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Circuit Splits in Bankruptcy Law: Third Party Tortious Interference Claims
National Conference of Bankruptcy Judges
October 2021

I. Issue: Does federal bankruptcy law preempt a non-debtor third party’s tortious
interference claim against other non-debtor third parties related to a contract with
the debtor?

In Sutton 58 Associates LLC v. Pilevsky," the plaintiff lender brought a tortious interference
cause of action against third parties for allegedly intentionally causing a borrower to take actions
to default on a loan.

The lender provided almost $150 million in financing for a housing project, with certain
restrictions on the borrower drafted into the loan documents, including a prohibition on incurring
debt other than short-term debt, a prohibition on acquiring other assets so that the entity would
remain a single asset real estate entity, and a restriction on transferring any interest in the project.
The borrower subsequently filed for bankruptcy protection under chapter 11. The lender alleged
that third parties (1) loaned $50,000 to the owner of the project to hire counsel, (2) acquired an
indirect 49% interest in the project, and (3) transferred three apartments to the project’s owner so
it would not be a single-asset real estate entity. All three actions allegedly breached the debtor’s
contracts with the lender.

The lender filed a motion to modify the automatic stay along with a motion to dismiss for
a bad faith filing. The lender withdrew the motion to dismiss but won an auction for the property
by submitting an $86 million credit bid. The lender and other creditors voted in favor of the
debtor’s chapter 11 plan, which the bankruptcy court confirmed.

Before the sale in bankruptcy court, the lender filed suit in New York State court against
the third parties, alleging that their actions amounted to tortious interference with contract by
causing the project’s owner to breach its agreements with the lender. The defendants argued that
the tortious interference claims were preempted by federal law.

In a four to three opinion, the New York Court of Appeals held that there was no federal
preemption of a non-debtor third party’s tortious interference claims against other non-debtor third
parties.

Legal Standard

a. Preemption of state law may occur by express statutory provision or through
implication, the latter of which may be accomplished through either

1. federal preemption of the field of a particular subject matter (i.e., federal law
occupies a field so comprehensively that there is no room for state
supplementary law); or

! Sutton 58 Assocs. LLC v. Pilevsky, 36 N.Y.3d 297 (N.Y. 2020), petition for cert. filed (U.S. Apr. 20, 2021) (No.
20-1483).



ii.  the existence of an irreconcilable conflict between federal and state law (i.e., it
would be impossible to comply with both the federal and state laws at the same
time).

Sutton 58 Assocs. LLC v. Pilevsky, 36 N.Y.3d 297, 305 (N.Y. 2020).

b. InSutton, the court addressed dismissal of the state court action under the irreconcilable
conflict theory.

II. Third party tortious interference claims against non-debtors should not be
preempted.

e The lender sued non-debtor third parties for alleged wrongful conduct that occurred
prior to, and separate from, the bankruptcy proceedings. The Bankruptcy Code is
overwhelmingly concerned with the debtors’ estates. Chapter 11 bankruptcy aims
to allow “business debtors to reorganize and restructure their debts in order to
revive the debtors' businesses and maximize the value of the bankruptcy estate.”
Id. at 327.

a. Courts must analyze the degree to which the state court action would affect
the bankruptcy estate and bankruptcy law.

o In Sutton, the state court action had no effect on the bankruptcy.
a. The parties in the bankruptcy were not affected by the state court action.

b. The tortious interference action did not prohibit the debtor from obtaining a
“fresh start.”

e The “defendants may be found to have tortiously interfered with plaintiff's
contractual rights prior to the bankruptcy proceedings without any inquiry by the
state court into whether any provision of the Bankruptcy Code was violated.” Id. at
312.

a. “[C]ases relied on by defendants and the dissent addressing preemption of
bad-faith filing or abuse of process claims as between debtors and creditors
are inapposite." Id.

1. In Choy v. Redland Insurance Co., a California court concluded that
the plaintiff's claim was preempted where plaintiff alleged that the
defendants “induced” a debtor to “file a bankruptcy petition” in
“order to benefit themselves.” Choy v. Redland Ins. Co., 103 Cal.
App. 4th 789, 801 (Cal. Ct. App. 2002).

it. In Astor Holdings Inc. v. Roski, the plaintiff alleged that the
defendant induced the debtor to file bankruptcy, harming the
plaintiff. Astor Holdings v. Roski, 325 F. Supp. 2d 251, 262
(S.D.N.Y. 2003).



b.

Sutton does not involve inducement of a debtor to file bankruptcy and,
therefore, is distinguishable.

e Defendants cite to 9™ Circuit case law which holds that state law causes of action
for abuse of process based on a claim of malicious bankruptcy filing are preempted
by federal bankruptcy law. See Gonzales v. Parks, 830 F.2d 1033 (9th Cir. 1987);
MSR Expl., Ltd. v. Meridian Oil, Inc., 74 F.3d 910 (9th Cir. 1996); and In re Miles,
430 F.3d 1083 (9th Cir. 2005).

a.

The 9" Circuit’s subsequent holding in Davis demonstrates that the 9™
Circuit’s prior rulings were not intended to prohibit state law claims like in
Sutton. See Davis v. Yageo Corp., 481 F.3d 661, 679 (9th Cir. 2007).

In Davis, the court found that bankruptcy law did not preempt claims against
the majority shareholders for breach of fiduciary duty for acts they
committed in anticipation of filing bankruptcy of the company which
benefitted themselves and harmed the minority shareholders. /d. at 678. The
9 Circuit distinguished Davis from its prior holdings on the basis that the
acts did not occur during the bankruptcy. Id. at 678-79.

e Unlike Section 303 of the Bankruptcy Code, which provides a cause of action for
bad faith bankruptcy filings, no provisions of the Bankruptcy Code would provide
the Sutton plaintiff with a remedy for tortious interference.

a.

If Congress intended for a bankruptcy court to preside over third party
claims involving a breach of a debtor’s contract, it could have provided that
in the Bankruptcy Code.

III.  Third party tortious interference claims against non-debtors should be preempted.

e Congress preempted the field with respect to claims arising from filings of
bankruptcy petitions through a comprehensive regime of police standards and, if
necessary, dismissal of inappropriate filings.

a.

That regime includes, inter alia, the right to seek dismissal of “bad faith”
filings; potential monetary penalties for improper involuntary filings;
availability of relief from the automatic stay; and the ability to seek
appointment of a trustee or examiner with expanded powers.

Creditors are not entitled, given Congress’ intent, to forego the federally
available remedies by litigating the same claims under the guise of a “state
law” cause of action — or worse, to have two bites at the same claims by
pursuing both the federally available remedies as well as the “state law”
tortious interference claims.



e Even if Congress has not been found to have preempted the field with respect to
tortious interference claims, such claims can only exist in irreconcilable conflict
with federal bankruptcy law — and thus they are preempted.

a.

The alleged claims deal chiefly with “predicate acts” to the bankruptcy,
without which a bankruptcy filing could not exist. In fact, the existence of
the bankruptcy and the automatic stay were the key prongs of the damages
claimed by the plaintiff. Thus, the claim imposes a state law liability regime
that Congress chose NOT to impose — a clear conflict. Choy made clear
that the problem presented by tort liability was one “of state courts, in effect,
interfering with the whole complex, reticulated bankruptcy process itself.”
Choy 103 Cal. App. 4th, at 798.

If a bankruptcy filing is permitted by federal law, state claims cannot
directly or indirectly prohibit such filings. Certainly, if a state passed a
statute barring these same acts in facilitating a bankruptcy filing, the legal
conflict would be the same, but merely more obvious. As noted by the Ninth
Circuit in Gonzalez, “[i]t is for Congress and the federal courts, not the state
courts, to decide what incentives and penalties are appropriate for use in
connection with the bankruptcy process and when those incentives or
penalties shall be utilized.” Gonzalez 830 F.2d at 1036. Thus states cannot
deter or police bankruptcy filings indirectly by creating liability for an
attorney facilitating the filing, as in Gonzalez.

