BANKRUPTCY OUTLINE

SECURED CLAIMS

Secured Claims are divided into 2 categories:

1.
Voluntary
The majority of claims we encounter in b/k are voluntary

Includes:

· Secured interests in personal property (UCC)

Examples:

· Interest in someone’s inventory

· Interests in accounts receivable (a right to payment for services rendered)

· Interest in equipment, furniture, or any other tangible asset of the debtor

3 steps are required to create such a secured interest (the security interest does not attach until all 3 things have occurred):

· Creditor has to give value to the debt

· Debtor must have rights in the collateral

· There either has to be a security agreement between the borrower and the lender or the creditor retains possession of the collateral until the debtor has paid off the debt

· Secured interests in real property (liens)

· Vary greatly depending on jurisdiction (very particular to each state since UCC does not apply)

· Deed of Trust is the common way the security interest is established

· Borrower = trustor

· Title Co. = trustee

· Lender = beneficiary

· Rights to rents are typically made part of the deed of trust

2.
Involuntary
Includes:

· Tax liens

Most tax agencies have the right to attach a lien

· Judicial liens

2 different types:

a.
Pre-judgment: usually called “writs of attachment” and may only be obtained on contract claims

May obtain this type of writ with only particular types of claims; typically only breach of K

b.
Post-judgment: attach to property following a judgment

· Merchant liens (look to the laws of the state in question)

· Mechanics liens

According to Butner v. US (1979 US SC), the rights to property are determined in reference to state law (state law determines secured interest rights)

Perfection of Secured Claims: secured claims must be perfected

· Perfection is notification

· Telling the rest of the world you have a right to that secured interest

· Usually accomplished by recording

· Since these interests are indexed, they could be searched, thereby putting everyone on notice that there exists some other type of interest out there involving this particular borrower’s property

· First in time is first in right

COMMENCING BANKRUPTCY

2 ways to commence a bankruptcy
1.
Voluntary Commencement of Bankruptcy (§301)

The debtor files for bankruptcy

Debtor may include:

· Individual

· Entity (depending on particular chapter)

· BC§109: Who may be a debtor

One means to file for bankruptcy is to file a petition (Official Form 1: voluntary petition)

2.
Involuntary Commencement of Bankruptcy (§303)

Limited to Chapters 7 and 11

Requires a minimum of 3 creditors to force involuntary bankruptcy (creditors get together and file Official Form 5: involuntary petition)

An involuntary petition is like a complaint: the creditors allege grounds for bankruptcy

Per §303(h), 2 grounds for involuntary relief are listed (only need one of them):

· (1): the debtor is generally not paying such debtor’s debts as such debts become due unless such debts are the subject of a bona fide dispute; or
· (2): within 120 days before the date of the filing of the petition, a custodian, other than a trustee, receiver, or agent appointed or authorized to take charge of less than substantially all of the property of the debtor for the purpose of enforcing a lien against such property, was appointed or took possession
Process:

· Once the involuntary gets served on the debtor, the debtor has a particular time period within which to respond

· An evidentiary hearing follows

· The court conducts a hearing and if the court agrees with the creditors, it will issue an entry for relief

Penalties on creditors: per §303(i), the court may impose severe penalties on the creditors if the case is dismissed (costs, reasonable attorney’s fees, damages, punitive damages)

Debtor’s consent: the debtor may, however, consent under an involuntary 

PROPERTY OF THE ESTATE

§541. Property of the estate:

· Designates the pot from which parties get their share

· Also, it delineates what is available and what is not to creditors

· Property of the estate is broadly interpreted
· It includes all legal or equitable interests of the debtor in property as of the commencement of the case, per 541(a)(1)

Includes:

· Community property

· Recovered property

· Property the debtor acquires within 180 days of bankruptcy filing (inheritance, life insurance payments, divorce proceeds, etc.)

· Income

§541(a)(1): the filing of the petition commences a case

· §541(a)(1): The commencement of a case under section 301, 302, or 303 of this title creates an estate. Such estate is comprised of all the following property, wherever located and by whomever held: (1) Except as provided in subsections (b) and (c)(2) of this section, all legal or equitable interests of the debtor in property as of the commencement of the case.
· Per Butner v. US, the interests in property are defined by applicable, non‑bankruptcy law (basically, state law)

· Includes ALL property interests, e.g., mortgage interest, rental interest, and personal property interests

Community Property [§541(a)(2)]:

· Per §541(a)(2), all interests in community property become part of the estate

· General Rule: if husband and wife own property and only one files for bankruptcy, all of the community property becomes part of the estate

· Exception: the only exception to the general rule is if state law provides that the community property is NOT under joint control of both parties

· The spouse who files for bankruptcy first is in control of the community property

· The other spouse is the real loser in this situation because he or she does not have any control of the community property

· §541(a)(2): All interests of the debtor and the debtor's spouse in community property as of the commencement of the case that is—(A) under the sole, equal, or joint management and control of the debtor; or (B) liable for an allowable claim against the debtor, or for both an allowable claim against the debtor and an allowable claim against the debtor's spouse, to the extent that such interest is so liable.

Recovered Property: property brought back in the estate by the trustee under a number of different Code provisions per §541(a)(3)

· §541(a)(3): Any interest in property that the trustee recovers under section 329(b), 363(n), 543, 550, 553, or 723 of this title.

Property acquired within 180 days: property that the debtor acquires or becomes entitled to within 180 days of bankruptcy filing per §541(a)(5)

· This section is primarily intended to address the situation of inheritance; if property is acquired by debtor within 180 days of bankruptcy filing for any of the following reasons, the trustee may make such property part of the estate:

· Inheritance

· Property settlement agreement with debtor’s spouse (divorce related)

· Life insurance benefits

· §541(a)(5): Any interest in property that would have been property of the estate if such interest had been an interest of the debtor on the date of the filing of the petition, and that the debtor acquires or becomes entitled to acquire within 180 days after such date—(A) by bequest, devise, or inheritance; (B) as a result of a property settlement agreement with the debtor's spouse, or of an interlocutory or final divorce decree; or (C) as a beneficiary of a life insurance policy or of a death benefit plan.

Income

· General Rule: all income is part of the estate

· Notable Exception: income for services rendered after filing are not part of the estate

· Ryerson Test: if the property was sufficiently rooted in the prebankruptcy past and so little entangled  in the debtor’s ability to make a fresh start, it should NOT be excluded from the property of the estate (the test is not really helpful because it is very general)

· In re Ryerson: debtor filed for bankruptcy before being terminated and the trustee wanted to add the debtor’s post petition income and severance into the estate

· Issue: to whom does the severance belong?

· Holding: the court applied its own test (Ryerson Test), which stated that if the property was sufficiently rooted in the prebankruptcy past and so little entangled in the debtor’s ability to make a fresh start that it should not be excluded from property of the estate

· Apportionment: the trend in recent court decisions has been apportioning income into pre and post bankruptcy portions

· Pre-bankruptcy portion: DOES become part of the estate

· Post-bankruptcy portion: does NOT become part of the estate

· §541(a)(6): Post-bankruptcy income is NOT part of the estate

· §541(a)(6): Proceeds, product, offspring, rents, or profits of or from property of the estate, except such as are earnings from services performed by an individual debtor after the commencement of the case.
· Only the income attributable to the individual’s earnings becomes part of the estate (e.g., income generated by others involved in the same proprietorship do not become part of the estate) 

Exclusions
· §541(b)(2): if the debtor is a lessee and the lease expired before bankruptcy, the lease is NOT property of the estate

Restraints will not prevent property from coming into the estate

· §541(c)(1): restraints in the agreement, transfer instrument, or applicable nonbankruptcy law will NOT operate to prevent property under §541(a) from coming into the estate

· General Rule: If the debtor had any interest in property, then the estate has interest in it, regardless of any language attempting to limit the estate’s interest

· §541(c): If the debtor had any interest in property, then the estate has interest in it, regardless of any language attempting to limit the estate’s interest (1) Except as provided in paragraph (2) of this subsection, an interest of the debtor in property becomes property of the estate under subsection (a)(1), (a)(2), or (a)(5) of this section notwithstanding any provision in an agreement, transfer instrument, or applicable nonbankruptcy law-- (A) that restricts or conditions transfer of such interest by the debtor; or (B) that is conditioned on the insolvency or financial condition of the debtor, on the commencement of a case under this title, or on the appointment of or taking possession by a trustee in a case under this title or a custodian before such commencement, and that effects or gives an option to effect a forfeiture, modification, or termination of the debtor's interest in property.
Beneficial Interest in Trust

· §541(c)(2): Exception to the general rule above – if the debtor has a beneficial interest in a trust, a restriction will be effective

· §541(c)(2): A restriction on the transfer of a beneficial interest of the debtor in a trust that is enforceable under applicable nonbankruptcy law is enforceable in a case under this title.
· Under any applicable law, if there is a spendthrift provision associated with a plan, the trust would NOT become property of the estate (it is not an exemption; rather it is NOT part of the estate)

· Spendthrift provisions: Conditions written into a trust instrument that are designed to prevent the beneficiary from spending income from the trust extravagantly or wastefully. Spendthrift provisions limit the right of the beneficiary in disposing of his or her interest in the trust, such as by assignment, and limit the right of creditors to reach it, such as by attachment.

Protection of Secondary Finance Market

· §541(d): This protects the secondary finance market

· If the equitable interest comes into the estate under §541(a), then all the estate has is legal title

· §541(d): Property in which the debtor holds, as of the commencement of the case, only legal title and not an equitable interest, such as a mortgage secured by real property, or an interest in such a mortgage, sold by the debtor but as to which the debtor retains legal title to service or supervise the servicing of such mortgage or interest, becomes property of the estate under subsection (a)(1) or (2) of this section only to the extent of the debtor's legal title to such property, but not to the extent of any equitable interest in such property that the debtor does not hold.
Debtor’s property in the hands of a third party

· Per §§542 and 543, the trustee can force the debtor’s property into the estate even though it is in the possession of a third party

· §542: deals with the individual who is in charge of less than all of the property of the debtor

· §543: deals with the individual who is charge of the entire property of the property of the debtor

· US v. Whiting Pools: the court held that the IRS becomes a security creditor, but is obligated to turn over property to the trustee (shows how powerful these provisions are)

· Once the foreclosure sale occurred, whatever rights the debtor had in the property vanished; therefore, had the IRS actually sold the assets in a foreclosure sale, the proceeds would NOT have become part of the estate since the debtor would not have had any interest in the property following the sale

· If the bankruptcy had been filed prior to the foreclosure, the proceeds would have been part of the estate (since the debtor would have still had an interest in the encumbered property)

EXEMPTIONS (only available to individuals)
GENERAL:

· *Only individuals (human beings) are entitled to exemptions per §522(b)

· Business entities, such as corporations, partnerships, etc. are NOT

· Having created this large pool, there are some assets the debtor can “pull out” in order to permit the debtor to regain his or her footing towards the fresh start

· If exempted, the property is pulled out of the estate and is no longer available for distribution to creditors

· Certain types of security interests can be avoided

· Contesting Exemptions: the creditors and/or the trustee may contest an exemption taken by the debtor

· Rule 4003 places the burden on the objector to prove that the exemption is improperly claimed

· If the trustee or creditor fails to file the objection within 30 days, the right to object is barred and the exemption stands, even if the debtor had no basis for claiming it in the first place

· OPT OUT: each state was given the option whether to accept the exemptions provided in §522 or to maintain its own; states were given the opportunity to opt out of the federal exemptions provided in §522

· The opt out provision is §522(b)(1)

· Most states opted out (about 35), meaning that a debtor has to turn to state law to determine which exemptions are applicable

· California: the exemptions are found in the code of civil procedure

· CA did something very strange: it gave debtors 2 options – 2 sets of exemptions can be used

· The first set of exemptions, found in CA Code of Civil Procedure §704, is the traditional enforcement of judgments
· The second set of exemptions, codified under CA CCP §703.140, looks a lot like the federal list, except with lower amounts (very similar in terms of description)

· Per the first set of CA exemptions, the homestead exemption in CA is $100,000 (therefore, as an attorney, you advise a client regarding which set to choose based on key assets the debtor may have, such as a homestead)

· Generally, you choose the first set (CA CCP §704) if there is a homestead

· The federal exemptions are found in §522(d)

· However, §522(d) only applies to the very few states that did not opt out (approximately 15 states)

· WAIVER: waiver of the exemption is not enforceable per §522(e)

· Policy reason: Congress wants to protect the fresh start of the debtor

· §522(e): a waiver of an exemption executed in favor of a creditor that holds an unsecured claim against the debtor is unenforceable in a case under this title with respect to such claim against property that the debtor may exempt under subsection (b) of this section. A waiver by the debtor of a power under subsection (f) or (h) of this section to avoid a transfer, under subsection (g) or (i) of this section to exempt property, or under subsection (i) of this section to recover property or to preserve a transfer, is unenforceable in a case under this title.

· Conversion of property to exempt status on the eve of bankruptcy:

· General rule: the mere conversion of property to exempt on the eve of bankruptcy by converting cash or anything into exempt property is acceptable per Hanson v. First National Bank
· Hanson v First National Bank: the debtor converted assets to exempt property; the court held that debtors may freely avail themselves of exemption; merely converting property on the eve of bankruptcy by converting cash or anything into exempt property is okay

· Exception: bad intent (Tveten)

· The Tveten court determined that the debtor’s was not exempt because he transferred property with the intent to delay, defraud, or hinder creditors, they could lose their exemption

PROCEDURE

· Exemptions are provided by the Federal Rules of Bankruptcy Procedure §4003
· There are separate schedules regarding the exemption of property that must be completed by the debtor

· Potential reason of legal malpractice (filed under penalty of perjury)

· In addition, the lawyer assets that the claims were made on good grounds – potential Rule 11 sanctions

· The schedule must be filled out within 15 days of the petition

· If unable to meet the 15-day deadline, need to apply to the court to extend the deadline for another 15 days (you must show some cause in order to extend the deadline)

· The schedules may be amended later if necessary

· Per §522(l), the debtor shall file a list of property that the debtor claims as exempt under §522(b)

· If the debtor is unable to do it, a spouse or someone else (a dependent) might be able to do it for him or her

Exceptions to Exemptions per §522(c)

· Exceptions include:

· Nondischargeable tax debt per §522(c)(1): a tax debt may be enforceable against the exempt property

· Nondischargeable alimony, maintenance, or spousal or child support per §522(c)(1)

· Debt secured by a valid lien per §522(c)(2)(A): valid liens will continue to be effective through bankruptcy

· Debt secured by a tax lien per §522(c)(2)(B): valid liens will continue to be effective through bankruptcy

· Institutional fraud per §522(c)(3): claims incurred by fraud owned by institutions such as banks, S&Ls, etc. (this was inspired by the S&L scandals)

· §522(c): Unless the case is dismissed, property exempted under this section is not liable during or after the case for any debt of the debtor that arose, or that is determined under section 502 of this title as if such debt had arisen, before the commencement of the case, except— (1) a debt of a kind specified in section 523(a)(1) or 523(a)(5) of this title; (2) a debt secured by a lien that is-- (A)(i) not avoided under subsection (f) or (g) of this section or under section 544, 545, 547, 548, 549, or 724(a) of this title; and (ii) not void under section 506(d) of this title; or (B) a tax lien, notice of which is properly filed; or (3) a debt of a kind specified in section 523(a)(4) or 523(a)(6) of this title owed by an institution-affiliated party of an insured depository institution to a Federal depository institutions regulatory agency acting in its capacity as conservator, receiver, or liquidating agent for such institution.
4 TYPES OF EXEMPTIONS
· Dollar Limit

· Homestead per §522(d)(1): the debtor’s aggregate interest shall not exceed a designated amount in value, in real or personal property that the debtor or a debtor’s dependent uses as a residence
· Example: property worth $20K; lien on property in the amount of $5K; the interest the debtor has in the property is $15K; therefore, the property would be exempted if the limit exceeded the debtor’s interest in the property, i.e., $15K

· Type of Property

· Tools of the trade per §522(d)(6)

· §522(d)(6): The debtor's aggregate interest, not to exceed $1,500 [$1,850 effective 4-1-2004; adjusted every 3 years by § 104] in value, in any implements, professional books, or tools, of the trade of the debtor or the trade of a dependent of the debtor.
· Homestead per §522(d)(1)

· Motor vehicle per §522(d)(2)

· Household goods, crops, animals per §522(d)(3)

· Jewelry per §522(d)(4)

· Life insurance per §522(d)(7)

· Government benefits per §522(d)(10)(A)-(C)

· Pension plan per §522(d)(10)(E)

· Crime victim award per §522(d)(11)(A)

· Wrongful death award per §522(d)(11)(B) and (C)

· Personal injury award per §522(d)(11)(D)

· Loss of future earnings per §522(d)(11)(E)

· Necessity Limitation

· The exemptions are designed to leave the debtor able to get back on his or her feet (not necessarily to leave the debtor well off)

· Health aids per §522(d)(9)

· Alimony, support, or maintenance (to the extent that it is reasonably necessary to support the debtor and any dependent) per §522(d)(10)(D)

· Federal Wildcard Exemption

· General wildcard exemption per §522(d)(5)

· Applies only to debtors that DO NOT have a homestead

· §522(d)(5): The debtor's aggregate interest in any property, not to exceed in value $800 [$975 effective 4-1-2004; adjusted every 3 years by § 104] plus up to $7,500 [$9,250 effective 4-1-2004; adjusted every 3 years by § 104] of any unused amount of the exemption provided under paragraph (1) of this subsection.
AVOIDING LIENS ON EXEMPTED PROPERTY

· Liens on exempted property that may be avoided include:

· Non-purchase money security interests

· Judicial liens

· Procedure for avoiding secured interests in exempted property

· The debtor must file a complaint

· Rule 7001 is used to stop a lien: if wishes to avoid a lien on an exempted property, it must file a lawsuit in bankruptcy court

· The debtor may bring a proceeding to avoid such a lien by filing a motion per Bankruptcy Rule 4003(d) [this is according to Gilbert; not sure how Rule 7001 comes into play]

· NON-PURCHASE MONEY SECURITY INTEREST: a debtor could bring an action under §522(f) to set aside a non‑purchase money security interest
· Definition of “non-purchase money security interest”:

· Purchase money security interest: a lien granted in property that was purchased

· Non-purchase money security interest: everything else

· Example: assume you buy a kitchen appliance from Sears and charge it on a Sears credit card; the lien would linger because it is purchase money; however, other liens drop out

· The bankruptcy court determines whether or not the lien is a purchase money security interest

· Types of exempted property for which these liens may be set aside

· These provisions are intended to protect the exemption [§522(f)(1)(b)]

· Liens can be avoided on the following types of property:

· Household furnishings

· Household goods

· Wearing apparel

· Appliances

· Books

· Animals

· Crops

· Musical instruments

· Jewelry

· Implements, professional books, or tools of the trade

· Professionally prescribed health aids for the debtor or a dependent of the debtor

· §522(f)(1)(b): Notwithstanding any waiver of exemptions but subject to paragraph (3), the debtor may avoid the fixing of a lien on an interest of the debtor in property to the extent that such lien impairs an exemption to which the debtor would have been entitled under subsection (b) of this section, if such lien is--(B) a nonpossessory, nonpurchase-money security interest in any--(i) household furnishings, household goods, wearing apparel, appliances, books, animals, crops, musical instruments, or jewelry that are held primarily for the personal, family, or household use of the debtor or a dependent of the debtor; (ii) implements, professional books, or tools, of the trade of the debtor or the trade of a dependent of the debtor; or (iii) professionally prescribed health aids for the debtor or a dependent of the debtor.
· In re Liming:

· Facts: farmer filed for bankruptcy and wanted to exempt the tractor as “tool of the trade”; a creditor, a bank, had a lien on the tractor; the court held the property could be exempted and the bank wished to enforce its lien on the property; the issue was whether the bank’s lien would persist

· Farmer has permitted to exempt the tractor and the bank could not enforce its lien because this was not a purchase money loan; the tractor had borrowed $15,000 and used the tractor as security; the loan had nothing to do with the purchase of the tractor

· JUDICIAL LIENS

· A judicial lien is avoidable to the extent that it impairs an exemption of the debtor

· If the impairment exceeds the value of the judicial lien, the judicial lien evaporates

· If the impairment does not exceed the value of the judicial lien, the judicial lien is only partially avoided

· §522(f)(1)(a): Notwithstanding any waiver of exemptions but subject to paragraph (3), the debtor may avoid the fixing of a lien on an interest of the debtor in property to the extent that such lien impairs an exemption to which the debtor would have been entitled under subsection (b) of this section, if such lien is--(A) a judicial lien, other than a judicial lien that secures a debt--(i) to a spouse, former spouse, or child of the debtor, for alimony to, maintenance for, or support of such spouse or child, in connection with a separation agreement, divorce decree or other order of a court of record, determination made in accordance with State or territorial law by a governmental unit, or property settlement agreement; and (ii) to the extent that such debt--(I) is not assigned to another entity, voluntarily, by operation of law, or otherwise; and (II) includes a liability designated as alimony, maintenance, or support, unless such liability is actually in the nature of alimony, maintenance or support.
· Calculation of the impairment:

Add: amount of judicial lien + other liens on property (e.g., mortgage + exemption permitted)

· (Judicial Lien) + (Other liens) + (Exemption) = Sum

Determine the debtor’s equity in the property: the value of the debtor’s interest in the property without liens

· The exemption is impaired to the extent that the sum of the judicial lien, other liens and exemption permitted exceeds the debtor’s unencumbered equity in the property (impaired to the extent that sum exceeds the debtor’s equity)

· If the equity is exceeded, the entire judicial lien vanishes

· Otherwise, it vanishes only to the extent that the sum exceeds the equity (per In re Silviera)

· Exclusion: judicial liens dealing with alimony or child support are excluded from the exemption per §522(f)(1)(a)

· In re Silviera:

· Facts: creditor appealed when the bankruptcy court allowed the debtor to avoid the lien; the creditor had obtained a judgment from a court of jurisdiction over the dispute; the debtor then obtained an abstract issued by the court and recorded the lien against the debtor in the proper county

· The issue was to what extent can the debtor avoid the lien (could avoid the entire judicial lien or only to the extent above the exemption)

CLAIMS

GENERAL:

· “Claim” is broadly interpreted in order to accomplish the intended bankruptcy goals

· Includes:

· Right to payment; and

· An equitable remedy for breach of performance giving rise to a right to payment

· §101(5): "claim" means-- (A) right to payment, whether or not such right is reduced to judgment, liquidated, unliquidated, fixed, contingent, matured, unmatured, disputed, undisputed, legal, equitable, secured, or unsecured; or (B) right to an equitable remedy for breach of performance if such breach gives rise to a right to payment, whether or not such right to an equitable remedy is reduced to judgment, fixed, contingent, matured, unmatured, disputed, undisputed, secured, or unsecured

· “Debt” liability on a claim [per §101(12)]
· “Creditor”: entity that has a claim against the debtor on or before the order for relief was filed [per §101(10)]
· Payment of claims:

· Only claims may be paid under Chapters 7, 11, 12, or 13

· If it does not get claimed, it does not get paid

· Claims must be allowed

· Claims must be valid

· Only holders of claims may vote under Chapter 11

· Discharge of claims

· §727(b) discharges the debtor from all debts that arose before the claim

· Only the holder of a claim is stayed during bankruptcy:

· Automatic Stay

· Consequences when creditors do NOT have claims:

· The creditor can continue to enforce the claim (no automatic stay)

· May effectively preclude the debtor’s fresh start

· The creditor may never be paid (there is nothing to collect in the future)

· Non-individual creditors (e.g., a corporation):

· If the debtor reorganizes and the rights of the creditor do not amount to a claim, the creditor could enforce its full rights against the debtor (this goes against the policy behind bankruptcy)

PROCEDURAL REQUIREMENTS

*To be allowable, the creditor has to abide by certain procedures and deadlines
1.
Form Requirements; and

2.
Time Requirements
FORM REQUIREMENTS

· Proof of Claim: Filing of proofs of claims or interests per §501
· A claim is evidenced by a proof of claim, a written statement setting forth a claim

· Form 10: a proof of claim form (Form 10) must be completed

· Either the debtor or the creditor can file the proof of claim

· §501 - Filing of proofs of claims or interests: (a) A creditor or an indenture trustee may file a proof of claim. An equity security holder may file a proof of interest. (b) If a creditor does not timely file a proof of such creditor's claim, an entity that is liable to such creditor with the debtor, or that has secured such creditor, may file a proof of such claim. (c) If a creditor does not timely file a proof of such creditor's claim, the debtor or the trustee may file a proof of such claim. (d) A claim of a kind specified in section 502(e)(2), 502(f), 502(g), 502(h) or 502(i) of this title may be filed under subsection (a), (b), or (c) of this section the same as if such claim were a claim against the debtor and had arisen before the date of the filing of the petition.

· Also look to the following to ensure compliance:

· Federal Rules of Bankruptcy Procedure

· Rules of the local court

· If you follow the rules as a creditor, a presumption is created that the claim is valid per Bankruptcy Rule 3001(f), evidentiary effect
· Bankruptcy Rule 3001(f): a proof of claim executed and filed in accordance with these rules shall constitute prima facie evidence of the validity and amount of the claim

· The court will need to determine if it is a valid claim; therefore, include every bit of evidence you have to the claim (e.g., contract, invoice, security agreement, etc.)

· If the trustee or someone objects, then it starts an adversarial procedure; therefore, prove your claim at the start by including all relevant documentation

· A claim is deemed allowed unless a party objects [§502(a)]

· §502(a): a claim or interest, proof of which is filed under section 501 of this title, is deemed allowed, unless a party in interest, including a creditor of a general partner in a partnership that is a debtor in a case under chapter 7 of this title, objects.

· The notion of allowance simply means that the claim is recognized by the court as being valid

· Only allowed claims are paid

TIME REQUIREMENTS

· Proofs of claim must be timely filed
· Per §502(b)(9), if a proof of claim is not timely filed, it could be disallowed

· §726(a)(2)(c) permits tardily filed claims if 2 conditions are satisfied:

1.
No notice to creditor or knowledge by the creditor; and
2.
Proof of claim filed in time to permit payment

· Late filed claims are disallowed in Chapter 13
· Time requirement for Chapters 7, 12, and 13
· Bankruptcy Rule 3002(c): claims must not be filed more than 90 days after the first date set for the meeting of creditors called under §341(a) [a number of exceptions are provided in 3002(c)]

· Insufficient assets: if there are insufficient assets, the notice mailed out from Washington DC to creditors will state as such and advise the creditors that they do NOT need to file within the 90‑day period

· 3002(c)(5): file within 90 days, unless the court tells you not to

· Time requirement for Chapter 11
· General Rule: no bar date; creditors could file a proof of claim up to the disclosure statement hearing

· Debtors usually want to file to set a deadline for the proofs in order to see what they are up against (they will be in a better position to determine their position) 

SUBSTANTIVE REQUIREMENTS

· General Rule: per §502(b), claims are deemed allowed unless one of the exceptions under §502(b)(1) through §502(b)(9) applies

Summary of exceptions:

· Claim is barred/unenforceable under appropriate (applicable nonbankruptcy) law or was released pre-bankruptcy per §502(b)(1)

· Unmatured interest as of the date of the petition (creditor could only include the interest accrued up to bankruptcy) per §502(b)(2)

· Future damages with respect to leases per §502(b)(6)

· Damages related to the termination of employment contracts per §502(b)(7)

· EXCEPTIONS:

· Claim barred/unenforceable under appropriate (applicable non‑bankruptcy) law or was released pre-bankruptcy per §502(b)(1)

· Such claim is unenforceable against the debtor and property of the debtor, under any agreement or applicable law for a reason other than because such claim is contingent or unmatured

· Claim for unmatured interest as of the date of the petition (creditor could only include the interest accrued up to bankruptcy) per §502(b)(2): 

· Creditors are not entitled to future interest after the date of bankruptcy filing

· All that creditors get is the interest that has accrued

· §502(b)(3) through §502(b)(5): skipped

· Claim for future damages with respect to leases is limited per §502(b)(6): 

· Usually comes up in long‑term leases

· Rationale: otherwise, such future claims would consume the estate, especially in high cost, long‑term lease agreements

· Past claims are okay per §502(b)(6)(B): whatever accrued under the lease as of the date of the filing is part of the claim

· Total future claims, including attorneys fees, charges, etc., are limited, per §502(b)(6)(A)

· Future damages are limited to any unpaid rent without acceleration for the remaining term of the lease following the date of filing or the date the property was surrendered or repossessed, whichever is earlier
· The damages related to such a claim are limited to the greater of 15% (not to exceed 3 years) or 1 year (therefore, if it is a 10 year lease, it would get 1.5 years in future damages)

· This is not what the creditor will get paid, it is simply the amount of its claim

· Claim for damages related to the termination of employment contract is limited per §502(b)(7)

· Limits damages to 1 year
· Rationale: the people at the top usually have contracts; therefore, Congress wanted to limit the people at the top from having golden parachutes

POTENTIAL FUTURE CLAIMS

· Three different tests to determine whether the potential future parties (e.g., tort claimants) would have a “claim”:

1.
Accrued State Law Claim Theory: claim must have manifested itself under state law prior to the filing

2.
Conduct Theory: the tortious conduct giving rise to the potential claims must have occurred prior to filing

3.
Prepetition Relationship Theory: requires some type of relationship between the debtor and claimant (e.g., exposure, privity) prior to filing (adopted by Piper Aircraft)

· Piper Aircraft
· Facts: company faced multiple tort claims and filed for Chapter 11; the appointed representative wanted to set some money aside to provide for future tort claims in order to discharge these future claims; the committee of creditors, representing the then existing creditors, objected

· Issue: were the future interests claims? Typically, “claim” was been interpreted very broadly

· The court adopted the prepetition relationship test, but failed to provide guidelines as to how much of a relationship is necessary to satisfy the relationship test

EQUITABLE RIGHTS OF PAYMENT

· Per In re Ward, if the equitable relief can be estimated in terms of money damages, then it should be quantified and counted as a claim
· This ensures that the debtor will get a fresh start and ensures that all creditors will be treated equally 

· In re Ward:

· Facts: covenant not to compete if the franchisee, debtor, terminated the franchise agreement; contrary to the covenant not to compete, the debtor opened a business; the creditor requested the court to enjoin the debtor via an injunction, but the court refused

· Holding: the court reasoned that if the injunction was granted, the creditor would effectively receive more than the other creditors

· If the equitable relief can be translated into dollars, then it should be treated like that to avoid equitable relief

· §101(5)(b):
· §101(5)(b): "claim" means--(B) right to an equitable remedy for breach of performance if such breach gives rise to a right to payment, whether or not such right to an equitable remedy is reduced to judgment, fixed, contingent, matured, unmatured, disputed, undisputed, secured, or unsecured

SECURED CLAIMS

· Bifurcation: the claim is bifurcated to the extent of the collateral

· A claim is secured to the extent of the collateral

· A claim is unsecured to the extent above the collateral

· Undersecured Claim: when the value of the claim exceeds the value of the equity

· Oversecured Claim: when the value of the equity exceeds the value of the claim

· Per §506(b), secured creditors with oversecured property can accrue interest, reasonable fees, costs, and charges provided for under this agreement

· Accrual of Interest:

· Unsecured creditors cannot accrue interest beyond the filing date

· Interest is permitted up to the point where the secured claim plus the interest equal the value of the collateral

· Abandonment of secured property: the property may be abandoned per §554 

· If the property is worth more than the secured claim, the trustee can probably sell it; however, if the property is underwater, there is nothing for the trustee to get from the sale, the trustee may abandon the asset and the holder of the secured claim can foreclose since it has been abandoned

· VALUING PROPERTY: 

· 3 different ways of determining the value of property

1.
Liquidation Value (Foreclosure Value): the value the creditor would get at a foreclosure sale

· Typically, this value is relatively low; therefore, debtors favor it

2.
Replacement Value* (per Associates):

· Creditors favor this higher value

3.
Hybrid: splits the different

· Associates Commercial Corporation v. Rash:

· *US SC case that held replacement value is the appropriate method to value property

· Facts: cramdown power invoked by the debtor; debtor needs to show the present worth of the installments equals the present worth of the collateral; regarding the estimated value of the property, the debtor argued for liquidation (foreclosure) value; the creditor argued for replacement value

· Holding: Replacement value is the appropriate value in this situation; the court focused on “disposition of use” language in §506(a) to reach its conclusion

· Unanswered questions following Rash:

· The Rash decision left some unanswered questions

· Not clear how replacement value is determined (e.g., retail value, wholesale value, etc.)

· §506(d): 

· Comes up in consumer cases

· §506(d) seems to suggest the secured interest can be reduced to the value of the property and then reclaimed at that lower value

· The US SC has held the debtor cannot “strip down” the secured interest

· §506(d): to the extent that a lien secures a claim against the debtor that is not an allowed secured claim, such lien is void, unless-- (1) such claim was disallowed only under section 502(b)(5) or 502(e) of this title; or (2) such claim is not an allowed secured claim due only to the failure of any entity to file a proof of such claim under section 501 of this title.

PRIORITY OF CLAIMS

GENERAL:

· Property of the estate is distributed to creditors per §726
· Describes the entire distribution of unsecured claims in Chapter 7 (only deals with unsecured claims)

· After secured claims have been paid, any equity in the estate goes into a vessel

· §726 describes the unsecured claims in this vessel are distributed

· At the very top of this vessel is §507

· Per §507, §503 (administrative claims) are the top of the list

· Summary of priority of claims:

· Secured claims per §506

· Fully secured debt (paid in full plus interest and cost to the extent of equity cushion)

· Partially secured debt (secured portion is paid in full to the extent of collateral and remaining is an unsecured claim)

· Priority claims per §507

· Administrative Expenses 

· Gap creditors

· Wages claims (limited)

· Employee benefit plans (limited)

· Skipped [Grain producers and fishermen]

· Deposits for consumer goods or services (limited)

· Alimony, maintenance, and support due to the spouse, ex‑spouse, or child of the debtor

· Various taxes (limited)

· Skipped [Claims arising out of federal depository insurance]

· General unsecured claims
· Timely filed general unsecured claims and late claims where creditor had no notice or knowledge of the case to file in time but filed early enough to be able to participate

· Other tardily filed general unsecured claims

· Claims for fines, penalties, forfeiture, or punitive damages, which are not compensation for actual pecuniary loss
· Interest on priority and general unsecured claims
· Any surplus remaining goes to the debtor
· Per §726(a), priority claims get paid first

· §726 describes how unsecured claims are to be distributed under a Chapter 7 liquidation (provides order of claims)

· §726(a) says that §507 claims get paid first

· §507 applies to Chapters 7, 11, and 13
· §726(a): Except as provided in section 510 of this title, property of the estate shall be distributed-- (1) first, in payment of claims of the kind specified in, and in the order specified in, section 507 of this title, proof of which is timely filed under section 501 of this title or tardily filed before the date on which the trustee commences distribution under this section
PRIORITY OF CLAIMS per §507:

· §507 applies to Chapters 7, 11, and 13
· Administrative Expenses per §507(a)(1):

· Administrative expenses get paid first

· §507(a)(1): First, administrative expenses allowed under section 503(b) of this title, and any fees and charges assessed against the estate under chapter 123 of title 28
· Per §503(b)(1)(A), administrative expenses include the actual and necessary costs and expenses of preserving the estate, including wages, salaries, or commission for services rendered after the commencement of the case

· Per Matter of Jartran Inc., in order to be considered administrative, it must have been entered into after the filing of bankruptcy
· Facts: the creditor was the middleman between the debtor and the yellow pages; the closing date was when you could no longer retract the add; closing date occurred prior to bankruptcy

· Holding: the administrative expense exception is for people that are willing to do business with businesses that have filed a bankruptcy claim; here, the creditor had already entered into the agreement with the debtor prior to bankruptcy; the value was extended pre-bankruptcy; it doesn’t matter that the ad was running after bankruptcy;  

· *Filing of a bankruptcy is a point of cleavage: in order to be considered administrative, it must have been entered into after the filing of bankruptcy

· Gap Creditors per §507(a)(2):

· Only occur in involuntary bankruptcies

· These claims occur during the “gap,” the time period between the filing and the court ordering relief

· §507(a)(2): Second, unsecured claims allowed under section 502(f) of this title

· §502(f): In an involuntary case, a claim arising in the ordinary course of the debtor's business or financial affairs after the commencement of the case but before the earlier of the appointment of a trustee and the order for relief shall be determined as of the date such claim arises, and shall be allowed under subsection (a), (b), or (c) of this section or disallowed under subsection (d) or (e) of this section, the same as if such claim had arisen before the date of the filing of the petition.

