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SECTION I

Leveraged Buy-Out
Transactions and the
Limitations of Section
546(e) Safe Harbors
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Leveraged Buy-Out (“LBO”) Transactions – Basic Structure
• LBO, generally: A company borrows funds to finance the purchase of its own
outstanding stock

• LBOs are the typical investment method for private equity firms, but can arise in other
contexts as well.
• LBOs are attractive to new purchasers because financing costs of the acquisition are
incurred by the asset, itself, rather than the new purchaser.

• Generally, this structure is attractive to the LBO sponsor (e.g., a private equity fund),
which is able to pay relatively little in cash and finance the bulk of the transaction with
debt in the target company.
• Private equity LBO structure is similar to a typical down payment on a house, except
that the house (i.e., the asset), rather than the buyer is the borrower on the mortgage.
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MacMenamin’s Grill: “Classic LBO writ Small”
• MacMenamin’s Grill is an example of a much smaller, simpler LBO transaction.
• Clark, Mooney and Hantho each owned 31% of outstanding stock in MacMenamin’s Grill
in New Rochelle, New York (the “Restaurant”).
• On August 31, 2007, the Company entered into two contemporaneous transactions:
• SBA Loan: Restaurant borrowed $1.15 million through a federally-backed small
business loan
• Stock Purchase: Restaurant bought out Clark, Mooney, and Hantho for
approximately $1.15 million.
• The Restaurant became insolvent upon closing the transaction.

• On November 18, 2008, the Restaurant filed for bankruptcy.1

1In

re MacMenamin’s Grill Ltd., 450 B.R. 414, 417-18 (Bankr. S.D.N.Y. 2011)
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MacMenamin’s Grill: Simplified LBO Structure
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LBOs and Fraudulent Transfer Risk
• The amount of debt incurred in an LBO transaction can put significant pressure on the
target company.
• A bankruptcy trustee (or debtor in possession) has the authority to avoid a fraudulent
transfer (or obligation fraudulently incurred by the debtor) under sections 548 or 544 of
the Bankruptcy Code.
• Debt level may leave a leveraged company susceptible to economic downturns. A
successful LBO enables the leveraged company to repay the buy-out debt from cash flow
or sale of assets.
• The economic downturn contributed to the prevalence of restructurings and
bankruptcies following failed LBOs, and has resulted in increased scrutiny of LBOs.

• It can be questionable whether a target company receives sufficient benefit or value for
incurrence of debt and grant of security.
• The typical upstream transfer (loan proceeds to shareholders) could be deemed
fraudulent.
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Overview of Fraudulent Transfer Actions
• Section 548 of the Bankruptcy Code provides two types of fraudulent transfer actions:
• Actual fraudulent transfer actions (section 548(a)(1)(A)), and
• Constructive fraudulent transfer actions (section 548(a)(1)(B))
• Section 544 of the Bankruptcy Code (i.e., the trustee’s strong arm powers) incorporates state law
remedies that are very similar to section 548 and actions may be brought under this provision
because certain states have a longer reach-back period than the federal analog in section 548.
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Actual Fraudulent Transfer: Section 548(a)(1)(A)
• For a successful actual fraudulent transfer claim, it must be demonstrated that:
• There was a transfer of an interest of the debtor in property or any obligation incurred by
the debtor,
• The transfer must have been made or incurred within two years of the petition date (or, if
brought under state law, within the relevant statute of limitations in the state), and
• The transfer was made with the actual intent to hinder, delay or defraud a creditor.

• LBOs are not typically challenged as intentional fraudulent transfers.
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Constructive Fraudulent Transfer: Section 548(a)(1)(B)
• Under constructive fraud, a transfer is deemed fraudulent if:
• The debtor received less than reasonably equivalent value in exchange for the transfer, and

• The debtor:
– Was insolvent on the date of the transfer or became insolvent as a result of the transfer,
– Was engaged or about to engage in a business transaction for which any property
remaining with the debtor was an unreasonably small capital, or
– Intended to incur or believed that it would incur debt that would be beyond the
debtor’s ability to repay as such debts matured.
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Overview of State Law vs. Bankruptcy Code Fraudulent
Transfers
• Most states have adopted the Uniform Fraudulent Transfer Act (“UFTA”) or Uniform
Fraudulent Conveyance Act (“UFCA”).
• Although specific requirements vary, both the UFTA and UFCA provide remedies for
actual and constructive fraudulent transfers or conveyances.
• Fraudulent transfers under section 548 can be avoided if they occurred within two years
of the bankruptcy. Many states’ fraudulent transfer provisions have longer statutes of
limitations. State law fraudulent transfer statutes can therefore allow for the avoidance
of a wider array of transactions.
• State law claims can also, in some circumstances, be brought by creditors in their
individual capacities, whereas causes of action under section 548 vest only in the trustee
(see In re Tribune Co.).
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Settlement Payment Safe Harbor
• Section 546(e) provides, in pertinent part, that “[n]otwithstanding sections 544 . . . [and] 548(a)(1)(B)
. . . the trustee may not avoid a transfer that is a . . . settlement payment, as defined in section 101
or 741 of this title, made by or to (or for the benefit of) a commodity broker, forward contract
merchant, stockbroker, financial institution, financial participant, or securities clearing agency, . . .
that is made before the commencement of the case.”
• In December 2006, Congress added separate language to Section 546(e), stating that a trustee may not
avoid “ a transfer made by or to . . . a . . . financial institution, financial participant, or
securities clearing agency, in connection with a securities contract, as defined in section
741(7) . . .”
• Accordingly, in order to mount a Section 546(e) challenge to a claim for constructively fraudulent
transfer, the applicable defendants would need to demonstrate that the Transaction involved either: (1)
a transfer that was a “settlement payment,” and that such transfer was “made by or to” a “financial
institution,” “financial participant” or “securities clearing agency” within the meaning of that section;
or (2) a transfer that was made “in connection with a securities contract,” and that such transfer was
“made by or to” a “financial institution,” “financial participant” or “securities clearing agency” within
the meaning of that section.
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Settlement Payment Safe Harbor (cont’d)
• Section 546(e) provides safe harbor from constructive fraudulent transfer actions, but not from suits
alleging actual (i.e., intentionally) fraudulent transfers under section 548(a)(1)(A). Intentional fraud is
always a valid ground on which to avoid a transaction.
• A significant transaction – such as an LBO – that closely precedes a bankruptcy is likely to implicate
the elements of constructive fraudulent transfer, but actual fraud is rarely suspected and extremely
difficult to prove.
• Therefore, although certain fraudulent transfer actions theoretically override the settlement payment
safe harbor, section 546(e) provides a very strong barrier in practice . . . at least when fraudulent
transfer actions are brought by the trustee.
• In Tribune Co., the court said that even though section 546(e) prevents the trustee from avoiding
settlement payments and payments in connection with securities contracts, the safe harbor does not
extend to constructive fraudulent transfer suits brought by individual creditors under state law.
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Settlement Payment Safe Harbor (cont’d)
• “Settlement Payment.” Section 741(8) of the Bankruptcy Code defines “settlement payment” as “a
preliminary settlement payment, a partial settlement payment, an interim settlement payment, a
settlement payment on account, a final settlement payment, or any other similar payment commonly
used in the securities trade.” Section 101 provides a similar definition, but limits it to payments used
in the forward contracts trade.
• “Securities Contract.” Section 741(7)(A) defines “securities contract” as a “a contract for the
purchase, sale, or loan of a security . . . or option on any of the foregoing, including an option to
purchase or sell any such security, . . . and including any repurchase or reverse repurchase transaction
on any such security.”
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Settlement Payment Safe Harbor (cont’d)
• “Financial Institution.” Section 101(22) of the Bankruptcy Code defines “financial institution,” in
pertinent part, as:
• (A) a Federal reserve bank, or an entity that is a commercial or savings bank, industrial savings
bank, savings and loan association, trust company, federally-insured credit union, or receiver,
liquidating agent, or conservator for such entity . . . or
• (B) in connection with a securities contract (as defined in section 741) an investment company
registered under the Investment Company Act of 1940.
• Under the Investment Company Act of 1940, “investment company” is defined as “any issuer which is
or holds itself out as being engaged primarily, or proposes to engage primarily, in the business of
investing, reinvesting, or trading in securities.”
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Settlement Payment Safe Harbor (cont’d)
• “Financial Participant.” Section 101(22A) defines “financial participant,” in pertinent part, as: “an
entity that, at the time it enters into a securities contract, commodity contract, swap agreement,
repurchase agreement, or forward contract, or at the time of the date of the filing of the petition, has
one or more [securities contracts, commodity contracts, forward contracts, repurchase agreements,
swap agreements or master netting agreements] with the debtor or any other entity . . . of a total gross
dollar value of not less than $1,000,000,000 in notional or actual principal amount outstanding
(aggregated across counterparties) at such time or on any day during the 15-month period preceding
the date of the filing of the petition, or has gross mark-to-market positions of not less than
$100,000,000 (aggregated across counterparties) in one or more such agreements or transactions
with the debtor or any other entity (other than an affiliate) at such time or on any day during the 15month period preceding the date of the filing of the petition”
• “Securities Clearing Agency.” Section 101(48) defines “securities clearing agency” as a “person
that is registered as a clearing agency under section 17A of the Securities Exchange Act of 1934 [15
U.S.C. § 78q-1] . . . or whose business is confined to the performance of functions of a clearing agency
with respect to exempted securities, as defined in section [15 U.S.C. § 78c(a)(12)] for the purposes of
[15 U.S.C. § 78q-1].”
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In re Tribune Co., 499 B.R. 310 (S.D.N.Y. 2013)
• Tribune Co. involved multidistrict litigation stemming from the bankruptcy of the
Tribune Company (“Tribune”), best known as the publisher of the Chicago Tribune and
Los Angeles Times.
• Tribune was publicly traded until 2007, when its board agreed to sell the company to
investor Sam Zell. The transaction involved, among other things, over $8.2 billion paid
out to existing shareholders, much of which was funded through new debt.

