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Introduction
Unsecured creditors sometimes approach “workout” negotiations1 as
debtor. They fear that, if the debtor does not make a quick transfer,
lost to competing creditors or wasted by the debtor.2 Accordingly,
negotiations tend to pursue a one-dimensioned strategy, pressing for
much value as possible.

a blitzkrieg assault on the
all available value will be
creditors engaged in such
the prompt turnover of as

These parties may, nevertheless, be served by temporarily focusing away from how much
value they are to receive, focusing instead on how the value will be transferred. In other words,
creditors involved in workout negotiations should sometimes adroitly exercise restraint in their
quest for more and more value, using some of their leverage instead to secure a more beneficial
deal structure.
The problem stems from the fact that a troubled debtor, even after it achieves a settlement of
claims asserted by key creditors, may still need bankruptcy protection. This is especially true if
the debtor suffers negative cash flow from operations or if it is compelled to shoulder too heavy
a burden under the workout settlement.3 If the debtor subsequently files for bankruptcy,
creditors that receive pre-petition transfers as part of a workout may, depending on the deal
structure, face preference and/or fraudulent conveyance exposure.
Preference and fraudulent conveyance exposure may, however, be reduced by structuring
a workout settlement based on the “earmarking” doctrine. The doctrine holds that a prebankruptcy transfer will not be avoided as a preference or fraudulent conveyance if the payment
was supplied and “earmarked” for the creditor by a non-debtor third party.4 Provided that the
requirements of the doctrine are satisfied and that there is a non-debtor source of funding – such
as a new loan facility, funds from the capital markets, and/or contributions from an
insider/affiliate with a stronger balance sheet – creditors may receive pre-petition payments as
part of a workout settlement with reduced preference and fraudulent conveyance risks.
This article examines the earmarking doctrine as a basis for structuring workout
settlements. Section I describes the preference and fraudulent conveyance causes of actions.
Section II examines the earmarking doctrine as a defense to such claims. Section III suggests

points that should be considered when structuring a workout settlement so that a creditor, relying
on the earmarking doctrine, may reduce preference and fraudulent conveyance risks.
The Causes Of Action
Preferences
Fundamental policies underlying the Bankruptcy Code5 include: (a) equality of treatment among
creditors of the same type; and (b) disincentivizing creditors from dismembering a financially
pressed debtor prior to bankruptcy.6 In furtherance of these policies, the Bankruptcy Code
affords the trustee (or Chapter 11 debtor-in-possession)7 the power to avoid a transfer made
shortly before a Chapter 11 filing that gives the recipient an unfair advantage over other similarly
situated creditors.8
In particular, Bankruptcy Code § 547(b) provides that a trustee may avoid a transfer of its
property:9 (1) made to a creditor;10 (2) on account of an antecedent debt;11 (3) while the debtor
was insolvent;12 (4) within one year of the filing of a bankruptcy petition if made to an insider, or
within ninety days if made to an entity that is not an insider;13 and (5) that left the creditor better
off than it would have been if the transfer had not been made and it had asserted its claim in a
Chapter 7 liquidation case (i.e., absent the transfer, the recipient would have only a general
unsecured claim against a hypothetical liquidating estate and would have received less value
from such estate).14 The trustee bears the burden of proof respecting all of the elements of a
preference claim.15
It has been argued that a transfer made to a creditor as part of a pre-petition compromise
that is less than the full amount of the outstanding debt may not be avoided as a preference. The
argument is premised on Bankruptcy Code § 547(c)(1), which provides that a transfer is not
avoidable if it was intended by the parties to be, and was in fact, a substantially contemporaneous
exchange of “new value”.16 Creditors have argued that, by agreeing to accept less than full
payment on its claim as part of a consensual arrangement, they have provided new value to the
debtor in the form of debt forgiveness and litigation forbearance. Bankruptcy Code Section
547(a)(2), however, defines “new value” narrowly to include only “money or money’s worth in
goods, services, or new credit, or release by a transferee of property previously transferred to
such transferee in a transaction that is neither void nor voidable by the debtor or the trustee under
any applicable law, including proceeds of such property, but does not include an obligation
substituted for an existing obligation.”17 In light of the Bankruptcy Code’s narrow definition of
“new value,” courts have held that a compromise of an outstanding debt does not qualify as new
value for purposes of the § 547(c)(1).18
Creditors that enter into a workout agreement, therefore, must find another way to shield
settlement payments from subsequent preference attack.
Fraudulent Conveyances
The Bankruptcy Code provides a trustee with two mechanisms for attacking fraudulent
conveyances: (1) Bankruptcy Code § 548 affords the trustee direct powers to avoid fraudulent
transfers; and (2) Bankruptcy Code § 544 enables the trustee to use state law to avoid fraudulent

