Bankruptcy Outline

I. Introduction

a. Goals of Federal Bankruptcy

i. Fresh Start: Designed to relieve the honest debtor of his debts and to provide him the opportunity for a fresh start financially.

ii. Forum for Creditors: 

1. Unsecured creditors are protected from acts such as selective repayment of particular creditors shortly before bankruptcy and fraudulent transfers of the debtor’s property

2. Secured creditors are ensured that their interest in collateral will be adequately protected under statutorily defined circumstances

b. Players

i. US System: 91 Judicial districts w/ at least one bankruptcy judge in each district

1. Article I Judges

ii. Office of US Trustee: responsibility of administering the bankruptcy, including appointment and supervision of bankruptcy trustees

1. Before 1978, referees (now judges) would choose who would be the trustee, but led to impropriety

2. Purpose of office is to separate the administrative and judicial functions in bankruptcy cases

3. Trustee monitors the assets of the debtor

iii. Private Parties: Debtor, creditors, private trustees (Ch. 7 and 11 only)

1. Debtor is only a person (individual, partnership, or corporation) that resides or has a domicile, place of business or US property

a. Do not have to be insolvent

b. Corporations include business trusts and most companies or associations with corporate attributes, except limited partnerships

c. Sources of Law

i. Title 11: major source of law

ii. Title 18 & 28: bankruptcy crimes and judicial

iii. Bankruptcy Procedure

iv. Local Bankruptcy Rules: most courts have their own website w/ info

v. UCC §9

d. Bankruptcy Code (Title 11)

i. §§101… Definitional

ii. §§300… Administrative Sections

iii. §§501… General (assets, claims)

iv. 2 types of Bankruptcy

1. Ch. 7 – Liquidation
a. Contemplates an orderly procedure by which the trustee collects the assets of the debtor’s estate, reduces them to cash, and makes distributions to creditors, subject to the debtor’s right to retain certain (exempt) property and the rights of secured parties in their collateral

i. Always have a trustee who is usually a private lawyer or an accountant

1. Get paid a % of what they distribute (§326)

ii. Only an individual can be discharged here, not corporations, but corporations can still file

iii. Railroads, both domestic banks, foreign banks engaged in business in the US, and small business investment companies are not eligible

1. Note: foreign banks not engaged in business in the US, but that own property are eligible

2. Ch. 9, 11, 12 13 – Reorganization
a. Ch. 9: Municipalities

b. Ch. 11: designed primarily for business organizations to continue operating a business and to repay creditors concurrently through an acceptable plan of reorganization confirmed by the court using assets of the estate or postconfirmation earnings.

i. No trustee is default rule

ii. Very expensive b/c involves many committees and professionals

iii. Office of US Trustee does hearing for creditors, who must vote on a plan for payment

1. Debtor presents plan for payment

c. Ch. 12: similar to Ch. 13, but for family farmers

i. Standing trustee, but very limited role

d. Ch. 13: method by which an individual (not corp.) with regular income may repay all or a portion of her indebtedness over a period of time, pursuant to a plan proposed by the debtor and confirmed by the court

i. Most common type of bankruptcy

ii. Can only be used by an individual w/ less than $290,525 of unsecured debt and less than $871,550 of secured debt

iii. Standing trustee, but very limited role

iv. Creditors don’t have to confirm plan

v. If a plan doesn’t provide for full payment of a creditor, then debtor must commit all disposable income to creditor’s claims over 3 years

e. Commencing a bankruptcy

i. Voluntary- debtor remedy

1. File petition w/ Bankruptcy court saying which chapter (§301)

a. Husband and wife is a joint case (§302); Only for voluntary

2. §109 describes who can be a debtor under each chapter

3. Automatic Stay commences automatically at filing

ii. Involuntary- creditor remedy

1. Can only be filed under Ch. 7 or 11

a. Can’t be filed against a farmer, a family farmer, or a nonprofit or charitable corporation

2. If debtor has more than 12 creditors, then must be filed by 3 or more creditors (§303)

3. Similar to filing a complaint, as debtor has chance to answer

a. Automatic Stay commences at filing of complaint

b. If debtor loses, then bankruptcy issued

f. Procedure

i. Appeals:

1. District Court OR

2. Bankruptcy Appellate, then to District Court

g. Security Interests

i. 3 Basic Secured Claims (§151 describes as a lien created by the gov’t)

1. Judicial Liens

2. Statutory Liens (e.g. LL lien on tenant’s property if breach)

3. Consensual Liens

a. Personal Property

b. Real Property

ii. Personal Property

1. Governed by UCC §9

2. Applies to consensual and nonconsensual

3. How to create (does not have to occur in order)

a. Value must be given by the creditor

b. Debtor has to have rights in the collateral

c. Debtor has to authenticate or sign a security agreement OR creditor has physical possession of the collateral by agreement

i. Collateral does not have to be of equal value

4. Transfers if collateral is transferred

a. Gets lien in the proceeds of what the debtor gets in exchange for the collateral

5. Perfection: ensures the security interest will be protected against all 3rd parties, including the bankruptcy trustee

a. Process

i. Fill out UCC financing statement w/ Sec’y of State,

ii. Possession, OR

iii. Particular process for item (e.g. car)

b. Special rule for consumer goods (personal, family or household purposes)

i. Don’t need to record to perfect

6. Foreclosure: if secured creditor hasn’t paid in full after foreclosure, can still get a judgment against the debtor, then becomes unsecured for the difference

iii. Real Property

1. Deed of trust

a. Recorded w/ County Recorder

b. Conveyed to 3rd party

c. Creditor will have a security interest in income derived (e.g. rent, profits, etc.)

i. Since rent is cash collateral, can’t use unless 3rd party consents or court allows

d. If personal property on it becomes a fixture, must file a fixture filing in Sacramento

iv. Judicial Liens

1. Two ways to obtain

a. Pre-Judgment Writ of Attachment

i. Grants lien in the event they will win at trial

ii. Can only do for a contract claim

b. Levy on Judgment (e.g. garnishment, seizure of property)

i. Obtained following a judgment

2. Real Property Foreclosures

a. Judicial: only done if huge deficiency anticipated after sale

b. Non-judicial- CA 90-day notice

i. Up to 5 days of sale date, just have to pay amount in arrears

ii. W/n 5 days, must pay full loan

II. The Bankruptcy Estate

a. Property of the Estate (§541 – applies to all chapters)
i. Creates automatically upon filing of a petition

ii. All legal and equitable interest in property goes into the estate §541(a)(1)

1. Only property at the filing

2. Policy: allows debtor a fresh start

3. Whatever infirmities (e.g. liens) the property has are included w/ the estate

4. Example: tort case

5. US v. Whiting Pools: ( owed over $92K in taxes.  IRS put a tax lien on the property.  Soon after, they seized the property (did not foreclose).  The next day, ( filed for Ch. 11.

a. IRS is bound by the automatic stay, like any other creditor

b. Property here, debtor could use, so it should be there for turnover

i. Strong policy favoring reorganization §542

c. Don’t address what would have happened if a Ch. 7

i. Balancing might weigh in favor of creditor b/c the property wouldn’t be necessary for liquidation

d. Hypo: What would have happened if the IRS had seized and foreclosed?

i. Debtor’s interest would be gone at sale, so property or proceeds would not be turned over

iii. Community Property §541(a)(2): all community property goes into the estate

iv. Certain Property Acquired Post-Petition 541(a)(5)

1. Debtor acquires or becomes entitled to acquire the following w/n 180 days after filing:

a. Bequest, devise, or inheritance

b. Result of a property settlement w/ debtor’s spouse, or of an interlocutory or divorce settlement degree

c. Beneficiary of life insurance

v. Post-Petition Income §541(a)(6): Proceeds, product, offspring, rents and profits from property of the estate are included

1. Example: Kittens born to a Persian cat after filing

2. Exception: Income from services are excluded for Ch. 7 & 11

a. In re Ryerson: Appointed to become district manager and entitled to be paid commission when his employment is terminated.  He filed bankruptcy before termination on 2/10/81.  He was terminated on 11/1/81 and his commission was $18,000.

i. Court really doesn’t describe a test

ii. Would want to have records to show a proper apportionment of time

b. Note: Pending bankruptcy bill would repeal this exception

vi. §541(a)(7): If trustee enters into K after filing, it’s part of estate

vii. §541(c): Invalidates any provision of nonbankruptcy law or a contract that restricts the transfer of property rights so they don’t transfer to the estate on bankruptcy (i.e. invalidates an ipso facto clause)

1. Example: Lease is property of estate, even if says to the contrary

2. Policy: Prevents a state or private party from circumventing §541

viii. §554 permits the court to abandon property b/c of no value or benefit to the estate

b. Certain Property That Won’t Go Into BE §541(b) & (c)
i. (b)(1): Powers only exercisable for the benefit of a 3rd party (e.g. trustee)

ii. (b)(2): If non-residential real property lease expires on its own terms 

iii. (c)(2): Spend thrift trust

1. Patterson v. Shoemate: ERISA 401(k) plan was held to be a spend thrift trust, and thus, not part of the estate

2. However, property subject to a constructive trust is part of estate

c. Exemptions from the Bankruptcy Estate

i. Only individuals can get (not corporations)

1. Policy: Debtor needs those assets to live on so not destitute

ii. Prior to 1984, you had a set of federal and state exemptions §522(b)

1. Debtors could choose the federal or the state set

2. B/c of constitutional problems, Congress allowed states to opt out

a. Now, most states (40) have opted out, including CA

i. CA set up another set which a debtor can choose that’s almost identical to the federal set

1. Joint debtors can only choose one set

iii. Security Interest overrides any exemption

1. Example: Exemption $10K, House $30K, Loan $25K

a. Secured Loan gets $25K, Exemption of $5K, Bankruptcy Estate gets $0

iv. Examples:

1. Homestead: CA is up to $75K

2. Others: IRAs, insurance, automobiles

v. Procedure for Claiming

1. FRBP 4003(a): Must file with schedule of assets w/n 15 days of filing petition; dependent can file exemptions later if debtor fails

a. Amendments: FRBP 1009: Debtor is allowed to amend at any time up to the closing of the estate

i. If debtor is late, then property of estate

b. Can get extension

2. Objection: trustee or creditor has 30 days after §341(a) meeting of creditors [FRBP 4003(b)] or must file for an extension for cause w/n those 30 days (Burden of proof on objector)

d. Avoiding Judicial Liens For Impairing Exemptions

i. §522(f)(1): Debtor can avoid the fixing of a lien on an interest of the debtor in property to the extent it impairs the exemption amount

1. Exception: no avoidance of judicial lien for spousal or child support, or alimony

ii. Procedure: do pursuant to FRBP 7001 adversary proceeding

iii. §522(f)(2)(A) permits only avoidance of a lien consistent with apportion

1. In re Silvera: FMV $157K, Mortgage $117,680, Judicial lien $209,500.  Debtor claimed an exemption of $15K and sought to avoid the entire lien.

