Bankruptcy Outline
GENERAL/INTRO
Types of Secured Claims
Voluntary/Consensual Liens
· Security Interests in Personal Property

· Security Interests in Real Property

· Mortgages 

· Deeds of Trust

· Installment Sale Contracts

Involuntary Liens

· Judicial Liens

· Statutory Liens

Consensual/Voluntary Liens
The Bankruptcy Code defines a “security interest” as a lien created by agreement. 11 U.S.C. §101(51).

· Relates to both personal and real property liens.

· Article 9 of the Uniform Commercial Code, in effect in all states, governs the creation and enforcement of security interests in most forms of personal property.  Substantial uniformity throughout the U.S.

Real property security interests are governed by the real property law of the jurisdiction in which the underlying property is located. The law of real property security interests varies greatly from state to state. 

Security Interests in Personal Property

Security Interest: An interest in personal property which secures payment or performance of an obligation. Cal. Com. Code §1-201(37). 

Attachment

Attachment of the security interest: Means the lien of the secured party (creditor/lender) may be enforced against the debtor

Creation or “attachment” of a security interest requires:

1. Value has been given by the creditor;

· Ex: Lender provides loan proceeds to the debtor
2. Debtor has rights in the collateral; and
· Ex: Person buying the car gets possession of the car

3. Debtor has 
a. authenticated (ie signed) a security agreement describing the collateral or 
b. has agreed to the security interest, and the collateral is in the possession of the secured party pursuant to that agreement.

These steps can occur in any order.
Perfection
Perfection of the security interest: Ensures that the security interest will be effective against 3rd parties, including a BK Trustee
· Perfection requires creditor to take some additional step to put 3rd parties on notice of its security interest

Perfection Determines Priority

· Generally, the first in time to perfect is first in right. 

· Unperfected security interests lose to judgment creditors and bankruptcy trustees.

Methods for Perfecting a Security Interest
1. Possession of collateral by secured creditor.

2. Filing in the public records. 

· Generally in the office of the secretary of state

· Special rules for certain types of collateral such as motor vehicles, aircraft, vessels and fixtures.

3. Special rules for security interests in consumer goods (e.g. goods used or bought primarily for personal, family or household purposes).

Method of perfection is determined by nature of the collateral.

· IE: If possession is not possible (intangible property, account receivable), the only method might be filing

Default
Secured Creditor

· Judgment is not a requisite to enforcing a secured claim.

· After default, UCC §9-609 provides that on the debtor’s default the secured party has the right to take possession of the collateral
· Self-help: Secured creditor can seize the property when the debtor defaults "without breach of the peace" (self help)

· Summary Proceeding: Or secured creditor can obtain possession by summary judicial proceeding. Only litigable issue is whether the debtor is in default

· A secured party in possession of collateral after default is entitled to sell, lease or otherwise dispose of the collateral. 

· Normally by public or private sale with proceeds applied to the expenses of retaking and sale and satisfaction of the debt.

Unsecured Creditor

· Unsecured creditor can only collect by suing the debtor and obtaining judgement

Secured Transactions – Real Property
Types of Security Devices
3 types of real property security devices in US:

 

1. Mortgage

a. Most states have adopted "lien" theory, where a mortgage transaction grants the mortgagee only a security interest in the land. 

b. Modern mortgage is a contract written by the mortgagee

2. Deed of Trust

a. Trustor (debtor) conveys legal title to a trustee in trust for the benefit of the beneficiary (creditor) with a power of private sale.
b. Similar to mortgage

3. Installment Sale Contract

a. Seller sells land to buyer on the condition that title will pass to buyer only when buyer has completed the installment payments under the K.
b. Seller retains deed until all payments are made, then delivered to buyer

4. Rents also included as part of collateral (income producing property)
Perfection
Perfection, like personal property security interests, is important to place 3rd parties on notice, including bankruptcy trustees. Cuts off rights of a Bona Fide Purchaser (BFP)
· Unlike UCC financing statements, real property liens are commonly perfected by filing in the county where the real property is located. 

Foreclosure
Foreclosure
· Judicial

· Power of Private sale

· One form of action  

Judicial Foreclosure
· Some states: remedies are cumulative (e.g. proceed to foreclose on the collateral, obtain a personal judgment against the debtor, or both at the same time. 

· Other states: the mortgagee has an option of either (1) suing on the debt or (2) foreclosing on the collateral but must elect one or the other. 

· California, the mortgagee’s only action is to foreclose on the collateral and ask for a deficiency (the so called “one form of action rule”).

· Sale by judicial officer.

· Credit bid by mortgagee is common

· Statutory requirements are clearly delineated to ensure fairness

· Redemption

· Some states do not allow post-foreclosure redemption

Power of Private Sale
· Power of Sale contained in mortgage or deed of trust.

·  Here the mortgagee or trustee gives notice

· Debtor has a statutory cure period

· Debtor has no statutory right to a pre-sale hearing

· No deficiency claim

· More efficient and moves quickly compared to judicial foreclosure (approximately 120 days in California)

Judicial Liens
Judgement and Execution Liens

General

A money judgment against a Def can be collected by a levy (seizure) on property of the Def, and subsequent sale of that property.
· Levy and sale are done pursuant to a writ of execution, which is issued by the clerk of the court upon application by judgment creditor.
· The writ orders the levying officer (typically the sheriff or marshal) to enforce the judgment by levying on defendant’s property (which is identified in the instructions given to the levying officer).

2 Types of Judicial Liens:

1. Specific lien/execution lien: Attaches to the property on which levy is made under the writ of execution. Arises only if the writ has been obtained.
2. General lien/judgment lien: Arises as a result of the judgment itself and applies to ALL property of the debtor to which a judgment lien can apply.

Judgement Liens (General)
· Judgment liens are recognized in most states and typically apply only to real property.

· The types of interests in real property affected differ by state.  

· Generally, the judgment lien attaches to all real property of the judgment debtor in the county in which the judgment is docketed or in which the judgment or an abstract thereof is recorded in the land records.

· After acquired property also subject to lien in most states.

· Duration of Judgment Lien is life of the judgment which in most jurisdictions is 10 years (can be renewed)

· In some states, like California, extend judgment liens to personal property (but requires a separate filing with the secretary of state).

· Priority first to file governs confict (eg. first in time first in right)

· Payment through judicial foreclosure on the lien – property sold and debt satisfied in full or in part by the sale proceeds

Execution Liens (Specific)
· Method for carrying out a levy pursuant to a writ of execution varies by state as well as the type of property involved.

· Real Property

· Can foreclose on a judgment lien through a judicial foreclosure. In some states the levying officer records the writ of execution or notice of levy and the lien would arise in such cases on recording.

· Personal Property

· Levy usually done by physical seizure by levying officer (property removed then sold)

· If property not portable, then a keeper can be installed (also used in cash business such as restaurants)

· Garnishment as to intangible property, such as wages owed to the debtor, accounts receivable, other debts owed to debtor or a bank account.

Priority of Execution Liens

· The time in which the lien arises in an execution levy varies from state to state

· Some states follow common law rule that delivery of the writ to the levying officer gives rise to an execution lien in personal property of the debtor covered by the writ. This lien is inchoate and if no valid levy is made (eg. property cannot be located) the lien lapses. If property is found then the lien relates back to the date of delivery of the writ to the levying officer. 

· Contra rule - at time levy is made.

Attachment Liens

This is a lien which arises prior to a judgment. 
· An improvident or fraudulent debtor may dissipate assets before the matter is tried. 

· To guard against this risk, the creditor/plaintiff may seek a pre-judgment seizure known as an attachment
Generally available only with respect to an action on a commercial contract claims where the amount owed is readily ascertainable.

· In many states it is only allowed where the defendant is not a resident of the state or avoiding service of process. 

· Methods of levy similar to execution. However, no sale prior to judgment.

· Debtor can avoid by posting a bond.

Arises at time of levy. It is a drastic remedy there has been no adjudication of the underlying claim. Probable validity of the claim must be established in the motion to obtain the writ of attachment. Serious constitutional implications of taking without due process of law. 

BK OVERVIEW
Sources of Current BK Law
· The Constitution –Article 1 Section 8

· United States Code

· Title 11 - Bankruptcy Code

· Title 28 -Judiciary Code

· Title 18 – Penal Code

· Federal Rules of Bankruptcy Procedure

· Local Rules for each judicial district

· Guidelines promulgated by the Office of the United States Trustee

Types of Bankruptcies
· LIQUIDATIONS

· Chapter 7 

· Liquidations under chapter 11

· REORGANIZATIONS

· Chapter 9 municipalities

· Chapter 11 business reorganizations

· Chapter 12 Family farmers and fishermen

· Chapter 13 individual wage earners

Liquidation – Ch.7
Liquidation.  Sale or other disposition of all non-exempt assets and then using the proceeds from sale or disposition to pay creditors. 

· Chapter 7. Most liquidations occur under chapter 7, although debtors can liquidate under Chapter 11 as well. 

· Individuals usually liquidate under chapter 7 because they typically have little or no non-exempt assets with enough value to be sold and it is much faster and less expensive than liquidating under chapter 11.  In chapter 7 cases unsecured creditors receive little or nothing (secured creditors can ultimately foreclose on their collateral if they are not paid).  If business entities, such as corporations liquidate they cease to exist. As a result liquidation leads to a fresh start only for individual debtors

Fresh start: A debtor who is an Individual is discharged of personal liability on all/most pre-BK debts 

· Corporations have no need for fresh start - They just dissolve

"Means test": Debtors who make too much money have to pay back creditors over period of time.

Reorganization
Ch13: Only for individuals who owe unsecured debts less than $360k and unsecured debts less than $1.08mil

· Advantage: Debtor gets discharge of liability without losing nonexempt property

· Must pay some or all pre-BK debts over period of time (usually 5 yrs) under a repayment plan

· If not payment in full, the plan must provide for payment of % of debtor's projected disposable income

· When payments complete, debtor is discharged

Ch11: Primarily for business firms

· Debtor retains assets and operates as a "debtor in possession"

· Creates reorganization plan to pay debtors from assets or earnings

· Creditors/stockholders of debtor must vote on plan

Ch12: For "family farmers". Similar to Ch13 with elements of Ch11 

Ch9: Municipalities

Ch15: Transnational/cross-border insolvency - Firms with operations, assets, and creditors in foreign countries as well as in the US

Key Concepts
Eligibility

· General restriction: only a “person” that resides, is domiciled in or has a place of business or property in the U.S. or a “municipality” may be a debtor under title 11. 11 U.S.C. §109(a).

· Chapter 7: a “person” may be a debtor if such person is not

· A railroad (sec. 109(a)(1)

· insurance company, bank, or other financial institution described in section 109(a)(2).  

· A foreign insurance company, a foreign bank etc. as described in section 109(a)(3).

· Chapter 9: Municipality – Subject to additional limitations. Sec. 109(c).

· Chapter 11: a railroad, a person that may be a debtor under chapter 7 among other entities specified in Sec. 109(d).

· Chapter 13: individual with regular income with unsecured debts less than $383,175 and secured debts of less than $1,149,525. Sec. 109(e)

Petition in BK and Automatic Stay

Trustee in BK

Meeting of Creditors

Claims in BK
Claim: The basis for a distribution from the BK estate.

· Usually only claims that arose before filing of PIBK

"proof of claim": Written statement of a creditor's claim, filed by creditor.

Claim must be "allowed" to be paid.

