarding any legal
conclusions. Id.; Fowler v. UPMC Shady-
side, 578 F.3d 203, 210 (3d Cir. 2009) (cit-
ing Iqgbal, 556 U.S. at 679, 129 S.Ct. 1937).
Third, the court must determine whether
the facts alleged in the complaint are suffi-
cient to show that the plaintiff has a plau-
sible claim for relief. Santiago, 629 I'.3d at
130.

[2] The Court may consider documents
to which the complaint refers if they are
central to the claim and no party questions
their authenticity. Marder v. Lopez, 450
F.3d 445, 448 (9th Cir. 2006). See also
Chambers v. Time Warner, Inc., 282 F.3d
147, 153 n.3 (2d Cir. 2002).
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B. Redemption Premium

In Count 1 of the Complaint, Wells Far-
go seeks a declaratory judgment that the
Debtors must pay the redemption premi-
um provided in the Senior Notes because
they were redeemed prior to their maturi-
ty.

The Debtors seek to dismiss this count
for failure to state a claim asserting that
(a) no redemption premium is allowed un-
der the express language of the Inden-
tures or (b) the redemption premium is
unmatured interest which must be disal-
lowed under the Bankruptcy Code. Wells
Fargo disputes both of these contentions.

1. Terms of the Indentures?®

a. Acceleration Clause

[3] The Debtors rely initially on sec-
tion 602 of the Indentures which provides
that upon the filing of a bankruptcy peti-
tion the Senior Notes are automatically
accelerated and “the principal of and ac-
crued but unpaid interest on all Outstand-
ing Notes of such series will ipso facto
become immediately due and payable with-
out any declaration or other act on the
part of the Trustee or any Holder.” Be-
cause section 602 does not provide for the
payment of any redemption premium on
acceleration, the Debtors contend that
none is due.

Wells Fargo responds that the Debtors’
argument must be rejected based on con-
trolling Third Circuit precedent. In re En-
ergy Future Holdings Corp., 842 F.3d 247
(3d Cir. 2016) (hereafter “EFH”). In EFH,
Wells Fargo contends, the Third Circuit
considered similar language in acceleration
clauses under New York law ? and conclud-
ed that the issue of whether a redemption
premium was due depended not on the
terms of the acceleration clause, but on the

3. The Indentures and Supplemental Inden-
tures for the Senior Notes contain substantial-
ly identical terms for purposes of the issues at
bar. (Adv. D.I. 5 at Exs. A-H.)

terms of the redemption provision. 842
F.3d at 257-60.

The Debtors seek to distinguish EFH
by noting that the language in the two
series of notes at issue in that case provid-
ed that on acceleration all “outstanding
Notes” were due or all “principal, interest,
and applicable premium” were due. Id. at
254, 257. Therefore, they assert that the
Third Circuit held that the acceleration
clause and the redemption provision were
not in conflict. Id. at 256. In contrast, they
contend that the acceleration clause in this
case, which provides for payment only of
“the principal of and accrued but unpaid
interest,” cannot be read in harmony with
the redemption provision which requires
payment of an additional premium.

The Court finds that argument is a dis-
tinction without significance. While the
Third Circuit rejected the EFH debtor’s
argument that the acceleration and re-
demption provisions in that case were in
conflict, it concluded that the two sections
“simply address different things: § 6.02
causes the maturity of EFHI’s debt to
accelerate on its bankruptcy, and § 3.07
causes a make-whole to become due when
there is an optional redemption before” the
maturity date. Id. The Third Circuit con-
cluded that the redemption provision “is
the only provision that specifically ad-
dresses redemption.” Id. That conclusion
applies to the Senior Notes in this case, as
well. Therefore, the Court concludes that
the acceleration clause in the Indentures is
not the operative provision in determining
whether the redemption premium is due.

b. Redemption Provision

The Debtors argue that, even under the
language of the redemption provision, no

4. The Indentures in this case are also gov-
erned by New York law. (Adv. D.I. 5, Exs. A &
C,§115 Exs. E& G, §113)
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redemption premium is due on the Senior
Notes for several reasons.

i. At the Debtors’ Option

[4] The Debtors argue, initially, that
for any redemption premium to be due, the
redemption must have been “at the [Debt-
ors’] option.” They contend that the Sen-
ior Notes were not redeemed at the Debt-
ors’ option. They assert that they were
forced to file bankruptcy because of the
collapse of their business due to the pan-
demic. The Debtors argue that, upon the
bankruptey filing, the Senior Notes were
automatically accelerated and required to
be paid in full. E.g., In re MPM Silicones,
L.L.C., 874 F.3d 787, 803 (2d Cir. 2017)
(holding that payment was mandated by
acceleration of the notes on the filing of
bankruptey and therefore that payment
was not a voluntary redemption by the
debtor).

Wells Fargo disagrees, arguing that the
MPM case on which the Debtors rely is
contrary to the decision in EFH which is
binding on this Court. It argues that the
Third Circuit in EFH specifically conclud-
ed that the automatic acceleration caused
by a bankruptey filing did not make any
later redemption nonvoluntary. EFH, 842

MPM is to the contrary, it is not the law in
this Circuit. The Third Circuit in EFH
disagreed with the bankruptcy court’s de-
cision which was upheld in MPM and dis-
tinguished the AMR decision (on which the
Second Circuit relied in MPM). 842 F.3d at
258-60 (citing In re AMR Corp., 730 F.3d
88 (2d Cir. 2013)).

The Debtors assert, nonetheless, that
EFH is distinguishable because, unlike the
debtor in that case, they did not file bank-
ruptey in a strategic effort to avoid the
payment of a redemption premium. Id. at
251.8

Wells Fargo disagrees, noting that there
is nothing in EFH requiring an intent to
avoid the make-whole obligation in order
to find that a redemption of notes is volun-
tary. Wells Fargo argues that no court has
held that if an issuer does not have an
intent to avoid the redemption provision,
its action is not voluntary. Instead, Wells
Fargo asserts that the cases which find a
redemption involuntary are predominately
cases where the acceleration was at the
lenders’ option.”

The Court agrees with Wells Fargo. The
EFH Court did not conclude that the vol-

F.3d at 255.

The Court agrees with Wells Fargo. The
Third Circuit in EFH expressly held that
the mere acceleration of notes as a result
of a bankruptey filing does not mean that
the debtor in that case could not be liable
for a redemption premium upon subse-
quently redeeming the notes. Id. Although

5. Adv.D.I. 5, Exs.B, D, F, Hat§ 6.

6. See also Sharon Steel Corp. v. Chase Man-
hattan Bank, N.A,, 691 F.2d 1039, 1053 (2d
Cir. 1982) (enforcing make-whole where debt-
or filed a voluntary plan of liquidation in an
attempt to substitute the buyer for the debtor
as obligor under low interest debentures);
Wilmington Sav. Fund Soc'y v. Cash Am.
Int’l, Inc., No. 15-CV-5027 (JMF), 2016 WL
5092594, at *7 (S.D.N.Y. Sept. 19, 2016) (en-

untariness of the redemption was depen-
dent on a finding that the debtor filed
bankruptey to avoid the obligation to pay
the noteholders a redemption premium.
Instead, the Third Circuit found that the
debtor had filed a voluntary petition in
bankruptey and once in bankruptcy, had
the option to reinstate the notes. EFH, 842

forcing make-whole where issuer breached
indenture in connection with a spin-off).

7. E.g., In re Granite Broad. Corp., 369 B.R.
120, 144 (Bankr. S.D.N.Y. 2007) (citing In re
LHD Realty Corp., 726 F.2d 327, 330 (7th
Cir. 1984)). See also EFH, 842 F.3d at 260
(noting that “by electing to accelerate the
debt, a lender forgoes its right to a stream of
payments in favor of immediate repayment”
and cannot claim a redemption premium).
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F.3d at 255. The other cases cited by the
Debtors are similarly distinguishable.® In
fact, several cases have found a redemp-
tion voluntary even where the issuer acted
in the utmost good faith.”

Finally, the Debtors argue that any op-
tion to reinstate the Senior Notes was
hypothetical at best. They contend that
they could not continue to operate without
filing bankruptcy because they lost over
90% of their revenues as a result of the
pandemic. Further, they argue that they
had no ability to formulate a plan that
reinstated the Senior Notes because they
received no offers that allowed that option.
Rather, the Debtors assert that, once in
bankruptey, they had a fiduciary duty to
accept the highest and best bid they re-
ceived at the auction, which precluded the
reinstatement of the Senior Notes. There-
fore, the Debtors argue that the repay-
ment of the Senior Notes pursuant to the
terms of the Plan was not a redemption
“at the Company’s option” which is neces-
sary to trigger the requirement to pay the
redemption premium.

Wells Fargo argues that the Debtors’
bankruptey filing was a strategie, volun-
tary decision and that the Debtors had
many options for restructuring their obli-
gations once in bankruptey, including spe-
cifically the choice to reinstate the Senior
Notes. 11 U.S.C. § 1124(2). It, therefore,
contends that the Plan which was filed by
the Debtors and ultimately confirmed was

8. E.g., Sharon Steel, 691 F.2d at 1053 (simply
holding that where issuer breached the inden-
ture, the trustee had the option to enforce the
redemption provision rather than accelerate
the notes); WSFS, 2016 WL 5092594, at *7
(concluding that cases interpreting Sharon
Steel as requiring bad faith intent to avoid
redemption premium were incorrect and no
such intent was necessary to allow enforce-
ment of redemption clause).

9. E.g., Chesapeake Energy Corp. v. Bank of
N.Y. Mellon Tr. Co. N.A., 837 F.3d 146 (2d

a redemption of the Senior Notes at the
Debtors’ option.

The Court agrees with Wells Fargo. The
Third Circuit found, in concluding that the
redemption of notes in EFH was volun-
tary, that the debtor there “filed for Chap-
ter 11 protection voluntarily. Once there, it
had the option, per its plan of reorganiza-
tion, to reinstate the accelerated notes’
original maturity date under Bankruptey
Code § 1124(2) rather than paying them
off immediately. It chose not to do so.”
EFH, 842 F.3d at 255.

Similarly, in this case the Debtors filed a
voluntary petition in bankruptcy. It was
perhaps the best option for the Debtors in
light of the drastic effects on their busi-
ness caused by the pandemic, but it was
not the only option. Further, while the
Debtors chose to conduct an auction for a
plan sponsor and ultimately selected the
highest and best offer, that too was not the
Debtors’ only option. At numerous junc-
tures in any bankruptcy case, a debtor in
possession has multiple paths from which
to choose. That the Debtors here chose a
path that resulted in a fantastic result for
all of their creditors and shareholders does
not mean that it was not a voluntary
choice. Even though the Debtors acted in
good faith and in the fulfillment of their
fiduciary duties, the Court concludes that
their actions were voluntary. As noted
above, courts have found that even actions
taken in good faith and in fulfillment of a

Cir. 2016) (enforcing redemption provision
even though company acted in good faith, in
reliance on a declaratory judgment, later re-
versed on appeal, that its actions would not
trigger the provision); In re Imperial Corona-
do Partners, Ltd., 96 B.R. 997, 1000 (9th Cir.
BAP 1989) (concluding that decision to sell
property was voluntary even though debtor
did not have the financial means to reinstate
the note and the sale made good business
sense).
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debtor’s fiduciary duty can be voluntary
resulting in liability for a redemption pre-
mium. See cases discussed in note 9, supra.