a. Amount Avoided = All Liens + Exemption – FMV

i. Thus, Amount Avoided = $117,680 + 209,500 +15,000 – 157,000 = $185,180

ii. Thus, Portion Not Impairing The Lien= Judicial Lien – Amount Avoided

2. Policy: Future Appreciation goes to the debtor

iv. §522(f)(1)(b) allows avoidance of up to $5K of a nonpossessory, non-purchase money security interest over implements, professional books, farm animals, or crops (can’t avoid if creditor has perfected by taking possession)

1. Non-purchase money security interest: loan not used to purchase the asset that’s collateral

2. Note: Congress wanted a similar measure in the recent bankruptcy bill for homestead exemption

3. In re Liming: $15K loan had $30K tractor as collateral.  BC held debt non-dischargeable, but still allowed lien to be avoided b/c state law provided an exemption.

a. Avoidable b/c covered by an exemption b/c decided under old law

b. Hypo: If decided under current federal bankruptcy law, could all be discharged? No, only $5,000

e. Conversion of nonexempt property to exempt property on the eve of a bankruptcy

i. If done to place the property beyond the reach of creditors, without more, then won’t deprive exemption

ii. To be denied, must act w/ actual intent to hinder, delay, or defraud creditors 

1. Court will examine on a case-by-case basis

a. Norwest v. Tveten: A doctor had converted $700K worth of non-exempt property into life insurance policies, which were completely exempt.

i. Court said conversion was extrinsic evidence, focusing on the fact that exempt property was no limit non-homestead exemption.

b. Hanson: Farmers sold their son some vehicles for FMV on the eve of filing bankruptcy.  They used a total of about $30K to purchase some life insurance policies and pay on their homestead mortgage.  SD law allowed them to exempt $20K on their life insurance policies while the homestead exemption was unlimited.

i. Need extrinsic evidence of fraudulent intent

2. Example: transfer of property for < FMV

3. Asking Questions about Norwest and Hanson

f. Asset-Protection Planning

i. Bankruptcy will never be an option for people who have engaged in this type of planning, such as offshore accounts, b/c discharge will be denied pursuant to §727

ii. Generally, involves people engaged in very risky situations w/ a very high net worth 

III. Claims

a. Introduction

i. Claim: very broad definition; any right to payment in law and equity, including unliquidated, contingent, unmatured, disputed, or not reduced to judgment §101(5)(A)

1. Right to an equitable remedy for breach of performance is included if such breach gives rise to a right to payment §101(5)(B)

2. A claim against the debtor’s property is a claim against the estate §102(2)

3. §502(c) leaves it to the court to decide on the most efficient and reliable means of making the estimation for contingent and unliquidated claims

ii. Bankruptcy discharges all debts

1. A debt is a liability on a claim 

iii. Proof of claim( Creditor must file §501

1. Need some evidence concerning the validity

a. If unsecured claim based on K, must include copy of K

2. Creditor must comply w/ formalities

3. Only recognized claims will be paid if and when that particular class of creditors gets paid

iv. Notice

1. All creditors whose claims are scheduled by the debtor should be notified by the clerk of the court

2. If notice falls outside of the 90-day exception period, §726(a)(2)(C) allows a creditor in Ch. 7 to share in the estate at the second-tier level if the late claim is filed in time to permit payment

v. Deadline

1. Ch. 7, 12, & 13: ordinarily must be filed w/n 90 days after the first date set for the §341 meeting, strictly subject to 5 exceptions FRBP 3002(c)

a. If filed by a governmental claim, it is not late if not later than 180 days after the date of the order for relief

b. If infant or incompetent person and in the interest of justice and will not unduly delay the case, 

c. A claim arising from the rejection of an executory K or an unexpired lease

d. Exception in Ch. 7: If there are no assets, then there is no deadline and a claim can be filed when/if assets are found

2. Ch. 11: court fixes the date

a. May be extended for excusable neglect; court will look at:

i. The danger of prejudice to the debtor,

ii. The length of delay and its potential impact on judicial proceedings,

iii. The reason of delay, including whether it was w/n the reasonable control of the claimant, AND

iv. Whether the claimant acted in good faith

vi. Objecting: Debtor can object, using grounds in §502(b)

1. Unenforceable by agreement or law (e.g. release) (b)(1)

2. Unmatured interest (b)(2)

3. If property tax and such claim exceeds the value of the interest of the estate in the property (b)(3)

4. If for an insider or an attorney of the debtor, the extent to which the claim exceeds the reasonable value of such services (b)(4)

5. Damages resulting from termination of real property lease (b)(6)
a. Damages are limited to the greater of:

i. One year of rent damages OR

1. 15% of rent damages (not to exceed 3 years)

b. Plus any unpaid rent due under such lease

i. Up to earlier of filing date or repossession

6. Employment K damages are limited to one year of compensation plus any unpaid compensation due from the earlier of: (b)(7)

a. The filing date OR

b. The date of termination

b. Secured Claims

i. Top Priority: holder of a secured claim has top priority

ii. Amount = value of the collateral §506(a)

1. If undersecured, then, amount of claim – collateral = unsecured

iii. What happens to the collateral?

1. In Ch. 7, task of the trustee is to dispose of assets that are secured and distribute the funds from sale

a. Even if creditor is oversecured, he’s only paid amount of claim

b. If collateral is undersecured, trustee will usually abandon the property and let the creditor get remedy at state law

2. In Ch. 11, 12, 13, debtor has plan that allows him to keep most of the property of the estate, including things w/ secured claims

iv. Effect of discharge

1. Ability to pursue debt in personam is discharged, but lien rides through the bankruptcy

a. Can still foreclose on the collateral, but can’t get money above the value of the collateral

b. Lien can be specifically avoided by the bankruptcy court

v. Determining the Value of the Collateral

1. Question of fact, determined by looking at: 

a. Purpose of the valuation 

i. Example: liquidation, adequate protection, confirmation of repayment plan

b. Intended disposition or use
i. If permitted to foreclose, then liquidation value

ii. If debtor intends to keep and use in Ch. 13 over objection of creditor, proper valuation is replacement value 

1. Associates Comm. Corp. v. Rash: Rash’s purchased truck w/ loan.  Later, file Ch. 13.  ACC urged replacement value, while Rash wanted liquidation value.

a. Replacement value more appropriate for proposed use

b. Replacement value: Whether retail, wholesale, or some other value depends on the type of debtor and the nature of property

c. Court said that if Ch. 7, liquidation value would be supportable if wasn’t retaining the truck

vi. Post-Filing Interest §506(b)

1. If oversecured, creditor can get interest if provided for in the agreement up to an amount equivalent to the value of excess of the collateral, plus reasonable costs provided under the agreement 

a. Interest payments cease once creditor has been given the value of the equity cushion (amount in excess of collateral)

2. Interest is paid on the entire obligation, while total amount allowed to be paid is: excess value of collateral + reasonable costs

a. Can get if nonconsensual and required by law (e.g. tax lien)

3. Can’t get if undersecured; then can’t get for unsecured

4. Necessary and reasonable costs of preserving or disposing of the collateral are deducted first from interest payments allowed

vii. Avoiding Liens under §506(d)

1. Unless a claim is disallowed, then you can’t avoid it

a. In a Ch. 7, you can’t strip down a claim on real property to the value of the collateral (Dewsnup v. Timm)

i. Might not apply in a Ch. 11 when dealing w/ something other than a personal residence

ii. Norwest extended this to Ch. 13 if for personal residence

2. Also, a valid lien securing a creditor’s claim passes through bankruptcy and survives, even if the secured creditor did not file a proof of claim

viii. Surcharges for Trustee or Debtor-in Possession Expenses §506(c)

1. To the extent that a secured creditor benefits directly from the preservation or disposition of collateral, the trustee or DIP may be reimbursed from the collateral for the necessary and reasonable costs of preserving or disposing of the collateral

a. This surcharge is paid ahead of an award of post-petition interest or fees to an oversecured creditor.

b. Generally, courts are very hostile to awarding these

c. Usually, must make specific showing that expenses were necessary to preserving or disposing of the estate

c. Estimation of Claims

i. Future Claims

1. §502(c) requires contingent or unliquidated claims to be estimated where necessary to prevent undue delay in the administration of the estate.

a. Leaves it to the court to decide on the most efficient and reliable means of making the estimation

b. Piper Aircraft: Plane company filed for Ch. 11.  They sold all of their assets to Pilatus.  Piper could have been susceptible to future tort claims from crashes.  Agreement required Piper to set up a Legal Representative to pay off future liabilities.  Creditor committee objected.

i. Issue: Does the scope of a claim entail these future tort actions?

1. No

ii. Pre-petition Test: only for people w/ a pre-petition relationship w/ the debtor

1. Look to: can you give the group notice

2. Professor thinks you could set up a trust for the present owners of airplanes.

ii. Equitable Claims

1. §502(c)(2) requires that if a right to an equitable remedy for breach of performance gives right to payment, the court must estimate the claim for the purpose of the allowance

a. In re Ward: Franchise agreement b/n Ward and Maids w/ a covenant not to compete clause.  Ward started competing after filing B so the Maids went to BC to get an injunction.

i. Issue: Is an injunction request a claim?

