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Super priority claims are not created
under Section 503(b) and therefore
don’t take a back seat to chapter 7
administrative claims.

Chapter 11 Super Priority Claims Retain Exalted Status
After Conversion to Chapter 7
In a case converted from chapter 11 to chapter 7, do administrative expenses incurred
in the chapter 7 case take priority over so-called super priority administrative claims
granted during a chapter 11 case under Section 364(c)(1)?
The answer is “no,” according to Chief Bankruptcy Judge Thomas L. Saladino of
Omaha, Neb. The priority afforded chapter 7 administrative expenses under Section
726(b) “does not trump the super priority granted to Section 364(c)(1) claims,” he said.
A primary supplier refused to extend unsecured credit to the chapter 11 debtor in
possession. Although the debtor declined to grant the supplier a lien to secure
payment for goods sold during the chapter 11 case, the bankruptcy court did enter an
order giving the supplier an administrative claim with “priority over any or all
administrative expenses of the kind specified in section 503(b) or 507(b) . . . ,” as
Section 364(c)(1) provides.
After the case converted to chapter 7, the supplier sought payment of its unsecured,
super priority claim. The chapter 7 trustee and several creditors objected, contending
that the super priority claim should take a back seat to chapter 7 administrative
expenses. Judge Saladino disagreed in his Nov. 7 opinion.
Judge Saladino said that Section 364(c)(1) is clear, standing alone. In chapter 11, a
super priority claim “will have priority over every other kind of administrative claim
allowed under Section 503(b).” However, the case had been converted to chapter 7,
where Section 726(b) “creates another priority scheme for administrative expenses,” he
said.
The proviso in Section 726(b) creates an exception to the ordinary rules of priority by
providing that administrative expenses incurred after conversion will have “priority over
a claim allowed under section 503(b) of this title incurred under any other chapter of
this title.” [Emphasis added.]
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
www.abi.org

4

EYE ON BANKRUPTCY – SEASON 4 EPISODE 12
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A tenant with a rejected lease retains
‘recoupment’ rights in addition to the
protections in Section 365(h).

A Tenant with a Rejected Lease Could End Up Paying
No Rent, Third Circuit Says
When a bankrupt landlord rejects a tenant’s lease, the Third Circuit will allow the tenant
to offset its damages, even if it means that the tenant remains in possession without
paying rent.
The dispute arose from the failed chapter 11 reorganization of the Revel casino in
Atlantic City, N.J. Costing $2.4 billion to build, the casino was eventually sold for a
mere $82 million (no typo).
A chief protagonist throughout was the operator of two nightclubs and a beach club at
the casino. The casino lost when the bankruptcy judge ruled that the debtor’s right to
sell the project “free and clear” under Section 363(f) would not allow the debtor to
reject the lease and evict the nightclub operator. In substance, Section 365(h) trumped
Section 363(f) by allowing the tenant to remain in possession.
When the debtor rejected the nightclub leases, the tenant elected to remain in
possession and reserved its rights under Section 365(h).
Section 365(h) has several tenant-friendly provisions. Subsection (h)(1)(B) allows the
tenant to offset the “value of any damage caused by the [debtor’s] nonperformance”
against the “rent reserved” under the lease.
Of importance to the appeal in the Third Circuit, subsection (h)(1)(A)(ii) allows the tenant
to retain its rights under the lease, including “the amount and timing of payment of
rent.”
In his opinion for the Third Circuit on November 30, Circuit Judge Thomas L. Ambro
quoted the bankruptcy judge, who called the lease a “bloated morass.” It was indeed
complicated because the debtor and the tenant together were to spend $80 million in
building out the nightclubs. The tenant’s share of the capital expense was $16 million.
The lease contained what it characterized as a recoupment provision. Judge Ambro
summarized the provision as meaning that the tenant would pay no rent unless the
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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nightclubs turned a profit. The bankruptcy and district courts agreed that the
recoupment provision was enforceable, effectively meaning that the tenant was not
liable for rent.
The purchaser of the casino appealed to the Third Circuit and lost again in Judge
Ambro’s 13-page opinion. He said there was “no doubt” that the recoupment clause
was one of the rental terms that remained enforceable after rejection under Section
365(h)(1)(A)(ii).
“To render the ‘recoupment’ component . . . inoperative, while still calculating the ‘rent’
component using the same formula, would upend the rent framework established in
the Lease and deny [the tenant’s] statutory right to remain in possession of the
premises under the same ‘rental terms,’” Judge Ambro said.
Judge Ambro upheld the two lower courts that had sided with the tenant on an
independent ground. He ruled that the tenant also had a common law right of
recoupment, sometimes referred to as equitable recoupment, which offsets obligations
arising between the same parts in the same transaction.
Judge Ambro said there was “no question” that the rental obligation and the tenant’s
recoupment rights arose from the same transaction. He said it would be “inequitable” if
the tenant were required to pay rent without the offsetting reductions afforded by the
recoupment provision.
In short, Judge Ambro said the tenant “is entitled to reduce its rent obligations by
recoupment amounts under the Lease based on the doctrine of equitable
recoupment.”
Judge Ambro said that nothing in the opinion should be construed to allow the tenant
to realize a recovery from the new owner beyond the reductions afforded in the lease.