• Tribune declared bankruptcy in the District of Delaware on December 8, 2008. Shortly
thereafter, the Bankruptcy Court formed an Official Committee of Unsecured Creditors
(the “Committee”), which sued alleging intentional fraud.
• In 2011, the Bankruptcy Court conditionally lifted the automatic stay to allow a group of
individual creditors (the “Individual Creditors”) to bring state-law constructive
fraudulent conveyance (“SLCFC”) actions against Tribune’s cashed-out shareholders,
officers, directors, financial advisors, and others.
• The Committee and Individual Creditor actions were subsequently consolidated into
multi-district litigation before the Hon. Richard J. Sullivan of the District Court for the
Southern District of New York.
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Tribune Co.: Does section 546(e)’s safe harbor extend to
suits brought by non-trustee plaintiffs?
• The defendants moved to dismiss the Individual Creditor actions, arguing that such
actions were impliedly preempted by section 546(e) because they “would assuredly
frustrate the purposes of the federal statute and stand as an obstacle to its
accomplishment.”
• Defendants cited the apparent purpose of section 546(e) to protect the stability of the
securities markets.

• The Court rejected this implied preemption argument finding, among other things, that
“It is not at all clear that Section 546(e)’s purpose with respect to securities transactions
trumps all of bankruptcy’s other purposes.”
• “Congress has struck some balance between various policy priorities, which means that it
has determined that fraudulent conveyance actions are not necessarily and in all cases
‘repugnant’ to the interest of market stability.”
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Tribune Co.: Evidence that section 546(e) does not preempt
SLCFC actions:
• Examining the legislative intent behind section 546(e), the Court found further evidence that
the policies behind section 546(e) weren’t intended to trump the other objectives of the
Bankruptcy Code.
• The Court found “no basis in the text for barring SLCFC claims brought by Individual
Creditors.”
• Legislative History:
• Congress declined to expressly apply the 546(e) safe harbor to SLCFC actions when it first enacted
section 546(e) and in the eight times it amended the provision.
• Congress was aware that at least one court had interpreted section 546(e) to affirmatively permit
certain SLCFC actions.
• Congress had also declined to extend the settlement payment safe harbor to certain other types of
avoidance actions (such as intentional fraudulent transfer claims) even though those actions pose
similar threats to market stability.
• Section 544(b)(2) expressly preempts “any claim by any person” to recover certain charitable
contributions, which indicates that Congress “knows how to–and is willing to–preempt an
individual creditor’s state law claims,” but chose not to in section 546(e).
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Tribune Co.: When Can Individual Creditors Assert State
Law Constructive Fraudulent Conveyance Claims?
• The Court found that filing for bankruptcy does not permanently stay individual
creditors’ SLCFC claims.
• Section 546(a)(1)(A) invokes a two year stay after filing for bankruptcy, during which
time only the trustee may initiate fraudulent conveyance actions. However, the Court
found that, after that two year-period ends, the stay is lifted and individual creditors may
bring their own avoidance actions if the trustee has not done so already.
• Claims that have been “abandoned” by the trustee (i.e., claims the trustee does not bring
within the two-year statutory period) automatically revert to individual creditors who
are, until then, barred from bringing suit under the automatic stay.
• The Court found that, to the extent that the SLCFC claims had been abandoned by the
trustee, they automatically reverted to the Individual Creditors.
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Tribune: Pyrrhic Victory on section 546(e) for the Plaintiffs
• Although the Court sided with the plaintiffs in finding that (a) section 546(e) did not
block their state-law fraudulent transfer claims and (b) such claims, to the extent
abandoned by the trustee, automatically revert to creditors two years after the
commencement of the bankruptcy, the Court still granted the motion to dismiss.
• The Court found that, because the Committee, in its exercise of the trustee power,
brought fraudulent conveyance actions alleging actual fraud against the defendants, it
had not abandoned the claims, and the claims therefore never reverted to the individual
creditors.
• The Court held that the Committee’s abandonment of a particular fraudulent transfer
theory did not amount to abandonment of its fraudulent transfer claims. “Unless and
until the Committee actually and completely abandons [such claims],” the Court held
that “the Individual Creditors lack standing to bring their own fraudulent conveyance
claims targeting the very same transactions.”
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Tribune: Takeaways
• Section 546(e) does not bar individual creditors from avoiding “settlement payments” or
payments in connection with “securities contracts” under state-law constructive
fraudulent transfer theories.
• However, individual creditors only have standing to bring such claims in bankruptcy
cases where (a) at least two years have elapsed since filing of the petition, and (b) the
trustee is not also seeking to avoid the transaction in question.
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In re MacMenamin’s Grill Ltd., 450 B.R. 414 (Bankr.
S.D.N.Y. 2011)
• A New York restaurant and its three shareholders engaged in a leveraged buyout
transaction, whereby the restaurant borrowed a $1.15 million Small Business
Administration-backed loan and used the proceeds to pay out the three shareholders for
their stock.
• The transaction left the restaurant insolvent, and it filed for bankruptcy approximately 15
months after consummating the buyout.
• The Hon. Robert D. Drain of the Bankruptcy Court for the Southern District of New York
appointed a chapter 11 trustee, who brought suit against the shareholders alleging
constructive fraudulent transfer under sections 544(a) (incorporating New York law) and
548(a)(1)(B) of the Bankruptcy Code.
• The shareholders and the lender moved for summary judgment, arguing, among other
things, that the payments they received in the LBO were protected under section 546(e)’s
“settlement payment” safe harbor.

