BANKRUPTCY OUTLINE—SPRING 2005
PROFESSOR WEINBERG
______________________________________________________________________________  

I. OVERVIEW
I. INTRODUCTION
A. Governed by Federal Law.  Bankruptcy law is federal law, with the applicable statute being the Bankruptcy Reform Act of 1978 (a.k.a., the Bankruptcy Code).  However, although bankruptcy is governed by federal law, debtors’ and creditors’ rights in bankruptcy are governed in large part by state law.   

B. The Two Goals of the Bankruptcy Laws.  There are two main goals that the bankruptcy laws are meant to further.

1. For the Debtor: “A Fresh Start.”  One of the main purposes of bankruptcy is to provide an honest debtor with a fresh start, so that he may rehabilitate his financial affairs without being saddled with oppressive debt.  
2. For the Creditors: An Orderly Distribution of Assets.  Bankruptcy provides a structured and orderly process for liquidating the debtor’s assets, so that each creditor may (ideally) participate equally in the distribution.  
C. Key Terms.  There are some fundamental concepts in bankruptcy cases.  
1. Claim.  A claim is any right to payment.  The term is meant to be interpreted very broadly, and includes contingent claims.  [§ 101(5)].  
a. Allowed Claims.  A claim is only entitled to distributions from the bankruptcy estate if it is “allowed” (determined valid by the court).  [§726(a)]. 
2. Debt.  Debt is defined as liability on a claim.  [§ 101(12)].  
3. Insolvent.  A person (or entity) is insolvent if the sum of his debts exceeds the sum of his assets.  [§ 101(32)].   A person need not be insolvent to file for bankruptcy.  
4. Lien.  A lien is an interest in property held by a creditor to secure payment of a debt or performance of an obligation.  [§ 101(37)].  
5. Order for Relief.  This term is used frequently throughout the Code as a point of reference in time; all it really means is that the case may go forward unless the court says otherwise.  
D. The Players.  There are numerous parties to any given bankruptcy case, other than the debtor.  Among them:

1. Creditors.  A creditor is any entity who holds a pre-petition claim against the debtor.  [§ 101(10)(A)].  Entities who hold post-petition claims against the debtor may not participate as creditors in the bankruptcy case.  There are two kinds of creditors:
a. Secured.  Secured creditors are those whose claims against D are secured by a lien on the property of the estate.  
b. Unsecured.  An unsecured creditor is one whose claim against D is not secured by collateral. 
2. Trustee.  The trustee is the official representative of D’s estate.  The trustee is obligated to exercise his powers principally for the benefit of unsecured creditors.  This often sets the trustee at odds with secured creditors—an often litigated issue is the validity of an alleged lien claimed by the secured creditor.
3. The US Trustee.  For each of the 21 regions throughout the nation, the Attorney General appoints one US trustee (UST) for a five-year term.  The UST is responsible for administering bankruptcy cases and performs numerous functions, including:
a. Appointing Chapter 7 Trustees.  The UST establishes and supervises a panel of private trustees to serve in Chapter 7 cases. 
b. Appointing Examiners in Chapter 11 Cases.  The UST appoints examiners in Chapter 11 cases when the court orders such an appointment. 
c. Appointing and Monitoring Creditors’ Committees.  In Chapter 11 cases, the UST appoints and monitors the creditors’ committee.  

d. Convening the Meeting of Creditors.  The UST also convenes and presides over the meeting of creditors required by § 341.  When appropriate, the UST may also examine D at that meeting.  [§ 343]. 
e. Monitoring Cases and Trustees.  The UST supervises the administration of bankruptcy cases and trustees. 
f. Monitoring Plans under Chapters 11 & 13.  The UST will also monitor plans filed under Chapter 11 and 13, and may file comments regarding such plans.  
4. Creditors’ Committee.  In Chapter 11 cases, the US Trustee often appoints a committee of unsecured creditors, usually comprising the creditors with the seven largest unsecured claims.  This committee often consults with the DIP, and/or aids in the formulation of an acceptable reorganization plan.   
II. THE FLAVORS OF BANKRUPTCY: QUICK OVERVIEW
A. Chapter 7: Liquidation.  Chapter 7 bankruptcies are those in which the trustee collects D’s assets (the estate), reduces them to cash, and distributes the proceeds to the creditors, in exchange for which D will receive a discharge.  These distributions are subject to D’s right to retain any exempt property, and also to the right of any secured C to his collateral.  
B. Chapter 11: Reorganization.  Chapter 11 bankruptcies are those in which the D (usually a business entity, but may be an individual) repays its creditors pursuant to a court-approved reorganization plan, while continuing to operate as a business.  The idea is that the creditors will recover more if D can successfully rehabilitate itself, rather than if D falls into Chapter 7 liquidation. 
1. Default: D Acts as Trustee.  By default, there is no trustee in a Chapter 11 case.  Rather, D acts as the trustee for the estate.  In these situations, D is known as a “debtor in possession” (DIP).  [§ 1101(1)].  
C. Chapter 13: Debt Adjustment for Individuals.  In Chapter 13 bankruptcies, the D will pay all (or a portion) of his debts pursuant to a plan proposed by D and approved by the court.  Upon completion of the plan, D will receive a broad discharge (known as a “superdischarge”).  
1. Individuals Only.  Relief under Chapter 13 is available only to individuals.  It is not available to business entities or municipalities.   
2. The Advantage.  The great advantage to D of filing under Chapter 13 rather than 7 is that he can get the benefit of the discharge without forfeiting his nonexempt property.  
II. COMMENCING A BANKRUPTCY CASE
I. OVERVIEW 
A. Step One: Determine Eligibility.  The court will first determine whether D is eligible for relief under the Chapter he has petitioned under.  
1. Chapter 7.  Chapter 7 is available to anyone defined as a person under §109(a) of the Code (with some exceptions).  “Person” includes all individuals, partnerships, and corporations.  [§101(41)].   
2. Chapter 11.  Chapter 11 is available to any debtor who is eligible for relief under Chapter 7 (excluding stock and commodities brokers).  [§ 109(d)].  
3. Chapter 13.  To be eligible for Chapter 13 relief, the debtor must: (1) be an individual, (2) have regular income, (3) have unsecured debts totaling less than $290,525, and (4) have secured debt less than $871,550.  [§ 109(e)].  
a. Individual with Regular Income.  An “individual with regular income” is one whose “income is sufficiently stable and regular to enable such individual to make payments under a plan under Chapter 13.”  [§ 101(30)].  The source of the income is irrelevant.   
B. Step Two: Commence the Case.  A bankruptcy case is commenced when either the debtor or the creditor(s) files a petition for relief under the appropriate Chapter.  The former situation is called a voluntary case [§ 301]; the latter is called an involuntary case [§ 303], and may only be commenced under Chapters 7 or 11.  
1. Voluntary Case: Filing Petition = Order for Relief.  The filing of a petition by the D under Chapter 7 constitutes an order for relief under that chapter.  [§ 301].  
a. Compare: Involuntary Cases.  In an involuntary case, the court will enter an order for relief only if: (1) the debtor does not file a timely answer to the petition [§ 303(h)], (2) the court finds that D is generally not paying his debts as they become due [§ 303(h)(1)], or (3) within 120 days before the petition was filed, a custodian was appointed to take charge of D’s property [§ 303(h)(2)].  
C. Step 3: File Appropriate Schedules.  In a voluntary case under any Chapter, D must, along with his petition for relief, file a list of creditors and their addresses, a schedule of assets and liabilities, a schedule of current income and expenditures, a statement of his financial affairs, and a schedule of executory contracts and unexpired leases.  [§ 521].  
1. The List of Creditors.  The list of creditors that D must file with the court is crucial.  The list is filed with the court, which then sends out notices to all of D’s creditors.  This is how creditors receive notice of D’s bankruptcy.  
a. Failure to Give Notice to a Creditor.  D must make sure to include all of his creditors in the list of creditors.  If a creditor does not receive timely notice, D’s bankruptcy may not affect the creditor’s claim.  
D. Step 4: Creation of the Bankruptcy Estate.  The filing of a bankruptcy petition creates the bankruptcy estate.  The estate is broadly defined, and includes all property described in §541.  
1. What is Included in the Estate.  Section 541 property includes all of the following:
a. Legal Interests.  Legal interests include basically all personal property (tangible and intangible) and interests in real property, such as cash, stocks, bonds, rights to compensation for services rendered pre-petition, executory contracts, unexpired leases, causes of action (e.g., malpractice claims), licenses, copyrights, patents, and remainder interests in real property.  

i. Contingent Rights.  D’s right to payment is included in the bankruptcy estate even if it is contingent upon the happening of some future event.  [In re Ryerson]. 
ii. Property Repossessed Pre-Bankruptcy.  A secured creditor who has repossessed collateral before D files the bankruptcy petition, but who has not yet sold the collateral to a BFP, must turn over the collateral to the trustee or the DIP (in a Chapter 11 case) if the collateral is “necessary for a successful reorganization.”  However, the secured creditor is entitled to adequate protection of his interest in the collateral.  [United States v. Whiting Pools].  This rule applies to Chapter 7 cases as well (where D pledges the property pre-petition). 
b. Equitable Interests.  An equitable interest would include, for example, a D’s right to redeem foreclosed property.  
c. Other Interests.  Section 541 property also includes:
i. Property Recovered by the Trustee.  Any interests in property that the trustee recovers for the benefit of the estate (i.e., through use of his avoiding powers) are included the property of the estate.  [§ 541(a)(3)]. 
ii. Certain Post-Petition Property.  The following are included as property of the estate only if D acquires, or becomes entitled to acquire it, within 180 days after the filing date: 

1. Property obtained through bequest, devise, or inheritance;

2. Property obtained through a property settlement with D’s spouse or a divorce decree; 

3. Property obtained through a beneficial interest in a life insurance policy or a death benefit plan.  [§ 541(a)(5)].  

iii. Proceeds of Estate Property.  Proceeds, rents, profits, product, or offspring resulting from estate property are also property of the estate.  [§541(a)(6)]. 