· Allowance: Claim is recognized by the court as valid int eh amount claimed.

Distribution of Assets

Discharge
Ch7 BK: Individual debtors normally discharged from prepetition debts.

Grounds for denying discharge: several

Not all debts are dischargeable. 

· Law might decide it would be inequitable to discharge certain prepetition debts.

Commencing a BK Case
Voluntary cases.

· 11 U.S.C. §301 and 302 (joint cases - spouses)

· By filing a petition with the bankruptcy court under such chapter in which the debtor is eligible for relief.

Involuntary case. 11 U.S.C. §303

· Commencement is less routine and involves a more complicated procedure.

"Petition date": BRC 301 defines commencement as filing of the Petition by eligible debtor. 

· Constitutes order for relief that imposes automatic stay and creates BK estate

· Also sets into motion processes and deadlines associated with estate administration and BK proceedings. 

Right to voluntary BK relief cannot be waived in pre-BK contract.

Involuntary BK

Requirements to commence an involuntary case

· Commenced only chapters 7 or 11 and not against a farmer, family farmer or a corporation which is not a moneyed, business or commercial corporation. §303(a)

· By filing of a petition which satisfies the following:

· Filed by 3 or more creditors holding unsecured claims which aggregate at least $16,750 which is not contingent as to liability or subject of a bona fide dispute as to liability or amount.

· If the debtor has fewer than 12 creditors then a single creditor, holding an unsecured claim in the amount of at least $16,750 which is not contingent as to liability or amount

· If the debtor is a partnership then a petition filed by less than all of the partners is considered an involuntary petition.

· Other petitioners provided for which is beyond the scope of this course.

Involuntary Petition is Procedurally Similar to a Complaint

· The filing and service of an involuntary petition are quite analogous to the filing of a complaint in that:

· The petition must be served on the debtor and the debtor has a right to respond. 11 U.S.C. §303(d).

· Prior to trial on the merits the debtor continues in possession of his/hers or its assets and/or continues to operate its business. §303(f).

· Exception: to preserve property an interim trustee may be appointed. §303(g)  

· If the debtor defaults then the court can enter the relief requested. 11 U.S.C. §303(h)

· If the petition is contested then the court must conduct a trial on whether grounds for relief exist. §303(h).

Grounds for Involuntary Relief

· Debtor is generally not paying such debtor’s debts as the become due, unless such debts are subject of a bona fide dispute as to liability or amount; or

· Within 120 days before the petition was filed a custodian was appointed and took charge of substantially all of the debtor’s assets.  11 U.S.C. §303(h).

Sanctions available upon dismissal
· Should the involuntary bankruptcy case be dismissed other than with the consent of the debtor and all of the petitioners the court may grant judgment

· Against petitioners for costs and reasonable attorneys fees. §303(i)

· And in the case of a bad faith filing for any damages proximately caused by the filing or punitive damages. §303(i).

BK ESTATE/PROPERTY OF THE ESTATE (PoE)
PoE in General
Creating a BK Estate

Commencing a BK case creates a BK estate. It transforms the debtor’s property into a BK Estate, from which creditors are paid. 
· 541(a)
BK Estate is comprised of "all legal or equitable interests of the debtor in property as of the commencement of the case."
· 541(a)(1)

Function of 541

· Defines the pool of assets available to pay creditors

· Defines what property falls within the BK court’s jurisdiction and is protected by the automatic stay

· Broadly defines included assets to minimize the possibility of upsetting the BK distribution scheme by not conferring hidden preferences on non-debtor parties. 
Butner Doctrine
Butner Doctrine: The substantive rights of the parties are ordinarily determined by otherwise applicable non-bankruptcy law, unless a specific bankruptcy rule or principle alters those rights.
2 limitations:

1. Butner focuses on the substantive rights of the parties. Procedural rights of the parties are a product of BK law

2. Butner is the default rule: Doesn’t apply if federal BK law specifically alters the substantive non-BK entitlements of the parties

Composition of PoE
What property is included in PoE? - 541
1. General Rule: §541(a)(1) POE includes all legal or equitable interests of the debtor in property as of the commencement of the case. 

· Butner v. United States. Rights in property are determined by applicable non-bankruptcy law.

2. Community Property: §541(a)(2) POE includes all interests of the debtor and debtor’s spouse in community property, wherever located, that is:

A. Under sole, equal, or joint management and control of the debtor; or
B. Is liable for an allowable claim against the debtor, or for both an allowable claim against the debtor and an allowable claim against the debtor’s spouse.

3. Property Recovered by the Trustee: §541(a)(3) POE includes property which a trustee recovers from third parties

4. Property Preserved for the Benefit of the Estate: §541(a)(4) certain transfers avoided by the trustee are preserved for the benefit of the estate and become POE.

5. After-Acquired Property. §541(a)(5) POE includes property that the debtor acquires/becomes entitled to acquire within 180 days after filing BK:

A. Acquired by bequest, devise, inheritance, 
B. Acquired as a result of a settlement agreement with debtor’s spouse or a divorce decree, or
C. As a beneficiary under a life insurance policy.
6. Post-Petition Income generated by PoE: §541(a)(6) POE generally includes all proceeds, product, offspring, rents or profit from estate property.

· Exception: earnings performed by an individual debtor after commencement of the case are excluded from PoE. 

· However, the 2005 Act provides in the case of chapter 11, property of the estate includes earnings of an individual for services performed by the debtor after commencement of the case but before the case is closed, dismissed or converted to a case under chapter 7, 12 or 13. 11 U.S.C. §1115(a)(2).

· The Allocation Problem:  particularly with contingent assets (commissions, contingent fees and the like)
7. Property Acquired by Estate After Commencement of the Case: §541(a)(7) POE includes interests acquired by the estate after the commencement of the case. 

· Example: post-petition contracts entered into by the trustee with third parties.

Express Exclusions to POE

§541(b) Excludes from POE certain property, including:
Any power which the debtor may exercise solely for the benefit of an entity other than the debtor. §541(b)(1).

· Examples:  trustee under a testamentary trust or power of appointment.  

Debtor’s interest as a lessee under a lease of non-residential real property that terminated at the expiration of the stated term of such lease before the commencement of the bankruptcy case and ceases to be estate property if the term expires during the case.§541(b)(2). 

Funds placed in education IRA’s and state tuition programs under IRC §529(b)(1) are, under certain conditions, excluded from the debtor’s estate under NEW §541(b)(5)&(6).

Funds withheld by employers from employees’ wages as contributions to certain employee benefit or deferred compensation plans under certain IRC sections referenced in 541(b)(7).

Certain property pledged to and in the possession of pawn brokers involving personal property for which the debtor has no obligation to repay the money, redeem the collateral or purchase the property at a stipulated price and neither the debtor nor trustee has timely exercised its redemption rights. §541(b)(8).  

Restrictions on Transfer Generally Not Effective
· Restrictions on transfer by debtor does not prevent property from becoming estate property. §541(c)(1)(A).

· Ipso Facto Clause does not prevent property from becoming property of the estate. §541(c)(1)(B).

· Spendthrift Trust Exception. §541(c)(2)

· Pension Plans. Patterson v. Shumate [text 43]

· Self-employed ERISA Plans. Raymond B. Yates M.D. Profit Sharing Plan v. Hendon, 124 S. Ct. 1330 (2004).
Estate Property Limited to Legal Title Where Debtor Held Only Legal Title.
Property in which Debtor holds only legal title and not an equitable interest becomes POE only to the extent of legal title held. §541(d).

· Purpose is to protect secondary mortgage market where debtor held title for servicing.

· Constructive Trusts not generally protected.

Property in Possession of 3rd Parties 
541(a)(3): Property from which the Trustee is entitled to turnover under 543 (custodian) is PoE
· Debtor’s Property in the possession of third parties [who may not be custodians] is POE even if that party is a governmental agency.

· United States v. Whiting Pools, Inc. [Text pg. 36]

· 542(a) generally authorizes turnover of property seized by a a secured creditor prior to bankruptcy

· Upon turnover the secured creditor is entitled to protection of its interests in the property seized.

US v. Whiting Pools

If a debtor seeks to reorganize a business through bankruptcy, the reorganization estate includes property of the debtor that was seized by a creditor prior to the filing for reorganization.

Turnover (Property held by 3rd parties)
General - 542

542(a): Turnover 

If a 3rd party (other than a custodian) is in possession of: 

(1) property that the Trustee may use, sell, or lease under § 363 or 

(2) that the debtor may exempt under § 522, 

the entity must turn over the property (or the value of the property) to the Trustee.
542(b): Debts owed by third parties to debtor
An entity that owes a debt that is PoE, and the debt is matured/payable on demand/payable on order, must pay the debt to the Trustee.
· Exception: May be offset under §553 against a claim against the debtor.
542(d): Insurance company exception

Exception for Insurance companies to pay certain premiums or carry out a non-forfeiture option so long as such payment was required to be made automatically under the insurance contract. §542(d).

542(e): Books and Records

Court may order any person who holds recorded information of the debtor (books, records, documents, etc.), relating to the debtor’s property/financial affairs, to turn over the information to the Trustee.

Turnover from a Custodian - 543

543(b): Duties imposed on custodian after BK case commences:
1. Deliver all property of Debtor (includes proceeds, rents, profits, etc. from property) held by custodian to Trustee – 543(b)(1)  

2. File an accounting of any property of debtor that came into custodian’s control at any time – 543(b)(2)
3. Custodian may not make any disbursement from debtor’s property held by custodian, or take any administrative action other than is necessary to preserve the property – 543(a)
543(c): Court Duties
Court required to protect certain third parties, compensate custodian for expenses/services rendered, and surcharge custodian for improper or excessive disbursements. §543(c).

543(d): Exceptions
Court may excuse compliance with Turnover Duties if:

1. the interests of creditors (or Shareholders, if debtor is not insolvent) would be better served by allowing custodian to continue in possession/custody/control of the property; or
2. If the custodian is an assignee for the benefit of creditors that was appointed/took possession more than 120 days before the petition date, unless compliance is necessary to prevent fraud/injustice.
Exemptions
Policy Considerations
There is strong policy of allowing a debtor to obtain a fresh start.

This policy is advanced by 2 things:

a. Debtor is relieved of all debts prior to BK

b. They retain a modicum of property to ensure minimum standard of living
To achieve a fresh start, the discharged debtor must retain enough property to meet their basic post-petition needs. 

State & Federal Exemption Laws:

· EXEMPT certain property of the debtor from becoming PoE. 

ONLY for INDIVIDUAL debtors.
· No corps.
Choice of Exemptions – 522(b)
In non “opt out” states, debtors can choose one of two sets of exemptions:

· Choice 1 – 522(b)(1): Federal “bankruptcy” exemptions contained in §522(d); or
· Choice 2 – 522(b)(3): Applicable non-bankruptcy exemptions (i.e., state exemptions), plus any federal exemptions other than 522(d) 

· Plus: tenancy by entirety and joint tenancy property to extent exempt from process under applicable non-bankruptcy law 
· Also, certain retirement funds.  

In “opt out” states, debtors limited to the §522(b)(3) exemptions.

522(d) – Federal BK exemptions

Debtor’s interest in (up to certain $$ amounts):

1. Residence (personal property or real property). Not to exceed $15,000

2. One motor vehicle 

3. Personal, family, or household items: household furnishings, household goods, wearing apparel, appliances, books, animals, crops, or musical instruments.

