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WHAT IS IT?
Bankruptcy Litigation: Fraudulent
Transfers

Summary

Fraudulent transfer actions seek to “avoid” or “unwind” certain pre-bankruptcy transactions so that the
value of such transactions can be recovered and redistributed to the debtor’s creditors.

Under title 11 of the United States Code (as amended, the “Bankruptcy Code”), a “fraudulent transfer”
occurs when a debtor either (1) transfers property with the intent to hinder, delay or defraud its
creditors or (2) makes a transfer for less than reasonably equivalent value and at the time of such
transfer: (i) was insolvent; (ii) had unreasonably small capital; (iii) intended to incur debts beyond its
ability to repay them or (iv) made such transfer for the benefit of an insider under an employment
contract outside of the ordinary course of business. 11 U.S.C. § 548(a)(1)(A)-(B).

As Sponsors continue Qﬂb to pursue liability management transactions in the face of ongoing portfolio
company distress, the ability to challenge such transactions in a Borrower’s chapter 11 proceeding
can be a potent tool in the hands of the bankruptcy estate or parties entitled to sue on its behalf.
Furthermore, even where a given ° set of loan documents may have contractually permitted the
subject transaction, the ability to bring colorable fraudulent transfer claims can serve to spur
meaningful settlement discussions with the Sponsor in connection with the Chapter 11 plan process.

While the facts of each case will differ, the following flow-chart is intended to
guide lenders and borrowers through the decision-making process as to whether
and when a potential fraudulent transfer may be asserted.



https://www.kslaw.com/attachments/000/008/302/original/What_is_it_Frequently_Discussed_Liability_Management_Transactions.pdf?1604328773
https://www.kslaw.com/attachments/000/008/305/original/What_Can_I_Do_Drafting_Tips_to_Address_Liability_Management_Transactions.pdf?1604329318

Bankruptcy Litigation: Fraudulent Transfers (cont’d)

Asserting Fraudulent Transfer Actions

Step 1: Has the debtor filed for protection under the Bankruptcy Code?

Yes

Step 2: Was the transfer made on or within two years
before the date of the filing of the bankruptcy petition?

Yes No

Step 3: Is the transfer (or obligation) voidable under the
actual (§ 548(a)(1)(A)) or constructive (§ 548(a)(1)(B))
fraudulent transfer provisions of the Bankruptcy Code?

Actual Fraud: Is there proof that the debtor entered into the
transaction with the actual intent to hinder, delay or defraud its
creditors (e.g., the 2017 transfer of IP by J. Crew was alleged
by its term loan agent and lenders to constitute, among other
thmgs an intentional fraudulent transfer under state law

> How did they do it? J. Crew & The Original Trap Door

Yes

Note: Because direct evidence of
fraudulent intent is often unavailable,
courts typically rely on circumstantial
evidence to infer fraudulent intent (i.e.,
the “badges of fraud”).

Standing to Bring Fraudulent Transfer Actions

» Upon commencement of a bankruptcy case, standing to
assert a fraudulent transfer action resides with the estate.

» Prior to asserting a fraudulent transfer action, parties in
interest (e.g. creditors or creditor committees) must obtain
“derivative standing” to pursue fraudulent transfer actions
on behalf of the debtor’s estate.

* To obtain derivative standing, a party in interest must either
(1) obtain it consensually from the debtor or bankruptcy
trustee or (2) file a motion with the bankruptcy court (i)
presenting a colorable claim for relief that on appropriate
proof would support a recovery and (ii) demonstrating that
the debtor or bankruptcy trustee unjustifiably failed to assert
such claim.

No

Analyze the transaction to determine whether applicable state
fraudulent transfer law applies. For example, even though
Revlon has not filed for bankruptcy, certain of its creditors have
challenged transfers of IP made in 2019 and 2020 under New
York fraudulent transfer law «%« How did they do it? Revlon’s
BrandCo Spin-off, or J. Crew Revisited

Analyze the transaction to determine whether applicable state
fraudulent transfer law applies.

Note: Statutes of limitations for fraudulent transfer claims under
state law are typically 4-6 years, depending on the jurisdiction
and can present a basis for a lender to bring pre- bankruptcy
claims against a borrower, e.g., Neiman Marcus s> How did
they do it? Neiman Marcus and the MyTheresa Transfer

No

Constructive Fraud

Prong 1: Did the debtor make a transfer and receive “less than
reasonably equivalent value” (measured as of the date of the
transfer)?

Yes No

Prong 2: at the time of such transfer, was the debtor
(i) insolvent, (ii) left with unreasonably small capital,
(iii) under the belief that it would incur debts beyond
its ability to repay them or (iv) making the transfer for
the benefit of an insider under an employment
contract outside of the ordinary course of business?

Yes No

Fraudulent transfer action based on constructive fraud theory

will likely fail.
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https://www.kslaw.com/attachments/000/008/178/original/Revlon%E2%80%99s_BrandCoSpin-Off__or_J._Crew_Revisited.pdf?1599234688
https://www.kslaw.com/attachments/000/008/313/original/How_did_they_do_it_Neiman_Marcus.pdf?1604706762
https://www.kslaw.com/attachments/000/008/521/original/How_did_they_do_it_J._Crew.pdf?1611586444

Bankruptcy Litigation: Fraudulent Transfers (cont’d)

Defenses to Fraudulent Transfer Claims

* Does the transfer satisfy all of the above requirements (i.e. was it made within two years of
bankruptcy (i) with the intent to hinder, delay or defraud creditors or (ii) for less than reasonably
equivalent value while the debtor was insolvent or on the verge of insolvency?

* If NO, then the transferee may assert that the plaintiff failed to satisfy the necessary
elements of its fraudulent transfer claim.

*  Was the transfer made by, to or for the benefit of a commodity broker, forward contract merchant,
financial institution, financial participant or securities clearing agency? 11 U.S.C. § 546(e).

*  Note: the safe harbor under Bankruptcy Code Section 546(e) protects transfers made by
or to — not through — one of the protected entities listed above. Merit Management Group,
LPv. FTI Consulting, Inc., 138 S.Ct. 883 (2018)

« If YES, then the transferee may assert the 546(e) safe harbor as a defense.
* Did the transferee act in good faith? 11 U.S.C. § 550(b)(1).

+ Did the transferee take for value, in good faith, and without knowledge of the voidability of
the transfer?

« IF YES, then the transferee may assert a good-faith defense under Section 550(b) of the
Bankruptcy Code.
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