Therefore, the Court concludes that
Wells Fargo has alleged sufficient facts
which, accepted as true, state a facially
plausible claim that the redemption of the
Senior Notes was at the Debtors’ option.
Twombly, 550 U.S. at 570, 127 S.Ct. 1955.

ii. Applicability of Section 6(a)

The Debtors further argue that, even if
the redemption is determined to be volun-
tary, no redemption premium is due under
the express terms of the Indentures be-
cause they were redeemed after they ma-
tured upon the bankruptey filing. The
Debtors rely preliminarily on section 6(a)
of the Supplemental Indentures which pro-
vides that the “[Senior] Notes will be re-
deemable, at the Company’s option, in
whole or in part, at any time and from
time to time on or after [a specified date]
and prior to maturity thereof at the appli-
cable redemption price set forth below.”
(Adv. D.I. 5, Exs. B, D, E & G (emphasis
added).)

a. 2022/2024 Senior Notes

[5,6] Wells Fargo concedes that sec-
tion 6(a) is the provision applicable to the
2022/2024 Senior Notes. It argues, howev-
er, that the term “prior to maturity” in
section 6(a) means prior to the original
maturity date of the Senior Notes in 2022
and 2024. Because the Debtors redeemed
the Senior Notes before the date that they
were due to mature, Wells Fargo contends
that the redemption premium is due.

The Debtors respond that the Inden-
tures contained a defined term (the “Stat-
ed Maturity”) for the date when each of
the series of Senior Notes was originally
due. They argue that the failure to use
that defined term in section 6(a) estab-

10. E.g., Burlington Ins. Co. v. NYC Transit
Auth., 29 N.Y.3d 313, 57 N.Y.S.3d 85, 79
N.E.3d 477, 482 (2017) (holding that courts

lishes that the phrase “prior to maturity”
must mean something broader than that
specific date. They cite several other sec-
tions of the Indentures which distinguish
Stated Maturity from maturity arising “on
acceleration” or “otherwise.” (Adv. D.I. 5,
Exs. A, C, E, G at §§ 1301(a), 601(i),
301(6).) The Debtors also argue that if
“prior to maturity” simply meant the Stat-
ed Maturity date, that it would have been
unnecessary (and mere surplusage)!’ to in-
clude the term at all because the chart in
section 6(a) makes reference to what pre-
mium is due at all times prior to the
Stated Maturity date.

The Court agrees with the Debtors’
analysis. The date when the Senior Notes
are due is a defined term, Stated Maturity.
If section 6(a) was meant to apply only to
redemptions before the Stated Maturity
date, rather than prior to a maturity
caused by some other event, such as a
bankruptey filing, it would have used the
term Stated Maturity. Further, if the
phrase simply meant redemption prior to
the Stated Maturity it would have been
surplusage, because the chart included in
that section stated what needed to be paid
at any time before the Stated Maturity
date.

Accordingly, the Court concludes that
the undefined term “maturity” in section
6(a) must refer to the common meaning of
maturity, which under the terms of the
Senior Notes includes upon the accelera-
tion caused by a bankruptcy filing. E.g.,
Sapp v. Indus. Action Servs., LLC, C.A.
No. 19-912-RGA, 2020 WL 2813176, at *3
(D. Del. May 29, 2020) (“[W]hen the same
term appears in different sections of the
agreement and is capitalized in one section
but not the other, the non-capitalized term
will have its ‘ordinary, plain meaning.’”)
(citing Derry Finance N.V. v. Christiana

should interpret contracts in a manner that
does not render a portion of a provision su-
perfluous or meaningless).
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Cos., 797 F.2d 1210, 1214 (3d Cir. 1986)).
This interpretation is confirmed by sec-
tions 601(ii)) and 301(6) of the Indentures
which use the lower case term “maturity”
in reference to acceleration of the Senior
Notes on bankruptcy or a default.

Therefore, under the express terms of
section 6(a) of the redemption provision,
the Court concludes that Wells Fargo has
failed to state a plausible claim that a
redemption premium is due on the
2022/2024 Senior Notes because they were
redeemed after the initial period stated
therein but not prior to the maturity aris-
ing as a result of the bankruptey filing.
Therefore, the Court will grant the Motion
to Dismiss Count 1 as to the 2022/2024
Senior Notes.

b. 2026/2028 Senior Notes

[71 The Debtors argue that the same
result applies to the Senior Notes original-
ly due to mature in 2026 and 2028.

Wells Fargo responds that section 6(a)
is not applicable to those Senior Notes
because they were not redeemed “on or
after” the date specified in that section.
Instead, it contends that section 6(c) gov-
erns, which provides that “At any time
prior to [the specified date], the [Senior
Notes] may also be redeemed (by the
Company or any other person) in whole or
in part, at the Company’s option, at ...
the Redemption Price ....”

The Debtors assert, however, that sec-
tion 6(a) is incorporated in full into section
6(c) because the latter provides circum-
stances under which the Senior Notes may
“also” be redeemed.

Wells Fargo responds that if “also”
meant that all of section 6(a) was incorpo-
rated into section 6(c) then there would
have been no need to repeat provisions
from section 6(a) in section 6(c¢) such as “at

11. E.g, In re Chateaugay Corp., 961 F.2d
378, 380 (2d Cir. 1992) (concluding that un-
amortized portion of original issue discount

the Company’s option” and “in whole or in
part.”

The Court agrees with Wells Fargo that
the use of “also” in section 6(c) does not
mean that all of section 6(a) is incorporat-
ed into section 6(c). If it did, section 6(c)
would contain surplusage, which is to be
avoided in contract interpretation. E.g.,
Burlington Ins., 57 N.Y.S.3d 85, 79 N.E.3d
at 482. It would also create an internal
contradiction: section 6(a) is only applica-
ble if redemption occurs after a specified
date, while section 6(c) applies only if re-
demption occurs before that date, and each
section provides a different redemption
price. Rather than accept the Debtors’ tor-
tured reading, the Court reads section 6(c)
as simply providing the Debtors with the
ability to redeem under the circumstances
in that section, in addition to their redemp-
tion rights under section 6(a). While re-
demption under section 6(a) requires that
it occur before maturity, section 6(c) con-
tains no such requirement.

Therefore, the Court concludes that
Wells Fargo has stated a plausible claim,
under the express terms of section 6(c) of
the redemption provision, that a premium
would be due on the 2026/2028 Senior
Notes because they were redeemed before
the initial period stated therein.

2. Economic Equivalent of Interest

[81 The Debtors argue that, even if the
redemption premium is due under the
terms of the 2026/2028 Senior Notes, how-
ever, it cannot be an allowed claim because
section 502(b)(2) of the Bankruptcy Code
expressly provides that any claim for un-
matured interest must be disallowed. Al-
though that term is not defined in the
Code, the Debtors assert that courts look
to substance over form and have disal-
lowed claims that are the “contractual
equivalent” of future interest.!' The Debt-

was unmatured interest disallowed by
§ 502(b)(2)); In re Doctors Hosp. of Hyde
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ors also note that, although the Third Cir-
cuit did not directly address this issue in
EF'H, it characterized a redemption premi-
um as the “contractual substitute for inter-
est lost on Notes redeemed before their
expected due date.” 842 F.3d at 251.12

Wells Fargo argues that the redemption
premium is not interest. It contends that
interest is a payment for the “use” of
money, while the redemption premium is
being paid to the Senior Noteholders for
the Debtors’ “failure to use” their money.
Wells Fargo asserts that, unlike interest,
the redemption premium does not accrue
over time but is a fixed one-time charge
upon redemption, and, unlike interest, the
redemption premium is contingent: it is
only due if the Debtors redeem the Senior
Notes in accordance with the terms of the
redemption provision. Wells Fargo con-
tends that the redemption premium is in-
tended to compensate the Senior Note-
holders for the uncertainty and potential

Park, Inc., 508 B.R. 697, 705-06 (Bank. N.D.
Ill. 2014) (holding that yield maintenance pre-
mium was a liquidated damages provision in
the nature of disallowable unmatured inter-
est); In re Ridgewood Apts., 174 B.R. 712,
721 (Bank. S.D. Ohio 1994) (prepayment pen-
alty could be disallowed as unmatured inter-
est because it was meant to compensate lend-
er for loss of interest income). See also In re
Ultra Petroleum Corp., 943 F.3d 758, 765 (5th
Cir. 2019) (noting that make-whole premium
could be unmatured interest and remanding
to bankruptcy court for determination based
on the unique dynamics of the case).

12. See also MPM, 874 F.3d at 802 (noting
that a make-whole premium ‘‘was intended to
ensure that the Senior-Lien Note holders re-
ceived additional compensation to make up
for the interest they would not receive if the
Notes were redeemed prior to the maturity

date.”)

13. E.g, In re Ultra Petroleum Corp., 624 B.R.
178, 188-95 (Bankr. S.D. Tex. 2020) (on re-
mand, concluding that make-whole premium
was not the economic equivalent of unma-
tured interest and not disallowed under
§ 502(b)(2)); In re School Specialty, Inc.,
Bank. No. 13-10125 (KJC), 2013 WL

losses incurred in reinvesting that money
in a different market environment, which
implicates numerous factors beyond simply
the periodic payment of interest. It argues
that the majority of courts agree, holding
that redemption premiums are not unma-
tured interest.!®

While the cases cited by Wells Fargo
are useful, the Court notes that there is a
minority of courts who disagree. Further,
although the Third Circuit in EFH de-
scribed a redemption premium as the “con-
tractual substitute for interest lost on
Notes redeemed before their expected due
date,” it was not addressing the issue of
whether it could be characterized as such
to preclude its payment under section
502(b)(2). 842 F.3d at 251, 253 n.1. Similar-
ly, while the Fifth Circuit in Ultra Petro-
leum suggested that some make-wholes
may be the equivalent of unmatured inter-
est, it did not decide whether the ones in
that case were, instead remanding the is-

1838513, at *5 (Bank. D. Del. 2013) (agreeing
with Trico and holding that make-whole pre-
mium should not be disallowed as unmatured
interest); In re Trico Marine Servs. Inc., 450
B.R. 474, 481 (Bank. D. Del. 2011) (reviewing
cases and concluding that “Thl[e] Court is
persuaded by the soundness of the majority’s
interpretation of make-whole obligations, and
therefore finds that the Indenture Trustee's
claim on account of the Make-Whole Premi-
um is akin to a claim for liquidated damages,
not for unmatured interest.”’). See also 4 Col-
lier on Bankruptcy 1 502.03 (16th ed 2021)
(collecting cases).