1. Yes, the court can figure the amount

d. Priority Claims

i. Introduction

1. In Ch. 7, secured claims are always paid first

2. Afterwards, §726 sets forth the priority

ii. Administrative Claims: necessary expenses and costs to preserving the estate, such as wages for services and goods purchased after filing

1. Example: accountants, lawyers, 

2. Policy: So people will deal w/ the debtor and b/c the money was used to preserve the estate

3. Matter of Jartran: Jartran leased truck and had an agreement w/ Tinsley for advertising.  Tinsley wanted this as an administrative expense when Jartran filed Ch. 13 b/c the book wasn’t filed until after the filing and necessary for a successful reorganization.  Claimed it was post-petition.

a. Not an administrative expense b/c transaction occurred before filing, so therefore was not a post-petition expense

iii. Creditors who loan money b/n time involuntary petition was filed and it was granted

iv. Wages (includes severance pay, vacation pay, sick leave) earned by an individual and/or sales commissions earned by independent sales reps who are individuals or a corporation w/ only 1 employee

1. Money earned limited to w/n 90 days of filing and to an aggregate of $4,650/ employee 

v. Contribution to Employee benefit plans w/n 180 days of B

1. Limited to: [(# of employees) x ($4,650 /employee)] -  [(money paid under third priority) + (total amount paid by BE to any other benefit plan for such employees)] 

vi. Grain producers…

vii. Claims of individual for both customer deposits for household goods (e.g. layaway plans) or for household services not rendered, subject to $2,100 limit

1. Taxes:

a. Income Tax: only for income tax for which a return was last due w/n 3 years of petition

b. Property Tax: only for that which was last payable without penalty w/n one year before the date of the petition

IV. Discharge

a. Introduction

i. Statutes: Ch. 7: §727; Ch.11: §1141; Ch. 12: §1228; Ch.13: §1328

ii. Effect of Discharge

1. Debtor is relieved of all personal liability of debts discharged

a. Note: if secured claim, can still enforce a valid lien in rem against the property securing the debt

2. Grants injunction against collection of debt

b. Denial of Discharge in Ch. 7

i. Procedure to Object to Discharge FRBP §7001

1. File a complaint in BC w/n 60 days of first day set for §341 creditor meeting

2. Can ask court to extend the deadline, but must ask before deadline

ii. Only available to individuals §727(a)(1)

1. Note: §1141 and §1228 basically give a discharge to a corporation and a municipality b/c binds everyone to the terms of the reorganization

iii. Transfer of Property w/ intent to hinder, delay, or defraud creditors 

1. Debtor denied discharge if w/n one year before the petition filing, debtor transferred, removed, concealed, mutilated, or destroyed property w/ intent to hinder, delay, or defraud creditors or an officer of the estate entitled to possession §727(a)(2)

a. Not w/n the ordinary course of business

2. Hypo: Debtor owns house worth $100K.  Debtor is in an accident and damages go to (.  Debtor later transfer home to parents for $0.  Debtor files w/n 1 year, but before he does, his parents give him back the residence.

a. Courts are split; 9th circuit says deny

iv. Destruction or concealment of books or records §727(a)(3)

1. Discharge will be denied for destruction, concealment, mutilation, falsification of, or failure to keep books, records, documents or other information from which business transactions or financial information might be determined.

a. Matter of Juzwiak: failure to keep records caused denial of discharge 

v. Perjury, bribery, extortion, and other fraudulent acts §727(a)(4)

1. Made a false oath or account about a material issue

2. Submitted a false claim

3. Bribed or extorted someone for commission or forbearance of any action OR

4. Withheld any books, records, etc. concerning debtor’s finances

vi. Failure to adequately account for loss of assets §727(a)(5)

vii. Violation of court order or a refusal to respond to a material question §727(a)(6)

viii. If an insider, do any act described in §727(a)(2)-(6) w/n one year before filing the petition

ix. Prior discharge in a Ch. 7 or 11 w/n 6 years of filing §727(a)(8)

c. Non-Dischargeable Debts

i. Introduction

1. §523 refuses discharge for specific debt, based on

a. Status of the creditor OR

b. Debtor’s conduct

2. When determined non-dischargeable, creditor is free to pursue the debtor and attempt to recover that debt

3. Many of the provisions don’t apply for a Ch. 13 discharge

ii. Taxes §523(a)(1)

1. Income taxes owed w/n 3 years and unsecured tax claims arising during the gap period in an involuntary case in the ordinary course of the debtor’s business

iii. Fraudulently Incurred Debts §523(a)(2)

1. Claims in which debtor obtained by false pretenses and person justifiably relied upon those false pretenses (A)

a. Field v. Mans: Field sold lot to Mans and Mans agreed not to sell w/o consent.  If it ended up being sold w/o consent, the entire note would be due.  Later, Field found out Mans did transfer the property when bankruptcy was filed.  Field claimed he relied on Mans not transferring the property by not calling in the note.

i. Court said standard is justifiable reliance and remanded to determine if met

1. More subjective than the objective “reasonable” standard of financial statement fraud

2. Person is justified in relying upon a representation although he might have ascertained the falsity of the representation had he made an investigation

ii. Dissent: standard met here b/c Field was at the property all of the time so not justifiable

b. Some courts have held that using your credit card represents your intent to pay (American Express)

i. Note: still must show the representation was knowingly false and the creditor justifiably relied

2. Fraud using a false financial statement about the financial condition of the debtor is met if: (B)

a. Statement in writing

b. It was materially false

c. Intent to deceive

d. Statement related to financial condition of debtor

e. Was reasonably relied upon

i. In re Ellingsworth: offering credit cards w/o making a full credit inquiry is foolish, so was not reasonable

3. Statutory Presumption for Credit Card Purchases of Luxury Good and Cash Advances (C)

a. Cash advances and luxury goods credit card purchases owed to a single creditor aggregating over $1,150 w/n 60 days of filing

i. Goods or services that a debtor or a dependent reasonably relies for maintenance or support are not luxury items

ii. Might also be criminally liable

iv. Fine, Penalty, or Forfeiture 

1. Criminal penalties and restitution are non-dischargeable §523(a)(7)

a. Policy: Non-interference w/ federal criminal law

b. §1328(a)(3) makes restitution obligations non-dischargeable in a Ch. 13

2. Restitution settlements: court are split

v. Marital Obligations 

1. Alimony, maintenance, or spousal or child support arising out of a separation agreement, property settlement agreement, divorce decree or other court order §523(a)(5)

2. Property Settlements and “hold harmless” obligations arising from separation agreement or divorce decree §523(a)(15)

a. Dischargeable in Ch. 13

b. Burden of proof on the creditor to show that it is in connection w/ the divorce

c. Debtor can rebut by showing either: (debtor has burden)

i. The debtor does not have the ability to pay the debt

ii. The discharging the debt would produce a benefit to the debtor that outweighs the harm to the spouse or child

1. In Matter of Crosswhite: Divorce settlement where the husband agreed to hold the wife harmless on two debts to a bank.  Then, husband filed B.  Claimed discharging benefit outweighed harm to wife.

a. Court held burden of proof on him to show b/c it’s an exception, and he could not show

vi. Willful and Malicious Injury To an entity or a property of that entity §523(a)(6)

1. Example: Running over a dog

2. Punitive Damages are non-dischargeable if for willful and malicious injury §523(a)(6) 

a. Note: Would be paid very last in distribution by §726 if were discharged

i. Secured Claims

ii. Priority Claims §507

iii. All other Timely Filed Unsecured claims

iv. Untimely Filed unsecured claims

v. Punitive damages, fines, penalties

3. Cohen v. De la Cruz: Once it is established the property has been obtained by fraud, any claim arising from it is non-dischargeable

4. Policy: would be inequitable b/c of debtor’s actions

5. Kawaauhau v. Geiger: Doctor had a medical malpractice judgment against him b/c of reckless or negligent treatment.

a. Actual intent required

6. Note: Some courts require that conversion must be intentional, while accidental conversion is discharged

vii. Unscheduled Debt §523(a)(3)

1. Failure to schedule a claim is excepted from discharge if:

a. Failure to schedule

b. No notice or actual knowledge on time to file a proof of claim

i. In a no asset bankruptcy estate, there’s no time limit to file a claim, so non-scheduled debts are discharged b/c there were no assets anyway

1. In re Madaj: Foster child borrowed money from parents.  Foster child filed a Ch. 7 and didn’t put parents on schedule of creditors.  It was a no asset estate, so the bankruptcy case was closed quickly.  Later, parents found out about the B and filed to reopen the case to get debt determined non-dischargeable.

a. Discharged b/c had actual knowledge since in no asset estate, no time limit to file a claim

i. If under (a)(2), (4), (6) or (15), then would be non-dischargeable

c. If under (a)(2), (4), (6), or (15), no notice or actual knowledge on time to file a non-dischargeable complaint 

viii. Educational Loans §523(a)(8)

1. Educational loans are non-dischargeable unless undue hardship

a. Undue hardship test: (Brunner test)

i. Debtor cannot maintain a minimal standard of living if forced to pay

ii. Additional circumstances will persist during a significant period of the repayment period

1. Factors to consider: total incapacity, unlikely will ever meet obligation

2. In re Brightful: 46-year old single mother who had 2 years of college had $52K of loans.  She made $20K/yr as a legal secretary, but the year of filing, she only made $8K.  She had filed a sexual harassment suit against her employer.  Also, she had a mental disability and lived w/ her sister.

a. Court said 2nd prong was not met

b. Almost saying you must have a permanent disability

c. As a result, some courts will give a moratorium on payments for a few years

iii. Debtor had made a good faith effort to repay

1. Easy to show( some steps toward repaying

b. Policy: Much easier to get an educational loan

c. Policy: Graduates have a higher earning potential

2. Before enacted, only 1% of educational loan holders sought bankruptcy, which was the same rate as unsecured debt

a. Fear greater than reality

ix. Driving while Intoxicated

1. Any debt for death or personal injury (not property damage) resulting from driving while intoxicated or drugged is non-dischargeable (a)(9)

x. Prior Bankruptcy (a)(10)

1. A debt is non-dischargeable if debtor waived discharge or was denied discharge under §727 for any reason except for a prohibition in a subsequent Ch. 7 case filed w/n 6 years of filing a bankruptcy case in which the debtor received a discharge

d. Discrimination Against Debtors Forbidden

i. Government Unit §525(a)
1. No government unit can deny, revoke, suspend, or refuse to renew a license, permit, charter, franchise, or other similar grant to a debtor, or someone w/ whom he associates, solely b/c they had been a (i) debtor in a bankruptcy case, was (ii) insolvent before or during such a case, or has (iii) not a paid debt that was discharged.

a. Can use bankruptcy as a factor for post-bankruptcy credit

i. Toth: For the evaluation of a post-discharge credit application may consider the applicant’s future financial responsibility, so considering bankruptcy there would be just a factor, not solely
1. Losing side tried arguing it was in violation of “other similar grant”

2. Note: not available for private employers

ii. Private Employer §525(b)
1. No private employer may terminate or discriminate employment solely b/c of same three reasons 

Stays and Injunctions

e. Power to Enforce the Bankruptcy

i. §105: Court may issue any order, process, or judgment that is necessary or appropriate to carry out the bankruptcy

1. Only issue when irreparable harm will be caused to BE

2. In re Otero Mills: Court can issue an injunction to preclude enforcement of bank’s guaranteed claims against shareholders and owners

f. Automatic Stay: arises immediately at filing, even if involuntary B §362

i. (a)(1) precludes any action against the debtor that was or could have been commenced before filing or to recover a claim against the debtor that arose before the filing

1. Example: filing complaint and waiting 60 days after bankruptcy filing to dismiss

2. Ministerial act where nothing is left to an official’s discretion is not a violation of the stay

ii. (a)(2) deals w/ property of the estate – stay judgments before filing

iii. (a)(3) can’t exercise control or possession of property of the estate

1. Hypo: If creditor lawfully has possession before B, is mere retention violate the stay?

a. Majority: violates the stay b/c exercising control

b. Minority: Debtor can bring turnover action

iv. (a)(5) can’t enforce a lien on property of the debtor if arose before commencement, while (a)(4) applies to property of the estate

v. (a)(7) set-off of any debt that arose before is stayed

g. Exceptions: §362(b)

i. Government exercising police and regulatory powers

1. Does not include a governmental unit engaging in commercial transactions

ii. Establishment of paternity, an establishment of an order or modification for alimony, maintenance, or support, or the collection of property not of the estate for alimony, maintenance, or support

iii. Perfection of an interest in property is w/n the 10-day grace period

h. Termination of Stay §362(c)

i. Stay of act of property of the estate terminates when it’s no longer property of the estate

ii. The stay of any other act enjoined terminates when:

