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Thi s decision holds that two $2, 325, 000 proni ssory notes
shoul d be classified as equity instead of as debt. The
prom ssory notes were issued by the debtor, Georgetown Buil di ng
Associates, Limted Partnership (“GBA’), to its controlling
partners, Joseph D. Dreyfuss, Il, and Joseph R Schuble, who sold
themto defendants PWA, Inc. (“PWA") and Security Trust at a
pittance in conparison to the anounts owed on the note. The
plaintiff, Cticorp Real Estate, Inc. (“Citicorp”), is engaged in
a battle with GBA regarding confirmation of GBA' s proposed pl an
and in this adversary proceeding seeks to limt the rights of PWA

and Security Trust under the notes.® Citicorp first clains that

! Citicorp holds an all owed secured clai mof approximtely

$8.6 million, secured by GBA's real property and rents, and an
al | oned unsecured claimof approximately $2.2 mllion. GCiticorp
wi |l succeed in defeating the debtor’s proposed plan if PWA and
Security Trust are not allowed to vote on the plan on the basis
that they are not creditors. The debtor’s plan nay al so be nore



the notes should be characterized as equity instead of debt, such
that they are not clainms in the case. Citicorp clains
alternatively that if the notes are characterized as debt and
hence constitute clains in the case, the obligations neverthel ess
are subject to equitable or contractual subordination behind
Citicorp s clains.

The defendants, GBA, PWA, and Security Trust, contend that
PWA and Security Trust were holders in due course of notes that
on their face were debt instruments, so as to be inmune fromthe
court’s characterizing the notes as equity instead of debt, and
I mmune from equitable or contractual subordination to Citicorp’'s
claims. They contend alternatively that the notes represent
genui ne debt, not equity, and that the debts are not subject to
equi table or contractual subordination.

The court holds that the notes represent equity, not debt.
The court holds that the status of being a holder in due course
under nonbankruptcy law is ineffective to protect the notes from
characterization as equity if the notes represented equity
i nstead of debt. The court finds it unnecessary to resolve
whet her PWA and Security Trust were in fact holders in due course
and whether their clainms are subject to equitable or contractual
subor di nati on.

I

A brief chronol ogy of major events and a sunmary of the

difficult to confirmif G ticorp succeeds in subordinating the
notes of PWA and Security Trust even if they are held to be
cl ai ms.



court’s reasoning is warranted.

Dreyfuss and Schubl e are brothers-in-law, close friends, and
| ong-standing partners in many real estate partnerships. GBAis
a partnership formed in 1986 to operate an office building on
| and | eased fromground | essors. Dreyfuss, Schuble, and Richard

M Aronoff were the principal general partners. Citicorp |ent

GBA $12.5 mllion upon its formation, with the partners
guaranteeing $3.5 mllion of the | oan which was ot herw se
nonrecourse. |In Septenber 1990, Dreyfuss and Schubl e advanced

GBA $250, 000 ($125,000 each), commencing the series of advances
to GBA aggregating $4.65 mllion represented by the two notes at
I ssue in this proceedi ng.

In March 1991, Citicorp’s |loan matured. Citicorp and the
debtor entered into negotiations regarding a restructured | oan.
Si nul t aneously, GBA's partners enter into negotiations regarding
anmendi ng the GBA partnership agreenent to enhance the rights of
Dreyfuss and Schuble as partners in the economc future of the
debtor. |In Septenber, Cctober, and Decenber of 1991, Dreyfuss
and Schubl e advanced GBA a total of $650,000 ($325,000 each).

In January 1992, the parties restructured the G ticorp |oan,
extending its maturity to 1993. Dreyfuss and Schubl e advanced
$3.5 mllion to GBA ($1.75 nmillion each) to be devoted to
Citicorp’s loan and to relieve the partners of their guarantee of
$3.5 million of the loan. Sinultaneously, the GBA partners
anended their partnership agreenent to tilt the financi al

advantages in favor of Dreyfuss and Schuble. For exanple, the



agreenent was anended to allocate the bul k of operating |osses
and any gain to Dreyfuss and Schuble; to treat the prior advances
by Dreyfuss and Schuble as capital contributions in order to
enhance the propriety of the bul k of GBA' s operating | osses being
all ocated to them to give Dreyfuss and Schuble a 10% preferred
return on their capital contributions; and to give thema $6
mllion preferential distribution on the sale of the property.

In April 1993, Dreyfuss and Schubl e advanced an additi onal
$150, 000 to GBA ($75,000 each), conpleting the series of advances
leading to the $4.65 million in notes.

In 1993, Dreyfuss, Schuble, and GBA filed 1992 i ncone tax
returns which treated the unpaid advances nmade in 1992, and (for
the first tinme) the unpaid advances fromearlier years, as
capital contributions.

Then in Decenber 1993, the Citicorp | oan nodification was
anended, with the loan's maturity extended to Decenber 1996.

This amendnent permtted GBA to nake certain paynents on advances
that Dreyfuss and Schuble had nade to GBA, with Dreyfuss
characterizing the advances as debt in the agreenent, w thout

di sclosing that GBA and its partners had just recently filed tax
returns for 1992 characterizing the advances as capital
contributions. Citicorp was not advised that the advances had
been characterized by the January 1992 anendnent of the
partnership agreenent as capital contributions; it did not
bargain for reclassifying themas debt, and sinply accepted

Dreyfuss’s representations. Under the 1993 anendnent of the |oan



nodi fication, Dreyfuss Brothers, Inc. was installed as a
receiver, apparently to assure that Cticorp’s interest in rents
was perfected.

On February 2, 1994, GBA issued the notes at issue here for
$2, 325, 000 each to Dreyfuss and Schuble to cover all of the prior
unpai d advances. Sone of those advances had been covered by
prior notes, but others had not been.

From 1994 t hrough 1997, GBA, Dreyfuss, and Schuble filed tax
returns for the years 1993 through 1996 which treated the $4. 65
mllion in advances as capital contributions. The returns and
Schedul es K-1 for the taxable years 1994 and 1996
treated paynments on the two $2, 325,000 notes as returns on
capi tal

In 1996, GBA, Dreyfuss, and Schubl e’ s accounting firm began
exploring the possibility of Dreyfuss and Schuble taking a “bad
debt” deduction for advances nade to GBA

On Decenber 31, 1996, the Citicorp loan matured with
$9, 325, 000 owed.

On Novenber 26, 1997, Dreyfuss and Schuble sold the two
$2, 325,000 notes to PWA and Security Trust.

On Decenber 1, 1997, five days after the sale of the notes,
GBA filed its bankruptcy case, staying Cticorp fromselling
GBA' s real property at a foreclosure sale which had been set for
| ater that nonth.

In 1998, after GBA filed its bankruptcy case and

reorgani zati on purposes notivated GBA to argue that the advances



were debt, Dreyfuss, Schuble, and GBA filed incone tax returns
for 1997 changing the previous treatnent of the advances as
capital contributions. Instead, the returns treated the advances
as debt, with Dreyfuss and Schuble taking a | arge capital | oss,
somet hing they could not acconplish if the advances were treated
as capital contributions.