14. E.g., Doctors Hosp., 508 B.R. at 706 (dis-
agreeing with the Trico analysis because liqui-
dated damages may well include unmatured
interest); In re MPM Silicones LLC, Bankr.
No. 14-22503 (RDD), 2014 WL 4436335, at
*17-18 (Bankr. S.D.N.Y. Sept. 9, 2014) (con-
cluding that noteholders claim to a make-
whole based on debtor’s breach of no call
provision was unmatured interest disallowed
under § 502(b)(2)), aff’d in part and rev'd in
part on other grounds, 874 F.3d 787 (2d Cir.
2017).
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sue to the bankruptcy court. 943 F.3d at
765.15

[9]1 The Court is not prepared to con-
clude, as a legal matter, that make-wholes
cannot be disallowed as unmatured inter-
est as Wells Fargo, the cases it cites, and
academies 16 suggest. Calling a make-whole
a contract right or a liquidated damages
provision does not answer the question of
whether it is unmatured interest.'” In de-
ciding whether a charge is unmatured in-
terest “courts look to the economic sub-
stance of the transaction to determine
what counts as interest.” Doctors Hosp.,
508 B.R. at 705. If it were enough to just
label a make-whole claim liquidated dam-
ages, damages for breach of contract, or a
“separate contract right” from the obli-
gation to pay interest, then a contract
providing that on default or redemption
“all unmatured interest” would be immedi-
ately due and payable could avoid the ef-
fect of section 502(b)(2) completely. This is
contrary to the express provisions of the
Code and, consequently, the Court con-

15. Although the Bankruptcy Court held on
remand that make-whole premium was not
unmatured interest, that decision is currently
on appeal. Ultra Petroleum Corp. v. Ad Hoc
Comm. of OpCo Unsecured Creditors, Case
No. 21-20008 (oral argument was held before
the Fifth Circuit on 10/04/2021).

16. See Douglas Baird, Making Sense of
Make-Wholes, 94 Am. Bankr. L.J. 567 (2020).

17. In re Long John Silver’s Rests., Inc., 230
B.R. 29, 33 n.4 (Bankr. D. Del. 1999) (quoting
William Shakespeare, Romeo & Juliet, Act II,
scene ii).

18. The Supplemental Indenture provides in
relevant part that prior to the stated date, the
Debtors may redeem the 2028 Senior Notes
for a price “equal to 100.0% of the principal
amount thereof plus the Applicable Premium
(as defined below) as of, and accrued but
unpaid interest, if any, to, but not including,
the Redemption Date.” (Adv. D.I. 5, Ex. H,
§ 6(c)). That section further defines the Appli-
cable Premium to mean

cludes that the characterization of a make-
whole as a contract right or liquidated
damages is not dispositive.

Instead, the Court concludes that the
determination of whether the redemption
premium that Wells Fargo seeks in this
case is, in fact, the economic equivalent of
unmatured interest is not a legal question,
but is instead a factual one: namely wheth-
er the redemption provision in the
2026/2028 Senior Notes is actually the eco-
nomic equivalent of unmatured interest.

In considering the actual language of
the redemption premium in this case, the
Court finds it significant that it is calculat-
ed, in large part, on the present value of
the unmatured interest due on the Senior
Notes as of the Redemption Date.’® At
oral argument, Wells Fargo presented a
powerpoint that appeared to suggest, how-
ever, that the redemption provision was
much less than a simple present value of
the unmatured interest and very favorable
to the Debtors because it is tied to the
Treasury rate. That was, of course, merely

with respect to a 2028 Note at any Redemp-
tion Date, the greater of (i) 1.00% of the
principal amount of such 2028 Note and (ii)
the excess of (A) the present value at such
Redemption Date, calculated as of the date
of the applicable redemption notice, of (1)
the redemption price of such 2028 Note on
January 15, 2023 (such redemption price
being that described in Section 6(a)), plus
(2) all required remaining scheduled inter-
est payments due on such 2028 Note
through such date (excluding accrued and
unpaid interest to the Redemption Date),
computed using a discount rate equal to the
Treasury Rate plus 50 basis points, over (B)
the principal amount of such 2028 Note on
such Redemption Date, as calculated by the
Company in good faith (which calculation
shall be conclusive) or on behalf of the
Company by such Person as the Company
shall designate; provided that such calcula-
tion shall not be a duty or obligation of the
Trustee.

(Id. (emphasis added)).
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argument and no evidence was presented
to support that assertion. Nor did the
Debtors have an opportunity to rebut the
assertion with any evidence. Instead, the
Debtors argued that the test is not wheth-
er the redemption premium equals the un-
paid interest but whether it is the econom-
ic equivalent of the interest which the
Senior Noteholders will not receive be-
cause of the early redemption of the Sen-
ior Notes. Doctors Hosp., 508 B.R. at 705-
06.

The presentation by Wells Fargo (and
the language of the redemption provision
itself), however, are sufficient to convince
the Court that Wells Fargo has stated a
plausible claim for relief. Santiago, 629
F.3d at 130. While the redemption premi-
um clearly was not due until the redemp-
tion occurred on the Effective Date of the
Plan and, therefore, was “unmatured” as
of the petition date, the Court concludes
that Wells Fargo may be able to present
evidence that the redemption premium in
the 2026/2028 Senior Notes is not, in fact,
the economic equivalent of unmatured in-
terest due under those Senior Notes.

Accordingly, the Court concludes that
Count 1 of the Complaint states a claim
that is plausible on its face that the Debt-
ors must pay the redemption premium on
the 2026/2028 Senior Notes but does not
state a plausible claim that the Debtors
must pay the redemption premium on the
2022/2024 Senior Notes. Accordingly, the
Court will grant the Debtors’ Motion to
Dismiss Count 1 as to the 2022/2024 Senior
Notes but deny the Debtors’ Motion as to
the 2026/2028 Senior Notes.

3. Other Arguments

Wells Fargo also contends, however,
that regardless of how the redemption pro-
vision is characterized, that portion of the
Senior Noteholders’ claim cannot be disal-
lowed because the Debtors treated their
class as unimpaired in the Plan, thereby
precluding them from voting on the Plan.

As a result, Wells Fargo contends that the
Debtors cannot impair any of the Senior
Noteholders’ legal, contractual, or equita-
ble rights and must pay the Senior Note-
holders all that they are entitled to receive
under the Indentures and under equity. 11
U.S.C. § 1124(1). The failure to pay the
Senior Noteholders their contractual enti-
tlement to the redemption premium, Wells
Fargo contends, impairs the Senior Note-
holders’ contractual and equitable rights.
It also argues that, because the Debtors
were “wildly solvent” (returning in excess
of $ 1.5 billion to equity holders), the Sen-
ior Noteholders are entitled to all of their
contract rights (including the make-whole
even if it is unmatured interest) under the
“solvent debtor exception.”

The Debtors argue that the “impair-
ment” and the “solvent debtor exception”
arguments are relevant only if the make-
whole is determined to be unmatured in-
terest. If it is not unmatured interest, then
the Debtors apparently concede that it is
not impaired by the Code or by the Plan
and is due to the Senior Noteholders.

The Court agrees with the Debtors that
it is only if the redemption premium is
determined to be the economic equivalent
of unmatured interest that Wells Fargo’s
other arguments would be relevant. How-
ever, if it is unmatured interest, then the
claim would be subject to the same analy-
sis as the claims of all Noteholders’ to
post-petition interest. Therefore, the Court
considers the parties’ arguments on im-
pairment and the solvent debtor exception
together below.

C. Unmatured Interest

In Count 2 of the Complaint, Wells Far-
go and US Bank (collectively, the “Inden-
ture Trustees”) seek a declaratory judg-
ment that the Noteholders are entitled to
post-petition interest on their claims, from
the petition date to the date they were
paid in full, at the contract rate. As noted
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above, Wells Fargo also asserts that to the
extent the Court concludes that the make-
whole claim is unmatured interest, the
Senior Noteholders are nonetheless enti-
tled to it under the express terms of the
Indentures.

The Debtors seek to dismiss both the
claim for post-petition interest and any
claim for the redemption premium that is
properly characterized as unmatured in-
terest, contending that general unsecured
claims for unmatured interest are disal-
lowed under the Bankruptcy Code. 11
U.S.C. § 502(b). They contend that at most
the Noteholders are entitled to interest
from the petition date to the date the
claims were paid in full only at the federal
judgment rate as allowed in section
726(a)(5).

L. Unimpaired
[10] The Indenture Trustees contend,
however, that the Noteholders were treat-
ed as unimpaired under the Plan and,
therefore, their claims for post-petition in-
terest and/or the redemption premium
must be paid in accordance with the terms
of the Indentures. They rely on section
1124(1) which provides in relevant part

that

a class of claims or interests is impaired
under a plan unless, with respect to each
claim or interest of such class, the plan -
(1) leaves unaltered the legal, equita-
ble, and contractual rights to which such
claim or interest entitles the holder of

such claim or interest . . ..

11 U.S.C. § 1124(1).

The Debtors disagree. Because any
claim for unmatured interest is disallowed
by operation of the Bankruptcy Code,
rather than the Plan, the Debtors argue

19. United Sav. Ass'n of Texas v. Timbers of
Inwood Forest Assocs., 484 U.S. 365, 379,
108 S.Ct. 626, 98 L.Ed.2d 740 (1988).

20. E.g, In re Cardelucci, 285 F.3d 1231,
1234 (9th Cir. 2002) (concluding that post-

that the Noteholders’ claims are not im-
paired. In re PPI Enters. (US), Inc., 324
F.3d 197, 204 (3d Cir. 2003) (holding that a
creditor is unimpaired if it is the effect of
the Bankruptcy Code that modifies its
rights, not the debtor’s plan).

The Indenture Trustees argue that PPI
is distinguishable because it dealt with the
effect of section 502(b)(6) rather than sec-
tion 502(b)(2). They assert that section
502(b)(6) imposes an absolute cap on a
landlord’s claim, while section 502(b)(2) is
not absolute and, in fact, is not effective
where the debtor is solvent as it is here
(pursuant to sections 726(a)(5) and
1129(a)(7)).

The Court finds the distinction illusory.
Section 502(b) addresses the allowance of
claims; sections 1129(a)(7) and 726(a)(5)
address the treatment of claims where the
debtor is solvent. The Indenture Trustees
are conflating the allowance of claims with
the treatment of claims. If one considers
only the allowance issue, the Court con-
cludes that section 502(b)(2) is as absolute
as section 502(b)(6), because it disallows all
unmatured interest on general unsecured
claims.

It is true that in the rare solvent chapter
11 debtor case, some claims may be enti-
tled to post-petition interest under sections
1129(a)(7) and 726(a)(5)."* However, those
sections do not reinstate the creditors’ con-
tract or state law rights to unmatured
interest that has been disallowed by sec-
tion 502(b)(2). Instead as discussed below,
sections 1129(a)(7) and 726(a)(5) require
the treatment of claims in accordance with
the mandates of those sections which
courts have concluded require the payment
of post-petition interest only at the federal
judgment rate.?

petition interest on general unsecured claims
is payable under sections 726(a)(5) and
1129(a)(7) only at the federal judgment rate,
not at the contract rate); In re PG&E Corp.,
610 B.R. 308, 315 (Bank. N.D. Cal. 2019)
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In Ultra Petroleum, the creditors made
the same argument as the Indenture Trus-
tees do in this case. They contended that
they were impaired because the debtor’s
plan did not pay their make-whole amount
or post-petition interest at their contract
rate. The Bankruptcy Court agreed. In re
Ultra Petroleum Corp., 575 B.R. 361, 373
(Bank. S.D. Tex. 2017). On direct appeal,
the Fifth Circuit reversed, concluding that
“[wle agree with PPI, every reported deci-
sion identified by either party, and Col-
lier’s treatise. Where a plan refuses to pay
funds disallowed by the Code, the Code -
not the plan - is doing the impairing.”
Ultra Petroleum, 943 F.3d at 762-64.

Following binding precedent in this Cir-
cuit (and the analysis of the Fifth Circuit
with respect to claims similar to the Note-
holders’ claims), the Court concludes that
any modification of the Noteholders’ claim
to unmatured interest or to the redemp-
tion premium (if it is the economic equiva-
lent of unmatured interest) is an impair-
ment of the Noteholders’ contract claims
by operation of section 502(b)(2) of the
Bankruptcy Code, not the Debtors’ Plan.
Consequently, the Noteholders’ claims are
not impaired within the meaning of section
1124(1). E.g., PPI, 324 F.3d at 204; Ultra
Petroleum, 943 F.3d at 765; PG&E, 610
B.R. at 315.