28

MacMenamin’s Grill: Does section 546(e) apply to LBOs of
closely held companies?
• With respect to the shareholders, the Court’s analysis focused on the tension between
purpose of section 546(e) and the statute’s text.
• The purpose of section 546(e), according to congressional reports, is to “reduce
systemic risk in the financial markets.” This suggests that the safe harbor should be
limited to situations where there is potential impact to market stability.
• On the other hand, the text of section 546(e), on its face, makes no apparent
distinction between “settlement payments” or “securities contracts” that involve the
public markets and those that don’t (such as purchases and sales of stock in closely
held corporations).
• The Court surveyed prior analyses of the text and legislative intent behind section 546(e),
and examined a number of other courts’ attempts to construe the statute’s scope.
• The Court also expressed doubt about relying too heavily on the text of the statute,
particularly the meaning of “settlement payment.” Section 546(e), the Court said, draws
on “a circular and therefore ambiguous set of definitions.”
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MacMenamin’s Grill: Does section 546(e) apply to LBOs of
closely held companies? (cont’d)
• Looking to the legislative history of section 546(e), the Court found that Congress
intended section 546(e) to address risks in the securities markets and that the
shareholder defendants seeking to apply the safe harbor had “not provided any evidence
that the avoidance of the transactions at issue involved any entity in its capacity as a
participant in any securities market.”
• In declining to apply the safe harbor to the buyout at issue in MacMenamin’s Grill, the
Court said that limiting section 546(e) was “required by Congressional intent as
discerned from, first, the applicable statutory provisions, including their context within
the [Bankruptcy] Code, and, second, clear and consistent legislative history.”
• Accordingly, the Court denied summary judgment in favor of the shareholders.
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MacMenamin’s Grill: Did New York law block the
application of 546(e)?
• The Court also rejected an alternative argument of the Trustee, but noted that it was not
necessary to reach:
• The Trustee had argued that section 546(e) should not apply to protect the
shareholders because the transaction was either void or unlawful under a New York
statute, NY BCL § 513(a), which provides that “the shares of a corporation may not be
purchased by the corporation . . . if the corporation is then insolvent or would thereby
be made insolvent.”
• The Court found that the section 546(e) safe harbor could apply in the face of the New
York statute.
– First, the Court found that, under New York law, the transaction was potentially
voidable, but not void ab initio, and that section 546(e) could still apply to a
voidable transaction.

– Second, the Court found that, although New York law prohibited the LBO
transaction at issue, the transaction did not reflect “illegal” (i.e., criminal) conduct
sufficient to bar the application of section 546(e).
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MacMenamin’s Grill: Is a bank’s LBO loan a “transfer”
within section 546(e)’s safe harbor?
• With respect to the lender’s summary judgment motion, the Court found that section
546(e), by its text, did not provide safe harbor with respect to avoidance of the loan
incurred by the restaurant.
• Section 546(e) by its own terms, applies to give safe harbor to certain types of “transfers,”
and a “transfer . . . is ultimately a disposition of property.”
• With respect to the lender, the Court held that the trustee was not seeking to avoid a
disposition of property, but rather an “obligation incurred by the debtor” under section
548(a)(1).

• The Court held that a transaction resulting in an “obligation incurred by the debtor” but
not a “transfer” of the debtor’s property is voidable under section 548, and is also beyond
the scope of section 546(e)’s safe harbor.
• Finally, the Court rejected an alternative argument by the lender that a regulation barring
avoidance of certain Small Business Administration loans and related security interests
blocked the trustee from avoiding the transaction at issue. The Court stated that the
regulation, “does not, by its plain terms trump [section] 544.”
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MacMenamin’s Grill: Takeaways
• MacMenamin’s Grill stands for the principle that the safe harbor under section 546(e)
can be limited to transactions involving the markets, and that defendants seeking to avail
themselves of the statute’s protections will have to connect their transaction to a broader
market context.
• The case shows the inherent tension between the seemingly broadly applicable statutory
text and Congress’s professed purpose of market protection.

• The case also shows the struggle that a number of judges have had in trying to articulate
a limiting principle for the safe harbor.
• The question of whether section 546(e) applies to non-market transactions (and, more
acutely, how to distinguish market from non-market transactions) remains unsettled.
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In re Batavia Nursing Home, LLC, AP No. 12-1145 K [Docket
No. 36] (Bankr. W.D.N.Y. Jul. 29, 2013)
• A recent case in the Western District of New York refused to adopt Judge Drain’s narrow
reading of section 546(e) and declined to analyze the statute’s enforceability based on the
disputed transfer’s effect on the financial markets.
• “[W]ere any bankruptcy court to decide to conduct an evidentiary hearing into whether a
small LBO might be so small as to fail to ‘disrupt the financial markets’ (which was, of
course, the stated focus of Congress in enacting the “safe harbor,”) then every LBO in an
amount beneath some indeterminate dollar amount that everyone would agree would
‘disrupt the financial markets’ per se would be suspect. Consequently, the market for
bonds (or other securities) that will fund such a ‘smaller’ LBO would be disrupted.
Reduced to the absurd, any inquiry into whether undoing a particular LBO might
possibly ‘disrupt’ the financial markets and cause the disruption that the statute sought
to avoid.”
• “If 11 U.S.C. § 546(e) sweeps too broadly . . . then it is for Congress to correct.”
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SECTION II

Limits on Fraudulent
Transfer Damages
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Crescent Resources Litigation Trust v. Duke Energy Corp.,
500 B.R. 464 (W.D. Tex. 2013)
• Crescent Resources, LLC (“Crescent”) was a real estate company and, until 2006, was
wholly owned by Duke Energy Corporation (“Duke”). In 2006, through a layered
transaction (the “2006 Duke Transaction”), Duke transferred a majority interest in
Crescent in exchange for $1.6 billion aggregate consideration.
• Crescent initially made payments on the loans it drew in connection with the 2006 Duke
Transaction. However, in 2009, Crescent filed for bankruptcy and subsequently
confirmed a chapter 11 plan (described in greater detail below).
• The litigation trust established pursuant to the plan (the “Trust”) sued Duke in the
District Court for the Western District of Texas to avoid the proceeds Duke gained in the
2006 transaction. Duke moved for summary judgment.
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Crescent Resources: The 2006 Duke Transaction
• Crescent Resources, LLC (“Crescent”) was a real estate company and, until 2006, was
wholly owned by Duke Energy Corporation (“Duke”).