4. Jewelry

5. Any property (value of unused amount of previous exemptions)

6. Tools of the trade

7. Life insurance contract

8. Health aids

9. Benefits: social security, unemployment, disability alimony, stock bonus, etc.

10. Retirement funds

Determine what State Exemption laws to use:

The applicable state exemption laws is based on the state of domicile for the 730 days prior to the petition date. If the debtor was not domiciled in a single state for 730 days before BK, then the applicable state is where the debtor was domiciled for the 180 day period immediately preceding the 730 day period prior to filing. -  §522(b)(3)(A).
Insulation Carries into Post-petition – 522(c)
Insulation of exempt property from claims of pre-petition creditors carries over to the post-petition period. §522(c). 
· In general, debtors retain exempt property free from pre-petition claims.

Exceptions:

· 522(c)(1): Debt from Taxes/custom duties and Domestic Support Obligations (DSO). §522(c)(1);

· Debt secured by exempt property that is not avoided or a tax lien properly perfected.  §522(c)(2);

· Certain non-dischargeable debts owed primarily by principles of failed financial institutions. 11 U.S.C. §522(c)(3); and

· Debt in connection with fraud in obtaining any scholarship, grant, loan etc. for purposes of education financing. 11 U.S.C. §522(c)(4).

Procedure for Claiming Exemptions
Debtor files a schedule (list) of property that they claim as exempt, together with schedules of assets and liabilities. 522(l)

· In California Debtor has choice of two sets of exemptions in bankruptcy

· Cal. Code Civ. Proc. §§703.140 et. seq. (Compare to 11 U.S.C. §522(d));

· Cal. Code Civ. Proc. §§704.020 (exemptions from enforcement of judgments).

Trustee and creditors can object to claimed exemptions, no later than 30 days after either (1) the 341(a) meeting of creditors is concluded or (2) 30 days after any amendment to the schedules is filed, whichever is later.
· FRBP 1007, 4003

Wrongful Claim of Exemption. 

· If there is no timely objection, even if the debtor has no basis for exemption, the objection will be waived, and the property will be exempted. Taylor v. Freeland & Kronz
· If debtor fails to file exemption in a timely manner, the property will not be exempted. Petit v. Fessenden
Retirement Exemptions

Debtors can exempt retirement funds to the extent that those funds are in a fund or account that are exempt from taxation under IRC Sections: 
· 401[qualified plans], 
· 403 [annuities], 
· 408 [IRAs], 
· 408A[Roth IRAs], 
· 414[hybrid plans], 
· 457 [deferred compensation plans] and 
· 501(a) [Employee contribution plans].  
Those plans are exempt under both the state [§522(b)(3)(C)] and federal [522(d)(12)].  $1,283,025 Cap on IRAs, except “rollovers.” §522(n).   
Limitation: Inherited IRA accounts are not considered "retirement funds", and therefore are subject to creditor claims.

Homestead Exemption

Homestead exemption – 522(d) or applicable state law
Allows debtors to exempt from creditors the land and building which make up the family residence.

· Many states place dollar limits such as California (the greater of (i) the median sale price up to $600,000 or (ii) $300,000) and can be as low as $20,000 in some states.

· Other states (Texas and Florida) have no limit.

Limitations
Fraud/Felony 

§522(q)(1) provides that, if the debtor chooses the state exemption scheme (522(b)(3)), amounts over $160,375 asserted as exempt under homestead exemption are not exempt if:

1. Debtor was convicted of a felony under circumstances that the filing was an abuse of the bankruptcy code; or
2. Debtor owes a debt arising from violations of security laws, fraud while acting in a fiduciary capacity, or in connection with securities transactions.

Domicile Requirements

Debtor must have lived in the state where the property is located for a period of time to claim homestead exemption (discourages opportunistic behavior, moving states to select the filing venue)
· §522(b)(3)(A) general 730-day (approx. 2 years) domicile requirement

· §522(p) 40-month (1,215 days, 3.3 years) domicile requirement to claim a homestead exemption in excess of $160,375. 

Impairment of Exemptions – 522(f)
General

Debtors are allowed to avoid non-purchase money liens on exempt assets as they impair a debtor’s fresh start. §522(f).

· Concept: liens on consumer goods have little value but great coercive value to secured creditors.  To allow them impairs the debtor’s fresh start. 

Avoiding Liens that Impair Exemptions: 522(f)
The debtor may avoid the fixing of a lien on an interest of the debtor in property to the extent that such lien impairs an exemption to which the debtor would have been entitled, if the lien is a type listed below.

Non-purchase money liens which may be avoided: 522(f)(1)
1. Judicial liens (other than DSO claims). 522(f)(1)(A)

2. Nonpossessory, nonpurchase money security interests in any of the following:

a. Household furnishings and goods, wearing apparel, appliances, books, animals, crops, musical instruments, or jewelry that are held primarily for personal family or household use of the debtor or a dependent of the debtor;

b. Implements, professional books, or tools of the trade of the debtor or dependent of the debtor;

c. Professionally prescribed health aids for the debtor or debtor’s dependent.
Calculation
“Impairment of an exemption” Calculation – 522(f)(2)(A)

An an exemption is impaired to the extent that the sum of:

·  (1) The lien

·  (2) All other liens on the property; and 

·  (3) The amount of the exemption that the debtor could claim if there were no liens on the property;
exceeds the value that the debtor’s interest in the property would have in the absence of any liens.

Formula: 

· (Judicial lien/non-purchase money lien value) + (other lien value) + (amount of exemption debtor could claim if no liens) = X

· If X exceeds the fair market value of the property (FMV), an exemption is impaired in that amount. 

· Debtor may avoid the judicial lien to the extent that X exceeds the FMV.

Ex: In re Silveira
· In this case, the sum total of the $209,500 judicial lien, $117,680 mortgage, and $15,000 exemption is $342,180
· That total exceeds the $157,000 market value of the property by $185,180.

· Silveira is allowed to avoid the Bank’s judicial lien to the extent of that excess amount (ie: $185,180), leaving $24,320 that may not be avoided. 

Exemption Planning
Question whether non-exempt assets can be converted to exempt assets, thereby placing them out of reach of creditors.

· Concern is whether it is a fraudulent transfer: If so, the transfer is avoidable and could also preclude a discharge

Takeaways:

Fraudulent transfer requires some proof of fraudulent intent:

· Ex: Property is transferred for no value, debtor continues to maintain and use allegedly transferred property, debtor uses borrowed funds to invest in exempt property. 
· Or: Exploiting state exemption scheme.
§522(0): 10-year limit on conversion of non-exempt to exempt homestead if done with intent to hinder, delay and defraud creditors.
Hanson v. First National Bank In Brookings 
Facts:

· Family farmers

· On advice of counsel sold nonexempt property to acquire exempt property consisting of:

· $11,000 pay down on mortgage on exempt residence

· $20,000 in cash value of exempt insurance policies.
Holding: 
· Fraudulent transfer requires some proof of fraudulent intent:
· Such intent may be seen where property is transferred for no value, where the debtor continues to maintain and use allegedly transferred property, and where the debtor uses borrowed funds to invest in exempt property. 

· No intent shown in this case.

Norwest Bank v. Tveten 
Facts
· Debtor was a physician who invested in highly leveraged real estate investments through a corp. owned by debtor and others.

· $19,000,000 owed on personal guarantees of investments gone sour

· On advice of counsel took non-exempt assets and used proceeds to acquire $700,000 of exempt property (life insurance and annuity contracts with no cap on the exemption).

Holding:

· Here, the state exemption relied upon by Tveten was subject to abuse because it was unlimited.

· By exploiting the lack of any monetary cap, Tveten’s actions contravened the purpose of the law. Thus, Tveten showed fraudulent intent.

CLAIMS
General

Only holders of “claims” can receive distributions in BK. 

Claims define the type of obligation which will receive a distribution or dividend in a bankruptcy, and also the types of claims which can be discharged

3 kinds of claims:

a. Secured Claims

· Debtor's obligation is secured by a lien on the debtor's property, enabling the creditor to proceed against the property to satisfy the debt if the debtor defaults. 

b. Priority Claims

· BK code gives certain unsecured claims priority over others

c. Unsecured Claims

· Claims not secured or entitled to priority.

· Outside BK, creditors have a "race to the courthouse" to see who gets a judicial lien first

· In BK, unsecured creditors get pro rata share of BK estate

· Automatic stay prevents them from seizing the property

Definitions
“Claims”: 101(5)

(A) right to payment, whether or not such right is reduced to judgment, liquidated, unliquidated, fixed, contingent, matured, unmatured, disputed, undisputed, legal, equitable, secured, or unsecured; or

(B) right to an equitable remedy for breach of performance if such breach gives rise to a right to payment, whether or not such right to an equitable remedy is reduced to judgment, fixed, contingent, matured, unmatured, disputed, undisputed, secured, or unsecured.

“Debt”: 101(12)

Liability on a claim
“Creditor”: 101(10) 

An entity that has a Claim against the debtor that arose at the time of or before the order for relief.

Claims Procedures
Proof of Claim - 501

Need to file Proof of Claim - 501
Filing requirements:

· Creditors may file proof of claim. 501(a)
· A proof of claim filed in accordance with the Rules of Bankruptcy Procedure will be deemed allowed. FRBP 3001(f)

· Requires a copy of the writing on which claim is based to be attached. FRBP 3001(c).

· Also requires the security agreement or mortgage as the case may be.

· Equity security holders (Shhs, members of LLCs, etc.) may file a proof of interest. 501(a)
In Ch7, if creditor doesn’t file proof of claim, the claim can't be allowed under 502, and creditor can’t share in distribution of the estate under 726(a)

· Unallowed claims are also discharged.

Time Limits

Time Limits
· Chapters 7, 12 and 13 claims must be filed not later than 90 days after the first date set for the 341(a) meeting of creditors. FRBP 3002(c). 
· In chapter 11 the deadline for filing claims is governed by FRBP 3003 and the 90 day limit does not apply. 
· In chapter 11 the Court sets a bar date on request of a party in interest unless scheduled as undisputed, liquidated and not contingent. FRBP 3003(a).

Allowed Claims
Allowed Claims
A claim filed in accordance with 501 (ie: proof of claim filed) is deemed allowed, unless a party in interest objects. 502(a)
· Allowance of a claim means that it is recognized by the court as valid. Only allowed claims can be paid.

Objections to Claims
A party in interest (including the Trustee) may object to a claim. 502

· Once an objection has been filed, the court must determine the “allowability” of the claim.  

· FRBP 3007 governs the process for objecting to claims.

Rights to Payment

Legal Rights to Payment – 101(5)(A)
"Claim" doesn’t have to be a specific right to receive money:

To constitute a claim, the right to payment can be:

· Contingent, such as a guaranty which depends on the occurrence of a future condition; 

· Unliquidated, such as a personal injury claim (ex: you know you have a claim, but no judgment yet); or 

· Unmatured, such as a promissory note which is not yet due.

Threshold: When does obligation rise to the level of a legal claim?
Problem: Sometimes (esp with products liability claims) the injury may not manifest until sometime in the future. Yet, if an obligation amounts to a claim, it can be discharged.
In re Piper Aircraft Corporation 
· Three theories:

1. Accrued State Law Claim: There is no claim for BK purposes until a claim has accrued under state law
· Frenville analysis – widely rejected
2. Conduct Test: A claim accrues when the conduct giving rise to the alleged liability occurs 

3. Pre-petition Relationship Theory: there be some prepetition relationship—whether it be contact, privity, impact, or exposure—between the claimant and the debtor’s prepetition conduct. 