1. Case is closed,

2. Case is dismissed, OR

3. Discharge is granted or denied

i. Violation of the Stay

i. Person may be held in contempt

1. Not usually found unless person knew of the bankruptcy 

ii. §362(h): an individual who is injured by a willful violation of the stay may recover actual damages, costs, attorneys’ fees, and, when warranted, punitive damage

iii. Acts in violation of the automatic stay are void (majority position)

1. Minority: acts in violation are voidable

2. Does not depend on knowledge

3. In re Soares: Debtor purchased home and took out a $70K mortgage.  Later, the Credit Union started foreclosure proceedings and requested a default judgment, but the debtor filed bankruptcy before the judgment.  Later, the credit union filed for relief from stay, but didn’t mention the state court action that occurred after filing.

a. Foreclosure was in violation of the stay, so void

b. For retroactive relief from the stay, court will look at the equities

i. Must usually have bad faith

ii. Very difficult to get

iii. Court here did not grant b/c creditor failed to mention the state court judgment

j. Relief from the Automatic Stay §362(d)

i. Procedure for relief

1. §362(d) requires the court to grant relief after notice and a hearing if grounds for relief are shown

2. §362(e) provides for the automatic grant of relief 30 days after the application unless the court acts on it and orders a continuation of the stay

a. The final hearing must be concluded w/n 30 days of the preliminary hearing unless the parties consent to an extension or unless the court extends it for a specific time based on compelling circumstances

3. Ex Parte relief: in the exceptional case where irreparable harm to an entity’s interest in property will occur before there is time for notice and a hearing, the court may grant ex part relief §362(f)

ii. Grounds for relief

1. For Cause (d)(1)

a. Judicial Discretion on a case-by-case approach

i. In re Holtkamp: ( had a personal injury action, but 5 days before trial was to begin, Holtkamp filed for bankruptcy so it was stayed.  Court granted relief form stay when ( challenged.  Holtkamp had claimed that relief only applied to secured creditors.

1. Policy: Promotes expeditious cases and bankruptcy judges should be limited to bankruptcy cases

2. Test for state law case

a. State court promotes judicial economy

b. State law issues

c. Won’t interfere w/ the B case

d. Protection of bankruptcy estate from enforcement

b. Bad Faith in filing the bankruptcy petition, with many also have some or all of the following facts

i. One asset

ii. Secured creditors are attempting to foreclose

iii. No sources of income to fund adequate protection

c. Lack of Adequate Protection: factors to consider

i. If the stay is lifted and foreclosure proceeds, what is the claimant likely to receive?

ii. If stay is left in effect, what will happen to the value of the property in relation to the debt?

iii. What is the likelihood of successful rehabilitation?

d. Forms of Adequate Protection §361

i. Periodic Cash Payments

ii. Providing such entity an additional or replacement lien

iii. Such other protection that will result in indubitable equivalent of creditor’s interest

1. Real estate: 20% equity cushion

a. Different than equity b/c doesn’t matter if encumbered by other loans

e. Failure of Adequate Protection(Super-priority §507(b)

i. If adequate protection turns out to be inadequate, then the shortfall is treated as a priority claim that ranks ahead of all administrative expenses

f. Burden of Proof for Cause is on the party opposing relief

g. Note: Only available for holders of interest in property of the estate or debtor, such as a secured claim

2. For Zero Equity Property (d)(2)

a. The debtor does not have an equity in such property AND
i. Creditor has burden of proof for this element

b. Such property is not necessary to an effective reorganization

i. Effective reorganization is a reasonable possibility of a successful reorganization w/n a reasonable time

1. If file for relief w/n first 120 days, debtor usually has a more lenient burden

a. If after, more stringent b/c easier to ascertain debtor’s chances for success

2. United Savings v. Timbers: Timbers executed a note for $4,100,000 secured by an apartment project.  Later, they filed bankruptcy.  United filed for relief from stay.  This was an undersecured creditor b/c value was b/n $2.6 and $4.25 million, but collateral was appreciating.

ii. Party opposing relief has burden of proof for this element

iii. Does not apply to a Ch. 7 case

3. Single-Asset Real Estate (d)(3)

a. W/n 90 days of filing, debtor must either:

i. File a reorganization plan w/ a reasonable possibility of being confirmed w/n a reasonable amount of time OR

ii. Debtor makes monthly payments to each creditor secured by such real estate

b. Single-Asset real estate defined:

i. Debtor derives substantially all of its gross income from the rental of a single piece of real property,

ii. Either used as commercial premises or as an apartment complex with more than 4 units, AND

iii. Business of operating and incidental activities have aggregated noncontingent, liquidated secured debt of no more than $4 million

k. Pre-petition Waiver of Stay

i. Cannot waive your right to file a bankruptcy

ii. Most courts will not enforce

1. Some courts have enforced based on policy of workouts and settlements

2. Policy against enforcement: Key part of bankruptcy is the automatic stay 

iii. Courts have not flushed out area of forbearance agreements

1. Forbearance agreements are where if debtor complies w/ stringent agreements; if not, can foreclose

2. As part of the agreement, debtor will have to make admissions of fact so a creditor can get relief from stay if debtor files bankruptcy

V. Executory Contracts

a. Introduction

i. §365(a) allows the trustee or DIP in bankruptcy, subject to court approval, to assume or reject any executory contract or unexpired lease of the debtor

ii. Definition of an Executory Contract

1. Majority: substantial performance of a contract is left for both the debtor and the non-debtor party (Countryman)

2. Minority: if there is substantial performance, other than mere payment of money, remaining on either side (Andrew)

iii. 3 things that can be done to an executory contract (court must approve)

1. Reject( gives rise to a pre-petition claim of the value at the time of the rejection, so unsecured claim

a. Example: May want to reject when market price at the time of bankruptcy is less than the contract price

2. Assume( if debtor later breaches, then an administrative claim

a. Example: If a Ch. 11 and equipment in contract would be useful, then would want to accept

3. Assign( once an executory K is assigned w/ court approval, the bankruptcy estate has no liability for a subsequent breach

iv. Contractual bankruptcy termination or modification provisions are invalidated by §365(e)

v. Decision to Assume or Reject

1. Court approval required

a. Business Judgment Rule (majority & 9th Circuit)

i. When considering a request to reject or assume, courts will generally apply the business judgment rule and always approve unless there is bad faith or a gross abuse of discretion
b. Balancing the Equities (minority)

i. The court ascertains whether the rejection would disproportionately harm the non-debtor party in comparison w/ any benefit that might accrue to the general unsecured creditors (i.e. the estate)

2. In Ch.7, if the trustee doesn’t assume residential real property K or personal property K w/n 60 days, then it’s deemed rejected §365(d)(3)

3. No deadline in a Ch. 11, however, opposing party can always file a motion for rejection

vi. No Enforcement of Executory Contract by Bankruptcy Estate Before Assumption or Rejection

1. Matter of Whitcomb & Keller Mortgage: K b/n debtor and Datalink.  Debtor filed Ch. 11 and Datalink kept on providing service.  Debtor decided to sell the business and Datalink wouldn’t get the K.  Datalink threatened to discontinue service so Debtor seeks an injunction from BC.  Datalink filed counterclaim for judgment that debtor had assumed by continuing to pay.

a. Couldn’t force debtor to assume

b. Could have filed motion compelling debtor to assume or reject

i. Would have occurred quickly if debtor had not paid for their services after the petition was filed

b. Rejection of Licenses of Intellectual Property

i. If the debtor rejects an executory K under which the debtor is a licensor of a right to intellectual property, the licensee under such K may: [§365(n)]

1. Treat it as rejected, OR

2. Elect to treat K as still in force and can still retain right to enforce exclusivity provision, but no other specific performance allowed

a. Licensee still has to make royalty payments

ii. Note: §365(n) modifies Lubrizol, which held that a licensing agreement of intellectual property was an executory contract that could therefore be rejected, and not a property right

c. Assignment and Assumption

i. In Order to Assume: a DIP or trustee must [§365(b)(1)]

1. Cure default or assure that default will promptly be cured,

a. Default does not have to be cured if it relates to: (b)(2)

i. Ipso facto clause: terminated or modified after filing solely on account of insolvency or filing

ii. The satisfaction of any penalty rate or provision relating to the debtor’s failure to perform non-monetary obligations

1. Hypo: Shopping center has “going dark” clause in the lease.

a. 9th Circuit interprets it to not be a non-monetary penalty, so could not be disregarded

2. Compensate or assure of promptly compensation for loss, AND
3. Provide adequate assurance of future performance

a. Usually determined on the basis of:

i. The debtor’s capability of paying future debts from her expected income,

ii. The overall economic prognosis for the debtor’s industry, AND

iii. Existence of a guaranty

b. Special Requirements for a Shopping Center Lease

i. Definition of shopping center: factors such as master plan, fixed hours, single landlord, all tenants engaged inn commercial distribution of goods, etc.

ii. Adequate Assurance met if

1. Financial condition of assignee and guarantor shall be similar

2. Any % rent due will not decline

3. Subject to all provisions of the lease, including use

4. Won’t disrupt any tenant mix or balance in the shopping center

ii. In Order to Assign: Trustee must assume and assignee must provide adequate assurance of future performance [§365(f)(2)]
1. §365(f)(1) makes, except for of provision (c), any provision of applicable law or of the executory K not valid that prohibits, restricts or conditions the assignment of such contract

a. Effect of violation of a “use” clause

i. Some courts refuse to enforce in bankruptcy

ii. Matter of UL Radio: UL Radio operates a leasehold for a TV sales and service store.  Proposed assignee was a small bistro, but use clause restrict to appliance sales.  UL had filed B.  This building was an apartment complex w/ another restaurant and some other stores.

1. §365(f)(1) says that even if provision or law says not assignable, it’s still assignable

2. Court refused per se unenforceability

a. Must show that violation of use clause will cause a substantial detriment to the LL for court to enforce

iii. Hypo: New tenant was an x-rated bookstore.

1. Might change holding b/c could disrupt tenant families, causing a substantial detriment to the LL

iv. Standor Jewelers: clause giving % of money given to the debtor for the assignment to the landlord not enforced.

iii. Contracts Not Assumable or Assignable

1. Trustee may not assume or assign any executory K or unexpired lease if: [§365(c)]

a. Applicable law (non-bankruptcy law) excuses a party, other than the debtor, from accepting performance and such party does not consent to such assumption or assignment OR

i. In re Catapult: Catapult had 2 license agreements w/ Perlman.  Debtor filed motion to assume the Ks, even though federal patent law forbade.  Also Perlman objected.