In a nutshell, the facts denonstrate that the advances by
Dreyfuss and Schubl e were capital contributions, not debt. The
January 1992 amendnent of the partnership agreenment clearly
reflects the contenplation of GBA and its partners that the
advances made by Dreyfuss and Schuble woul d be treated as capital
contributions. Nothing occurred before or afterwards to justify
treating the advances as debt instead of as capital
contributions: the evidence is overwhelmng that the intention of
the partnership was to treat these as capital contributions. Nor
have t he defendants established any basis for estopping Gticorp
fromasserting that the advances were not debt. Finally, the
contention that Security Trust and PWA were holders in due course
Is insufficient as a nmatter of law to convert the obligations
reflected by the prom ssory notes fromcapital contributions into
debt .

Il

Al t hough the foregoing summary of the facts would be
sufficient for purposes of this decision, the court will exam ne
the thicket of facts to nore fully justify its rejection of the

def endants’ factual contentions.



A. Ceneral Background of GBA and the Citicorp Loan

GBA was formed on March 6, 1986, as a limted partnership
under D.C. Code Ann. 8§ 41-201, et seq. (1981), by a Limted
Part nershi p Agreenment and Certificate of Limted Partnership.
This Partnership Agreenment was twi ce |ater amended, with the | ast
anmendnent in 1992 being of particular inportance to the debt-
versus-equity issue. The Partnership Agreenent (8 5(A)) naned
five general partners: Dreyfuss, Schuble, Aronoff, Harry H. N ck,
and WlliamL. Remey. Dreyfuss and Schuble each had a 28. 33-

1/ 3% interest in the partnership; Aronoff held a 27.33-1/ 3%
interest.? The remaining general partners, N ck and Renm ey, each
had a 7.5% interest. Kurt D. Wnterkorn, a limted partner, had
a 1%interest.

The busi ness of the partnership was the acquisition and
operation of a five-story office building, including ground fl oor
retail space and an underground garage, |ocated at 2233 Wsconsin
Avenue, N.W, Washington, D.C. Technically, the building itself
was not acquired but instead a long-termground | ease with ground
| essors.

The partners initially agreed that no capital contributions

2 For each of these figures, 3.33-1/3%represented a one-

third share of a 10%|limted partner interest reserved for
additional limted partners that was allocated one-third each to
Aronoff, Dreyfuss and Schuble until such tine as additional
limted partners were admtted to the partnership. Under 8§ 5(B)
t he Agreenent contenplated a May 1, 1986, deadline for anending
the Agreenent to state another owner for the reserved interest,
with Aronoff, Dreyfuss and Schuble thereafter to own their one-
third share of the reserved 10% interest if no new owner was
designated by then. No additional limted partners were

adm tted.



woul d be required. Instead, the partnership would borrow up to
$14 mllion, with each general partner required to guarantee the
| oans to the extent required by the lender, but with Nick and
Rem ey entitled to i ndemification by the other general
partners.?

Citicorp lent GBA $12.5 million on March 6, 1986, on a
nonrecourse basis as the entire initial funding of the
partnership. The note was guaranteed by the general partners in
an anount capped at $3.5 nmillion. The note was secured, pursuant
to a deed of trust, by GBA's building--by its | easehold interest
under the ground | ease and the inprovenents thereon--and,
pursuant to an assignment of rents, by the building’ s rents.

In addition, GBA borrowed $1.4 mllion or nore from Sovran
Nat i onal Bank on a recourse basis® to nake up for the shortfall
in funds obtained from Cticorp versus the approximately $14
mllion which had been thought woul d be necessary to acquire the
bui | di ng and commence operati ons.

Initially Aronoff Managenent Conpany acted as the building s
day-to-day nmanager. But at the end of 1987, Dreyfuss Brothers,
Inc., of which Dreyfuss and Schubl e are sharehol ders, took over

t hat managenent. Schuble deferred to Dreyfuss’s judgnent, based

8 Nick and Rem ey were only entitled to i ndemification for

anounts in excess of cash distributions they might receive from
GBA. Partnership Agreenent 8§ 6(A)(later deleted and replaced in
1992 after the Citicorp guarantee had been extingui shed).

* The record is unclear regarding the preci se date and
initial anpbunt of the Sovran loan. |Its balance in 1991 was $1.4
mllion. Giticorp Ex. No. 55.



on Dreyfuss’s expertise in commercial real estate, when it cane
to close calls regardi ng GBA.

From 1988 t hrough 1991, GBA encountered unantici pated
difficulties with the building, including spending $200,000 to
$300, 000 on asbestos renoval ; $180,000 to $250, 000 on new air
condi tioner chillers; and a part of $800,000 to $900, 000 i ncurred
t hrough 1992 for litigation expenses with respect to the ground
| ease. The ground | ease litigation concerned a provision of the
ground | ease requiring that the rent be adjusted based on a
reval uati on of the ground every ten years.

B. The Two $2, 325,000 Pronissory Notes

The defendants contend that the advances were in actuality
| oans, not capital contributions, as evidenced by prom ssory
not es prepared and i ssued by Dreyfuss (on behalf of GBA) to
hi rsel f and Schuble, as well as a note receivable | og Dreyfuss
mai ntained for hinmself. But as will be seen, a 1992 amendnent of
t he partnership agreenent and subsequent tax returns for 1992
t hrough 1996 classified the advances as capital contributions,
with the financial benefits of GBA shifted al nost exclusively to
Dreyfuss and Schubl e in exchange for the contributions. Although
unnecessary (because the partners’ intention is so overwhel mngly
clear fromthe 1992 amendnent and the tax returns that these were
capital contributions), the court nevertheless will exam ne the
ci rcunst ances surroundi ng the notes as additionally relevant to
t he question of debt versus equity. It becones evident that

after the 1992 anendnent, the notes becane little nore than



mar kers refl ecting how nuch Dreyfuss and Schubl e had infused into
the debtor as capital contributions.®> They furnish practically
no support for the contention that the advances were | oans.

The two $2, 325,000 promi ssory notes purchased by PWA and
Security Trust were issued on February 2, 1994. They represented
advances by Dreyfuss and Schubl e over the period of Septenber
1990 through April 1993. The 1994 notes were, in part,
repl acenent notes superseding prior notes representing part of
the prior advances. Those earlier prom ssory notes preceded the
advanci ng of the anpbunts at issue here by nonths and, in nost
I nstances, by years. As will be seen in 8§ D below, the 1994
notes thensel ves were issued after Dreyfuss had m srepresented to
Citicorp, in negotiating the Decenber 1993 anmendnent of the
Citicorp loan nodification, that the advances represented
i ndebt edness of GBA to hinself and Dreyfuss, and after he had
thus realized that no note existed that could be attributed to $2
mllion of the 1992 advances.

O sone relevance to the debt-versus-equity question is the
|l ack of formalities regarding the issuance of the prior notes and
t he repl acenent notes; the characteristics of the notes; the
informal way in which the notes were handl ed; and so forth. 1In
addi tion, the purposes of the advances and the debtor’s financia

condi ti on when the advances were nmade suggest that these advances

® Dreyfuss had started nmaintaining the note receivable

| edger prior to January 1992. It is evident that Dreyfuss
continued to maintain the | edger sinply as a marker of the
anounts placed into GBA and repaynents of those advances.

10



were in the nature of capital contributions.