Piper test (for debtor manufacturers)

An individual holds a § 101(5) claim against a debtor manufacturer only where:

(1) events occurring before confirmation create a relationship (such as contact, exposure, impact, or privity) between the claimant and the debtor's product; and

(2) the basis for liability is the debtor's prepetition conduct in designing, manufacturing, and selling the allegedly defective or dangerous product. 

Mass Future Claims
Problem: 

· At time of filing two basic classes of individuals, (1) those actually suffering from injuries and (2)  those exposed but who had not yet developed symptoms

· Chapter 7 problem, assets liquidated and distributed no compensation as to the second group

· Chapter 11 serious practical problem. If a claim is not allowed then there is no discharge of those claims. That would allow individuals in group 2 to pursue the enforcement of their claims after bankruptcy against the reorganized debtor.
Remedy:

· Trust for Future Claims (based on bankruptcy court’s equitable power

· Elements;

· Injunction precluding future claimants from pursuing any other remedy but seeking redress from the creditor trust (channeling injunction)

· Assets of trust include stock in the debtor, and the right to receive a percentage of future profits. 

· Questions as to Legality – amendment to Section 524 (e.g. 524(g).

· Issues relating to adequacy of notice. Publication by notice suffice?

Equitable Rights to Payment – 101(5)(B)
General
The definition of claim §101(5)(B) includes “a right to an equitable remedy for breach of performance, if such breach gives rise to a right to payment.”

Takeaway: If the equitable claim is "monetizable" (if the claimant can get money judgment instead), the claim is DISCHARGEABLE in BK

Specific Performance: one type of equitable remedy that includes an alternative right of payment

· Ex: If seller contracts to sell unique goods to buyer, state law gives buyer the right to choose either specific performance or money damages. 

Covenants not to Compete
Majority view: Breach of a covenant not to compete is NOT dischargeable in BK.
· Damages must be a substitute for injunctive relief (not just a cumulative remedy) for the injunctive relief to rise to the level of a “claim” under 101(5)(B)
· In re Udell

Minority View: If a covenant not to compete can be alternatively enforced by injunctive OR monetary relief, it may constitute a “claim.”

· In re Ward

Environmental Claims
United States v. Apex Oil (7th Cir.) (Pg. 90).
· EPA has a claim under Sec. 101(5)(B) only if the breach of performance by APEX “gives rise to a right to payment.”  

· The EPA had no right to payment.  APEX would have to pay $150 Million to hire another company to comply with the clean up injunction, it had no in-house remediation capability.  EPA’s injunction entitles it to require only that APEX clean up the contaminated site at APEX’s expense.  The statute does not authorize any form of monetary relief from APEX to EPA.  It does not matter whether APEX cleans up the site itself or pays another company to do so.  In neither case is the payment owed to the EPA. 

Statutory Limitations to Claims
502(b) Sets out BK limitations to the allowance of claims:
· Ie: If a claim falls under one of these categories, debtor may file an objection to have the claim disallowed.
A Claim will NOT be allowed if it is:

1. Unenforceable by virtue of an agreement, or by applicable non-BK law (other than because the claim is contingent or unmatured). 501(b)(1)
2. A claim for unmatured interest. 502(b)(2)

3. A property tax claim, to the extent that the claim exceeds the value of the estate’s interest in the property. 502(b)(3)

4. Claims for services of an insider or attorney for debtor, to the extent that the claim exceeds reasonable value of the services rendered. 502(b)(4)

5. An unmatured debt (ie: unmatured as of the date of filing BK) for domestic support obligations. 502(b)(5)

6. A landlord damage claim (i.e., claim for damages resulting from the termination of a real property lease), to the extent that the claim exceeds:
a. The rent reserved under the lease for either (1) 1 year, or (2) 15% of remaining lease term, not to exceed 3 years, after the earlier of:

i. The date of filing BK petition, or

ii. The date on which the LL repossessed (or tenant surrendered) the lease property

b. PLUS any unpaid rent due under the lease.

7. A claim of an employee for damages for termination of an employment contract (usually for high-net-worth individuals, executives, pro athletes, etc.)

8. 502(b)(8) Resulting from a reduction, due to a late payment, in an otherwise applicable credit available to the debtor in connection with an employment tax. 
9. Late-filed claims. 502(b)(9)
Secured Claims
General

Secured claims enjoy top level of priority: They are paid first from the collateral, before any other creditor may be paid.

Secured creditors are barred from enforcing the claim by foreclosure or state law proceedings (automatic stay) – 362(a)(4)

Secured Claim definition – 506(a)

2 versions of Secured Claims under 506(a):
1. Liens on PoE: An allowed claim of a creditor, that is secured by a lien on property in which the estate has an interest, is a secured claim to the extent of the value of the creditor’s interest in the estate property.

2. Setoff: An allowed claim of a creditor that is subject to setoff under 553, is a secured claim to the extent of the amount subject to setoff.

AKA: A claim is secured to the extent of the value of the collateral. 
Under-secured claim: The collateral is worth less than the amount of the claim 

· In that case, the creditor has a secured claim equal to the value of the property, and an unsecured claim for the remainder of the debt.
· Ex: Creditor has claim for $100k, secured by lien on property worth $50k. The creditor has a $50k secured claim, and a $50k unsecured claim.

Over-secured claim: The collateral is worth more than the amount of the creditor’s claim. 
· 506(b) To the extent a secured claim is over-secured, the creditor is entitled to:
· Interest on the claim, and

· Any reasonable fees, costs, or charges provided for under the agreement or state statute under which the claim arose.
Setoff: The ability of a debtor to reduce the amount of one's debt by an amount the creditor owes to the debtor.
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Treatment of Secured Claims in BK
Ch 7

The task of the trustee is to:

1. Dispose of property of the estate, including property subject to security interests, and

2. Liquidate the remaining assets of the estate and distribute the proceeds, pro rata, according to the priorities in § 726
If creditor is over-secured: Trustee will sell Property, pay the secured creditor, and distribute the remainder according to 726 priority list.
If secured creditor is under-secured: Trustee will not realize a benefit. Trustee will either abandon the property (§ 554) or agree to relief from automatic stay for that property.

· Creditor can then foreclose on the property

Effect of Ch7 Discharge

If the property subject to the lien is abandoned to the debtor (554) or the stay is lifted (362(d)) and the debtor is given a discharge under 727(b), the debtor is discharged from personal liability on the debt secured by the lien.

But: The Lien Survives BK!
· If the creditor’s secured debt isn’t paid in the BK, creditor can foreclose on the property secured by the lien after BK.

· But: The debtor isn’t personally 

Ch 11, 12, and 13

Debtor can avoid liquidation by getting a Repayment Plan approved. 
· Allows debtor to retain most estate property, including property with secured claims.

· Debtor pays some or all of the debt over time.

· Creditors must be given “adequate protection” of their rights.
Valuing a Secured Claim
506(a) specifies that the value of a secured claim “shall be determined in light of the purpose of the valuation and the proposed disposition or use of such property.”
When valuing collateral, you have to look at the value in use

Different valuation methods:

· Foreclosure Value: The amount the secured creditor would receive upon foreclosure and sale of the property.

· Replacement Value: The amount that the debtor would be obligated to pay for a like vehicle (or other property)

Cram-down power (Ch13): Debtor is permitted to keep the property over the objection of the creditor, and the creditor keeps the lien that secures their claim, and the debtor must provide payments over the life of the plan to total the present value of the collateral. 

· 1325(a)(5)(B)

Associates Commercial Corp. v. Rash
Debtor bought tractor truck for his business. Loan secured by lien on the truck. Filed Ch13 and invoked “cram down” power to keep the truck and pay it off over the life of the Ch13 plan. 

Court held that replacement value standard was correct valuation method, b/c debtor planned to retain the truck and use it. Foreclosure value is not right, b/c the truck was not going to be sold. 
Redemption: Individual debtor can retain property free of secured creditor’s security interest by paying the amount of the allowed secured claim in full at the time of redemption - §722
Surcharge of Collateral – 506(c)
Trustee may surcharge the collateral for the reasonable & necessary costs/expenses of preserving or disposing of the collateral, to the extent of any benefit to the secured creditor. 506(c)

· Difficult to invoke, direct benefit required

Avoiding Liens – 506(d)
General
502(d): Permits allowed secured claims to pass through BK unaffected. 
No “stripping down” liens:
· IE : If the fair market value of property secured by a lien is less than the amount of the lien, court cannot strip down a creditor’s lien to the value of the property.

· Dewsnup v. Timm
Dewsnup v. Timm
Rejects literal reading of 506(d) and will not allow lien stripping. 
Debtor sought to strip the secured claim down to the value of the collateral and then redeem the property at the lower value. 
· Courts tended to limit Dewsnup, a chapter 7 case to the facts and allowed lien stripping in chapters 12 and 13.  

Continuation of Pre-Petition Security Interests
General Rule:
552(a): Property acquired by the debtor/estate after commencement of the case is not subject to any lien entered into by the debtor before commencement.
· Invalidates “dragnet clauses”: gives creditor lien in the collateral itself, and in any proceeds from the collateral
· Typically involves collateral like inventory, accounts receivable, and proceeds. 
Exception – 552(b)
If the creditor has a security interest in proceeds of property of the debtor acquired before commencement of the case, the security interest in the proceeds continues into BK.
· Also, court can alter the exception based on the equities of the case after notice and opportunity for hearing – 552(b)(2)
552(b) exception includes proceeds of proceeds.
In re Bumper Sales, Inc.
· Facts: Secured creditor loaned $510,000 secured by a blanket security interest.  At BK, Creditor was owed about $500,000 and the value of the debtor’s inventory was $769,000. Debtor operated as DIP and sold pre-petition inventory. The parties stipulated that the post-petition inventory was purchased by the proceeds of pre-petition inventory.

· Issue: Whether creditor had a security interest in inventory and accounts acquired by the Debtor after BK.

· Held: Yes.  §552(b) security interest continues in proceeds to the extent provided by applicable non-bankruptcy law. Since Article 9 was the applicable non-BK law anything that is proceeds under Article 9 is proceeds under §552(b).

Distribution Scheme
§ 726: Distribution Scheme for Ch7.

· The recipe for how the trustee distributes cash from sale of PoE.

1. Secured Claims 506
– Paid first from collateral
2. Super-priority claims 507(b) 
[If adequate protection fails]
3. Priority Claims 507
unsecured priority paid from remaining assets [net after payment of secured claims] – 726(a)(1)
· 507(a)(1) Domestic Support Obligations

· 507(a)(2) Administrative expenses

· Defined in 11 U.S.C. §503

· 507(a)(3) Gap creditors pursuant to Section 502(f)

· 507(a)(4) Priority Wage Claim

· 507(a)(5) Employee Benefits

· 507(a)(6) Grain Producers

· 507(a)(7) Deposit for Consumer Goods (if creditor pays deposit before delivery)
· 507(a)(8) Taxes (some are nondischargeable)
· 507(a)(9) Obligation to maintain funding of an insured depository instit.