· Wage Claims per §507(a)(3):

· Applies to either individuals or corporations

· Claims by employees for unpaid wages not to exceed a designated amount (currently $4,650) earned within 90 days of the petition date

· §507(a)(3): Third, allowed unsecured claims, but only to the extent of $4,000 [$4,925 effective 4-1-2004; adjusted every 3 years by §104] for each individual or corporation, as the case may be, earned within 90 days before the date of the filing of the petition or the date of the cessation of the debtor's business, whichever occurs first, for-- (A) wages, salaries, or commissions, including vacation, severance, and sick leave pay earned by an individual; or (B) sales commissions earned by an individual or by a corporation with only 1 employee, acting as an independent contractor in the sale of goods or services for the debtor in the ordinary course of the debtor's business if, and only if, during the 12 months preceding that date, at least 75 percent of the amount that the individual or corporation earned by acting as an independent contractor in the sale of goods or services was earned from the debtor

· Employee Benefit Plans per §507(a)(4):

· Applies to either individuals or corporations

· Includes pension contributions, health care premiums, etc.

· If the limit for the wage claims per §507(a)(3) has been reached, this does not apply [i.e., limited by the $4,650 §507(a)(3)]

· §507(a)(4): Fourth, allowed unsecured claims for contributions to an employee benefit plan-- (A) arising from services rendered within 180 days before the date of the filing of the petition or the date of the cessation of the debtor's business, whichever occurs first; but only (B) for each such plan, to the extent of-- (i) the number of employees covered by each such plan multiplied by $4,000 [$4,925 effective 4-1-2004; adjusted every 3 years by §104]; less (ii) the aggregate amount paid to such employees under paragraph (3) of this subsection, plus the aggregate amount paid by the estate on behalf of such employees to any other employee benefit plan.
· Fifth Level Skipped [§507(a)(5)]

· Deposits for Consumer Goods or Services per §507(a)(6):

· Applies only to individuals

· Applies when an individual has made a deposit for the purchase or lease of property for personal, family, or household goods or services and those goods or services have not yet been delivered

· §507(a)(6): Sixth, allowed unsecured claims of individuals, to the extent of $1,800 [$2,225 effective 4-1-2004; adjusted every 3 years by §104] for each such individual, arising from the deposit, before the commencement of the case, of money in connection with the purchase, lease, or rental of property, or the purchase of services, for the personal, family, or household use of such individuals, that were not delivered or provided.
· Alimony and Other Support Payments per §507(a)(7):

· Applies only to individuals

· Includes alimony, maintenance, or support obligations that were outstanding at the time of bankruptcy

· §507(a)(7): Seventh, allowed claims for debts to a spouse, former spouse, or child of the debtor, for alimony to, maintenance for, or support of such spouse or child, in connection with a separation agreement, divorce decree or other order of a court of record, determination made in accordance with State or territorial law by a governmental unit, or property settlement agreement, but not to the extent that such debt-- (A) is assigned to another entity, voluntarily, by operation of law, or otherwise; or (B) includes a liability designated as alimony, maintenance, or support, unless such liability is actually in the nature of alimony, maintenance or support.
· Taxes per §507(a)(8):

· Includes all kinds of taxes

· Income taxes [§507(a)(8)(A)]

· Property taxes [§507(a)(8)(B)]

· Employment taxes [§507(a)(8)(D)]

· Excise taxes [§507(a)(8)(E)]

· Generally, most often this deals with income taxes

· With respect to income taxes, limited to within 3 years of the filing for bankruptcy per §507(a)(8)(A)

DISCHARGE

GENERAL:

· §727 is the basic discharge provision for Chapter 7 cases
· Other chapters have their own discharge provisions:
· §1141 for Chapter 11

· §1228 for Chapter 12

· §1328 for Chapter 13

· General Rule: the honest debtor will receive a discharge – the discharge is like a quid pro quo for the debtor making available  to the creditor all non‑exempt assets for distribution in return for discharging all pre-bankruptcy obligations

· There are exceptions to this general rule (see below)

· Effect Of Discharge: per §524(a)(1) and (2), the entry of the discharge voids any judgment and operates as an injunction against the debtor

· §524(a): A discharge in a case under this title-- (1) voids any judgment at any time obtained, to the extent that such judgment is a determination of the personal liability of the debtor with respect to any debt discharged under section 727, 944, 1141, 1228, or 1328 of this title, whether or not discharge of such debt is waived; (2) operates as an injunction against the commencement or continuation of an action, the employment of process, or an act, to collect, recover or offset any such debt as a personal liability of the debtor, whether or not discharge of such debt is waived

EXCEPTIONS (when debtor DOES NOT receive a discharge):

· Summary of exceptions:

· Debtor is not an individual

· The debtor has done something to hide or damage property of debtor or estate

· The debtor has destroyed information or records

· The debtor filed false reports, bribes, false oath or account, or withheld from the trustee any information

· The debtor failed to explain any loss

According to §727(a), the court shall grant the debtor a discharge, UNLESS:
· The debtor is NOT an individual; business entities (corporations, partnerships, etc.) DO NOT get discharges per §727(a)(1):

· Only human beings (individuals) receive a discharge

§727(a)(2) - §727(a)(5) DEAL WITH THE DEBTOR’S WRONGFUL CONDUCT:

· The debtor has done something to hide or damage property of debtor or estate per §727(a)(2):

· §727(a)(2): the debtor, with intent to hinder, delay, or defraud a creditor or an officer of the estate charged with custody of property under this title, has transferred, removed, destroyed, mutilated, or concealed, or has permitted to be transferred, removed, destroyed, mutilated, or concealed-- (A) property of the debtor, within one year before the date of the filing of the petition; or (B) property of the estate, after the date of the filing of the petition

· The debtor has destroyed information or records per §727(a)(3):

· There is a minimum record keeping duty (debtor needs to be able to ascertain the scope of the assets)

· The debtor has an obligation to maintain proper records and to present them in the first place

· §727(a)(3): the debtor has concealed, destroyed, mutilated, falsified, or failed to keep or preserve any recorded information, including books, documents, records, and papers, from which the debtor's financial condition or business transactions might be ascertained, unless such act or failure to act was justified under all of the circumstances of the case

· The debtor filed false reports, bribes, false oath or account, or withheld from the trustee any information per §727(a)(4):

· Discharge denied if debtor made false statements

· §727(a)(4): the debtor knowingly and fraudulently, in or in connection with the case-- (A) made a false oath or account; (B) presented or used a false claim; (C) gave, offered, received, or attempted to obtain money, property, or advantage, or a promise of money, property, or advantage, for acting or forbearing to act; or (D) withheld from an officer of the estate entitled to possession under this title, any recorded information, including books, documents, records, and papers, relating to the debtor's property or financial affairs

· The debtor failed to explain any loss per §727(a)(5):

· §727(a)(5): the debtor has failed to explain satisfactorily, before determination of denial of discharge under this paragraph, any loss of assets or deficiency of assets to meet the debtor's liabilities

CREDITORS PRESERVATION OF A DEBT

· To preserve a debt, creditors need to file a complaint per Adversary Rules (See Bankruptcy Rule 7001)

· The complaint basically states that Debtor’s discharge should be barred because debtor violated some aspect of §727

· Time limit exists for bringing such an action (governed by Bankruptcy Rule 4004)

· In a Chapter 7, the creditor must bring action within 60 days after the first date set for the meeting of creditors under 341(a)

· A time extension available under Rule 4004(b)

· Rule 4004 Grant or Denial of Discharge --  (a) Time for filing complaint objecting to discharge; notice of time fixed: In a chapter 7 liquidation case a complaint objecting to the debtor’s discharge under §727(a) of the Code shall be filed no later than 60 days after the first date set for the meeting of creditors under §341(a). In a chapter 11 reorganization case, the complaint shall be filed no later than the first date set for the hearing on confirmation. At least 25 days’ notice of the time so fixed shall be given to the United States trustee and all creditors as provided in Rule 2002(f) and (k), and to the trustee and the trustee’s attorney. (b) On motion of any party in interest, after hearing on notice, the court may for cause extend the time to file a complaint objecting to discharge. The motion shall be filed before the time has expired.

· As a creditor, you do not need to get all creditors’ debts barred from discharge; you should try to get only your debt barred from discharge

CLAIMS THAT SURVIVE DISCHARGE PER §523
· GENERAL

· Certain kinds of obligations are exempted and there is nothing the debtor could do per §523(a)

· There are also other types of obligations that are dischargeable unless the creditor acts per §523(c)(1)

· There are 4 types of these (see below)

· Per Bankruptcy Rule 4007(c), the creditors have 60 days after the first date set for the meeting of creditors to file a complaint

· Therefore, creditor must act quickly

· §523(c)(1): if the obligation falls within one of the 4 listed subsections, then not dischargeable unless creditors file complaint within 60 days:

· §523(a)(2): assets obtained by false representation or fraud

· §523(a)(4): for fraud or defalcation while acting in a fiduciary capacity, embezzlement, or larceny

· §523(a)(6): willful or malicious injury to other

· §523(a)(15): alimony and child support

· Creditor has the burden of proof in showing that debt should be nondischargeable

· The courts will narrowly construe the exceptions to the discharge in order to further the underlying bankruptcy policy of giving the debtor a fresh start

· The general rule is that the debt is discharged; it is up to the creditor to prove one of the exceptions to make the debt nondischargeable

· Standard: preponderance of the evidence
· *Debtors should be overly inclusive of potential debts when filing to ensure the entire universe of potential creditors has received notice (both under chapters 7 and 11) [to avoid nondischargeability under §523(a)(3)]

· Per Rule 2002(e), creditors are told not to file claims if there are no assets (no point); however, if the debtor failed to schedule a liability, the potential creditors never had notice

· In re Madaj (see below)

· NON-DISCHARGEABLE OBLIGATIONS per §523(a)

· Summary:

· Taxes

· Fraud

· Failure to schedule or improper notice

· Fiduciary fraud or defalcation

· Alimony, maintenance, and support

· Willful malicious injury

· Fine and penalty; court costs

· Educational loans

· Liability for drunk driving

· Prior bankruptcy

· Fiduciary fraud – financial institutions

· Failure to maintain capital of insured depository institutions

· Restitution for federal crimes

· Debts incurred to pay federal taxes

· Property settlements and hold harmless obligations arising from separation agreement or divorce

· §523(a)(1): TAXES are non-dischargeable

· Congress limits the amount of income tax debt that is nondischargeable: nondischargeable tax debt is limited to that incurred during the 3 years prior to the bankruptcy filing (as long as the tax returns were filed and there was no fraud)

· Other types of tax debt, e.g., resulting from unpaid payroll taxes, are nondischargeable

· A penalty against the principal owner who is responsible for the collection and handing over of the tax (e.g., payroll tax) is treated as a tax

· Therefore, advise clients to pay the trust fund portion of the taxes

· *§523(a)(2): FRAUD – debts for money, property, services, or credit obtained by false representation or fraud

· *Creditors must file complaint within 60 days to keep such obligations from being discharged

· The Justifiable Reliance standard should be applied in determining whether fraud occurred (per Field v. Mans)

· Justifiable Reliance is very fact specific

· These types of cases are very fact intensive

· *Field v. Mans (US SC case): Field sold real property to Mans for $275K cash and received a note for the remaining $187K; the note was secured by the real property; due on sale clause (provision that made the entire financed amount due upon the transfer of the property) applied to the note in this case; Mans transferred the property to a partnership without Field’s permission; after the actual transfer had occurred, Mans requested the permission, but no agreement resulted between the parties and Mans filed for bankruptcy; Field argued that the debt should NOT be discharged based on §523(a)(2); the bankruptcy court applied a “reasonable reliance” standard and held the debt dischargeable

· US SC applied a “justifiable reliance” standard (rather than the reasonable reliance standard)

· Credit card debt and fraud: if you are representing a debtor who gets sued to have debt nondischargeable, look into the factors that the creditor relied upon to extend the credit in the first place (attack the creditor’s reliance)

· AMEX represents the conservative view with respect to credit card debt

· Ellingsworth: the court held the debtor’s debt dischargeable because the debtor had 16 credit cards and was extremely indebted when the creditor extended the credit

· Mercer: even a more extreme position; prima facie discharged if the creditor does certain things

· Amendment: the Mercer decision led to the addition of §523(a)(2)(C): presumption of nondischargeability if credit card charges incurred within 60 days of bankruptcy exceeded a certain amount

· AMEX v. Hashemi: debtor was on the verge of insolvency; took family vacation to Europe and charged over $60K on credit card; in the meantime, the only asset he possessed foreclosed; debtor filed for bankruptcy and AMEX argued credit card was nondischargeable

· The court agreed with creditor by applying the Daugherty Test (considered 20 different factors, including: were the items luxury or necessity; the amount of time between the charges and the filing; the amount of charges; justifiable reliance in that the debtor had paid it back before, etc.)

· The misrepresentation was that debtor impliedly stated he would pay debt back each time he used card

· These types of cases are very fact intensive

· AMEX represents the conservative view with respect to credit card debt

· Punitive Damages: punitive and compensatory damages are nondischargeable if there was fraud per De La Cruz
· §523(a)(3): FAILURE TO SCHEDULE DEBTS / IMPROPER NOTICE
· 2 circumstances:

1.
Failure to list in bankruptcy schedule; or

2.
Failure to provide proper notice to creditor

· Excepts from discharge any claim that is neither listed in the bankruptcy schedule to permit a timely filing of a proof of claim, unless the creditor had notice or actual knowledge of the case, or any claim for which the debtor failed to provide notice in order to have the creditor file a non dischargeable claim if they have a claim of that type

· NO ASSET -  In re Madaj: parents-creditors were not provided with notice of chapter 7 bankruptcy proceedings; parents wanted to say that the debt is not discharged because there was no notice and the debt was not listed; however, the court held it would not have mattered anyway, because the debtors did not have any assets (there was nothing to file)

· *§523(a)(4): FIDUCIARY FRAUD OR DEFALCATION
· *Creditors must file complaint within 60 days to keep such obligations from being discharged

· Fraud or defalcation while acting in a fiduciary capacity, embezzlement or larceny
· For fraud or defalcation while acting in a fiduciary capacity, embezzlement, or larceny

· §523(a)(5): ALIMONY, MAINTENANCE, AND SUPPORT
· Alimony, maintenance, and support are not dischargeable

· *§523(a)(6): WILLFUL MALICIOUS INJURY
· Willful malicious injury by the debtor to another entity or to the property of another entity

· *Creditors must file complaint within 60 days to keep such obligations from being discharged

· Per Kawaauhau v Geiger, you need to show intent to actually harm creditor or creditor’s property
· *Kawaauhau v Geiger (US SC case): patient had his leg amputated because of doctor’s negligence; patient filed a medical malpractice claim and as soon as the jury awarded damages the doctor filed for bankruptcy

· The US SC held that implied malice was insufficient to prove willful malicious injury under §523(a)(6); you need something more; **need to show that there was deliberate intent to injure the property or the person, i.e., the debtor must have intended to cause the harm
· This also comes up in commercial settings: assume the debtor is a car dealer and is acquiring cars by borrowing money from the bank; instead of taking the money and paying the bank, the dealer pays other bills; this is a sale out of trust and can be considered willful and malicious injury; the opposite argument (the debtor’s argument) is that he is just trying to run the business by paying off some immediate business debt

· Policy: however, courts, generally, want to protect the discharge; therefore, unlikely the court will find such a debt nondischargeable in a commercial setting

· §523(a)(7): FINE AND  PENALTY; COURT COSTS
· Fine, penalty, or forfeiture payable to governmental unit

· Fines in criminal proceedings: criminal fines are nondischargeable; restitution from criminal wrongdoings is exempted from discharge per Kelly v. Robinson
· §523(a)(8): EDUCATIONAL LOANS
· Policy: higher education graduates have great earning potential but no assets initially; therefore, since very few assets, there was incentive to file bankruptcy; policy to discourage this practice