transfers. 19 The primary difference between actions brought pursuant to §§ 548 and 544 relates
to the applicable statute of limitations.20
First, Bankruptcy Code § 548(a)(1)(B) provides that the trustee may avoid any
conveyance of the debtor’s property if the debtor received less than “reasonably equivalent
value” in exchange for the conveyance21 and (i) the debtor was insolvent on the date the
conveyance was made or obligation was incurred, or became insolvent as a result of the
transfer;22 (ii) the debtor was engaged or was about to engage in business or a transaction for
which any property remaining with the debtor was of unreasonably small capital;23 or (iii) the
debtor intended to incur, or believed it would incur, debts beyond the debtor’s ability to pay as
they matured.24
Second, Bankruptcy Code § 544(b)(1) affords the trustee any right established by state
law of any unsecured creditor to avoid a pre-petition transfer of the debtor’s property.25 Many
states have adopted the Uniform Fraudulent Conveyance Act26 or the Uniform Fraudulent
Transfer Act,27 each of which provides for the avoidance of fraudulent transfers by creditors
outside the bankruptcy context. The elements of the cause of action under both the UFCA and
the UFTA are essentially the same as under Bankruptcy Code Section 548,28 except that, under
the UFCA, the plaintiff must establish that the debtor did not receive “fair consideration”29 in
exchange for the transfer.30
If, as part of a workout agreement, creditors receive settlement payments from an affiliate
of the debtor, which affiliate subsequently seeks bankruptcy protection, the creditors may face
substantial risk that the settlement payment will be avoided as a fraudulent conveyance. They
must, therefore, find a way to shield such payments from subsequent fraudulent conveyance
attack.
Potential Defendants
Bankruptcy Code § 550 provides that an avoided transfer may be recovered from: (a) the initial
transferee of the transfer; (b) any entity for whose benefit such transfer was made; or (c) any
immediate or mediate transferee of such initial transfer.31 The trustee may recover the actual
property transferred or, if the Bankruptcy Court so orders, the value of such property.32 If the
defendant must provide the value of the property transfer, the property is valued as of the date of
the transfer by the debtor.33
Thus, any participant in a workout that receives a preferential or fraudulent transfer can
be compelled to disgorge it or its original value to the debtor’s estate. 34 That is true even if the
recipient transferred the property onward to another or the property, since the transfer, has
substantially eroded in value. Accordingly, creditors engaged in workout negotiations have
tremendous economic incentive to settle on terms that obviate the preference and fraudulent
conveyance risks.

The Earmarking Doctrine
Courts have held that, where a third-party provides necessary funds to retire a specific obligation
a debtor owes to an existing creditor, the payment to the existing creditor was not a transfer
involving the debtor’s property and, therefore, cannot be avoided.35 This rule is often referred to
as the “earmarking” doctrine. The doctrine is premised on the theory that, where a third-party
“earmarks” funds to pay a pre-existing creditor, the transfer does not harm the debtor’s
bankruptcy estate because the third-party “merely steps into the shoes of an old creditor.”36
As described below, the earmarking doctrine may serve as the foundation for a workout
agreement that shields settlement payments from preference and fraudulent conveyance attacks.
Scope Of The Doctrine
Concept With Broad Application
Historically, earmarking doctrine cases involved a third-party paying an obligation of the debtor
that the third-party itself was also obligated to pay, as a surety, subsequent endorser, or
guarantor.37 The courts refused to permit the trustee to avoid payments made by a guarantor to
satisfy the debtor’s obligations, reasoning that it is inequitable to force the guarantor to satisfy
the debtor’s obligations a second time if the guarantor’s first payment is avoided and turned over
to the debtor’s estate.38 Such inequity does not arise where the third-party is not contractually
obligated to pay the debt. Certain modern courts have, consequently, questioned whether the
doctrine should apply where the third-party is not contractually obligated to pay the debt.39
Nevertheless, the prevailing view is that the doctrine has been extended “‘to encompass
any situation where a subsequent loan was made on the condition that it be used to repay an
existing loan,’”40 including situations wherein the third-party was not contractually obligated to
pay the debtor’s debt.41 Indeed, one court has stated that the notion that the earmarking doctrine
is limited to cases wherein the third-party was contractually obligated to pay the debtor’s debt
“ignores the march of history.”42
Application To Fraudulent Conveyance Actions
As noted above,43 the earmarking doctrine is typically considered a defense to preference
actions. The doctrine may, however, have application to fraudulent conveyance actions.44
Specifically, the doctrine may apply where the payment is initially transferred by the third-party
to an entity that forwards the payment on to the creditors and then files for bankruptcy
protection.45
Those are the facts of Nordberg v. Sanchez (In re Chase & Sanborn Corp.).46 In that
case, an insider of the debtor funneled borrowed moneys through the debtor’s bank account,
onward to a friend to repay an antecedent debt owed by the insider.47 The debtor’s trustee sued
the friend, seeking disgorgement of the transfer as a fraudulent conveyance.48 The court
dismissed the action, holding that the funds never became property of the debtor and, therefore,
could not be disgorged under a fraudulent conveyance theory.49 Reaching this conclusion, the
court focused heavily on the fact that the debtor never had control of the funds.50