· 507(a)(10) P.I. claims related to drunk driving

4. General Unsecured Claims 726(a)

limited by §502
· 726(a)(2): Allowed unsecured claims who timely file proof of claim

· 726(a)(3): Tardily filed claims go after (although there's usually nothing left over for tardily filed claims)

· 726(a)(4): Penalties/punitive damages claims

Priority Claims
Before final distribution of BK estate in ch7 case, the BK court or trustee will already have satisfied secured claims

Unsecured claims are divided into 2 groups by 507:

1. Priority Claims: must be paid in full before any payment to nonpriority claims

a. 10 orders of priority, each must be paid in full before next order of priority.

b. If all claims of same priority cant be fully paid, then pro rata payment to each

2. Nonpriority Claims

a. Paid pro-rata, except for certain subordinate claims, which are paid last - 726(a)(3) and (a)(4) (fines and penalties)

b. Usually little to nothing is paid to nonpriority claims in liquidation cases

Administrative expenses – 503(b)
the actual, necessary costs and expenses of preserving the estate
Rationale of giving administrative claims priority:

· Congress wanted to encourage reorganization (rather than liquidation) by encouraging other businesses to continue to do business with the debtor after filing BK.

· So, a claim gets priority as administrative claim (Mammoth test), if the debt both:

1. Arises from a transaction with the debtor-in-possession (or Trustee), and

2. Is beneficial to the debtor in possession in the operation of the business.

503(b)(2) - Professional fees: 

Certain professional fees are incurred through BK and paid at the expense of the estate (the trustee, lawyers, real estate brokers, etc.)

In re Jartran

DISCHARGE
General
Effect of a Discharge 524(a)
· Voids any judgment for personal liability as to any discharged debt

· Operates as an injunction against the commencement or continuation of an action, the employment of process or any collection action on a personal judgment obtained on a pre-petition debt whether or not the discharge of such debt is waived.

· Operates as an injunction against the commencement or continuation of an action, the employment of process, or an act, to collect or recover from, or offset against community property, subject to certain exceptions. 

Different Discharge provisions for different chapters:
· Ch7: 727

· Ch11: 1141

· Ch12: 1228

· Ch13: 1328
Individuals vs. Corporations

· Individual debtors are entitled to discharge of personal liability on pre-BK debts – 727(a)

· Liquidating corporations don’t need discharge: They can dissolve after Ch7 or Ch11 liquidation.
Denial of Discharge 727(a)
Debtors who engage in certain fraudulent conduct might be denied a discharge entirely.
Procedure
FRBP Rule 7001 – Creditor commences an adversary proceeding to bar a debtor’s discharge

Exceptions to Discharge

· 727(a)(1) only individuals receive a discharge

· Fraudulent Transfer 727(a)(2)
· debtor, with intent to hinder, delay, or defraud a creditor or an officer of the estate, has (or has permitted property to be) transferred, removed, destroyed, mutilated, or concealed property of the debtor within one year of bankruptcy or property of the estate.

· 727(a)(3) Failure to keep adequate records

· 727(a)(4) False oath, false claim, bribes and withholding of information
· 727(a)(5) Failure to satisfactorily explain loss of assets

· 727(a)(6) Refusal to testify

· 727(a)(8) If debtor granted a discharge under (Ch7) or (Ch11) within 8 years

· 727(a)(9) If debtor granted a discharge under (Ch12) or (Ch13) within 6 years.
· Unless debtor paid all unsecured claims, or paid 70% with best effort/good faith
· 727(a)(10) Court approved waiver of discharge

· 727(a)(11) NEW – Completion of instructional course concerning personal finances.

· 727(a)(12) reasonable cause to believe that debtor committed certain specified felonies or fraud.
Ch7 No-Asset Cases

In re Madaj

In ch7 no-asset case, creditors can’t recover anything because there is nothing to recover. Thus, no deadline for filing timely proof of claim.

· So, as soon as the creditor finds out about the BK case, the debt is discharged. 

Nondischargeable Claims
Nondischargeable claims survive BK if not satisfied.
Unscheduled Debts 523(a)(3)
If the debtor doesn’t schedule the debt [521(a)(1)], including the name of the creditor, either:
A. In time for the creditor to timely file proof of the claim, 

a. unless the creditor had actual knowledge of the case in time to file, or
B. If the debt is for money/property/services obtained by false pretenses, fraud, or for willful/malicious injury: In time for the creditor to request a determination of dischargeability.

a. Unless the creditor had actual knowledge of the case in time to file. 

Domestic Support Obligations 523(a)(5)
Definition: 101(14A)

Alimony, maintenance or support that is established by a separation agreement, divorce decree or property settlement agreement, a court order, or other determination of a governmental unit.

Public Policy

Dependent spouses and children should not be deprived of support by virtue of the discharge of the obligated spouse.
Marital Dissolution Debts 523(a)(15)

Other debts incurred in connection with a divorce or separation.
· No hardship exception.  Eliminated by the 2005 Act.
Support vs. Property Settlement Priority

Despite the fact that both support and property obligations are now non-dischargeable it still can effect payment from the estate as the former are first priority claims under §507(a)(2).
In re Werthen
Both DSO claims and Property Settlements are non-dischargeable
But: DSO claims are 1st priority under 507(a)(2), so it matters to distinguish them.
Consider whether the supported party would be underfunded without the property settlement. If so, it’s a DSO.
Willful Malicious Injury to Person/Property 523(a)(6)
Debts for willful malicious injury by the debtor to another entity or the property of another entity are excepted from discharge. §523(a)(6)

What constitutes "willful malicious"?

· Negligent/reckless acts not enough to constitute willful malicious

· Debtor must have intended to so injure the creditor/claimant

Kawaauhau v. Geiger

Medical malpractice settlement debt was dischargeable. No intentional injury.

Educational Loans 523(a)(8)
Educational loans are excepted from discharge. §523(a)(8).

Policy: graduates have substantial earning potential, yet at the time of graduation possess few non-exempt assets. Absent this exception there is significant potential for abuse.  

Hardship Exception (Brunner Test)

Extremely difficult to prove.

Brunner Test  
Student loan debt may be discharged if:

1. The debtor cannot maintain, based on current income and expenses, a "minimal" standard of living for herself and her dependents if forced to repay the loan;

2. Additional circumstances exist indicating that this state of affairs is likely to persist for a significant portion on the repayment period of the student loans; and

3. The debtor has made good faith efforts to repay the loans. 

 

Fraudulently Incurred Debts 523(a)(2)

Debts Obtained by Fraud

Debts obtained by false pretenses, a false representation, or actual fraud are non-dischargeable. §523(a)(2)(A)

Fraud Elements

1. Misrepresentation (false representation, concealment or nondisclosure)

2. Knowledge of falsity (‘scienter”)

3. Intent to defraud (to induce reliance)

4. Justifiable reliance; and 

5. Resulting damage

Cal. Civ. Code Sec. 1709 

Justifiable reliance vs. reasonable reliance

· Reliance is justifiable so long as not obvious to someone of creditor’s knowledge and intelligence, even though an investigation would have disclosed the falsehood.

Obtained by False Statement in Writing
523(a)(2)(B)

Debts for money, property, services or an extension, renewal or refinancing of credit are not dischargeable if they are: (all 4)
1. obtained by use of a “statement in writing” that is materially false, 

2. respecting the debtor’s or an insider’ financial condition; 

3. on which the creditor to whom the debtor is liable for such money , property, services, or credit reasonably relied; and 

4. that the debtor caused to be made or published with the intent to deceive.  11 U.S.C. §523(a)(2)(B). 

Fiduciary Fraud/Defalcation 523(a)(4)
Defalcation is misappropriation of funds by a person trusted with its charge

523(a)(4): Debts arising from fraud/defalcation while acting in fiduciary capacity are nondischargeable. 

· Some courts have held that accidental defalcation is nondischargeable, some court require wrongful conduct.

Credit Card Fraud
Credit card companies have invoked 523(a)(2)(A) (nondischargeability for fraud, etc.) to challenge debts incurred by cardholders. 

Look at fraud elements:

1. Misrepresentation (false representation, concealment or nondisclosure)

2. Knowledge of falsity (‘scienter”)

3. Intent to defraud (to induce reliance)

4. Justifiable reliance (by credit card company, they need to investigate!); and 

5. Resulting damage
2 views:

Amex v. Hashemi
Court: Yes
· Ample evidence that appellant intended to defraud AmEx:
· Exorbitant charges that exceeded his annual income, and he already owed $300k on other credit cards. 

· False representation: Each time a cardholder uses his card, he makes a representation that he intends to repay the debt. Def had no intention.
· Justified reliance by Amex: At the time, appellant was not in default, and only owed $227. 
In re Ellingsworth
Court: No

In this case even if the debtors misrepresented their intention to repay, the debt was dischargeable because the card issuer did not make an adequate inquiry into the debtor’s financial position and cannot be found to have justifiably relied on their representation to pay.
523(a)(2)(C): congressional response to Ellingsworth:
Presume Nondischargeable: All consumer debts to a single creditor aggregating more than $650 incurred within 90 days of the petition date, for luxury goods or services and Cash advances of $925 obtained within 70 before the Order for Relief.
Fines, Penalties, Forfeiture
Punitive Damages

Subordinated but nondischargeable
Usually don’t get paid by BK estate

1. 726(a)(4): Subordinates a punitive and multiple damage claim or a claim for a "fine, penalty, or forfeiture" to the extent that the claim is not "compensation for actual pecuniary loss suffered by the holder of such claim."

But: Nondischargeable

· Cohen v. De La Cruz

· SCOTUS: If property was obtained by fraud, any claim arising therefrom (punitive or compensatory) is nondischargeable
Does not affect allocation of distributions from the estate. Rather affects who can compete for future earnings.
Criminal Penalties

Nondischargeable
An obligation to pay a fine, penalty, or forfeiture imposed in a criminal proceeding Is not dischargeable in BK

· 523(a)(7)

Restitution for criminal conviction:

· Kelly v. Robinson:

· SCOTUS: Fines, forfeitures, and obligation to pay restitution (in connection with criminal conviction) are not allowable claims, and thus are NOT subject to discharge

Probation restitution is Dischargeable

· Penn Dept of Public Welfare v. Davenport:

· Restitution obligation imposed as a condition of probation in a state criminal action IS a debt for BK purposes, and thus is dischargeable in Ch13.

Restitution Settlements
Nondischargeable
 

Restitution settlements in fraud or embezzlement cases: 
 Archer v. Warner:

· SCOTUS: Settlement debt arises out of fraud, and is nondischargeable. 

Protecting the Discharge
§§524(a)(1) and (2) protects the debtor’s discharge.

· No longer an affirmative defense which can be waived.

Unjustified Objection to Discharge

If a court finds that a creditor’s position in objecting to the dischargeability of a debt was not substantially justified the court may award judgment for the debtor for among, other things attorneys’ fees and costs. §523(d).
Discharge only for Debtor – Not 3rd Parties

· The discharge of §524 is solely for the benefit of the debtor not third parties. Section 524(e) limits the scope of the discharge. 

· In re Lowenschuss, 67 F.3d 1394 (9th Cir. 1995) 9th Cir. Has repeatedly held thaat 524(e) precludes bankruptcy courts from discharging the debts of non-debtors.

§525 Protection Against Discriminatory Treatment 

· Governmental units cannot discriminate against debtors. §525(a)

· No discrimination by private employers. §525(b).

· No discrimination as to student loans. §525(c). (Added in 1994)  

AUTOMATIC STAY 
2 types of stay in BK

Automatic Stay - 362
· Gives a debtor respite from creditor collection activity during the duration of the stay

· Allows business debtors opportunity to stabilize operations and formulate a business plan

· Temporary. Unlike discharge injunction – Compare 362 vs. 524(a)

Filing of BK Petition automatically operates as a Stay

· No formal order needed. 362(a)

Court-awarded injunctive relief - 105
· Debtor must comply with requirements for injunctive relief under the FRCP.