1. Exception:  Earnings from Services Rendered by Individuals.  Except in cases filed under Chapter 13, earnings from services rendered by an individual D after the commencement of the case are NOT included in the estate.  [§541(a)(6)].  

iv. Community Property.  All the community property (as defined under applicable state law) that D and his spouse have at the time of filing the bankruptcy petition becomes property of the estate if the property is under D’s sole or joint control.  [§ 541(a)(2)].   
v. Post-petition Property Acquired by the Estate.  Property that is acquired by the estate after the filing is included in the estate (as is, of course, any pre-petition property).  [§ 541(a)(7)]. 
2. What is NOT Included in the Estate.  The following interests, listed in § 541(b), are not included in the bankruptcy estate:
a. Individual D’s Post-petition Earnings.  Except in cases under Chapter 13, an individual D’s post-petition earnings do not become part of the estate. 
i. Apportioning Severances.  Section 541(a)(6) excludes from the estate any earnings attributable to post-petition services rendered by D.  Thus, in situations where D receives a post-bankruptcy fee from his employer (e.g., a severance), only the portion of the fee that is “sufficiently rooted in the pre-bankruptcy past” is included in the estate.  [In re Ryerson]. 
1. Illustration.  D has been working on a 10-month contract job.  His full fee, $20,000 will be paid only upon completion of the contract.  Six months into the job, D files bankruptcy.  He subsequently completes the contract and receives his fee.  Only the portion of the fee that is attributable to his pre-bankruptcy services is includable in the estate.  Thus, $12,000 of the fee will be included in the estate, while the remaining $8,000 will not be included. 
b. Exempt Property.  Property that D has exempted from the bankruptcy estate is not included in such estate, and cannot be reached by creditors (unless D grants a security interest in the property).  
i. Debtor May (Sometimes) Choose between State and Federal Exemptions.  Both state and federal law allow debtors to exempt certain property from the bankruptcy estate.  Pursuant to § 522(b), D may elect either the schedule of federal exemptions [found in §522(d)], or in the alternative may choose the exemptions provided by the state in which D is domiciled. 
1. States May Take Away Debtor’s Right to Elect Federal Exemptions.  Exemptions are governed mostly by state law, however, because § 522(b) allows any state to take way from its citizens the right to elect the federal exemptions.  Thirty four states have done so. 
ii. Procedure for Claiming an Exemption.  Under the Code, all of D’s property is property of the bankruptcy estate until he acts to exempt it under § 522(l) by listing the property claimed as exempt on his schedule of assets.  
1. Burden on Creditors to Object to Exemptions.  The property that D claims as exempt shall be exempted from the estate unless a party in interest objects within 30 days of the date the § 341 meeting of creditors actually occurs.  [FRBP 4003(b)].  The objecting party has the burden of proving that the exemptions are not properly claimed.  [FRBP 4003(c)]. 
a. Creditors’ Failure to Object when Claim of Exemption is Invalid.  Section 522(l) provides that the property claimed as exempt is automatically exempt unless a creditor objects.  Unless a party in interest objects, the exemption will be allowed even if there is no colorable basis for claiming the exemption.  [Taylor v. Freeland & Kronz]. 
iii. Debtor’s Power to Avoid Liens that Impair Exemptions.  The debtor may avoid certain judicial liens and nonpossessory, nonpurchase-money security interests if such liens “impair an exemption” that D could otherwise claim.  [§ 522(f)]. 
1. Two-Step Analysis.  In determining whether D may avoid a judicial lien, ask the following two questions:
a. First: Is it Either a Judicial or Nonpossessory Nonpurchase-money Lien?  Section 522(f) only allow D to avoid either judicial or certain nonpossessory, nonpurchase-money liens.  
i. Avoidable Nonpurchase-money Liens.  A nonpossessory, nonpurchase-money lien is avoidable only if it is a lien on one of the types of property listed in § 522(f)(1)(B).   
ii. “Purchase Money.”  A purchase money security interest arises where money or credit is advanced by the creditor to enable D to purchase the collateral, and D uses that money or credit to do so. 
b. Second: Does it Impair an Exemption?  To determine whether a lien impairs an exemption that D could otherwise claim: Add (i) the judicial (or NPM) lien, (ii) all the other liens on the property, and (iii) the amount of the exemption available in the absence of any liens.  From this sum, subtract the value of D’s interest in the property without any liens.  If the value of the property is less than the total of the liens and the exemption, the exemption is impaired to the extent of the difference.  [§522(f)(1); In re Silveira].  
i. Extent of Avoidability.  The lien is avoidable only to the extent that the exemption is impaired.  Thus, the entire lien isn’t rendered avoidable just because it impairs an exemption D could claim.  [In re Silveira]. 
c. Certain Powers.  A power that may be exercised by D only for the benefit of another entity is not included in the bankruptcy estate.  [§ 541(b)(1)]. 
3. Converting Nonexempt Property (Pre-bankruptcy Planning).  Converting nonexempt assets into exempt assets on the eve of bankruptcy, without more, is permissible under the Code.  [Hanson v. First National Bank].  
a. Exception: Fraud or Bad Intent.  However, if the court finds that the transfer is made with actual intent to defraud creditors, D’s exemptions will be denied.  [Norwest Bank v. Tvetan].  Such fraudulent transfers may also strip D of his discharge under § 727(a)(2). 
i. Indicia of Fraud.  In determining whether the transfer was made with the intent to defraud, the court may look at: (1) whether D borrowed money to purchase exempt assets, (2) whether D accounted for proceeds he received from the sale of his nonexempt assets, and (3) whether D sold the property for fair market value.  [Tvetan]. 
4. Note: Ipso Facto Clauses Not Enforced.  Ipso facto clauses are those that specify the consequences of a party’s bankruptcy.  They often restrict the transferability of D’s property, or provide that D will forfeit the property if he becomes insolvent or files bankruptcy, in an attempt to prevent the property from becoming part of the bankruptcy estate.  Ipso facto clauses are unenforceable under § 541(c)(1).  
a. Exception 1: Spendthrift Trusts.  A spendthrift trust is one designed to protect against the beneficiary’s wasteful spending.  It prohibits the beneficiary’s interest from being assigned, and also prevents a creditor from attaching that interest.  A spendthrift trust restricts the transferability of D’s interest, but is enforceable as long as it is also enforceable under applicable nonbankruptcy law.  [§ 541(c)(2)].  Thus, D’s interest in a spendthrift trust will not become part of the estate. 
b. Exception 2: ERISA Plans.  D’s interest in an ERISA plan is not included in the bankruptcy estate.  [Patterson v. Shumate].  

E. Step 5: The Automatic Stay.  In addition to creating the bankruptcy estate, filing a bankruptcy petition also operates as a stay that protects D and the property of the estate.  The automatic stay stops collection efforts against D on account of prepetition debts, and prevents creditors from grabbing at property of the estate to the detriment of other creditors (thereby ensuring evenhanded treatment for all creditors, instead of a race to the courthouse).  [§ 362(a)].  
1. Acts Enjoined by the Automatic Stay.  The following creditor actions are enjoined by the automatic stay:

a. Collection Efforts.  Any act to collect on a claim against D that arose prior to the bankruptcy petition is prohibited.  [§ 362(a)(6)]. 
b. Judicial Proceedings against Debtor.  Creditors are stayed from commencing or continuing judicial proceedings against D if the proceeding is for the purpose of recovering a prepetition claim.  [§362(a)(1)]. 
i. Bars Post-petition Claims that Could Have been Brought Prepetition.  The injunction against judicial proceedings also applies to post-petition claims that could have been brought before the filing of the petition.  [§ 362(a)(1)].  Thus, a plaintiff cannot get around the automatic stay by sitting on his potential claim until after D files the bankruptcy petition. 
c. Acts against Estate Property.  Any act to obtain possession of estate property (e.g., a leasehold) is prohibited, regardless of whether the underlying claim arose before of after the filing of the bankruptcy petition.  [§ 362(a)(3)]. 

d. Liens against Estate Property.  Acts designed to create, perfect, or enforce liens against estate property are also enjoined.  [§ 362(a)(4)]. 
e. Setoffs.  The automatic stay also enjoins the post-petition setoff of mutual debts (i.e., when both D and the creditor owe each other money).  Thus, if a creditor owes D money on a prepetition obligation, it cannot satisfy its claim against D by deducting the claim amount from the amount it owes D (unless the creditor obtains relief from stay first).  [§ 362(a)(7)]. 
i. Distinguish: Bank Holds & Freezes.  A bank may place temporary holds on D’s deposit account (up to the amount allegedly subject to setoff) while it promptly seeks relief from the automatic stay and waits for the court to determine its right to a setoff.  [Citizens Bank of Maryland v. Strumpf]. 
2. Acts NOT Enjoined by the Automatic Stay.  Under § 362(b), the filing of a bankruptcy petition does not act as an automatic stay against the following claims and actions (not an exhaustive list): 
a. Criminal Proceedings.  The commencement or continuation of a criminal action against D is not enjoined by the automatic stay.  [§ 362(b)(1)].  
b. Suits for Paternity, Alimony, or Maintenance.  Suits for the establishment of paternity or for establishment/modification of alimony, maintenance, or support orders are not enjoined by the stay.  [§ 362(b)(2)(A)]. 
c. Collection of Alimony or Support from D’s Property.  The collection of alimony, maintenance, or spousal/child support is not prohibited if it is obtained from assets that are not property of the estate (e.g., exempt property, or property that is acquired post-petition).  [§ 362(b)(2)(B)]. 
3. Relief from the Automatic Stay.  If a creditor wants to continue collection efforts after the bankruptcy petition is filed, it must obtain relief from the automatic stay pursuant to § 362(d).  
a. Types of Relief.  The types of relief that the court may order include terminating, annulling, modifying, or conditioning the stay.  [§ 362(d)]. 
b. Bases for Relief.  There are various bases for relief from the automatic stay under this subsection:
i. For Cause.  Upon request, a court may, pursuant to § 362(d)(1), grant relief from stay for cause.  Some examples where “cause” may exist include: 
1. Lack of Adequate Protection as Cause.  Cause exists for the court to order relief from stay if D fails to provide adequate protection of a creditor’s interest in property.  [§362(d)(1)].  The Code requires that the secured creditor’s economic interest in the value of its collateral be respected throughout the bankruptcy.  Adequate protection is lacking when the creditor’s interest in D’s property is going to erode, and D cannot do anything to protect the creditor from that loss during the pendency of the automatic stay. 
a. Ways to Provide Adequate Protection.  Under §361, D may provide the creditor with adequate protection in the following ways:
i. Cash Payments.  D may provide the creditor with adequate protection by making cash payments in the amount that the property in which the creditor has an interest will depreciate because of the stay.  [§ 361(1)]. 
ii. Another Lien.  D may also give the creditor an additional or replacement lien in his property.  [§ 361(2)]. 
iii. Equity Cushion.  D may also provide the creditor with the “indubitable equivalent” of its interest in D’s property.  What this means: D may use the “equity cushion” (the amount by which the value of the collateral exceeds the amount of the claim) to provide adequate protection.  [§ 361(3)]. 
2. Bad Faith as Cause.  D’s bad faith in filing the bankruptcy petition can also constitute cause for granting relief from the automatic stay.   
ii. Acts against Property.  A creditor may obtain relief from the stay of an act against property if: (1) D has no equity in the property, AND (2) the property is not necessary for an effective reorganization.  [§ 362(d)(2)]. 
1. “Necessary for Effective Reorganization.”  Property will be deemed not necessary for an effective reorganization if the court finds that D does not have a reasonable possibility of successfully reorganizing within a reasonable time.  [United Savings Association of Texas v. Timbers of Inwood Forest Associates].   
4. Expiration of the Stay.  Termination of the automatic stay is governed by §362(c).  If the stay is of an act against property of the estate, the stay terminates when the property ceases to be property of the estate.  With respect to any other act, the stay terminates when: (1) the bankruptcy case is closed or dismissed, or (2) D is granted or denied a discharge, whichever comes first.  
5. Effect of Willfully Violating the Stay.  Section 362(h) allows an individual injured by a willful violation of the stay to recover actual damages, costs and attorney’s fees, and punitive damages (under appropriate circumstances). 
a. Individuals Only?  Some jurisdictions hold that only individual D’s are allowed to sue for violations of the stay; others hold that the provision is also available to other entities (e.g., partnerships and corporations). 
F. Step 6: Section 341 Meeting of Creditors.  Section 341(a) provides that a meeting of creditors will be held “within a reasonable time after the order for relief” is issued.  The purpose of the meeting is to give the creditors and the trustee an opportunity to examine the debtor under oath about issues related to the bankruptcy case (e.g., the location and condition of a secured creditor’s collateral, the disappearance of assets, etc.).  
1. Debtor Must Attend.  Section 343 requires the debtor to attend the meeting of creditors so that he may be examined under oath by creditors, the examiner, or the trustee.  