Timing of the acts is not a factor in the preemption analysis. It cannot be
true that state law liability that would otherwise be in irreconcilable conflict
with federal law, suddenly is NOT in conflict, merely because of the timing
of the acts underlying that liability. Either imposing liability for the
predicate actions (liability which may be adjudicated years later) violates
Congress’ regime, or it does not. The persons contemplating making use of
the federal bankruptcy process will be deterred from doing so, even though
the necessary acts will be BY DEFINITION prior to the creation of the
bankruptcy estate. As the dissent noted in Pilevsky, “for preemption
purposes there is no analytically sound basis to distinguish between
preparatory actions that make possible the bankruptcy filing.” Pilevsky 36
N.Y.3d at 337 (citing Nat’l Hockey League v. Moyes, No. CV-10-01036,
2015 WL 7008213 at *6 (D. Ariz. Nov. 12, 2015)).

That preemption applies is made even more clear by the prospect of
conflicting liability standards for defendants. First, potential defendants
would be subject to different liability regimes for facilitating a federal filing,
based upon which state’s law they were subject to; this reality supports the
conclusion of preemption. Second, Congress recognized that state courts
will be ill-suited, compared with a federal bankruptcy court, with assessing
appropriate damages and remedies — for example, the plaintiff in this case
actually received a potential benefit by being able to conduct a credit bid
through a bankruptcy court sale where a “free and clear” order was



available. A state court is poorly positioned to factor such issues into the
analysis, supporting the view that Congress’ regime is in direct conflict with
a state law forum and claim.
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‘Plain Language’ Puts Small-Dollar Avoidance

Suits in the Debtor’s Home Court

‘ ‘ Congress may have made a mistake in drafting, but the
plain language of 28 U.S.C. § 1409(b) must control,

Judge Grossman says.

On a question where courts are divided, Bankruptcy Judge Robert E. Grossman
of Central Islip, N.Y., came down emphatically on the side of plain language
by holding that a trustee may bring a small-dollar preference suit in the
debtor’s home court, even if Congress may have made a mistake in drafting 28
U.S.C. § 1409(b).

The debtor paid $11,400 to a supplier within 90 days of bankruptcy. The
trustee sued for recovery of a preference under Sections 547 and 550.

The creditor was a Delaware corporation with a principal place of business in
California. It had no connections with New York other than having sold goods
to the debtor in New York. The creditor had filed a claim for more than
$190,000.

https://www.abi.org/newsroom/daily-wire/‘plain-language’-puts-small-dollar-avoidance-suits-in-the-debtor’s-home-court
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The creditor filed a motion to dismiss based on improper venue. The creditor
contended that the preference suit arose in the bankruptcy case, making
venue improper under 28 U.S.C. § 1409(b).

The outcome turned on Section 1409. With exceptions provided in
subsections (b) and (d), subsection (a) allows for venue of “a proceeding
arising under title 11 or arising in or related to a case under title 11” in the
district where the bankruptcy case is pending.

For a proceeding to recover a non-consumer debt of less than $25,000 owing
by a noninsider, subsection (b) places venue in “the district in which the
defendant resides” for “a proceeding arising in or related to” a bankruptcy
case.

Notably, the language of subsection (b) does not place venue in the creditor’s
district for small-dollar suits “arising under” title 11.

Did the preference action “arise in” the chapter 7 case, thus compelling suit in
the creditor’s district, not in the debtor’s home court? Linguistically speaking,
“arising in” and “arising under” might seem overlapping, synonymous or
interchangeable.

Judge Grossman disagreed in his January 26 opinion. “The terms ‘arising
under’ and ‘arising in’ are not interchangeable,” he said. On that score, he
took issue with the Ninth Circuit Bankruptcy Appellate Panel. See Muskin,
Inc. v. Strippit Inc. (In re Little Lake Indus.), 158 B.R. 478 (B.A.P. 9th Cir.
1993).

Judge Grossman paraphrased the B.A.P. and some other courts as believing
“that Congress did not intend to exclude cases arising under title 11 from the
restrictions in subsection (b).” He noted, however, that Congress left “arising
under” out of subsection (b).

“It is beyond question,” Judge Grossman said, “that a preference action ‘arises
under’ title 11. Thus, a plain reading of § 1409(a) and (b) compels the Court to
conclude that venue of this proceeding is proper in the [the debtor’s home
court].”

https://www.abi.org/newsroom/daily-wire/‘plain-language’-puts-small-dollar-avoidance-suits-in-the-debtor’s-home-court
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Judge Grossman said he appreciated “the thoughtfulness of courts who perceive an error
that must be corrected.” Still, he said, “the language of § 1409 is unambiguous. It is
apparent that the ‘arising under’ language is included in subsection (a) and omitted from
subsection (b). See § 1409. Therefore, based on the lack of ambiguity, this Court will
defer to the plain language of the statute as written by Congress.”

As support for his conclusion, Judge Grossman cited a June 2020 decision by
District Judge Joanna Seybert of Central Islip, N.Y. Novak v. Parts Authority
LLC, 20-2948 (E.D.N.Y. June 16, 2020). According to Judge Grossman, she
“held that preference actions ‘arise under’ title 11 and therefore do not fall
within the ambit of § 1409(b).” To read ABI’s report on Novak, click here.

Opinion Link

PREVIEW

httne://ahi-nnininnce ¢? ama7znnawe raom/Patland ndf

https://www.abi.org/newsroom/daily-wire/‘plain-language’-puts-small-dollar-avoidance-suits-in-the-debtor’s-home-court 3/4
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UNITED STATES BANKRUPTCY COURT
EASTERN DISTRICT OF NEW YORK

__________________________________________________________ X
In re:
Case No.: 8-19-72292-reg
PETLAND DISCOUNTS, INC.
d/b/a ALL PET DISTRIBUTORS, Chapter 7
Debtor
__________________________________________________________ X

ALLAN B. MENDELSOHN, as Trustee of the
Estate of Petland Discounts, Inc.,

Plaintiff,
-against- Adv. Pro. No.: 20-08088-reg
CENTRAL GARDEN & PET CO.,

Defendant.

MEMORANDUM DECISION DENYING DEFENDANT’S MOTION FOR
SUMMARY JUDGMENT

The matter before the Court is a motion for summary judgment (“Motion”) to dismiss an
adversary proceeding commenced in the case of Petland Discounts, Inc. (“Debtor”). Allan B.
Mendelsohn, the chapter 7 trustee (“Trustee” or “Plaintiff”) filed the complaint under 11 U.S.C.
88 547 and 550 to avoid and recover a preferential transfer. Central Garden and Pet Co.
(“Defendant”) filed the Motion seeking to dismiss the preference action on two separate grounds:
(i) improper venue pursuant to 28 U.S.C. § 1409(b), and (ii) an ordinary course of business
defense pursuant to 11 U.S.C. 8 547(c)(2)(A). The Motion is opposed by the Trustee. In
deciding the Motion, the Court first must determine whether it will apply the plain language of
28 U.S.C. 81409(a) and its exceptions set forth in (b) and (d) as written, which would compel the

Court to find that venue of the adversary proceeding is proper in this Court. The Defendant

Page 1 of 20
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urges the Court to follow a line of case law that either reads proceedings “arising in” and “arising
under” as overlapping jurisdictional categories or looks to legislative history and other sources to
apply the statute in a manner that is inconsistent with the actual language, but hews to what some

courts believe is consistent with the intent of Congress.