From Sept enber 1990 to April

$2, 325, 000,

1993, Dreyfuss and Schubl e each

advanced t he debt or either directly or indirectly, by

way of paynments to Citicorp on GBA's behalf, for an aggregate of
$4.65 mllion. No other partner was | ending the debtor noney.
Each of the advances was made by Dreyfuss and Schubl e at roughly
the sane tinme after they consulted with each other and agreed to

make the advance. The specific checks were as foll ows:

Dat e Payor Payee Anmount Not ati on on Check

9/ 21/ 90 Schubl e GBA $125,000 Loan

9/ 25/ 90 Dreyfuss GBA 125,000 Loan

9/ 26/ 91 Schubl e GBA 125,000 Loan to Partnership

9/ 27/ 91 Dreyfuss GBA 125,000 Loan to Partnership

10/ 29/ 91 Schubl e GBA 200, 000 Loan

10/ 29/91 Dreyfuss GBA 200, 000 Loan

12/ 13/91 Schubl e GBA 50,000 2 Mos. Curtail - Sovran

12/ 23/ 91 Dreyfuss GBA 50,000 curtail - [illegible]
Loan

1/1/92 Schubl e Cticorp 500, 000 collateral For Geo.
Bl dg. Loan [ill egible]

1/ 13/ 92 Dreyfuss Citicorp 500, 000 2233 Wsc. Ave. Cash
Col | at er al

1/1/92 Schubl e Citicorp 1,250,000 Georgetown Bldg. Loan
Curtail

1/ 13/ 92 Dreyfuss Citicorp 1,250,000 2233 Ws. Ave. Loan
Curtail

4/ 27/ 93 Schubl e GBA 75,000 Loan

4/ 27/ 93 Dreyfuss GBA 75,000 Loan

TOTAL: $4, 650, 000

Lack of Formalities; Expectation re Repaynent: Lending

Agai nst Matured Notes. Until February 2, 1994, no note was
i ssued with respect to $2 mllion of the advances that were

11



outstandi ng after January 13, 1992. It was on February 2, 1994,

that the debtor issued prom ssory notes to Dreyfuss and Schubl e,

each for $2,325,000, superseding all prior notes. Each

$2, 325, 000 note covered the payee’s $1 nmillion share of the $2
mllion of advances for which no note had ever been issued, as

wel |l as all other unpaid advances for which there had been notes.
The notes were payable on demand with interest at the rate of 1%
over prinme per annum

The prior notes, aggregating $2.65 nmillion ($2 mllion shy
of the $4.65 m|lion aggregate anount of the 1994 notes) were

payabl e as foll ows:

Dat e Anount Maturity Payee Interest Rate
10/ 20/ 87 $500, 000 10/ 31/90 Joint 1% over Prinme adjusted
annual |y

04/ 05/ 89 $1, 000,000 04/30/90 Joint 13. 5% per annum

09/ 15/90 $1, 000,000 09/30/91 Joint 15% per annum

04/ 27/ 93 $75, 000 On Dreyfuss Prime + 4% per annum
demand

04/ 27/ 93 $75, 000 On Schubl e Prime + 4% per annum
demand

No interest was ever paid on any of these notes with respect

to the advances whose debt-versus-equity character is at issue

here.® Wen the replacenent notes were issued in 1994, each note

included only principal. Al of the interest that had accrued on

® Although $560, 000 was advanced by Dreyfuss and Schuble in
1987 through 1988 under these notes, those advances, including
i nterest accruals, were paid off in Septenber 1989. Anot her
$100, 000 tenporarily advanced in January 1990 was paid off in
February 1990. The character of the advances pre-dating
Sept enber 1990 are not at issue in this proceeding.

12



the prior notes sinply disappeared without explanation.” No
record was created to docunment this forgiveness of supposed
interest debt. Nor was any inconme reported by the debtor as the
result of such forgiveness of supposed interest debt. Finally,
GBA, Dreyfuss, and Schuble did not maintain records show ng how
much of funds advanced to the debtor were attributable to a
particular note. Dreyfuss’s |edger does not list notes; it only
lists anpbunts advanced and anmounts repaid with no tie-into a
particular note. Al of these irregularities suggest that the
notes--particularly with respect to the funds advanced after the
notes matured--were viewed as little nore than bookkeeping
devices to pernmt Dreyfuss and Schuble to keep track of their
advances to the debtor, a matter of sone inportance because they
woul d need to keep track of the advances as capital contributions
affecting their distribution rights as partners.

The first advance at issue is the Septenber 1990 advance of
$250, 000. According to Dreyfuss, this was treated as an advance
under the Cctober 1987 note. It appears nore likely, and the
court finds, that the Septenber 1990 note was issued to cover the

Sept enber 1990 advance.® There woul d have been no reason to

" In addition, one might expect that the interest rate
originally charged woul d continue to be charged on a | oan when a
repl acenent note was issued, or that there would be sone recital
explaining the parties’ agreenent to restructure the |oan at a
different interest rate. But the court places no weight on this
aspect of the transactions: the parties to a note are free to
agree to a new interest rate as they see fit.

8 There is nothing unusual about treatnent of the Septenber
1990 advance as an advance not nade sinultaneously with the
I ssuance of the note to which it relates: banks apparently

13



i ssue the Septenber 1990 note unless it was for the purpose of
covering funds which Dreyfuss contenplated would shortly be
advanced. In the Decenber 1993 anendnent to the 1992 | oan

nodi fication, Dreyfuss represented to Citicorp that there were
notes outstanding and he listed the Cctober 1987 note and the
Sept enber 1990 note as anpbngst them It is apparent that he was
sinply trying to maxim ze the size of alleged debt for which
notes were allegedly outstanding by treating the Septenber 1990
advance as made agai nst the COctober 1987 note instead of the
Sept enber 1990 note: this permitted the Septenber 1990 note to be
dedi cated instead to other advances for which no note was ever
actually issued. Eventually, as part of the 1992 anmendnent of

t he partnership agreenent, the Septenber 1990 advance was

recl assified by Dreyfuss, Schuble, and GBA as a capital
contribution instead of debt.

The Citicorp loan matured in March 1991. |In the course of
initial discussions regarding restructuring the Cticorp |oan,
Dreyfuss and Schuble wote to Citicorp in April 1991 referring to
“capital contributions” they had made that had enhanced t he val ue

of the building, which would include the Septenber 1990 advance.®

recei ve prom ssory notes agai nst which the bank advances the ful
anpunt of the funds in |ater stages, or, before maturity, may
advance new funds after earlier advances have been paid down.