2. Notice.  The D, trustee, and all creditors must receive at least 20 days’ notice of the § 341 meeting of creditors.  [FRBP 2002(a)(1)].   

3. Chapter 7: Trustee Must Examine the Debtor.  In a Chapter 7 case, the trustee is required to orally examine the debtor to make sure that the debtor is aware of: (1) the possible consequences of filing Chapter 7, (2) his ability to file under a different Chapter, (3) the effect of receiving a Chapter 7 discharge, and (4) the effect of reaffirming a debt.  [§ 341(d)]. 
G. Step 7: Debtor’s Duties.  D must perform certain other duties after he has filed the required lists and schedules.  These duties are enumerated in § 521.  
1. Chapter 7: File a Statement of Intention Regarding Collateral.  A Chapter 7 debtor who has secured consumer debt must file a statement of his intention to either retain or surrender the collateral, and if applicable, to exempt any of the collateral, to redeem any of the property, or to reaffirm any debts secured by the collateral.  This statement must be filed by the earlier of: (1) the 341 meeting of creditors, or (2) 30 days after filing the Chapter 7 petition.  [§ 521(2)(A)].  
a. Note: Performance Due Within 45 Days.  Note that D, within 45 days of filing his statement of intention, must make good on that intention with respect to the secured property.  [§ 521(2)(B)]. 
b. Redeeming the Collateral.  Under § 722, D may elect to “redeem” the collateral by paying the holder of the secured creditor the amount of the allowed secured claim (which, under § 506(a), equals the value of the collateral).  Thus, if D’s car (the collateral) is worth $2K and the secured claim is $3K, D may redeem the collateral by paying $2K; the creditor holds an unsecured claim for the remaining $1K.  
i. Right to Redeem Cannot be Waived.  The D’s right to redeem collateral may not be waived.  [§ 722].  
c. Reaffirming the Debt.  Under § 524(c), D may also choose to “reaffirm” the debt.  A reaffirmation agreement is a voluntary contract between D and the holder of a dischargeable claim, whereby D promises to repay all or part of the debt post-bankruptcy.  [§ 524(c)].  
i. Requirements.  An agreement to reaffirm a debt is valid only if:

1. The agreement is enforceable under nonbankruptcy law (i.e., no fraud, duress, etc.);

2. The agreement was executed before D’s discharge was granted;

3. The agreement contains a “clear and conspicuous statement” which tells D that: (1) the agreement may be rescinded at any time prior to the discharge or within 60 days after the agreement is filed, whichever is later, and (2) that the agreement is not required under the Code or under nonbankruptcy law; 
4. The agreement has been filed with the court, and was accompanied by a declaration by D’s attorney that: (1) the agreement represents a fully informed and voluntary agreement by D, (2) the agreement doesn’t impose an undue hardship on D or his dependents, and (3) D’s attorney has advised D of the legal consequences of the agreement;

5. The requirements in § 524(d) concerning a discharge hearing must have been fulfilled (see discussion of discharge hearing below);
6. The agreement has not been rescinded by D within the allowable rescission period; and
7. If D was not represented by counsel when the agreement was negotiated, then the reaffirmation agreement is only enforceable if the court finds that it is D’s best interest and does not cause undue hardship on D or his dependents [§524(d)].  
ii. Pressure from Creditors Prohibited.  The automatic stay under §362 prevents creditors from pressuring D to reaffirm a prepetition debt. 
d. Note: “Ride Throughs.”  Sometimes, D owes a secured creditor but has remained current on his payments and does not want to redeem or surrender the collateral, or to reaffirm the debt.  Instead, D wants only to keep making payments and retain the collateral.  
i. Jurisdictional Split on Permissibility.  It seems there is a jurisdictional split as to whether this is allowed under § 521(2); some courts will allow D to retain the collateral by staying current on the payments, while others insist that D must either reaffirm, redeem, or surrender. [In re Boodrow].  
2. Cooperate with the Trustee.  If a trustee has been appointed in the case, the D must cooperate with him so that the trustee can perform his duties.  [§ 521(3)].  D must also surrender to the trustee all property of the estate and any recorded information.  [§ 521(4)].  
3. Attend the Discharge Hearing.  A discharge hearing is a judicial hearing where the court informs an individual D whether his discharge has been granted or denied.  D must attend the discharge hearing, if one is held (see below for discussion of discharge hearing).  [§ 521(5)].  
III. ADMINISTERING THE CHAPTER 7 CASE
I. INTRODUCTION: SECURITY INTERESTS (LIENS)
A. Step 8: Determine the Status of the Creditors.  Creditors are paid from the bankruptcy estate in the order prescribed in § 726(a) (discussed below).  Thus, the creditor’s place in line for distribution is based on its status as either secured or unsecured. 
B. The Importance of Liens.  Liens are very important in bankruptcy.  The creditor whose debt is secured by a lien in D’s property has absolute priority with respect to that property over other creditors who have no lien or a lien with lower priority.  There are three types of liens: (1) consensual, (2) judicial, and (3) statutory. 
C. Consensual Liens.  Consensual liens are those that are voluntarily granted by D.  They usually arise at the inception of credit transactions.  
1. Security Interests in Personal Property.  The following rules govern security interests in personal property. 
i. Creating the Security Interest.  A security interest attaches (is created) upon the occurrence of three events: (1) value has been given, (2) D has rights in the collateral, and (3) either D has authenticated a security agreement describing the collateral, or D has agreed to the security interest and the collateral is in the possession of the secured party pursuant to that agreement.  
1. May Occur In Any Order.  The three events necessary to create a security interest may occur in any order.  Thus, suppose D owns certain property and executes a security agreement describing it when he applies for a loan from C.  The security interest will be created at the moment C makes the loan.  Here, the giving of value was the last event to occur.  
ii. Transferring the Collateral.  Once the security interest attaches to the collateral, it continues in the collateral notwithstanding sale or other transfer of the collateral to a third party unless transfer free of the security interest was authorized by the secured party.  
1. The “Proceeds” Rule.  In addition to retaining the security interest in the transferred collateral, the secured party also gets a security interest in identifiable proceeds of the transfer, whether or not the transfer was authorized.  
iii. Perfecting the Security Interest.  Once a security interest attaches, the lien of the secured party may be enforced against D.  However, the lien is not enforceable against third parties until: (1) the security interest has attached, and (2) the interest has been perfected.  The secured party may perfect the security interest by giving the public notice of the security interest.   
1. Methods of Perfection.  Some of the methods in which security interests may be perfected include:
a. Possession.  The secured party may perfect its interest through possession of the collateral.
b. Filing.  Perfection by filing is much more common.  It can be accomplished in two ways:
i. Filing the Security Agreement.  Filing the security agreement will perfect the security interest. 
ii. Filing a Financing Statement.  Perfection can also be accomplished by filing a financing statement.  These statements need only disclose the names of the debtor and the secured party, and must also indicate the collateral involved in the transaction. 
2. Importance of Perfection.  Perfecting the security interest is important for the following reasons:
a. Enforceability against Third Parties.  As indicated above, an unperfected security interest is unenforceable against third parties.  If a creditor of D acquires a lien in the collateral, this lien will have priority over the unperfected security interest. 
b. Avoidability in Bankruptcy.  An unperfected security interest may be avoided in bankruptcy.  
D. Judicial Liens.  Judicial liens are those obtained by judgment, levy, or some other legal proceeding.  [§ 101(36)].  
E. Statutory Liens.  Statutory liens are status liens; they are provided for by statute based on the identity of the creditor.  Some common examples include the mechanic’s and tax liens.  
II. CLAIMS
A. “Claim” Defined.  A claim is a right to payment, and is the basis for a distribution from the bankruptcy estate.  “Claim” is broadly defined, and includes contingent claims.  [In re Piper Aircraft].  Creditors must file proofs of claims in order to participate in the distribution. 
1. Deadline for Filing Proof of Claims in Chapter 7 or 13.  Generally, for his claim to be allowed, an unsecured creditor must file a proof of claim within 90 days after the first date set for the § 341 meeting of creditors.  [FRBP 3002(c)]. 
2. Only Allowed Claims Get Paid.  A claim can be paid only if it is “allowed.”  [§726(a)].  Allowance of a claim just means that it has been recognized by the court as valid in the amount claimed.  A claim is deemed allowed unless a party in interest objects.  If there is a dispute concerning a claim, the court must determine whether the claim should be allowed.  [§ 502]. 
a. Objecting to Claims.  Any party in interest (D, the trustee, or other creditors) may object to a creditor’s claim.  There are numerous valid bases for objecting to a claim, and they are enumerated in § 502(b).  Under this section, the following claims will not be allowed:
i. Claims Unenforceable Due to Valid Defense.  A claim that is unenforceable against D because he has a valid defense under any applicable law or agreement (e.g., statute of limitations, lack of consideration, or general release) is not allowable.  [§ 502(b)(1)]. 
ii. Claims for Post-petition Interest.  Post-petition (or unmatured) interest on an unsecured claim is generally not allowable.  [§502(b)(2)].  However, if the estate is solvent, unsecured creditors are entitled to post-petition interest.  [§ 726(a)(5)]. 

iii. Claims for Unreasonable Insider’s or Attorney’s Fees.  The services of an insider or D’s attorney are allowable, but only up to a reasonable value.  Amounts exceeding the reasonable value will not be allowed.  [§ 502(b)(4)]. 
iv. Excessive Claim for Future Rent.  A lessor’s damages for premature termination of a lease of real property are allowable.  However, they are only allowable up to the greater of (1) one year’s rent, or (2) 15% of the rent for the balance of the lease (up to a maximum of three years’ rent).  The claim for future rent is not allowable to the extent it exceeds these amounts.  [§502(b)(6)]. 
1. Note: Unpaid Prepetition Rent.  Note that unpaid rent that was due on the lease up to the date of bankruptcy is allowable.  The above limitation applies only to future rent. 
v. Claims for Future Alimony or Child Support.  Alimony, maintenance, and spousal or child support that is unmatured as of the petition date is not allowable.  [§ 502(b)(5)].  The claimant must look to D’s future earnings to satisfy these claims.  
3. Value of a Claim.  Section 502(b) directs the bankruptcy court to determine the amount of each claim.  If the claim is contingent or unliquidated (of undetermined value), § 502(c)(1) directs the court to estimate its amount, but it gives the courts no guidance on how estimate the value.   