• In 2006, Crescent, Duke, Morgan Stanley, and a number of affiliated special-purpose
entities entered into a structured transaction, which included the following:
• Agreement among parties that Crescent had an enterprise value of $2.075 billion;
• Duke formed Crescent Holdings and contributed all of its interest in Crescent to
Crescent Holdings, which contributed all of its membership interests in itself to Duke
Ventures, LLC;
• Crescent entered into a $1.525 billion credit facility with Morgan Stanley and
distributed $1.19 from that facility up to Crescent Holdings, which distributed the loan
proceeds to Duke; and
• Morgan Stanley purchased 49% of Crescent for $414 million and an additional 2% of
Crescent’s equity was distributed to its CEO.
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Crescent Resources: Section 546(e) Safe Harbor
• Among the issues facing the Court was whether the distribution of loan proceeds from
Crescent up to Duke constituted a “settlement payment” and would therefore receive safe
harbor protection under section 546(e).
• The Trust argued that the payment to Duke was not a settlement payment because it was
a “one-way distribution . . . essentially a gift (or perhaps an extortion payment)” rather
than a settlement for value received.

• Duke argued that the Court should consider the entirety of the 2006 transaction, rather
than the isolated transfer from Crescent to Duke. In the context of the larger transaction,
Duke argued, the payment of the loan proceeds was not a one-way distribution, but the
structured payment from Morgan Stanley (among others) to Duke in exchange for a large
interest in Crescent.
• Noting the ambiguity of the statutory text, including the Bankruptcy Code’s “completely
unhelpful definition” of “settlement payment,” the Court focused on the facts of the 2006
transaction.
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Crescent Resources: Section 546(e) Safe Harbor (cont’d)
• In particular, the Court looked to the “Closing Actions” section of the sale agreement to
find that all aspects of the transaction, including the loan, were contemplated as part and
parcel with the sale, itself.
• Upon consideration of the facts, the Court concluded that construing the loan
distribution as an isolated transaction “is contrary to the plain language of the
painstakingly crafted contractual documents prepared by the parties.”

• The Court further found, under a similar analysis, that even if the loan distribution were
not a “settlement payment,” it was a payment “in connection with a securities contract”
(i.e., the sale agreement), and accordingly found that the loan distribution was within
section 546(e)’s safe harbor.
• Although the safe harbor was found to apply, it was not dispositive because the Trust also
alleged actual fraud against Duke.
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Crescent Resources: Damages
• Turning to the substance of the Trust’s claims, the Court found that Duke had ample
defenses against the Trust under a variety of state law theories, which all “reduce[d] to
the same basic idea: the original lending banks entered into the 2006 Duke Transaction
with full knowledge of how the term loan proceeds would be distributed,” and could not
later claim that the transfer they negotiated was fraudulent.
• The Court gave credence to Duke’s defenses, finding that “[w]hether the defense is
consent, ratification, or estoppel, the undisputed evidence shows the original lending
banks participated in the 2006 Duke Transaction with full knowledge of the transaction
they helped design . . . [and] continued to bless the deal” after closing.
• “To allow the Trust to step into the original lenders’ shoes and set aside the billion dollar
transfer as fraudulent would bail out the lenders who knew the terms of their own deal
and . . . never asserted they were defrauded.” The Court also noted that the lenders had
already received equity in Crescent as consideration under the plan.
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Crescent Resources: Damages (cont’d)
• Because the lenders were only one of the two classes in the Trust, finding that the lenders
had unclean hands did not cut off the avoidance action with respect to the Class A (nonlender) creditors.
• The Trust cited Moore v. Bay, 284 U.S. 4 (1931), in which the Supreme Court held that
the trustee can avoid the full value of a voidable transfer for the benefit of the estate, even
if the claim asserted is for much less. Therefore, the Trust argued, it could avoid the
entire transaction even if the Class A creditors’ claims were much smaller than the total
transaction value.
• While the Court agreed with the Trust that Moore v. Bay could be used to avoid the entire
transaction, it distinguished between the right to avoid and the right to recover.

• With respect to recovery, the Court found that it had equitable authority under section
550(a) of the Bankruptcy Code to curtail the Trust’s damages.
• Section 550(a) provides that “to the extent that a transfer is avoided under section 544
. . . The trustee may recover, for the benefit of the estate, the property transferred, or,
if the court so orders, the value of such property.”
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Crescent Resources: Damages (cont’d)
• While the Court noted that there is little guidance as to how section 550(a) should be applied, it
found, by surveying the manner in which other courts had applied that provision, that its
decision to curb avoidance recoveries under section 550(a) should turn on a review of “factual
circumstances . . . And the equitable impact of the Trust’s potential recovery.”
• After further discussion of the facts pointing to the sophistication of the lenders (Class B of the
Trust) in entering into the transaction, the Court capped the Trust’s recoveries at $279 million
– the Class A share of the Trust, and cut off $961 million – the full Class B amount – from the
potential recoveries.
• The Court ultimately held that, “[i]f the Trust is allowed to recover the $961 million of the term
loan proceed transfer destined for the Class B Creditors . . . The banks’ high risk investment will
pay off in the form of a massive windfall. Not only will the banks (and their successors) walk
away with ownership of Crescent and several hundred million dollars in loan payments, they
will recoup the bulk of the loan they made with full knowledge of the risk. In essence, the
lenders will have stolen Crescent Resources from Duke, and will face no prospect
of liability for their actions . . . ”
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Crescent Resources: Takeaways
• The Crescent Resources court used its equitable power under section 550(a) to prevent a group
of creditors from recovering, as “fraudulent,” transfers that they, themselves (or at least their
predecessors) negotiated and structured.
• Although the Trust was set up to benefit the full pool of unsecured creditors (i.e., the nonlender creditors and the lenders through their deficiency claims), the Court was willing to look
behind the trust to see where the proceeds went and deem certain unsecured debt unworthy of
avoidance recoveries.
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CLAWBACKS FROM LAW FIRMS OR
FORMER PARTNERS BASED ON
“UNFINISHED BUSINESS”
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Jewel v. Boxer
156 Cal.App.3d 171 (1984)

