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An Extraordinary Treatment of a Prepetition Loan Payment as an
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This article was written by Ted Teruo
Kitada, Senior Counsel with Wells Fargo
Bank and Chairman of CBA’s Legal
Affairs Committee.

Background

l. Matter before the appellate court. In In re
Tenderloin Health v. Bank of the West, 849
F.3d 1231 (9th Cir. 2017), the Court of
Appeals for the Ninth Circuit addressed the
treatment of a prepetition loan payment by a
debtor to a bank in an adversary proceeding
initiated by a bankruptcy trustee against the
bank to recover that payment for the
bankruptcy estate. To succeed, the trustee
must demonstrate that by virtue of this
payment the bank received more than it
otherwise would have in a hypothetical
chapter 7 liquidation where the challenged
transfer had not been made.

A. Factual and procedural
background. In May 2009, Bank of the West
(“Bank”) extended a $200,000.00 line of
credit to Tenderloin Health (“Tenderloin”), @
medical clinic located in San Francisco,
California. Bank loaned another
$100,000.00 two years later. The loans were
secured through a blanket filing against
Tenderloin by all of its personal property,
including its deposit accounts with Bank. In
late 2011 or early 2012, Tenderloin elected to
wind up its affairs. In carrying out this
election, Tenderloin entered into a contract of

sale of its only real property for
$1,295,000.00, established an escrow and
thereafter closed the sale. The escrow on this
sale closed on June 13, 2012. Tenderloin
used the proceeds of that sale to complete two
transactions that same day. First, it paid Bank
$190,595.50 from escrow to satisfy fully its
loan obligations to Bank. Next, it transferred
the remaining net sale proceeds
($526,402.05) from escrow into its deposit
account at Bank.

On July 20, 2012, Tenderloin filed a
chapter 7 bankruptcy petition. Ninety days
prior to filing, its account contained
approximately $173,015.00. On the day that
the loan was paid off and the deposit into the
account was made this sum had been reduced
to $52,735.11, but the deposit balance
increased to $576,603.03 immediately after
the deposit. Tenderloin spent some of its funds
in the days preceding its bankruptcy, so the
account held $564,115.92 on the petition
date. If the sum of the disputed deposit were
subtracted from the account balance of
$564,115.92 on the petition date, the account
would have only held $37,713.87.

On December 12, 2012, in an action
to recover the $526,402.05 plaintiff-appellant
E. Lynn Schoenmann (“Schoenmann”), a
trustee in bankruptcy, filed an action against
Bank alleging that a debt payment of
$190,595.50 made by Tenderloin to Bank
within ninety days of the filing of Tenderloin’s
chapter 7 bankruptcy petition was
preferential, and subject to avoidance under
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11 U.S.C. § 547(b).! The bankruptcy court
granted Bank’s motion for summary judgment
on July 31, 2013, concluding that
Schoenmann could not show that Bank
received more than it would have in a
hypothetical liquidation where the debt
payment had not been made. Schoenmann
appeals to a district court; the district court
affirmed. Schoenmann appealed to the Ninth
Circuit.

B. Analysis. To succeed in this
bankruptcy action, Schoenmann is required to

111 U.S.C. § 547 provides in part:

(a) In this sectior

(I)Ai nvent oryo means pers
furnished, held for sale or lease, or to be furnished
under a contract for service, raw materials, work in
process, or materials used or consumed in a busines|
including farm products such as crops or livekto
held for sale or lease;

2)inew valued means mone
goods, services, or new credit, or release by a
transferee of property previously transferred to such
transferee in a transaction that is neither void nor
voidable by the debtor @he trustee under any
applicable law, including proceeds of such property,
but does not include an obligation substituted for an
existing obligation;

3)firecei vabl ed means rig
not such right has been earned by performance; and
(4) a debt for a tax is incurred on the day when such
tax is last payable without penalty, including any
extension.

(b) Except as provided in subsections (c) and (i) of
this section, the trustee may avoid any transfer of an
interest of the debtor in property

(1) to or for the benefit of a creditor;

(2) for or on account of an antecedent debt owed by
the debtor before such transfer was made;

(3) made while the debtor was insolvent;

(4) made-

(A) on or within 90 days before the date of the filing
of the petiion; or

(B) between ninety days and one year before the dat
of the filing of the petition, if such creditor at the

time of such transfer was an insider; and

(5) that enables such creditor to receive more than
such creditor would receive-if

(A) the casevere a case under chapter 7 of this title;
(B) the transfer had not been made; and

(C) such creditor received payment of such debt to

on

ht

1%

the extent provided by the provisions of this title.