2. Solvent Debtor Exception

[111] The Indenture Trustees argue,
nonetheless, that they are entitled to their
contract rate of interest under the equita-
ble doctrine known as the “solvent debtor
exception.” They contend that the Bank-

(same); In re Washington Mutual, Inc., 461
B.R. 200, 242 (Bank. D. Del. 2011) (same),
vacated on other grounds, 2012 WL 1563880
(Bank. D. Del. Feb. 24, 2012).

21. 11 U.S.C. 8§ 726(a)(5) (providing payment
of postpetition interest at “the legal rate” to
creditors, before any distribution to the debt-
or (or equity), in the event there are funds left
after paying all other claims in a chapter 7

ruptcy Code incorporated that equitable
concept which arose under the Bankruptcy
Act and provided that creditors were enti-
tled to their full contract rights, if a debtor
was solvent. The Indenture Trustees as-
sert that the equities of this case clearly
support their claims: the Debtors are
awash in cash, paid all creditors in full, and
provided a substantial return on invest-
ment to equity (in cash and warrants).

a. Express Terms of the Code

The Debtors argue that equitable princi-
ples cannot override express provisions of
the Code, such as section 502(b)(2) which
disallows all unmatured interest on general
unsecured claims, without regard to
whether a debtor is solvent. They contend
that, while sections 726(a)(5) and
1129(2)(7)*! require the payment of post-
petition interest on general unsecured
claims where the debtor is solvent, courts
have held that the interest is set at the
federal judgment rate, not at the contract
rate.??

The Indenture Trustees respond that
section 1129(a)(7) only incorporates section
726(a)(5) in chapter 11 cases with respect
to impaired claims. Because the Notehold-
ers’ claims are unimpaired under the Debt-
ors’ Plan, they assert that any limitation of
post-petition interest to the federal judg-
ment rate contained in those sections is
not applicable to them.

The Court agrees with the Indenture
Trustees, in part. By their express terms,
sections 1129(a)(7) and 726(a)(5) provide

liquidation case), & 1129(a)(7) (providing that
with respect to each impaired class of claims
or interests, each holder of such claim has
either accepted the plan or will receive at
least what it would have received in a liqui-
dating chapter 7 case).

22. E.g., Cardelucci, 285 F.3d at 1234; PG&E,
610 B.R. at 315; Washington Mutual, 461
B.R. at 242.
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what treatment impaired creditors are en-
titled to receive, not what treatment unim-
paired claims are entitled to receive in a
solvent chapter 11 debtor case. In essence,
the Code is silent on what treatment unim-
paired creditors must receive in a solvent
chapter 11 debtor case.

b. Repeal of § 1124(3)

The Indenture Trustees argue, however,
that Congress has made it clear that unim-
paired creditors are entitled to receive
post-petition interest at their contract rate
by its repeal of section 1124(3). Before it
was repealed, section 1124(3) had provided
that a creditor is unimpaired if “the holder
of such claim ... receive[s] ... cash equal
to the allowed amount of such claim” on
the effective date of the plan. 11 U.S.C.
§ 1124(3) (1988). Its repeal was prompted
by the decision of a Bankruptcy Court that
because sections 726(a)(5) and 1129(a)(7)
were only applicable to impaired creditors
and because section 1124(3) required only
the payment of the allowed amount of
their claims, unimpaired creditors were
not entitled to post-petition interest. In re
New Valley Corp., 168 B.R. 73, 79-81
(Bankr. N.J. 1994). The Indenture Trus-
tees contend that the Legislative History
makes it clear that denial of post-petition
interest to unimpaired creditors in the
New Valley case was “unfair.”® Thus, the
Indenture Trustees conclude that the re-
peal of section 1124(3) makes it clear that
unimpaired creditors must receive interest
at their contract rate.

The Debtors argue that the repeal of
section 1124(3) is irrelevant to the issue at
hand. They note that the repeal occurred
before the Third Circuit’s decision in PPI
and did not affect its conclusion that credi-
tors are unimpaired if their rights are
altered by the Bankruptcy Code rather
than the plan. PPI, 324 F.3d at 206-07.

23. H.R. Rep. No. 103-835, at 48 (1994) (em-
phasis added), reprinted in 1994 U.S.C.C.A.N.

Thus, they contend that the repeal of sec-
tion 1124(3) does not alter the fact that
section 502(b)(2) does not permit the pay-
ment of post-petition interest on the Note-
holders’ claim.

The Court disagrees with the Debtors’
analysis of PPI. The Third Circuit in PPI
agreed with the bankruptcy court’s conclu-
sion in that case that the repeal of section
1124(3) meant that unimpaired creditors
were entitled to the payment of postpeti-
tion interest if the debtor was solvent. Id.
However, the Court does not read the
repeal of section 1124(3) as expansively as
the Indenture Trustees to mandate that
unimpaired creditors must receive their
contract rate of interest. Congress ex-
plained the repeal’s effect, as follows:

The principal change in this section is
set forth in subsection (d) and relates to
the award of postpetition interest. In a
recent Bankruptey Court decision in In
re New Valley Corp., 168 B.R. 73
(Bankr. D.N.J. 1994), unsecured credi-
tors were denied the right to receive
postpetition interest on their allowed
claims even though the debtor was liqui-
dation and reorganization solvent. ... In
order to preclude this unfair result in
the future, the Committee finds it appro-
priate to delete section 1124(3) from the
Bankruptcy Code.

As a result of this change, if a plan
proposed to pay a class of claims in cash
in the full allowed amount of the claims,
the class would be impaired, entitling
creditors to vote for or against the plan
of reorganization. If creditors vote for
the plan of reorganization, it can be
confirmed over the vote of dissenting
class of creditors only if it complies with
the “fair and equitable” test under sec-
tion 1129(b)(2) of the Bankruptcy Code

3340, 3356-57.
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and it can be confirmed over the vote of

dissenting individual creditors only if it

complies with the “best interests of

creditors” test under section 1129(a)(7)

of the Bankruptey Code.

The words “fair and equitable” are
terms of art that have a well established
meaning under the case law of the
Bankruptcy Act as well as under the
Bankruptcy Code. Specifically, courts
have held that where an estate is sol-
vent, in order for a plan to be fair and
equitable, unsecured and undersecured
creditors’ claims must be paid in full,
including postpetition interest, before
equity holders may participate in any
recovery.

H.R. Rep. No. 103-835, at 48 (1994) (em-
phasis added), reprinted in 1994
U.S.C.C.A.N. 3340, 3356-57.

Thus, in its repeal of section 1124(3),
Congress did express its belief that the
Bankruptcy Code contained an exception
in cases where the debtor is solvent to the
principle that creditors are not entitled to
post-petition interest. The Legislative His-
tory, however, suggests that Congress be-
lieved that this solvent debtor exception is
embodied in the “fair and equitable” and
“best interests of creditors” tests con-
tained in sections 1129(b) and 1129(a)(7).

While Congress stated that it would be
unfair in a solvent chapter 11 debtor case
for unimpaired creditors to receive no in-
terest, it did not point to any provision of
the Code that would allow interest to be
paid to unimpaired creditors. Instead, it
suggested that the failure to pay any inter-
est to unsecured creditors in a solvent
chapter 11 debtor would make them im-

24. H.R. Rep. 103-835, 48 (1994), reprinted in
1994 U.S.C.C.A.N. 3340, 3357 (‘“With respect
to section 1124(1) and (2), subsection (d)
would not change the beneficial 1984 amend-
ment to section 1129(a)(7) of the Bankruptcy
Code, which excluded from application of the
best interests of creditors test classes that are
unimpaired under section 1124.”).

paired and thus eligible to be paid interest
by application of sections 1129(a)(7) and
1129(b)(2).

The Indenture Trustees argue, however,
that Congress made it clear that unim-
paired creditors under section 1124(1)
would not be limited to the interest due
under sections 1129(a)(7) and 726(a)(5).%
While the Court agrees that Congress did
state that the repeal of section 1124(3) was
not meant to modify the 1984 amendment
to section 1129(a)(7) which excluded unim-
paired creditors, the Court does not con-
clude that it was intended to suggest that
any interest due to unimpaired creditors
cannot be capped at the federal judgment
rate applicable under section 726(a)(5). Id.
The 1984 amendment to section 1129(a)(7)
was made in conjunction with an amend-
ment of section 1129(a)(10) to require the
vote of “impaired” claims, rather than all
claims.”® The Legislative History to those
amendments reveals that they were meant
to require that debtors only need obtain
the requisite vote (or satisfaction of the
best interest of creditors test) with respect
to “real” creditors, i.e., those impaired by
the plan, rather than intended to assure
that unimpaired creditors get more than
the federal judgment rate in the case of
the debtor’s solvency. See S. Rep. No. 98-
65, at 80 (1983) (“Paragraph (10) makes
clear the intent of section 1129(a)(10) that
one “real” class of creditors must vote for
the plan of reorganization.”)

Nowhere in the repeal of section 1124(3)
or its Legislative History did Congress
state what the Indenture Trustees argue,
namely that unimpaired creditors must be

25. See An Act to amend title 28 of the United
States Code regarding jurisdiction of bank-
ruptcy proceedings, to establish new Federal
judicial positions, to amend title 11 of the
United States Code, and for other purposes,
Pub. L. 98-353, § 512(a)(7) & (10), 98 Stat.
333 (1984) (amending 11 U.S.C. § 1129(a)(7)
& (10)).

152



IN RE HERTZ CORP. 797

Cite as 637 B.R. 781 (Bkrtcy.D.Del. 2021)

paid their contract rate of interest in a
solvent chapter 11 debtor case. Congress
could have so provided (1) by amending
section 1124(3) to require that unimpaired
creditors receive their contract rate of in-
terest, in addition to payment in full of
their allowed claim, or (2) by amending
section 502(b)(2) to provide that unma-
tured interest is disallowed “except in the
case of a solvent debtor.” It did neither.