• Jewel is a 1984 California case under the Uniform
Partnership Act.
• “In this case we hold that in the absence of a
partnership agreement, the Uniform Partnership Act
requires that attorneys’ fees received on cases in
progress upon dissolution of a law partnership are to
be shared by the former partners according to their
right to fees in the former partnership, regardless of
which former partner provides legal services in the
case after the dissolution.” Jewel at p. 174.
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Unfinished Business
• “Under the Uniform Partnership Act (Corp.Code, § 15000 et
seq.), a dissolved partnership continues until the winding up
of unfinished partnership business. (Corp.Code, § 15030.) No
partner (except a surviving partner) is entitled to extra
compensation for services rendered in completing unfinished
business. (Corp.Code, § 15018, subd. (f).) Thus, absent a
contrary agreement, any income generated through the
winding up of unfinished business is allocated to the former
partners according to their respective interests in the
partnership.” Jewel at p. 176.
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Unfinished Business Claims
in Law Firm Bankruptcy Cases
• Law Firm Cases:
– Brobeck
– Heller Ehrman
– Thelen
– Coudert Brothers
• Claims:
– Actual intent fraudulent transfers
– Constructively fraudulent transfers
– Issue re “Jewel waivers”
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TWO CASES IN JULY 2014 HAVE
RAISED DOUBTS ABOUT
UNFINISHED BUSINESS CLAIMS
• In California: Heller Ehrman case
• In New York: Thelen / Coudert Brothers cases
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Heller Ehrman LLP v. Davis,
Wright, Tremaine, LLP, et al.
2014 WL 2609743 (N.D. Cal. 6/11/14)
• Claims: the trustee filed adversary proceedings
against law firms to recover profits from pending
hourly fee matters.
• Basis for Claims: the Jewel waiver in Heller’s
dissolution plan was allegedly a fraudulent transfer
either made with actual intent or was a
constructively fraudulent transfer.
• Outcome: the Court granted summary judgment in
favor of the defendant law firms.
49

Heller Continued
• “… the Court is asked to address a question of first
impression: namely, whether a law firm—which has
been dissolved by virtue of creditors terminating
their financial support, thus rendering it impossible
to continue to provide legal services in ongoing
matters—is entitled to assert a property interest in
hourly fee matters pending at the time of its
dissolution.” Heller at p. 1.
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Heller Continued
• “… the Court concludes that under the facts
presented here, neither law, equity, nor policy
recognizes a law firm’s property interest in
hourly fee matters.” Heller at p. 1.
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Heller Continued
• “…considering the policies favoring the primacy of
the rights of clients over those of lawyers, it is
essential to provide a market for legal services that is
unencumbered by quarrelsome claims of disgruntled
attorneys and their creditors. While this Court
distinguishes Jewel v. Boxer on its facts, it is also of
the opinion that the California Supreme Court would
likely hold that hourly fee matters are not
partnership property and therefore are not
“unfinished business” subject to any duty to
account.” Heller at p. 1.
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Heller Distinguished Jewel v. Boxer
• The court in Heller found that Jewel differed from the
situation in Heller because:
– Heller lacked financial ability to continue providing legal
services.
– Clients signed new retainer agreements with new firms.
– Defendant firms did not owe any duty to Heller.
– No contingency fee matters.
– Uniform Partnership Act did not apply. Revised Uniform
Partnership Act (RUPA) permitted reasonable
compensation to wind up partnership business.
Undermined legal basis of Jewel.
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The Revised Uniform
Partnership Act (RUPA)

• “…unlike in Jewel, if a former Heller Shareholder
signed a new retainer agreement with a former
Heller client, this would not violate the “fiduciary
duty not to take any action with respect to
unfinished partnership business for personal gain.”
Jewel, 156 Cal.App.3d at 178-179, 203 Cal.Rptr. 13.
Consequently there is no provision of the RUPA that
gives the dissolved firm the right to demand an
accounting for profits earned by its former partner
under a new retainer agreement with a client.”
Heller at p. 4.
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No California
Supreme Court Authority
• “California law is unsettled on the question of
whether a law firm may assert a property
interest in hourly fee matters pending at the
time of its dissolution. Absent clear authority
from California courts, the Court next turns to
the equities.” Heller at p. 5.
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Balancing the Equities
• “Balancing the equities, it is simple enough to conclude that
the firms that did the work should keep the fees.” Heller at p.
5.
• “The fees at issue here were generated by Defendants’ labor,
not Heller’s. So in terms of fairness, the Trustee cannot argue
that the Defendants have received a windfall—they did the
work.” Heller at p. 5.
• “… Defendants did the work that generated the fees at issue
here. With the Defendants those fees should stay. The
equities favor Defendants.” Heller at p. 6.
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What the Law Firm Owns
• “A law firm never owns its client matters. The client
always owns the matter, and the most the law firm
can be said to have is an expectation of future
business.” Heller at p. 5.
• “… good will is not an asset to which a property
interest attached. Moreover, Heller’s bankruptcy did
much to undermine the firm’s otherwise stellar
reputation and to eviscerate any reasonable
expectation of future business.” Heller at p. 5.
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What Unfinished Business Entails
• “The Court agrees that Heller should bill and be paid
for the time its lawyers spent filing motions for
continuances, noticing parties and courts that it was
withdrawing as counsel, packing up and shipping
client files back to the clients or to new counsel, and
getting new counsel up to speed on pending matters.
That is what winding up unfinished business entails
when a firm dissolves in the context of a
bankruptcy.” Heller at p. 6.
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Policy
• “It is not in the public interest to make it more
difficult for partners leaving a struggling firm
to find new employment, or to limit the
representation choices a client has available,
by establishing a rule that prevents third-party
firms from earning a profit off of labor and
capital investment that they make in a matter
previously handled by a dissolved firm.” Heller
at p. 7.
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Geron v. Seyfarth Shaw LLP (In re Thelen
LLP)
Development Specialists, Inc. v. K & L
Gates LLP. (In re Coudert Brothers LLP)
2014 WL 2931526 (Ct. App. N.Y. 7/1/14)