Thus, Nordberg supports the proposition that the earmarking doctrine will prevent a
fraudulent conveyance action where the debtor made a transfer of value provided by a third-party
and “earmarked” for the payment of another.
Tests For Invocation Of The Doctrine
There are two widely recognized tests for determining whether the earmarking doctrine is
applicable under a given set of circumstances.51 One test was first articulated by the Eighth
Circuit Court of Appeals in the case McClusky v. Nat’l Bank (In re Bohlen Enter., Ltd.).52 Under
Bohlen, the earmarking doctrine will defeat a preference or fraudulent conveyance claim,
provided that: (1) there exists an agreement between a new lender and the debtor that new funds
will be used to pay a specified antecedent debt; (2) there has been performance of that agreement
according to its terms; and (3) the transaction viewed as a whole (including the transfer in of the
new funds and the transfer out to the old creditor) does not result in any diminution of the
estate.53 The Third Circuit Court of Appeals approvingly cited Bohlen
in a case tangentially involving the earmarking doctrine.54 Trial courts outside of the third and
eighth circuits have also embraced the Bohlen test.55
The other test focuses on two elements: “(1) the absence of control by the debtor over the
disposition of the funds, and (2) no diminution of the debtor’s estate as a result of the transfer.”56
This test has been embraced by the Sixth Circuit Court of Appeals and a variety of lower
courts.57 To show “the absence of control by the debtor over the disposition of the funds,” courts
have held that the third-party lender must stipulate, as a condition of the loan, that the proceeds
be used to pay the pre-existing debt.58
Courts determine whether a transfer diminishes the bankruptcy estate by using balance
sheet accounting: “[d]iminution of the estate occurs where the transfer reduces the pool of funds
available to all, so that creditors in the same class do not receive as great a percentage as the
preferred creditor.”59 Nevertheless, where the transfer results in diminution of the estate, the
transfer is avoidable only to the extent that the transfer reduced the value of the estate, not
necessarily the full amount of the transfer.60
A First Circuit Bankruptcy Appellate Panel and two bankruptcy courts have combined
both the Bohlen and the “control” tests to determine whether the earmarking doctrine will shield
a particular transfer from avoidance attack.61 Combining both tests may not, however, seem to
make intuitive sense since the first two elements of the Bohlen test (that there be an agreement to
use the funds to pay a pre-existing creditor and performance of the agreement) essentially equate
with the element of the second test that the debtor lacks control of the funds transferred to the
pre-existing creditor.
Provided that the elements of the Bohlen or the “control” test (depending on the
jurisdiction) are satisfied, the third-party need not transfer the funds directly to the pre-existing
creditor and may transfer the funds to the debtor as intermediary for subsequent transfer to the
pre-existing creditor.62