B. Proof of Claims.  A proof of claim is a written statement setting forth a creditor’s claim.  As stated above, an unsecured creditor must file a proof of claim in order for his claim to be allowed.  [FRBP 3002].  In Chapter 7 or 13 cases, claims must be filed within 90 days of the date first set for the § 341 meeting.  
1. Proof of Secured Claims.  If the creditor claims a security interest in D’s property, it must file, along with the proof of claim, evidence that the security interest has been perfected.  [FRBP 3001(d)]. 
2. Claims Based on Writings.  If the claim is based on a writing (e.g., an IOU), then the creditor must file the original or a duplicate of the writing along with the proof of claim.  If the writing has been lost or destroyed, the creditor must file a statement setting forth the circumstances of the loss or destruction.  [FRBP 3001(c)]. 
C. Secured Claims.  Claims are classified into two types: secured and unsecured.  A secured claim is one that is secured by a lien on D’s property, whereas an unsecured claim is one that is not.  [§ 506(a)]. 
1. Bifurcation of Claims.  Section 506(a) bifurcates claims; a creditor’s claim is secured to the extent of the creditor’s interest in the collateral, and is unsecured to the extent that the amount of the claim exceeds the value of the collateral.  
a. Illustration.  Suppose that Creditor holds a $5K claim against D, which is secured by a lien on D’s car.  D’s car is worth only $4K.  In this scenario, Creditor holds a secured claim for $4K, and holds an unsecured claim for the remaining $1K.  

2. Avoiding Liens under § 506(d).  Section 506(d) provides that a lien is void to the extent that it secures a claim that is not an allowed secured claim.  

a. Valid Liens Survive Bankruptcy.  The general rule is that a valid lien securing a creditor’s claim passes through and survives bankruptcy (even if the secured creditor does not file a proof of claim).  [§ 506(d)(2)]. 
b. “Stripping Down” Not Allowed.  If the collateral is real property worth less than the amount of the claim it secures (that is, the creditor is undersecured), D may not use § 506(d) to strip down the creditor’s lien on the real property to the value of the collateral.  [Dewsnup v. Timm]. 
i. Illustration.  D owes C $100K; D’s home, in which C has a lien, is worth only $75K.  D may not strip down the lien to the value of the collateral by arguing that C only has an allowed secured claim for $75K, and that therefore the lien for the remaining $25K is void.  
3. Interest on Secured Claims.  If the value of the collateral exceeds the amount of the claim (i.e., the creditor is oversecured), § 506(b) allows the creditor to recover not only the amount of the secured claim, but also interest and expenses provide for in the agreement.  [§ 506(b)]. 

D. Order of Distributions.  Section 726(a) establishes the order of distribution of property of the bankruptcy estate in Chapter 7 cases.  Note that secured creditors get paid “off the top” by foreclosing on their collateral.  Section 726(a) mandates the following order of distribution:

1. First: Priority Claims.  Any claims that are classified as “priority claims” under § 507 are paid first.  [§ 726(a)(1)]. 
2. Second: Timely-Filed Claims.  Next to be paid are allowed unsecured claims that have been timely filed under § 501.  [§ 726(a)(2)]. 
a. Justifiably Tardy Claims.  A creditor who files a tardy claim will still be paid second if: (1) it did not have notice or actual knowledge of the case in time for timely filing of a proof of claim, and (2) it files proof of its claim in time to permit payment on the claim.  [§ 726(a)(2)(C)].  
3. Third: Unexcused Tardy Claims.  Third in line are claims that were tardily filed without legal justification by the creditor.  [§ 726(a)(3)]. 
4. Fourth: Fines & Penalties.  Next are claims for punitive and exemplary damages, or fines, penalties, or forfeitures that do not constitute compensation for actual pecuniary loss.  [§ 726(a)(4)]. 
5. Fifth: Interest.  If the estate is still solvent after all of the above claims have been paid, post-petition interest is paid on claims under §§ 726(a)(1) – (4) from the date that the bankruptcy petition was filed.  [§ 726(a)(5)].  
6. Sixth: Debtor Gets the Leftovers.  If there is anything left of the estate after all of the above have been paid, the remainder will be distributed back to D.  [§726(a)(6)].  
E. Priority Claims: § 507.  Unsecured claims are divided into two categories: priority and nonpriority.  Under § 726, priority claims (listed in § 507) must be paid first by the bankruptcy estate, before any payment is made to nonpriority claims.  Priority claims are paid in the following order: 

1. First Priority: Administrative Claims.  The first claims to get paid are administrative expenses—that is, costs associated with carrying out the bankruptcy case (e.g., filing fees, professionals’ fees, taxes).  [§§ 503, 507(a)(1)].   
a. Test for Administrative Claims.  In order for a debt to be afforded priority under § 503, it must both (1) arise from a transaction with the DIP (not a pre-petition D), and (2) be beneficial to the DIP in the operation of the business.  [Matter of Jartran, Inc.]. 
2. Second Priority: Gap Creditors (Involuntary BK’s).  The “gap period” is the period between the date that the creditors file their bankruptcy petition and the date of the order for relief.  Gap creditors are those who issue credit to D during the gap period for expenses arising in the ordinary course of D’s business or financial affairs.  [§§ 502(f), 507(a)(2)]. 
3. Third Priority: Wages & Commissions.  Third in line are claims for wages, salaries, or commissions earned by an individual within 90 days before the earlier of (1) D’s bankruptcy, or (2) the cessation of D’s business.  [§ 507(a)(3)]. 
a. Maximum Claim: $4,650.  Claims for wages and commissions are limited to $4,650.  [§ 507(a)(3)]. 
i. Example.  Corporation D files BK on April 1.  For the period from January 1 to the date of BK, employee X earned $6,000 in salary, which remained unpaid as of the petition date.  D will receive third priority treatment of his salary claims against D to the extent of $4,650.  X will also have a $1,350 general unsecured claim against the estate.   
4. Fourth Priority: Employee Benefit Plans.  Contributions to employee benefit plans (e.g., pension plans, life insurance) for services rendered within 180 days before the earlier of (1) D’s bankruptcy, or (2) the cessation of D’s business are given fourth priority.  [§507(a)(4)]. 
a. Maximum Claim.  This priority is limited to (the number of employees covered by the plan multiplied by $4,650) MINUS (the total amount paid to such employees as third priority wage claims + the total amount paid by the bankruptcy estate to any other benefit plan for such employees).  
5. Fifth Priority: Grain Farmers & Fishermen.  Don’t worry about this one.  

6. Sixth Priority: Consumer Deposits.  The sixth priority is for prepetition claims by individual consumers who had given D deposits for the purchase, lease, or rental or goods and services which D never ended up delivering or providing.  [§507(a)(6)]. 
a. Limitation: Personal, Family, or Household Use.  The property or services must have been intended for the claimant’s personal, family, or household use in order to be given sixth priority.  [§ 506(a)(6)]. 
b. Maximum Claim: $2,100.  Each individual is limited to $2,100 for a sixth priority claim.  
7. Seventh Priority: Alimony & Support.  Claims for past due alimony or spousal/child support are given seventh priority.  Future alimony claims are not included.  [§ 506(a)(7)]. 
8. Eighth Priority: Taxes.  Eighth priority is given to unsecured prepetition tax claims.  [§ 506(a)(8)].  Treatment of the claim varies depending on the nature of the tax. 
III. TRUSTEE’S POWERS: EXECUTORY CONTRACTS & UNEXPIRED LEASES
A. Introduction: Executory Contracts & Unexpired Leases.  The purpose of § 365 is to empower the trustee, with the court’s approval, to: (1) relieve the estate of burdensome contracts and leases by rejecting them, and (2) allow the estate to retain beneficial contracts and leases by assuming them.  A motion is required for both assumption and rejection.  [FRBP 6006, 9014].  
1. Court Approval Required.  The debtor must obtain the court’s approval to assume or reject a contract.  Assumption or rejection is ineffective without the court’s approval, and will not be enforced.  [§ 365(a)]. 
2. Chapter 7: Trustee Must Assume within 60 Days of Order for Relief.  If the trustee does not assume the unexpired lease or executory contract within 60 days of the order for relief, then such executory contract or lease is deemed rejected.  [§365(d)(1); for leases of nonresidential real property, § 365(d)(4)]. 
B. Executory Contracts.   The term “executory contract” is not defined in the Code.  However, the generally accepted definition (the Countryman definition) is that a contract is executory if the obligations of “both the bankrupt and the other party to the contract are so far unperformed that the failure of either to complete performance would constitute material breach excusing the performance of the other.”  [Casebook page 250].  Contingency of an obligation does not prevent its being executory under § 365.  [Lubrizol Enterprises v. Richmond Metal Finishers]. 
1. Trustee Must Assume or Reject the Entire Contract.  In accepting or rejecting an executory contract, the trustee may not assume the favorable provisions and reject the burdensome ones.  Rather, the contract is a “package deal” that must be assumed or rejected in its entirety.   
2. Court Approval Required.  Recall that, under § 365(a), the court must approve that trustee’s decision to assume or reject the contract or unexpired lease. 
i. Will the Court Approve?  Most courts afford great deference to the trustee’s decision to assume or reject an executory contract or unexpired lease.  The prevailing view is akin to the “business judgment rule”; the trustee’s decision as to what will benefit the estate must be accepted unless it is shown that the decision was made in bad faith or was an abuse of the trustee’s business discretion.  