28 U.S.C. § 1409 is the venue statute for proceedings taking place in a bankruptcy case.
Congress clearly enacted a sweeping provision in subsection (a) establishing proper venue for all
bankruptcy proceedings, including adversary proceedings, in the district where the underlying
bankruptcy case is pending. This broad grant of venue was included to ensure that bankruptcy
estates would be handled as efficiently as possible for the benefit of the estate and its creditors.
It stands in sharp contrast to the venue requirements for federal proceedings in general, which
give deference to a defendant’s place of business if they have limited or no connection with the
plaintiff’s choice of venue. This grant of venue in the bankruptcy court is restricted only by the
limited exceptions delineated in subsections (b) and (d) which provide instances where actions
must be brought in a non-debtor’s home court. The specific language of subsection (b) clearly
and unambiguously applies only to proceedings brought by the trustee that “arise in” or “relate
to” title 11, subject to certain monetary limits. Notably, this exception omits actions that “arise

under” title 11, leaving these actions to be governed entirely by 8 1409(a).

It is beyond question that a preference action “arises under” title 11. Thus, a plain
reading of § 1409(a) and (b) compels the Court to conclude that venue of this proceeding is
proper in the Eastern District of New York as it falls squarely within § 1409(a), and neither of
the exceptions set forth in this subsection apply. The Court recognizes that some courts have
concluded that subsection (b) applies to small — dollar preference actions such as this, and

therefore venue in this Court would be improper, as the Defendant is neither incorporated in New

Page 2 of 20
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York, nor is New York its primary place of business. Although these courts have employed
various tactics to limit the considerable scope of 8 1409(a), the Court respectfully disagrees with
their reasoning. Because § 1409(b) makes no reference to proceedings arising under title 11, this
exception applies to a small subset of proceedings a trustee may bring. Referring to legislative
history, outside sources or commentary to infer that Congress meant to exclude more from 8§
1409(a) has no place in this analysis. Congress created bankruptcy courts to act as judicial
officers, not legislators. It is not this Court’s province to add language to a statute in order to
conform it to what it believes Congress may have intended. Any potential statutory drafting
errors should be left for Congress, not bankruptcy courts, to alter or amend. Thus, the Court

denies the Motion with regard to venue.

The Defendant’s second argument is premised on the ordinary course of business
exception under § 547(c)(2)(A). This Court has previously held that the ordinary course of
business exception requires a subjective, fact-intensive inquiry. In the instant action, the Trustee
has had no opportunity to assess the validity of the allegations asserted by the Defendant. The
business transaction at issue was between the Defendant and the Debtor, not the Trustee. Hence,
the Defendant’s ordinary course of business defense is not ripe for summary judgment as a
determination on the merits is not warranted at this time. For these reasons and the reasons set

forth below, the Court denies the Motion in its entirety.

Procedural History and Facts

On March 28, 2019 (“Petition Date”) the Debtor filed a voluntary petition for relief under
chapter 7 of the Bankruptcy Code. The Trustee was subsequently appointed as trustee. On June

18, 2020 the Trustee, represented by counsel, initiated this adversary proceeding by filing a

Page 3 of 20
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complaint against the Defendant. [“Complaint”, ECF No. 1]. The Defendant filed an answer on

September 2, 2020. [ECF No. 9].

On November 12, 2020, the Defendant filed the Motion along with a memorandum of
law in support [ECF Nos. 14 and 16]. The Trustee filed a memorandum of law in opposition on
December 10, 2020. [ECF No. 19]. The Defendant submitted reply papers on December 14,
2020 [ECF No. 21]. A hearing on the Motion was held on December 16, 2020, at which time

this matter was taken under submission.

The following facts are not in dispute. The Defendant is a Delaware corporation with
California as its primary place of business. Prior to the Petition Date, the Defendant sold pet
supplies to the Debtor. Within ninety days of the Petition Date, on or about December 11, 2018,
the Debtor issued a check to the Defendant in the amount of $11,408.85 (“Transfer”) for the
purchase of pet supplies. Complaint at 3. The Debtor made the Transfer 95 days after the
invoice date. The check was subsequently negotiated by the Defendant, on or about December
29, 2018, giving rise to the preference claim. Complaint at 3. On April 18, 2019, the Defendant

filed a proof of claim in the amount of $191,066.64 for goods shipped to the Debtor prepetition.

The Complaint contains two causes of action. In the first cause of action, the Trustee
seeks to avoid the Transfer as a preferential payment under Bankruptcy Code § 547. In the
second cause of action, the Trustee seeks to recover from the Defendant the value of the Transfer
for the benefit of the Debtor’s estate pursuant to Bankruptcy Code § 550. In the answer, the
Defendant alleges that venue of this adversary proceeding is not proper in the Eastern District of
New York under 28 U.S.C. § 1409(b) because the Trustee seeks to recover a debt of less than
$25,000, and because the Defendant is neither incorporated in New York nor is New York its

primary place of business. Therefore, the action falls within the “small dollar exception” which

Page 4 of 20
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requires the Trustee to bring certain proceedings in the defendants’ home court instead of the
bankruptcy court where the Debtor’s case is pending. Defendant also alleges that the defense of
ordinary course of business applies to the Transaction as a matter of law. The Defendant now

seeks dismissal of the Complaint as a matter of law on these two bases.

As set forth below, resolution of the venue issue requires the Court to determine whether
it will apply a statute, in this case, § 1409(a) and its exceptions set forth in (b) and (d), as it is
written, or whether this Court agrees with other courts that have examined the legislative history
and determined that the statute should be applied in a manner that they find to be more consistent
with what Congress may have intended. Specifically, this Court will address whether venue of
this adversary proceeding is proper before this Court, or whether subsection (b) of 28 U.S.C. §
1409 applies, rendering the current venue of this adversary proceeding improper. If venue is
found to be improper, the Defendant requests that this Court dismiss the adversary proceeding.*
The secondary issue for the Court to address is whether, as a matter of law, the Defendant has
adequately proven that it is entitled to rely on the ordinary course of business defense to defeat
the Complaint.

While the dollar amount involved in this adversary proceeding is rather small, the issues
raised by the parties require the Court to analyze many facets of procedural law, jurisdictional
issues and to consider the role of the Judiciary when interpreting statutes. Before addressing the
merits of the Motion, a discussion of the standard for granting summary judgment, bankruptcy

court jurisdiction, preference actions, and the canons of statutory construction is warranted.

! The Bankruptcy Court may either dismiss such proceeding or transfer venue of a proceeding in its discretion. Fed.
R. Bankr. P. 7012(b), 7019(2), 7087, 28 U.S.C. § 1412.

Page 5 of 20
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Discussion
I.  Summary Judgment Standard

Summary judgment is appropriate “if the movant shows that there is no genuine dispute
as to any material fact and the movant is entitled to judgment as a matter of law.” Fed. R. Civ. P.
56(a). “Some alleged factual dispute” is not enough; “the requirement is that there be no genuine
issue of material fact.” Anderson v. Liberty Lobby, Inc., 477 U.S. 242, 247-48 (1986). A
dispute is genuine only “if the evidence is such that a reasonable jury could return a verdict for
the nonmoving party.” Id. at 248. Facts are material where their resolution might affect the
outcome of the suit under the governing law. Id. Once the moving party shows that there are no
issues of fact that could affect the outcome, the burden then shifts to the non-moving party to
show specific, admissible evidence of a genuine, material dispute. Fed. R. Civ. P. 56(c). “The
mere existence of a scintilla of evidence” in support of the non-moving party is not sufficient to
show a genuine issue of material fact. Anderson, 477 U.S. at 252. All reasonable inferences
must be drawn in the non-movant’s favor, but speculative or conclusory statements are
insufficient to defeat a motion for summary judgment. Major League Baseball Properties, Inc.

v. Salvino, Inc., 542 F.3d 290, 310 (2d Cir. 2008) (other citations omitted).
I1.  Bankruptcy Court Jurisdiction

Bankruptcy court jurisdiction extends to all civil proceedings “arising under,” “arising
in,” and “related to” title 11. See 28 U.S.C. § 1334(a); see also N. Pipeline Constr. Co. v.
Marathon Pipe Line Co., 485 U.S. 50, 54 (1982) (discussing the broad grant of jurisdiction to
bankruptcy courts emanating from the Bankruptcy Act of 1978). This grant of jurisdiction

allows bankruptcy courts to hear a multitude of cases including those with claims based on issues

Page 6 of 20
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of state law in addition to federal law. See id. The phrases codified in § 1334(a), “arising in”
“related to” and “arising under,” are terms of art that designate the distinct types of proceedings
which bankruptcy courts may hear. See Ehrlich v. Am. Express Travel Related Servs. Co. (Inre
Guilmette), 202 B.R. 9, 11 (Bankr. N.D.N.Y. 1996) (citing to In re Van Huffel Tube Corp., 71
B.R. 155, 156 (Bankr. N.D. Ohio 1987)). These terms are not to be used interchangeably as each

has its own precise meaning. See id.