1. 9th Circuit here adopts hypothetical test

a. If as a matter of non-bankruptcy law, K is not assignable, then it is not assumable if other party doesn’t consent, whether or not they actually intended to assign it

2. Denies actual test

a. Can only bar assumption where the reorganization in question results in the non-debtor actually having to accept performance from a 3rd party

ii. Pioneer Ford: Ford dealership wanted to assign franchise to a Toyota dealership.  Ford corporation refused even though it would increase the value of the bankruptcy estate.  Pioneer claimed that §365(f)(1) allowed assignment over objection

1. Court refused assignment

a. Said §365(f)(1) made an exception for provisions in (c), so denial of consent made assignment impossible

b. Such contract is a contract to make a loan, or extend other debt financing or financial accommodations

i. In re Sun Runner Marine Inc.: Creditor advances money to enable retail boat dealers to buy boats from the debtor.  The money would go directly to the debtor, who would then deliver the boat.

1. Court denied assumption b/c agreement was just a financial accommodation to make a loan for Sun Runner 

d. Unexpired Leases

i. DIP can assume, reject, or assign a lease

ii. If LL files B and rejects the real property lease, then §365(h) allows non-debtor-lessee to remain in possession throughout the term of the lease

1. Similar to intellectual property license

2. Lessee can surrender possession and file for damages

3. If lessee continues possession, then can

a. Retain rights and thus, can still sublet or assign

b. Offset against rent the value of damages of nonperformance of any obligation

4. The court gives the same protections to other kinds of executory Ks similar to leases, such as time shares (h)(2) and installment purchase loans of real property (j)

5. Note: if a court were to follow Lubrizol, then nothing protects a lessee of personal property from having property revoked if lessor files bankruptcy and rejects the lease

a. No court has followed, but there’s a possibility

iii. If debtor is lessee 

1. If rejects the lease, then damages for unearned rent are limited by §502(b)(6)

a. Greater of: 1 year of rent damages or 15% of remaining lease term

i. Subject to 3 year maximum

2. In re Klein Sleep: Klein Sleep assumed lease, then later rejected it.

a. Court held rent after assumption was an administrative expense, including all future rent

b. Also, not subject to §502(b)(6) rental cap b/c only applies to pre-petition debts, whereas these are post-petition

c. Policy: Causes court to be more cautious and give debtor more time to decide to assume

i. Thus, reduces business judgment policy b/c court must now scrutinize closer

ii. Note: Bankruptcy bill allowed period to extend to only 170 days and court had no discretion to extend beyond the period

iv. Non-Residential Real Property Leases

1. Time Limit: 60 days to assume, or deemed rejected

a. Can have an extension for cause if file w/n 60-day period

b. Must follow all obligations of the lease during the 60 days and make timely payment until such lease is assumed or rejected

i. Courts will allow postponement, for cause, for a 60-day grace period after filing as long as all due payments are paid at the end of the period

ii. Thus, most BCs will deny a request for an extension if rent has not been paid

v. Non-Consumer Personal Property Lease

1. Time limit of 60 days, unless can show cause for extension w/n the 60-day period

2. Interim Period Requirements §365(d)(10)

a. Must follow all obligations of the lease 60 days after the order for relief and make timely payment unless the court based on the equities orders otherwise

b. Also entitled to adequate protection

3. Rejection by debtor-lessee of personal property

a. Administrative Claim for interim rent: before rejection but after filing

i. Non-debtor lessor required to show that it’s a benefit to the estate for the use

VI. Avoiding Powers

a. Preferences

i. In General: Trustee has the power avoid pre-petition preferential transfers so as to enlarge the bankruptcy estate for creditors

1. Policy: to accomplish an equitable distribution of estate property and to prevent the debtor from choosing which creditors to repay

2. A lien avoided is still preserved

a. Hypo: FMV of Blackacre is $150K, while Lien A is $100K and Lien B is $100K.  If lien A is avoided, does B take they property?

i. §551: any transfer avoided is preserved for the benefit of the estate but only w/ respect to property

1. Lien is preserved and B gets only $50K then, while other $50K is unsecured

ii. Deadline: Must file motion before later of 2 years after order for relief (e.g. filing) or 1 year after appointment of trustee

iii. Power to Enforce: §550 gives trustee or DIP power to repossess the property transfer or value of from the transferee while §541(a)(3) makes any property recovered part of the bankruptcy estate

iv. Burden of Proof

1. Standard is preponderance of the evidence

2. DIP or trustee has with elements of preference

3. Creditor has for defenses

v. Transfer Date: §547(e)

1. Transfers (other than real property) are deemed to occur: (e)(2)

a. At time transfer takes effect, if perfected at or w/n 10 days

b. At the time such transfer is perfected if such transfer is perfected after 10 days OR

c. Immediately before the date of the filing of the petition, if not perfected at commencement or 10 days after

2. Real property transfers occur when a bona fide purchaser cannot acquire a superior interest in the property (e)(1)

3. A transfer is not made until the debtor has acquired rights in the property transferred (e)(3)

vi. Elements: any involuntary or voluntary transfer of property or an interest in property may be avoided if: §547(b)

1. Debtor’s interest in property

a. Earmarking Doctrine: Use of another entity’s property to repay a creditor is not a preference b/c there’s no diminution of the estate, also applies where

i. Not the debtor’s money AND

ii. Debtor didn’t control where it was spent

1. In re Superior Stamp & Coin: Superior entered into consignment agreement to sell coins but failed to pay.  Bank of CA started helping Superior out w/ the payments by loaning them money to pay.

a. Debtor didn’t have any discretion where it was spent, so still qualified

2. To or for the benefit of the creditor

3. On account of an antecedent debt

4. Made while debtor is insolvent

a. Insolvency if: sum of debts > property (fair valuation)

b. Rebuttable presumption of insolvency w/n 90 days of filing

5. W/n 90 days of filing of petition for outside creditors 

a. 1 year for insiders

b. Check considered paid when received

6. Enables creditor to receive more than such creditor would if the case were a Ch. 7

a. Fully Secured Creditors: not a preference b/c would not result in a greater distribution than a Ch. 7 liquidation

vii. Exceptions:

1. Substantially Contemporaneous Exchanges for New Value (c)(1)

a. Elements:

i. The debtor and the creditor intended it to be a contemporaneous exchange for new value AND

ii. The transfer actually was a substantially contemporaneous exchange

b. Hypo: On 9/3, ( gets a loan b/c promised to grant a mortgage on (’s property.  On 9/10, mortgage is executed.  On 9/11, mortgage is recorded.  On 10/1, bankruptcy.

i. Substantially contemporaneous exchange

c. Hypo: Later, after giving loan, bank requested a security interest after finding out (’s financial position.

i. Not contemporaneous b/c must be intended by creditor to be a contemporaneous exchange

2. Enabling Loan (c)(3)

a. A loan made that enables the debtor to acquire property, he actually does, and security interest is given in the property.

i. Example: Car loan

b. 20-day grace period to perfect (usually 10)

3. Alimony and child support §547(c)(7)
4. Small Payment Loan §547(c)(8)

a. Less than a $600 loan to any one creditor by an individual debtor w/ primarily consumer debts

5. Ordinary Course of Business §547(c)(2)

a. Elements:

i. Debt incurred in ordinary course

1. Union Bank v. Wolas: Borrowed $7 million from ZZ Best.  Later, filed B.  In prior 90 days, had made two interest payments and a commitment fee.

a. Court held that long-term debt can qualify as a matter of law

i. Remanded to determine if this fact pattern qualified

b. Used to be a 45-day requirement in the code but was removed

ii. Transfer made in ordinary course

1. Have to look at payments prior to 90 days

iii. Made according to ordinary business terms

1. Industry standard required

a. Level of abstraction will be litigated

2. Matter of Tolana Pizza: W/n 90 days before B, made eight checks to sausage provider for $46K.  Court here said that was w/n ordinary course exception, even though late, but was consistent w/ payment history.

a. Only dealing so idiosyncratic as to fall outside the broad industry standard range will fail

b. Policy: Don’t want to discourage people from dealing w/ a financially shaky customer w/ ordinary business

i. Purpose of preference law is to discourage extraordinary activity close to bankruptcy

6. Subsequent Advance §547(c)(4)

a. After such a transfer, creditor gave new value

i. Can only net out subsequent new value against prior payments (IRFM)

1. Thus, last paid bill avoided if no further new value given

ii. Don’t total them up

b. Date Check is Paid for this exception

i. Majority: Date Check is received

ii. Minority: Date it’s honored by the bank.

7. Security Interest in Inventory and Accounts Receivable §547(c)(5)

a. Only to the extent that the transferee improves his position (i.e. debt to collateral ratio collateral decreases) will be avoidable

i. 90-day period for outsider; 1 year for insider

b. Accounts are usually valued at face value

c. Inventory has no hard and fast value

i. Will want to argue best position for your client

ii. In re Eibler: appropriate measure is wholesale value for that court

b. Set-Offs §553

i. Definition: A creditor entitled to a right of setoff under state law may set off a debt he owes to the debtor against a claim he holds against the debtor, if both the debt and the claim are mutual and arose prior to the filing.
1. Mutuality- owed by same parties in same capacities

a. Example: Joe has a bank account as trustee while he personally owes the bank $100K.  Not mutual.

b. Elcona Homes: Monro is a dealer, Elcona is the manufacturer, Green Tree is the financier, and Markle is the purchaser.  Elcona owed Green Tree $15K from an earlier dealing.  Gree Tree gave Markle’s money directly to Elcona, but subtracted the $15K payment.

i. Remanded to determine if usage and custom of direct payment are part of the K, so as to create an obligation

c. United States government is considered one entity that is entitle to set off one federal agency’s debt to a debtor against that debtor’s debt to a another federal agency

ii. Exceptions to Right to Setoff

1. Disallowed Claim: no right to setoff §553(a)(1)

2. Claim transferred by non-debtor party: non-debtor party transferred the claim to the creditor after filing or w/n 90 days prior to filing when debtor was insolvent §553(c)

a. Note: Presumption of insolvency w/n 90 days before filing

3. Debt created for purpose of setoff: 

a. Creditor incurred debt w/n 90 days prior to filing petition, at a time when the debtor was insolvent, for the purpose of using that debt as a setoff

4. Creditor’s improved position due to pre-bankruptcy setoff

a. Setoff made by a creditor w/n 90 days prior to filing to the extent that creditor has improved its position
b. Amount recoverable: the amount by which any insufficiency on the date of the setoff is less than the insufficiency present on the latter of the 90th day before bankruptcy or on the first date w/n the 90-day pre-petition period on which an insufficiency existed

iii. Distinguish – Recoupment

1. Arises out of the same transaction, and thus, is not subject to the automatic stay, whereas setoff involves separate transactions, usually derived from separate transactions

a. Example: Publisher advances $1 million to author against royalties.  Recoupment if files bankruptcy b/c same tranx.