Burden Of Proof
There appears to be a split of authority as to which party bears the burden of proof respecting the
earmarking doctrine.63 The better view is that the trustee bears the burden of proving that the
earmarking doctrine does not apply because, under Bankruptcy Code § 547(g), the trustee bears
the burden of proving all elements of the preference claim, including proof that the transfer
involved the debtor’s property.64 This reasoning is also supported by § 547(c), which lists
affirmative defenses for preferences actions, because the earmarking doctrine is not included in
such list of defenses.65 There is, nevertheless, authority holding that the earmarking doctrine is
an affirmative defense that must be proven by the defendant.66
Prospective Invocation Of The Earmarking Doctrine
In light of the above, a creditor engaged in workout negotiations should, if possible, structure a
settlement with a view towards reducing preference and fraudulent conveyance risks. In order to
avail itself of the “earmarking” defense regardless of where the debtor’s bankruptcy case might
be filed, the creditor should ensure that the structure of the settlement satisfies both the Bohlen
and the “control” tests. Accordingly, the creditor should retain substantial evidence proving: (1)
that there exists an agreement between a new lender and the debtor that new funds will be used
specifically to pay the creditor’s antecedent debt; (2) that, pursuant to the agreement, the debtor
does not have any control over the disposition of the settlement funds; (3) that there has been
performance of that agreement according to its terms; and (4) that the transaction viewed as a
whole (including the transfer in of the new funds and the transfer out to the old creditor) does not
result in any diminution of the estate.
Evidencing An Agreement
There are many ways to document an agreement between a new lender and the debtor providing
that new funds will be used to retire the creditor’s antecedent debt. Almost axiomatic, the
creditor can compel the debtor, as a condition precedent to consummating an out-of-court
settlement, to enter into a detailed agreement with the new lender that specifically provides for
the payment of the creditor’s outstanding claim. Such an agreement should make clear, in the
“Whereas” clauses for example, that the new loan is linked to the workout settlement and that all
parties intend for the settlement to be premised on the earmarking doctrine. It should be clear to
all parties that the pre-existing creditor is intended to be a third-party beneficiary of the
agreement. The agreement should be in a form reasonably acceptable to and, perhaps, signed by
the creditor whose claim is to be retired.
If circumstances are such that a formal agreement is not feasible, a simple letter
agreement may suffice. Again, the letter agreement should make clear that all parties are seeking
to effectuate an “earmarking” settlement. Even if the letter agreement is not signed by all of the
parties, they should endeavor, by the trail of correspondence, to form the terms of the lending
agreement. If, after the terms of the arrangement have been outlined in correspondence, it is not
entirely clear that the parties predicate the settlement and lending agreement on the earmarking
doctrine, the creditor should contribute to the flurry of correspondence, making its intentions

abundantly clear. The creditor should thereafter have the debtor and the new lender
acknowledge the creditor’s intentions by separate correspondence.
The creditor may ultimately help its cause by ensuring public disclosure of the
agreement. If the debtor is a public reporting company, the creditor should compel the debtor to
make prompt and full disclosure of the settlement, detailing how the lending arrangement is part
and parcel of the settlement and intended to avail the creditor of an “earmarking” defense. If a
formal lending agreement was executed, the debtor should attach a copy of the agreement to a
statement filed with the Securities and Exchange Commission. Even if the debtor is not a
reporting company, public disclosure may be effectuated through a clearly worded press release.
Furthermore, if it is anticipated that the capital markets will be the source of settlement
funding, the prospectus should plainly disclose that the debtor intends to retire specific
antecedent debt with the cash generated by the issuance of securities. Again, the prospectus
should make clear that the debtor intends to effectuate an “earmarking” settlement with the use
of these funds.
If creditors structuring a workout settlement ensure that the closing documents clearly
note that the transfer is intended to pay the creditor’s antecedent debt and/or full public
disclosure of this intent is made by the debtor, the first requirement of the earmarking doctrine
should be satisfied.
Evidencing Lack Of Control
It should also be a relatively simple matter proving that the debtor is entirely deprived of control
over the disposition of the settlement funds. As noted above, this element is satisfied if the thirdparty lender stipulates, as a condition of the loan, that the proceeds be used to pay the preexisting debt. Accordingly, final documentation respecting the new lending arrangement should
specifically incorporate such a term.
The defense is strengthened if the lending agreement also provides for the direct payment
of loan proceeds to the antecedent creditor in satisfaction of the outstanding debt claim. If
circumstances contemplate a time lag between funding and the payment of the antecedent debt,
the funds may be placed in escrow pending satisfaction of all conditions precedent for payment
to the creditor. Final documentation in this regard should clearly exclude the debtor from any
rights effecting consummation of the transfer. The debtor should not even be afforded the right
to waive conditions precedent to consummation of the transfer.
To further evidence lack of control, the debtor and the third-party might establish a “lock
box” account with a lending institution. The purpose of the account would be the deposit of the
settlement funds into the account, to be released to only the antecedent creditor. The terms of the
“lock box” agreement should prevent the debtor from ever having access to the funds in the
account.
As indicated above, the “earmarking” defense is not necessarily destroyed if the debtor is
temporarily vested with custody of the settlement funds. This, however, should be avoided