· Exception: such debt could be discharged if nondischargeability would impose an undue hardship on the debtor and the debtor’s dependents (see underlined section of the section below)

· In re Brightful: the court established a 3‑part test for determining whether the undue hardship exception should apply:

3-part test:

· Debtor’s income is less than required to maintain a median standard of living

· Circumstances expected to continue for the foreseeable future

· Debtor made a good faith effort to repay the loan

· For an educational benefit overpayment or loan made, insured or guaranteed by a governmental unit, or made under any program funded in whole or in part by a governmental unit or nonprofit institution, or for an obligation to repay funds received as an educational benefit, scholarship or stipend, unless excepting such debt from discharge under this paragraph will impose an undue hardship on the debtor and the debtor's dependents
· §523(a)(9): LIABILITY FOR DRUNK DRIVING
· Death or injury resulting from driving while intoxicated
· For death or personal injury caused by the debtor's operation of a motor vehicle if such operation was unlawful because the debtor was intoxicated from using alcohol, a drug, or another substance

· §523(a)(10): PRIOR BANKRUPTCY
· Could have listed in prior case or waived discharge
· That was or could have been listed or scheduled by the debtor in a prior case concerning the debtor under this title or under the Bankruptcy Act in which the debtor waived discharge, or was denied a discharge under section 727(a)(2), (3), (4), (5), (6), or (7) of this title, or under section 14c(1), (2), (3), (4), (6), or (7) of such Act

· §523(a)(11): FIDUCIARY FRAUD – FINANCIAL INSTITUTIONS
· As provided by other final judgment

· Provided in any final judgment, unreviewable order, or consent order or decree entered in any court of the United States or of any State, issued by a Federal depository institutions regulatory agency, or contained in any settlement agreement entered into by the debtor, arising from any act of fraud or defalcation while acting in a fiduciary capacity committed with respect to any depository institution or insured credit union

· §523(a)(12): FAILURE TO MAINTAIN CAPITAL OF INSURED DEPOSITORY INSTITUTIONS
· For malicious or reckless failure to fulfill any commitment by the debtor to a Federal depository institutions regulatory agency to maintain the capital of an insured depository institution, except that this paragraph shall not extend any such commitment which would otherwise be terminated due to any act of such agency

· §523(a)(13): RESTITUTION FOR FEDERAL CRIMES
· For any payment of an order of restitution issued under title 18, United States Code

· §523(a)(14): DEBTS INCURRED TO PAY FEDERAL TAXES
· Debt incurred in order to pay tax debt per §523(a)(1)
· Incurred to pay a tax to the United States that would be nondischargeable pursuant to paragraph (1)

· *§523(a)(15): PROPERTY SETTLEMENTS AND HOLD HARMLESS OBLIGATIONS ARISING FROM SEPARATION AGREEMENT OR DIVORCE
· *Creditors must file complaint within 60 days to keep such obligations from being discharged

· All of the other obligations of divorce not covered by §523(a)(5)

· Originally, only support, maintenance, and alimony were non-dischargeable; but property payments used to be dischargeable

· So §523(a)(15) was added to take care of other types of divorce filings; however, creditors have to schedule the debts and file a claim (it is one of the 4 that require the creditor to file a complaint within 60 days)

· 3-step obligation:

· Step 1: per §523(a)(5), alimony, maintenance, and support are non-dischargeable under chapters 7, 11, and 13; creditor can litigate the type of alimony, maintenance, and support in bankruptcy or state court

· Step 2: if debt does not fall within §523(a)(5), it may nevertheless be non-dischargeable under §523(a)(15) if it was incurred in a divorce (however, it is dischargeable in a chapter 13)

· Step 3: if within §523(a)(15), could still be discharged under one of 2 exceptions:

A.
the debtor could not pay the debt from disposable income

B.
discharging such debt would result in a benefit to the debtor that outweighs the detrimental consequences to a spouse, former spouse, or child of the debtor

· In the Matter of Crosswhite: martial dissolution case; the husband kept the house and agreed to pay $8k and to hold wife harmless on certain bank debts; instead of paying anything, he filed chapter 7; the wife paid off the bank debts and claimed they were marital obligations

· Court found debt non-dischargeable, reasoning that otherwise this would give the debtor an unreasonable benefit
· Court held that the burden of proof (for proving one of the step 3 exceptions) should have been on the debtor, not the creditor; it does not make sense to have the burden of proof on the creditor

· Not of the kind described in paragraph (5) that is incurred by the debtor in the course of a divorce or separation or in connection with a separation agreement, divorce decree or other order of a court of record, a determination made in accordance with State or territorial law by a governmental unit unless-- (A) the debtor does not have the ability to pay such debt from income or property of the debtor not reasonably necessary to be expended for the maintenance or support of the debtor or a dependent of the debtor and, if the debtor is engaged in a business, for the payment of expenditures necessary for the continuation, preservation, and operation of such business; or (B) discharging such debt would result in a benefit to the debtor that outweighs the detrimental consequences to a spouse, former spouse, or child of the debtor

PROTECTING THE DISCHARGE

GENERAL:

· Any attempt to enforce a prebankruptcy claim is void per §524(a)

· §524(a): any attempt to enforce a prebankruptcy claim is void, regardless whether or not the creditor attempted to get a waiver of the prebankruptcy debt
· §524(a)(1) and §524(a)(2) operate as an injunction against creditors, prohibiting them from collecting on prebankruptcy debts

· §524(a) A discharge in a case under this title-- (1) voids any judgment at any time obtained, to the extent that such judgment is a determination of the personal liability of the debtor with respect to any debt discharged under section 727, 944, 1141, 1228, or 1328 of this title, whether or not discharge of such debt is waived; (2) operates as an injunction against the commencement or continuation of an action, the employment of process, or an act, to collect, recover or offset any such debt as a personal liability of the debtor, whether or not discharge of such debt is waived

· Discrimination against debtors per §525:
· States cannot discriminate against debtors per §525(a)

· §525(a) only deals with states and NOT private employers

· Toth v. MI State Housing Developmental Authority: the debtor argued that she was being denied the fresh start because she was denied a loan; filed suit under asserting a violation of §525
; court determined that a denial of a loan does not violate §525; the court held that the language “other similar grants” of §525 does not include money; limited to license, permit, charter, or franchise

· §525(b) covers private employers

· §525(b): no private employer may terminate the employment of, or discriminate with respect to employment against, an individual who is or has been a debtor under this title, a debtor or bankrupt under the Bankruptcy Act, or an individual associated with such debtor or bankrupt, solely because such debtor or bankrupt-- (1) is or has been a debtor under this title or a debtor or bankrupt under the Bankruptcy Act; (2) has been insolvent before the commencement of a case under this title or during the case but before the grant or denial of a discharge; or (3) has not paid a debt that is dischargeable in a case under this title or that was discharged under the Bankruptcy Act
REAFFIRMING DEBT per §524(c)

· Reaffirmation of debt is permitted as long as certain steps are followed by the creditors

· Creditors sometimes ask debtors to reaffirm debt after the filing of bankruptcy; if it is reaffirmed during the bankruptcy (but before discharge), then it can be collected after the bankruptcy

· 3 Procedural Requirements for creditor to reaffirm debt per §524(c):

1.
The agreement must be entered into before the granting of discharge;

2.
The agreement must contain a warning indicating to the debtor that it will be enforceable after a bankruptcy; and

3.
Reaffirmation agreement filed with court and accompanied with an affidavit by the debtor’s attorney stating that the reaffirmation agreement was a voluntary and does not impose undue hardship on the debtor

EFFECT ON GUARANTORS per §524(e)

· Creditors can still chase any guarantors or partners for the debt, regardless of a discharge

· Guarantors are liable

· Example: if the debtor owed money to a creditor and the debtor’s business partner had guaranteed the debt, the business partner is not off the hook (e.g., bank debt)

· Partners are liable for the debts of the partnership

· Example: if you have a small company, the owners are the ones that will loan money to the company, so partners are liable for the debts of the partnership (if they contributed money post bankruptcy they would try to get a release)

ADEQUATE PROTECTION per §361

GENERAL:

· Basic concept: if the property interests of the secured creditor cannot be protected, the creditor may be entitled to some relief

· 3 means by which adequate protection may be provided per §361:

· §361(1): if the creditor has interest in property, the debtor could make a cash payment or periodic cash payments that would constitute adequate protection

· §361(2): the debtor provides the creditor an additional lien on another asset
· A common replacement lien is on the debtor’s inventory and new accounts receivable

· §361(3): the debtor provides relief that will result in the equivalent of creditor’s interest in the property held by debtor

· This can be problematic for the creditor because equity cushion as low as 10% has satisfied

· The court determines whether adequate protection exists

· §361: when adequate protection is required under section 362, 363, or 364 of this title of an interest of an entity in property, such adequate protection may be provided by-- (1) requiring the trustee to make a cash payment or periodic cash payments to such entity, to the extent that the stay under section 362 of this title, use, sale, or lease under section 363 of this title, or any grant of a lien under section 364 of this title results in a decrease in the value of such entity's interest in such property; (2) providing to such entity an additional or replacement lien to the extent that such stay, use, sale, lease, or grant results in a decrease in the value of such entity's interest in such property; or (3) granting such other relief, other than entitling such entity to compensation allowable under section 503(b)(1) of this title as an administrative expense, as will result in the realization by such entity of the indubitable equivalent of such entity's interest in such property

INADEQUATE PROTECTION

· Courts need to determine what constitutes inadequate protection

· Situations where inadequate protection has been found:

· Lack of insurance on property

· Declining value of property

· Minority rule: 10% to 20% cushion of oversecurity (equity) is adequate protection

· Majority rule: the debtor does not have an obligation to maintain any kind of cushion

· For cause:

· Bad Faith No. 1: transfer of property on the eve of bankruptcy to a shell company in bad faith

· Bad Faith No. 2: debtor, who is about to lose his home to foreclosure, files Chapter 13, receives a stay; as creditor is about to get relief from stay, debtor withdraws bankruptcy filing

· In re Holtkamp:

· Facts: debtor filed for bankruptcy 5 days before a personal injury trial against him was about to commence; automatic stay applies; for the trail to have proceeded, the automatic stay must have been lifted

· Holding: the court applied a 3‑part test to determine whether or not the action should proceed

· Three part test:  (1) modifying the stay would not be appropriate if it is really a bankruptcy issue (in Holtkamp, it was a pure state law claim); (2) whether the other court proceeding requires the expertise of the bankruptcy court; (3) whether lifting the stay would expedite the administration of the bankruptcy case

AUTOMATIC STAY

GENERAL:

· Bankruptcy acts as a channeling device and one of the key aspects of this channeling is the automatic stay

· Automatic: as soon as the court clerk receives the bankruptcy petition, the automatic stay kicks in, regardless of whether the filing of the petition is voluntary or involuntary

· No filing of an order is required

· The automatic stay is one of the most fundamental protections offered to the debtor

· Mere contact: there exists a jurisdictional split as to whether a mere contact by the creditor with the debtor (e.g., a letter from the creditor to the debtor) violates the automatic stay

· Some courts believe it violates the stay

· Other courts require some form of coercion by the creditor to violate the stay

· Retention of property: again, there exists a jurisdictional split as to whether mere retention of property by the creditor violates the automatic stay

EFFECTS of the automatic stay per §362(a)

· Summary:

· Prohibits taking any steps to commence an action in order to enforce a claim, even if it is only arbitration

· Prohibits the enforcement of a valid judgment against the debtor

· Prohibits exercising control over property of the estate

· Prohibits acts to create, perfect, or enforce liens against property of the estate
· Prohibits acts to create, perfect, or enforce liens against property of the debtor
· Prohibits setoff of any debt that arose prebankruptcy

· Prohibits the commencement or continuation of a proceeding in tax court
· §362(a)(1): prohibits taking any steps to commence an action in order to enforce a claim, even if it only arbitration

· Operates as a stay, applicable to all entities, of (1) the commencement or continuation, including the issuance or employment of process, of a judicial, administrative, or other action or proceeding against the debtor that was or could have been commenced before the commencement of the case under this title, or to recover a claim against the debtor that arose before the commencement of the case under this title

· §362(a)(2): prohibits the enforcement of a valid judgment against the debtor

· Operates as a stay, applicable to all entities, of (2) the enforcement, against the debtor or against property of the estate, of a judgment obtained before the commencement of the case under this title

· §362(a)(3): prohibits exercising control over property of the estate

· Operates as a stay, applicable to all entities, of (3) any act to obtain possession of property of the estate or of property from the estate or to exercise control over property of the estate

· §362(a)(4): prohibits acts to create, perfect, or enforce liens against property of the estate
· Operates as a stay, applicable to all entities, of (4) any act to create, perfect, or enforce any lien against property of the estate

· §362(a)(5): prohibits acts to create, perfect, or enforce liens against property of the debtor
· Difference between §362(a)(4) and §362(a)(5): property of the estate versus property of the debtor

· Operates as a stay, applicable to all entities, of (5) any act to create, perfect, or enforce against property of the debtor any lien to the extent that such lien secures a claim that arose before the commencement of the case under this title

· §362(a)(7): prohibits setoff of any debt that arose prebankruptcy

· Offset or setoff: under state law, the creditor is permitted to offset the amount it owes the creditor; the automatic stay prevents the bank from offsetting

· Operates as a stay, applicable to all entities, of (7) the setoff of any debt owing to the debtor that arose before the commencement of the case under this title against any claim against the debtor

· §362(a)(8): prohibits the commencement or continuation of a proceeding in tax court
· This is especially powerful when you consider that the plaintiff is such actions if often the federal government

· Operates as a stay, applicable to all entities, of (8) the commencement or continuation of a proceeding before the United States Tax Court concerning the debtor

EXCEPTIONS to the automatic stay per §362(b): since the scope of the automatic stay is so broad, there are a number of exceptions:

· Summary of exceptions:

· does not prohibit criminal actions or proceedings against the debtor

· does not prohibit the paternity, alimony, maintenance, or support proceedings

· permits the appropriate governmental unit to audit for the purpose of determining tax liability, to issue an order for deficiency, to make a demand for tax returns, and to make an assessment for any tax, issue a notice, and demand for payment of such an assessment

· §362(b)(1): does not prohibit criminal actions or proceedings against the debtor

· The filing of a petition under section 301, 302, or 303 of this title, or of an application under section 5(a)(3) of the Securities Investor Protection Act of 1970, does not operate as a stay-- (1) under subsection (a) of this section, of the commencement or continuation of a criminal action or proceeding against the debtor

· §362(b)(2): does not prohibit the paternity, alimony, maintenance, or support proceedings

· The filing of a petition under section 301, 302, or 303 of this title, or of an application under section 5(a)(3) of the Securities Investor Protection Act of 1970, does not operate as a stay-- (2) under subsection (a) of this section-- (A) of the commencement or continuation of an action or proceeding for-- (i) the establishment of paternity; or (ii) the establishment or modification of an order for alimony, maintenance, or support; or (B) of the collection of alimony, maintenance, or support from property that is not property of the estate

· §362(b)(9): permits the appropriate governmental unit to audit for the purpose of determining tax liability, to issue an order for deficiency, to make a demand for tax returns, and to make an assessment for any tax, issue a notice, and demand for payment of such an assessment

· This was a provision that was added later on by Congress 

· The filing of a petition under section 301, 302, or 303 of this title, or of an application under section 5(a)(3) of the Securities Investor Protection Act of 1970, does not operate as a stay-- (9) under subsection (a), of-- (A) an audit by a governmental unit to determine tax liability; (B) the issuance to the debtor by a governmental unit of a notice of tax deficiency; (C) a demand for tax returns; or (D) the making of an assessment for any tax and issuance of a notice and demand for payment of such an assessment (but any tax lien that would otherwise attach to property of the estate by reason of such an assessment shall not take effect unless such tax is a debt of the debtor that will not be discharged in the case and such property or its proceeds are transferred out of the estate to, or otherwise revested in, the debtor)

TERMINATION OF THE AUTOMATIC STAY per §362(c)

· Per §362(c)(1), once the property is no longer part of the estate, the stay goes away

· Usually applies to secured property
· For example: if the trustee abandons the property back to the debtor because he deems it to be worthless, that property is not longer protected by the stay

· Per §362(c)(2), the automatic stay with respect to everything else, terminates when:

A.
the case is closed;

B.
the case is dismissed; or
C.
if the case is a case under chapter 7 of this title concerning an individual or a case under chapter 9, 11, 12, or 13 of this title, a discharge is granted or denied

EFFECT OF VIOLATING THE AUTOMATIC STAY per §362(h)

· Collecting actual and punitive damages for violation of automatic stay

· Per §362(h), permits debtors to recover actual damages (including costs and attorneys’ fees) and under certain circumstances, punitive damages
· Applies only to willful violations of the stay

· §362(h): an individual injured by any willful violation of a stay provided by this section shall recover actual damages, including costs and attorneys' fees, and, in appropriate circumstances, may recover punitive damages

VACATING THE AUTOMATIC STAY

· Void vs. Voidable: whether acts in violation of the stay are void or voidable

· There exists a jurisdictional split as to whether the lifting of the automatic stay is void or voidable

· Majority view (per In re Soares): void – the debtor does not need to object but the act does not have legal effect (even if the debtor wanted it that way)

· Minority view: voidable – the act of vacating the stay has legal effect and if the debtor does not object, the state action persists (the burden is on the debtor)

· In re Soares:

· Facts: creditor filed an action for nonpayment of secured debt, requesting judgment against the debtor; 2 days later, the debtor filed for bankruptcy and gave notice to the creditor; the judge granted judgment for the creditor and the creditor requested the automatic stay be lifted; the bankruptcy court granted relief from automatic stay retroactively and the debtor appealed