° The letter referred to $1.77 million of such capital
contributions. This apparently included the funds obtained via
the Sovran |l oan for which the partners had recourse liability
pl us amounts that had been advanced to the debtor even if repaid.
The point is that whatever anounts, besides the Cticorp |oan,
Dreyfuss and Schubl e had put into the partnership--either
directly or via incurring recourse liability to Sovran--were

14



Then Dreyfuss and Schubl e made the Septenber, COctober and
Decenber 1991 advances of, respectively, $250,000, $400,000, and
$100, 000. According to Dreyfuss, the Septenber 1991 advance was
treated as an advance under the matured October 1987 note; ™ the
Oct ober 1991 advance was treated as an advance under the matured
April 1989 note; ' and the Decenber 1991 advance was treated as
an advance under the sane matured April 1989 note.' It is nore
likely that Dreyfuss sinply did not believe that a note was
necessary because the advances were going to be treated as
capital contributions. The Septenber, October, and Decenber 1991
advances were sinply viewed as capital contributions in |ight of
ongoi ng negoti ati ons anongst the partners that, in tandemwth
the restructuring of the Cticorp loan (including a forthcom ng
$3.5 million curtail ment by Dreyfuss and Schuble), would treat
al | advances by Dreyfuss and Schubl e as capital contributions.
Those negotiations eventually led to the January 1992 anendnent

of the partnership agreenent.

vi ewed as capital contributions.

1 The Septenber 1990 note for $1 million did not mature
until Septenber 30, 1991. But to be consistent with his
treatnent of the Septenber 1990 note as di scussed above, Dreyfuss
woul d have to treat any anounts advanced in Septenber 1991 as
advanced first to the earliest issued note until advances
out st andi ng equal ed the face anount of the note. The testinony
I's not credible because it makes no sense that advances woul d be
treated as made under a matured note when the Septenber 1990 note
had not yet nmatured.

' I'n any event, no note was outstandi ng which had not
al ready mat ured.

12

mat ur ed.

Agai n, no note was outstandi ng which had not already

15



In favor of treating the 1990 and 1991 advances as | oans,
however, are the incone tax returns filed by GBA and the partners
for the years 1990 and 1991 which treated the advances as | oans.
Wth the exception of the postpetition returns for 1998, the
returns for later years recognized that the 1992 anmendnment of the
partnershi p agreenment required that these advances aggregating
$500, 000 be treated as capital contributions and undid the prior
years’ returns’ classification of the advances. The 1992 and
1993 advances aggregating $3.65 mllion were consistently treated
as capital contributions on incone tax returns for years prior to
1998.

Let us assune for the nonent that Dreyfuss’s recollection
was accurate that he treated these Septenber, Cctober, and
Decenber 1991 advances as nmade under matured notes. That raises
t he obvi ous question of when Dreyfuss expected the notes to be
repaid. Dreyfuss’s expectation of repaynent was indefinite,
dependi ng on the success of the debtor. He viewed the I|ikelihood
of repaynent as so renote that he did not include this advance
(or any other part of the $4.5 mllion in advances nade through
January 1992) on his financial statement issued in Decenber 1993.

Then the January 1992 advance of $3.5 mllion was nade.
According to Dreyfuss, $500,000 of this was treated as advanced
under the matured April 1989 note, and $1 nmillion was treated as
advanced under the matured Septenber 1990 note. Again, the court
rejects this testinony in light of the anendnent to the

partnershi p agreenment which was occurring sinultaneously and

16



which treated all of the advances as capital contributions.
Moreover, no note existed that could cover $2 million of the $3.5
mllion advance. In any event, even if the testinony were an
accurate recollection of events, Dreyfuss once again was | ooking
to the availability of cash in GBA to repay, somnething depending
on the future success of GBA

Then the April 1993 advance of $150, 000 was nmade. This
advance ($75,000 by each of the two partners) was nade pursuant
to the April 1993 notes, which is sonme evidence that the advance
was intended to be treated as a |l oan. That evidence is
out wei ghed, however, by GBA's failure to treat the advance as a
|l oan. Instead, it treated the advances as capital contributions,
wi th the consequence of Dreyfuss and Schubl e havi ng enhanced
rights against the other partners in the fruits of the debtor
pursuant to the partnership agreenent.?®

Finally, in February 1994, GBA issued the two $2, 325, 000
notes, replacing all of the prior notes and, for the first tineg,
covering that $2 mllion portion of the $3.5 nmillion Cticorp
| oan curtail ment which GBA's matured notes had been insufficient
to cover. This occurred only after Dreyfuss nmisrepresented to
Citicorp in 1993 that the advances represented indebtedness and
realized that no note existed that could cover the $2 m | lion.
The 1994 notes were unsecured demand notes with no stated

maturity date, no sinking fund, and no schedul e of interest

13 See the discussion, below regarding the January 1992
anmendnent of the partnership agreenent.
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paynments. The notes were never recorded in GBA s books and
records. Neither Dreyfuss nor Schuble ever nmade a demand for
paynment of the 1994 notes. The GBA partners entered into no
agreenent upon the issuance of the 1994 notes to treat the
advances covered by the notes as debt instead of equity.

Pur poses of the Advances. The purposes of the advances are

consistent with treating themas capital contributions. The
January 1992 paynents by Dreyfuss and Schuble to Citicorp were
used to curtail the loan or to set up a cash collateral account
as additional security for the original Cticorp | oan. These
suns equaled $3.5 mllion and as part of a January 1992 agreenent
extingui shed the partners’ partial guarantee of $3.5 mllion of
GBA' s debt to Citicorp. So nore than 75% of the advances were
for an extingui shnent of a guarantee of the acquisition debt owed
Citicorp. GBA had been unable through its own resources to pay
off the cost of acquiring its property. The guarantee was paid
off, with the consequence that Dreyfuss and Schuble effectively
had advanced $3.5 million of the acquisition cost.

Wien the $3.5 nmillion curtail nent was made, the debtor could
not have obtai ned financing froman outside commercial |ender.
GBA was a party to a ground | ease that called for adjustnent of
the ground rent every ten years; the property was burdened by
envi ronnment al probl ens, including asbestos; GBA had had probl ens
| easing the property to tenants; and the ground | ease was
unsubordi nated. Not only were the advances of a specul ative

nature, but additionally, Dreyfuss and Schuble, as a result of

18



these and their other advances, were given preferred rights

wi thin the partnership, as against other partners, with respect
to the future fruits of the endeavor. Thus, the $3.5 nmillion
advanced was in the nature of an investnent in the debtor’s
future performance. The $3.5 million was an equity contribution,
not a | oan.

Simlarly, $900,000 of the remaining $1.15 million of the
$4.65 mllion in advances represented by the two $2.325 million
notes was for the purpose of curtailing the existing Sovran
| oan. ' The partners were liable for the Sovran |oan as a
recourse |oan, and it had been used to neet the shortfall at the
time of acquisition of the property. As in the case of the $3.5
mllion curtailnent of the Cticorp guarantee, the advances of
$900, 000 to curtail the Sovran | oan were nmade when the debtor’s
prospects were uncertain, after the debtor’s own resources had
proven insufficient to pay the loan, and in light of a
forthcom ng or conpleted January 1992 anendnent of the
partnershi p agreenment enhancing the rights of Dreyfuss and
Schubl e as partners in the fruits of the debtor’s future. Thus,
t he $750, 000 advanced in 1991 was in the nature of an investnent

in the debtor’s future perfornmance--an equity contribution, not a

 First, the 1991 advances aggregating $750, 000 were used
to curtail the Sovran loan. Second, the April 1993 advances
aggregati ng $150, 000 appear to have been used to pay off the
Sovran note which had a $150, 000 bal ance outstanding at the end
of 1992. GBA had no records which could identify the purpose of
the April 1993 advances, and Dreyfuss could not recall the
pur pose of the paynent, but the anobunt natches the Sovran note
bal ance and, by the end of 1993, the debtor’s books reflected
that no debt was owed Sovran
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| oan.