Thus, the repeal of section 1124(3) does
not support the Indenture Trustees’ argu-
ment that an unimpaired creditor must
receive post-petition interest at its full con-
tract rate.

c. Solvent Debtor Exception Cases

The Indenture Trustees argue that, be-
cause there is no express answer in the
Bankruptcy Code or Legislative History,
the answer lies in the solvent debtor ex-
ception articulated by the courts. While
that concept arose under the Bankruptcy
Act, they contend that it survives under
the Bankruptcy Code because it has not
been repudiated by any of the provisions
of the Code. E.g., Cohen v. de la Cruz, 523
U.S. 213, 221, 118 S.Ct. 1212, 140 L.Ed.2d
341 (1998) (interpreting dischargeability
provisions consistently with practice under
the Bankruptcy Act because the Court
“will not read the Bankruptcy Code to
erode past bankruptcy practice absent a
clear indication that Congress intended
such a departure”). The Indenture Trus-

26. E.g., City of New York v. Saper, 336 U.S.
328, 330 n.7, 69 S.Ct. 554, 93 L.Ed. 710
(1949); Vanston Bondholders Protective
Comm. v. Green, 329 U.S. 156, 67 S.Ct. 237,
91 L.Ed. 162 (1946); Consolidated Rock
Prods. Co. v. Du Bois, 312 U.S. 510, 61 S.Ct.
675, 85 L.Ed. 982 (1941); Am. Iron & Steel
Mifg. Co. v. Seaboard Air Line Ry., 233 U.S.
261, 264, 34 S.Ct. 502, 58 L.Ed. 949 (1914);
In re Ultra Petroleum, 943 F.3d at 765; Gen.
Elec. Capital Corp. v. Future Media Prods.,
Inc., 547 F.3d 956, 961 (9th Cir. 2008); In re
Gencarelli, 501 F.3d 1, 7 (1st Cir. 2007); In re
Dow Corning Corp., 456 F.3d 668, 679-80
(6th Cir. 2006); In re Terry Ltd. P’ship, 27

tees assert that the solvent debtor excep-
tion (as articulated by courts under the
Act and the Code) mandates that, because
the Debtors are solvent, all of the Note-
holders’ contract rights must be preserved,
including the right to be paid post-petition
interest at their contract rate.?®

The Debtors contend that none of the
Supreme Court cases cited by the Inden-
ture Trustees support their contention, be-
cause they were all cases dealing with the
entitlement of secured creditors to post-
petition interest.?” The Debtors further ar-
gue that the Bankruptcy Code expressly
incorporated the rulings of those cases in
sections 506(b) and 1129(b)(2)(A). They
contend that cases granting secured credi-
tors post-petition interest cannot be ex-
tended to unsecured creditors in the face
of specific provisions of the Code, such as
sections 502(b) and 506(b). Law v. Siegel,
571 U.S. 415, 421, 134 S.Ct. 1188, 188
L.Ed.2d 146 (2014) (holding that “equitable
powers [that] remain in the bankruptcy
courts must and can only be exercised
within the confines of the Bankruptcy
Code”).

The Court agrees with the Debtors that
cases cited by the Indenture Trustees
which mandate the payment of interest to
secured creditors at their contract rate
when a debtor is solvent 2 are not applica-
ble to the instant case which concerns

F.3d 241, 243 (7th Cir. 1994); In re Laymon,
958 F.2d 72, 75 (5th Cir. 1992).

27. Vanston Bondholders, 329 U.S. 156, 67
S.Ct. 237; Consolidated Rock, 312 U.S. 510,
61 S.Ct. 675, 85 L.Ed. 982; Am. Iron, 233
U.S. 261, 34 S.Ct. 502.

28. Vanston Bondholders, 329 U.S. 156, 67
S.Ct. 237; Consolidated Rock, 312 U.S. 510,
61 S.Ct. 675; Am. Iron, 233 U.S. 261, 34 S.Ct.
502; GECC, 547 F.3d at 961; Gencarelli, 501
F.3d at 5, 8; Terry Ltd., 27 F.3d at 242-43;
Laymon, 958 F.2d at 75; Ruskin v. Griffiths,
269 F.2d 827, 830-832 (2d Cir. 1959).
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unsecured creditors’ rights. Timbers of In-
wood, 484 U.S. at 379, 108 S.Ct. 626 (hold-
ing that the right to post-petition interest
provided under section 506(b) is not appli-
cable to undersecured creditors but that,
instead, section 726(a)(5) provides the rule
for treatment of unsecured creditors in the
rare solvent debtor case).

The other Supreme Court case cited by
the Indenture Trustees is Saper, which is
also not supportive of their argument. City
of New York v. Saper, 336 U.S. 328, 331,
69 S.Ct. 554, 93 L.Ed. 710 (1949) (holding
that interest on tax claims, like other unse-
cured claims, stopped accruing on the
bankruptey filing date). The Court in Sa-
per relied on English law from which the
Bankruptcy Act was derived and did note,
albeit in dicta, that English law had an
exception to that rule, in the event that a
debtor was solvent. Id. at 330 n.7, 69 S.Ct.
554 (1949). The Supreme Court made no
comment, however, on what post-petition
interest was required by that exception.

Although the Indenture Trustees cite
Circuit Court cases which hold that unse-
cured creditors in solvent chapter 11 debt-
or cases are also entitled to post-petition
interest at their contract rate, a closer
reading of those cases show that many of

29. Dow Corning, 456 F.3d at 679 (relying on
In re Chicago, Milwaukee, St. Paul & Pac.
R.R. Co., 791 F.2d 524, 528 (7th Cir. 1986),
Ruskin, 269 F.2d at 831, and Debenturehold-
ers Protective Comm. of Cont’l Inv. Corp. v.
Cont’l Inv. Corp., 679 F.2d 264, 269 (1st Cir.
1982)); Chicago, 791 F.2d at 528 (simply stat-
ing the solvent debtor exception applied to
unsecured creditors without citation to any
caselaw in support, while also acknowledging
that “[t]he fact that a proceeding is equitable
does not give the judge a free-floating discre-
tion to redistribute rights in accordance with
his personal views of justice and fairness,
however enlightened those views may be.”);
Debentureholders, 679 F.2d at 269 (relying on
Vanston, 329 U.S. 156, 67 S.Ct. 237 and Rus-
kin, 269 F.2d 827).

30. Dow Corning, 456 F.3d at 678-80 (ruling
was premised on section 1129(b), because the

them (1) relied on Supreme Court and
other authority mandating such treatment
for secured creditors, without explaining
why it applies to unsecured creditors,? (2)
relied on the fair and equitable test em-
bodied in section 1129(b) which on its face
is not applicable to unimpaired creditors,*
and/or (3) expressly acknowledged that
any right of an unsecured creditor to inter-
est is subject to section 502(b).*!

In a recent case, the Bankruptcy Court
on remand in Ultra Petroleum also con-
cluded that the passage of the Bankruptcy
Code did not abolish the solvent debtor
exception. 624 B.R. at 196-200. The Ultra
Petroleum Court determined that under
that exception, unimpaired creditors in a
solvent chapter 11 debtor case were enti-
tled to post-petition interest at the default
rates provided in their contracts because
they were entitled to have their equitable
rights fully enforced under section 1124(1).
Id. at 203-04.

[12] The Ultra Petroleum Court’s
analysis is not persuasive. A bankruptcy
court cannot use equitable principles to
modify express language of the Code.
United States v. Noland, 517 U.S. 535,
538, 116 S.Ct. 1524, 134 L.Ed.2d 748

court was considering the rights of impaired
creditors, not unimpaired creditors, in a sol-
vent chapter 11 debtor case). Further, Dow
Corning is contrary to the many cases that
conclude that impaired creditors are only en-
titled to post-petition interest at the federal
judgment rate under sections 1129(a)(7) and
726(a)(5). E.g., Cardelucci, 285 F.3d at 1234;
PG&E, 610 B.R. at 315; Washington Mutual,
461 B.R. at 242.

31. In Gencarelli, the First Circuit held that
the contractual claims of unsecured creditors
should be enforced in solvent chapter 11 debt-
or cases ‘‘unless one of the section 502 excep-
tions applies” and remanded the case to de-
termine if any provision of that section did
apply. 501 F.3d at 5, 8.
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(1996). Section 502(b)(2) expressly disal-
lows claims of unsecured creditors for un-
matured interest. When a debtor is sol-
vent, the Bankruptcy Code does not waive
the application of section 502(b)(2). The
Third Circuit has held that section 1124(1)
does not mandate that unimpaired credi-
tors receive all of their contract rights
where those rights are expressly disal-
lowed by section 502(b) of the Code. PPI,
324 F.3d at 202-03.2 Therefore, under
Third Circuit precedent, this Court cannot
agree with the Bankruptey Court in Ultra
Petroleum that being unimpaired man-
dates that the Noteholders receive their
contract rate of interest in contravention
of section 502(b)(2).

The Indenture Trustees also rely on the
Bankruptcy Court’s decision in Energy
Future. In re Energy Future Holdings
Corp., 540 B.R. 109 (Bankr. D. Del. 2015).
In that case the Bankruptcy Court was
considering an objection to the unsecured
PIK noteholders’ claims to post-petition
interest and concluded that any claim for
post-petition interest must be disallowed
as a result of section 502(b). Id. at 111. The
Court, however, then elaborated on what
the debtors’ plan would have to provide in
order for those creditors to be unimpaired.
It concluded that the “plan in this case
need not provide for the payment in cash
on the effective date of post-petition inter-

32. Significantly, in PPI, the Third Circuit held
that a landlord’s claim was capped by section
502(b)(6) even though that conclusion meant
that the debtor’s equity would be getting a
distribution (i.e., it was a solvent chapter 11
debtor case). 324 F.3d at 200-04.

33. 11 U.S.C. § 1129(b) (mandating that the
court “shall confirm the plan ... if the plan
does not discriminate unfairly, and is fair and
equitable, with respect to each class of claims
or interests that is impaired under, and has
not accepted, the plan.”) (emphasis added).
See also PPI, 324 F.3d at 205 n.14.

34. E.g., Norwest Bank Worthington v. Ahlers,
485 U.S. 197, 206, 108 S.Ct. 963, 99 L.Ed.2d

est at the contract rate in order for the
PIK Noteholders to be unimpaired.” Id.
(citing PPI, 324 F.3d at 205). Nonetheless,
the Court concluded that under the equita-
ble concepts embodied in the fair and equi-
table test under section 1129(b), “the
Court has the discretion to exercise its
equitable power to require, among other
things, the payment of post-petition inter-
est, which may be at the contract rate or
such other rate as the Court deems appro-
priate.” Id. at 124.

The Court finds the test articulated by
the Bankruptcy Court in Energy Future,
however, to be problematic. First, the
Court relied on the fair and equitable test
of section 1129(b), which by its express
terms does not apply to unimpaired credi-
tors.®® Further, it provides no guidance to
debtors or creditors as to precisely how
unimpaired creditors must be treated and
thus will result in endless litigation. Final-
ly, leaving the determination of what inter-
est, if any, an unimpaired creditor is enti-
tled to receive in a solvent chapter 11
debtor case completely within the discre-
tion of the bankruptecy court also runs
counter to recent Supreme Court jurispru-
dence (and Congressional amendments)
that have sought to curb the bankruptcy
court’s exercise of equitable discretion.®*

169 (1988) (rejecting equitable arguments
that absolute priority rule did not apply to the
case at bar, the Court concluded that “what-
ever equitable powers remain in the bank-
ruptcy courts must and can only be exercised
within the confines of the Bankruptcy
Code.”); In re Frederickson, 545 F.3d 652,
658 (8th Cir. 2008) (“In enacting BAPCPA,
Congress reduced the amount of discretion
that bankruptcy courts previously had over
the calculation of an above-median debtor’s

income and expenses . ... to eliminate what it
perceived as widespread abuse of the system.
.
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d. Proper Treatment of Unimpaired
Creditors in Solvent Chapter 11
Debtor Cases

The Court is not persuaded that the
Bankruptcy Code incorporated the solvent
debtor exception to the extent suggested
by the Bankruptey Courts in Ultra Petro-
leum (to mandate the reinstatement of all
contract rights to interest notwithstanding
their disallowance by section 502(b)) and in
Energy Future (to permit the exercise of
broad equitable discretion by the bank-
ruptey court to determine what interest, if
any, unimpaired creditors are entitled to
receive). Rather, after consideration of the
cases cited by the parties, the express
language of the Bankruptcy Code, and its
Legislative History, the Court is convinced
that the solvent debtor exception survived
passage of the Bankruptcy Code only to a
limited extent. The Bankruptecy Code ex-
pressly codified the solvent debtor excep-
tion in section 506(b) as to oversecured
creditors and in section 1129(a)(7) and
726(a)(5) as to unsecured creditors. While
the latter sections currently only apply to
impaired creditors, when the Bankruptcy
Code was originally enacted they applied
to all unsecured creditors, impaired and
unimpaired.®® As the Court concluded
above, when the 1984 amendment made
section 1129(a)(7) applicable to impaired
creditors only, Congress was motivated by
the desire to require voting only by im-
paired creditors, rather than by a desire to
assure that unimpaired creditors get their
contract rate of interest.