b. In re B & L Oil: Purchaser acquired right to buy crude oil produced by Debtor.  Purchaser mistakenly overpaid Debtor $90K for June shipment.  In September, Debtor files Ch. 11.  Purchaser now seeks to recoup overpayment.

i. Single contract with debtor allows purchaser to recoup the amount of the overpayment from the subsequent purchases

iv. Automatic Stay

1. The automatic stay enjoins the post-petition setoff of a pre-petition debt against a creditor’s claim.  

a. Thus, a creditor must obtain relief from stay before a setoff may be exercised.

b. The right of setoff may be subject to trustee’s use, sale or lease of property under §363, although adequate protection must be provided to the creditor

c. Citizens Bank of MD: Debtor owed bank $5K.  He filed bankruptcy so they placed an administrative hold on his checking account.

i. Just an administrative hold, and not a setoff, so does not violate the automatic stay

1. Rationale: the debtor’s deposit account is included in the definition of cash collateral and thus may not be used by the trustee or DIP w/o bank’s consent or court approval after adequate protection showing

a. Debtor has burden

2. Rationale: preserves the bank’s right of setoff pending a judicial resolution 

3. Rationale: Debtor has superior control over the money before the bankruptcy so burden should be on the debtor

c. Fraudulent Conveyances

i. Categories

1. Actual Fraud- made w/ intent to defraud, delay or hinder creditors

2. Constructive/De Facto Fraud

ii. Sources

1. §548: UFTA- Uniform Fraudulent Transfer Act

a. Transfer time limit of w/n 1 year prior to filing

b. Trustee can bring at any time

2. §544(b): Brings in any provision of state law that would have allowed avoidance for an unsecured creditor

a. Under many state laws, SOL is 4 years

b. Must have an unsecured creditor

c. Entire transfer is avoided, not just value of a claim (Moore v. Bay)

iii. Transfer

1. Includes voluntary and involuntary disposition of property or an interest in property

2. For UFTA, a transfer is deemed to occur when it is sufficiently perfected to preclude a subsequent bfp from acquiring a superior interest in the property

a. However, if perfection has not occurred prior to the filing, the time of the conveyance is deemed immediately before the filing

3. Transferee’s rights §548(c)

a. A good faith transferee for value is entitled to retain, or to receive a lien on, any property conveyed to her, to the extent of the value given by the transferee

i. Result: estate keeps appreciation

b. However, if original buyer has sold the property again and new buyer didn’t have knowledge, then trustee has no right against second buyer

i. Trustee could recover from Buyer 1: (value of property) – (what Buyer 1 already paid)

c. Does not apply if also voidable under §544, 545, or 547

iv. Actual Fraudulent Transfers

1. Actual intent to hinder, delay or defraud §548(a)(1)(A)

a. Intent may be inferred circumstantially

2. Insolvency not required

3. Overlap w/ §727 in denying discharge

v. Constructive Fraud: receipt of less than reasonably equivalent value AND
1. Debtor’s insolvency §548(a)(1)(B)(ii)(I)

a. Definition: Debtor was insolvent on the date of the conveyance or became insolvent as a result of it.

b. Example: gratuitous transfer by a corporation

c. Date of transfer determines solvency

i. Exception: Robinson v. Wangemann: SH received note for stock.  Later was paid cash, but company soon filed.  If date of transfer was when note was given, then not a fraudulent conveyance b/c debtor was solvent then.

1. Court said date of solvency is when note is actually paid, not when notes were given

2. Hypo: SH loans corporation money.  Later, he’s paid back but they shortly file bankruptcy.

a. Not a fraudulent transfer b/c not less than reasonably equivalent value

2. Debtor’s undercapitalization §548(a)(1)(B)(ii)(II)

a. Definition: After the transfer, there was unreasonably small capital remaining for the operation of the debtor’s business

3. Debtor’s intentional overextension §548(a)(1)(B)(ii)(III)

a. Definition: debtor intends to incur debts that he will be unable to repay as they mature

4. Exception: Charitable Contributions §548(2) and §544(b)(2)

a. Charitable contributions to a qualified religious or charitable entity or organization will not be considered a fraudulent transfer if:

i. Amount does not exceed 15% of gross annual income of debtor for the year of the transfer OR

1. Thus, can make multiple transfers of less than 15% 

2. However, still subject to actual fraud

ii. Contribution is consistent w/ the practices of the debtor in making charitable contributions

b. Thus, gifts to children can be fraudulent transfers b/c not a charitable institution

5. Reasonably Equivalent Value

a. Generally: depends on experts to show it was outside the reasonable norm for real property

i. More exposed it was to the market, the more likely it is to be accepted

b. Foreclosure Sales

i. A non-collusive foreclosure sale conclusively constitutes reasonably equivalent value, if all the state requirements are met (BFP v. RTC)

1. Any fraud, collusion or other defect in the sale that would invalidate it under state law will deprive the sale of its conclusive force

c. Leveraged Buy Outs: Purchasing company uses the assets of the target corporation as collateral for a bank loan obtained to finance the purchase price.

i. Fraudulent transfer if target corporation goes bankrupt b/c receives nothing for the granting of a security interest in its assets, just buys back shares of stock

6. Partnership Debtor §548(b)

a. Definition: any debt by a partnership debtor to a general partner w/n 1 year prior to bankruptcy is voidable if:

i. It was made at a time when the debtor was insolvent OR

ii. I caused the debtor to become insolvent

7. Note: most state have similar statutes so §544(b) usually applies

d. Strong Arm Clause §544(a)
i. Grants trustee the hypothetical status and the rights and powers of:

1. A judicial lien creditor,

2. A creditor with an unsatisfied execution, AND

3. A bfp of real property

a. Actual notice of the trustee irrelevant, even if state has a notice type recording statute

b. Constructive Notice Exception: Trustee may not avoid an unrecorded transfer of real property if, under state law, she is charged with constructive notice of the rights of another entity.

i. McCannon v. Marston: Bought condo, but didn’t record.  Was living there when the owner filed.  Pursuant to state law, no bfp could get a superior interest.

1. Therefore, not avoided

4. Exception: Where state law allows for delay (i.e. retroactive) perfection, it is allowed §546(b)

a. Example: purchase money security agreement

b. In most states, it’s 20 days

ii. Policy: directed toward secret liens

iii. Federal and state law work together

1. State law defines what is necessary to perfect while federal law sets aside if state law allows avoidance

e. Statutory Liens

i. Trustee has the power to avoid the following nonconsensual liens:

1. Liens arising automatically due to a debtor’s financial condition

2. Liens not perfected against a bona fide purchaser

a. Subject to any retroactive perfection permitted by state law or other nonbankruptcy law

3. Liens for rent

VII. Consumer Debtor 

a. Substantial Abuse §707(b)
i. The court on its own motion or by motion of the trustee, may dismiss a Ch. 7 if the petition was filed by and individual debtor w/ primarily consumer debts under circumstances constituting a substantial abuse

1. Definition varies from region to region

a. In LA, if able to repay over 50%, then dismissed

b. In re Green: Debtor made $638 a month in excess of the income required for necessary expenses.  However, he had an injury and would no longer be able to work overtime.

i. 4th circuit adopts totality of circumstances test, considering such factors as if:

1. Ability to pay

a. Primary factor

2. Filed b/c of sudden illness, calamity, illness, or unemployment

3. Debtor incurred cash advances and made consumer purchases far in excess of his ability to repay

4. Debtor’s proposed budget is excessive

5. Debtor’s schedules and statements accurately and reasonably reflect his true financial condition

6. Petition was filed in good faith

ii. Consistent w/ statutory presumption for debtor

iii. 9th Circuit uses per se test

iv. On remand, court would probably say substantial abuse b/c debtor could repay about 57% of debt over 3 years,  debtor had filed bankruptcy previously, and high standard of living

b. Reaffirmation §524(c)
i. Definition: Debtor can reaffirm a debt keeping it from being discharged, subject to the following requirements

1. Enforceable contract

2. Made before discharge

3. Agreement clearly and conspicuously advises debtor that she may lawfully rescind the reaffirmation at the latter of any time before or discharge or w/n 60 days after agreement has been filed

4. Statement affidavit by attorney stating

a. Debtor was fully informed and voluntary,

b. Does not impose undue hardship, AND

c. Attorney fully advised the debtor

5. Unrepresented Debtor When K was negotiated

a. If the debt is a consumer debt not secured by the debtor’s real property, it must be approved by the court based on finding that it is:

i. The debtor’s best interest, AND

1. Courts are generally disposed against

ii. Does not cause an undue hardship

6. No rescission occurred

7. Discharge hearing fulfilled

ii. Distinguish – Redemption §722

1. In a Ch. 7 case, an individual debtor has the right to redeem tangible personal property from a lien that secures a dischargeable consumer debt if 

a. The property is held mainly for personal, family, or household use, AND 

b. It has either been exempted by the debtor or has been abandoned by the trustee

2. Debtor must make the payment in a lump sum and not by installment payments

iii. Deciding whether to redeem, surrender, or reaffirm §521(2)

1. In a Ch. 7 case, an individual debtor w/ secured consumer debts must file a statement of her intention to retain or surrender the collateral securing such debts, and if applicable, to exempt, redeem, or reaffirm any of the debts

a. Majority rule (& 9th Circuit): 3 things are non-exclusive, so you don’t have to do one of the 3 things

i. In re Boodrow: Borrowed money to purchase a car.  Later, files a Ch. 7 and remains current on all of the car payments.  On §521(2) statement, he failed to sign a reaffirmation agreement.  Court decides whether the debtor has done one of the 3 things, or are they non-exclusive.

1. Not exclusive b/c “if applicable” in statute

2. Thus, can keep property and continue making payments

b. Declaration must be filed by the earlier of the date of §341 meeting or 30 days after the filing of the petition

c. Ch. 7 Trustee

i. Main Duties

1. Locate and collect property of the estate

2. Convert the property to cash

3. Make distributions to claimants in the order established by the BC

4. Close the estate expeditiously

ii. Other Duties: 
1. Includes accounting for debtor’s property, monitoring debtor’s performance of intentions on secured debt, investigating debtor’s financial affairs, examining proofs of claims, objecting to debtor’s discharge if applicable, etc.

VIII. Ch. 13

a. Overview

i. General Information

1. 30% of all consumer cases are Ch. 13

2. In Ch. 13, debtor retains control over his assets

3. Debtor has to file a plan §1321

4. Voluntary petition only

5. Distinctions from Ch. 11

a. No voting for creditors

b. You can classify claims, paying some more than others

c. Post-petition earnings are property of the estate

i. New bankruptcy bill wants to include for Ch. 11

6. Superior from Ch. 7 b/c of super-discharge and control over assets

ii. Eligibility

1. Available to an individual that

a. Has regular income,

i. Just need sufficiently stable and regular income, such as rental income, business, pension, trust, social security, etc.

b. Whose unsecured debts are < $290,525, AND

i. Majority: Large deficiency claim is unsecured debt

1. Example: Property worth $300K while secured debt is $600K.  $300K is secured while $300K is unsecured

c. Whose secured debts < $871,550.