Opinion Link
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District judge in Brooklyn overturns the
bankruptcy court and again exposes
colleges and universities to the receipt of
fraudulent transfers when insolvent
parents pay their childrens’ tuition.

Tuition Payments by Insolvent Parents (Likely)
Constitute Fraudulent Transfers
Bankruptcy trustees in some parts of the country are filing fraudulent transfer suits to
recover tuition payments that insolvent parents made on behalf of their children over
age 18.
In March, Chief Bankruptcy Judge Carla E. Craig of Brooklyn, N.Y., notched a victory
for colleges and universities by holding that concepts borrowed from structured
finance will insulate educational institutions from fraudulent transfer liability. To read
ABI’s report on Judge Craig’s decision, click here.
The trustee appealed, and District Judge Allyne R. Ross of Brooklyn reversed and
remanded in an opinion on November 27.
Although upholding Judge Craig’s legal construct, Judge Ross made a critical factual
distinction that may end up making the universities automatically liable, even though
they had no inkling that the parent was insolvent or making fraudulent transfers.
Because a child’s higher education supposedly confers no value on the parent, some
courts find fraudulent transfers to the schools while others do not, as Judge Craig said
in her March 28 opinion. In assigning liability or not, it is this writer’s view that some
courts are making dubious law on who is a “mere conduit” and in deciding whether the
school is the initial or subsequent transferee.
Instead, the courts and Congress should starkly confront this fundamental question:
Does an insolvent parent make a fraudulent transfer by paying typical, reasonable
expenses of a child over the age of 18?
Although schools are normally the defendants, not the children, nothing prevents
trustees from suing the kids. Would society countenance holding children liable for
receipt of fraudulent transfers when the parents have done nothing more than provide
an education? If contemporary society believes that parents have a duty to educate
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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children over the age of 18, should fraudulent transfer law adopt the same
presumption?
As soon as possible, schools can and should tweak their student accounts to obviate
the chance of being liable under Judge Ross’s opinion. But that leads to another
question: Should astute structured finance change the result when the underlying
economic reality remains the same?
This writer also recommends that state legislatures adopt family laws to protect
innocent educational institutions whose only sin is providing an education.
The Facts
In the lawsuit before Judge Craig, an insolvent parent had paid tuition for his children
both before and after he filed a chapter 11 petition. After conversion to chapter 7, the
trustee filed fraudulent transfer suits to recover the tuition payments.
Holding that the universities were not the initial transferees and were therefore entitled
to the good faith defense as subsequent transferees under Section 550(b), Judge Craig
granted summary judgment to the universities dismissing the adversary proceedings.
Judge Craig based her decision on the structure of student accounts created by the
universities to pay tuition.
The accounts were in the name of the students. Payments by parents went into the
accounts and were applied toward tuition when the students registered for classes.
Even though they may have supplied the funds, parents had no right to access the
accounts without the students’ permission. If the students were to withdraw, refunds
went to the students, not to the parents.
Judge Craig ruled that the students, not the universities, were the initial transferees
because undisputed facts showed that the parent-debtor did not have dominion or
control over the students’ accounts when the parent made transfers into the accounts.
After the initial transfers, she said, the debtor could not access the accounts without
the students’ authorization. Rather, she said, the students had dominion and control
over their accounts.
Since the universities were subsequent transferees, Judge Craig ruled that the schools
were entitled to dismissal because they had the good faith defense in Section 550(b).
The trustee did not question the universities’ good faith.
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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The Opinion by Judge Ross
In her 21-page opinion on appeal, Judge Ross said that Judge Craig’s “analysis of this
thorny issue was sound.” Still, she reversed and remanded because Judge Craig had
not “grappled with a key factual question” of whether the parent funded the student
account before or after the child had registered for classes.
The trustee conceded that the schools took the payments in good faith. The only
question, Judge Ross said, was whether the universities were the initial or subsequent
transferees.
In the Second Circuit, Judge Ross said that an initial transferee is someone who can
exercise dominion and control to put the funds to “his own purposes” and is not a
“mere conduit.”
Before a student registers for classes, Judge Ross said that any refunds must be made
to the students. Before registration, she said the schools did not have “dominion over
the tuition payments” because the students could withdraw from the university “and
take the money with them,” thus preventing the schools from being the initial
transferees who would be liable automatically.
On the other hand, Judge Ross held that the schools would be the initial transferees,
and thus deprived of the good faith defense, if the parent funded the student account
“after [the tuition] was already due.”
Judge Ross reversed and remanded the case for the bankruptcy court to determine
whether the parent funded the accounts before or after tuition payments were due. She
said that Judge Craig “did not discuss the timing of the payments in detail.” Instead,
she said that Judge Craig appeared to assume that the debtor funded the students’
accounts before they registered for classes.
Although the schools may be liable after remand, Judge Ross did make rulings in favor
of the universities, although not on issues that would absolve them of liability. She
rejected the trustee’s contention that the children were “mere conduits,” evidently if the
accounts had been funded before tuition was due for payment. Were the children
“mere conduits,” the schools would have been liable had they received the funds
before or after the students registered.
Judge Ross went on to say that the outcome did not depend on the existence of the
student accounts. Even if the funds were held by the schools in a commingled
account, Judge Ross indicated that the result would be the same as long as the
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
www.abi.org