The remaini ng $250, 000 of the $4.65 mllion presents a
slightly closer question. This anmount was for m scell aneous
expenses such as the ground lease litigation and capital
expenses, nade when the debtor’s econonm c future was uncertain.
The circunstances suggest that these advances were nore in the
nature of capital contributions than | oans. For exanple,
Dreyfuss and Schuble were hoping to win the ground | ease
litigation and get a significant reduction in ground rent.
Utimately the ground rent was set higher than GBA advocated, but
| ower than the ground | essors advocated. The advances
represented nore an investnent in the debtor’s future--a capital
contribution--than a loan with an expectation of repaynent at a
fixed date.

C. The January 1992 Citicorp Loan Modification
and Partnershi p Agreenent Mbdification

The debtor defaulted in repaying the |loan upon its maturity
on March 5, 1991.%° Pursuant to a Loan Mdification and
Settl ement Agreenent dated January 13, 1992, the loan’s maturity
date was extended to March 6, 1993, in exchange for a | oan
curtailment of $2.5 mllion, the creation of a cash collateral

account of $1 mllion as additional collateral for the | oan, and

> The Citicorp note required that nonthly interest only be
paid until maturity on March 5, 1988. But the maturity date
coul d be extended for three additional twelve nonth periods at
the el ection of GBA, provided that certain conditions were net.
The maturity date was extended until March 5, 1991, with the
conditions for extension either net by the debtor or waived by
Citicorp.
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t he appoi ntnent of Dreyfuss Brothers, Inc. as receiver for the
collection of rents in favor of Gticorp in connection with the
assignment of rents. Additionally, the agreenent extingui shed
the partners’ guarantee of $3.5 mllion of the G ticorp |oan.
Dreyfuss and Schubl e executed a new guarantee of only GBA' s
operating deficits and interest on the Citicorp |oan.

Si mul t aneousl y, the GBA partners executed an anmendnent of
t he partnershi p agreenent dated January 24, 1992, an anendnent
whose preparati on had been conpl eted on Decenber 18, 1991, in
anticipation of the Cticorp | oan nodification, and whose
execution was a condition to Dreyfuss and Schubl e proceeding with
the Gticorp loan nodification. The amendnent recognized that
Dreyfuss and Schubl e “have made certain additional capital
contributions to the partnership” (meaning the $4.5 mllion they
had advanced to GBA conmencing in Septenber 1990), and on that
basis tilted the financial benefits of the partnership to
Dreyfuss and Schuble. For exanple, as anended, the partnership
agreenent called for proceeds of any sale of GBA's property to be
distributed first towards a “Net Preferred Return” of 10% per
annum on all past and future capital contributions (88 14.2)(c)
and 14.F(1));' then to any partner on account of any “Excess
Partnership Capital” (neaning the anbunt by which a partner’s
percentage of capital contributions exceeded the partner’s stated

percentage of partnership interests in the partnership) (88

' Amendnent 88 25 and 31.
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14.D(2)(d) and 14.F(2));'" and then towards a “Priority Return”
of $6 million to Dreyfuss and Schuble (§ 14.D(2)(e)).*® As
anended, 8§ 14.C of the agreement simlarly tilted the
distribution of GBA's net cash flow to Dreyfuss and Schubl e as
the only partners who had made (and woul d ever nake) capital
contributions to GBA. Dreyfuss viewed the Priority Return on a
sale of the property as affording “wi ndfall protection” for him
and Schuble. The agreenent additionally installed two

part nershi ps controll ed by Dreyfuss and Schuble as the sole
general partners in |ight of substantial asbestos and ot her
environnental issues that could give rise to clains against the
general partners.

The 1992 anmendnent was notivated in part by Dreyfuss and
Schubl e’ s desire to have GBA's | osses allocated to themfor tax
pur poses. The 1992 anmendnent gave them 99% of the | osses, with
t he general partners (whomthey controlled) receiving the
remai ning 1% ' By reclassifying the 1990 and 1991 advances as
capital contributions and treating the 1992 advances and future

advances as capital contributions, they concluded, on the advice

o1d.
% 1d. § 25.

9 Before the amendnent, |osses were allocated equally to
Aronoff, Dreyfuss, and Schuble. After the anmendnent, the two new
partnershi p general partners were allocated 0.5% each of the

| osses and Dreyfuss and Schuble were equally allocated the

remai ning 99% of the | osses. See Agreenent (as anended) 8§88
7.A(2) (l osses other than on a disposition of all of GBA's
property); 7.B(ii)(losses on a disposition); 7.G (carve out of 1%
of | osses for general partners).
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of accountants and attorneys, that they could justify GBA s
allocating the losses to them (whereas they could not as safely
justify such treatnent if the advances were treated by GBA as

| oans). Although, after the amendnent, Aronoff was stil
responsi bl e for one-third of the capital contributions, it was
hi ghly unlikely that he would ever be able to cover that
responsibility.

D. The Decenber 1993 Anendnent to the Loan Mddification

In March 1993, GBA once again defaulted on the Citicorp
| oan. New | oan restructuring negotiations ensued. On Decenber
23, 1993, the parties entered into a First Anendnent to Loan
Modi fication and Settl enment Agreenent which extended the maturity
of the loan to Decenber 31, 1996.°° This anendnent included an
Equity Requirement which called for GBA's partners to fund, not
later than July 1, 1994, an Equity Contribution of no |less than
$500, 000 to GBA to be used by GBA only for certain capital
expenditures, tenant inprovenents, |easing conm ssions, and ot her
specified costs of the property. Upon the full funding of the
Equity Contribution, none of GBA' s funds could be distributed to
the partners

except to the extent of (i) debt service on certain

i ndebt edness owed by Borrower [GBA] to certain of its
partners as correctly and accurately schedul ed on Exhibit B

20 The agreenent bifurcated the $10 nillion principa

amount still owed Citicorp into two separate notes for $7 mllion
and $3 mllion, respectively, each with a maturity date of
Decenber 31, 1996, and with provisions for forgiving part of the
| arger note if early repaynent were nade of the |arger note, the
anpgnt of forgiveness dependi ng on how soon the | arger note was
pai d.
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hereto, at the | esser of (A) the per annumrate of interest
announced fromtinme to tine by Citibank, N.A as its “prine
rate” . . . plus one percent (1%, or (B) the contract rate
therefor as set forth in Exhibit B, and (ii) a return on the
Equity Requirenent not to exceed ten percent (10% per
annum
Exhibit B to the agreenent listed the $2.65 million of notes
payabl e by GBA to Schubl e and Dreyfuss, plus the $2 mllion paid
to Citicorp on January 13, 1992, for which they had no note.?
As Dreyfuss expl ai ned, he wanted to be sure that paynents on the
advances coul d be made to himand Schuble as a first distribution
fromthe partnership pursuant to the partnership agreenent.
Phyllis Caldwell, a G ticorp loan officer, principally negotiated
t he Decenber 1993 agreenent on behalf of Cticorp. It was
Dreyfuss who characterized the suns |listed on Exhibit B as
“i ndebt edness,” and Cal dwel | accepted his characterization for
pur poses of closing the deal. Neither she nor anyone el se at
Citicorp undertook an investigation to determne if the anounts
represented by Exhibit B constituted | oans or capital
contributions. The key for Citicorp was not the | abel Dreyfuss
pl aced on the advances, but rather giving the partners an
i ncentive to make the Equity Contribution. Citicorp was prepared
to allow Dreyfuss and Schuble to take limted anmounts of nobney
out of the partnership after July 1, 1994, as a concession to get