“Arising under” jurisdiction pertains to actions which are based upon substantive,
statutory rights created by the bankruptcy code itself. See Browning v. Levy, 283 F.3d 761, 772—
73 (6th Cir.2002) (holding that “arising under” jurisdiction exists where one invokes a
substantive right created by federal bankruptcy law); Wood v. Wood (In re Wood), 825 F.2d 90,
96 (5th Cir. 1987) (finding that “Congress used the phrase “arising under title 11’ to describe
those proceedings that involve a cause of action created or determined by a statutory provision of
title 11). In other words, these proceedings have no basis outside of title 11 and exclude non-
bankruptcy rights incorporated into the code by reference. “Arising in” jurisdiction is limited to
a “residual category of proceedings, having an existence only because of the bankruptcy case and
not based on title 11 causes of action.” Webster v. Republic Nat'l Distrib. Co., LLC (In re Tadich
Grill of Wash. DC LLC), 598 B.R. 65, 69 (Bankr. D.D.C. 2019). These are proceedings that
could only arise in a bankruptcy case and would have no existence outside of a bankruptcy case.
Perkins v. LVNV Funding, LLC (In re Perkins), 533 B.R. 242, 246 (Bankr. W.D. Mich. 2015)
(citing Mich. Emp’t Sec. Comm’n v. Wolverine Radio Co. (In re Wolverine Radio Co.), 930 F.2d
1132, 1144 (6th Cir. 1991) (other citations omitted)). Examples of proceedings which *“arise in”
bankruptcy cases include orders to turn over property of the bankruptcy estate, the claims

objection process and proceedings to determine the validity, priority or extent of liens. Moyer v.

Page 7 of 20
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Bank of Am. (In re Rosenberger), 400 B.R. 569, 573 (Bankr. W.D. Mich. 2008) (other citations
omitted). “Related to” jurisdiction is the most attenuated of the three. The Supreme Court has
stated that “[a]n action is related to bankruptcy if the outcome could alter the debtor’s rights,
liabilities, options or freedom of action (either positively or negatively) and which in any way
impacts upon the handling and administration of the bankruptcy estate.” Celotex Corp. v.
Edwards, 514 U.S. 300, 308 n. 6 (1995). The Second Circuit has held that “a civil proceeding is
related to a title 11 case if the action’s outcome might have any conceivable effect on the
bankrupt estate.” SPV OSUS, Ltd. v. UBS AG, 882 F.3d 333, 339-40 (2d Cir. 2018) (citation

omitted).

The terms “arising under” and “arising in” are not interchangeable. This Court
respectfully disagrees with the courts in Creditors' Trust v. Crown Packaging Corp. (Inre
Nukote Intern., Inc.), 457 B.R. 668, 671 (Bankr. M.D. Tenn. 2011) and Muskin, Inc. v. Strippit,
Inc. (In re Little Lake Indus.), 158 B.R. 478 (B.A.P. 9th Cir. 1993), which opine that these terms
are “linguistically similar” and capable of overlap. To treat these terms as synonymous would
defeat the Congressional intent behind § 1334 in which Congress conferred broad but distinct
jurisdictional powers upon bankruptcy courts. See In re Van Huffel Tube Corp., 71 B.R. 155,
156-57 (Bankr. N.D. Ohio 1987) (referring to 11 U.S.C. § 1334 and 28 U.S.C. §157 which

distinguish between “arising under,” “arising in,” and “related to” jurisdiction).

I11. Preference Actions

A preference action usually encompasses a two-step process as provided by 8§ 547 and
550. First, the trustee must use § 547 to “avoid any transfer of an interest of the debtor in

property.” See 11 U.S.C § 547(b). Thereafter, § 550 is often used to recover the value of the §
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547 avoidance action from the transferee.? See 11 U.S.C § 550(a). “The relationship between
Code 88 547(b) and 550(a) is symbiotic.” Banner v. S.S. Pierce Co. (In re Pine Springs Farm &
Casino), 139 B.R. 90, 94 (Bankr. N.D.N.Y. 1992). The former allows the movant to specify

which transfer may be avoided and the latter indicates how recovery may be had. See id.

Preference actions arise by operation of title 11 and confer upon the movant substantive,
statutory rights. See Straffi v. Gilco World Wide Mkts. (In re Bamboo Abbott, Inc.), 458 B.R.
701 (Bankr. D.N.J. 2011); see also Glinka v. Fed. Plastics Mfg. (In re Housecraft Indus. USA,
Inc.), 310 F.3d 64 (2d Cir. 2002) (holding a fraudulent transfer action “arises under” title 11
while citing to cases that hold preference actions fall within the Court’s “arising under”
jurisdiction). Thus, both the avoidance under § 547 and the recovery under 8 550 are subject to
the bankruptcy court’s “arising under” jurisdiction. See In re Tadich Grill of Wash. DC LLC,
598 B.R. at 67; Klein v. ODS Techs., LP (In re J & J Chemical, Inc.), 596 B.R. 704 (Bankr. D.
Idaho 2019); Redmond v. Gulf City Body & Trailer Works, Inc. (In re Sunbridge Capital, Inc.),
454 B.R. 166 (Bankr. D. Kan. 2011); In re Bamboo Abbott, Inc., 458 B.R. at 705; In re
Rosenberger, 400 B.R. at 573; In re Guilmette, 202 B.R. at 12; In re Van Huffel Tube Corp., 71

B.R. at 156.
IV.  Rules of Statutory Construction

The preeminent canon of statutory interpretation requires a court to “presume that a

legislature says in a statute what it means and means in a statute what it says there.” Connecticut

2 Section 550 provides, in relevant part:

(a) Except as otherwise provide in this section, to the extent that a transfer is avoided under section . . 547 . . .
the trustee may recover, for the benefit of the estate, the property transferred, or, if the court so orders, the
value of such property, from —

(1) the initial transferee of such transfer. . . .

11 U.S.C. § 550.

Page 9 of 20



case o-£20-Uoloo-reg DOC zz Fllea UL/Zo/21 Entered UL/2Z0/21 144002

Nat. Bank v. Germain, 503 U.S. 249, 253-54 (1992) (citations omitted). A party seeking to
defeat the plain meaning of Bankruptcy Code text bears an exceptionally heavy burden.
Patterson v. Shumate, 504 U.S. 753, 760 (1992). If the text of a statute is found to be
unambiguous, the Court need not undertake further inquiry. See Connecticut Nat. Bank, 503

U.S. at 254 (citations omitted).