10

EYE ON BANKRUPTCY – SEASON 4 EPISODE 12

student had the contractual right to direct the disposition of refunds before tuition was
due for payment.
Because Judge Craig must perform more than ministerial functions on remand, Judge
Ross’s decision is probably not a final order bestowing a right of appeal to the Second
Circuit.
While the litigation grinds forward, the New York legislature should consider legislation
to protect colleges, universities and perhaps, also, private secondary and elementary
schools.
Opinion Link
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Vigorous dissent argues that the
majority misread Ninth Circuit precedent
in barring a debtor from exempting postpetition appreciation in a homestead.

Appreciation in a Home Is Exempt in California, But
Not in Washington, Circuit Says
Perceiving a pivotal difference between the California and Washington State
exemptions, the majority on a Ninth Circuit panel refused to allow a chapter 7 debtor to
exempt the post-petition appreciation in the value of her homestead.
District Judge Paul C. Huck of Miami, sitting by designation, wrote a 37-page dissent,
decimating the majority’s 11-page opinion, in this writer’s opinion.
The majority’s opinion may not affect practice in California. However, practitioners in
Washington State should study the majority opinion carefully and modify their tactics
accordingly. Among other things, debtors in Washington should not underestimate the
value of their homes when filing schedules initially, because assigning a low value at
the filing date could bar the debtor from later realizing the maximum homestead
exemption.
The state legislature in Washington could amend the exemption statute to prevent the
state’s residents from being at a disadvantage compared to residents of other states.
The Facts
The individual debtor filed a chapter 7 petition in December 2013. She scheduled her
home as being worth $250,000, subject to a mortgage of about $246,500. Utilizing the
Washington State exemption, she claimed a $3,500 exemption to cover all the equity in
her homestead.
The case quickly began to unravel, based on a reading of the bankruptcy court’s
docket rather than the Ninth Circuit opinion. Nine months after filing, the mortgagee
filed a motion to modify the automatic stay and alleged that the home was actually
worth $325,000.

American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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Meanwhile, the trustee had discovered an undisclosed, prepetition, fraudulent transfer
of property. The trustee objected to the debtor’s discharge. Eventually, the debtor
waived her discharge.
Evidently believing that the trustee would attempt to sell the home because the value
had risen or was initially understated, the debtor amended her schedules in July 2016
to list the value of the property as $412,500. She also amended her exemptions to
claim an exemption in “100% of fair market value, up to any applicable statutory limit.”
The debtor apparently was attempting to exempt $125,000, the maximum homestead
exemption under Washington State law.
The trustee objected to the amended homestead exemption. The bankruptcy judge
sustained the exemption, holding that the amount of the exemption was frozen at the
filing date in the amount of $3,500, because there had been no objection to the value
of the home as of the filing date. The district court affirmed.
State Exemption Laws
The majority opinion by Circuit Judge N. Randy Smith saw a pivotal difference in the
Washington State homestead exemption compared to the California exemption.
California law, Judge Smith said, allows “an exemption with a fixed dollar value, based
on demographic criteria — not home equity.”
On the other hand, Judge Smith said that Washington State “applies a sliding scale in
which ‘the homestead exemption shall not exceed the lesser of (1) the total net value of
the [homestead] . . . or (2) the sum of [$125,000] . . . .’”
The Majority Opinion
Comparing the two statutes, Judge Smith said that the Washington State exemption
“is tied to the equity in the debtor’s home as of the filing date of the petition.” On the
other hand, the California exemption “is determined by demographic criteria,” such as
the number of people in the household.
For reasons we cannot adequately explain, Judge Smith concluded that “the
homestead amount claimed at filing [in California] may exceed the home equity on the
petition date.” Consequently, he said that Ninth Circuit precedent allows a California
resident to exempt post-petition appreciation in value.