1. Other Views.  Other courts, however, do not accord as much deference to the trustee.  

a. Burdensomeness Test.  Under this view, a trustee may not reject a contract on the ground that, although performance would increase the value of the estate, the estate could make more money devoting its resources to another contract.

b. Balancing Test.  Under this view, the court may withhold its approval if rejection would benefit the bankruptcy estate only slightly, but would destroy the non-debtor’s business.

ii. No “Implied Assumption.”  All assumptions and rejections must have court approval to be effective.  Thus, an assumption or rejection is not effective just because D treats the contract as though he has assumed or rejected it; court approval is required.  [Matter of Whitcomb & Keller Mortgage Co.]. 
3. Assuming the Contract.  If the trustee decides to have the estate perform the contract, the contract must be assumed.  Remember that assumption requires court approval.  [§ 365(a)].  

i. Assumption when the Non-Debtor Objects.  The trustee’s power to assume beneficial contracts is not unlimited.  Suppose that D signs a contract allowing it to use Non-debtor’s patented technology.  D later files BK but wants to assume the contract.  Non-debtor objects to the assumption.  Can the trustee assume the contract over Non-debtor’s wishes?
1. Majority: The Hypothetical Test.  Under § 365(c)(1), the trustee may not assume or assign an executory contract if: (1) the non-debtor does not consent to such assumption or assignment, and (2) applicable non-bankruptcy law (e.g., state or patent law) would bar assignment to a hypothetical third party.  
a. Debtor’s Actual Intent to Assign is Irrelevant.  Whether D actually intended to assign the contract is irrelevant under this test.  If non-bankruptcy law would prohibit assignment to a 3P, then the contract cannot be assumed over the non-debtor’s objection.  [In re Catapult Entertainment].  
2. Minority: The Actual Test.  Under the actual test, the trustee can assume the contract over the non-debtor’s objection as long as D didn’t actually contemplate an assignment of the contract.  Whether non-bankruptcy law would allow a hypothetical 3P to assign the contract is irrelevant.  
ii. Assumption of Contracts in Default.  Under § 365(b)(1), the trustee may assume an executory contract (or an unexpired lease) that is in default only if the following three requirements are met:
1. Cure.  The trustee must cure the default or provide adequate assurance that the default will be cured promptly;
2. Compensate.  The trustee must either compensate, or provide adequate assurance of prompt redress to, the non-debtor party for any monetary loss caused by the default (e.g., attorneys’ fees); and
3. Provide Adequate Assurance of Future Performance.  Finally, the trustee must furnish adequate assurance of future performance of the executory contract or unexpired lease.  
a. Adequate Assurance for Shopping Center Leases: §365(b)(3).  In the context of a shopping center lease, the requirements for adequate assurance of future performance are listed in § 365(b)(3).  

i. What is a Shopping Center?  The Code doesn’t define “shopping center,” but shopping centers are usually evidenced by factors such as a master lease, the presence of common areas of the property (e.g., parking), contiguity of stores, fixed times when every store is open, and joint advertising.  [In re Joshua Slocum, Ltd.].  
iii. Limitation: Non-assumable Contracts.  Some executory contracts are not assumable by the trustee.  These include:
1. Personal Service Contracts.  If applicable non-bankruptcy law excuses the non-debtor party from accepting performance from, or furnishing performance to, an entity other than D, the contract or lease may not be assumed or assigned by the trustee unless the non-debtor party consents.  [§ 365(c)(1)]. 
2. Contracts to Loan Money.  The trustee may not assume an executory contract which obligates the non-debtor to make a loan to D.  [§ 365(c)(2)]. 
3. Nonresidential Leases Terminated Pre-bankruptcy.  The trustee may not assume a lease of nonresidential property that has been terminated under nonbankruptcy law prior to the order for relief.  [§ 365(c)(3)]. 
iv. Effect of Post-Assumption Breach.  If the estate fails to perform in compliance with the contract after assumption, then the non-breaching party has a right to payment of an administrative expense for damages resulting from that breach. 
4. Assumption & Assignment of a Contract or Unexpired Lease.  An executory contract (or unexpired lease) may be assigned by the trustee only if: (1) it has been properly assumed, and (2) adequate assurance of the assignee’s future performance is provided.  [§ 365(f)(2)(A)]. 
i. Restrictions on Assignment Not Enforced.  Section 365(f)(1) allows the trustee to assign an executory contract or unexpired lease notwithstanding a provision in the contract or lease (or in “applicable law”) prohibiting the assignment. 
ii. Liability of Trustee for Subsequent Breach.  The assignment of an executory contract or unexpired lease has the effect of relieving the trustee and the estate from any liability resulting from a breach occurring after the assignment.  [§ 365(k)]. 
5. Rejecting the Contract.  Rejection should be thought of more as “an election to breach.”  Under § 365(g), rejection is treated as a breach of contract by D because it means that D will not perform his contractual obligations.  Thus, the non-breaching party will have a pre-petition unsecured claim for damages arising from the breach.  [§ 365(g)]. 
i. Damages are the Only Remedy for Breach.  Section 365 provides only a damages remedy for the non-bankrupt party in the event of rejection.  Thus, the non-bankrupt party may not obtain specific performance of the contract.  [Lubrizol Enterprises v. Richmond Metal Finishers].  If the rule were otherwise, there would be no point in rejecting for D; the other party could simply make him perform. 
ii. Rejecting Licenses of Intellectual Property: § 365(n).  In cases where D is the licensor of a right to intellectual property (that is, he is the owner of a patent or a copyright) and rejects an executory contract under which the license has been granted, § 365(n) gives the non-breaching party an election.  The non-breaching party may either: 
1. Choice 1: Terminate the Contract.  If D (the licensor) rejects the contract, the non-breaching party may consider the contract terminated and file a claim for damages.  [§ 365 (n)(1)(A)]. 
2. Choice 2: Retain Its Rights.  Alternatively, the non-breaching party may choose to retain its rights under the contract (including any right to exclusivity) and use the property for the remaining period of the contract.  [§ 365(n)(1)(B)].  If the non-breaching party chooses to retain its rights, D must allow it to use the intellectual property.  [Lubrizol Enterprises v. Richmond Metal Finishers]. 
a. What the Non-breaching Party Must Give in Return.  If the non-breaching party decides to retain its rights, it must: (1) waive any right of setoff concerning the contract and any claim for administrative expenses resulting from performance of the contract, and (2) continue to make all royalty payments called for under the contract.  
C. Unexpired Leases in Real Property.  

1. Where Debtor as Lessee Rejects the Lease.  Rejection of a lease under which D is the lessee is a breach of the lease giving the landlord a claim in bankruptcy for damages.  [§ 365(g) and § 502(g)]. 
i. Non-debtor’s Claim is Limited.  The landlord’s bankruptcy claim can be no more than the actual damages under nonbankruptcy law.  In addition, the landlord’s claim is further limited by § 502(b)(6).  Under this section, the landlord can recover no more than the greater of: (1) one year of future rent, or (2) rent for 15% of the remaining term (e.g., if the remaining terms is 10 years, landlord gets rent for 1.5 years).  However, in no event may the landlord claim more than three years worth of rent.
1. Example.  Suppose D breaches a lease that has 25 years left on it.  Fifteen percent of 25 years = 3.6 years.  However, under § 502(b)(6), the landlord can only recover 3 years worth of rent. 
2. Where Debtor as Lessor Rejects the Lease (No Prior Assumption).  Suppose D, the lessor of real property, files Chapter 7.  The trustee decides to reject an unexpired lease existing between D and a lessee.  
i. Lessee Has Two Options.  Under § 365(h)(1), the non-breaching lessee will have an option to either: (1) treat the lease as terminated for material breach and assert a claim for damages, or (2) remain in possession under the lease.  [§ 365(h)]. 
1. Lessee’s Rights under the Rejected Lease.  If the non-breaching lessee elects to remain in possession, his rights under the post-rejection lease are pretty much the same as under the pre-rejection lease.  He may assign, sublet, and use the property.  [§365(h)(1)(A)].  The lessee may also recover damages resulting from D’s failure to perform collateral services (e.g., providing heat and utilities), but only by deducting those damages from rent due under the lease.  [§ 365(h)(1)(B)]. 
3. Where Debtor as Lessor Rejects the Lease AFTER Assumption.  If D (the lessor) rejects the lease after having assumed it, then the lessee’s claims for damages will be entitled to administrative expense status.  [§ 365(g)(2)(A)]. 
IV. THE TRUSTEE’S AVOIDING POWERS

A. Introduction.  The bankruptcy trustee is empowered to avoid (undo) certain pre-bankruptcy transfers, thereby bringing the transferred property back into the bankruptcy estate for the benefit of creditors.  [§ 550(a)]. 
B. Preferences: § 547.  The trustee has the power to avoid pre-petition preferential transfers.  The purpose of this power is to accomplish an equitable distribution of estate property, and to prevent D from choosing which creditors to pay, thereby preferring one over the other.  [§ 547]. 
1. Elements of a Voidable Preference.  Under § 547(b), a preference is avoidable if it: 
i. Element 1: Was a transfer of D’s interest in property;
1. Debtor’s Interest in Property: the “Earmarking Doctrine.”  In order to be an avoidable preference, the transfer must be of a property interest of the debtor.  Thus, the use of a third party’s property to repay a creditor does not constitute a preference where there is no diminution of the estate.  This is known as the earmarking doctrine exception.  
a. Requirements.  The earmarking doctrine only applies if the following three elements are met:
i. An agreement existed between the new lender and D that the new funds will be used to pay specified antecedent debts;
1. Issue: Control of Funds.  If the court finds that D, and not the new lender, actually controlled the funds, then the payments made by D to the creditor will be regarded as preferential transfers.  However, D will not be deemed to control the funds just because the new lender gives D the money instead of giving it directly to the creditors.  The key inquiry is: did D have the right to disburse the funds to whomever he wished, or was disbursement limited to particular creditors?  In the latter case, it is the new lender that controls the funds.  [In re Superior Stamp & Coin Co.].  
ii. The agreement was performed according to its terms; and
iii. The transaction viewed as a whole does not result in any diminution of the estate.  
1. Diminution of the Estate.  There has been a diminution of the estate if the transfer diminishes the funds to which creditors can resort for the payment of their claims.  [In re Superior Stamp & Coin Co.]. 
2. Distinguish: D Offers Collateral For Loan.  It is not earmarking if D gives the new lender collateral in exchange for making the loan.  In these situations, the creditors are getting paid out of the value of the estate.  Thus, the payment constitutes a preference, but only to the extent of the value of the collateral given by D.  
ii. Element 2: Made to or for the benefit of a creditor;
iii. Element 3: Concerning an preexisting debt;

iv. Element 4: Made while D was insolvent; 

1. Presumption of Insolvency.  D is presumed to be insolvent during the 90 days immediately preceding the date of filing.  [§ 547(f)].  This means that the recipient of the preference has to come forward with evidence to rebut this presumption. 
v. Element 5: Made on or within 90 days of the petition date (or in the case of an insider, within 1 year), and

1. “Preference Period.”  This period of time during which a transfer can qualify as a voidable preference is called the preference period.  

vi. Element 6: Provided the creditor with more than he would have gotten under Chapter 7. 