the borrower to put nore noney in. Caldwell advised Dreyfuss

that by regulation Cticorp could not allow GBA's partners to

2l The quoted provision forns the basis for Citicorp’s
cl ai m seeki ng contractual subordination of the advances in the
event that they are held to be debts. The court does not reach
that claim
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take out equity, and could only allow GBA to pay interest. She
relied on Dreyfuss’s representations regardi ng what | oans had
been nmade to GBA. There was no discussion of these amounts
havi ng been classified as capital contributions: Cticorp was not
asked to consent to a reclassification of the capital
contributions as debt. Although the 1992 anendnent of the
partnership agreenment was supplied to Gticorp, it was not
supplied for the purpose of revealing that the advances were

capital contributions. ??

There is sinply no evidence that
Cticorp was aware that these advances were capital
contributions.

E. Treatnent of the Advances on Tax Returns and GBA' s Records

_ For the taxable years 1992 (the year the partnership
agreenent was amended) through 1997 (the year of the filing of
GBA' s vol untary bankruptcy petition), the $4.65 mllion in
advances at issue here were treated on incone tax returns of GBA
Dreyfuss, and Schuble, and on GBA' s accounting records, as

contributions to capital. Even 1994 and 1996 paynents by GBA on

22 Dreyfuss supplied Cticorp’ s counsel a copy of the 1992
agreenent anendi ng the partnership agreenent to nmake it clear
that repaynent of the notes was the first priority in the
partnership agreenent. Sections 14C. 1 and 14D. 2(b) of the
part nershi p agreenent (as anended) indeed did provide that |oans
by partners were to be repaid first, but they would not have
revealed to CGiticorp that the advances had been cl assified as
capital contributions instead of as |oans. The partnership
agreenent, as anended, never specified how much Dreyfuss and
Schubl e had advanced to GBA that was being treated as capital
contributions. Although Dreyfuss perceived these provisions in
1993 as applying to the advances, they only deal with | oans under
section 6A of the partnership agreenent, which, Dreyfuss now
concedes, was |limted to amounts | oaned after January 24, 1992.
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t he advances were treated as distributions (on account of capital
contributions) and not as partial repaynent of debt. Dreyfuss
recorded these paynents on his | edger as principal repaynents,
not as payments of interest. The ledger is entitled a “Note
Recei vabl e” | edger, but it was maintained to keep track of
advances even after they had all been definitively reclassified
as capital contributions in January 1992. The |edger was little
nore than a bookkeepi ng device to keep track of advances. It is
entitled to al nbst no wei ght in determ ning whether the advances
shoul d now be treated as debt.

Begi nning in March 1996, when Dreyfuss and Schuble realized
that GBA' s prospects for survival (nmeaning avoiding foreclosure)
were uncertain, they began exploring the possibility of treating
t he advances as a bad debt, which would give rise to an incone
tax deduction, instead of as capital contributions for which no
deduction woul d be available. Utimtely they settled upon the
tactic of selling the notes for a pittance to PWA and Security
Trust in 1998, and treating the loss as a capital loss on their
incone tax returns for 1998, a course that their accountants
advised would less likely give rise to challenge by the Internal
Revenue Service, and which would avoid the necessity of being
able to prove when the obligation becanme worthl ess.

F. The Sale of the 1994 Notes to PWA and Security Trust

On Novenber 26, 1997, the two 1994 notes were sold to PWA
and Security Trust for $15,000 each--a 99.5% di scount off their

face value. John Freeman, a client of Dreyfuss Brothers, Inc.,
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negoti ated the sale on behalf of PWA and Security Trust (PWA
being his wholly owned corporation and Security Trust a trust for
his nother). Freeman is a sophisticated real estate investor and
was aware of the difference between debt and equity. Freeman
made no inquiry regarding how the notes were classified on the
tax returns and ot her books and records of GBA, Dreyfuss, and
Schubl e; he did not even exam ne the notes before the sale was
concluded. Instead, Freenman insisted upon and received a
Negotiati on and Transfer Agreement requiring Dreyfuss and Schubl e
to indemmify PWA and Security Trust for all fees and expenses
incurred in defending their status as holders in due course and
as creditors of GBA. Dreyfuss and Schuble warranted that the
notes represented “obligation of Georgetown to Dreyfuss for suns
advanced to, or paid on behalf of, Georgetown by Dreyfuss,” with
the right to rescind the purchase if the warranty proved untrue.

Freeman was aware that the property was encunbered by
Cticorp’s loan and that the notes represented a high risk
dependi ng on the uncertain outcone of any workout with Cticorp
or of a bankruptcy filing by GBA, with any forecl osure by
Citicorp certain to render the notes worthless. He was al so
aware of Dreyfuss and Schuble’s desire to sell the notes and
claima tax | oss on the sale.

Freeman’s inquiries fell short of any standard of good faith
inquiry into whether these notes represented debt or equity.

11

The evidence is overwhelmng that the two 1994 notes
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totaling $4.65 mllion represented equity contributions, not
debt. The notes thus will be classified as interests in the
debtor, as that termis used in the Bankruptcy Code, instead of
as cl ains.

Al 't hough GBA reclassified the $4.65 mllion in advances as
debt in 1998 when it filed its 1997 income tax return, that
recl assification cannot undo the true character of the advances.
Under the 1992 anmendnent to the partnership agreenent, the
advances were treated as capital contributions. That
characterization was consistent with the tilting of tax | osses
and of the partnership’ s econom c benefits to the only two
partners (Dreyfuss and Schubl e) who had nade the advances. |If
t he advances were | oans, there would have been no justification
for tilting GBA's financial benefits al nost exclusively to
Dreyfuss and Schubl e.

Authority to treat the advances as equity interests arising
fromcapital contributions, and not debt, despite the issuance of
prom ssory notes is well supported by the case law. See, e.qg.,

In re Cold Harbor Assocs., L.P., 204 B.R 904, 915 (Bankr. E.D

Va. 1997); 4 COLLI ER ON BANKRUPTCY § 510.05 (15'" ed. Rev. 1998).
This is not an exercise in equitable subordination. |In Unsecured

Creditors’ Commttees v. Pioneer Commercial Fundi ng Corporation

(In re Pacific Express, Inc.), 69 B.R 112, 115 (B.AP. 9" Cir.

1986), the court held that the Code provisions regarding
al | omance and subordi nation of clainms “do not provide for

[ subordi nation via] the characterization of clains as equity or
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debt.” But that court mssed this elenental point: if a
particul ar advance is a capital contribution, it never becones a
claim The debt-versus-equity inquiry is not an exercise in

recharacterizing a claim but of characterizing the advance’s

true character. |If the advance is not a claimto begin wth,
t hen equi tabl e subordinati on never cones into play. See Mtthew

Nozemack, Note, Mking Sense Qut of Bankruptcy Courts

Recharacterization of Cdains: Wiy Not Use 8 510(c) Equitable

Subor di nati on?, 56 Wash. & Lee L. Rev. 689, 712-20

(1999) (“Note”)(criticizing Pacific Express).