The Court interprets all federal statutes according to their plain meaning. Tyler v.
Douglas, 280 F.3d 116, 123 (2d Cir. 2001), cert. denied, 536 U.S. 906 (2002). In determining its
degree of ambiguity or clarity, courts are obliged not to examine statutory language in isolation.
Daniel v. Am. Bd. of Emergency Med., 428 F.3d 408, 423 (2d Cir. 2005) (citing Robinson v. Shell
Oil Co., 519 U.S. 337, 341 (1997)). A court should consider the specific context in which that
language appears and the statutory scheme’s broader framework, striving to preserve the
coherence and consistency of a statutory scheme. United States v. Ron Pair Enters., 489 U.S.
235, 240-41 (1989) (citing N. Pipeline Constr. Co., 458 U.S. at 52-53). If plain, the language of
a statute shall be dispositive and conclusive. Carcieri v. Salazar, 555 U.S. 379, 388 (2009).
“Ambiguity only exists so long as several plausible interpretations of the same statutory text,
which are different in substance, can be advanced.” Stern v. American Home Mortgage
Servicing, Inc. (In re Asher), 488 B.R. 58, 64 (Bankr. E.D.N.Y. 2013) (first citing Exxon Mobil
Corp. v. Allapattah Servs., Inc., 545 U.S. 546, 566—67 (2005); and then citing Louis Vuitton
Malletier S.A. v. LY USA, Inc., 676 F.3d 83, 108-09 (2d Cir. 2012)). Moreover, the Court
should, wherever possible, construe statutes so that they fit into a harmonious whole. Food &
Drug Admin. v. Brown & Williamson Tobacco Corp., 529 U.S. 385, 389 (2000) (other citations
omitted). The Court is also charged with giving meaning to every clause and word of a statute, if

possible. Chickasaw Nation v. U.S., 534 U.S. 84, 93 (2001) (citations omitted).
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Only if the language of a statute is ambiguous should the Court take into consideration
legislative history and the public policy underlying a statute. Greenery Rehabilitation Group,
Inc. v. Hammon, 150 F.3d 226, 231 (2d Cir. 1998). When unambiguous, the Court may not use
legislative history to alter or amend the plain meaning of a statute. See id. To do so would usurp
the legislative authority vested in Congress. Congress conferred authority in bankruptcy judges
to serve as judicial officers, not legislators. Wellness Int'l Network, Ltd. v. Sharif, 575 U.S. 665
(2015). Any remaining statutory uncertainty “is best addressed by rule drafters and
policymakers, not bankruptcy judges.” City of Chicago, Illinois v. Fulton, 141 S. Ct. 585, 595
(Sotomayor, J., concurring). In light of the foregoing principles, the Court will now address the

statutory language of § 1409.

V. 28 U.S.C. 8 1409 Venue Statute and the Application of the § 1409(b) Small Dollar
Exception

a. Plain Language of § 1409(b) Excludes Proceedings “Arising Under” the
Bankruptcy Code

Venue for all proceedings in a bankruptcy case, including adversary proceedings, is
governed by 28 U.S.C. 8 1409. Section 1409(a) clearly and unambiguously provides that venue
of proceedings commenced in bankruptcy cases is, with very limited exceptions as set forth in
the statute, proper in the district where the bankruptcy case is pending. This extensive grant of
venue in favor of the debtor’s estate leaves little doubt that the statute strongly favors having
bankruptcy proceedings before one unified tribunal. With that clear mandate any exception to
this basic principle must be unambiguous and clearly set forth in the language and scope of the

statute. The statute states in relevant part:

(a) Except as otherwise provided in subsections (b) and (d), a
proceeding arising under title 11 or arising in or related to a case
under title 11 may be commenced in the district court in which
such case is pending.
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(b) Except as provided in subsection (d) of this section, a trustee in
a case under title 11 may commence a proceeding arising in or
related to such case to recover a money judgment of or property
worth less than $1,375 or a consumer debt of less than $20,450,
or a debt (excluding a consumer debt) against a noninsider of
less than $25,000, only in the district court for the district in
which the defendant resides.

See 28 U.S.C. § 1409(a) and (b).

Section 1409(a) broadly encompasses all proceedings over which a bankruptcy court has
jurisdiction to hear, subject only to the limitations imposed by subsections (b) and (d). Notably,
these restrictions are confined to actions brought by the trustee.® See § 1409(b) and (d). The
limitation imposed by § 1409(b) is further restricted solely to actions “arising in or related to”
title 11 while making no mention of actions “arising under” title 11. Therefore, § 1409(a)
applies to place the venue for actions “arising under” title 11 with the bankruptcy court where a
debtor’s case is pending. See In re Tadich Grill of Wash. DC LLC, 598 B.R. at 69 (finding that
§1409(a) applies to actions that arise under title 11 while § 1409(b) excludes them); In re
Bamboo Abbott, Inc., 458 B.R. at 706 (“The disparate use of an unambiguous and well defined
bankruptcy term of art must be interpreted as an indication of Congressional intent that
preference actions be excluded from the venue exception in subsection (b) where it included the
same language in the general venue provision in subsection (a)””); Moyer v. Bank of Am. (In re
Rosenberger), 400 B.R. at 573 (concluding that Congress deliberately omitted the terms “arising

under” from § 1409(b), leaving § 1409(a) as the controlling section for those proceedings).

3 The limitation of § 1409(d) provides for a reversion back to regular federal venue rules if the proceeding is based
on a claim arising after the commencement of the bankruptcy case from the operation of the debtor’s business.
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Faced with the clear language restricting subsection (b) to certain actions arising in or
related to the underlying bankruptcy case, some courts have employed linguistic “workarounds”
to support a conclusion that it applies to small-dollar preference actions as well. In one of the
earlier decisions on this issue, the Bankruptcy Appellate Panel for the 9th Circuit held that the
terms “arising under” and “arising in” are not mutually exclusive for the purposes of § 1409(b).
In re Little Lake Indus., 158 B.R. at 484. The basis of this conclusion rests primarily in an
examination of subsection (c), which governs the venue of proceedings under, inter alia, section
544(b). As the Court in Little Lake points out, this subsection incorrectly refers to § 544(b)
causes of action as proceedings “arising in” or related to a bankruptcy case, when they are
clearly proceedings “arising under” the bankruptcy case. In order to make sense of the language
of subsection (c) the Bankruptcy Appellate Panel concluded that Congress did not intend to
exclude cases arising under title 11 from the restrictions in subsection (b). Some courts have
followed suit, including Miller v. Hirn (In re Raymond), Nos. 08-82033, 09-6177 2009, WL
6498170 (N.D. Ga. Jun. 17, 2009). Other courts have looked to the legislative intent of §
1409(b), pointing to comments to amendments to this section that it exists to “prevent unfairness
to distant debtors of the estate, when the cost of defending would be greater than the cost of
paying the debt owed.” H.R. Rep. No. 595-95 (1977) cited in Dynamerica Mfg., LLC v. Johnson
Oil Co., LLC (In re Dynamerica Mfg., LLC), Nos. 08-11515 (KG), 10-50759 (KG), 2010 WL
1930269 at *2 (Bankr. D. Del. May 10, 2010). Another court has relied on these reasons above
plus commentary in the National Bankruptcy Review Commission Final Report, which included
a recommendation that 8 1409 be amended to require that small-dollar preference actions against
non-insider defendants be brought in the defendant’s home court. In re Nukote Intern., Inc., 457

B.R. at 682-83.
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Having reviewed the case law and the statute carefully, and while the Court is
appreciative of the thoughtfulness of courts who perceive an error that must be corrected, the
language of § 1409 is unambiguous. It is apparent that the “arising under” language is included
in subsection (a) and omitted from subsection (b). See § 1409. Therefore, based on the lack of
ambiguity, this Court will defer to the plain language of the statute as written by Congress. The

Supreme Court has made it clear that ““when the statute’s language is plain, the sole function of
the courts’ — at least where the disposition required by the text is not absurd — “is to enforce it

according to its terms.”” Hartford Underwriters Ins. Co. v. Union Planters Bank, N.A., 530 U.S.
1, 6 (2000) (quoting United States v. Ron Pair Enters., 489 U.S. 235, 241 (1989)). This Court is

111

also guided by the rule of construction that “‘where Congress includes particular language in one
section of a statute but omits it in another section of the same Act, it is generally presumed that
Congress acts intentionally and purposely in the disparate inclusion or exclusion.”” Russello v.
U.S., 464 U.S. 16, 23 (other citations omitted). Because the language of this statute is clear and
unambiguous, there is no need to resort to reviewing the Congressional record to divine the true
intent of the statute. In fact, if the Court were to treat “arising under” as the same as “arising in,”
then the reference to “arising under” in subsection (a) would be unnecessary. This interpretation

would run afoul of the rule of statutory construction that the Court must, if possible, give

meaning to each word of a statute. In re Tadich Grill of Wash. DC LLC, 598 B.R. at 69.