American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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In Washington State, on the other hand, Judge Smith held that the exemption is limited
to the equity in the home on the filing date. Because $3,500 was indisputably exempt
on the filing date, “[t]hat amount was all that Washington’s exemption statute permitted
her to exempt.”
Judge Smith added, “The fact that some debtors in our California cases were
permitted to exempt more than the equity in their homes on the date of their
bankruptcy does not establish [the debtor’s] entitlement to do the same in
Washington.”
The Dissent
The majority’s opinion did not sit well with Judge Huck, whose dissent synthesizes
Ninth Circuit precedent on homestead exemptions. We recommend reading his dissent
in full text for a detailed overview of Ninth Circuit exemption law.
Beyond misreading Ninth Circuit precedent, Judge Huck said the majority violated
three cardinal principles of bankruptcy law: (1) Exemptions are to be liberally construed
in favor of debtors; (2) courts may not deny exemptions for reasons not stated in the
statute, citing Law v. Siegel, 134 S. Ct. 1188 (2014); and (3) amendments to
exemptions are permitted as of right, citing Bankruptcy Rule 1009(a).
Meticulously analyzing pertinent Ninth Circuit cases, he said that “binding and on-point
Ninth Circuit precedent mandates that when a homestead appreciates in value
postpetition, a debtor is entitled to amend her homestead exemption claim to include a
portion of that appreciation in order to exempt from the bankruptcy estate the
maximum amount permitted by state or federal law applicable to the debtor’s filing
date.”
Among other authorities, Judge Huck quoted a Ninth Circuit Bankruptcy Appellate
Panel opinion, upheld in the Ninth Circuit, as saying that the amount of a homestead
exemption is determined when the property is sold rather than being fixed as of the
filing date.
Judge Huck said that any differences in the two states’ statutes are “illusory,” because
the attempt at characterizing California law as based on “demographic criteria” was
“fashioned from whole cloth.” He said there was “no meaningful basis for treating
California’s capped homestead exemption scheme differently from the federal and
other state capped schemes.”

American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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Judge Huck challenged the majority’s notion that a debtor may only exempt property in
existence on the filing date. He said there is “no statute or caselaw [that] limits a
debtor’s right to exempt only property which entered the estate” on the filing date. He
cited authority for the proposition that a debtor may exempt property that comes into
the estate after filing.
It therefore “follows,” he said, “that because postpetition appreciation is an estate
asset, it is then subject to the maximum applicable homestead exemption irrespective
of the amount of the exemption initially claimed by the debtor.”
As to the so-called snapshot rule for determining exemptions as of the filing date,
Judge Huck said there is no case “which has extended the snapshot rule to freeze the
amount of an exemption at filing.”
Opinion Link
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Supreme Court’s Epic decision may
end up forcing debtors to arbitrate
dischargeability of loans.