• Thelen Claims: the trustee filed adversary
proceeding against Seyfarth to recover profits
from pending hourly fee matters.
• Coudert Claims: the trustee filed 13 adversary
proceedings to recover profits from pending
hourly fee matters.
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Thelen/Coudert Questions
• The Second Circuit found that New York law applies.
• Two questions were presented by the Second Circuit
to the New York Court of Appeals:
– 1. “Under New York law, is a client matter that is billed on an hourly
basis the property of a law firm, such that, upon dissolution and in
related bankruptcy proceedings, the law firm is entitled to the profit
earned on such matters as the ‘unfinished business’ of the firm?
– 2. “If so, how does New York law define a ‘client matter’ for purposes
of the unfinished business doctrine and what portion of the profit
derived from an ongoing hourly matter may the new law firm retain?”
Thelen at p. 3.
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Thelen/Coudert Answers from the
New York Court of Appeals
• “Accordingly, the first certified question
should be answered in the negative, and the
second certified question should not be
answered as it is unnecessary to do so.”
Thelen at p. 8.
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What a Law Firm Owns
• “… contrary to the trustees’ contentions, New York courts have
never suggested that a law firm owns anything with respect to a
client matter other than yet-unpaid compensation for legal services
already provided.” Thelen at p. 6.
• “… statements that contingency fee cases are “assets” of the
partnership subject to distribution simply means that, as between
the departing partner and the partnership, the partnership is
entitled to an accounting for the value of the cases as of the date of
the dissolution. Kirsch, Shandell and other Appellate Division
decisions involving contingency fee arrangements do not suggest
that law firms own their clients’ legal matters, or have a property
interest in work performed by former partners at their new firms.”
Thelen at p. 6.
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Rejection of Reliance
on Stem v. Warren
• “But Stem involved claims for breach of fiduciary duty; we did
not hold “that executory contracts to perform professional
services are partnership assets unless a contrary intention
appears” (DSI, 477 B.R. at 333), or define unfinished client
engagements as partnership property.” Thelen at p. 6.
• “Thus, Stem is not a case that defines what makes up the
partnership property or “assets”; it is a breach-of-fiduciary
duty case in which one joint venturer underhandedly cut a
surviving joint venturer out of a contract expressly intended
(including by the client) to survive dissolution.” Thelen at p. 7.
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Weighing Public Policy
• “Treating a dissolved firm’s pending hourly fee
matters as partnership property, as the trustees urge,
would have numerous perverse effects, and conflicts
with basic principles that govern the attorney-client
relationship under New York law and the Rules of
Professional Conduct. By allowing former partners of
a dissolved firm to profit from work they do not
perform, all at the expense of a former partner and
his new firm, the trustees’ approach creates an
“unjust windfall,” as remarked upon by the District
Court Judge in Geron…” Thelen at p. 7.
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More Public Policy
• “…their approach would encourage partners to get out the door,
with clients in tow, before it is too late, rather than remain and
work to bolster the firm’s prospects. Obviously, this run-on-thebank mentality makes the turnaround of a struggling firm less
likely.” Thelen at p. 7.
• “The notion that law firms will hire departing partners or accept
client engagements without the promise of compensation ignores
commonsense and marketplace realities. Followed to its logical
conclusion, the trustees’ approach would cause clients, lawyers and
law firms to suffer, all without producing the sought-after financial
rewards for the estates of bankrupt firms. Ultimately, what the
trustees ask us to endorse conflicts with New York’s strong public
policy encouraging client choice and, concomitantly, attorney
mobility.” Thelen at p. 8.
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THE U.S. SUPREME COURT’S
RULING IN EXECUTIVE BENEFITS
INSURANCE AGENCY V. ARKISON
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The Ninth Circuit’s Decision in
Executive Benefits Insurance
Agency v. Arkison (In re
Bellingham Insurance Agency, Inc.)
(“Bellingham”)
702 F.3d 553 (9th Cir. 2012)
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The 9th Circuit Bellingham Decision
Core vs. Non-Core
• In all “core proceedings arising under title 11, or arising in a
case under title 11,” a bankruptcy judge has the power to
“hear and determine the controversy” and enter final orders,
subject only to appellate review. Id. § 157(b)(1). In a noncore proceeding “that is otherwise related to a case under
title 11,” however, a bankruptcy judge may only “submit
proposed findings of fact and conclusions of law to the district
court.” Id. § 157(c)(1). The entry of final judgment in noncore proceedings is the sole province of Article III judges.
– Bellingham at p. 558.
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The 9th Circuit Bellingham Decision
Core vs. Non-Core (cont.)
• Section 157(b)(2) enumerates sixteen nonexclusive examples of “core
proceedings.” Among these are “proceedings to determine, avoid, or
recover fraudulent conveyances.” Id. § 157(b)(2)(H). The bankruptcy
judge hearing the Trustee's claim was thus empowered by statute to enter
a final judgment. Indeed, until quite recently, the exercise of that statutory
power was routine and uncontroversial. See, e.g., Jones v. Schlosberg, No.
04–00571, 2005 WL 6764810, at *5–6 (C.D.Cal.2005) (affirming a
bankruptcy court's entry of judgment in a fraudulent conveyance action);
see also Duck v. Munn (In re Mankin), 823 F.2d 1296, 1300–01 (9th
Cir.1987) (holding that both state- and federal-law fraudulent conveyance
actions are core proceedings). But following the Supreme Court's decision
in Stern v. Marshall, the view that such judgments are consistent with the
Constitution is no longer tenable.
– Bellingham at p. 558.
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The 9th Circuit Bellingham Decision
Mankin’s Demise
•