demonstrate that by virtue of that debt
payment Bank received more than it otherwise
would have in hypothetical chapter 7
liquidation where the challenged transfer had
not been made. This inquiry, required by 11
U.S.C. § 547(b)(5), is referenced as the
“greater amount test.” In sum, under this test
§ 547(b) permits a bankruptcy trustee to
recover for the benefit of the bankruptcy estate
a preferential payment from a debtor to a
creditor made within ninety days preceding
the filing of a bankruptcy petition. To “avoid”
such a payment, the trustee must make the
following showing, with emphasis supplied:

(5) that [payment] enables such
al pcreditorda recgive Imere #han ducho r

creditor would receive if--

(A) the case were a case under

chapter 7 of this title;

(B) the transfer had not been made;
or nochey's worth in

(C) such creditor received payment of

such debt to the extent provided by the

provisions of this title.
The bankruptcy court determined that Bank
did not receive more than it would have in a
hypothetical liquidation because it maintained
a rti)gﬂt P&t HaP ntitled it T Full Bcglrhent,o '
and Tenderloin’s deposit account held the
requisite amount of funds on the petition date.
However, Schoenmann argued that the trustee
would avoid the $526,402.05 deposit (the net
proceeds of the sale of the real property) in a
hypothetical liquidation, such that the deposit
account would contain only $37,713.87 on
the petition date, a sum significantly less than
the $190.595.50 Bank actually received, even
allowing for its right of setoff.

’The employment of the
NotethatBankhh a security
deposit account (849 F.3d 1231, 1234), presumably
pursuant to Uniform Commercial Code 88§ 9104(a)(1)
and 9203(b)(3)(D). Thus, if Bank took an action to
collect the loan obligations, it would have enforced a
security inerest against the deposit account and
would not have exercised its common law right of
setoff.

term
interest

fi
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Bank countered Schoenmann’s
contentions, insisting that (a) it is
impermissible o entertain a hypothetical
preference action within a hypothetical
liquidation and (b) claiming that the deposit
made by Tenderloin into its deposit account
would not meet the definition of an avoidable
preference.

The Court's opinion addresses each
contention in turn. The Court observes that the
text of the Bankruptcy Code, its legislative
history, and current practice in the bankruptcy
courts all support the conclusion that courts
may entertain hypothetical preference actions
within hypothetical chapter 7 liquidations.
The Court proceeds to focus on the language
of 11 U.S.C. § 547(b)(5), paying particular
attention to the phrase in § 547(b)(5)(C), “to
the extent provided by the provisions of this
tile.”> According to the Court, that phrase
appears to capture the totality of Title 11 of
the Code, including the preference provisions
appearing in § 547. Thus, the text clearly
does not prohibit a court from considering
hypothetical preference actions within a
hypothetical chapter 7 liquidation.

Proceeding to legislative history of 11
U.S.C. § 547(b)(5), the Court turns to the
applicable Senate Committee Report on the
Bankruptcy Reform Act of 19784 addressing
the element of § 547(b)(5). In pertinent pages
of the Report, the legislative history states “the
transfer must enable the creditor ... to receive
a greater percentage of his claim that he
would receive under the distributive provisions
of the bankruptcy code.”® Although the
phrase “distributive provisions” might be
thought to narrow the hypothetical liquidation
to disbursement under chapter 7, the next
sentence clarifies the meaning of that phrase:
“Specifically, the creditor must receive more

$849 F.3d 1231, 1236.

“Pub. L. No. 95598, 92 Stat. 2549 (1978).

®S. Rep. No. 9889, at 87 (1978), reprinted in 1978
U.S.C.C.AN. 5787, 5873, cited at 8488 1231,
1236, emphasis added by the Court.

than he would if the case were a liquidation
case, if the transfer had not been made, and if
the creditor received payment of the debt fo
the extent provided by the provisions of the
code.”® The Court further notes that the House
Report echoes this language.”

Following this close examination of the
Bankruptcy Code and its legislative history, the
Court turns the current practice under the
Code. To bolster the observation that a court
may consider a hypothetical preference action
within a hypothetical chapter 7 liquidation, the
Court references two other provisions of the
Code.

Under 11 U.S.C. § 1129(a)(7)(A)ii), a
bankruptcy court is required to determine
what a creditor would receive under a
hypothetical chapter 7 liquidation, and then
compare that amount to what the same
creditor would receive under a chapter 11
reorganization. Citing 11 U.S.C. §
1325(a)(4), the Court then references chapter
13’s comparable “best interest of the
creditors” test, requiring a bankruptcy court to
confirm a chapter 13 plan if “the value, as of
the effective date of the plan, of property to be
distributed under the plan ... is not less than
the amount that would be paid on such claim
if the estate of the debtor were liquidated
under chapter 7 of this title on such date.”®

Finally, for good measure the Court
notes that several courts have applied
hypothetical setoff analyses under § 533 with
a hypothetical chapter 7 liquidation.?