· Debtor must file motion for temp protective order and prelim injunction.

105(a) Cannot Be Used to Stay Redemption Period and §362 Cannot Stay Running of Redemption Period for an Indefinite Period.
Johnson v. First National Bank 
Creditor Actions Prohibited 362(a)
Prohibits Creditors from certain collection activity:
1. Commencement or continuation (including serving process) of any proceeding against the debtor, or to recover a claim against the debtor arising before the commencement of the case.
2. Enforcement of any judgments obtained pre-BK

3. Acts to obtain possession of PoE or exercise control over PoE

4. Create/perfect/enforce liens against PoE

Limitations to Automatic Stay 362(b)
Section 362(b) has contained limitations to the operation of the stay which has grown exponentially since the Code was enacted in 1978.

It now contains some 28 sub-paragraphs or limitations.

· Some, like 362(b)(1) which limits the stay from applying to criminal proceedings, have strong policy basis such as not entangling the prosecution of criminal proceedings with the defendant’s bankruptcy.

· Others are the result of special purpose legislation. See §326(b)(13) 

Exceptions 362(b)

Certain types of claims are excepted from the automatic stay
1. Criminal actions/proceedings
2. Support, paternity and similar proceedings in connection with family law matters. §362(b)(2)
· Also Civil actions for paternity, DSO, child custody, divorce, domestic violence

3. The continuation of certain administrative proceedings to determine a tax liability, including audits, issuance of a notice of deficiency, demand for tax returns, and making an assessment. §362(b)(9).

4. Any act by a lessor under a non-residential lease to obtain possession under a lease terminated pre-petition. §362(b)(10).

Police and Regulatory Power

362(b)(4)

· Police and regulatory power exception

· Allows govt unit to invoke legal process against a debtor in BK to prevent violations of fraud, environmental protections, consumer protection, safety, or similar police/regulatory laws, or to fix damages for violation of the laws.

Exception to 362(b)(4): Exempts from automatic stay certain govt actions, including enforcement of a judgment "other than a money judgment"

Secured Creditors/Lessors:

· Rights of lessor to proceed with eviction under a residential lease where a judgment of possession was obtained before bankruptcy. §§362(l) and 362(b)(22).

· Under §362(h) Rights of consumer finance companies have been enhanced. 
· The stay is terminated if the debtor retains personal property, subject to a security interest or lease without the consent of the creditor, and fails to redeem the property(§722) or reaffirm the contract (§524(c)) within the statutory time frame.   

Employer Pension Collections
§ 362(b)(19): The filing of a petition...does not operate as a stay:

Against employer withholding and collecting income from pension, profit-sharing, stock bonus, or other employer-sponsored plan.

of withholding of income from a debtor's wages and collection of amounts withheld, under the debtor's agreement authorizing that withholding and collection for the benefit of a pension, profit-sharing, stock bonus, or other plan...that is sponsored by the employer of the debtor, or an affiliate, successor, or predecessor of such employer—

(A) to the extent that the amounts withheld and collected are used solely for payments relating to a loan from a plan under section 408(b)(1) of the Employee Retirement Income Security Act of 1974 or is subject to section 72(p) of the Internal Revenue Code of 1986....

In Rem Relief
§ 362(b)(20): The filing of a petition...does not operate as a stay
Of enforcing liens/security interests in property after creditor obtains judicial order for in rem relief as to the real property, within 2 yrs after order granted.

· Debtor can appeal based on changed circumstances/other good cause

of any act to enforce any lien against or security interest in real property following entry of the order under subsection (d)(4) [in rem relief] as to such real property in any prior case under this title for a period of 2 years after the date of the entry of such an order, except that the debtor, in a subsequent case under this title, may move for relief from such order based upon changed circumstances or for other good cause shown, after notice and a hearing.

Evictions
362(b)(22): The filing of a petition...does not operate as a stay

Of continuing eviction against debtor if judgment for possession received pre-BK.
of the continuation of any eviction, unlawful detainer action, or similar proceeding by a lessor against a debtor involving residential property in which the debtor resides as a tenant under a lease or rental agreement and with respect to which the lessor has obtained before the date of the filing of the bankruptcy petition, a judgment for possession of such property against the debtor.
Also reefer exception:
“based on endangerment of such property or the illegal use of controlled substances on such property”

Tax Refund
§ 362(b)(26): The filing of a petition...does not operate as a stay...of the setoff under applicable nonbankruptcy law of an income tax refund, by a governmental unit, with respect to a taxable period that ended before the date of the order for relief against an income tax liability for a taxable period that also ended before the date of the order for relief....
Termination of the Stay 362(c)
For acts against PoE, the stay terminates when the property is no longer PoE
362(c)(1)

For any other act stayed under 362(a), stay continues until the earliest of:

· The time the case is closed;

· The time the case is dismissed; or

· If the case involves an individual until the discharge is granted or denied. §362(c)(2).

362(d): BK court may lift the stay or grant other relief from the stay.

Multiple Filings
To curb multiple filings
Prior case dismissed within 1 yr before current case:

§362(c)(3) addresses the situation where the debtor had a prior bankruptcy case dismissed within 1 year period. 
Terminates 30 days after filing current case
· other than a case refiled under a chapter other than chapter 7 after dismissal under section 707(b)—
· (A) the stay under subsection (a) with respect to any action taken with respect to a debt or property securing such debt or with respect to any lease shall terminate with respect to the debtor on the 30th day after the filing of the later case...

2+ prior cases dismissed within 1 yr before current case:
§363(c)(4) addresses a similar situation where the debtor had 2 or more cases pending in the previous year and dismissed.

The stay doesn’t go into effect at all
· (b)Unless party in interest requests an order of stay and demonstrates that the filing is in good faith as to the creditors to be stayed.
Debtor Motion for Continuance of Stay
§ 362(c)(3): (B) on the motion of a party in interest for continuation of the automatic stay and upon notice and a hearing, the court may extend the stay in particular cases as to any or all creditors (subject to such conditions or limitations as the court may then impose) after notice and a hearing completed before the expiration of the 30-day period only if the party in interest demonstrates that the filing of the later case is in good faith as to the creditors to be stayed; and

2. (C) for purposes of subparagraph (B), a case is presumptively filed not in good faith (but such presumption may be rebutted by clear and convincing evidence to the contrary)...[lots of other stuff here]
Effect of Violating Stay
Damages/Burden of Proof
An individual injured by a willful violation of the stay shall recover actual damages, including costs and attorneys’ fees and in appropriate cases, may recover punitive damages. §362(k)(1).

· Majority: For debtor to demonstrate violation of 362(k)(1), they have the burden of establishing that creditor knew of the automatic stay and intended the actions that constitute the violation (by a preponderance of the evidence)

However, if the creditor acts in good faith belief that §362(h) [failure to reaffirm or redeem] applies then recovery limited to actual damages.

Notice Address Requirement
· 342(f) and (g): Allows creditors to file with any BK court a notice of address that must be used by all BK court in notifying the entity. 

· After filing, no notice to a creditor at a different address is effective until it is "brought to the attention" of the creditor. 

Creditor actions in violation of the stay: Void or Voidable?
Majority: Void

Minority: Voidable

In Re Soares
Holding: NO order of default and foreclosure after BK filing! (without sufficient evidence)

· State court determinations that involve judicial discretion or decision-making are subject to the restrictions of the automatic stay under 362(a)(1)
· the bankruptcy court may not retroactively lift the automatic stay without evidence of a creditor’s lack of notice, the debtor’s bad faith, or other compelling and unusual circumstances.
Effect on 3rd Parties

Codefendants

AH Robins
Proceedings against a non-bankrupt codefendant of the debtor may be stayed where the debtor and codefendant are so intertwined that relief against the codefendant effectively functions as relief against the debtor, where the relief sought would take possession of or exercise control over estate property, or where a stay is necessary to protect the integrity of the debtor’s estate and the bankruptcy process.

Guarantors of debtor’s obligations

Credit Alliance v. Williams

The automatic stay provision set forth at § 362 does not protect a guarantor against enforcement of a default judgment entered against the debtor on the guaranteed obligation, absent unusual circumstances such as where a stay is needed to protect the debtor or estate property.

General Rule: If you have a corporation, and there are guarantors of the debts of the corporation, the 362 automatic stay will not prevent action against the debts of the guarantors.

Relief from Stay 362(d)
On request of a party in interest and after notice and hearing, the court SHALL grant relief from stay for several reasons:

PROCEDURE

Burden of Proof §362(g)
Movant (creditor) has burden on equity and debtor has burden on all other issues.

NOT an adversary proceeding. It’s a “contested matter.”
Generally, when you're bringing something to BK court, you either

· Are bringing it up in adversary proceeding (FRBP 7001)

· Or, filing a contested matter (law and motion matter) (FRPB 9014)

 

All matters under 362, 363 are brought as contested matters under 9014

GROUNDS FOR RELIEF 362(d)

1. For cause/Lack of Adequate Protection 361
For cause, including lack of adequate protection [§362(d)(1)]

· §361 Adequate Protection defined

· In re Mellor (handout) – Equity Cushion

· “Bad faith”

· To pursue state law claims 

· In re Holtkamp [Text pg. 254]
A. Lack of Adequate Protection

If debtor is failing to maintain the property/preserve value, or failing to maintain insurance on it.
· Or driving the car, etc. Anything causing lost value.

How can the debtor provide the creditor adequate protection?
361

1. Periodic cash payments by the debtor

2. Replacement Lien on other collateral that isn't otherwise secured

3. Granting relief that results in the creditor getting the Indubitable equivalent of their interest in the property

a. Equity cushion concept. If creditor has equity cushion, they are adequately protected.

B. Other Causes for Relief from Stay

To pursue state law claims 

· In re Holtkamp

Bad-faith filing

· First articulated in: In re Matter of Victory Construction.

· Def created a corporate entity and transferred property to the corporation, then had the Corp file BK in order to shield the property from creditors. 

· Court held that was bad faith and granted relief from stay to the creditor. 

Equity Cushion
Lets say property is worth $1mil, and the first mortgage on the property is $500k
· The $500k value of the property, over and above the value of his lien, is called an equity cushion
But, if there's a 2nd mortgage on the property worth $750,000:

· Holder of the 2nd mortgage is underwater. Has a secured claim for $500k and an unsecured claim for $250k

· First in time, first in right. First lender has first dibs, so 2nd doesn’t have an equity cushion.

If holder of 1st and holder of 2nd both file relief from stay motions:

· 1st will be denied, he has equity cushion

· 2nd might be granted, he has no equity cushion, since he sits behind the holder of the first

· Debtor will have to offer up monthly payments or something to avoid the relief from stay being granted

2. Debtor Lacks Equity/Property not necessary
Act against property: if the debtor has NO equity in the property and property not necessary to an effective reorganization. §362(d)(2).
3. Single Asset Real Estate Cases

§362(d)(3)
Single Asset Real Estate: a single property or project that generates substantially all of the debtor's gross income (§ 101(51B)

· Shopping centers.
· Office buildings. 
· Industrial and warehouse buildings. 
· Apartment complexes.