Encouraged by the Supreme Court's retreat from a formalist conception of the public rights
exception and the limitations of Article III more generally, we concluded in 1987 that certain
controversies at the core of the bankruptcy process implicated public rights. See In re
Mankin, 823 F.2d at 1308 (“The public rights doctrine in large part simply constitutionalizes
the historical understanding of what need and need not be committed to Article III officers
for determination. While, as indicated above, it has always been understood that the
property rights of creditors cannot be committed exclusively to the political branches for
determination, by the same token it has always been understood that bankruptcy
proceedings need not be solely determined by Article III officers.”). We also held that the
portion of bankruptcy-related proceedings that fit within the public rights exception was
coextensive with that portion which had been designated as “core” by the 1984 Act. Id.
Today, we acknowledge Mankin’s demise.5 It has been felled by two cases: Granfinanciera,
S.A. v. Nordberg, 492 U.S. 33, 109 S.Ct. 2782, 106 L.Ed.2d 26 (1989), and Stern v. Marshall,
which together point ineluctably to the conclusion that fraudulent conveyance claims,
because they do not fall within the public rights exception, cannot be adjudicated by nonArticle III judges.
– Bellingham at pp. 560-561.
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The 9th Circuit Bellingham Decision
Granfinanciera’s Return
• Grandinanciera clarified that fraudulent conveyance actions are not
matters of public right, and that a noncreditor retains a Seventh
Amendment right to a jury trial on a bankruptcy trustee's fraudulent
conveyance claim. Some courts, however, seemed disinclined to deduce
from those holdings that such litigants also retain a right to be heard by an
Article III court. See, e.g., McFarland v. Leyh (In re Tex. Gen. Petroleum
Corp.), 40 F.3d 763, 770 (5th Cir.1994), withdrawn and replaced by 52 F.3d
1330 (5th Cir.1995); Turner v. Davis, Gillenwater & Lynch (In re Investment
Bankers, Inc.), 4 F.3d 1556, 1561 (10th Cir.1993). But see Leyh, 52 F.3d at
1336–37; Gower v. Farmers Home Admin. (In re Davis), 899 F.2d 1136,
1140 n. 9 (11th Cir.1990). Following Stern, we can no longer resist
Grandinanciera’s logic.
– Bellingham at p. 562.
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The 9th Circuit Bellingham Decision
Fraudulent Transfer Actions As
Not Matters of Public Right
• Here, the Trustee's fraudulent conveyance claims are not matters of
“public right,” and, ipso facto, cannot be decided outside the Article III
courts.7 Our conclusion is buttressed by the Supreme Court's equation of
litigants' Article III rights with their Seventh Amendment jury trial rights in
bankruptcy-related cases.
– Bellingham at pp. 562-563.
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The 9th Circuit Bellingham Decision
Granfinanciera and Fraudulent
Transfer Actions
• And the Court in Stern characterized cases involving Seventh Amendment
jury trial rights as binding authority on the Article III issue. Stern described
Granfinanciera—a case about Seventh Amendment rights—as deciding
that “Congress could not constitutionally assign resolution of the
fraudulent conveyance action to a non-Article III court.” 131 S.Ct. at 2614
n. 7.
– Bellingham at p. 563.
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The 9th Circuit Bellingham Decision
Article III Courts and Jury Trials
• Stern fully equated bankruptcy litigants' Seventh Amendment right to a
jury trial in federal bankruptcy proceedings with their right to proceed
before an Article III judge. Hence, Granfinanciera's statement that
“[u]nless a legal cause of action involves ‘public rights,’ Congress may not
deprive parties litigating over such a right of the Seventh Amendment's
guarantee to a jury trial” is powerful evidence that Congress also may not
deprive such parties of their right to an Article III tribunal. 492 U.S. at 53,
109 S.Ct. 2782.
– Bellingham at p. 563.
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The 9th Circuit Bellingham Decision
BK Courts Do Not Have the
General Authority To Enter Final
Judgments Against Non-Creditors
• Taken together, Granfinanciera and Stern settle the question of whether
bankruptcy courts have the general authority to enter final judgments on
fraudulent conveyance claims asserted against noncreditors to the
bankruptcy estate. They do not. We now turn to a subsidiary question:
whether bankruptcy judges may constitutionally hear such claims, and
prepare recommendations for de novo review by the federal district
courts.
– Bellingham at p. 565.
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The 9th Circuit Bellingham Decision
Gap in the Statutory Framework
• Federal law authorizes bankruptcy judges to “hear and determine all cases
under title 11 and all core proceedings arising under title 11, or arising in a
case under title 11.” 28 U.S.C. § 157(b)(1). Bankruptcy judges have the
narrower power to “hear” a proceeding that is “not a core proceeding but
that is otherwise related to a case under title 11,” and to “submit
proposed findings of fact and conclusions of law to the district court” for
the entry of final judgment. Id. § 157(c)(1).
– Bellingham at p. 565.
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The 9th Circuit Bellingham Decision
Gap in the Statutory Framework
(cont.)
• Our conclusion today creates a gap in this framework: Federal law
classifies fraudulent conveyance proceedings as “core” proceedings, 28
U.S.C. § 157(b)(2)(H), but the Constitution prohibits bankruptcy judges
from entering a final judgment in such core proceedings. Nowhere does
the statute explicitly authorize bankruptcy judges to submit proposed
findings of fact and conclusions of law in a core proceeding; § 157(c)(1) is
expressly limited to “non-core” proceedings. Is the power “to hear and
determine” capacious enough to include the power to submit proposed
findings in a core proceeding? Or are bankruptcy courts impotent to
address fraudulent conveyance proceedings, because they fall in the
interstices of § 157?
– Bellingham at p. 565.
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The 9th Circuit Bellingham Decision
Ability to Issue Findings of Fact
and Conclusions of Law
• In sum, § 157(b)(1) provides bankruptcy courts the power to hear
fraudulent conveyance cases and to submit reports and recommendations
to the district courts. Such cases remain in the core, and the §157(b)(1)
power to “hear and determine” them authorizes the bankruptcy courts to
issue proposed findings of fact and conclusions of law. Only the power to
enter final judgment is abrogated.8
– Bellingham at pp. 565-566.
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The 9th Circuit Bellingham Decision
Ability to Issue Findings of Fact
and Conclusions of Law (cont.)
• Our conclusion is consistent with the Stern Court's tacit approval of
bankruptcy courts' continuing to hear and make recommendations about
statutory core proceedings in which entry of final judgment by a nonArticle III judge would be unconstitutional.
– Bellingham at p. 566.
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The 9th Circuit Bellingham Decision
Right to Article III Court
is Waivable
• Several amici contend that even if defendants in fraudulent conveyance
suits have a right to a hearing in an Article III court, that right is waivable.
We agree, and hold that EBIA waived its right to an Article III hearing.
– Bellingham at p. 566.
• If consent permits a non-Article III judge to decide finally a non-core
proceeding, then it surely permits the same judge to decide a core
proceeding in which he would, absent consent, be disentitled to enter
final judgment. The only question, then, is whether EBIA did in fact
consent to the bankruptcy court's jurisdiction.
– Bellingham at p. 567.
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The 9th Circuit Bellingham Decision
Consent By Conduct
• EBIA's conduct bore considerable indicia of consent. EBIA initially
demanded a jury trial, invoking its rights under Granfinanciera, which the
district court treated as a motion to withdraw the reference.
– Bellingham at p. 568.
• But EBIA elected not to pursue a hearing in an Article III court. Instead,
EBIA petitioned the district court to stay its consideration of the motion to
withdraw the reference to give the bankruptcy court time to adjudicate
the Trustee's motion for summary judgment. See Order, Arkison v. Exec.
Benefits Ins., No. 10–cv–00171 (W.D.Wash. Mar. 26, 2010), ECF No. 5. In
other words, EBIA did not simply fail to object to the bankruptcy judge's
authority to enter final judgment in the fraudulent conveyance action; it
affirmatively assented to suspend its demand for a jury trial in district
court to give the bankruptcy judge an opportunity to adjudicate the claim.
– Bellingham at p. 568.
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The 9th Circuit Bellingham Decision
FRBP 7008 and 7012 vs.
Consent by Conduct (cont.)
•

…Federal Rules of Bankruptcy Procedure 7008 and 7012, which implement the
statutory core/non-core dichotomy, preclude a finding of implied consent. These
rules provide that an adversary proceeding complaint “shall contain a statement
that the proceeding is core or non-core and, if non-core, that the pleader does or
does not consent to entry of final orders or judgment by the bankruptcy judge”; a
similar requirement applies to responsive pleadings. See Fed. R. Bankr.P. 7008(a),
7012(b). A 1987 advisory committee note to Rule 7008 provides that “only express
consent in the pleadings or otherwise is effective to authorize entry of a final order
or judgment by the bankruptcy judge in a non-core proceeding.” We have
subsequently held, however, that a litigant's actions may suffice to establish
consent.
– Bellingham at pp. 568-569.
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The 9th Circuit Bellingham Decision
Consent by Conduct (cont.)
• Although EBIA may not be as sophisticated or creative as Pierce, it fully
litigated the fraudulent conveyance action before the bankruptcy court
and the district court, without so much as a peep about Article III—even
going so far as to abandon its motion to withdraw the reference. “[T]he
consequences of a litigant sandbagging the court—remaining silent about
his objection and belatedly raising the error only if the case does not
conclude in his favor—can be ... severe.” Id. at 2609 (internal quotation
marks, alterations, and citations omitted). Having lost before the
bankruptcy court, EBIA cannot assert a right it never thought to pursue
when it still believed it might win. Id. Because we conclude that EBIA
consented to the bankruptcy court's jurisdiction, we proceed to the merits
of that judgment.
– Bellingham at p. 570.
84