because custody over the settlement funds may suggest that the debtor, in fact, had some power
to control disposition of the settlement funds. If circumstances require that the settlement funds
are to be vested with the debtor for a period of time, the creditor should ensure that: (1) the
holding period is as brief as possible; (2) the funds are accounted for separately by the debtor,
held in a segregated account and not commingled with funds from other sources; (3) the funds
are held by a banking institution of some size and repute; and (4) the debtor’s access to the funds
is limited only to transferring same to the creditor. The creditor should write to the banking
institution holding the settlement funds advising the bank that it has an interest in the funds and
that it intends to hold the bank liable if the funds are inappropriately released to the debtor.
Moreover, the creditor should, if possible, compel regularized reporting as to the location and
amount of the settlement funds.
If creditors structuring a workout settlement ensure that the debtor never actually obtains
access to the settlement funds or, if it does, such access is limited and the funds are held in a
segregated account, the second requirement of the earmarking doctrine should be satisfied.
Evidencing Performance
To establish the full performance of the agreement according to its terms, the creditor should
create a detailed paper trail of the transaction. The creditor should obtain and retain documents
fully tracing the flow of the settlement funds, from their origin, ultimately to the creditor. The
creditor should, if possible, obtain and retain receipts or transfer statements from all intermediate
parties. The creditor should also, if possible, obtain and retain detailed acknowledgements from
all involved parties that they complied with all applicable terms of the lending arrangement and
that they did not deviate from the terms of the agreement in any respect. If the debtor is a public
reporting company, the creditor should ensure that the debtor promptly and accurately reports in
a filing with the Securities and Exchange Commission that the transaction was successfully
consummated entirely in accordance with its terms.
If the creditors ensure that the agreement is performed entirely in accordance with its
terms and keep meticulous records establishing same, the third requirement of the earmarking
doctrine should be satisfied.
Evidencing No Diminution Of The Estate
A more difficult evidentiary issue for the recipient of the settlement proceeds may be
establishing that the transaction viewed as a whole does not result in any diminution of the
estate. If the new source of funding is willing to lend on an unsecured basis, the issue is
relatively easy: a new unsecured creditor replaces the pre-existing unsecured creditor (i.e., the
funder “merely steps into the shoes of an old creditor”) without any material change to the
liability side of the debtor’s balance sheet. If, however, there is any additional complexity
stemming from the new lending arrangement – such as the provision of collateral, a modification
to a guarantee-relationship, differing lending terms, or more stringent covenants – it could be
argued persuasively that the pre-existing obligation was replaced by a more onerous obligation.
Quantifying the extent to which the new lending arrangement is more onerous may be an issue
sufficiently vague that it may lead the parties to vigorous litigation or a favorable settlement.

That is because the earmarking doctrine holds that, where the transfer results in diminution of the
estate, the transfer is avoidable only to the extent that the transfer reduced the value of the estate,
not necessarily the full amount of the transfer.
Accordingly, creditors structuring a workout settlement should try to keep the transaction
as simple as possible. Preferably, the source of funding should not receive any rights that are in
addition to the rights that the settling creditors could have exercised. If, however, the source of
funding demands additional protections or improved rights, the creditors should look for creative
ways to structure the transaction to minimize a claim that the workout settlement resulted in a
diminished bankruptcy estate. This factor is, in any event, case specific and, therefore, does not
lend itself to any particular guidelines.
Conclusion
In juxtaposition to the process of restructuring debt obligations before a bankruptcy court,
creditors involved in workout negotiations do not vet the settlement through a judicial process.
Thus, creditors continue to bear risks even after a settlement payment has been made on
outstanding claims. Such risks include preference and fraudulent conveyance attack if the debtor
shortly after consummating a settlement finds itself the subject of a bankruptcy proceeding. A
creditor that structures its settlement payment so as to avail itself of an “earmarking” defense
may obviate a significant threat of a subsequent avoidance action. Indeed, if the settling creditor
ensures that all elements of the earmarking doctrine can be established under the circumstances,
it may effectively neutralize avoidance risks lingering long after the settlement payment is made.
- End –
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