2. Preferential Liens.  When the trustee avoids a preferential lien, that lien is recovered for the benefit of the estate.  [§ 551].  
i. Note: Multiple Liens.  Suppose that D owns property worth $100K.  The property is encumbered with a 1st TD of $100K and a 2nd TD worth another $100K.  The 1st TD is avoided as preferential.  Because the 1st TD is recovered for the benefit of the estate, the junior lienholder’s lien is still worth only $50K.  Section 551 treats the lien as having been taken away from Creditor A and given to the estate.  The junior lienholder remains a junior lienholder even after the senior’s lien is avoided. 
3. Special Rule: Delayed Perfection of Security Interests.  When the creditor delays in perfecting his security interest in D’s collateral, third parties won’t be put on notice of the creditor’s lien—they may become hapless junior lienors.  Section 547(e)(2) fights against these “secret liens” by converting them into preferences, even though they really aren’t.  

i. The Mechanism: § 547(e)(2).  Section 547(e)(2) defines when a transfer is made.  The date of the transfer varies depending on when the security interest is perfected. 
1. If Perfected within 10 Days of Transfer.  If the creditor perfects the security interest within 10 days of the transfer (or within 20 days if it’s a purchase money transaction), then the transfer is deemed to occur at the time that the transfer takes effect between the transferor and the transferee.  [§ 547(e)(2)(A)]. 
a. IMPORTANT: Perfection Relates Back.  Note that, if the creditor perfects within 10 days (or 20 in PM transactions), then the creditor has a perfected security interest from the date of the transfer, not on the date of perfection.  Thus, if the transfer took place before the 90 day preference period, it will not be avoided even if perfection occurred within the 90 day period.  
2. If Perfected After 10 Days.  If the creditor perfected after 10+ days (or 20+ for PM transactions), then the transfer of the security interest is deemed to occur on the date that the security interest was perfected.  [§ 547(e)(2)(B)]. 
a. Illustration 1.  Suppose Creditor loans D money to buy a car, and takes a security interest in the car on the date of the loan.  Creditor doesn’t perfect the security interest until 2 months later.  A week after the transfer, D grants another creditor a security interest in the car.  If the new creditor perfects the interest within 20 days, the new creditor’s lien will be senior to that of the original creditor.  
b. Illustration 2.  Assume that D owes C money on a preexisting loan, and gives C a mortgage on his house to secure that loan on January 1.  C doesn’t record the mortgage until April 1.  D files BK on May 1.  Because C took longer than 10 days to perfect, the transfer is deemed to occur on the date of perfection, April 1.  The preference period is from February 1 to May 1.  Thus, assuming the other elements of a preference have been met, C’s failure to perfect within 10 days renders the transfer an avoidable preference. 
3. If Not Perfected Before Bankruptcy.  If the creditor fails to perfect before D files bankruptcy, then the transfer is deemed to occur immediately before bankruptcy (in other words, well within the preference period).  [§ 547(e)(2)(C)]. 
ii. When Perfection Occurs.  The requirements for perfection depend on whether you’re dealing with real or personal property.  
1. Real Property.  A security interest in real property is perfected when a subsequent BFP4V would not take free of the lien.  [§547(e)(1)(A)]. 
2. Personal Property.  A security interest in personal property is deemed perfected when even a judicial lien granted to another creditor would not supersede the transferee’s lien. [§ 547(e)(1)(B)]. 
4. Exceptions to Preference Rule.  The following transfers are not avoidable by the trustee:

i. Substantially Contemporaneous Exchanges for New Value.  In order to be an avoidable preference, the transfer must have been made on account of a pre-existing debt.  Thus, in situations where the debt and the consideration are substantially contemporaneous, this requirement isn’t met, so it’s not an avoidable preference.  [§ 547(c)(1)]. 
1. Short Delays.  If the parties intend a contemporaneous exchange, then the fact that there was a short delay (e.g., a week) between the time the obligation is incurred and the payment of the obligation does not make the debt a “pre-existing” one.  In other words, a short delay won’t turn the transfer into an avoidable preference as long as the parties intended a contemporaneous exchange.  [§547(c)(1); Dean v. Davis]. 
ii. Transfers in Ordinary Course of Business: § 547(c)(2).  A transfer is not avoidable if: (1) the debt was incurred in the ordinary course of business of D and the transferee, (2) the payment had been made and received in the ordinary course of business, and (3) the payment had been made according to ordinary business terms.  [§ 547(c)(2)]. 
1. “Ordinary Business Terms” Defined.  The transfer is in accordance with ordinary business terms if the creditor can show that the payment terms are consistent with general industry practices.  
a. Late Payments.  Late payments are generally not made in the ordinary course of business, and are thus avoidable as preferences unless late payments are consistent with the prior course of dealing between D and the transferee, and with the practices of the industry (the latter becomes more important when there is little course of dealing between D and the transferee).  [Matter of Tolona Pizza Products Corp.].  
2. Short Term v. Long Term Debt.  The ordinary course of business exception applies to payments on long-term as well as short-term debt.  [Union Bank v. Wolas].  
a. Long-term Debt Defined.  Long-term debts are those that are usually repaid over terms exceeding one year in length. 

iii. Subsequent Advances for New Value.  A transfer from D to a creditor is nonavoidable to the extent that, subsequent to the transfer, the creditor extends new unsecured value.  [§ 547(c)(4)]. 
1. How to Apply the Exception.  Under this preference defense, the transfer is nonavoidable if:
a. The creditor gave unsecured new value; 
b. The new value is given after the preferential transfer; and
c. The new value was paid for by a transfer that is not otherwise unavoidable.  
i. Phrased Differently.  In other words, if D repays the new value via a transfer that that falls under one of the other exceptions (e.g., ordinary course), then the transfer is otherwise unavoidable.  In that case the exception will not apply, and the trustee will be able to avoid the payment for the benefit of the estate.  [In re IRFM, Inc.]. 
iv. Security Interests in Inventory and Accounts Receivable: § 547(c)(5).  Suppose Creditor lends D money so that D can make and sell widgets.  The moment that D sells the widgets, it becomes an account receivable, and Creditor takes a lien on these receivables.  Since there’s a transfer of D’s interest to D, the grant of the lien could be a preference (if the other requirements are met).  However, § 547(c)(5) prevents these transfers from classification as voidable preferences as long as the creditor’s position is not improved during the 90-day preference period.  
1. Has Creditor’s Position Improved?  To determine whether the creditor’s position has improved during the preference period: take the difference between the outstanding debt and the value of the collateral at the beginning of the preference period, and compare it with the difference between the outstanding debt and the value of the collateral at the time of filing.  If the creditor is better off at the time of filing than he was at the beginning of the preference period, then the transfer will be avoided only to the extent that the creditor’s position has improved. 
2. Example.  Suppose that 90 days before the bankruptcy filing, D owed Creditor $50K, and the value of the AR was $15K (Creditor is undersecured by $35K).  At the time of filing, D owed Creditor $60K, but the value of the AR was $30K (Creditor is now undersecured by $30K).  Because Creditor is $5K better off at the time of filing than he was at the beginning of the preference period, his lien on the AR will be avoided to the extent of his $5K improvement in position.  
C. Setoffs & Recoupments.  Setoff and recoupment, while similar in that they both regard situations where D and creditor hold claims against each other, are important to distinguish.  

1. Setoffs: § 553(a).  The right of setoff allows entities that owe each other money to apply their mutual debts against each other.  Section 553(a) provides that, with certain exceptions, whatever right of setoff otherwise exists is preserved in bankruptcy.  [Citizens Bank of Maryland v. Strumpf].  
i. Requirements for Setoff.  A creditor is entitled to a setoff if the debts are (1) mutual, and (2) arose prior to the filing of the bankruptcy petition. 
ii. Why Creditors Want Setoffs.  Setoffs often allow the creditor to receive more than he would than it would otherwise receive in a straight liquidation.  The creditor that is entitled to setoff can get the setoff first, and then share in any deficiency with the other unsecured creditors.  
1. Illustration.  D owes Bank $10K, and has $4K in a checking account held with Bank.  D owes $20K total to another 5 creditors, and has $6K in other nonexempt assets (other than the money in the checking account).  
a. If Bank Gets a Setoff.  Bank may get its $4K setoff first, and has an unsecured claim for the remaining $6K.  Six creditors total / $6K in assets = each creditor gets $1K.  So in all, Bank gets $5K. 
b. If it does not get a setoff, then it will have to take a pro rata distribution of D’s assets.  Six creditors / $10K in assets = $1,667 for each creditor.  Bank doesn’t get nearly as much.  
iii. Bank Freezes.  A bank’s placement of an “administrative hold” on D’s funds in order to secure a debt that D owes it is not considered a setoff, and does not violate the automatic stay, if the bank intends only to keep the hold in place long enough so that it can petition for relief from stay.  [Citizens Bank of Maryland v. Strumpf].  
2. Recoupment.  Recoupment is often used to prevent unjust enrichment (e.g., creditor paid D too much on a certain pre-petition transaction and wants to recoup the overpayment by withholding payment of a post-petition debt that the creditor owes D).  [In re B&L Oil Co.]. 
i. Debts Must Arise From Same Transaction.  In order to qualify for recoupment, the creditor must show that the debts arise from the same transaction or contract.  
1. “Same Transaction.”  Note that the “same transaction” requirement is not meant to be considered too narrowly.  If there were multiple purchases pursuant to a single contract, the court may allow recoupment even if the debts arose from separate purchase.  [In re B&L Oil Co.]. 
ii. Compare: Setoff.  Note that, in the above example, the creditor cannot get a setoff because the debts didn’t both arise pre-petition (creditor’s debt to D arose post-bankruptcy).  
3. Differences between Setoff & Recoupment.  There are some key differences between setoff and recoupment.  

i. Setoff =  Separate Transactions; Recoupment = Same Transaction.  A setoff involves independent obligations, usually derived from separate transactions.  Recoupment, on the other hand, involves debts arising out of a single transaction or contract. 
ii. Setoff is Subject to the Automatic Stay.  A setoff is subject to the automatic stay; a creditor may not obtain a post-bankruptcy setoff without obtaining relief from the stay.  Recoupment, on the other hand, is not subject to the stay. 