This Court does not have the authority to supplement § 1409(b) with language that
Congress has neglected to include. The words of a statute must be construed as enacted rather
than as one might prefer. See Lamie v. U.S. Trustee, 540 U.S. 526, 542 (2004) (quoting United
States v. Granderson, 511 U.S. 39, 68 (1994) (“It is beyond our province to rescue Congress

from its drafting errors, and to provide for what we might think ... is the preferred result.”)
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(Scalia, J., concurring); see also City of Chicago, Illinois, 141 S. Ct. at 595 (Sotomayor, J.,
concurring). Even if it is the case that the omission was unintentional, the Court must not
overstep its constitutional bounds. See Lamie, 540 U.S. at 542; and City of Chicago, Illinois, 141
S. Ct. at 595 (Sotomayor, J., concurring). “The fact that Congress may not have foreseen all of
the consequences of a statutory enactment is not a sufficient reason for refusing to give effect to
its plain meaning.” Union Bank v. Wolas, 502 U.S. 151, 158 (1991) (citing Toibb v. Radloff, 501
U.S. 157, 164 (1991)). The construction of § 1409 is clear to this Court. Therefore, the Court

finds that preference actions fall within the venue provisions of § 1409(a).
b. Types of Proceedings that Fall Within the Scope of 28 U.S.C. 8 1409(b)

Having concluded that the venue restrictions imposed by § 1409(b) do not apply to
preference actions, the Court must give meaning to the language of § 1409(b) and its application
in bankruptcy cases. If all adversary proceedings fall within 8 1409(a) unless they are
enumerated in subsections (b) or (d),* then which types of proceedings fall within subsection (b)?
This subsection has three components, each of which restrict the extent to which a bankruptcy
trustee may bring a proceeding in the debtor’s home court. First a proceeding “to recover a
money judgment of or property worth less than $1,375” must be brought in the district in which
the defendant resides. See § 1409(b). A proceeding to recover a money judgment or property
presumes that a finding has already been made that the defendant is liable to the estate for
property or money. Therefore, even if a preference action were found to “arise in” a bankruptcy
case, it would not appear to fall within this category of these proceedings set forth in subsection

(b) as preference actions are, first and foremost, proceedings to avoid transfers, not to recover

4 Because the Defendant does not allege that 28 U.S.C. § 1409(d) is applicable to this proceeding, the Court shall not
include a discussion of this subsection.
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judgments. In fact, some preference actions, such as those to avoid liens on property of the
estate, do not involve recovery of a money judgment or property at all. 1t would be incongruous
to interpret this subsection to permit a trustee to bring an action to avoid the conveyance in the
debtor’s home court but require the same trustee to obtain a judgment against the defendant in

another court. In re Tadich Grill of Wash. DC, LLC, 598 B.R. at 70-71.

Second, a proceeding to recover a consumer debt of less than $15,000 must be brought in
the district court for the district in which the defendant resides.® Third, a proceeding to recover a
non-consumer debt of less than $25,000 against a noninsider must be brought in the district court
for the district in which the defendant resides. A debt refers to an amount recognized as due and
owing. The term “debt” is defined as “a state of being under obligation to pay or repay someone
or something in return for something received: a state of owing.” Debt, MERRIAM—WEBSTER,
https://www.merriam-webster.com/dictionary/debt (last visited Jan. 25, 2021). For the same
reasons as discussed above, a proceeding to recover a fraudulent conveyance is not an action to
recover a debt and does not fit within this definition, even if it were deemed to be an action
“arising in” the bankruptcy case. This provision would appear to apply to actions by a trustee to
recover an obligation due and owing, such as a turnover action, and not an action to avoid a

transfer.
c. The Outcome Does Not Lead to Absurd Results

Application of the statute’s plain meaning does not lead to absurd results. In a recent

decision issued by Judge Seybert,® the court was faced with an attempt by a trustee to transfer a

5 This provision regarding consumer debts is not applicable to this case and is not discussed herein.
& As a District Court Judge in the Eastern District of New York, this Court gives deference to the recent Opinion
issued by Judge Seybert.
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preference action to the defendant’s home court based on § 1409. Novak, Tr. for Est. of
OnlineAutoParts.com, LLC v. Parts Auth., LLC, No. 20-CV-2948 (JS), 2020 WL 4034897
(E.D.N.Y. July 16, 2020). The underlying bankruptcy proceeding was pending in the United
States Bankruptcy Court for the District of Connecticut. 1d at *1. In ruling on the motion, the
court held that preference actions “arise under” title 11 and therefore do not fall within the ambit
of § 1409(b). See id. Judge Seybert further explained that this proceeding could have been
brought in the District of Connecticut under § 1409(a). Id. Ultimately, the court relied on 28
U.S.C. § 1412 and stated, “the Court finds that “judicial economy and the interests of justice are
best served by transfer of this case” to the District of Connecticut.” Id. Thus, the case was
transferred back to Connecticut with specific recommendation that it be transferred back to the

Bankruptcy Court where the debtor’s case was pending. Id at *2.

As illustrated by the outcome in Novak, enforcing the plain language of § 1409 does not
lead to absurd results. See id. Rather, interpreting the statute according to its plain meaning
promotes judicial economy and efficiency by keeping the majority of proceedings before the

same court which is familiar with the bankruptcy case.

V1.  Ordinary Course of Business Defense

The Defendant separately moves for summary judgment under an ordinary course of
business exception pursuant to § 547(c)(2)(A). Defendant asserts there is no genuine dispute as
to any material fact with regard to the underlying business transaction between the Debtor and
the Defendant. The Defendant alleges that the Debtor, through its purchase of pet supplies,
incurred a debt in the ordinary course of business and the Transfer was made in accordance with
the parties’ ordinary course of business. Thus, the Defendant argues that the Transfer is subject

to § 547(c)(2)(A) on summary judgment. In support of the Motion, Defendant provided invoices
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between the Debtor and the Defendant, an accounting of invoices and check payments, and an
affidavit from an alleged accounts receivable supervisor. The Trustee disputes these allegations,

asserting that an evidentiary hearing is required to resolve the issues.