Courts Split on Arbitrating Dischargeability
of Student Loans
Unless the circuit courts are unanimous, the Supreme Court ultimately will decide
whether individual debtors can be forced to arbitrate the dischargeability of student
loans. Indeed, if the courts say that dischargeability of student loans must be
arbitrated, it won’t be long before dischargeability disputes involving loans of all types
are taken out of the bankruptcy courts and decided by arbitrators.
And if dischargeability must arbitrated, why can’t arbitrators also rule on the allowance
of claims?
Bankruptcy Judge Jeffrey J. Graham of Indianapolis has most recently written on a
subject where the lower courts are divided. He declined to follow Williams v. Navient
Solutions LLC (In re Williams), 564 B.R. 770 (Bankr. S.D. Fla. 2017), where Bankruptcy
Judge Erik P. Kimball of West Palm Beach, Fla., required the debtor the arbitrate the
dischargeability of a student loan under Section 523(a)(8).
Instead, Judge Graham decided in his November 16 opinion to follow Bankruptcy
Judge Elizabeth S. Stong of Brooklyn, N.Y., who refused to enforce an arbitration
agreement when the debtor mounted an adversary proceeding to discharge student
loans. Golden v. JP Morgan Chase Bank NA (In re Golden), 587 B.R. 414 (Bankr.
E.D.N.Y. 2018).
The facts before Judge Graham were not unusual. The debtor had received a general
discharge, which, of course, did not include about $36,000 in student loan debt. The
student loan agreement contained a provision requiring arbitration of any claim or
dispute regarding the debt.
The debtor filed a complaint contending that the student loans were dischargeable
under Section 523(a)(8). He alleged that the debt was not a “qualified educational
loan,” and if it was, he argued that the obligation represented an undue hardship.
In lieu of an answer, the lender responded with a motion to compel arbitration.
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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To aid Judge Graham in ruling on the enforceability of the arbitration agreement,
Supreme Court authority only adds to the confusion.
Until recently, authority from the Supreme Court held that a court could decline to
enforce an arbitration agreement if there was an inherent conflict between arbitration
and the statute’s underlying purpose. Shearson/American Express Inc. v. McMahon,
482 U.S. 220, 227 (1987).
In the Supreme Court earlier this year, the justices split 5/4, adopting a seemingly more
stringent test by holding that the language of the statute must be “clear and manifest”
before a court can override an arbitration agreement. Epic Systems Corp. v. Lewis, 138
S. Ct. 1612, 1624 (2018).
Were Epic the only authority, Judge Graham said he would enforce the arbitration
agreement, because there is no clear congressional intent shown in the Bankruptcy
Code to override arbitration agreements. However, he said that McMahon is still good
law because the Supreme Court cited the decision in Epic.
Judge Graham said that McMahon remains good law also because Epic showed no
clear attempt at overruling prior authority.
Judge Graham noted that five circuit courts, in opinions all handed down before Epic,
held that bankruptcy courts have discretion to disregard an arbitration agreement if the
dispute is a core proceeding and arbitration would conflict with the purposes of the
Bankruptcy Code.
For two reasons, Judge Graham declined to compel arbitration. First, he said that
compelling arbitration would result in “more than an inherent conflict” with the
Bankruptcy Code. Arbitrating dischargeability, “the central purpose of the Bankruptcy
Code, would effectively allow parties to contractually override the application of federal
bankruptcy law.”
Second, Judge Graham said that centralizing disputes about a debtor’s obligations is a
“pillar of federal bankruptcy law.”
Judge Graham denied the lender’s motion to compel arbitration because enforcement
of the clause “would create an inherent conflict with the Bankruptcy Code’s
fundamental policies of affording debtors a fresh start and centralizing disputes about
a debtor’s obligations for efficient resolution."
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A reversal in the Second Circuit would
mean that trustees can recover from
subsequent recipients of fraudulent
transfers, even if the subsequent
transfers were made abroad.