D. Fraudulent Conveyances.  The trustee may avoid a fraudulent transfer of D’s interest in property if the transfer was made within one year prior to bankruptcy.  [§ 548(a)].  The trustee may also rely on § 544(b) to step into the shoes of a creditor and assert that creditor’s rights under state law.  [§544(b)]. 
1. Section § 548(a): Two Types of Fraudulent Transfers.  Fraudulent transfers come in two flavors: (1) transfers made with actual intent to hinder, delay, or defraud a creditor, or (2) cases deemed to constitute constructive fraud. 
i. Actual Intent to Defraud.  A transfer of D’s property is fraudulent if it was made with actual intent to hinder, delay, or defraud a creditor.  [§548(a)(1)(A)].  It can be avoided if it occurred within a year before BK. 
1. Factors for Discerning Fraudulent Intent.  The court will look at the following factors in determining whether D made the transfer with actual intent to defraud: (1) the identity of the transferee, (2) the timing of the transfer, (3) the amount of the transfer, and (4) whether D continues to enjoy use of the transferred property.   
2. Easy Example.  D knows that he is going to file bankruptcy.  The night before he files, he transfers title to his car over to his sister for no consideration, in hopes that his creditors won’t be able to reach it.  He then files BK.  The transfer is avoidable under § 548. 

ii. Constructive Fraud.  A transfer is also considered fraudulent if: (1) D received less than reasonably equivalent value for the transfer, and (2) was either insolvent on the date of the conveyance, or became insolvent as a consequences of the transfer.  [§ 548(a)(1)(B)].  It can be avoided if it occurred within 1 year before bankruptcy.  
1. Exception: Charitable Contributions.  A transfer of cash or a financial instrument (e.g., stocks or bonds) by a natural person to a qualified charitable or religious organization will not be deemed fraudulent if the contribution: (1) does not exceed 15% of D’s gross annual income for the year of the contribution, OR (2) is consistent with D’s normal practices concerning charitable contributions.  [§ 548(a)(2)]. 
2. Section 544(b): Trustee’s Avoiding Power Based on Actual Unsecured Creditors.  Rather than using § 548, the trustee may instead use § 544(b) to step into the shoes of an actual creditor and avoid any transfers that the creditor could have under state law.  
i. Use § 544(b) Instead of § 548 if the Transfer Took Place 1+ Years before Bankruptcy.  The trustee has the choice of attacking a fraudulent transfer either under § 548 or under the state fraudulent transfer law by using § 544(b).  In most cases it won’t make any difference which path the trustee chooses.  However, under § 548, the transfer must have occurred within one year of bankruptcy.  Therefore, if the transfer took place more than a year before bankruptcy, then the trustee may use § 544(b), which would allow him to avoid the transfer as long as the creditor is not barred by the state statute of limitations (which can be as long as four years).  
ii. Requirements.  In order for the trustee to be able to use § 544(b) to avoid a claim, the following three requirements must be met:
1. There must be an actual, existing creditor (otherwise, the trustee has no shoes to step into);
2. The creditor must hold an allowable unsecured claim against D; and
3. The creditor must have the right, under state law, to avoid a transfer of D’s property.

iii. The Whole Transfer Is Avoided.  If the trustee is able to avoid a fraudulent transfer under § 544(b), then the entire transfer will be avoided and recovered by the estate, not just the amount owing to the creditor whose shoes the trustee was standing in.  [§ 544(b)(1)]. 
1. Illustration.  Two years before bankruptcy, D fraudulently conveyed $100K worth of property to his sister.  Under state law, Creditor, who had a claim against D of only $50, had a right to avoid that transfer.  At bankruptcy, the trustee can step into the shoes of Creditor and recover the whole $100K for the benefit of the estate, not just the $50 that D owed Creditor. 
3. Foreclosures & Corporate Distributions: Fraudulent Conveyances?  There has been some controversy regarding whether foreclosure sales and corporate distributions should be considered as fraudulent transfers.  
i. Foreclosure Sales.  At foreclosure sales, D’s house, worth $500K on the open market, might be sold for about half that.  This doesn’t appear to be “reasonably equivalent value,” even though the Code doesn’t define it.  Is this a fraudulent conveyance under § 548(a)(1)(B)?  
1. Not an FC if Sale Complies with State Law.  The answer is that a sale of property below market value is not a fraudulent conveyance as long as all the requirements of the State’s foreclosure law have been complied with.  [BFP v. Resolution Trust Corp.]. 
ii. Corporate Distributions.  Suppose a corporation issues dividends to its shareholders while it is insolvent.  No value is given in exchange for the dividend—is it a fraudulent conveyance?  
1. Fraudulent if Payment Injures Creditors.  In order for the transfer to be considered non-fraudulent, the corporation must be solvent and have sufficient surplus to prevent injury to creditors when the payment is actually made.  [Robinson v. Wangemann]. 
a. Same Result when Corporation Repurchases its Own Shares.  The purchase by a corporation of its own shares is the same thing as a distribution of assets to its shareholders.  
4. Recourse for Good-Faith Transferees.  Suppose that someone buys property from D at less than reasonably equivalent value, and the property is subsequently repossessed by the trustee.  A good faith transferee for value is entitled to retain, or to receive a lien on, any property conveyed to her, to the extent of any value given by the transferee to the debtor (thus, the transferee can’t get back more than she gave D).  [§ 548(c)].  
i. If Buyer Did Not Act in Good Faith.  If the transferee did not act in good faith, she still has an unsecured claim against D.  [§§ 502(d) & 502(a)]. 
E. The Strong Arm Clause: § 544(a).  The trustee’s avoiding power under the strong arm clause is similar to that under § 544(b), where the trustee steps into the shoes of an actual creditor.  Likewise, it is aimed at unperfected security interests.  The difference is that, under the strong arm clause, the trustee steps into the shoes of either a hypothetical judicial lien creditor or BFP4V.  Thus, the trustee may avoid any transfer of D’s property that either of these entities could have avoided under state law.  
1. Trustee as a Judicial Lien Creditor.  Under § 544(a)(1), the trustee is accorded the rights of a hypothetical judicial lien creditor, and may avoid any lien on D’s property that is voidable by such creditor under state law.  Thus, if under state law a judicial lien creditor has priority over a third-party’s unperfected security interest, then § 544(a)(1) will allow the trustee to completely avoid the inferior lien, leaving the third party with only an unsecured claim against D’s estate.  This is true even if state law says only that the third-party’s lien will be subordinate to the judicial lien creditor’s interest.  
2. Trustee as a BFP4V.  Section 544(a)(3) allows the trustee to step into the shoes of a hypothetical bona fide purchaser of real property who has perfected.  Thus, by virtue of this section, the trustee may avoid an unrecorded mortgage if, under state law, a BFP4V who perfects could take free of the unrecorded mortgage.  
i. Exception: Constructive Notice.  A trustee may not avoid an unrecorded mortgage under § 544(a)(3) if, under state law, he is charged with constructive notice of another entity’s rights.  [McCannon v. Marston].  Thus, if state law provides that the rights of a subsequent BFP4V do not take priority over those of, for example, one in clear and open possession of real property, then the trustee cannot use § 544(a)(3) to avoid the transfer if the other entity was indeed in clear and open possession. 
IV. THE DISCHARGE
I. SCOPE OF THE DISCHARGE

A. The Chapter 7 Discharge: § 727.  In Chapter 7 cases, D is entitled to a discharge of personal liability on all debts that arose before bankruptcy (subject to the exceptions listed in §523, below).  [§ 727(b)].  In exchange for the discharge, D must make available for distribution to creditors all of his nonexempt assets.  
1. Claims which were Not Allowed.  A discharge under § 727 discharges every prepetition debt, without regard to whether a proof of claim has been filed, unless that debt has been specifically excepted from discharge under § 523 (discussed below).   

a. Exception: Unscheduled Claims.  Unlisted and unscheduled debts are nondischargeable under some circumstances.  See discussion below.   
B. The Chapter 13 “Superdischarge.”  A debtor who successfully completes his repayment plan under Chapter 13 will receive a discharge that is broader than the Chapter 7 discharge.  [§ 1328(a)].  The Chapter 13 discharge is often referred to as a “superdischarge.”  
1. Debts that are Nondischargeable under Chapter 7, but Dischargeable under Chapter 13.  The Chapter 13 superdischarge eradicates some debts that the Chapter 7 discharge cannot.  In fact, the only debts that the Chapter 13 discharge does not eliminate are: (1) claims for alimony, support, or maintenance, (2) educational debts, (3) personal injury claims caused by D’s driving while under the influence, and (4) claims for restitution, or criminal fines, included in a sentence on D’s conviction of a crime.  [§ 1328(a)]. 
2. The “Hardship Discharge.”  Even if a Chapter 13 D cannot complete his repayment plan, he may nevertheless be given a hardship discharge, which is similar to a Chapter 7 discharge.  [§ 1238(b)].  In order to receive a hardship discharge, D will have to show three things:
a. That his failure to complete the plan is due to circumstances that he shouldn’t be held accountable for (e.g., disability);
b. The creditors will get at least as much as they would have under Chapter 7 (best interests of creditors test); and
c. Modification of the plan will not be able to accommodate the changed circumstances.  
C. Protecting Bankrupts from Discrimination.  Section 525 protects D’s from discrimination by (a) governmental units, (b) private employers, and (c) governmental units and private entities operating student loan programs.

1. Limitation: Discrimination Due Solely to Bankruptcy.  Section 525’s protection against discrimination exists only if the discrimination is due solely to the fact that D filed a bankruptcy petition or failed to pay discharged debts.  
II. NON-DISCHARGEABLE DEBTS: § 523(a)
A. Introduction.  Even in cases where D is entitled to discharge, not all debts are dischargeable.  Creditors holding these debts may participate in the distribution of the bankruptcy estate, but, to the extent that its claim has not been satisfied, the creditor’s claim will survive the bankruptcy.  Debts that are nondischargeable in Chapter 7 are described in § 523(a).  
1. Unscheduled Claims.  A claim will not be discharged if: (1) D failed to list or schedule the debt as required by § 521, (2) D’s failure to schedule the debt prevented the creditor from filing a timely proof of claim, and (3) the creditor had no notice or actual knowledge of the bankruptcy case.  [§523(a)(3)]. 
a. Creditor Cannot Have Knowledge of the Bankruptcy.  The moment the creditor finds out about the bankruptcy, he may no longer use § 523(a)(3) as a basis for getting his claim excepted from discharge.  [In re Madaj].  
2. Marital Obligations.  Debts owed for alimony, maintenance, or spousal/child support, which arise out of a separation agreement, divorce decree, or other court orders are nondischargeable.  [§523(a)(5)]. 
a. Creditor Need Not Act to Preserve Claim.  Under § 523(c)(1), the creditor (spouse) does not need to do anything (e.g., file a complaint) in order to ensure that her claim survives the bankruptcy.  The claim is nondischargeable without the claimant having to do anything.  
3. Property Settlements & Obligations Arising from Separation Agreements or Divorce Decrees.  Debts that do not fall under § 523(a)(5) but were nevertheless incurred by D in the course of the divorce or in connection with a divorce decree or similar agreement are nondischargeable.  [§ 523(a)(15)].  The burden rests on the claimant to prove that the debt falls within the purview of § 523(a)(15).   
a. Two Exceptions.  A § 523(a)(15) property settlement debt is nondischargeable unless either: (1) D does not have the ability to pay the debt from disposable income, or (2) the benefit to D in discharging the debt outweighs the detrimental consequences to D’s former spouse or children.  [§ 523(a)(15)(A) & (B)].  D 
i. Burden of Proof.  The debtor has the burden of proving that one of the exceptions applies.  [In the Matter of Crosswhite]. 
b. Rationale.  This section was meant to deal with situations where the D spouse agrees to assume marital debts in exchange for lower alimony payments, and subsequently files bankruptcy.  Since this may be construed as a property settlement, which isn’t covered by 523(a)(5), the non-debtor spouse’s claim would be discharged in the bankruptcy.  In these situations, the non-debtor spouse may be left with substantial debt and low alimony payments.  
c. Claimant Must File a Complaint.  The non-debtor spouse’s claim under §523(a)(15) will be discharged unless she files a complaint within 60 days of the date first set for the § 341 meeting of creditors. [§ 523(c)(1)]. 
4. Willful & Malicious Injury.  Under § 523(a)(6), a debt for “willful and malicious injury by the debtor to another entity or to the property of another entity” is nondischargeable under Chapter 7.  
a. Note: Dischargeable in Chapter 13.  Note that debts for willful and malicious injury are dischargeable under Chapter 13, despite being nondischargeable under Chapter 7. [§ 1328(a)]. 
b. Recklessly or Negligently Inflicted Injuries.  Debts arising from recklessly or negligently inflicted injuries do not fall within the compass of §523(a)(6), and are thus dischargeable.  [Kawaauhau v. Geiger]. 
c. “Willful.”  Willfulness requires that D intend not only the act, but also to harm.  [Kawaauhau v. Geiger]. 
d. Claimant Must File a Complaint.  The injured party’s claim under §523(a)(6) will be discharged unless she files a complaint within 60 days of the date first set for the § 341 meeting of creditors. [§ 523(c)(1)].