The court need not recite all of the various factors courts
exam ne to determ ne whether advances are debt or equity. These
advances were nmade with no fixed date for expecting repaynent,
wi t h paynment dependi ng on the success of GBA, and with the
partners intending to treat these as capital contributions under
the 1992 anendnment of the partnership agreenent. The various

factors (recited at length in Cold Harbor) wei gh overwhel m ngly

in favor of classifying these advances as capital contributions.
| f ever a case existed in which notes nust be classified as
capital contributions, this is it, regardl ess of what test may be
used. See Note, 56 Wash. & Lee L. Rev. at 720 (suggesting that
focus on undercapitalization al one would be inappropriate).
|V

The defendants assert that PWA and Security Trust are

hol ders in due course and that, on this basis, they are i mune

fromthe advances represented by the notes being characterized as
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capital contributions. This extraordinary contention would all ow
equity contributions to be converted into debt through the sinple
expedi ent of selling notes that were issued to represent the
equity contributions. The court will not allow such | egerdenain
to convert what was a capital contribution into a debt
obligation, transmuting what was pyrite into gold.

Even when hol der in due course status is available, it does
not bar a bankruptcy court fromdeterm ning the true character of
the obligation represented by the note. Under D.C. Uniform

Commer ci al Code (“UCC’')?* & 3-305,2% a holder in due course is

2 The UCC is subtitle | of title 28, D.C. Code Ann.
(consisting of 88 28:1-101 through 28:11-108 of that title).

24

UCC 8§ 3-305 provides in pertinent part:

(a) Except as stated in subsection (b) of this section,
the right to enforce the obligation of a party to pay an
i nstrunment is subject to the foll ow ng:

(1) A defense of the obligor based on (i) infancy of
the obligor to the extent it is a defense to a sinple
contract, (ii) duress, lack of |egal capacity, or illegality
of the transaction which, under other law, nullifies the
obligation of the obligor, (iii) fraud that induced the
obligor to sign the instrument with neither know edge nor
reasonabl e opportunity to learn of its character or its
essential terms, or (iv) discharge of the obligor in
i nsol vency proceedi ngs;

(2) A defense of the obligor stated in another
section of this article or a defense of the obligor that
woul d be available if the person entitled to enforce the
instrunment were enforcing a right to paynent under a sinple
contract; and

(3) Aclaimin recoupnent of the obligor against the
original payee of the instrunment if the claimarose fromthe
transaction that gave rise to the instrunment; but the claim
of the obligor may be asserted against a transferee of the
instrunment only to reduce the anobunt owi ng on the instrunent
at the time the action is brought.

(b) The right of a holder in due course to enforce the
obligation of a party to pay the instrunent is subject to
defenses of the obligor stated in subsection (a)(1) of this
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only protected fromcertain defenses to the right to enforce the
obligation to pay the instrunent. That has nothing to do with
the holder’s rights (under its indisputable right to paynent) as
agai nst creditors of the estate. Specifically, it has to do with
defenses to paynment, not the classification of the note as
representing a debt or equity obligation (that is, an “interest”
in the debtor, as that termis used in the Bankruptcy Code).

The classification of the obligation as a debt (liability on
aclaim or an equity interest (referred to the Bankruptcy Code
as sinply an “interest” in the debtor) is not a “defense of the
obligor” to the right to enforce paynent of the notes under UCC §
3-305. Rather, it is sinply a classification of the note
obl i gations for purposes of participation in the bankruptcy case.

Al though the term“interest” is not defined in the
Bankruptcy Code, it is universally understood to nean an equity

interest in the debtor. See Bank of Am Nat’'l Trust & Sav. Ass’'n

V. 203 North LaSalle Street Partnership, 119 S. C. 1411, 1412,

1424-25 (1999) (applying the term*®“interest” as contained in 11
US C 8§ 1129(b)(2)(B)(ii)(“retain under the plan on account of

such . . . interest any property”)); Norwest Bank Wrthington v.

Ahlers, 485 U. S. 197 (1988). An equity interest is an ownership
interest in the debtor with all of the rights to paynent fromthe

debtor’s estate arising fromequity contributions to the debtor.

section, but is not subject to defenses of the obligor
stated in subsection (a)(2) of this section or clains in
recoupnent stated in subsection (a)(3) of this section
agai nst a person other than the hol der.

[ Enphases added. ]
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Thus, for purposes of confirmation of a plan, interests are
treated as junior to clainms. 11 U S.C. 8§ 1129(b)(2)(B) and (C).
And 11 U.S.C. 8 101(16) provides an illustration of an interest:
the term“equity security” is defined to include “interest of a
limted partner in a limted partnership.” That is precisely the
“interest” status that Dreyfuss and Schubl e occupied in being
entitled to paynents from GBA in exchange for their capita
contributions. Their rights to paynent were on account of
“interests” in GBA, not clains.

Al though 11 U. S.C. 88 101(5) and 101(12) define “claint as a
right to paynent and “debt” as liability on a claim these
definitions obviously do not include a right to paynent based on
an equity security or other interest in the debtor arising from
capital contributions. That the interest in the debtor gives
rise to a right to paynent does not make that interest a claim

The Bankruptcy Code contenpl ates that hol ders of equity
interests are not entitled to participate as neaningfully in a
bankruptcy case as are holders of clains for debts owed.® It is
i ncunbent upon the bankruptcy court to make a determination in
the case whether a particular obligation is an equity interest
obligation or instead a debt obligation. The classification of

obligations as debt or equity is not a defense to the obligation;

% Gignificantly for this bankruptcy case, a plan cannot be

confirmed unless it is accepted by at | east one class of clains;
acceptance by a class of interests does not suffice. 11 U S.C 8§
1129(a)(10). By getting the 1994 notes classified as interests
instead of clains, Citicorp will defeat the debtor’s ability to
have its proposed plan confirned.
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it is sinply a function of adm nistering the rel ati ons between
creditors and equity interest hol ders.

Al though Citicorp argues that federal law is suprene and
overrides any conflict with state holder in due course doctrine,
there sinply is no conflict here. That state |aw doctrine sinply
addresses the narrow question of defenses of the obligor to
paynent, not the question of the treatnent accorded that right to
paynment in the bankruptcy case.

Thus, the holder in due course doctrine does not bar
according secured status to a lien holder ahead of an unsecured
note holder. Nor does the doctrine preclude contractual
subordi nati on or equitable subordination of the note hol der as
against creditors under 11 U.S.C. § 510(a) and (c).? Nor does
the doctrine bar distribution to creditors entitled to priority
under the distribution schenmes of the Bankruptcy Code?” prior to
paynent of the note holder. Nor, as here, does the doctrine
preclude classification of the obligation, according to its true
character, as debt or equity.

PWA and Security Trust, even if holders in due course, took

the notes with all of the infirmties (other than defenses to the

%6 Contractual and equitable subordination apply only to

clainms, not to interests. |If a note represents a clai magai nst
the debtor (instead of an interest in the debtor), then 8§ 510 can
be applied to the notes. |If the note represents an interest

i nstead, there is no need to invoke contractual or equitable
subordi nation: the note obligation is already junior by virtue of
bei ng an interest.