Second Circuit Seems Primed to Give Extraterritorial
Effect to Avoiding Powers
At oral argument in the Madoff liquidation, the Second Circuit seemed poised to
reverse District Judge Jed Rakoff, who barred the trustee from recovering fraudulent
transfers when the mastermind of the fraud had employed concepts borrowed from
structured finance.
The Manhattan-based appeals court will decide whether Sections 548 and 550 can be
used to recover fraudulent transfers where the subsequent transfer occurred abroad. In
July 2014, Judge Rakoff ruled that Section 550 does not permit recovering from a
subsequent foreign recipient of stolen funds, given the presumption against
extraterritorial application of U.S. statutes. He also ruled that comity prevents the
Madoff trustee from suing in the U.S.
If the appeals court reverses Judge Rakoff, the Madoff trustee can recover stolen
property that was transferred abroad and then retransferred to someone else abroad.
If, however, Judge Rakoff’s decision is upheld in the Second Circuit, there will be a
split of circuits, and we expect the Madoff trustee will file a petition for certiorari in the
Supreme Court.
The Fraudulent Transfers
The fraudulent transfers went like this: Bernard Madoff’s securities firm made
payments to offshore feeder funds, ostensibly paying out profits on the funds’
investments or returning principal. The initial transfers to the offshore funds were
actually fraudulent transfers under Section 548(a)(1)(A) because the money had been
stolen from other customers.
In turn, the feeder funds made payments to their investors abroad by distributing the
stolen money received from Madoff.
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After discovery that Madoff had been conducting a Ponzi scheme for decades, the firm
went into liquidation in New York in December 2008 under the Securities Investor
Protection Act, or SIPA. A trustee was appointed under SIPA. In large part, SIPA
incorporates the Bankruptcy Code together with the avoiding and recovery powers
under Sections 548 and 550.
In bankruptcy court in New York, the Madoff trustee sued both the feeder funds and
their investors for receipt of fraudulent transfers, because the money was stolen from
other customers. In many cases, the trustee could not recover from the feeder funds
themselves because they were bankrupt or had limited assets to pay a judgment. For
that reason, the trustee also sued the feeder funds’ customers as subsequent
recipients of fraudulent transfers under Section 550(a)(2).
Judge Rakoff’s Ruling
Before the bankruptcy judge could rule on the liability of the feeder funds’ investors as
subsequent recipients of fraudulent transfers, they banded together and persuaded
Judge Rakoff to withdraw the reference.
Next, the feeder fund investors argued to Judge Rakoff that U.S. fraudulent transfer
law does not apply to them abroad. Judge Rakoff heard argument in September 2012
and handed down his opinion in July 2014. Securities Investor Protection Corp. v.
Bernard L. Madoff Investment Securities LLC (In re Bernard L. Madoff Investment
Securities LLC), 513 B.R. 222 (S.D.N.Y. 2014).
Judge Rakoff began his 2014 opinion by reciting the “longstanding principle of
American law” that U.S. statutes do not apply extraterritorially absent contrary intent
by Congress. He said that the origination of the fraudulent transfers in the U.S. was
insufficient to transform “these otherwise thoroughly foreign subsequent transfers” into
a “domestic application” of bankruptcy law.
Having determined that an extraterritorial application of U.S. law was at issue, Rakoff
then turned to the question of whether Congress “clearly expressed” an intent to allow
application of the law abroad.
Judge Rakoff rejected the trustee’s argument based on Section 541(a), which gives the
trustee control over property “wherever located.” He said that fraudulently transferred
property is not “estate property” until it is recovered. Therefore, he said, congressional
intent for the trustee to sue foreigners in the U.S. is not shown by the definition of
“estate property.”
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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The trustee argued that foreigners could escape the reach of U.S. law by sending
property abroad and then retransferring the property to another foreigner. Judge
Rakoff rejected that policy argument.
Even if Congress intended to allow suits against foreigners, Judge Rakoff said he
would still dismiss the suits on a second ground: international comity. He said that
foreigners “had no reason to expect that U.S. law would apply to their relationships
with the feeder funds.”
After issuing his ruling, Judge Rakoff sent the lawsuits back to bankruptcy court for
further processing.
Implementing Judge Rakoff’s mandate, the bankruptcy court on remand dismissed the
suits seeking $4 billion from feeder fund investors. Because Judge Rakoff had already
ruled on the issues, the Second Circuit permitted the trustee to take a direct appeal.
Second Circuit Oral Argument
A panel of the Second Circuit — consisting of Circuit Judges Dennis Jacobs,
Rosemary S. Pooler and Richard C. Wesley — heard oral argument for one hour on
November 16.
Throughout oral argument, the panel repeatedly used a hypothetical where Madoff
transferred a painting to Switzerland. Then, the initial recipient retransferred the
painting to a third party, also abroad. If Judge Rakoff were correct, Judge Wesley said
early in the argument that “you couldn’t avoid the transfer” to the third party.
“That makes no sense,” Judge Wesley said.
Judge Wesley ascertained that the Madoff trustee has recovered $13.3 billion, but still
has a $6 billion shortfall because there are $19 billion in customer claims. On the
question of comity, he said that “sounds like a substantial United States interest to
me.”
Counsel for the feeder fund investors faced a dubious panel, especially Judge Wesley.
He interpreted the feeder fund investors as saying that “anyone who wants to do a
preference better get it offshore quick and into somebody else’s hands — so that U.S.
courts can’t reach it.”
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After the investors’ counsel admitted that the fraud occurred in the U.S., Judge Wesley
said, “And that is the basis upon which the Trustee can vacate the transaction, is it
not?”
Pressing further, Judge Wesley had the investors’ counsel admit that the trustee’s right
of recovery stems from Section 548. He then said that the trustee’s right of recovery
“begins and ends with 548.” Although the investors may have defenses under Section
550, he said, “I take it that 550 does have extraterritorial application.”
Later, Judge Wesley said that the stolen funds in the hands of the subsequent
recipients were “encumbered” by the trustee’s fraudulent transfer claims. When
counsel for the investors disagreed, Judge Wesley said, “How could that be? [The
trustee] has a claim against the property, it most certainly encumbers it.” He added,
“[Section] 541 clearly tells him it doesn’t matter where the property is located. It’s
encumbered.”
Going back to the hypothetical about a stolen painting in Switzerland, Judge Wesley
asked the investors’ counsel whether the transfer would be “traceable under 550.”
When counsel said it would not be traceable, Judge Wesley disagreed, saying, “You
bet your life it is.” He emphasized, “You don’t acquire anything when you steal
something.”
Judge Rakoff had ruled against the trustee in large part on the idea that Section 550,
permitting recovery from a subsequent recipient, cannot have extraterritorial
application. Identifying the crux of the issue, Judge Wesley seemed to say that the
trustee’s right of recovery does not emanate from Section 550. Instead, he said it
“springs from Section 548.”
Because the bankrupt estate included fraudulent transfer claims, he said that Section
“548 definitely has an extraterritorial effect” because the claim “is property of the
estate.”
Judge Wesley thus closed the loop by saying that the trustee’s right of recovery
emanates from Section 548, which, he said, has extraterritorial application. His two
conclusions would seem to indicate that Judge Wesley is prepared to reverse and
reinstate the Madoff’s trustee’s suit against subsequent transferees.
On the issue of comity, Judge Jacobs observed that “we would be much more
interested if [foreign governments] were complaining that we were overstepping, and
none of them are.”
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
www.abi.org