· Holding: the appellate court determined the vacating of the automatic stay was void (as opposed to voidable)

SOONER TERMINATION OF THE AUTOMATIC STAY [§362(d) and §362(e)]

· The creditor or a party in interest can seek to terminate the stay by filing a motion

· Once the motion for relief of stay is filed, the court must set a date to hear the motion within 30 days, per §362(e)

· If the hearing is not held within 30 days, relief from stay is granted

· Court can continue the stay once for an additional 30 days

· Can be expedited if creditor shows irreparable damage will result otherwise

· In order to terminate the automatic stay sooner, one of several bases must be established (3 bases):

· Inadequate protection of an interest during the duration of the stay per §362(d)(1):

· If an interest is not being adequately protected during the duration of the stay

· For example: lack of insurance on a building, possibly declining property value (see discussion on adequate protection), bad faith by debtor (see discussion on adequate protection)

· Stay will terminate for cause if inadequate protection (turn to §361 for the meaning of inadequate protection)

· The debtor lacks equity in the property (not enough on its own) and the property is not necessary to an effective reorganization of the debtor per §362(d)(2):

· *US v. Timbers (US SC case):

· US SC put meaning to “necessary to an effective reorganization” of §362(d)(2)

· The court focused on a Chapter 11 provision regarding the exclusivity period during which the debtor can come up with a reorganization plan (120 days); during that time period, the benefit of the doubt would be given to the debtor (the creditor has a heavy burden during that 120‑day period)

· After the 120‑day period, the burden shifts to the debtor

· In single asset real estate cases, the issue became what level of equity is sufficient

· In response to these types of cases, Congress added §362(d)(3)

· Single asset real estate cases per §362(d)(3):

· This was a direct response to the single asset real estate cases

· In order to get relief from stay, the creditor must show that the debtor has not complied with this provision, i.e., has filed a reorganization plan that has a reasonable possibility of being confirmed within a reasonable time; or has commenced monthly payments to each creditor whose claim is secured by such real estate

· Creditor must show that debtor has not done either of these 2 things:

1.
Debtor has filed a reorganization plan that has a reasonable possibility of being confirmed within a reasonable time; or
2.
Debtor has commenced monthly payments to each creditor whose claim is secured by such real estate

· §362(d)(3): On request of a party in interest and after notice and a hearing, the court shall grant relief from the stay provided under subsection (a) of this section, such as by terminating, annulling, modifying, or conditioning such stay--(3) with respect to a stay of an act against single asset real estate under subsection (a), by a creditor whose claim is secured by an interest in such real estate, unless, not later than the date that is 90 days after the entry of the order for relief (or such later date as the court may determine for cause by order entered within that 90-day period)-- (A) the debtor has filed a plan of reorganization that has a reasonable possibility of being confirmed within a reasonable time; or (B) the debtor has commenced monthly payments to each creditor whose claim is secured by such real estate (other than a claim secured by a judgment lien or by an unmatured statutory lien), which payments are in an amount equal to interest at a current fair market rate on the value of the creditor's interest in the real estate.

· Definition of “single asset real estate” defined in §101(51B)

· The source of debate is the following language of the definition, “real property constituting a single property or project”

· §101(51B): "single asset real estate" means real property constituting a single property or project, other than residential real property with fewer than 4 residential units, which generates substantially all of the gross income of a debtor and on which no substantial business is being conducted by a debtor other than the business of operating the real property and activities incidental thereto having aggregate non-contingent, liquidated secured debts in an amount no more than $4,000,000

BURDEN OF PROOF per §362(g)

· Per §362(g)(1), with respect to §362(d) and §362(e) cases, the creditor has the burden of proof regarding the debtor’s equity
· The debtor has the burden of proof for everything else, per §362(g)(2)

· §362(g) In any hearing under subsection (d) or (e) of this section concerning relief from the stay of any act under subsection (a) of this section-- (1) the party requesting such relief has the burden of proof on the issue of the debtor's equity in property; and (2) the party opposing such relief has the burden of proof on all other issues
WAIVER OF AUTOMATIC STAY

· Recent trend: increasing creditor hostility

· The result: waivers of the automatic stay in loan documents and other such documents

· Most courts have held such waivers ineffective 

· Creditors are pushing hard – difficult to determine the end result

EXECUTORY CONTRACTS per §365
GENERAL:

· Executory Contract

· Per Countrymen, an executory contract is a contract under which an obligation of both the debtor and the other party are so far unperformed, that the failure of either would excuse the breach of the other; there is performance due on both sides

· If the seller-creditor has already delivered the goods, there is no asset left; the only thing that remains is the debt to be paid; this contract is not executory (therefore, the debtor cannot assume or reject); all that the seller has is an unsecured claim

· The contract must be executory in order to be able to assume or reject

· §365 creates a vehicle for compelling favorable contracts and rejecting unfavorable contracts via rejection

· Fundamental concept of §365(a) is that an unperformed contract is a package, meaning that its burdens must be accepted along with its benefits

· The debtor cannot choose which parts of the contract it wants and which parts it does not want

· If the trustee assumes a contract and the court approves the assumption, the debt becomes an administrative cost (if not paid, it becomes an administrative claim)

· Court approval required: assumption and rejection both require court approval

· Debtor brings motion requesting either to accept or reject

· Business Judgment Standard applies:

· Courts have adopted the corporate law’s standard of the business judgment rule with respect to whether it was appropriate for trustee to assume or reject

· The Code is silent as to the standard by which to determine if assumption of an executory contract was appropriate

· Limitation of the Business Judgment Standard for rejection of contracts (applied by a minority of courts):

· Balancing: the benefit to the debtor is minor compared to the detriment of the other party (some courts perform this balancing test to determine if the rejection of the contract was proper)

· Rejection is essentially the same as breach

· Rejection creates a cleavage point for determining damages

· Even though the rejection occurs after the filing, §365(g) says the breach would go back to the date immediately before the filing of the petition

· Per §365(g), rejection of a contract creates a breach and thereby an unsecured claim

DEBTOR’S OPTIONS REGARDING EXECUTORY CONTRACTS

· There are several options the trustee/debtor in possession has

1.
Debtor may choose to do nothing
2.
Debtor may reject the executory contract

3.
Debtor may assume the executory contract (typical in Chapter 11)

4.
Debtor may assume and assign to a third party notwithstanding provisions that restrict the assignment in the agreement

· In a Chapter 11, the debtor usually delays as long as possible the decision whether to reject or assume

· In the meantime, the nondebtor is obligated to perform according to the contract, per Matter of Whitcomb & Keller Mortgage

· Matter of Whitcomb & Keller Mortgage:

· Facts: the debtor filed for bankruptcy at the time it owed nondebtor about $12K; the nondebtor was forced to perform certain services during the reorganization phase of the Chapter 11; the nondebtor was paid for those services but did NOT want to perform

· Holding: Appellate court held that the bankruptcy court has the authority to enforce the contract, i.e., to require the nondebtor to provide the services per the contract; if the nondebtor party fails to perform, there are consequences; pending assumption or rejection, the non debtor party has to perform; the debtor should be given a reasonable amount of time to decide whether to assume or reject

· SUMMARY:

· Bankruptcy: trustee must decide whether to reject or assume

· If debtor does nothing, it is rejected

· If rejected, §365(g) applies [turn to §502(g) for damages; it would be a prepetition unsecured claim]

· If assumed, requires (1) compliance under §365(b) and (2) must be assignable under §365(c)(1)(A)
· Once assumed, may be assigned if:

1.
assumed per §365(f); and 

2.
adequate assurance by assignee exists

· Once assigned, the debtor is no longer liable

· REJECTION
· Implications of rejection per §365(g): break of contract and if the contract has not been assumed it is deemed breached as of the filing of the bankruptcy

· Such a claim is allowed per §502(g): a claim arising from the rejection of an executory contract shall be allowed

· Basic mechanism: rejection creates a claim as of the date of the filing and is treated like any other unsecured claim

· IP License Agreements per Lubrizol Enterprises v. Richmond: 

· Facts: debtor filed for chapter 11 and sought to reject a contract with the creditor, Lubrizol, which granted Lubrizol IP rights (license); the debtor had entered into a contract with Lubrizol that granted Lubrizol a nonexclusive IP license

· Holding: the court held it was an executory contract and the creditor forfeited its right to use the license upon rejection (many have criticized this court decision); in response, Congress enacted §365(n) to protect licensees of IP rights

· §365(n)(1): as long as the non‑debtor licensee is performing, if the licensor rejects the contract, the licensee may continue to use the license

· Confers on licensee an election, the right to either treat the contract as terminated or to retain all the rights under the contract

· However, the licensee is required to make all royalty payments and must give up some claims; in addition, the licensee will have the rights under any supplementary agreements

· Time limit for rejection per §365(d)

· In Chapter 7, if the trustee does nothing within 60 days, the executory contract is deemed rejected per §365(d)(1)

· §365(d)(1): in a case under chapter 7 of this title, if the trustee does not assume or reject an executory contract or unexpired lease of residential real property or of personal property of the debtor within 60 days after the order for relief, or within such additional time as the court, for cause, within such 60-day period, fixes, then such contract or lease is deemed rejected
· In all other Chapters 11 and 13, the trustee may assume or reject an executory contract at any time before the confirmation of a plan, but the creditor can request the court to have the trustee affirm or reject within a specified time per §365(d)(2)

· ASSUMPTION
· When a trustee assumes a contract, the contract becomes an administrative obligation of the estate

· Provides the nondebtor party with a very distinct advantage if the contract is assumed

· Assumption per §365(b) has 3 requirements:

· The trustee will need to present proof that all 3 have been satisfied

· 3 requirements:

1.
The trustee must cure or provide adequate assurance that he will promptly cure
2.
The trustee must compensate or provide adequate assurance that it will promptly compensate the nondebtor party for any pecuniary loss resulting from the default

3.
The trustee must provide adequate assurance of future performance (by looking at future income)

· Plus, the contract must be assignable per §365(c)(1)(A)

· Unenforceable clauses: there are certain clauses in such contracts that are unenforceable:

· Ipso Facto clauses, provisions that say a contract is terminated if a party files bankruptcy, are not enforceable per §365(b)(2)(A) and §365(e)(1)

· §365(b)(2)(A): Paragraph (1) of this subsection does not apply to a default that is a breach of a provision relating to-- (A) the insolvency or financial condition of the debtor at any time before the closing of the case

· Unassumable contracts: there are certain types of contracts that are not assumable:

· Employment contracts: cannot force someone to work

· ASSIGNMENT
· A contract cannot be assigned until it first can be assumed

· The problems with §365(c) arise because it fails to distinguish between 3 possible situations:

· Assumption by the debtor in possession
· Assumption by the  trustee
· Assumption by some third party
· Hypothetical vs. Actual Test: 

· Hypothetical Test: If the applicable non bankruptcy law prohibits assignment of the contract to a third party, then the contract cannot be assumed

· Contract cannot be assumed if applicable law excuses a party, other than the debtor in possession, from rendering performance under the contract
· Actual Test: The actual test looks to see who will actually going be performing the contract; if the debtor is going to perform the contract, then it is assumable (i.e., if it the same people, then is should be assumable)

· In re Catapult Entertainment:

· Facts: creditor licensed patents to debtor and debtor wanted to assign the licensing rights to the new company; the creditor opposed the assignment; the debtor contemplated, that through this proposed merger, it was going to assume an executory licensing agreement
· Holding: the court applied the hypothetical test and held that the contract is not assumable
· Look outside the contract to state law to determine the enforceability of an assignment

· Financing Agreements: transactions that start resembling financing agreements

· Per In re Sun Runner Marine, courts will scrutinize transactions that start resembling financing agreements

· In re Sun Runner Marine:

· Facts: the creditor would make a loan to the dealer and dealer would use the proceeds to buy boats from the manufacturer; dealer would give back a security interest in the boats to the creditor and boat manufacturer would guarantee the loans between the creditor and the dealers

· Holding: the court held this was essentially a loan

· LIMITATION ON ASSUMPTION per §365(c)(1)(A)

· Confusion as to whether §365(c)(1)(A) is a limitation on assumption

· Two conditions under 365(c)(1)

· (1) If the executory contract cannot be assumed under applicable non bankruptcy law, then the contract cannot be assigned either; and
· (2) The nondebtor party does not consent to the assumption
· If the debtor is going to assume, should not be a problem

· However, if a trustee assumes, it involves a different party; therefore, it is an assignment

· Bottom line: debtors need to be careful before filing to make sure they do not lose some of rights under the contract that cannot be assigned

· Harmonizing the conflict between §365(c) and §365(f):

· §365(f) permits assignment even if the contract itself states that it is not permitted; this conflicts with the rule that if the contract cannot be assumed, then it cannot assigned per §365(c)

· According to In re Pioneer Ford Sales, in deciding whether an assignment was valid, the court has to determine whether the creditor’s refusal of the assignment is reasonable; a bankruptcy court cannot authorize assignment of an executory contract if the debtor is in default, unless there is adequate assurance of future performance

· In re Pioneer Ford Sales:

· Facts: dealer went bankrupt and wanted to assign the franchise; the franchise agreement gave the assignee certain powerful rights; the franchisor objected to the assignment

· Holding: appellate court held for the franchisor, indicating state law did not permit the rights to be assigned; the court indicated it had to determine whether the creditor’s refusal of the assignment was reasonable; a bankruptcy court cannot authorize assignment of an executory contract if the debtor is in default, unless there is adequate assurance of future performance

· Breach of contract following assignment:

· If the contract was properly assigned, the debtor is not longer liable for any breach that occurs per §365(k)

· §365(k): Assignment by the trustee to an entity of a contract or lease assumed under this section relieves the trustee and the estate from any liability for any breach of such contract or lease occurring after such assignment
· §365(c): The trustee may not assume or assign any executory contract or unexpired lease of the debtor, whether or not such contract or lease prohibits or restricts assignment of rights or delegation of duties, if-- (1)(A) applicable law excuses a party, other than the debtor, to such contract or lease from accepting performance from or rendering performance to an entity other than the debtor or the debtor in possession, whether or not such contract or lease prohibits or restricts assignment of rights or delegation of duties; and (B) such party does not consent to such assumption or assignment; or (2) such contract is a contract to make a loan, or extend other debt financing or financial accommodations, to or for the benefit of the debtor, or to issue a security of the debtor; (3) such lease is of nonresidential real property and has been terminated under applicable nonbankruptcy law prior to the order for relief; or (4) such lease is of nonresidential real property under which the debtor is the lessee of an aircraft terminal or aircraft gate at an airport at which the debtor is the lessee under one or more additional nonresidential leases of an aircraft terminal or aircraft gate and the trustee, in connection with such assumption or assignment, does not assume all such leases or does not assume and assign all of such leases to the same person, except that the trustee may assume or assign less than all of such leases with the airport operator's written consent.

UNEXPIRED LEASES per §365
GENERAL:

· Not really well defined Code

· Generally applies to real property leases

· §365(d) was enacted to prevent the debtor from retaining possession of a leased property without making a decision regarding rejection or assumption (e.g., Sambos case)

· A number of amendments were made to the Code in 1984 intended to aid landlords in evicting debtor-tenants

PROVISIONS:

· The trustee is given a short hiatus of 60 days from the date of the order for relief (can be extend with court approval) per §365(d)(3)

· Trustee is required to timely perform all the obligations (including rents due) resulting from unexpired non‑residential real property leases, until leases are rejected or assumed

· Clarify with the professor

· §365(d)(3): The trustee shall timely perform all the obligations of the debtor, except those specified in section 365(b)(2), arising from and after the order for relief under any unexpired lease of nonresidential real property, until such lease is assumed or rejected, notwithstanding section 503(b)(1) of this title. The court may extend, for cause, the time for performance of any such obligation that arises within 60 days after the date of the order for relief, but the time for performance shall not be extended beyond such 60-day period. This subsection shall not be deemed to affect the trustee's obligations under the provisions of subsection (b) or (f) of this section. Acceptance of any such performance does not constitute waiver or relinquishment of the lessor's rights under such lease or under this title.

· If the trustee does not assume or reject an unexpired non‑residential real property lease within 60 days after the date of the order for relief or make a motion to extend the deadline, the lease is deemed rejected per §365(d)(4)

· Deemed rejected if no decision is made within 60 days

· Typically, debtors make a motion to extend the deadline by 6 months and the court permits it, especially if the trustee is complying with §365(d)(3)

· The motion to extend the deadline must be made within 60 days

· §365(d)(4): Notwithstanding paragraphs (1) and (2), in a case under any chapter of this title, if the trustee does not assume or reject an unexpired lease of nonresidential real property under which the debtor is the lessee within 60 days after the date of the order for relief, or within such additional time as the court, for cause, within such 60-day period, fixes, then such lease is deemed rejected, and the trustee shall immediately surrender such nonresidential real property to the lessor.