2. Same figures used if husband and wife are jointly filing

iii. Ch. 13 is superior to Ch. 7 in dealing w/ secured debt

1. Modification: Can change the size and timing of installment payments

a. Exception: home mortgages

b. Also allowed for unsecured debt

2. Strip-down: Each secured creditor must receive only the value of its interest in its collateral

a. Exception: Home mortgagees

3. Ch. 20 is allowed by USSC (Johnson v. Home State Bank)

a. Debtor files Ch. 7 first to discharge unsecured debts, then files Ch. 13 to get super-discharge

iv. Conversion to Ch. 7

1. Since most Ch. 13 plan, then is quite common

2. Allowed if no feasible plan remains possible and hardship discharge is not allowed

3. Debtor generally forfeits whatever payments they have made and forfeits nonexempt property

v. Co-Debtor Stay

1. Any action to collect a consumer debt from of co-obligor is stayed

a. Not available in Ch. 7

b. Usually involves husband and wife

2. Consumer goods are primarily for personal, family, or household 

vi. Ch. 13 Trustee

1. US Trustee usually appoints a standing trustee

2. Duties: §1302(b)

a. Does not include preference or fraudulent conveyance sections

b. Additions from Ch. 7 include:

i. To appear and be heard at any hearing

ii. To furnish non-legal advice to the debtor

iii. To ensure that debtor begins making the payments

iv. Business sections §1302(c)

v. Ordinarily, to disburse the payments 1326(c)

3. Compensation regulated by 28 USC §586, not bankruptcy code

a. Can’t exceed 10% of all payments received by the trustee

b. Good Faith

i. Generally

1. Permeates entire Bankruptcy code

2. Two places in code where good faith is required in Ch. 13

a. §1307(c): dismissal section – allowed for cause

b. §1325(a)(3): plan must be proposed in good faith

3. Areas where court struggles with good faith

a. Plan provides for nominal payments to creditors

b. Plans including debts not dischargeable under Ch. 7

c. Multiple filings

ii. Nominal Payments

1. In most Ch. 7 cases, unsecured creditors get nothing so question arises when Ch. 13 allows for nominal payment of unsecured debts

2. Question arises if plan is in good faith

a. Many courts require looking at 11 criteria

b. Some say fairness

c. UCC: Debtor’s honesty, not fairness

d. Some are very hostile

iii. Plans including Non-dischargeable Debts under Ch. 7

1. Some courts have resorted to the good faith requirement of §1325(a)(3) to impose limits on debtors

2. In re LeMaire: 8th Circuit will look at pre-filing conduct, including the maliciousness of the injury in light of other factors

3. Hypo: Debtor worked for card dealership who collected $40K in a Fidelity loan in case of theft.  After, employee stole so insurance company subrogated into employee’s place.  Employee filed Ch. 7, but insurance company filed non-dischargeability claim.  Employee converted to Ch. 13 for super-discharge>  Debtor had $3,500 in priority claims and $44K in other debts (including fraud).  Plan provided for full payment of priority claims and 2% for others.

a. 9th Circuit: when plan is just a disguised Ch. 7 to discharge non-dischargeable debts if Ch. 7, court said bad faith

iv. Multiple Filings

1. In Ch. 13, debtor has right to have case dismissed, allowing for multiple filings 

a. In Ch. 7, court has discretion to dismiss (§707)

2. No limit on discharges

a. No reason to put limit on filings like in Ch. 7 b/c in Ch. 13, debtor is repaying w/ his income over a number of years

3. Some abused this to stop foreclosure, so issue arose whether under §1307(c), the case could be dismissed for cause b/c bad faith

a. Johnson v. Vanguard: Mary Johnson had a house with a mortgage. Filed Ch. 13 so foreclosure was stayed.  Once relief from stay was granted, had Ch. 13 dismissed and filed again in order to have foreclosure stayed again.

i. 2nd circuit said 2nd filing is not per se bad faith

ii. Court said you must look and see if there’s been a bonafied change in circumstances

4. Remedy: §109(g)

a. No individual can be a debtor if has been at any time w/n the prior 180 days if:

i. Case was dismissed by court for willful failure of debtor to abide by orders of the court OR

ii. Debtor requested and obtained voluntary dismissal

b. USSC has subsequently held that absent a violation of §109(g), debtor can file successively

c. The Plan

i. Filing

1. Time limit: w/n 15 days of filing of petition (or conversion to Ch. 13 unless court grants an extension for cause §1321

2. Only the debtor can file a plan

3. Debtor has exclusive right to modify a plan prior to confirmation §1323

ii. Mandatory Provisions §1322(a)
1. Sufficient income for implementation of the plan

2. Full payment of priority claims

3. Same treatment for claims of a class

iii. Permissive Provisions §1322(b)
1. Classification of unsecured claims

a. Unfair discrimination not allowed

i. Arises often where debt also has a co-signer

1. One case, court said a 99% difference unfair

ii. Is allowed; extent varies by region

iii. Good faith arises here

iv. Also may look at reasonableness

2. Modification of creditors’ rights: can change size and timing of installment payments

a. Can’t if secured debt on primary residence

i. Exception: if last payment is due before the last payment under the plan, then can modify

3. Long-term Debts: if last payment due after final payment of plan, plan may provide for curing the default w/n a reasonable time and maintaining the payments while the case is pending
4. Assumption or rejection of executory Ks or unexpired leases

iv. Duration §1322(d)
1. May not extend beyond 3 years unless, for cause, court approves longer payback period, but up to 5 years maximum

v. Confirmation

1. Confirmation Hearing: court will see if elements are met

a. Unsecured creditors can’t vote, can only object that criteria are not met

2. Requirements §1325

a. Plan meets code’s requirements

b. Fees are paid

c. Good Faith

d. Unsecured Creditors: Plan must return to each unsecured creditor at least what they would have received in a Ch. 7

i. Called “best interests" test

ii. Almost always met b/c most unsecured creditors wouldn’t receive anything in Ch. 7

iii. Same requirement in Ch. 11 [§1129(a)(7)]

e. Secured Creditors: Given option of

i. Each secured creditor receives deferred payments w/ sufficient interest to give that creditor the present value of the allowed claim while lien is preserved

1. Non-primary residence loan subject to strip down and/or modification

ii. Secured creditor accepts the plan, OR

1. Means that they agree to something less than provided in (i), which is the minimum w/o an agreement

iii. Debtor surrenders the collateral

f. Plan is feasible

3. Disposable Income Test §1325(b)(1)
a. If an objection to the plan is filed by an unsecured creditor or the standing trustee, then court may not confirm the plan unless:

i. The plan proposes to pay the objecting creditor the total amount, although not necessarily the present value of his allowed claim, OR

ii. All of the debtor’s projected disposable income for 3 years from the due date of the payment will be used to make payments for the plan

1. Disposable income that which is not reasonable necessary to maintain or support the debtor or her dependents and pay expenses required for a business if debtor has a business

a. Charitable contributions are reasonably necessary if w/n 15% of income or pursuant to past giving

b. 9th Circuit said that $20K made off of the selling of a home was not considered disposable income

d. Discharge

i. §1328 “Super-discharge” §1328(a)
1. Will be granted after debtor has made all subsequent payments under the plan

2. Discharges all debts, except

a. Long-term debts pursuant to §1322(b)(5)

b. Alimony, maintenance, and spousal or child support

c. Student loans, unless undue hardship

d. Liability for drunk or drugged driving that caused death or personal injury

e. Restitution or a criminal fine for a criminal conviction

ii. Hardship Discharge §1328(b)
1. Will be granted if:

a. Debtor is unable to complete the plan b/c of circumstances beyond his control,

b. Each unsecured creditor has received an amount not less than what they would receive in a Ch.7, AND

c. Modification of the plan is not feasible

i. §1329 allows for modification after confirmation

2. Debtor receives same discharge as a Ch. 7 and does not receive the Ch. 13 super-discharge

3. Example: laid off, illness

Chapter 11

e. Introduction

i. Generally

1. Tension b/n debtor, SHs and creditors b/c as debtor operates, more assets of the business are expended that could be paid to creditors

a. Generally, Ch. 11 will only be successful if a bargain is struck

2. Court can convert Ch. 11 to a Ch. 7

3. Ch. 11 can be voluntary or involuntary

ii. Eligibility

1. Any person (individual, corporation, or partnership) who qualifies to be a debtor under Ch. 7, except for a stockbroker or a commodity broker

2. Both consumer debtors and business debtors can use

3. Designed primary for business debtors and those with more complex affairs, such as individuals whose debts exceed the Ch. 13 limitations

iii. Purpose

1. Overall: To create greater value than a liquidation

2. Logic: Rehabilitation of the debtor gives: 

a. The chance of greater recovery to creditors while 

b. Offering the chance for owners to preserve some or all of an investment that would have been lost in a liquidation

iv. Reasons for Filing

1. To stop foreclosures on assets

2. To bind dissenting creditors

a. Rationale: creditors vote by class, so minority can be bound

3. To gain access to bankruptcy powers to assist debtors

a. Example: automatic stay, rejection of executory Ks and unexpired leases, financing available under Ch. 11

4. Alleviate a liquidity crisis

f. Administration of case

i. Creditors’ Committee

1. Basic function: representative body to be heard in bankruptcy

a. Can make motions, retain counsel, have investments bankers, etc.

i. Employment of professionals is subject to court approval

2. Generally: US trustee appoints a committee of unsecured creditors, usually consisting of those willing person holding the seven largest unsecured claims

a. Must be fairly chosen 

3. List of 20 Largest Unsecured Creditors: [FRBP §1007(a)]

a. Voluntary: must be filed w/ the petition; 

b. Involuntary: must be filed w/n 15 days of order for relief 

4. Additional Committees [§1102(a)(1), (2)]
a. General Rule: Add’l committees of creditors or equity security holders may be appointed by the US Trustee, either in his own discretion or as ordered by the court

b. Equity security holders: will consist of seven largest holders of equity securities willing to serve [§1102(b)(2)]

i. Debtor must file list of each class w/n 15 days after the entry for order for relief [FRBP 1007(a)(3)]

c. Common where company is publicly-held

ii. Debtor In Possession: default rule is no trustee (opposite of Ch. 7)

1. DIP has same powers as trustee (§1107)

a. DIP can operate business (§1108)

b. The minute B is filed, the DIP has a role of a fiduciary as a trustee for the BE