 See, e.g9., 11 U.S.C. § 726(a) (giving certain creditors
a priority of distribution ahead of other creditors) in a chapter
7 liquidation case.
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right to paynent) that they mght suffer in a bankruptcy case.
There was no guarantee under UCC 8§ 3-305 that they m ght
encounter creditors entitled to paynent ahead of paynent of their
not es under the various rules of |aw-including the one applied
here--which coul d be brought to bear in the bankruptcy case.
\Y

The court bypasses the issue of whether PWA and Security
Trust were not holders in due course based on notice or |ack of
good faith. Nevertheless, the court notes that Freeman (on
behal f of PWA and Security Trust) never exam ned the notes; never
asked for any GBA records evidencing these notes as | oans nade by
Dreyfuss and Schubl e; and, despite his sophistication as a real
estate entrepreneur and his understanding of the distinction
bet ween debt and equity, failed neaningfully to inquire whether
these obligations were for capital contributions or |oans. The
transfer agreenments only recite that the notes represent
obligations for anpbunts advanced by Dreyfuss and Schuble. This
illustrates the inportance that the holder in due course doctrine
not be expanded to bar a bankruptcy court’s determ ning whet her
the note obligations represent debt or equity.

Vi

The court bypasses the issue of negotiability, a

prerequi site for holder in due course status. The court assunes,

wi t hout deciding, that the notes are negotiable such that hol der

34



in due course status could be avail abl e. ?®
\Y/l

The court rejects the defendants’ defense of prom ssory
estoppel. They assert that G ticorp’s execution of the 1993
amendnent of the loan nodification bars it fromcontesting the
debt character of the advances. That anendnent allowed GBA to
pay debt service--neaning interest--to Dreyfuss and Schubl e on
t he advances which Dreyfuss represented i naccurately constituted
| ndebt edness. The defendants, in other words, are inequitably
trying to hoist thenselves up to a superior position by virtue of
Dreyfuss’s m srepresentations, which were innocently accepted by
Cticorp.

In Choate v. TRW Inc., 14 F.3d 74, 77-78 (D.C. Cr. 1994),

cert. denied, 512 U S. 1221 (1994)(applying D.C. and Virginia

l aw, wi thout deciding which controlled, as dictating sanme
result), the court observed that

the prom ssory estoppel doctrine is that a prom se that the
prom sor shoul d reasonably expect to induce action or
forbearance of a definite and substantial character on the
part of the prom see and that does induce such action or

8 The notes were not negotiable instruments when they were

I ssued in 1994 because they contained a variable interest rate,
whi ch destroyed negotiability. Beitzell & Co., Inc. v. FDIC (In
re Beitzell & Co.), 163 B.R 637, 645 n.5 (Bankr. D.D.C. 1993);
1301 Connecticut Ave. Assocs. Vv. Resolution Trust Corp. (In re
1301 Connecticut Ave. Assocs.), 126 B.R 823, 831 (Bankr. D.D.C
1991). A 1995 anendnent of the District of Col unbia UCC all ows
prom ssory notes to contain variable interest rates w thout
destroying negotiability. 1In contrast to Maryland, which
expressly nmade a simlar anendnent retroactive, the District of
Colunbia failed to address whet her the anendnment woul d have
retroactive effect. The court does not decide the difficult

i ssue whet her that anmendment applies retroactively to the 1994
not es.
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forbearance is binding if injustice can be avoided only by
enforcenent of the promse. Ganfield v. Catholic
University of Anerica, 530 F.2d 1035, 1042 (D.C. Gr. 1976)
(citing RESTATEMENT OF CONTRACTS, § 90). . . .

. . . But a promse is "an expression of intention that
the prom sor will conduct hinself in a specified way or
bring about a specified result in the future, comunicated
in such a manner to a prom see that he may justly expect
performance and may reasonably rely thereon. 1 CORBI N ON
CONTRACTS § 13 (1963).

Citicorp’ s execution of the 1993 anmendnent was not a prom se that
if the advances by Dreyfuss and Schubl e were capital
contributions then Gticorp would neverthel ess treat them as debt
for purposes of any bankruptcy case that GBA filed. The issue of
whet her the advances constituted debt or equity never arose in
the negotiations. Even if the execution could arguably be

construed as a promse, it could not reasonably be construed as a

prom se: Dreyfuss well knew that the advances were intended by
the partnership to be treated as capital contributions insofar as
Dreyfuss and Schubl e’ s rights agai nst GBA were concer ned.
Moreover, it would be an injustice to enforce any such prom se,
as enforcenent would allow Dreyfuss’s fal se representations to
Citicorp that the advances were owed as debts to becone a prom se
by Citicorp.

Finally, the defense nust al so be rejected because there is
no evidence that GBA relied on such a prom se as fixing the
character of the advances for all purposes, or that if there were
such reliance, Citicorp should have reasonably expected the

prom se to induce such reliance. See Bender v. Design Store

Corp., 404 A 2d 194, 196 n.1 (D.C. 1979)(quoting Restatenent of
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Contracts 8 90 (1932)). "Estoppel is a tort doctrine. The
rationale of Section 90 is that justice requires the defendant to
pay for harm caused by foreseeable reliance upon the performnce

of his promse." Arnold s Hofbrau, Inc. v. George Hynman Constr.

Co., Inc., 480 F.2d 1145, 1148 (D.C. Gr. 1973)(quoting Warren A

Seavey, Reliance Upon Gratuitous Prom ses or O her Conduct, 64

Harv. L. Rev. 913, 926 (1951)).

Nor does equitable estoppel apply. That doctrine requires a
m srepresentation of fact by the party agai nst whomthe doctrine
is to be enforced, made to a party who is not aware of the true

state of affairs. Jackson v. Security Fin. Goup (lInre

Jackson), 42 B.R 76, 82 (Bankr. D.D.C. 1984); In re Washi ngton

Medical &tr., Inc., 10 B.R 616 (Bankr. D.D.C. 1981). Here, GBA

wel | knew the true facts, and it was Dreyfuss, on GBA s behal f--

not Citicorp--who was m srepresenting the facts. To apply the
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doctrine here would be a perversion of the doctrine.

Concl usi on

A judgnent follows in accordance with the foregoing.

Cct ober 15, 1999.

S. Martin Teel, Jr.
Uni ted States Bankruptcy Judge

Copi es to:

David F. WIlians, Esq.

Cadwal ader, W ckersham & Taft
1333 New Hanpshire Avenue, N W
Washi ngt on, DC 20036

Janet M Nesse, EsqQ.
Morrison & Hecker L.L.P.
1150 18'" Street, N W
Washi ngt on, DC 20036

Steven L. Greenfeld, Esq.
Gns & Geenfeld P.C
2021 L Street, N W
Suite 200

Washi ngt on, DC 20036

Peter A. Greenburg, Esq.
G eenburg & Geen, P.A
51 Monroe Street

Suite 707

Rockvill e, MD 20850- 2407

Ofice of the United States Trustee

115 South Union Street, Suite 210
Al exandri a, VA 22314
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