The ordinary course of business exception restricts the Trustee’s ability to avoid a

preferential transfer. The statute states in pertinent part:

(c) The trustee may not avoid under this section a transfer—

(2) to the extent that such transfer was in payment of a debt
incurred by the debtor in the ordinary course of business or
financial affairs of the debtor and the transferee, and such
transfer was—
(A) made in the ordinary course of business or financial
affairs of the debtor and the transferee;
11 U.S.C. 8 547(c)(2)(A). As this Court has previously held, an ordinary course of business
defense pursuant to 8 547(c)(2)(A) involves a subjective inquiry. Estate of E.D.B. Constr. Corp.
v. Roalef (In re E.D.B. Constr. Corp.), Nos. 11-76129-reg, 13-8021-reg, 2013 WL 6183849
(Bankr. E.D.N.Y. Nov. 26, 2013) (citing Davis v. All Points Packaging & Distrib., Inc. (In re
Quebecor World (USA), Inc.), 491 B.R. 363, 368 (Bankr. S.D.N.Y. 2013)).
To determine whether a transfer was in the ordinary course of
business under 8§ 547(c)(2)(A), courts look at several factors
including: (i) prior course of dealings of the parties; (ii) the amount
of the payment; (iii) the manner of the payment; and (iv) whether
the payment was the result of any pressure by the creditor or
favoritism by the debtor.
In re E.D.B. Constr. Corp., 2013 WL 6183849 at *6 (citing Cellmark Paper, Inc. v. Ames Merch.
Corp. (In re Ames Dep't Stores, Inc.), 470 B.R. 280, 284-85 (S.D.N.Y. 2012)). The ordinary
course of business exception involves a fact-intensive analysis that “should be decided only after

trial.” See Buchwald v. Williams Energy Mktg. & Trading Co. (In re Magnesium Corp. of
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America), 460 B.R. 360, 366 (Bankr. S.D.N.Y. 2011) (explaining that a great majority of the
cases require a trial before reaching a decision on an ordinary course of business defense); see
also McDonald v. Little Limestone, Inc. (In re Powers Lake Constr. Co.), 482 B.R. 803, 808
(Bankr. E.D. Wis. 2012) (citing IT Group, Inc. v. Anderson Equip. Co. (In re IT Group, Inc.),
332 B.R. 673, 677 n. 4 (Bankr. D. Del. 2005)) (“[T]he ordinary course of business defense is a
highly fact-intensive issue, and it is rare indeed for it to be resolved in defendant's favor on a
motion for summary judgment.”).

The Defendant’s claim under § 547(c)(2)(A) is not ripe for summary judgment. The
Complaint in this action was filed by the Trustee. The Trustee did not take part in the Debtor’s
business transactions with the Defendant nor has he had the opportunity to assess the validity of
the documents submitted by the Defendant. The Trustee must be afforded the opportunity to
reach his own conclusion on the allegations presented by the Defendant before a determination
can be reached on the merits. When drawing all reasonable inferences in favor of the Trustee,
the Defendant has failed to satisfy the requisite burden of proof. Weinstock v. Columbia Uni.,
224 F.3d 41 (2d Cir. 2000); Carver Fed. Sav. Bank v. Cedillo (In re Cedillo), 573 B.R. 405, 418
(Bankr. E.D.N.Y. 2017) (citing Hayut v. State Univ. of N.Y., 352 F.3d 733, 743 (2d Cir. 2003)).

Thus, the Court denies the Motion based upon the 8 547(c)(2)(A) ordinary course of business
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exception.

Conclusion

For the reasons set forth herein, the Motion is denied and an order memorializing this
Memorandum Decision shall be entered forthwith. The Court will schedule a final pretrial

conference in this adversary proceeding for February 24, 2021 at 9:30 a.m.

Dated: Central Idlip, New York
January 26, 2021

Robert E. Grossman
United States Bankruptcy Judge
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Circuit Splits in Bankruptcy Law: Debt Recharacterization
National Conference of Bankruptcy Judges
October 2021

I. Issue: Should bankruptcy courts apply a federal law rule of decision or a state law
rule of decision when deciding whether to recharacterize a debt claim in bankruptcy
as an equity capital contribution?

To begin, state law rules of decision follow state law but are generally less flexible than the
federal law rule of decision, which is based in equity and applied through multi-factor tests that
vary by circuit. The multi-factor federal law rule of decision is believed to create “additional
uncertainty regarding repayment of a loan if bankruptcy ensues,” which can “discourage parties
from making loans to rescue a struggling operation, as well as the purchase of distressed debt by
a party more inclined to work with the company to restructure its finances, and make business
turnarounds less likely at the outset.”! Under a state law rule of decision, debt recharacterization
would likely become more difficult, providing comfort to lenders and purchasers of distressed
debt.?

The Supreme Court granted certiorari in June 2017 to resolve the circuit split that had emerged
on this question, but later dismissed that grant as improvidently granted.® PEM Entities LLC v.
Levin, 138 S. Ct. 41 (2017).

II. Majority rule: federal rule of decision, based on bankruptcy courts’ equitable powers
under § 105(a) (Third, Fourth, Sixth, Tenth, and Eleventh Circuits).

Although the courts of appeals listed below all apply a federal rule of decision, the precise test
varies considerably by circuit.*

1. Third Circuit

a. Cohen v. KB Mezzanine Fund II, LP (In re SubMicron Sys. Corp.), 432 F.3d
448 (3d Cir. 2006). In SubMicron, appellee Cohen argued that the District
Court had erred by “failing to recharacterize” an infusion of funding as an
equity investment. Id. at 454. The SubMicron court did not itself apply a
multi-factor test, instead it reviewed the “seven-factor test” used by the

! Petition for Writ of Certiorari at 25-26, PEM Entities LLC v. Levin, 138 S. Ct. 41 (2017) (No. 16-492).

2 Christine A. Okike, Supreme Court Declines to Resolve Circuit Split on Debt Recharacterization, Skadden

(Sept. 19, 2017), https://www.skadden.com/insights/publications/2017/09/insights-quarterly-september/supreme-
court-declines-to-resolve-circuit-split.

3 PEM Entities LLC v. Levin, SCOTUS Blog, https://www.scotusblog.com/case-files/cases/pem-entities-llc-v-levin/
(last visited June 29, 2021).

4 “The Eleventh Circuit applies a two prong test . . . . Even the courts of appeals that have adopted multi-factor tests
apply different variations. The Fourth Circuit here applied [an eleven factor test] . . . The Third Circuit applies a
seven factor test. The Tenth Circuit, a thirteen factor test.” Reply Brief of Petitioner at 6, PEM Entities LLC v.
Levin, 138 S. Ct. 41 (2017) (No. 16-492) (internal quotation marks and citations omitted); see also Cohen v. KB
Mezzanine Fund 11, LP (In re SubMicron Sys. Corp.), 432 F.3d 448, 455 (3d Cir. 2006) (“In defining the
recharacterization inquiry, courts have adopted a variety of multi-factor tests borrowed from non-bankruptcy
caselaw.”).
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district court for clear error. Id. at 455 n.8, 457. That test was from “an
unpublished District of Delaware case that was bankruptcy related.” Id. at
455 n.8. The Third Circuit concluded that “the District Court [had] found
ample evidence to support a debt characterization and little evidence to
support a characterization of equity infusion” and accordingly affirmed the
lower court’s ruling. Id. at 457. The court noted that the various federal
multi-factor debt recharacterization tests all “devolve to an overarching
inquiry . . . whether the parties called an instrument one thing when in fact
they intended it as something else.” Id. at 456. On this subject, the court
adds that “[n]Jo mechanistic scorecard [can] suffice” in a debt
recharacterization inquiry. /Id.

2. Fourth Circuit

a. Inre Province Grande Olde Liberty, LLC, 655 F. App’x 971 (4th Cir. 2016),
cert. dismissed as improvidently granted sub nom. PEM Entities LLC v.
Levin, 138 S. Ct. 41 (2017). In this case, PEM Entities had purchased a loan
taken out by an entity called Province Grande Olde Liberty and secured by
the real estate development (Olde Liberty Club). The loan purchase allowed
the real estate company to stay in business and successfully file a Chapter
11 bankruptcy plan. At this point, however, other creditors sought to
recharacterize PEM’s loan as a capital contribution, invoking a federal
multi-factor test for doing so.> The bankruptcy court agreed with the other
creditors that the loan was a capital contribution, and the Fourth Circuit
affirmed its ruling. The court of appeals held that the bankruptcy court had
properly applied the controlling 11-factor test (the Dornier factors) and that
the lower court’s application of the test “adequately supported its
recharacterization decision.” Id. at 975. The Dornier factors are:

(1) the names given to the instruments, if any, evidencing the
indebtedness; (2) the presence or absence of a fixed maturity date
and schedule of payments; (3) the presence or absence of a fixed rate
of interest and interest payments; (4) the source of repayments; (5)
the adequacy or inadequacy of capitalization; (6) the identity of
interest between the creditor and the stockholder; (7) the security, if
any, for the advances; (8) the corporation's ability to obtain
financing from outside lending institutions; (9) the extent to which
the advances were subordinated to the claims of outside creditors;
(10) the extent to which the advances were used to acquire capital
assets; and (11) the presence or absence of a sinking fund to provide
repayments.