Significantly, neither the Bankruptey
Code nor the Legislative History expressly
state that unimpaired creditors are enti-

35. An Act to Establish a uniform Law on the
Subject of Bankruptcies, Pub. L. No. 95-598,
§ 1129(a)(7), 92 Stat. 2549 (1978).

36. Sece discussion in Part C.2.b, supra.

37. 1Id.

tled to their contract rate of interest or
even to more than impaired creditors in
the case of a solvent debtor. Instead the
Legislative History provides strong evi-
dence Congress intended that unimpaired
creditors in a solvent chapter 11 debtor
case should receive post-petition interest
only in accordance with sections 1129(a)(7)
and 726(a)(5).3" That is what the Debtors
contend the Noteholders are entitled to
receive in this case.

The Indenture Trustees complain, how-
ever, that the Debtors treated the Note-
holders not as impaired, but as unim-
paired, thereby depriving them of the right
to vote. The Court finds that the result
would have been no different. If the Note-
holders had been treated as impaired and
if they had voted against the Plan, they
would have received the same treatment:
payment in full in cash of their allowed
claim plus post-petition interest in accor-
dance with sections 1129(a)(7) and
726(a)(5).®

It is important to emphasize that the
Court’s ruling in this case is limited to the
issue of what post-petition interest unim-
paired creditors must receive in the rare
case when a chapter 11 debtor proves to
be solvent and their claims are being paid
in full in cash on the effective date of the
plan. Concluding that sections 1129(a)(7)
and 726(a)(5) apply to both impaired and
unimpaired unsecured creditors where the
debtor is solvent does not offend the basic
policy of the Bankruptcy Code to assure
that creditors of the same priority general-
ly receive like treatment. While section
726(a)(5) is made applicable in chapter 11
cases only to impaired creditors, when a

38. Of course, even unimpaired creditors have
the right to object to confirmation of the plan.
It appears that the Indenture Trustees agreed
that, rather than object to confirmation of the
Debtors’ Plan in this case, their objection to
treatment of the Noteholders’ claims would
be decided in this adversary (or the claims
resolution process). (D.I. 5261 at 11 26 & 27.)
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debtor is solvent, impaired creditors essen-
tially are unimpaired, in the sense that
they are entitled to payment in full of their
allowed claims and postpetition interest,
albeit at the federal judgment rate, before
any distribution can be made to equity. 11
U.S.C. §8 726(a)(5) & 1129(a)(7). The Leg-
islative History to section 1124(3)’s repeal
suggests that Congress believed that there
is no legitimate reason when a debtor is
solvent to distinguish between impaired
and unimpaired unsecured creditors who
are receiving payment of their claims in
cash in full. Consequently, the Court con-
cludes that both should receive the same
treatment: payment of their allowed claim
plus post-petition interest at the federal
judgment rate in accordance with section
726(a)(5).

Such a rule promotes several important
policies of the Bankruptcy Code. First, as
noted, it is consistent with the underlying
principle of the Bankruptcy Code that
creditors with the same priority (such as
unsecured creditors) should be similarly
treated. Providing that all general unse-
cured creditors are entitled to the same
post-petition interest in a solvent chapter
11 debtor case prevents a debtor from
paying preferred creditors more than oth-
ers simply by classifying them as unim-
paired.

Second, it is an easy and predictable
rule to apply (as opposed to determining
interest based on each creditor’s contract
rights or relying on discretion exercised by
the court on a case by case basis). This
promotes predictability and the efficient
administration of the bankruptey estate.®

The Court in PG&E reached a similar
conclusion. 610 B.R. at 315. That Court

39. While the Indenture Trustees assert that
the calculation of their contract interest claim
is a relatively simple math exercise, in large
cases with multiple unimpaired creditors that
would not be true. E.g., PG&E, 610 B.R. at
310.

addressed the arguments of numerous un-
impaired creditors that they were entitled
to post-petition interest at various rates,
determined by contracts between the debt-
ors and the respective claimants, different
state’s judgment rates, or some other rate.
Id. at 310. It rejected those arguments
noting that
Cardelucci, in answering the narrow
question [of what the proper rate of
post-petition interest is in a solvent
chapter 11 debtor case], drew no distine-
tion as to whether the rule it announced
was confined only to impaired claims.
The clear and unequivocal analysis
based on section 726(a)(5) is obvious: it
applies to all unsecured and underse-
cured claims in a surplus estate.

Id. at 315.

Consequently, the Court concludes that
the Indenture Trustees have not stated a
plausible claim that the Debtors must pay
post-petition interest on the Notes at the
rates specified in the Indentures rather
than at the federal judgment rate. As a
result, the Court will grant the Debtors’
Motion to Dismiss Count 2 of the Com-
plaint.*

IV. CONCLUSION

For the reasons set forth above, the
Court will grant the Debtors’ Motion to
Dismiss Count 1 as to the 2022/2024 Senior
Notes, but deny it as to the 2026/2028
Senior Notes, and grant the Debtors’ Mo-
tion to Dismiss Count 2.

w
O 5 KEY NUMBER SYSTEM
T

40. As a result of this conclusion, to the extent
that the Court determines that the redemption
premium is the economic equivalent of inter-
est, that claim too would be limited by the
application of the federal judgment rate.
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Merchant Cash Advance Agreements - True Sale or Secured Loan?

l. Introduction

In recent years, merchant cash advances (“MCAs”) have become an increasingly popular
funding source for small businesses who need quick access to resources or who may be otherwise
unable to get financing through traditional bank loans because of their financial situation, credit
score, or the size of the loan.? Although MCA lenders in 2014 only provided an estimated $8
billion to businesses, the total estimated funds grew to $19 billion in 2019.2 However, as traditional
banks become more conservative in their lending practices, many small businesses may be forced
to turn to MCA lenders for funding in the future.

MCAs are essentially the “pay day” loans of the business world because they allow
businesses to get an upfront payment to help provide immediate working capital in exchange for
“selling” the MCA lender a percentage of the business’s current and future receivables.® While

these MCA agreements often state that the transaction is not a loan, they often include language

! Ben Luthi, Is a Merchant Cash Advance Right for Your Small Business?, US NEws (Jan. 28, 2022, 8:44 AM),
https://money.usnews.com/loans/small-business-loans/articles/is-a-merchant-cash-advance-right-for-your-small-
business.

2 Gretchen Morgenson, FTC official: Legal 'loan sharks' may be exploiting coronavirus to squeeze small businesses,
NBC NEws (June 29, 2020, 8:57 PM), https://www.nbcnews.com/business/economy/ftc-official-legal-loan-sharks-
may-be-exploiting-coronavirus-squeeze-n1173346.

3 Julia Rittenberg & Rob Watts, Is A Merchant Cash Advance Right For Your Business?, FORBES ADVISOR (Apr. 4,
2022, 2:24 PM), https://www.forbes.com/advisor/business/merchant-cash-advance/.
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that is more typically seen in loan agreements and in practice, appear to operate more like loans.
The MCA lender is repaid by either having the debtor remit a percentage of its daily sales to the
MCA lender, or the debtor allows the MCA lender to make a fixed withdrawal on a daily or weekly
basis from the business’s bank account.* Additionally, MCA lenders apply a fee called a factor
rate. These high factor rates are often much higher than the interest rate that would be applied to a
traditional bank loan and lead to these already struggling businesses having to pay back much more
money than they originally borrowed, further deteriorating their financial position.®

Since MCAs have elements of both loans and sales, the courts have grappled with the issue
of whether these transactions should be properly characterized as true sales or loans. This
characterization is especially important if the borrower ends up in bankruptcy or in litigation with
their MCA financer.® If the bankruptcy court finds that the transaction was a true sale, then the
business’s purchased receivables would not be property of the bankruptcy estate.” The automatic
stay also would not be apply, and the MCA company could continue to collect on the assigned
receivables post-petition.® However, if the bankruptcy court finds that the transaction was a
secured loan, the receivables would be cash collateral of the MCA company, and the automatic
stay would apply.® Outside of bankruptcy, the transaction will be subject to the applicable state’s
usury laws if a court determines the transaction is a loan.*® However, if the court finds that it was

a sale, then the usury defense will be unavailable to the borrower.

4 Luthi, supra note 1.

5 Rittenberg & Watts, supra note 3.

6 Kara J. Bruce, The Murky Process of Characterizing Merchant Cash Advance Agreements, 42 No. 4 BANKRUPTCY
LAw LETTER NL 1 (2022).

7 Receivables Transactions Revisited: Recent Decisions Split on Sale vs. Loan Characterization, CROWELL &
MORING LLP (Feb. 7, 2022), https://lwww.crowell.com/NewsEvents/AlertsNewsletters/all/Receivables-
Transactions-Revisited-Recent-Decisions-Split-on-Sale-vs-Loan-Characterization.

81d.

°1d.

10d.
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1. How Do Courts Determine Whether an MCA Agreement is a Loan or True Sale?

Courts look at a variety of factors to determine whether to characterize an MCA agreement
as a loan or true sale. However, despite courts using the same set of factors or a combination of
similar factors, courts across the country are still reaching differing conclusions on how to
characterize these transactions. “[W]hile the path courts take through this recharacterization
analysis is unpredictable, the goal is generally clear: to assess which party—buyer or seller—holds
the risks, benefits, obligations, and other attributes we typically associate with ownership.”*!

A. “Totality-of-the-Circumstances” Approach

Some courts use a “totality-of-the-circumstances” approach, which looks at eight different
factors.? These factors include: (1) the agreement’s language and the parties’ conduct; (2) whether
there is “recourse to the seller”’; (3) whether a seller retains the “servicing and commingling of
proceeds”; (4) whether the purchaser failed to investigate the debtor business’s credit; (5) whether
a seller has a “right to excess collections”; (6) whether the purchaser has a right to change the
pricing terms; (7) whether the seller retains the right to unilaterally change the terms for a
transferred asset; and (8) whether a seller retains the right to repurchase a transferred asset.”*3
While a court may use these factors to guide their analysis, “it is the rare case in which each of the
factors points in the same direction” due to the MCA lenders’ “bifurcat[ing] the traditional indicia
of ownership, transferring some of the benefits and burdens, and retaining others.”4

In Matter of Cornerstone Tower Services, Inc.,* the court applied the totality of the

circumstances test and noted, “No single factor is conclusive to the analysis and all the attributes

11 Bruce, supra note 6.

124.