2. Stocks of the debtor are not property of the estate, but of the SH

3. Subject to business judgment rule

4. Employment of professionals (§327)

a. Can retain professionals w/ BC approval

b. Must be disinterested

i. No conflict waiver allowed

c. Interim compensation: file every 120 days instead of being paid at the end of the bankruptcy (§330 & 331)

iii. Trustees

1. General rule: after the filing and prior to the confirmation of a plan, a party in interest or a US Trustee may request appointment of a trustee, either (§1104)

a. For cause OR 

i. Grounds are fraud, dishonesty, incompetence or gross mismanagement by the current management, either before or after filing 

b. In the interests of creditors, equity security holders

2. Courts do not like to appoint a trustee, especially if for pre-bankruptcy conduct of management

a. Quite different when management misconduct after filing

3. US trustee appoints a Ch. 11 trustee, subject to court approval

4. Trustees are very expensive

iv. Examiner

1. General Rule: Court can appoint to investigate any charges of fraud, dishonesty, incompetence, or mismanagement on the part of present or former management [§1104(c)]

a. Can be done if a court has not ordered a trustee

2. Duties: examining books and records, making a report to the court and creditors, and any other duty the court asks it to do that a trustee could do

3. When an examiner must be ordered [1104(c)]

a. Debtor’s fixed, liquidated, unsecured debts exceed $5 million, excluding debts for goods, services, or taxes, and any debts owed to an insider, OR

b. In the best interests of a creditor, equity security holder, or any other interests of the estate

g. Operating the Business

i. Introduction

1. Ch. 11 is an ongoing dynamic b/c business is operating

2. Must think ahead before filing in order to figure things out that the company will need

ii. Use, Sale or Lease of Property

1. Ordinary Course of Business: trustee or DIP allowed to w/o notice or a hearing if authorized to run the business [§363(c)(1)]

a. If any doubt, make a motion b/c you don’t want to be wrong about if it’s w/n the ordinary course

b. DIP must abide by all state and federal regulations

c. Exception to no judicial approval: Cash Collateral

i. Definition: Cash, negotiable instruments, documents of title, securities, deposit accounts.  Also, proceeds, rent, profits, producers, accounts or other payments subject to a security interest under §552(b)

ii. Rule: Two options to use

1. Entity that has interest consents, OR

2. Court authorizes after notice and a hearing

iii. Hearing on shortened notice allowed: usually, 24 days (FFRBP §4001)

iv. Courts are very deferential during reorganizations so probably allow debtor a limited period

1. During 1st 120 day period, courts are very willing b/c debtor is only one who can propose a plan

d. Hypo: Bank has security interest in cash collateral.  What kind of condition would bank want for debtor’s use?

i. Replacement lien, after-acquired property clause, turnaround consultant, budget, lock box for rec’d funds, etc.

1. Automatic stay won’t cut off after-acquired property clause if done after filing

2. Outside Ordinary Course of Business: 
a. Examples

i. Agreements w/ professionals

ii. Sale of real estate and equipment

b. Property of the estate

i. Notice and a hearing required

ii. At least 24 days notice must be given to all interested parties, no matter what you’re selling

iii. Key concern: circumvents protections given to creditors in Ch. 11 process

1. Disclosure: creditors can object

2. Confirmation hearing

iv. In re Lionel: can have sale out of ordinary course, even if all of assets, if have some articulate business justification other than appeasement of major creditors

v. Factors courts will consider

1. Sound business purpose that justifies sale

a. Key in In re Lionel
2. Fair notice given to all creditors

3. Fair and reasonable price

a. Arm’s length sale

b. Subject to over-bidding

c. Prof said main factor

4. Good Faith Transaction

Judge Ryan also asks if:

5. Best interests of creditors

6. Premature sale

7. Debtor’s other options aren’t better

8. Sale likely to facilitate reorganization

3. Adequate Protection

a. What interest requires adequate protection?

i. Secured creditors’ interest in collateral

ii. Timbers: don’t get interest post-petition interest if you’re not oversecured; therefore, you don’t get protection for that interest

b. Relief from stay is available if not important to reorganization (Timbers)

c. Forms of Adequate Protection §361

i. Periodic Cash Payments

ii. Providing such entity an additional or replacement lien

iii. Such other protection that will result in indubitable equivalent of creditor’s interest

1. Real estate: 20% equity cushion

d. Super-Priority Status: if creditor ends up in worse position than would have b/c of inadequacy of protection, §507(b) gives super-priority, ahead of other administrative claims

i. Intended to protect 5th Amendment property rights of creditors

ii. Constitutional Tension: right depends on a benefit to the estate, which is almost impossible for inadequate protection

1. Courts are split on showing benefit to the estate, which is almost impossible here

4. Sale Free and Clear of Liens [§363(f)]
a. Can sell free and clear of lien, whether in or out of ordinary course of business if one of the conditions are met:

i. Applicable state or other non-B law allows,

ii. Consent by interest-holder,

iii. If interest is a lien, the selling price is greater than the total value of all liens on the property,

iv. Bona fide dispute concerning entity’s interest, OR
v. Entity holding the interest could be required to accept a money satisfaction in a legal or equitable proceeding

5. Sale affecting Co-owners [§363(h)]
a. Can sell free and clear of co-owner if all are met:

i. Impracticable to partition,

ii. The amount that would be realized if divided would be substantially less,

iii. The benefit to the estate outweighs any harm to the co-owner, AND
iv. The property is not used in producing, transmitting, or distributing, for the purpose of sale, electric energy or gas for heat, light or power

iii. Obtaining Credit §364
1. Generally: debtor can get unsecured debt w/o court approval if w/n the ordinary course of business

a. Becomes an administrative expense

b. If out of ordinary course, must have notice and a hearing

2. Financing Unavailable: If unable to obtain financing, ladder of inducement if court authorizes: (c)

a. Priority over all administrative expenses (super-priority)

i. Can be described as ultra-priority b/c will take precedence over inadequate protection

b. Secured by Lien on Property on unencumbered property

c. Grant a junior lien on encumbered property

d. Priming Lien: Senior or equal lien (d)(1)

i. Adequate protection is required

ii. Almost impossible to get absent consent

3. Cross-collateralization: using collateral to secure post-petition and pre-petition credit

a. Majority rule: can’t use

b. Example: usually, a pre-existing lender gives post-petition credit, securing it in collateral and also getting a security interest for pre-petition debt

h. The Plan

i. Filing a Plan

1. Exclusivity period: For 1st 120 days, only debtor can propose a plan for reorganization unless a trustee has been appointed

a. For cause, court can extend or limit

2. Form Plan: required by Central District of CA, unless, for cause, you need to use something different

3. Modification: prior to confirmation, the plan’s proponents may modify it 

4. Disclosure Statement: must be filed w/ plan; gives adequate information for creditors and security holders to assess the plan

a. Must be approved as providing adequate information

i. Enough to allow creditor or equity security holder to decide whether to accept or reject the plan

b. Parts of Disclosure Statement

i. Potential claims against 3rd parties

1. If not, debtor loses the right to pursue

ii. Liquidation analysis: liquidation v. the plan

iii. Debtor history, key events during Ch. 11, prepetition and post-petition management

iv. Summary of the plan – classes, amounts received, voting process, executory Ks, financial statements

c. Similar to a prospectus

d. Once disseminated, can begin post-petition solicitation for acceptance or rejection of the plan

i. Until approved, creditors can’t solicit other creditors to vote against the plan

e. Local rule – minimum 36-day notice period for disclosure statement hearing.

i. Notice goes to all creditors

ii. Court will set confirmation hearing – another 36-day notice requirement

ii. Classifications of Claims or Interest §1122
1. General rule: classification or interest must be substantially similar to the other claims of the class (a)

a. Can have similar claims in different classes

b. Secured claims: here, to be in the same class, collateral has to be identical while also not junior or senior to any other claim

2. Incentives: can use classes to provide incentives to be in administrative convenience class (b)

a. Allows plan to designate a separate class of claims that are less than or reduced to an amount the court approves as reasonable and necessary for administrative convenience

iii. Mandatory Provisions [§1123(a)]
1. Designate classes of claims, except for priority claims for administrative expense, involuntary gap case claims or 8th priority tax claims

2. Specify any class that is not impaired

a. What is unimpaired? (§1124)

i. Unaltered legal, equitable and contractual rights

ii. Cure default

iii. Revoked - was if pay creditor cash

1. Policy: might be entitled to post-petition interest

3. Describe the treatment accorded any impaired class

4. Treat every claim or interest w/n a particular class identically

5. Establish adequate ways to implement the claim

a. Transfer or retention of property, merger or consolidation, sale of estate property, modification or satisfaction of a lien, cancellation or modification of an indenture, curing or waiving a default, extending the maturity date, amending debtor’s charter, issuing securities

6. Provide in charter that debtor won’t have any nonvoting stock

7. Provide for the selection of officers and directors in a manner consistent w/ the interests of creditors and equity security holders and that does not violate public policy

iv. Permissive Provisions [§1123(b)]
1. Any class of claims or interests to be impaired or unimpaired

2. Assumption, rejection, or assignment of executory contracts or unexpired leases

3. Settlement of any claim or interest held by the debtor or the estate

4. Liquidation

5. Modification of the rights of secured or unsecured creditors, except where secured solely by in debtor’s principal place of residence

6. Any other appropriate measure

v. Confirmation (§1129) (Prima facie showing debtor must make)

1. Plan complies w/ title 11 – classification, mandatory provisions

2. Debtor complied w/ provisions of Code

a. Disclosure statement and solicited votes correctly

3. Plan in good faith

a. Less of an issue in Ch. 11, even though same requirements as in Ch. 13

b. In re Knight Inn: Proposed plan has to be consistent w/ B policies

c. US Truck: No gerrymandering of classifications – no classification allowed where purpose is to achieve confirmation by the creation of a class of impaired claims that will vote for the claim

4. Payments for services or expenses approved by court

5. Disclose insiders, officers, and directors that continue to serve

6. If government regulated rates, then rate changes approved

7. Best interests of a creditor met: Either they have

a. Accepted the plan, OR

b. Receive property having a present value of not less than holder would receive in a Ch. 7

i. Policy: minimum creditors will get b/c they are voting by class

8. Every impaired class has accepted the plan

a. Exception: Cram Down

9. At least one impaired class that has no insiders accepts the plan

10. Plan is feasible

i. Post-Confirmation Matters

i. Effect of confirmation: court entering order of confirmation binds everyone to the terms of the plan

1. Confirmation Hearing: after proper notice, court conducts to see if satisfies elements necessary for confirmation.

a. Any party in interest can object

ii. Exemption from Securities Laws [§1145(a)]
1. Securities offered or sold by the debt or its successor under a Ch. 11 plan are exempt from registration requirements if:

a. In exchange for claims against or interests in the debtor OR

b. For administrative expense claims are exempt from registration requirements
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