· DAMAGES IN REAL PROPERTY LEASES
· Tenant: debtor is the tenant

· If the debtor is the tenant and the lease is rejected, damages are treated like unsecured claims per §502(g)
· However, damages are further limited by §502(b)(6)
· Landlord: debtor is the landlord

· A lease is a conveyance of a right to property
· §365(h): cannot strip the nondebtor tenant of all his possessory rights under the lease; nondebtor tenant has an option:

· Option 1: may treat the lease as breached and terminate the lease, thereby giving rise to a damage claim

· Option 2: may maintain the lease for the term remaining,  thereby retaining all the property rights related to the lease

· §365(h) is intended to protect the real property rights of the tenant in an unexpired lease

· TIMESHARES

· §365(i): if the debtor is the operator of the timeshare property, the nondebtor‑tenant gets a similar option to the tenant in §365(h)

· PERSONAL PROPERTY LEASES

· True property leases are treated differently

· §365(d)(10): debtor has 60 days to accept or reject

· Lessee: debtor is the lessee

· If the lessee does not make payments, the lessor can seek adequate protection from the debtor

· If payments are not made, the debtor is not protected from the automatic stay per §363(e)

· Lessor: debtor is the lessor

· §365(d)(10): The trustee shall timely perform all of the obligations of the debtor, except those specified in section 365(b)(2), first arising from or after 60 days after the order for relief in a case under chapter 11 of this title under an unexpired lease of personal property (other than personal property leased to an individual primarily for personal, family, or household purposes), until such lease is assumed or rejected notwithstanding section 503(b)(1) of this title, unless the court, after notice and a hearing and based on the equities of the case, orders otherwise with respect to the obligations or timely performance thereof. This subsection shall not be deemed to affect the trustee's obligations under the provisions of subsection (b) or (f). Acceptance of any such performance does not constitute waiver or relinquishment of the lessor's rights under such lease or under this title.

· 1984 AMENDMENTS – Pro landlord

· Since expired leases are not part of bankruptcy estate, the landlord could evict the tenant per §362(b)(10):

· Essentially, this eliminates the automatic stay
· §362(b)(10): The filing of a petition under section 301, 302, or 303 of this title, or of an application under section 5(a)(3) of the Securities Investor Protection Act of 1970, does not operate as a stay--under subsection (a) of this section, of any act by a lessor to the debtor under a lease of nonresidential real property that has terminated by the expiration of the stated term of the lease before the commencement of or during a case under this title to obtain possession of such property

· Cannot resurrect nonresidential leases that have been cancelled or expired prior to filing bankruptcy per §365(c)(3):

· Resurrection clause

· §365(c)(3): The trustee may not assume or assign any executory contract or unexpired lease of the debtor, whether or not such contract or lease prohibits or restricts assignment of rights or delegation of duties, if-- such lease is of nonresidential real property and has been terminated under applicable nonbankruptcy law prior to the order for relief

· Where the lease expired before bankruptcy, it is not property of the estate per §541(b)(2):

· §541(b)(2): Property of the estate does not include--any interest of the debtor as a lessee under a lease of nonresidential real property that has terminated at the expiration of the stated term of such lease before the commencement of the case under this title, and ceases to include any interest of the debtor as a lessee under a lease of nonresidential real property that has terminated at the expiration of the stated term of such lease during the case

· ASSUMPTION OF LEASES

· Per §365(b)(1), assumption is conditioned upon 3 requirements:

· (A) The trustee cures any arrears or provides adequate assurance that he will promptly cure such default;

· (B) The trustee compensates or provides adequate assurance that he will promptly compensate the landlord for any pecuniary losses incurred; and

· (C) The trustee provides adequate assurance of future performance under the lease

· In re Klein Sleep Products:

· Claims for future rent arising out of assumed leases are administrative expenses of the estate, regardless of whether they are subsequently rejected and that they are capped at a year’s worth of unpaid rent by §502(b)(6)

· §502(g) applies only when there is a rejection without an assumption

· §502(g) applies only when there is a rejection without an assumption

· Debtor assumed a lease and then rejected it; the circuit court held all future rent under an assumed lease was given administrative priority; court suggested that trustees will not normally assume leases that are not advantageous (choosing in instead to reject them); in addition, the court stated that trustees benefit by the time period during which they could postpone making a decision of whether to assume or reject;  

· The whole lease was an administrative expense once it has been assumed, effectively overturning the lower court ruling that had limited as administrative expense only the portion of the lease following assumption up until rejection

· §365(b)(1): If there has been a default in an executory contract or unexpired lease of the debtor, the trustee may not assume such contract or lease unless, at the time of assumption of such contract or lease, the trustee-- (A) cures, or provides adequate assurance that the trustee will promptly cure, such default; (B) compensates, or provides adequate assurance that the trustee will promptly compensate, a party other than the debtor to such contract or lease, for any actual pecuniary loss to such party resulting from such default; and (C) provides adequate assurance of future performance under such contract or lease

· Rejection of an expired lease constitutes breach if the lease had been assumed before rejection per §365(g)(2):

· §365(g)(2): Except as provided in subsections (h)(2) and (i)(2) of this section, the rejection of an executory contract or unexpired lease of the debtor constitutes a breach of such contract or lease-- if such contract or lease has been assumed under this section or under a plan confirmed under chapter 9, 11, 12, or 13 of this title-- (A) if before such rejection the case has not been converted under section 1112, 1208, or 1307 of this title, at the time of such rejection; or (B) if before such rejection the case has been converted under section 1112, 1208, or 1307 of this title-- (i) immediately before the date of such conversion, if such contract or lease was assumed before such conversion; or (ii) at the time of such rejection, if such contract or lease was assumed after such conversion

· ASSIGNMENTS OF LEASES

· “Use clauses” in leases, provisions that designate/limit for what the property will be or could be used, become important with respect to assignment of leases

· These are especially important for commercial centers where competition is a concern

· Such clause did not prevent assignment of lease in Klein Sleep Products
· §365(f)(1) and §365(f)(2) come into play (see below)

· Typically, courts will limit the effect of use clauses

· Courts will look to the harm of the landlord and other tenants and determine whether severe harm will likely result by not enforcing the clause

· Matter of UL Radio Corp:

· Facts: debtor wanted to assume and assign a 10‑year lease to a restaurant; the landlord objected citing a use clause in the lease agreement

· Holding: the court held the debtor was permitted to assign the lease to a third party, notwithstanding violation of the use clause

· Restrictions are partially invalidated on assignment of contract or leases by the trustee to a third party  per §365(f)(1)

· §365(f)(1): Except as provided in subsection (c) of this section, notwithstanding a provision in an executory contract or unexpired lease of the debtor, or in applicable law, that prohibits, restricts, or conditions the assignment of such contract or lease, the trustee may assign such contract or lease under paragraph (2) of this subsection; except that the trustee may not assign an unexpired lease of nonresidential real property under which the debtor is an affected air carrier that is the lessee of an aircraft terminal or aircraft gate if there has occurred a termination event

· 2 requirements on assignment are imposed per §365(f)(2):

A.
Trustee assumes the lease

B.
Adequate assurance of future performance is provided by the assignee of the lease

· §365(f)(2): The trustee may assign an executory contract or unexpired lease of the debtor only if--(A) the trustee assumes such contract or lease in accordance with the provisions of this section; and (B) adequate assurance of future performance by the assignee of such contract or lease is provided, whether or not there has been a default in such contract or lease
· Leases of real property shall include any rental agreement  to use real property per §365(m)(1)

· §365(m)(1): For purposes of this section 365 and sections 541(b)(2) and 362(b)(10), leases of real property shall include any rental agreement to use real property

· SPECIAL RULES FOR SHOPPING CENTERS
· §365(b)(3): describes what adequate assurance future performance is for “shopping centers”

· Resulted from strong lobbying efforts by landlords

· 4 requirements for adequate assurance:

A.
The source of rent and other consideration due under the lease, and in the case of assignment, that the financial condition and operating performance of the proposed assignee and its guarantors (if any) shall be similar to the financial condition and operating performance of the debtor and its guarantors (if any) as of the time the debtor became the lessee under the lease

B.
Any percentage rent due under such a lease will not decline significantly

C.
That assumption or assignment of the lease is subject to all the requirements under the lease agreement, including provisions such as radius, location, use, or exclusivity provisions; and will not breach any such provision contained in any other lease, financing agreement, or master agreement relating to such shopping center

D.
The assumption or assignment of such lease will not disrupt any tenant mix or balance in the shopping center

· Definition/interpretation of “shopping center”

· In re Joshua Slocum: the court looked at a number of factors in making its determination (listed below); the owner of a row of 3 building renovated in the same style and sharing a common parking lot had leased to debtor; the long‑term lease required the debtor to pay a percentage of sales; debtor filed chapter 11 and trustee attempted to assign lease to third party; the court of appeals held that the §365(b)(3) restrictions applied because it determined that it was “shopping center”

· Location

· Combination of leases

· Single landlord

· All tenants engaged in the commercial retail distribution of goods

· Presence of common parking area

· Purposeful development of the premises as a shopping center

· Existence of master lease

· Existence of fixed hours during which all stores are open

· The existence of joint advertising

· Contractual independence of the tenants as evidenced by restrictive use provisions in leases

· Existence of percentage rent provisions in leases

· Right of the tenants to terminate their leases if the anchor tenant terminates its lease

· Joint participation by tenants in trash removal and other maintenance

· The existence of a tenant mix

· The contiguity of the stores

· Also see the previous section regarding “use clauses” and other restrictions associated with assigning commercial property

PREFERENCES per §547

GENERAL:

· Want to discourage certain types of activities as bankruptcy approaches

· By creditors: discourage creditors from rushing to collect from debtors

· By debtors: discourage debtors from favoring certain creditors over others

· §547 is the preference statute intended to undo certain transactions that frustrate aspects of bankruptcy

ESSENTIAL ELEMENTS OF A PREFERENCE per §547(b):

· Breaking down the language of §547(b):

· Summary: Except as provided in subsection §547(c), the trustee may avoid any transfer of an interest of the debtor’s property: (1) to or for the benefit of a creditor (2) for or on account of an antecedent debt owed by the debtor before such transfer was made (3) made while the debtor was insolvent (4) made on or within 90 days before the date of the filing of the petition (within 1 year if transfer was to an insider) (5) that enables the creditor to receive more than it would have received in Chapter 7 (hypothetical test that is fairly easily satisfied)

· Except as provided in subsection §547(c), the trustee may avoid any transfer of an interest of the debtor’s property:

· “Transfer of the debtor’s property”: see the Earmarking Doctrine below

· The fundamental question is whether the transfer diminished or depleted the debtor’s estate (if not, then not a preference)

· (1) to or for the benefit of a creditor
· (2) for or on account of an antecedent debt owed by the debtor before such transfer was made

· (3) made while the debtor was insolvent
· Statutory presumption of insolvency: for purposes of §547, the debtor is presumed to have been insolvent during the 90 days immediately preceding the date of the filing of the petition, per §547(f)

· §547(f): For the purposes of this section, the debtor is presumed to have been insolvent on and during the 90 days immediately preceding the date of the filing of the petition

· If the presumption is rebutted, the creditor must show, by a preponderance of the evidence, that the debtor was insolvent (see burden of proof below)

· Debtors often times file paperwork (worksheets) to prove their solvency

· Publicly traded debtor filed paperwork prior to bankruptcy that indicated solvency (10K under federal law)

· Another way of determining solvency is using the Balance Sheet Test: assets are less than liabilities [per §101(32)]

· (4) made on or within 90 days before the date of the filing of the petition (within 1 year if transfer was to an insider)

· TIMING: when did the transfer occur?

· Payment by check: under the UCC, transfer occurs when the bank honors the check; for purposes of preferences, it is the date the check is honored per Barnhill v. Johnson (not the date tendered)

· The Barnhill court reasoned that the honored date comports with general commercial law 

· Therefore, if the tendered date is used, might get creditor outside the preference period (as opposed to the honored date)

· PURCHASE MONEY SECURITY INTERESTS IN REAL PROPERTY: §547(e)(1)(A) when dealing with real property

· Transfer is deemed to occur when perfected (recorded)

· Important because if perfection (recordation) is delayed by transferee, the transfer could end up accruing with the 90 day period

· §547(e)(1)(A): For the purposes of this section-- (A) a transfer of real property other than fixtures, but including the interest of a seller or purchaser under a contract for the sale of real property, is perfected when a bona fide purchaser of such property from the debtor against whom applicable law permits such transfer to be perfected cannot acquire an interest that is superior to the interest of the transferee

· NON-PURCHASE MONEY SECURITY INTERESTS: §547(e)(2)

· If the financing statement is recorded within 10 days of the execution of the transfer of the security interest, the transfer occurs on the date that the transfer actually occurred

· However, if the recording occurred later than 10 days of the execution of the transfer, the transfer is deemed to occur when perfected

· §547(e)(2): For the purposes of this section, except as provided in paragraph (3) of this subsection, a transfer is made-- at the time such transfer takes effect between the transferor and the transferee, if such transfer is perfected at, or within 10 days after, such time, except as provided in subsection (c)(3)(B)

· (5) that enables the creditor to receive more than it would have received in Chapter 7 (hypothetical test that is fairly easily satisfied)

· Oversecured/undersecured property: payments made to a creditor whose allowed claim is completely secured do not constitute a preference because such transfers do not result in a greater distribution than a Chapter 7 liquidation would provide

· Example 1: assume property is worth $150,000 and only one TD on the property worth $100,000; if a payment was made for $10,000 within 5 days of filing, payment is not preferential because the property was oversecured; the creditor did not receive any more than he would have in a Chapter 7 liquidation

· Example 2: same situation as Example 1, but the TD is worth $175,000, making the property undersecured by $25,000; the payment in this situation would be preferential because §547(b)(5) would be satisfied

· §547(b): Except as provided in subsection (c) of this section, the trustee may avoid any transfer of an interest of the debtor in property-- (1) to or for the benefit of a creditor; (2) for or on account of an antecedent debt owed by the debtor before such transfer was made; (3) made while the debtor was insolvent; (4) made-- (A) on or within 90 days before the date of the filing of the petition; or (B) between ninety days and one year before the date of the filing of the petition, if such creditor at the time of such transfer was an insider; and (5) that enables such creditor to receive more than such creditor would receive if-- (A) the case were a case under chapter 7 of this title; (B) the transfer had not been made; and (C) such creditor received payment of such debt to the extent provided by the provisions of this title.
· Burden of proof:

· Per §547(g), for purposes of §547:

· The trustee or the debtor in possession has the burden of proving the avoidability of a transfer may be avoided under §547(b)

· The creditor has the burden of proving an exception to the avoidability of a transfer under §547(c)

· §547(g): For the purposes of this section, the trustee has the burden of proving the avoidability of a transfer under subsection (b) of this section, and the creditor or party in interest against whom recovery or avoidance is sought has the burden of proving the nonavoidability of a transfer under subsection (c) of this section
· Automatic Preservation Of Avoided Transfer per §551
· Under §551, if the trustee avoids a transfer of estate property, the avoidance is automatically retained for the benefit of the estate

· Example: assume property is worth $150,000 and 2 TDs on the property; 1st TD for $100,000 and 2nd TD for $100,000; the 2nd lien is “under water,” undersecured, by $50,000; if the trustee knocks out the 1st TD, the trustee retains the $100,000 from the 1st TD for the benefit of the estate per §551 and the 2nd TD holder gets the remaining proceeds

· §551 - Automatic preservation of avoided transfer: Any transfer avoided under section 522, 544, 545, 547, 548, 549, or 724(a) of this title, or any lien void under section 506(d) of this title, is preserved for the benefit of the estate but only with respect to property of the estate.
· Earmarking Doctrine Exception

· Basic idea: If you have a substitution of creditors and there is no diminution to the estate, it is not a preferential transfer

· The subject matter of the transfer must be a property interest of the debtor; therefore, the use of another entity’s property to repay a creditor (e.g., the personal funds of a guarantor) does not constitute a preference where there is no reduction of the debtor’s estate

· In Superior Stamp & Coin, the earmarking doctrine applied where funds were loaned to the debtor under an agreement that they will be and are used to pay a specific creditor (the payments did not constitute transfers of interest of the debtor in property)

· Superior Stamp & Coin:

· Facts: Superior, the debtor, operated an auction house; it failed to pay the Adams, the owner of the auctioned items, and worked out a repayment plan to repay the creditor; the debtor entered into an agreement with a bank where the bank would authorize payments to the creditor; the bank funded 2 payments to creditor before the debtor filed for Chapter 11; the trustee wanted to recover the payments to Adams made by the bank on grounds they were voidable preferences

· Holding: payments made by the bank fell within the earmarking doctrine; therefore, they did not constitute “transfer of an interest of the debtor in property” under §547(b) and were not avoidance preferences

· Level of Control:

· In determining that the earmarking doctrine applied, the Superior Stamp court focused on the level of control the debtor had with respect to how the money was distributed by the bank

· If a guarantor agreed to pay the debtor’s debt but required in return some type of security interest in the debtor, the security interest would be avoidable because the transfer of the security interest further diminished the value of the estate (the earmarking doctrine would not apply)

· If there was enough de facto control (e.g., by a guarantor in the above example), then probably will be treated like an insider

· If an insider, the trustee can reach back even further-up to 1 year before bankruptcy

· Conduit Doctrine
· The question with cases involving this issue is whether a party is an “initial” or an “intermediate” transferee per §550(a)

· The court allows the debtor to recover the value of property from initial or any intermediate transferee per §550(a)

· §550(a): Except as otherwise provided in this section, to the extent that a transfer is avoided under section 544, 545, 547, 548, 549, 553(b), or 724(a) of this title, the trustee may recover, for the benefit of the estate, the property transferred, or, if the court so orders, the value of such property, from-- (1) the initial transferee of such transfer or the entity for whose benefit such transfer was made; or (2) any immediate or mediate transferee of such initial transferee
· The person attempting to enforce the transfer will argue that it was simply a “conduit” and not a transferee; the first transferee will argue that he does not have the money and that he is only holding it in trust

· Best example is the insurance industry
· Under insurance law, if the broker receives a premium from the insured, the broker does not have the discretion to put those funds into an account; that money has to be forwarded to the insurance company

· The broker is the initial transferee; the conduit theory goes to whether the broker is an initial transferee or a conduit to the insurance company; if you are a transferee in good faith,  then you cannot recover from the debtor, i.e., the transfer is a preference