5. Educational Loans.  Educational loans made, insured, or guaranteed by a governmental unit or a nonprofit institution are nondischargeable.  [§ 523(a)(8)]. 
a. Exception: Undue Hardship.  The educational debt is dischargeable if there will be an undue hardship on D and his dependents if the debt is not discharged.  [§ 523(a)(8)]. 
i. Determining “Undue Hardship.”  Some courts have adopted a three-step test for determining the existence of undue hardship.  Under this test, D must prove that: 
1. He cannot maintain, based on current income and expenses, a minimal standard of living for himself and his dependents if forced to repay the loans, 
2. This state of affairs is likely to persist for a significant portion of the repayment period for student loans, and 
3. He has made good faith efforts to repay the loans.  [In re Brightful]. 
6. Fraudulently Incurred Debts.  Debts obtained by “false pretenses, a false misrepresentation, or actual fraud” are nondischargeable under § 523(a)(2).  Note that D’s use of fraud may also cost him his discharge under § 727(a).  
a. Creditor’s “Justifiable Reliance” Required.  Debts described under this subsection are nondischargeable only if the creditor has justifiably relied on D’s misrepresentation.  [Field v. Mans].  However, clear signs of misrepresentation must be acted on by the creditor; reliance in the face of these signs is not justifiable. 
i. “Reasonable” v. “Justifiable.”  Under Field, the creditor’s reliance need not be reasonable, only justifiable.  “Justifiable” merely requires that C had some justification for relying on D’s misrepresentation, whereas “reasonable” requires that a reasonable person in the creditor’s position would have relied on it as well.  
b. Actual Fraud.  A debtor who contracts a debt with no intent to pay it is guilty of actual fraud.  Common scenario: D, knowing that he will file bankruptcy soon, goes on a credit card spending spree. 
i. Test for Intent.  In order to establish a debt’s nondischargeability because of actual fraud, the creditor must establish the following elements:
1. That D made representations;
a. Credit Card Purchases.  When D swipes a credit card, he is representing to the creditor that he intends to repay the debt. 
2. D knew the representations were false at the time he made them;
3. D made them with the intention and purpose of deceiving the creditor;

a. 12 Factors.  The 12 factors that a court will use to determine fraudulent intent are listed in fn. 2 of page 188 in the casebook.  

4. The creditor justifiably relied on such representations; and

5. The creditor sustained the alleged loss and damage as the proximate result of the misrepresentations having been made.  [American Express v. Hashemi]. 
c. Luxury Goods.  Consumer debts totaling more than $1,150 for luxury goods or services owed to a single creditor and incurred by an individual D within 60 days before the bankruptcy filing are presumed to be nondischargeable.  [§ 523(a)(2)(C)]. 
d. False Financial Statements.  Debts obtained through use of false financial statements are also nondischargeable, if certain requirements are met.  [§523(a)(2)(B)]. 

e. Defrauded Creditor Must File a Complaint.  The defrauded creditor’s claim under §523(a)(2) will be discharged unless she files a complaint within 60 days of the date first set for the § 341 meeting of creditors. [§523(c)(1)].
7. Fines, Penalties, & Taxes.  Fines, penalties, and taxes are nondischargeable in bankruptcy.  
a. Punitive Damages.  Once it is established that property has been obtained by fraud, any claim arising therefrom—punitive as well as compensatory—is nondischargeable.  [Cohen v. de la Cruz]. 
b. Criminal Penalties.  An obligation to pay a fine imposed in a criminal proceeding is nondischargeable in bankruptcy, to the extent that it is not compensation for actual pecuniary loss.  [§ 523(a)(7)].  Orders to pay restitution are in the nature of fines, and are likewise nondischargeable.  [Kelly v. Robinson]. 
c. Taxes.  The following taxes are nondischargeable:
i. Taxes entitled to eighth priority under § 507(a)(8) (e.g., income taxes for which returns were due within three years of D’s bankruptcy).  [§ 523(a)(1)(A)]. 
ii. Taxes for which: (1) a return either has not been filed, or (2) was filed late and within two years of bankruptcy.  [§ 523(a)(1)(B)]. 
iii. Taxes for which D filed a fraudulent return.  [§ 523(a)(1)(C)].  
B. Equitable Remedies.  Remember that only allowed claims get paid.  Obligations that give rise to equitable remedies (e.g., specific performance) are claims (and are dischargeable in bankruptcy) only if the breach that gives rise to the equitable remedy also gives rise to a right to payment.  [§ 101(5)(B)].  The most common example is a breach of contract that gives rise not only to a legal right to recover monetary damages, but also to an equitable right to specific performance of that contract.  [In re Ward].   
III. REAFFIRMING DISCHARGEABLE DEBTS
A. Introduction.  Creditors often induce D’s to reaffirm (agree to repay) otherwise dischargeable debts.  Sometimes reaffirming a debt is against D’s interest, but there are plenty of situations where D would want to reaffirm (e.g., D wants to keep a family member who co-signed the loan from becoming primarily liable for the debt).  
B. Requirements for Reaffirmation: § 524(c).  If D reaffirms a debt, the creditor may continue to enforce it post-bankruptcy.  To be enforceable, the reaffirmation agreement must meet all of the following requirements: 
1. The reaffirmation agreement was made before the discharge was granted;
2. The agreement contains a clear and conspicuous statement which tells D that the agreement may be rescinded at any time prior to discharge or within 60 days after the agreement is filed with the court, whichever occurs later;
3. The agreement contains a clear and conspicuous statement which tells D that such agreement is not required under the Code or under nonbankruptcy law; and
4. The agreement has been filed with the court, and is accompanied by a declaration by the attorney (if D had one) that: (1) the agreement represents a fully informed and voluntary agreement by D, (2) the agreement doesn’t impose an undue hardship on D or his dependents, and (3) the attorney advised D of the legal consequences of the agreement and any default under it.
5. If D was not represented by counsel when the agreement was negotiated, and the debt is a consumer debt not secured by D’s real property, then the agreement must be approved by the court based on a finding that: (1) it is in D’s best interest, and (2) does not cause an undue hardship on D or his dependents.  

6. D has not rescinded the reaffirmation agreement; and

7. The requirements concerning a discharge hearing (set forth in § 524(d)) have been fulfilled. 

C. Keeping the Collateral without Reaffirming.  Note that some courts allow D’s to retain the creditor’s collateral without reaffirming the debt, as long as D stays current on his payments.  [See discussion above, page 11]. 
IV. DENYING THE DISCHARGE: § 727(a)
A. Creditor Must File Complaint to Bar Discharge.  An action to bar D’s discharge must be commenced by an adversary proceeding.  In other words, the creditor must actually file a complaint.  [FRBP 7001(4)]. 
1. Deadline to File Complaint.  The creditor contesting D’s discharge must file his complaint within 60 days after the date first set for the § 341 meeting of creditors.  [FRBP 4004(a)]. 
B. Grounds for Denying Discharge.  In some cases, D is not entitled to a discharge.  The various grounds for denying a discharge are set forth in § 727(a).  
1. Debtor is Not an Individual.  Non-natural entities (e.g., partnerships and corporations) cannot get discharges under Chapter 7.  [§ 727(a)(1)]. 
2. Another Chapter 7 Filing within Past 6 Years.  D will be denied a Chapter 7 discharge if he has previously received a discharge under Chapter 7 in a case commenced within 6 years before the date of the filing of the petition.  [§727(a)(8)]. 
3. A Chapter 13 Filing within Past 6 Years.  If D has received a Chapter 13 discharge, he cannot receive a subsequent Chapter 7 discharge in a case filed within 6 years after the Chapter 13 discharge.  [§ 727(a)(9)]. 
a. Exception: D at Least 70% of Debts.  The exception to the above rule is that, if in the Chapter 13 case, D paid under the plan either (1) all of the unsecured claims or (2) 70% of such claims and proposed the plan in good faith and gave his best effort, D will not be barred by the 6-year rule. 
4. Debtor Transfers or Conceals Property.  Section 727(a)(2)(A) denies a discharge to D’s who, within a year of filing, transfer or conceal their property with the intent to hinder, delay, or defraud creditors.  The most common example is where D, faced with bankruptcy, tries to hide his assets by transferring them to relatives for little or no consideration.  

5. Debtor Makes False Oath or Account.  D will forfeit his discharge if he makes false statements in the schedules required at the time of filing (e.g., failure to disclose assets).  [§ 727(a)(4)(A)]. 
6. Failure to Keep Records.  D’s failure to keep records “from which the debtor’s financial condition or business transactions might be ascertained” may strip him of his discharge.  [§ 727(a)(3)]. 
7. Debtor Fails to Account for Lost Assets.  The discharge may also be denied if D claims to have lost assets and cannot satisfactorily explain the loss.  Classic example: D claims to have gone to Vegas and lost a lot of money.  Okay, but there had better be some proof.  [§ 727(a)(5)]. 
V. DISMISSAL
A. Dismissal for Substantial Abuse.  Section 707(b) allows the court, upon notice and hearing, to dismiss a Chapter 7 case if it finds “substantial abuse” of the Chapter’s provisions.  Only the court and the US trustee may move to dismiss the case.  
1. Totality of Circumstances Test for Abuse.  Most courts have adopted a totality of the circumstances test for determining whether to dismiss a case for substantial abuse.  Among the factors that will be considered:

a. Whether the petition was filed in good faith;
b. Whether the bankruptcy petition was filed because of sudden illness, calamity, disability, or unemployment;
c. The extent to which D made consumer purchases beyond his ability to repay;
d. The excessiveness or unreasonableness of D’s anticipated family budget; and

e. Whether D’s income statement misrepresents his actual financial condition. 
2. Presumption in Favor of Debtor.  There is a presumption in D’s favor on the question of whether granting relief would be a substantial abuse of Chapter 7.  [§707(b)]. 
3. Charitable Contributions Cannot Be Considered.  Charitable contributions cannot be considered in determining whether allowing discharge would amount to substantial abuse.  [§707(b)]. 
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