5> Dan McCue, Justices to Take On Circuit Split on Bankruptcy Issue, COURTHOUSE NEWS SERVICE (June 27, 2017),
https://www.courthousenews.com/justices-take-circuit-split-bankruptcy-issue/; see also
https://www.courthousenews.com/wp-content/uploads/2017/06/PEM-Entities-cert-petition.pdf.
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Fairchild Dornier GmbH v. Official Comm. of Unsecured Creditors (In re
Dornier Aviation (N. Am.), Inc.), 453 F.3d 225, 233 (4th Cir. 2006). PEM
Entities petitioned the Supreme Court for review; the Supreme Court
granted cert and later dismissed the case due to cert improvidently granted.

3. Sixth Circuit

a. Bayer Corp.v. MascoTech, Inc. (In re AutoStyle Plastics, Inc.), 269 F.3d
726 (6th Cir. 2001). The dispute in AutoStyle “turn[ed] on whether Bayer
or the defendants ha[d] a higher priority interest in proceeds from
AutoStyle’s bankruptcy estate.” Id. at 735. To this end, Bayer argued, inter
alia, that the defendants’ claims should be subordinate to its own because
the defendants’ debt should have been recharacterized as equity by the
bankruptcy court. /d. at 747-48. The Sixth Circuit held that bankruptcy
courts have the power to recharacterize debt and that that power flows from
Section 105(a) of the Bankruptcy Code, which gives bankruptcy judges the
authority to “issue any order, process or judgment that is necessary or
appropriate to carry out the provisions” of the Code. Id. at 748 (quoting 11
U.S.C. § 105(a)). The court then applied an 11-factor test borrowed from
an earlier tax court case to determine whether the debt transaction in
question was “actually an equity contribution ab initio.” Id. (quoting In re
Cold Harbor Assocs.,204 B.R. 904, 915 (Bankr. E.D. Va. 1997)). No single
factor is determinative, and the inquiry turns on whether the transaction
reflects an arms-length negotiation. Id. at 750. The so-called AutoStyle
factors are:

(1) the names given to the instruments, if any, evidencing the
indebtedness; (2) the presence or absence of a fixed maturity date
and schedule of payments; (3) the presence or absence of a fixed rate
of interest and interest payments; (4) the source of repayments; (5)
the adequacy or inadequacy of capitalization; (6) the identity of
interest between the creditor and the stockholder; (7) the security, if
any, for the advances; (8) the corporation’s ability to obtain
financing from outside lending institutions; (9) the extent to which
the advances were subordinated to the claims of outside creditors;
(10) the extent to which the advances were used to acquire capital
assets; and (11) the presence or absence of a sinking fund to provide
repayments.

Id. at 749-50.°

b. Recent Sixth Circuit development: In re Oakland Physicians Medical
Center, LLC, 620 B.R. 870 (E.D. Mich. 2020), appellant asked the court to
“break with the precedent of the Sixth Circuit to join the Fifth and Ninth
Circuits, who [he] believes got the [debt recharacterization] analysis

% Note that although the Fourth and Sixth Circuit’s tests go by different names, the factors are the same.



correct.” Id. at 879. The district court did not do so; in rejecting appellant’s
argument, it noted that it was “governed by the precedent of the [Sixth]
Circuit’s court of appeals.” Id. The case was appealed to the Sixth Circuit
and was argued in March of 2021, so the Circuit will have an opportunity
to revisit AutoStyle and its multi-factor test, particularly if appellants seek
en banc review.

4. Tenth Circuit

a.

Sender v. Bronze Grp., Ltd. (In re Hedged-Investments Assocs., Inc.), 380
F.3d 1292 (10th Cir. 2004). Hedged-Investments concerned the distribution
of the assets in a bankruptcy estate. In the case, certain equity investors
asked the Tenth Circuit to reverse “the district court’s decision refusing to
characterize as an equity investment a loan.” Id. at 1295. The Tenth Circuit
replaced its previous three-factor test with the AutoStyle test, but noted that
those 11 factors were “not exclusive.” Id. at 1298.

5. Eleventh Circuit

a.

Estes v. N & D Properties, Inc. (In re N & D Properties, Inc.), 799 F.2d 726
(11th Cir. 1986). In N & D, Julia Estes invested in her accountant’s
struggling furniture business. /d. at 728. The bankruptcy court reduced and
subordinated her verified claim because of “egregious” actions that harmed
other creditors, but it “refused to find” that all of her loans “should be
considered capital contributions.” Id. at 730. The Eleventh Circuit
explained that “[s]hareholder loans may be deemed capital contributions in
one of two circumstances: where the trustee proves initial under-
capitalization or where the trustee proves that the loans were made when no
other disinterested lender would have extended credit.” Id. at 733. The
Circuit ultimately held that neither of these two prongs was satisfied on the
facts of the case. /1d.

III.  Minority rule: state law rule of decision, pursuant to § 502(b) of the Bankruptcy Code
(Fifth and Ninth Circuits).

1. Fifth Circuit

a.

Grossman v. Lothian Oil Inc. (In re Lothian Oil Inc.), 650 F.3d 539 (5th
Cir. 2011), cert. denied sub nom. Lothian Cassidy, LLC v. Lothian Oil Inc.,
132 S. Ct. 1573 (2012). In Lothian, the Fifth Circuit held that debt
recharacterization is “part of the bankruptcy courts’ authority to allow and
disallow claims under 11 U.S.C. §502.” Id. at 542. As such,
recharacterization must be based in state law because Section 502(b)
requires application of state law “unless Congress has stated otherwise.” Id.
at 543. In its decision, the Fifth Circuit noted that other circuits had
“approved recharacterization, but [that] they ha[d] generally grounded it in
the bankruptcy courts’ equitable authority under 11 U.S.C. § 105(a)”; it



ultimately deemed a § 105 analysis unnecessary. Id. In Lothian itself, the
federal versus state law rule of decision issue proved to be a distinction
without a difference since Texas state law had itself “imported a multi-
factor test from federal tax law.” Id. at 544. In the end, “[b]ecause Texas
law would not have recognized [the claims in question] as asserting a debt
interest, the bankruptcy court correctly disallowed them as debt and
recharacterized the claims as equity interests.” /d.

2. Ninth Circuit

a.

Off. Comm. of Unsecured Creditors v. Hancock Park Cap. I, L.P. (In re
Fitness Holdings Int’l, Inc.), 714 F.3d 1141 (9th Cir. 2013). Fitness
Holdings presented the question of whether “a debtor’s pre-bankruptcy
transfer of funds to its sole shareholder, in repayment of a purported loan,
[could] be a constructively fraudulent transfer under 11 U.S.C.
§ 548(a)(1)(B).” Id. at 1143. The court explained that that that question
was itself predicated on whether a bankruptcy court “ha[d] the power to
recharacterize [a] loan as an equity investment.” /Id. In holding that
bankruptcy courts do have such power, the Ninth Circuit stated that it
“agree[d] with the approach adopted by the Fifth Circuit in Lothian,”
because such an approach is “more consistent with Supreme Court
precedent than that of the circuits that have fashioned a federal test for
recharacterizing an alleged debt in reliance on their general equitable
authority under 11 U.S.C. § 105(a).” Id. at 1148; see also id. at 1143
(“Congress has generally left the determination of property rights in the
assets of a bankrupt’s estate to state law[.]” (quoting Butner v. United
States, 440 U.S. 48, 54 (1979))). The Ninth Circuit ultimately remanded
the case so it could be analyzed under the California state law test. Id. at
1150.
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