The 9th Circuit Bellingham Decision
Bankruptcy Judges May Not Enter
Final Judgments Against NonCreditors Absent Consent
• Fraudulent conveyance claims are “quintessentially suits at common law”
designed to “augment the bankruptcy estate.” Granfinanciera, 492 U.S. at
56, 109 S.Ct. 2782. Thus, Article III bars bankruptcy courts from entering
final judgments in such actions brought by a noncreditor absent the
parties' consent. But here EBIA consented to the bankruptcy court's
jurisdiction, rendering that court's entry of summary judgment in favor of
the Trustee constitutionally sound. That judgment was also correct.
– Bellingham at pp. 572-573.
85

The Petition for Writ of Certiorari
(2013 WL 1329527)
• Stern left open two questions on which the courts of appeals are now
divided. First, under what circumstances, if any, can litigant consent cure
an otherwise unconstitutional exercise of the judicial power of the United
States by a bankruptcy judge? And second, does the grant to bankruptcy
judges of authority to “hear and determine” certain proceedings
(including proceedings labeled “core”) subject to district court appellate
review include the authority to issue proposed findings of fact and
conclusions of law subject to de novo adjudication by the district court?
– Petition at pp. 2-3.
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The Petition for Writ of Certiorari
(cont.) (2013 WL 1329527)
•

•

•

As demonstrated by the decision below, and by the circuit splits of which it is part,
this Court's decision in Stern, has given rise to tremendous uncertainty among the
lower courts.
– Petition at pp. 32-33.
Stern has also resulted in substantial confusion regarding the authority of
bankruptcy judges to propose findings of fact and conclusions of law in core
proceedings.
– Petition at p. 33.
The questions presented by this petition implicate the integrity of the
Constitution's system of separated powers and directly affect countless federal
proceedings that occur before non-Article III judges every day. These issues have
perplexed the bankruptcy and district courts, and now have divided the courts of
appeals. Prompt resolution of these questions by this Court is therefore critical.
– Petition at p. 34.
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Certiorari Granted
• The petition for writ of certiorari was granted
by the Supreme Court (133 S.Ct. 2880).
• Oral arguments are scheduled for January 14,
2014.
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Petitioners’ Brief
on Writ of Certiorari
(2013 WL 4829341) (filed 9/9/13)
• Questions presented:
– 1. Whether Article III permits the exercise of the judicial power of the
United States over private rights by non-Article III bankruptcy judges
on the sole basis of litigant consent, and, if so, whether “implied
consent” based on a litigant's conduct, where the statutory scheme
provides the litigant no notice that its consent is required, is sufficient
to satisfy Article III.
– 2. Whether a bankruptcy judge may submit proposed findings of fact
and conclusions of law for de novo review by a district court in a
“core” proceeding under 28 U.S.C. 157(b).
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Respondent’s Brief
on Writ of Certiorari
(2013 WL 6019314) (filed 11/8/13)
• Questions presented:
– 1. May a defendant in a federal fraudulent conveyance action consent
to have the matter adjudicated by a bankruptcy judge?
– 2. If a defendant in a fraudulent conveyance action does not so
consent to final bankruptcy judge adjudication, may the bankruptcy
judge nonetheless hear the matter and issue a report and
recommendation of proposed findings of fact and conclusions of law
to the district judge adjudicating the matter for de novo
consideration?

90

Open Issues Before the
Supreme Court Decision
• Was Stern v. Marshall really a narrow holding or a
broader holding?
• Will the Supreme Court embrace its dicta in Stern v.
Marshall regarding fraudulent transfer actions?
• What will happen with the statutory “gap” in 28
U.S.C. § 157(b)?
• Can parties consent or impliedly consent to
bankruptcy courts entering final judgments?
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The Supreme Court Decision
134 S.Ct. 2165 (2014)(“Arkison”)

• Issue following Stern v. Marshall:
– “But we did not address how courts should
proceed when they encounter one of these “Stern
claims”—a claim designated for final adjudication
in the bankruptcy court as a statutory matter, but
prohibited from proceeding in that way as a
constitutional matter. Arkison at p. 2170.
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Holding in Arkison
• “We hold today that when, under Stern’s
reasoning, the Constitution does not permit a
bankruptcy court to enter final judgment on a
bankruptcy-related claim, the relevant statute
nevertheless permits a bankruptcy court to
issue proposed findings of fact and
conclusions of law to be reviewed de novo by
the district court.” Arkison at p. 2168.
• Affirmed.
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Statutory Gap? Not According to
the Supreme Court
• “Because §157(b) does not explicitly authorize
bankruptcy judges to submit proposed findings of
fact and conclusions of law in a core proceeding, the
argument goes, Stern created a “gap” in the
bankruptcy statute. See 702 F.3d, at 565. That gap
purportedly renders the bankruptcy court powerless
to act on Stern claims, see Brief for Petitioner 46-48,
thus requiring the district court to hear all Stern
claims in the first instance. We disagree.” Arkison at
p. 2173.
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Why No Statutory Gap?
Severability
• “The statute permits Stern claims to proceed as noncore within the meaning of §157(c). In particular, a
statute contains a severability provision that
accounts for decisions, like Stern, that invalidate
certain applications of the statute…” Arkison at p.
2173.
• “The plain text of this severability provision closes
the so-called “gap created by Stern claims.” Arkison
at p. 2173.
95

Fraudulent Transfer Claims
May Be Treated As Non-Core
• “If the claim satisfies the criteria of §157(c)(1), the
bankruptcy court simply treats the claims as non-core: The
bankruptcy court should hear the proceeding and submit
proposed findings of fact and conclusions of law to the district
court for de novo review and entry of judgment.” Arkison at
p. 2173.
• “Accordingly, we must decide whether the fraudulent
conveyance claims brought by the trustee are within the
scope of §157(c)(1)—that is, “not… core” proceedings but
otherwise related to a case under title 11.” We hold that this
language encompasses the trustee’s claims of fraudulent
conveyance.” Arkison at p. 2174.
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Impact of the
Supreme Court Decision
• Status Quo.
• Bankruptcy Courts will continue to hear
fraudulent transfer claims.
• Bankruptcy Courts will issue findings of fact
and conclusions of law to District Courts for de
novo review.
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Unanswered Issue on Consent
• What about consent?
– Can parties consent or impliedly consent to
bankruptcy courts entering final judgments?
• Earlier this month the Supreme Court granted
certiorari in Wellness Intern. Network, Ltd. v. Sharif,
2014 WL 497634 (S.Ct. 7/1/14) to address consent.
The Seventh Circuit decision is at 727 F.3d 751 (7th
Cir. 2013).
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