13 Matter of Cornerstone Tower Services, Inc., 2018 WL 6199131, at *5 (Bankr. D. Neb. 2018).
14 Bruce, supra note 6.

152018 WL 6199131 (Bankr. D. Neb. 2018).
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of the transaction must be examined, but the allocation of risk is primary to the determination.”
In applying the factors, the court determined: (1) the parties’ agreement clearly stated that the
transaction was sale’; (2) “[u]nder the terms of the parties' agreement, LG ... [did] not have a
right of recourse”*8; (3) “Cornerstone was obligated under the agreement to collect and deposit the
receivables and permit LG to make daily withdrawals of the contract percentage”*®; (4) there was
no evidence to determine whether or not LG ever investigated Cornerstone’s debts?’; (5) LG was
only permitted to withdraw a specific percentage from Cornerstone’s account, subject to a monthly
cap, and Cornerstone retained control of the balance?!; (6) LG was not given unilateral power to
change pricing??; (7) Cornerstone assigned their right to unliterally change the terms of the
transferred assets because Cornerstone agreed to “irrevocably appoint LG as its agent and attorney-
in-fact with full authority to, among other things, collect the amounts due under the agreement
from customers or account debtors”?3; and (8) the contract did not provide Cornerstone the right
to repurchase its accounts.?* Based upon the court’s analysis of the factors, the court found that
there had been a true sale.?®

Similarly, the court in In re R&J Pizza Corporation?® determined that the MCA transaction
in question was a sale. R&J Pizza and Merchant Cash & Capital, LLC, a MCA provider (“MCC”)

entered into an agreement where R&J Pizza sold, “and MCC purchased, an undivided 16% interest

16 1d. at *6.

7d.

18 1d. at *8 (“Nothing in the agreement can be construed to be an obligation to repurchase accounts, a guarantee of
the collectibility [sic] of individual accounts, a reserve to be released only when receivables are paid, or any other
sort of recourse.”); The court noted that the second factor was the most complicated for the court to determine, but
ultimately the court found that the agreement did not provide recourse to LG.

191d. at *6.

21d.

2d.

21d.

Zd.

2d.

% |d. at *8.

262014 WL 12973408 (Bankr. E.D. N.Y. 2014).
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in future credit card, debit card, bank card and/or other charge card (collectively, ‘Credit Card’)
receivables (the *Accounts’) due to the Debtor in the total amount of $129,000.00.”?" At the same
time, the parties also entered into an agreement with Newtek Merchant Solutions (“Newtek™), a
credit card processing company, “which authorized Newtek to direct cash attributable to the
purchased accounts directly to MCC.”?® One year after the original agreement, the parties entered
into a modification agreement in which MCC agreed to buy and R&J Pizza agreed to sell 13%
more of R&J Pizza’s receivables “until the aggregate total of the purchase price ... [was] paid in
full,”?® but MCC did not have the right to charge interest regardless of the length of time it took
for R&J Pizza to repay the debt in full.*® Subsequent to the date R&J Pizza filed their petition for
relief under Chapter 11, R&J Pizza stopped using Newtek as their processor and retained a new
processor without informing MCC, both of which were violations of their agreement with MCC,;
and R&J Pizza did not inform the new processor to forward to MCC their portion of the purchased
accounts.® As such, MCC argued that the unpaid portion of the purchased accounts was the
property of MCC, rather than the property of the bankruptcy estate.®? While the court did not
address all eight factors, the court examined five of the factors and determined: (1) the language
of the contract clearly provided that the transaction was a sale®?; (2) the agreement provided MCC
with no recourse against R&J Pizza for non-collection®*; (3) R&J Pizza was not provided with the
right to repurchase its accounts®?; (4) R&J Pizza did not retain any right to commingle other credit

card receivables with those purchased by MCC nor could R&J Pizza collect proceeds of the

271d. at *1.

28 d.

2 1d. at *2.

30 Receivables Transactions Revisited: Recent Decisions Split on Sale vs. Loan Characterization, supra note 7.
3L In re R&J Pizza Corp., at *2.

%2 d.

31d. at *3-4.

3 1d. at *4.

3 1d.
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accounts MCC purchased, rather R&J Pizza was expressly required to only use a processor
approved by MCC?*: and (5) MCC was given no rights to alter the pricing terms.3” Ultimately, the
court determined that the transaction was a true sale.®® As such, R&J Pizza retained no rights to
the purchased receivables so the accounts were not part of the bankruptcy estate.*

The court in In re Shoot the Moon, LLC* cited the eight factor test, noting that a main
consideration which connects all of the factors is the allocation of risk between the parties;
however, the opinion only discussed three of the findings in detail, all of which supported the
court’s conclusion that the transaction was a loan.*! The court explained, “A sale typically occurs
when the risk of loss from the purchased assets passes to the buyer — a gamble usually reflected in
the purchase price”; however, with “a disguised loan, the parties may employ various methods to
allocate risk — the putative seller typically remains exposed to the underlying receivables and may
grant the putative buyer recourse to sources of recovery beyond the receivables.”*? Further, the
court noted that it would “look to the overall transactional substance rather than attempt to
formulate a material discrepancy between New York and Montana law on the matter.”*® In
applying the factors, the court determined: (1) the securities interests were much broader than those
typically associated with a sale, but “akin to those associated with a loan”*%; (2) the contract

provided CapCall with significant recourse rights and an “overbroad collateral package”*°; and (3)

% 1d. at *5.

371d. at *5-6.

3 1d. at *6.

¥ 1d.

40635 B.R. 797 (Bankr. D. Mont. 2021).

41d. at 813.

21d. at 814.

21d.

“1d.

4 1d. at 816; See id. at 817 (The terms of the contract “[a]s a whole, ... provide CapCall with at least conditional
recourse and expanded legal rights against the Shoot the Moon entities and the personal guarantors.” Additionally,
the terms of the contract “allocate[s] great risk to the Shoot the Moon counterparty while protecting CapCall with
much more than just the receivables. CapCall's panoply of rights, remedies, and potential control is highly unusual
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“the parties’ course of performance ... reflects a debtor-creditor relationship.”*® Ultimately, the
court concluded that “that the parties’ actions show that they intended to transact via loans”
because the “evidence reveal[ed] a course of dealing deeply inconsistent with true sales of
receivables.”*” The opinion acknowledged that there was language in the agreement which stated
that the transaction was not a loan; however, the court noted that “this ipse dixit is hardly
convincing; ‘[s]imply calling transactions “sales” does not make them so” because ‘[I]abels cannot
change the true nature of the underlying transactions.’”#®

B. New York Three-Factor Approach

Under the current New York approach, courts characterize MCA transactions as either a
loan or true sale by examining three-factors: (1) whether the agreement has a reconciliation
provision; (2) “whether the agreement has an indefinite term”; and (3) whether a buyer has any
recourse against the seller if the seller declares bankruptcy.*® Although many MCA agreements
are governed by New York law, courts across the country using the three-factor test still reach
differing conclusions on whether an MCA transaction should be characterized as a loan or true
sale.

In Womack v. Capital Stack, LLC, the court noted that “[a]n MCA transaction is not a loan
where the agreement provided that the buyer purchased a fixed amount of the seller's future sales

proceeds which were deliverable to the buyer from a percentage of the seller's daily sales

in the context of an asset sale. Such an overall arrangement is consistent with a debtor-creditor relationship, not a
seller-buyer relationship.”)

6 1d. at 817.

471d. at 819.

48 1d. (quoting Fireman's Fund Ins. v. Grover (In re Woodson Co.), 813 F.2d 266, 272 (9th Cir. 1987)).

% In re GMI Group, Inc., 606 B.R. 467, 484-85 (Bankr. N.D. Ga. 2019); see also Womack v. Capital Stack, LLC,
2019 WL 4142740, at *5 (S.D.N.Y. 2019) (“New York State Courts encourage courts to consider three factors to
determine if an agreement is a loan or a merchant agreement: (1) whether there is a reconciliation provision; (2)
whether the agreement has an indefinite term; and (3) whether the plaintiff has any recourse should the merchant
declare bankruptcy.”)

US.351480640.01
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proceeds.”®® Further, “MCA transactions cannot be considered loans where the MCA funders'
purchase price was placed at hazard and they had no absolute right of repayment if the businesses
failed.”>! After applying the three-factor test, the court determined that the transaction was a sale
because the agreement: (1) had a reconciliation provision; (2) provided the MCA lender with a
fixed percentage of the business’s receivables until the purchased amount was fully repaid
regardless of how long repayment would take; and (3) expressly stated that the MCA lender had
no recourse against the seller if the seller declared bankruptcy, thus the MCA lender bore the risk
of loss since the seller did not have an unconditional repayment requirement. 2

The court in In re GMI Group applied the same three-factor test but found that the MCA
agreement was a loan under New York law because while the factors were present, “...those
factors—though helpful in the analysis—are not determinative.”® Instead, a court “must examine
the actual substance rather than the form of the Agreement to determine its true nature.”>*
Furthermore, “[t]he ultimate touchstone of whether a transaction constitutes a loan is if it provides
for guaranteed repayment.” The court ultimately determined that the transaction in question was a
loan.®® While the agreement stated that the buyer would have no recourse against the seller if they
filed for bankruptcy, the seller was required to have double the daily repayment amount in their
account at all times.* If the seller failed to maintain the required threshold, the seller would be in
breach of the agreement, and the debt would be accelerated.®” The court noted that by requiring

the seller to always have double the daily repayment amount in their account, the seller “was sure

502019 WL 4142740, at *5 (S.D.N.Y. 2019).

5.

52 1d. at *5-6.

53 In re GMI Group, Inc., 606 B.R. 467, 485 (Bankr. N.D. Ga. 2019).
5 d.

%5 1d. at 486.

%6 1d.

5 1d.
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to default from the outset”; therefore, the buyer bore “no actual or appreciable risk that it ...
[would] not receive repayment in full.”
I11.  Other Issues to Consider

A. New York is the Primary Choice of Law for MCA agreements

Most MCA agreements are governed by New York law, and New York law “is predisposed
against finding usury, particularly in commercial contracts.”®® As such, New York has a “growing
body” of case law characterizing MCA agreements true sales.®® This expanding body of case law
was noted by the court in Womack, which supported its decision that the MCA agreement in
question was a sale by including a string cite to twenty-eight recent New York state and federal
court decisions applying New York law and determining “that similar MCA transactions were not
loans subject to New York's usury laws” because the transactions were sales.®? In addition to
applying the three-factor test, the Womack court also noted that under current New York law, an
MCA agreement is a sale, not a loan where the MCA lender “1) purchases a fixed amount of the
seller's future sales proceeds; 2) the proceeds are deliverable from a percentage of the seller's daily
sales proceeds; and, 3) the agreement provides no liability if the seller ceases operations in the
ordinary course of business.”®?

Additionally, under New York law, a borrower / seller can be required to sign an affidavit

that serves as a confession of judgment. Although confession of judgment provisions are not

%8 |d. at 487 (The court noted that “[u]pon default, the Daily Amount will equal 100 percent of all of the Debtor's
Future Receipts and the full, uncollected Purchased Amount will be immediately due and payable in full.”
Additionally, there were protection in the MCA agreement which were “designed to protect Defendant's interests in
collecting the full Purchased Amount, such as the UCC-1 financing statement and related security interest, the
Confessed Judgment, and the Guaranty, will be triggered.” Furthermore, “if default by the Debtor is a certainty or
near certainty, the provisions professing contingent repayment and protections for the Debtor if it files for
bankruptcy or ceases/slows operations have no practical effect.”)

%9 Bruce, supra note 6.

80'1d. (citing Womack v. Capital Stack, LLC, 2019 WL 4142740 (S.D.N.Y. 2019)).