22

EYE ON BANKRUPTCY – SEASON 4 EPISODE 12

Implications of the Second Circuit Decision
If the Second Circuit upholds Judge Rakoff, the Madoff trustee can petition the
Supreme Court for certiorari, because there will be a split of circuits with the Fourth
Circuit and lower courts that have given extraterritorial effect to Section 548.
On the other hand, if the circuit court rules in favor of the Madoff trustee, the opinion
may distinguish or limit FDIC v. Hirsch (In re Colonial Realty), 980 F.2d 125 (2d Cir.
1992), on which Judge Rakoff placed significance. Colonial Realty stands for the
proposition in the Second Circuit that fraudulently transferred property is not estate
property until it has been recovered.
Because a SIPA trustee’s statutory powers are arguably more extensive than those of
an ordinary bankruptcy trustee (or debtor in possession), it is possible that the Second
Circuit could rule in favor of the Madoff trustee while basing the decision only on the
powers of a SIPA trustee.
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Delaware district judge reads Supreme
Court’s Travelers opinion as requiring the
allowance of post-petition contractual
claims for attorneys’ fees.

Delaware Judge Allows Unsecured Claim for
Contractual Attorneys’ Fees
If attorneys’ fees are disallowed on undersecured claims, it follows, does it not, that
contractual claims for post-petition attorneys’ fees are also disallowed on unsecured
claims?
Answer: No, it does not follow.
Reversing the bankruptcy court, District Judge Richard G. Andrews of Delaware
interpreted Travelers Casualty & Surety Co. of America v. Pacific Gas & Electric Co.,
549 U.S. 443 (2007), to mean that an unsecured claim for post-petition attorneys’ fees
must be allowed if the contract makes the debtor liable.
Almost ancient history by now, the dispute arose in the reorganization of Tribune Media
Co., which began with a chapter 11 filing in late 2008 and concluded on confirmation in
2012.
The indenture for unsecured, subordinated bonds called for Tribune to reimburse the
indenture trustee for expenses and attorneys’ fees incurred in collecting the debt. The
claim by the indenture trustee included a claim for about $30 million in post-petition
attorneys’ fees. Were it allowed, the claim for attorneys’ fees would receive a partial
distribution under Tribune’s plan.
The debtor objected to the claim. Bankruptcy Judge Kevin J. Carey disallowed the
unsecured claims for attorneys’ fees in an opinion on Nov. 19, 2015. To read Judge
Carey’s decision, click here.
Judge Carey adopted the conclusion of what he said were “some [lower] courts” in the
Third Circuit that have held that post-petition attorneys’ fees are not recoverable as
part of an unsecured claim. Employing the expressio unis maxim, he noted that Section
506(b) expressly allows attorneys’ fees for oversecured creditors, while no provision in
the Bankruptcy Code allows fees for unsecured creditors. He also cited Section 502(b),
which fixes the amount of claims as of the petition date.
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Saying that the courts have “long been divided,” Judge Carey rejected the indenture
trustee’s reliance on Travelers. He said the justices had overruled the socalled Fobian rule from the Third Circuit, which disallowed attorneys’ fees for litigating
issues peculiar to bankruptcy law. He quoted the Travelers opinion where it said the
high court was offering no opinion on whether the claim could have been disallowed on
other grounds.
Reversing in a three-page opinion on November 26, Judge Andrews said that three
circuit courts after Travelers “have allowed unsecured claims for contractual attorneys’
fees that accrued post-filing of the bankruptcy petition.” He added that two circuits
had reached the same conclusion before Travelers.
Judge Andrews conceded that at least six decisions in 2016 and 2017 agreed with
Judge Carey and disallowed contractual claims for post-petition attorneys’ fees.
However, Judge Andrews appeared to follow the statement in Travelers that “claims
enforceable under applicable state law will be allowed in bankruptcy law unless they
are expressly disallowed.” Id. at 452.
Not able to contribute “anything new . . . to this debate,” Judge Andrews said, “I
cannot conclude that Section 506(b) ‘expressly’ disallowed the claims at issue here.
Thus, I agree with the position adopted by every court of appeals faced with this
question; Section 506(b) does not limit the allowability of unsecured claims for
contractual post-petition attorneys’ fees under Section 502.”
Opinion Link
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Prof. Charles J. Tabb is the Mildred Van Voorhis Jones Chair in Law at the University of Illinois
College of Law in Champaign, Ill., and a former ABI resident scholar. He served as interim dean