DEFENSES/EXCEPTIONS TO PREFERENTIAL TRANSFERS per §547(c):

· Summary of defenses/exceptions:

· Minimum Dollar Value per §547(c)(8)

· Contemporaneous Exchange per §547(c)(1)

· Enabling Loan per §547(c)(3)

· Ordinary Course of Business per §547(c)(2)

· New Value Exception per §547(c)(4)

· Improvement of Position Exception per §547(c)(5)

· Minimum Dollar Value per §547(c)(8)

· Applies only to individual debtors whose debts are primarily consumer debts

· Aggregate value of all property must be less than a particular amount (currently $600)

· The court does not want to be bothered with small claims below a threshold level

· Claims can be aggregated as long as they did not occur within 90 days

· §547(c)(8): The trustee may not avoid under this section a transfer-- if, in a case filed by an individual debtor whose debts are primarily consumer debts, the aggregate value of all property that constitutes or is affected by such transfer is less than $600

· Contemporaneous Exchange per §547(c)(1)

· Intent is important in this exception

· If there is no intent for a contemporaneous exchange, then the exception will not be satisfied

· Depends heavily on the facts of each case

· *Dean v. Davis (US SC case):

· Facts: debtor obtained loan on 9/3 with the intent to simultaneously grant a mortgage to the creditor; on 9/10, the mortgage was recorded and a few days later the debtor filed bankruptcy

· Holding: the US SC held it was a contemporaneous exchange and determined there was no preference

· COD purchases are classic example of contemporaneous exchanges

· §547(c)(1): The trustee may not avoid under this section a transfer-- to the extent that such transfer was-- (A) intended by the debtor and the creditor to or for whose benefit such transfer was made to be a contemporaneous exchange for new value given to the debtor; and (B) in fact a substantially contemporaneous exchange
· Enabling Loan per §547(c)(3)

· Example: dealership sells car and perfects security interest within 20 days; it is an enabling loan, so it is covered under §547(c)(3); however, it must be perfected within the 20 days to qualify for the exception

· §547(c)(3): The trustee may not avoid under this section a transfer-- that creates a security interest in property acquired by the debtor-- (A) to the extent such security interest secures new value that was-- (i) given at or after the signing of a security agreement that contains a description of such property as collateral; (ii) given by or on behalf of the secured party under such agreement; (iii) given to enable the debtor to acquire such property; and (iv) in fact used by the debtor to acquire such property; and (B) that is perfected on or before 20 days after the debtor receives possession of such property
· Ordinary Course of Business per §547(c)(2)

· This is most common defense/exception used

· Rationale: to encourage to continue to conduct business with the debtor in hope the debtor will emerge from its financial difficulties

· 3 part‑test applies:

1.
Obligation incurred in the ordinary course of business per §547(c)(2)(A)

· Long term debt could qualify as ordinary course per Union Bank v. Wolas

· No per se rule exists to make a particular debt not ordinary

· *Union Bank v. Wolas (US SC case): US SC held transfer was not a preferential treatment; the court determined long term debt could be “ordinary” and remanded the case back down in order to determine if it was ordinary

2.
Payment made in the ordinary course of business per §547(c)(2)(B)

· Timing is one of the most essential things the court will examine

· Form of payment: in Marathon, the debtor started paying by cashiers checks, whereas before paid using company checks; the creditor had a greater assurance of getting their money using the cashiers checks; §547(c)(2)(B) was not satisfied because this was not the way they did things before

3.
Ordinary business terms per §547(c)(2)(C)

· Per Tolona Pizza, the focus is on the creditor’s ordinary dealings that matters (this is what the court should examine)

· Tolona Pizza: the creditor was paid in full for its sausages; the payments terms were sorted of changed; the court determined ordinary business terms refers to the range of terms that encompasses the practice in which firms similar in some general way to the creditor in question engage, and that only dealings so idiosyncratic as to fall outside that broad range should be deemed extraordinary and therefore outside the scope of §547(c)(2)(C)

· It has to involve something very bizarre in order to NOT satisfy this requirement

· The creditor must put on some evidence to prove the defense with evidence of industry standard (creditor’s business)

· §547(c)(2): The trustee may not avoid under this section a transfer-- to the extent that such transfer was-- (A) in payment of a debt incurred by the debtor in the ordinary course of business or financial affairs of the debtor and the transferee; (B) made in the ordinary course of business or financial affairs of the debtor and the transferee; and (C) made according to ordinary business terms
· New Value Exception per §547(c)(4)

· Basic concept: if the debtor removes a slice from the estate to pay the creditor and the creditor puts a slice back in, there is no diminution of assets

· If the creditor takes money out and puts it back in, there is no diminution to the estate

· Old rule: problems arose because of the way the statute was originally stated: the defense used to work by simply adding up the invoices and payments within the 90‑day period and determining what the net preference was irrespective of timing

· New rule: a transfer is not avoidable to the extent that subsequent to the transfer, the creditor extended new prepetition value that is not secured by any otherwise unavoidable transfer

· Per §547(c)(4)(A), if payments were made on secured basis, they do not qualify for the new value defense, i.e., they would be preferential

· Purpose: designed to induce creditors to continue extending credit and doing business with debtors in financial trouble

· Majority Rule: for a creditor to use this exception, the new value must remain unpaid

· However, per In re IRFM, a creditor is permitted to carry forward preferences until they are exhausted by subsequent advances of new value

· §547(c)(4): The trustee may not avoid under this section a transfer-- to or for the benefit of a creditor, to the extent that, after such transfer, such creditor gave new value to or for the benefit of the debtor-- (A) not secured by an otherwise unavoidable security interest; and (B) on account of which new value the debtor did not make an otherwise unavoidable transfer to or for the benefit of such creditor

· Improvement of Position Exception per §547(c)(5)

· Applies to undersecured or unsecured creditors
· Look 90 days out and measure the value of the collateral and the value of debt

· Example: 90 days out, the debt was $100K and accounts receivable was $60K; the difference is $40K; at bankruptcy, the debt was $90K and accounts receivable was $70K; the difference was $20K; therefore, the creditor improved its position by $20K over the 90 day period; the amount creditor’s position improved ($20K) is avoidable

· This exception works well with accounts receivable
· Difficult to apply to inventory
· Do you use retail or wholesale price if price of the goods change (e.g., oil)?

· Most court use the wholesale price
· Example: assume debt is $100K; debtor purchased 70 units at $1K each (inventory worth $70K); unsecured debt is $30K; assume value of the goods increases by 60% to $1.6K each; 10 units sold; now debt is $84K and inventory is worth $60K (an improvement of $6K)

· If the inventory is not sold and the value increases, it is not a preference

· §547(c)(5): The trustee may not avoid under this section a transfer-- that creates a perfected security interest in inventory or a receivable or the proceeds of either, except to the extent that the aggregate of all such transfers to the transferee caused a reduction, as of the date of the filing of the petition and to the prejudice of other creditors holding unsecured claims, of any amount by which the debt secured by such security interest exceeded the value of all security interests for such debt on the later of-- (A)(i) with respect to a transfer to which subsection (b)(4)(A) of this section applies, 90 days before the date of the filing of the petition; or (ii) with respect to a transfer to which subsection (b)(4)(B) of this section applies, one year before the date of the filing of the petition; or (B) the date on which new value was first given under the security agreement creating such security interest

INDIRECT PREFERENCES
· Per Matter of Compton, the debtor cannot add more secured items to the detriment of unsecured creditors

· Letter of Credit situation

· Structure of a L/C:

· Bank is guaranteeing payment based on breach

· Bank issues a letter of credit to the creditor

· Obligation exists between the debtor and the bank

· 2 obligations:

· Obligation of the bank to pay the creditor (contingent on a particular triggering event)

· Separate obligation by the debtor to the bank

· Matter of Compton:

· Facts: debtor switched credit from unsecured to secured by granting a L/C in favor of its creditor; the L/C was issued during the 90‑day preference period

· Holding: the court held that the debtor cannot add more secured items to the detriment of unsecured creditors

SETOFF

GENERAL:

· The Code does not create the right to setoff; the right exists independent of bankruptcy

· The traditional right of setoff is to avoid the absurdity to have A pay B and then have B pay A

· Setoff Dilemma in Bankruptcy: the problem with setoff in bankruptcy is that bankruptcy attempts to treat all unsecured creditors equally and setoff alters this

· Example: debtor owes $20K and has non-exempt assets in the amount of $20K of which $10K is in a bank account; the debtor owes 9 other creditors $20K each; if there was not a right of setoff, 10 creditors owed a total of $200K and there would be $20K in assets to pay all of them, meaning that each creditor would receive $2K; with the right to setoff, the bank would get $10K and the remaining $10K would get distributed by the other creditors 

· Implications son other Code sections:

· §362(a)(7): automatic stay applies to setoffs

· §542(b): court will not award turnover of estate property if setoff

LEGAL REQUIREMENTS FOR SETOFF

· For Setoff, Mutuality of Parties and Mutuality of Obligation are required:

· Mutuality of Parties
· Requires same parties in the same capacities

· Example: A owes B $100; B ATF (as trustee for) B Family Trust owes A $50; no mutuality because you need the same parties in the same capacities (e.g., individually, as trustee for, etc.)

· Mutuality of Obligation
· Debts must have occurred on the same side of the petition date (usually prior to petition date)

· Example: no mutuality of obligation if Debt No. 1 is pre‑petition and Debt No. 2 is post‑petition

· *Citizens Bank of Maryland v. Strumpf (US SC case):

· Bank, the creditor, sought relief from stay

· The US SC held that a bank’s temporary hold on a debtor’s deposit account (up to the amount allegedly subject to setoff), while the bank sought for relief from the automatic stay and the court’s determination of its right to a setoff, does not violate the automatic stay; the court determined that the administrative hold on the debtor’s bank account did not constitute a setoff

· LIMITATIONS/EXCEPTIONS TO THE RIGHT TO SETOFF per §553(a)

· Summary of the 3 limitations/exceptions to setoff:

· Disallowed claim per §553(a)(1)

· Claim transferred by nondebtor party per §553(a)(2)

· Debt created for the purpose of setoff per §553(a)(3)

· Disallowed claim per §553(a)(1):

· There is no right to setoff to the extent the court has disallowed the creditor’s claim against the debtor

· §553(a)(1): Except as otherwise provided in this section and in sections 362 and 363 of this title, this title does not affect any right of a creditor to offset a mutual debt owing by such creditor to the debtor that arose before the commencement of the case under this title against a claim of such creditor against the debtor that arose before the commencement of the case, except to the extent that-- (1) the claim of such creditor against the debtor is disallowed
· Claim transferred by nondebtor party per §553(a)(2):

· There is no right to setoff where an entity other than the debtor transferred the claim to the creditor after the filing of the bankruptcy petition or within 90 days prior to the bankruptcy petition at a time when the debtor was solvent

· Recall the statutory presumption that debtor was insolvent during the 90 days immediately preceding bankruptcy per §553(a)(2)

· Example: (given in class by professor) debtor is the middle man between the manufacturer and the retailer; owes the manufacturer $8K and has $10K coming from retailer; if manufacturer received payment then possible a voidable preference if within 90 days; therefore, manufacturer obtains a security interest in the goods and sells the interest to the retailer [this practice violates §553(a)(2)]

· §553(a)(2): Except as otherwise provided in this section and in sections 362 and 363 of this title, this title does not affect any right of a creditor to offset a mutual debt owing by such creditor to the debtor that arose before the commencement of the case under this title against a claim of such creditor against the debtor that arose before the commencement of the case, except to the extent that-- (2) such claim was transferred, by an entity other than the debtor, to such creditor-- (A) after the commencement of the case; or (B) (i) after 90 days before the date of the filing of the petition; and (ii) while the debtor was insolvent
· Debt created for the purpose of setoff per §553(a)(3):

· 3 requirements must be satisfied to deny the creditor to setoff under this provision:

A.
within 90 days of filing of the petition

B.
debtor was insolvent

C.
for the purpose of obtaining a right of setoff

· Example: insolvent debtor owes bank $20K and debtor’s checking account is overdrawn by $1K; the debtor, in effect, owes the bank $21K; debtor tells the bank that it owns real property worth $15K and offers to transfer that property to the bank; the bank declines because of possible preference; instead, within 90 days of filing, the debtor sells the property and deposits funds into the account with the bank

· §553(a)(3): Except as otherwise provided in this section and in sections 362 and 363 of this title, this title does not affect any right of a creditor to offset a mutual debt owing by such creditor to the debtor that arose before the commencement of the case under this title against a claim of such creditor against the debtor that arose before the commencement of the case, except to the extent that--the debt owed to the debtor by such creditor was incurred by such creditor-- (A) after 90 days before the date of the filing of the petition; (B) while the debtor was insolvent; and (C) for the purpose of obtaining a right of setoff against the debtor
· DISTINGUISH SETOFF FROM RECOUPMENT
· Setoff should be distinguished from recoupment (equitable doctrine)

· Recoupment: recoupment may arise only out of the same transaction or occurrence that gives rise to the liability sough to be reduced

· Courts have consistently held that recoupment is NOT subject to the automatic stay
· Recoupment is usually used to prevent unjust enrichment

· Common in the entertainment industry (royalty payments where the artist gets an advance in royalties and later files bankruptcy) and healthcare industry (Medicare pay advances creates a recoupment right for Medicare)

· In re B&L Oil:

· Facts: purchaser acquired the right to buy oil produced by debtor; pursuant to an agreement between the parties, oil was delivered to the purchaser and the purchaser mistakenly overpaid the debtor; 3 months later, the debtor filed bankruptcy and continued to sell oil to purchaser in accordance with the contract provisions; purchaser sought to recoup its overpayment from the amount it owed the debtor in post‑petition purchases

· Holding: court of appeals held that recouping payments was proper under the circumstances; while a creditor may not set off a pre‑petition claim against a post‑petition debt, recoupment allows the creditor, under a single contract with the debtor to recoup the amount of the overpayment from the subsequent purchases

FRAUDULENT TRANSFERS

GENERAL:

· 2 types of fraudulent transfers:

1.
Actual intentional fraudulent transfer
· §548(a)(1)(A): if debtor transferred or incurred obligations with actual intent to hinder, delay, or defraud any entity to which the debtor was or became, on or after the date that such transfer was made or such obligation was incurred

· Any similar state provisions can be used per §544(b)

2.
Constructive fraudulent transfer
· §548(a)(1)(B)(i) and (ii): received less than a reasonably equivalent value in exchange for such transfer or obligation

· Per §548(b)(1)(B)(ii), the debtor must have been: 

1.
Insolvent on the date that such transfer was made or such obligation was incurred, or became insolvent as a result of such transfer or obligation; or
2.
engaged in business or a transaction, or was about to engage in business or a transaction, for which any property remaining with the debtor was an unreasonably small capital; or
3.
Intended to incur, or believed that the debtor would incur, debts that would be beyond the debtor's ability to pay as such debts matured

· Any similar state provisions can be used per §544(b)

· 2 provisions apply:

· §548 - UFTA (Uniform Fraudulent Transfer Act)

· §544(b)

· Brings in any provision of state law that would have allowed avoidance for an unsecured creditor

· Differences between §548 and §544(b)

· Time limitations

· §548: 1 year reach per 548(a)

· §544(b): State law reach may be greater (e.g., in CA it is 4 years)

· Creditor at the time of transfer requirement

· §548: no requirement for a creditor to have existed prior to bankruptcy

· §544(b): there must have been a creditor holding an unsecured claim at the time of the transfer

· The entire transfer can be set aside for the benefit of the estate even if its value exceeds the amount of the creditor’s claim (Moore v. Bay)

· The court will deny the discharge regardless of truthful disclosure of transfer if debtor possessed the intent to hinder

· If the debtor discloses the transfer on the statement of financial affairs but had intent to do a fraudulent transfer, the debt would not be discharged under §727(a)(2)

· Per §727(e)(2), a discharge may be denied (according to some circuits; split of authority) even if the debtor truthfully disclosed transfer and subsequently obtained the transferred property back for the benefit of the estate

· §727(e): The trustee, a creditor, or the United States trustee may request a revocation of a discharge-- (1) under subsection (d)(1) of this section within one year after such discharge is granted; or (2) under subsection (d)(2) or (d)(3) of this section before the later of-- (A) one year after the granting of such discharge; and (B) the date the case is closed.
· §727(d): On request of the trustee, a creditor, or the United States trustee, and after notice and a hearing, the court shall revoke a discharge granted under subsection (a) of this section if-- (1) such discharge was obtained through the fraud of the debtor, and the requesting party did not know of such fraud until after the granting of such discharge; (2) the debtor acquired property that is property of the estate, or became entitled to acquire property that would be property of the estate, and knowingly and fraudulently failed to report the acquisition of or entitlement to such property, or to deliver or surrender such property to the trustee; or (3) the debtor committed an act specified in subsection (a)(6) of this section.
· A good faith transferee could recover out of the proceeds of the property any interest transferred per §544(c)

· Example: property appraised for $120K-$140K; debtor needed to sell; found good faith buyer for $80K; If the first buyer is a good faith buyer, then the transfer can be avoided, but per 544(c), it is subject to a lien of the $80K by the good faith buyer

· No lien to transferee if it was determined that there was bad faith

· §544(c): Except to the extent that a transfer or obligation voidable under this section is voidable under section 544, 545, or 547 of this title, a transferee or obligee of such a transfer or obligation that takes for value and in good faith has a lien on or may retain any interest transferred or may enforce any obligation incurred, as the case may be, to the extent that such transferee or obligee gave value to the debtor in exchange for such transfer or obligation.