81 Womack v. Capital Stack, LLC, 2019 WL 4142740, at * 7 (S.D.N.Y. 2019); see Bruce, supra note 6.

52 \Womack v. Capital Stack, LLC, 2019 WL 4142740, at * 7 (S.D.N.Y. 2019).
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allowed in consumer credit transactions and are barred entirely in some jurisdictions,®® any
judgments entered pursuant to a confession of judgment may be enforceable in jurisdictions which
bar them if New York law governs the contract.

B. Additional Issues Which Lean Towards Characterizing MCAs As Loans

Additional issues that courts should consider when determining whether to characterize an
MCA agreement as a loan or a sale include: (1) whether the reconciliation provisions provide the
buyer with too much discretion to adjust payment requirements®®; (2) whether the buyer’s
repayment is tied to all of the seller’s receivables rather than an identified set of receivables®; (3)
whether the agreement provides for remedies which are more similar to those seen in loans, rather
than sales®’; and (4) whether the substance of the agreement is more similar to a loan despite the
agreement’s language stating that the transaction is a sale, specifically whether the buyer or seller
has the benefits of ownership.®®

i. Reconciliation Provisions Negating Buyer’s Risk

Typically, MCA agreements have a reconciliation provision which provides how, and

which parties can adjust the seller’s daily payment requirements.®® These reconciliation provisions

8 Bruce, supra note 6; See IND. CODE § 34-54-4-1(3) (West 2022) (making it a Class B Misdemeanor to attempt
“to recover upon or enforce within Indiana a judgment obtained in any other jurisdiction based upon a cognovit
note™).

64 See EBF Partners, LLC v. Novabella, Inc., 96 N.E.3d 87, 88-89 (Ind. Ct. App. 2018) (“Although cognovit notes
are prohibited in Indiana, the Full Faith and Credit Clause of our Federal Constitution requires reversal of the trial
court's judgment” which dismissed EBF’s petition to domesticate a New York court’s judgment that had been
“entered pursuant to a confession of judgment in a cognovit note, against Novabella Inc.” Since New York court’s
judgment “appears on its face to be rendered by a court of competent jurisdiction and Novabella did not challenge
the jurisdiction of the New York court to enter the judgment, the trial court was required to afford full faith and
credit to the New York judgment.”); see id. at 92 (quoting Cox v. First Nat. Bank of Woodlawn, 426 N.E.2d 426,
430 (Ind. Ct. App. 1981) (“However, “in spite of Indiana's aversion to cognovit provisions, a valid foreign judgment
based on a cognovit note will be given full faith and credit in Indiana.””)); but see IND. CODE § 34-54-3-4 (West
2022) (providing that certain foreign judgments are unenforceable in Indiana, including judgments rendered by a
court in another state which are based upon a contract containing a prohibited provision under Indiana law).

% Bruce, supra note 6.

%6 1d.

57 1d.

88 1d.

89 1d.
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determine the MCA lender’s overall risk in the transaction.”® In LG Funding, LLC v. United Senior
Properties of Olathe, LLC, the court affirmed a denial of summary judgment on the grounds that
there were “triable issues of fact” as to whether the agreement was a criminally usurious loan
because the agreement provided that the MCA lender could just adjust payment amounts “at its
sole discretion and as it deems appropriate” so the lender did “did not assume the risk that [the
seller] ... would have less-than-expected or no revenues.”’*

ii. Loan-Like Repayment Structure

When evaluating an MCA agreement, the courts should note whether the repayment
structure of MCA agreement is more similar to that of a loan or a sale, and how this impacts the
risk borne by each party.’? Specifically, courts should consider how the repayment structure of
many MCA agreements is more similar to that of a secured loan because it “places the risk of loss
as to any individual account on the seller.””® In contrast, “[w]hen a buyer buys an identifiable pool
of specific receivables, as in a traditional factoring arrangement, the buyer typically bears the loss
when any one of those accounts is not repaid.”’*

iii. Overly-Broad Remedies

Another consideration which leans towards characterizing an MCA transaction as a loan
are the loan-like remedies given to the lenders in many MCA agreements.”® “[M]any MCA

agreements are supported by broad collateral packages extending far beyond the receivables

0 McNider Marine, LLC v. Yellowstone Capital, LLC, 2019 WL 6257463, *4 (N.Y. Sup 2019), appeal dismissed,
199 A.D.3d 1301, 154 N.Y.S.3d 508 (4th Dep’t 2021); see Bruce, supra note 6.

LG Funding, LLC v. United Senior Properties of Olathe, LLC, 181 A.D.3d 664, 666, 122 N.Y.S.3d 309, 312-313
(2d Dep’t 2020); see Bruce, supra note 6.

2 Bruce, supra note 6.

3 1d. (citing John F. Hilson & Stephen L. Sepinuck, A “Sale” of Future Receivables: Disguising A Secured Loan as
a Purchase of Hope, 9 TRANSACTIONAL LAw. 14, 15-16 (2019)).
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subject to the transaction.”’® Additionally, the acceleration provisions in most MCA agreements,
which give the MCA lender the right to accelerate the repayment upon certain conditions
occurring, are more similar to those seen in secured loans.””

iv. Ownership Benefits

Finally, courts should consider the actual substance of the MCA agreement rather than
merely accepting the language stating that the transaction is a sale.”® The court in In re Shoot the
Moon, LLC acknowledged that there was language in the agreement which stated that the
transaction was not a loan; however, the court noted that “this ipse dixit is hardly convincing;
‘[s]imply calling transactions “sales” does not make them so’ because ‘[l]abels cannot change the
true nature of the underlying transactions.””’® Specifically, courts should examine who enjoys the
benefits and burdens of ownership.8% With an MCA agreement, the lender is only purchasing a
percentage of the receivables, but control and ownership of the balance remains with the debtor.!
As such, while the debtor business cannot do something to the purchased account which would
violate the terms of the MCA agreement, they can do anything which would not constitute a
breach.8? Additionally, “the merchant also [must] continue[] to service the underlying accounts,

... aburden ... typically associate[d] with ownership.”83

IV.  Conclusion and Implications

As it becomes more difficult for small businesses to receive funding from traditional

76 1d. (citing In re Shoot The Moon, LLC, 635 B.R. 797, 814-15 (Bankr. D. Mont. 2021)).

71d. (citing Anderson v. Koch, 2019 WL 1233700, at *4 (Minn. Ct. App. 2019)).

8 1d.

% In re Shoot The Moon, LLC, 635 B.R. 797, 819 (Bankr. D. Mont. 2021) (quoting Fireman's Fund Ins. v. Grover
(In re Woodson Co.), 813 F.2d 266, 272 (9th Cir. 1987)).

8 Bruce, supra note 6.

8 d.

8 d.

8 d.
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sources, funding through MCA lenders will continue to grow and as a result, more courts will be
asked to determine whether these MCA transactions should be properly characterized as loans or
true sales. Since MCA agreements have aspects of both loans and sales, a court needs to look
beyond the language calling the transaction a sale and instead look at the actual substance of the
agreement, including the loan-like remedies and repayment structure which greatly minimize the
MCA lender’s risk of not being repaid. All of these considerations point towards MCA agreements

being characterized as loans rather than sales.

V. Discussion Points/Questions

A. While the majority of New York courts have determined that MCA agreements are
true sales and not loans, what considerations should other jurisdictions applying
New York law consider as part of their analysis?

B. Should the Federal Trade Commission and Congress create additional regulations
applicable to these transactions?

C. If the MCA agreement is accompanied by a confession of judgment, could the
entire agreement be unenforceable in Indiana because it is a cognovit note (as long
as there was no judgment from a foreign court related to the cognovit note)?
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Is An Arbitration Clause Enforced
If It’s Part of an Executory Contract That’s Rejected?
(In re Highland Capital Management , LP)

Robyn L. Moberly, Judge
United States Bankruptcy Court
For the Southern District of Indiana
Pat Marshall, Law Clerk

I. Background

Contracts and agreements typically contain provisions where the parties
agree to submit their disputes arising from the contract to arbitration. While
judicial reluctance in the past resulted in these arbitration clauses seldom being
enforced in bankruptcy, the recent trend has been in favor of enforcement of such
clauses. This article explores how the decision in Highland Capital Management,
LP differs from that trend.

A. The Federal Arbitration Act

The Federal Arbitration Act (“FAA”) (9 U.S.C. §1 et seq.) was enacted in 1925
in response to widespread judicial hostility to arbitration agreements. AT & T
Mobility LLC v. Concepcion, 563 U.S. 333, 339, 131 S.Ct. 1740, 1744, 179 L.Ed.2d
742 (2011). Section 2 of the FAA provides:

A written provision in ...a contract...to settle by arbitration a
controversy thereafter arising out of such contract...shall be valid,
irrevocable and enforceable, save upon such grounds as exist at law or in
equity for the revocation of any contract.

Section 4 of the FAA provides in part that

A party aggrieved by the alleged failure, neglect, or refusal of another
to arbitrate under a written agreement for arbitration may petition any
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United States district court which, save for such agreement, would have

jurisdiction under title 28...for an order directing that such arbitration

proceed in the manner provided for in such agreement.
The FAA reflects a liberal federal policy favoring arbitration and recognizes that
arbitration is matter of contract to which the parties to the contract agreed. Id.
The FAA requires arbitration agreements to be placed on equal footing with other
contracts and rigorously enforces them according to their terms. /d. The trend had
developed to not only favor enforcement of arbitration clauses but to also
increasingly limit a court’s discretion to refuse to enforce arbitration clauses. In re
Weinstock, No. 96-3114DWS, Adv. No. 99-0056, 1999 WL 342764 at *5 (Bankr. E.
D. Penn. May 25, 1999). The mandate to enforce an arbitration clause applies
equally to claims based on statutory rights (such as claims under the bankruptcy
code). Shearson/Am Exp., Inc. v. McMahon, 482 U.S. 220, 226, 107 S.Ct. 2332,
2337, 96 L.Ed.2d 185 (1987). This FAA mandate can be overridden only if (1) the
statutory text or the legislative history of the statute shows a contrary
congressional command or (2) if there is an inherent conflict between arbitration
and the statute’s underlying purposes. Id.

B. The FAA and the Bankruptcy Code

The Supreme Court has rejected every such effort to “conjure conflicts”
between the FAA and other federal statutes and has steadfastly enforced
arbitration agreements. Epic Sys. Corp. v Lewis, 138 S.Ct. 1612, 1627, 200 L.Ed.2d

889 (2018). (noting that it found no congressional intent to displace the FAA in the

Sherman and Clayton Acts, the Discrimination in Employment Act, the Credit

172



Repair Organizations Act, the Securities Act of 1933, the Securities Exchange Act of
1934, and the Racketeer Influenced and Corrupt Organizations Act.) To date, the
Supreme Court has not been asked to consider the enforcement of arbitration
agreements in bankruptcy. The appellate courts that have considered arbitration
agreements in bankruptcy have not found any indication in either the text or the
legislative history that suggests Congress intended for the Bankruptcy Code to
override the FAA. Roth v. Butler University, et al., (In re Roth) 594 B.R. 672, 676
(Bankr. S. D. Ind. 2018). Thus, the question of whether an arbitration clause is
enforceable in a bankruptcy context involves the second McMahon prong of whether
arbitration would present an inherent conflict with the Bankruptcy Code’s
underlying purposes. If it does, the Bankruptcy Court has discretion (although is
not required) to deny enforcement.

The majority of courts that have exercised discretion and denied enforcement
of an arbitration clause in a bankruptcy case have done so where a 