Unless debtor has filed plan of reorg or commenced monthly payments.
4. In rem orders/fraudulent schemes. 
§363(d)(4)
if the court finds that the filing of the petition was part of a scheme to delay, hinder, and defraud creditors that involved either— 
(A) transfer of all or part ownership of, or other interest in, such real property without the consent of the secured creditor or court approval; or 
(B) multiple bankruptcy filings affecting such real property.
EXECUTORY CONTRACTS/LEASES
What could happen to executory Ks?

1. Reject - 365(g)

2. Trustee/DiP agrees to assume – 365(b)
3. Assumption and assignment by DiP or Trustee

General 365
365: Allows trustee in BK (including debtor in possession) to "assume or reject any executory K or unexpired lease of the debtor," subject to approval of the BK court.

An unperformed K is a "package deal" that must be assumed or rejected in its entirety.

· If BK trustee wants the benefits of a K, they must accept the burden of performance as well.
Executory K Definition (Countryman)

“A contract under which the obligation of both the bankrupt [debtor] and the other party to the contract are so far unperformed that the failure of either to complete performance would constitute a material breach excusing performance of the other”

Usually involves “cash on delivery”
Trustee/DiP: Decision whether to assume or reject K
In Ch7: Unlikely that the trustee would proceed with the K.

In Ch11: Debtor’s choice depends on whether the K is advantageous to them:

· Will the manufacturer have a claim in the bankruptcy?

· Is the contract automatically repudiated by the bankruptcy filing?

· Can the debtor perform the contract and the manufacturer receive the benefit of the bargain after the filing of the bankruptcy petition?

Ipso Facto clauses: Generally not effective

Clauses terminating an executory contract due to insolvency or financial condition, commencement of a bankruptcy or the appointment of a trustee under title 11 or a custodian before hand are generally not effective in bankruptcy. 11 U.S.C. §§365(b)(2) and 365(e)(1).

365(b)(2), 365(e)(1): Renders ipso facto clauses unenforceable in executory Ks or unexpired leases.

· You don’t have to cure 
Assumption

If the trustee decides to have the bankruptcy estate perform the contract (to gain the benefit of a favorable contract) then the contract must be assumed. 
Requires court approval.
Effect of Assumption:
Converts the obligations of the Seller/Buyer into obligations of the BK estate.

· If Trustee/DiP fails to perform the K, the breach will be treated as an administrative expense and (paid to other party as a priority claim in BK distribution scheme)

Other effects:

· If executory contract has been “assumed” and then breached/rejected the contract will be deemed breached at the time of post-assumption rejection. 11 U.S.C. §365(g)(2).

· If there is a conversion of the case, §365(g)(2) provides special rules to determine in which chapter the administrative expense will be asserted (e.g. and administrative expense in the case prior to or after conversion).
Requirements

365(b)(1): 3 steps for assumption:

1. Cure

2. Compensate

3. Provide adequate assurance of future performance.

· Assumption requires that the DIP/trustee comply with the following:

· Cure or proved adequate assurance that the trustee will promptly cure, such default. 11 U.S.C. §365(b)(1)(A)

· Subject to the In re Claremont Acquisition Corp, Inc., 113 F.3d 1029 (9th Cir. 1997) exception. 
· Compensate or provide adequate assurance that the trustee will promptly compensate the other party to the contract for any actual pecuniary loss resulting from such default. 11 U.S.C. §365(b)(1)(B)

· Provides adequate assurance of future performance under the contract. 11 U.S.C. §365(b)(1)(C). 
· How to show adequate assurance of future performance?

· Show financial statements, ability to cover financial obligations of K.

· Who to put on the witness stand? The DiP's accountant, or CFO of a corporation, etc.

· Usually submitted as a declaration.

Limitations

The right of a DIP or trustee to assume an executory contract is limited in certain instances. 
An executory contract may not be assumed if:

· Applicable law excuses a party, other than the debtor, to such contract or lease from accepting performance from or rendering performance to an entity other than the debtor or debtor in possession, whether or not such contract or lease prohibits or restricts the assignment of rights or delegation of duties and such party does not consent to such assumption or assignment. 11 U.S.C. §365(c)(1)(A).

· In re Catapult Entertainment, Inc. [p. 227].

· The contract is a contract to make a loan, extend other debt financing or financial accommodations to or for the benefit of the debtor or to issue a security of the debtor. 11 U.S.C. §365(c)(2).

Rejection

If the trustee decides not to perform under the contract, the contract must be rejected. 

Requires court approval.
Effect of Rejection:
Formal declaration NOT to assume the K.

· Treated as breach of the debtor’s K under 365(g) (since the debtor’s obligations wont be performed)
· Other party is released from obligation to render any further performance - 502(g)
· Non-debtor party will have a pre-petition damage claim – 502(g)
Can allow debtor to seek a more favorable K (better price, etc.) to benefit the BK estate

· Nondebtor party will have damages for breach, but if DiP can secure a favorable enough K, they can still get a net benefit to the BK estate.

Automatic Rejection 365(d)

In ch7: 
If trustee doesn’t assume/reject in 60 days, K is deemed rejected

· 36(d)(1)

In other chs (11, 13): 

Default rule: Trustee may assume/reject before confirmation of a plan, unless a party files a motion to fix a deadline date for assumption/rejection

· 365(d)(2)

Conversion:

· Debtor (corporation) can elect to file case in BK as a liquidation (Ch7) or reorganization (ch11)

· Court can convert a case from Ch11 to Ch7.

· Depending on when a K is rejected or assumed, that can change how the claim is treated.

Court Approval
Trustee/DiP must obtain courts approval to assume or reject a K - 365(a)

Standard that court should apply in deciding:

· Trustee's decision (that there is a business advantage in assuming/rejecting the K) should be accepted by court unless it is shown the decision was made in bad faith or abuse of discretion.

· Similar to BJR

Reasons for Court to refuse assumption/rejection

1.  the K is not "burdensome" on the BK estate, or 

a. Burdensome test: If the BK estate could make more money devoting its resources to a different K. 

2. the cost of rejection to the nondebtor party is disproportionate to the benefit to the BK estate.

a. Balancing Test: If the rejection would benefit the BK estate slightly while destroying nondebtor's business, court might not allow rejection.

Assignment of Executory Ks
Assignment relieves the trustee and the estate from any liability for any breach of such contract occurring after such assignment. 11 U.S.C.§365(k).

Requirements:

· Section 365(f)(2) provides that a trustee or DIP may assign an executory contract if:

1. The trustee/DIP assumes the contract under §365(b). 11 U.S.C. §365(f)(2)(A).

2. Adequate assurance of future performance by the assignee of such contract or lease is provided, whether or not there has been a default in such contract or lease. 11 U.S.C. §365(f)(2)(B).
· Problems in reconciling §§365(c) and (f).
Non-Assignable Ks

What contracts cannot be assigned?

· Service/employment contracts: The nature of the service is unique and personal.
In re Catapult
Hypothetical test vs actual test
A majority of federal courts of appeal apply an “actual test” analysis in interpreting §365(c)(1), 

· Actual Test: The assumption of an executory contract is prohibited only if the debtor-in-possession actually intends to assign it to a third party. 

This court disagrees with that interpretation, concurring instead with those circuits that apply a “hypothetical test:”

· Hypothetical Test: If applicable law forbids nonconsensual assignment to a hypothetical third party, then the contract may not be assumed or assigned by the DiP/trustee, even if the DiP has no intention of assigning the K to any 3rd party.

Unexpired Leases
General

Same considerations as in Executory Ks - Debtor can:

1. Assume an unexpired lease

2. Reject an unexpired lease

3. Assume and assign an unexpired lease.

Important to identify WHO is the debtor:

· Is it the LL/lessor, or is it the tenant/lessee?

Rejection by DiP as Lessor (landlord)
365(h): cases with bankrupt landlords (LLs)
· IE: LL can refuse to perform collateral obligations (ie heat, utilities, property maintenance) but cannot deprive lessee of the leasehold.
Options given to non-debtor tenant:

1. §365(h)(1)(A)(i) - Treat lease as terminated. Lessee can assert damage claim under §§365(g) and 502(g); or
2. §365(h)(1)(A)(ii) – If lease has commenced then debtor can retain rights (possession) under the lease including any renewal or extension
a. Offset against rent, post-rejection damages for lessor’s non-performance for term and any extension to the exclusion of other remedies

Purchasers of timeshares or under land sale contracts afforded similar protection. §§365(h)(2) and 365(i).

Rejection by DiP as Lessee (tenant)
If the lease has not been assumed, rejection = breach as of the time of the order for relief. 11 U.S.C. §§365(g) and 502(g).

· Damage claim limited by 11 U.S.C. §502(b)(6) cap on landlord damages.
· Under 502(b)(6): LL can get no more than 1 yr of future rent, or rent for 15% of the remaining term, whatever is more. 15% of remaining 9 years is 1.35 yrs, so LL is entitled to 1.35 yrs of rent

Liability Pending Assumption/Rejection
· Ipso facto clauses not enforceable in bankruptcy. 11 U.S.C. §365(e).

· Debtor/Tenant now required to timely perform its obligations under the lease. 11 U.S.C. §365(d)(3)

· Exception, for cause shown the court may delay performance for up to 60 days from the Order for Relief, however the performance must occur on the 60th day. 

· This provision does not apply to personal property leases. Rather, 365(d)(5) requires the debtor-lessee under a personal property lease  to make timely rental payments required under the lease which come due 60 or more days after the order for relief unless based on the equities of that the amount or timing should be altered.

· Also §363(e) makes adequate protection for personal property lessors exclusive to other remedies such as relief from stay.

Timing for Assumption/Rejection

· Chapter 7

· §365(d)(1) – Residential real property leases are deemed rejected unless the trustee assumes or rejects such lease within 60 days from the order for relief, or such additional time as the court may fix for cause shown

· §365(d)(4) – Non-Residential real property leases are deemed rejected unless the trustee assumes or rejects such lease within 120 days from the order for relief.

· The court may extend that period, on a motion made prior to the expiration of the first 120 day period, for up to 90 days. No further extensions unless landlord consents.

· Chapters, 11, 12 and 13.

· §365(d)(2) – Residential real property leases may be assumed or rejected up to the time of plan confirmation

· §365(d)(4) – Non-residential same as chapter 7 except that it is the earlier of 120 days or date of entry of a plan confirmation order.

Assumption, then Breach
What happens if the debtor assume unexpired lease under 365(b), then the debtor breaches the lease/defaults? How is the LL's claim treated in BK?

· 503(b)(7) codifies Klein Sleep: Only 2 years treated as administrative claim, everything after that is treated as pre-BK subject to limitations of 502(b)(6)

AVOIDANCE POWER ACTIONS

Provisions that Apply to All:

· General avoidance provisions applies to all:

· SoL: 546

· Who might be Def: 550

· Presence of liens avoided by trustee: 551

What can be recovered? 
Trustee can either:

1. Recover the property that was transferred, or

2. Recover the value of that property (ie monetary damages)

Statute of Limitations

Avoidance power actions may not be commenced after the earlier of:

1. The later of:

a. 2 yrs after entry of the order for relief, or

b. 1 yr after appointment of trustee, if appointment occurs before 2 yrs after entry of order for relief; or

2. The case is dismissed.

Who can Trustee recover the property from? 550

The recovery may be from:

1. The initial transferee. 11 U.S.C. §550(a)(1)

2. Any immediate or mediate transferee of the initial transferee. §550(a)(2).

· Recovery from a immediate or mediate transferee is limited if the immediate or mediate transferee took for value in good faith and without knowledge of the avoidability of the transfer. §550(b).