of the College during the 2007-08 academic year and was the associate dean for academic affairs
from 2003-05, and is currently Of Counsel with the law firm of Foley & Lardner LLP in Chicago.
Before joining the Illinois faculty, he practiced bankruptcy and commercial law in Dallas, where
his cases included the Braniff Airways and Continental Airlines chapter 11 reorganizations. Prof.
Tabb is considered one of the nation’s leading bankruptcy scholars, specializing in bankruptcy,
contracts and commercial law, and has authored or co-authored several dozen articles and several
books, most recently The Law of Bankruptcy (Foundation Press, 3d Ed. 2013), A Debtor World:
Interdisciplinary Perspectives on Debt (Oxford University Press 2012) and Bankruptcy Law:
Principles, Policies & Practice (LexisNexis, 3d Ed. 2010). He was also editor of Bankruptcy
in Practice, Fifth Edition (ABI 2015) and Best of ABI: The Year in Business Bankruptcy (ABI
2014). Prof. Tabb practiced law with Carrington Coleman in Dallas before joining the Illinois
faculty in 1984. He has won numerous teaching awards and has served as a visiting professor
in Texas and Colorado, as a visiting scholar at Cambridge University and Nottingham, England,
and as the SBLI Distinguished Visiting Professor at Georgia State. He is also on the global law
faculty at Católica Global School of Law, Universidade Católica Portuguesa, in Lisbon, Portugal.
In 1993, Prof. Tabb was appointed by Chief Justice Rehnquist to the Advisory Committee on
the Federal Rules of Bankruptcy Procedure of the Judicial Conference of the United States, for
which he served two terms. He also served as a commissioner from Illinois for the National
Conference of Commissioners on Uniform State Laws from 1997-2001. Prof. Tabb advised the
Chinese government on the reform of its enterprise bankruptcy law, which then went into effect
in June 2008. He is a member of the American Law Institute and a Fellow of the American
College of Bankruptcy, for which he served on its Board of Regents. Prof. Tabb received his
bachelor’s degree summa cum laude and Phi Beta Kappa from Vanderbilt University, and his J.D.
from the University of Virginia, where he served on the Virginia Law Review and was elected to
the Order of the Coif.
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Hon. Ashely M. Chan is a U.S. Bankruptcy Judge for the Eastern District of Pennsylvania in
Philadelphia. Prior to taking the bench, she was a shareholder at Hangley Aronchick Segal Pudlin
& Schiller and concentrated her practice in the areas of bankruptcy and corporate restructuring.
From 1996-97, Judge Chan clerked for Hon. Gloria M. Burns of the U.S. Bankruptcy Court for
the District of New Jersey. Before joining HASPS, she was an associate at Morgan, Lewis &
Bockius LLP in its business and finance section, where she focused on bankruptcy, corporate
restructuring and corporate finance. Judge Chan has received numerous recognitions, including
being selected as a Leader in Bankruptcy/Restructuring by Chambers USA, being listed in
The Best Lawyers in America for Bankruptcy and Creditor-Debtor Rights, and being listed as
a Pennsylvania Lawyer on the Fast Track by The Legal Intelligencer and Pennsylvania Law
Weekly. She also served as chair of the Eastern District of Pennsylvania Bankruptcy Conference
and president-elect and board member of the Homeless Advocacy Project. Judge Chan received
her J.D. in 1996 from Rutgers School of Law – Camden, where she received Tax Honors with
Distinction and the Rutgers Pro Bono Publico Award.
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Russell C. Silberglied is a director with Richards, Layton & Finger, PA in Wilmington, Del.,
where he practices both bankruptcy litigation and core chapter 11 work. His bankruptcy litigation
matters include breach-of-fiduciary-duty suits, equitable subordination and recharacterization
litigation, first- and second-lien litigation, valuation fights, and contested plan confirmation
and DIP financing hearings. In core bankruptcy matters, Mr. Silberglied represents debtors and
creditors in chapter 11 and chapter 15 cases. He also advises troubled companies on nonbankruptcy
solutions, and regularly advises boards of directors of troubled companies concerning their
fiduciary duties and corporate governance issues. Mr. Silberglied is a frequent lecturer and
writer, and is admitted to practice in Delaware, Pennsylvania, the U.S. Court of Appeals for
the Third Circuit and the U.S. District Court for the District of Delaware. He has been listed in
Chambers USA since 2009, in The Best Lawyers in America since 2013, Who’s Who Legal since
2016 and Super Lawyers from 2014-18. Mr. Silberglied received his B.S. with honors in 1992
from Cornell University and his J.D. in 1995 from the University of Pennsylvania Law School.
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