· Subsequent transfer by transferee:

· Basic idea: if the property is “flipped” and it was a fraudulent transfer, the trustee could recover the value from the first transferee, but not the second transferee under §550(b)

· §550 provides a remedy for the trustee

· Per §550(a), the trustee may recover the transferred property or the value of the transferred property from the first transferee or from any subsequent transferee if there was fraud

· Per §550(b), the trustee will not be able to recover the property or value from subsequent transferee, if that subsequent transfer involved a good faith transferee

· §550: (a) Except as otherwise provided in this section, to the extent that a transfer is avoided under section 544, 545, 547, 548, 549, 553(b), or 724(a) of this title, the trustee may recover, for the benefit of the estate, the property transferred, or, if the court so orders, the value of such property, from-- (1) the initial transferee of such transfer or the entity for whose benefit such transfer was made; or (2) any immediate or mediate transferee of such initial transferee. (b) The trustee may not recover under section (a)(2) of this section from-- (1) a transferee that takes for value, including satisfaction or securing of a present or antecedent debt, in good faith, and without knowledge of the voidability of the transfer avoided; or (2) any immediate or mediate good faith transferee of such transferee.

· Charitable donations [per §548(a)(2)]

· Congress shielded charitable donations to the following extent:

· Not a transfer if it does not exceed 15% of gross annual income

· If it exceeds 15%, then okay if debtor has an established pattern above that amount with respect to such donations

· Foreclosures
· Creditors challenged foreclosures (per state real property regimes) that they were constructive fraudulent transfers

· The US SC in BFP held that a regularly conducted foreclosure sale under state law is presumptively not fraudulent

· US SC has not addressed the issue of personal property foreclosures under the UCC

· Corporate transfers (dividends)

· Majority rule: if the corporation was insolvent and the transfer did not receive any benefit from the transfer, the transfer was fraudulent and may be avoided (per Robinson v. Wangermann)

· Robinson v. Wangemann

· Facts: the shareholder had contributed some capital to the corporation; the corporation was going to buy back the stock; the corporation filed for bankruptcy and trustee sought to recover the money that the corporation had paid to buy back the stock from the shareholder

· State corporate code also come into play with these types of transactions

· The actual statutes [§548 and §544(b)]

· §548(a)(1): The trustee may avoid any transfer of an interest of the debtor in property, or any obligation incurred by the debtor, that was made or incurred on or within one year before the date of the filing of the petition, if the debtor voluntarily or involuntarily-- (A) made such transfer or incurred such obligation with actual intent to hinder, delay, or defraud any entity to which the debtor was or became, on or after the date that such transfer was made or such obligation was incurred, indebted; or (B)(i) received less than a reasonably equivalent value in exchange for such transfer or obligation; and (ii)(I) was insolvent on the date that such transfer was made or such obligation was incurred, or became insolvent as a result of such transfer or obligation; (II) was engaged in business or a transaction, or was about to engage in business or a transaction, for which any property remaining with the debtor was an unreasonably small capital; or (III) intended to incur, or believed that the debtor would incur, debts that would be beyond the debtor's ability to pay as such debts matured.
· §548(a)(2): A transfer of a charitable contribution to a qualified religious or charitable entity or organization shall not be considered to be a transfer covered under paragraph (1)(B) in any case in which-- (A) the amount of that contribution does not exceed 15 percent of the gross annual income of the debtor for the year in which the transfer of the contribution is made; or (B) the contribution made by a debtor exceeded the percentage amount of gross annual income specified in subparagraph (A), if the transfer was consistent with the practices of the debtor in making charitable contributions.
· §548(b): The trustee of a partnership debtor may avoid any transfer of an interest of the debtor in property, or any obligation incurred by the debtor, that was made or incurred on or within one year before the date of the filing of the petition, to a general partner in the debtor, if the debtor was insolvent on the date such transfer was made or such obligation was incurred, or became insolvent as a result of such transfer or obligation.
· §544(b): (1) Except as provided in paragraph (2), the trustee may avoid any transfer of an interest of the debtor in property or any obligation incurred by the debtor that is voidable under applicable law by a creditor holding an unsecured claim that is allowable under section 502 of this title or that is not allowable only under section 502(e) of this title. (2) Paragraph (1) shall not apply to a transfer of a charitable contribution (as that term is defined in section 548(d)(3)) that is not covered under section 548(a)(1)(B), by reason of section 548(a)(2). Any claim by any person to recover a transferred contribution described in the preceding sentence under Federal or State law in a Federal or State court shall be preempted by the commencement of the case.
STRONG ARM PROVISION per §544

GENERAL

· The strong arm provision can be used by the trustee to avoid any transfer of the debtor’s property that a number of entities would be able to avoid (regardless if such entities actually exist)

· These provisions give the trustee standing to avoid transfers

· Under bankruptcy law, there is a strong policy against secret liens
· §544: primary effect is to invalidate unrecorded liens
The trustee is granted, at the commencement of the bankruptcy case, 3 different standings (the hypothetical status and rights of 3 parties) per §544(a)

· Summary:

· Judicial lien creditor per §544(a)(1)

· Creditor with an unsatisfied execution per §544(a)(2)

· Bona fide purchaser of real property per §544(a)(3)

· Judicial lien creditor per §544(a)(1):

· The trustee is accorded the rights and powers of a hypothetical creditor who furnishes credit to the debtor at the time the bankruptcy case is commenced, and who simultaneously acquires a judicial lien on as much of the debtor’s property as is permitted under applicable state or other non‑bankruptcy law

· Example: on 6/1, debtor borrowed $5K from finance company and granted a security interest in a famous painting inherited by debtor; on 12/1, debtor filed for bankruptcy; finance company had not perfected its security interest in the painting; according to non‑bankruptcy law (UCC), a judicial lien has priority over an unperfected security interest; therefore, the trustee’s hypothetical judicial lien as of the time the case was commenced will prevail over the finance company’s unperfected security interest in the painting; result: trustee will be able to avoid the security interest and thereby increase the amount available for distribution to the unsecured creditors

· Creditor with an unsatisfied execution per §544(a)(2):

· The trustee is also granted the rights and powers of a hypothetical creditor who extends credit to the debtor at the time that the bankruptcy case is filed, and who acquires, at that time, an unsatisfied execution concerning the indebtedness

· Bona fide purchaser of real property per §544(a)(3):

· The trustee is given the rights and powers of a hypothetical bona fide purchaser who has perfected the transfer of real property from the debtor at the time of bankruptcy; therefore, the trustee may avoid any transfer voidable by such a bona fide purchaser

· EXCEPTION: constructive notice – a trustee may not avoid an unrecorded transfer of real property if, under state law, he is charged with constructive notice of the rights of another entity (see McCannon v. Marston)

· McCannon v. Marston:

· Facts: 3/1975, K for condo; 4/1975, residence commenced; 11/1979, bankruptcy of seller; 2/1981, motion for specific relief; person was living there but had not recorded the land sale K; the trustee claimed that resident’s interest was avoidable under §544(a)(3) because it was not perfected

· Holding: the mere fact she was in possession, based on state law, would have been enough (no need to record if in continuous possession of the premises); a bona fide purchaser would NOT have taken free and clear because she was clearly in possession

· Belisle v. Plunkett:

· Facts: people gave money to P to purchase a shopping center; P took the $1.2M and purchased property in his own name; P used the property to get a personal loan of $100K; P filed bankruptcy

· Holding: if P had sold it to a bona fide purchaser, the purchaser would have taken free and clear

· EXAMPLE:

· Hypo: 3 contributors (40%-25%-35%), each gave money to an investor who purchased stock ($15K), a vacant lot ($50K), and issued a loan to third party ($35K) in return for a note secured by a 2nd TD on lender’s residence; the stock, the property, and the note are all in the investor’s name; the property and TD were properly recorded and the investor signed documents clearly indicating that transaction were made for the benefit of the 3 contributors; the investor filed bankruptcy and the trustee attempted to recover the transfers

· Stock [§544(a)(1) applies]: the 3 have equitable interest and the investor has legal interest; the judicial lien would only attach to the legal title because that is all the investor had; therefore §544(a)(1) will not help the trustee attempting to recover the stock

· Vacant Lot [§544(a)(2) applies]: the question is whether a bona fide purchaser under state law would have taken free and clear

· Note [§544(a)(1) & §544(a)(2) apply]: since the note secures property, the 3 contributors’ interest is an equitable interest in the note

· §544(a): The trustee shall have, as of the commencement of the case, and without regard to any knowledge of the trustee or of any creditor, the rights and powers of, or may avoid any transfer of property of the debtor or any obligation incurred by the debtor that is voidable by-- (1) a creditor that extends credit to the debtor at the time of the commencement of the case, and that obtains, at such time and with respect to such credit, a judicial lien on all property on which a creditor on a simple contract could have obtained such a judicial lien, whether or not such a creditor exists; (2) a creditor that extends credit to the debtor at the time of the commencement of the case, and obtains, at such time and with respect to such credit, an execution against the debtor that is returned unsatisfied at such time, whether or not such a creditor exists; or (3) a bona fide purchaser of real property, other than fixtures, from the debtor, against whom applicable law permits such transfer to be perfected, that obtains the status of a bona fide purchaser and has perfected such transfer at the time of the commencement of the case, whether or not such a purchaser exists
CHAPTER 13

GENERAL:

· Only about 30% of all consumer bankruptcy cases are Chapter 13

· Chapter 13 philosophy
· Creditors will get more in a Chapter 13 than in a Chapter 7 (does not offer great advantages to creditors when all is said and done; they generally do NOT receive more)

· Debtors maintain their assets, avoid the stigma of a pure liquidation bankruptcy, and obtain a superdischarge

· Differences between Chapter 7 and Chapter 13:

· Assets:

· In a Chapter 7, all nonexempt assets are surrendered to the trustee and are subsequently liquidated

· In a  Chapter 13, the debtor submits a plan – in exchange for pledging to use all of his disposable income to repay the debts over 3 years (which can be extended to 5 years), he gets to keep all of his assets

· Time between refiling:

· In a Chapter 7, only permitted to file once every 6 years per 727

· In a  Chapter 13, no time limitations exist

· Advantages of Chapter 13:

· *Superdischarge

· Retain property

· Pay creditors over time

· May be able to “strip down” asset to its secured value

· “Disposable income” defined per 1325(b)(2):

· Income that is not reasonably necessary to used to (a) the maintenance or support of the debtor or his dependants (including charitable contributions not to exceed 15% of the debtor’s gross income) and (b) if the debtor is engaged in business, the payment of expenditures necessary for the continuation, preservation, and operation of the his business.

· 1325(b)(2): For purposes of this subsection, "disposable income" means income which is received by the debtor and which is not reasonably necessary to be expended-- (A) for the maintenance or support of the debtor or a dependent of the debtor, including charitable contributions (that meet the definition of "charitable contribution" under section 548(d)(3)) to a qualified religious or charitable entity or organization (as that term is defined in section 548(d)(4)) in an amount not to exceed 15 percent of the gross income of the debtor for the year in which the contributions are made; and (B) if the debtor is engaged in business, for the payment of expenditures necessary for the continuation, preservation, and operation of such business.
· 2 Critical Limitations
1.
Plan must provide each creditor at least what they would have received under a Chapter 7

2.
Plan must provide each secured creditor with deferred cash payment such that the deferred payments equal the present value of the collateral

· I can either give the creditor $100 today or give him more as some point in the future to equal the $100 today (the difference is interest)

· “Chapter 20”:

· An attempt to take advantage of both Chapter 7 and Chapter 13

· The US SC, in Johnson, was confronted by one of these Chapter 20 cases and determined that it was permissible

1.
First, file a Chapter 7 and discharge all of the unsecured obligation (all that remains are secured debt)

2.
Then, file a Chapter 13 to modify the debt regarding secured claims

· Who may file a Chapter 13:

· Per 109(e), you need to be “an individual with regular income” per 101(30)

· Also, the debt must be less than a designated threshold [threshold gets adjusted with CPI per 104(b)]

· The secured non-contingent debt of the debtor cannot exceed a certain limit

· No limitation as to how often a debtor may file Chapter 13 (unlike in Chapter 7 where the debtor is only permitted to file once every 6 years)

· Refiling: Is refiling of Chapter 13 after dismissal per se bad faith?

· The Johnson court determined it was NOT (see below)

· Johnson v. Vanguard Holding Corp

· Facts: plan was confirmed and the debtor did not make any payments; the creditor made a motion to have the case dismissed; dismissal is different than conversion; no one appeared at the hearing on behalf of the debtor and the court dismissed the Chapter 13; the debtor then refiled a Chapter 13 and the creditor moved to dismiss and convert to a Chapter 7

· Issue: whether the refiling was per se bad faith

· Holding: the court determined it was NOT per se bad faith; the court held there are circumstances that make each case fact sensitive

· 109(g):

· Resulted from the 1984 Amendments

· 109(g) takes care of the situation where the debtor files a Chapter 13 and the mortgage holder files for relief from the automatic stay

· The debtor has an absolute right to dismiss the Chapter 13, but then is barred from refiling for 180 days

· The US SC stated that multiple Chapter 13 filings are permitted as long as 109(g) is not violated

· Good faith: an additional requirement for a Chapter 13 filing

· 1307(c): a case may be dismissed for cause

· Cause can include lack of good faith

· The good faith requirement of Chapter 13 is litigated in 3 contexts:

1.
Nominal payment plans (where Chapter 13 plans provide zero or very little payment plans to unsecured creditors)

2.
The plan includes debts that are otherwise nondischargeable

3.
Repeated filings (discussed above)

· Nominal Payment Plans:

· The original purpose of Chapter 13 was to develop repayment plans to creditors while allowing debtor to maintain their assets

· In return, the debtor commits all disposable income toward repaying debt

· Originally, there was no pro quid quo requirement – the only thing needed was that the creditor received at least as much as they would have received under a Chapter 7

· Many courts developed a hostility toward zero payment plans and they turned to the good faith requirement under 1307(c) to determine whether it was appropriate for debtors to pursue these types of plans

· Courts developed 11 criteria that they considered:

· Duration of the plan

· Employment history

· Accuracy of schedules

· The rest can be found on Page 550 of the text

· Superdischarge:

· Per 1328(a), if the debtor performs its plan properly, the court discharges the debtor of all debts, except for:

· Alimony/maintenance or child support

· Education loans

· Death or personal injury caused by drunk driving

· Criminal restitutions or claims

· This is a much narrower non-dischargeable list that in Chapter 7 (523)

· Created problems for many creditors and eventually led to the enactment of 1325(b)(1)(B)

· 1325(b)(1)(B) requires the debtor to pay all disposable income to repaying his or her debt for the 3 years of the plan

· It is still very possible for the debtor not to have any disposable income, resulting zero payment plans 

· Chapter 13 Process:

· Commenced by the filing of a petition (no involuntary under Chapter 13)

· The debtor must file a plan within 15 days of the Chapter 13 filing (the court may extend the period beyond the 15 days)

· The debtor must commence payment under the plan within 30 days of filing even if the court has not yet approved the plan, per 1326(a)

· Payments should be made to the standing Chapter 13 trustee

· Standing Chapter 13 trustees are appointed by the US Trustee

· They act as disbursing agents

· If the debtor fails to make payments according to the submitted plan, the court may dismiss or convert to a Chapter 7 (usually brought to the attention of the court by the Chapter 13 trustee)

· A meeting of the creditors must occur within 15 to 20 days after the filing of the Chapter 13

· Once the plan is filed, the debtor must also give notice of the plan filing

· The notice must give a summary of the plan or contain the complete plan per Rule 3015(d)

· In a Chapter 13, the trustee normally acts as a gatekeeper

· The Chapter 13 staff will examine the plan and advise the trustee

· The trustee will point out to the debtor at the hearing to work out any problems or issues that exist

· If the matters are resolved, the trustee deems the plan “unopposed” and clears the way for plan approval

· Funding of payments may occur either directly or via payroll deduction (automatically)

· After confirmation of the plan, the Chapter 13 trustee will begin to disperse the monies to the creditors

· Only after all the payments are made will the debtor be granted the superdischarge

· There are some very strict compensation limits

· Automatic stay
· Filing revests property with the debtor per 1327(b)

· The effect is to terminate the stay at the time the plan is confirmed

· Chapter 13 Plan Contents
· 1322(a) describes the mandatory requirements of the plan

· Plan must provide for full payment of all priority claims (507) and deferred cash payment unless the holder of a particular claim agrees to a different treatment of such claim [1322(a)(2)]

· If different classes, all parties within the classes

· 1322(d) states that the debtor has 3 years to pay unless the court approves a longer period not to exceed 5 years

· 1322(b): permitted but not required inclusions in the plan

· 1325: confirmation requirements

1.
Plan complies with the provisions of this chapter [contains all mandatory requirements per 1322(a)]

2.
Any fee, charge, etc. as required [filing fee, basically]

3.
Plan has been proposed in good faith

4. Best interest to creditors test (creditors will get at least what they would have under Ch 7)

5.
With regard to each class of secured creditor, certain requirements apply:

· Anything goes if the creditors accept it

· What happens if they don’t accept (present value)

· Another way is to give back the collateral

· Some showing that the debtor will be able to make payment is all that is required (not much is required)

· Not all payments have to be made through the Chapter 13 to avoid the trustee from getting a piece of the payments (payments could be made outside the plan)

· Debtor unable to make all payments under the plan
· 1328(b): hardship discharge

· As long as the creditors got at least as much as they would have received under Ch 7, then okay

· Requires major setback that prevented the debtor from making payment under the plan

· However, the debts that would not be dischargeable under Chapter 7 would similarly be nondischargeable under Ch 13 hardship
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