In response to the Court's position,
Bank cited Alvarado v. Walsh (In re LCO
Enters.), 12 F.3d 938 (9th Cir. 1993),
contending that this ruling stands for the
proposition that a hypothetical chapter 7

®1d., emphasis supplied by the Court.

"H.R. Rep. No. 9595, at 177 (1977), reprinted in
1978 U.S.C.C.A.N. 5963, 6138 cited by the Court at
849 F.3d 1231, 1236237.

8849 F.3d 1231, 1238, emphasis supplied by the
Court.

9849 F.3d 1231, 1238.
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analysis required by § 547(b)(5) must be
predicated on actual facts. Inasmuch as
Schoenmann has not challenged the deposit in
Tenderloin’s actual liquidation, Bank asserts
that that the Court may not permit such a
challenge in a hypothetical liquidation.

In LCO, the debtor, LCO Enterprises,
leased commercial space from a business,
Lincoln. LCO fell behind in rental payments; it
filed a chapter 11 bankruptcy petition,
prompting LCO and Lincoln to restructure their
landlord-tenant relationship. Specifically, they
changed the terms of the lease and disclosed
the terms of the amended lease in the chapter
11 plan. LCO then faced the decision: Should
it assume or reject the lease in bankruptcy?
Under chapter 11, a debtor-in-possession
importantly stands in the shoes of a trustee.!”
Further, if a debtor were in default on an
unexpired lease prior to filing for bankruptcy,
the lease may not be assumed unless, at the
time of assumption, the trustee cures the
default and provides adequate assurance of
future performance. LCO, as trustee, assumed
the amended lease and cured the default in
compliance with 11 U.S.C. § 365(b). The
bankruptcy court eventually confirmed the
reorganization plan.'

Subsequently, two months after
confirmation, a chapter 11 trustee was
appointed to pursue any preferential
payments. The trustee filed an action to
recover several rental payments delivered to
Lincoln by LCO in the ninety days preceding
the filing of its bankruptcy. This action turned
on the “greater amount test”: whether Lincoln
received more than it otherwise would have in
a hypothetical chapter 7 liquidation as of the
petition date where the prepetition rent
payment had not been made. The trustee
argued that in a hypothetical liquidation, a
hypothetical chapter 7 trustee might have
rejected the lease, giving Lincoln an unsecured
claim for its shortfall in rent, rather than the

71 U.s.C. §1107.
1112 F.3d 938, 940.

full payment it received when the lease was
assumed and the default cured. The trustee
also maintained that the court should exercise
its own independent judgment as to whether,
if the court were administering the estate
under chapter 7, it would have assumed or
rejected the lease at the time of the chapter 11
bankruptcy.

In LCO, the court in rejecting the
trustee’s arguments held that the phrase
“hypothetical chapter 7" does not grant a
license to a bankruptcy court to fabricate its
own hypothetical; rather, the analysis
mandated under § 547(b)(5) must be based
on the actual facts of the case at issue.
Inasmuch as the lease had been assumed by
LCO, under the hypothetical chapter 7
analysis the bankruptcy court could neither
speculate that no lease existed nor assume that
the lease had been rejected. These
assumptions were entirely inconsistent with the
facts of the case. Further, under 11 U.S.C. §
365(b), upon assumption of the lease, the
requirement to cure any default was
mandated. This gave Lincoln a secured claim
for all outstanding prepetition rent in the
hypothetical liquidation, so it did not receive
more than it otherwise would, precluding
satisfaction of the greater amount test.

Importantly, in LCO, the court
highlights that if it deviated from the actual
facts of the case and assumed that the lease
had been rejected, the trustee would have
been allowed to recover lease payments it was
obligated to make to Lincoln to cure the
default pursuant to § 365(b). In short,
straying from the actual facts would permit §
547(b) to circumvent the requirements of §
365(b) resulting in a statutory collision. To
avoid such a collision, the court in LCO
concluded that the trustee cannot have his
leased property and his rent payments, too:

Mindful of this context, it is apparent

that LCO required fidelity to the actual

facts in the case because to hold
otherwise under those circumstances
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would have violated an independent
statutory provision of the Bankruptcy
Code. Section 365(b) requires the
trustee to pay the landlord alll
outstanding rent when a lease is
assumed, but a preference action
would permit the trustee to recover the
very prepetition rent payments it owes
the
landlord under that provision. '
In light of this apparent conflict, the Court read
LCO narrowly, declining to expand its reach
to the instant case. The Court did not read

tco I

LCO

preference.

12849 F.3d 1231, 1239240.