· The Trustee/DIP is entitled to a single satisfaction under 550(a). §550(d).

· There is a good faith exception granting a lien where the transferee has made improvements to property (personal or real) which is the subject of the avoidance action. 11 U.S.C. §550(e).
Preservation of Avoided Lien 551

· A lien avoided under the various avoidance power sections (§§544, 545, 547, 548, 549, 550 etc.) may be preserved for the benefit of the estate.

· Example: Suppose debtor owns blackacre worth $150,000 and has two liens against the property: A for $100,000 and B, which is junior, for $100,000. Assume further that A’s lien, which is senior, is avoidable as a preference.  The trustee can avoid the lien. The question is what happens to B’s lien.

· §551 Preserves avoided liens and transfers preserved for the benefit of the estate

2 major avoidance power actions: Preferences and Fraudulent Transfers
Exam tip: Any time when you have an avoidance powers issue, create a chronological timeline.

PREFERENCES 
General 547
INTRODUCTION

· Policy: In bankruptcy generally the value of assets in the estate are less than sufficient to pay creditors in full.

· Attempt to treat creditors similarly situated in a similar manner: in most instances that means a pro rata distribution to unsecured creditors.

· A preference, where creditor receives a payment or transfer in close proximity to bankruptcy, DISRUPTS this distributive scheme (either as a result of diligent collection activity by creditor, or because the debtor chooses to voluntarily prefer one creditor over the others, such as a claim for which the debtor’s insider executed a guaranty)
· Section 547 is designed to undo pre-bankruptcy transfers which would otherwise have the effect of frustrating the distribution scheme.

Trustee may AVOID PREFERENCES!

· Recover the transfer for the benefit of the BK estate

2 purposes

1. To disincentivize creditors from pursuing state rights and rushing to courthouse

2. To prevent disrupting the distribution scheme

Elements of Preference 547(b)
Trustee may avoid any transfer of an interest of the debtor in property which, in addition, meets the following 5 elements:
1. The transfer is to or for the benefit of a creditor. §547(b)(1).
2. The transfer was for or on account of an antecedent debt (pre-existing) owed by the debtor before the transfer was made.§547(b)(2).
3. Transfer made while the debtor was insolvent. §547(b)(3).

i. Presumption of insolvency (90 days prior to BK, for non-insiders). §547(f).
547(f) Insolvency Presumption: If a non-insider preference, it is presumed that the debtor was insolvent during that period.

· Can be rebutted.

4. Transfer is made on or within 90 days of the petition date

i. Or, if the transfer is made to “insiders” within one year of the petition date. 11 U.S.C. §547(b)(4).
5. Transfer enables the creditor to receive more than they would receive if: 
i. (a) if the debtor were liquidated under chapter 7; 
ii. (b) the transfer had not been made; and 
iii. (c) the creditor received its pro rata share under the provisions of title 11. §547(b)(5).

Element 5: Look for situations where a loan is secured by property worth MORE than the value of the loan.
· If so, NOT a preference: the creditor would NOT have received more than they would have received in a straight liquidation.

Recovering Property/Liability of Transferee

If the trustee avoids a preferential transfer under 547(b), the property transferred to the creditor can be recovered for the BK estate.

· 550(a)

What can be recovered?

Trustee can either:

1. Recover the property that was transferred, or

2. Recover the value of that property (ie monetary damages)

Who can Trustee recover the property from? 550
The recovery may be from:

1. The initial transferee. 11 U.S.C. §550(a)(1)

2. Any immediate or mediate transferee of the initial transferee. §550(a)(2).

· Recovery from a immediate or mediate transferee is limited if the immediate or mediate transferee took for value in good faith and without knowledge of the avoidability of the transfer. §550(b).

· The Trustee/DIP is entitled to a single satisfaction under 550(a). §550(d).

· There is a good faith exception granting a lien where the transferee has made improvements to property (personal or real) which is the subject of the avoidance action. 11 U.S.C. §550(e).

Preservation of Avoided Lien 551
· A lien avoided under the various avoidance power sections (§§544, 545, 547, 548, 549, 550 etc.) may be preserved for the benefit of the estate.

· Example: Suppose debtor owns blackacre worth $150,000 and has two liens against the property: A for $100,000 and B, which is junior, for $100,000. Assume further that A’s lien, which is senior, is avoidable as a preference.  The trustee can avoid the lien. The question is what happens to B’s lien.

· §551 Preserves avoided liens and transfers preserved for the benefit of the estate

Statute of Limitations 546(a)
Avoidance power actions may not be commenced after the earlier of:
3. The later of:

a. 2 yrs after entry of the order for relief, or

b. 1 yr after appointment of trustee, if appointment occurs before 2 yrs after entry of order for relief; or

4. The case is dismissed.

Earmarking: Loans to Pay Debts
Guiding principle: "The fundamental inquiry is whether the transfer diminished or depleted the debtor's estate."

Earmarking Doctrine: When loan is obtained for specific purpose of paying debts to creditors, courts hold that there is no preference

· Even if debtor was given the power to divert the funds, it did not have the right to do so. Thus, D never had control of the funds

· Serves to prefer the old creditors

Affirmative Defenses/Exceptions to Preference
Situations where the trustee may NOT avoid a preference

Important for final:

· Defenses are cumulative: Even if the transaction fails one defense, it might satisfy another. Look at all the defenses and see which one might apply to the transaction.

· If any defenses look close, be sure to analyze it.
· Creditor must raise the affirmative defense to claim the exception.
1. 547(c)Cash-on-Delivery Exception 547(c)(1)

547(b)(2): For Voidable preference, transfer must be for or on account of an antecedent (pre-existing) debt

· SO: If the debtor receives NEW value, that is not a preference.

(“Contemporaneous Exchange for new value”) – 547(c)(1)
The trustee may not avoid under this section a transfer—

1. to the extent that such transfer was—

A. intended by the debtor and the creditor to or for whose benefit such transfer was made to be a contemporaneous exchange for new value given to the debtor; and

B. in fact a substantially contemporaneous exchange;

2. Small Claim Exceptions
· In a consumer case (where the debtor’s debts are primarily consumer debts) where the aggregate value of all property which is the subject of the avoidable preference is $600 or less. §547(c)(8)
· In a non-consumer case where the aggregate value of all property transferred that constitutes the preference is less than $5,000.00. New §547(c)(9).

· New venue provision may also affect preferences under $10,000. See. 28 U.S.C. §1409(b).

3. Enabling (PMSI) Loan Exception 547(c)(3)
Ex: Car loans.

· The loan allows the debtor to acquire the collateral

547(c) The trustee may not avoid under this section a transfer—

(3) that creates a security interest in property acquired by the debtor—

A. to the extent such security interest secures new value that was—

i. given at or after the signing of a security agreement that contains a description of such property as collateral;

ii. given by or on behalf of the secured party under such agreement;

iii. given to enable the debtor to acquire such property; and

iv. in fact used by the debtor to acquire such property; and

B. that is perfected on or before 30 days after the debtor receives possession of such property;

4. Ordinary Course of Business 547(c)(2)

Policy: To protect regular business transactions.
If the transfer is in the ordinary course of business of the debtor, it can be excepted from avoidance.

Elements:

Payment of a debt incurred in the ordinary course of business of the debtor and the creditor (subjective test) and either of the following:
· The transfer was made in the ordinary course of business of the debtor and the transferee; or
· The transfer was made according to ordinary business terms.
“Ordinary Business Terms” refers to the range of terms that encompasses the practices in which firms similar in some general way to the creditor in question engage, and that only dealings so idiosyncratic as to fall outside that broad range should be deemed extraordinary and therefore outside the scope of 547(c)(2) (C).


5. New Value or Subsequent Advance 547(c)(4)
Policy: If the estate has not been depleted, creditors have not been harmed. Thus no reason to allow avoidance.
Elements
A transfer is excepted from avoidance if:

· after the transfer, the creditor gave new value to or for the benefit of the debtor and,

·  new value is subject to the following two limitations:
· It is not secured by an otherwise unavoidable security interest, and

· On account of which new value the debtor did not make an otherwise unavoidable transfer to or for the benefit of the creditor

Designed for running accounts between debtor and its suppliers. 

6. Inventory/Floating Liens 547(c)(5)
Floating Lien: a loan secured by a general set of assets, in which the individual assets are not specifically identified, as collateral.

· IE: Inventory which changes month-to-month

§547(c)(5) is intended to protect “floating liens” from avoidance at least to the extent there was no “improvement of position” within the 90 days preceding bankruptcy.

· §547(c)(5) protects from avoidance a transfer which creates a perfected security interest in inventory, accounts and proceeds EXCEPT to the extent that the aggregate of all transfers to the creditor caused a reduction as of the petition date any amount by which the debt secured by such security interest exceeded the value of all security interests for such debt on the later of: (A) 90 days before the petition date (1 year in the case of an insider); or (B) the date on which the new value was first given under the security agreement.

Example:
· Bank has a security interest in substantially all of the debtor’s assets, including inventory and accounts. 

· 90 days prior to bankruptcy: Debt=$100,000; Accounts =$60,000

· Bank under-secured by $40,000 ($100,000 (debt) - $60,000 (A/R))

· On petition date: Debt =$90,000; Accounts = $70,000

· Bank now under-secured by $20,000 ($90,000 (debt) - $70,000 (A/R)

· Assume the trustee files a preference action against bank. To what extent does 547(c)(5) protect the Bank from a preference claim.

· The transfer is not avoided except to the extent of the improvement of position $20,000 namely, $40,000 (deficiency 90 days out) less the $20,000 (deficiency at the petition date).

· Problem with inventory – valuation changes may account for improvement of position. Example: Inventory of crude oil.

Letters of Credit
· Division 5 of the Uniform Commercial Code deals with letters of credit.  A letter of credit (or “L/C”) typically consists of three obligations:

· (1)The contract between the debtor and its vendor

· (2)The letter of credit issued by the Bank or other issuer pursuant to which the vendor is typically entitled to draw on the credit for payment of contract (1) above; and 

· (3) The reimbursement obligation pursuant to which the debtor pays the bank or issuer for the L/C.

· In the commercial world L/C’s are sacrosanct and courts, absent extraordinary circumstances which requires a showing of actual fraud, will not enjoin the draw on an L/C (payment to the beneficiary who is typically the creditor).

[image: image2.png]LETTERS OF CREDIT

Reimbursement Agreement

DEBTOR BANK
ISSUER OF LETTER OF

CREDIT

BENEFICIARY OF LETTER OF CREDIT




Setoff, Freeze, & Recoupment 553
· Setoff is essentially a type of secured claim where the debtor has a claim against a creditor.  

· Right of setoff derives from the precept that a person should not be compelled to pay one moment what that person will be entitled to recover back the next. 

· In other words, in the case of mutual debts, it is only the balance which is the real and just sum owing by or to the debtor.

§506(a): treats non-bankruptcy setoff rights as giving rise to:

1. a secured claim to the extent of the amount owed to the debtor is available for setoff, and 
2.  an unsecured claim to the extent that the creditor’s claim exceeds the amount of the debt owing to the debtor.

Setoff vs. Freeze

· Setoff vs. Administrative Freeze

· Citizens Bank of Md. v. Strumpf [p.399]

· Whether a bank may place a hold (freeze) on a deposit account without violating §362(a)(7)?
Citizens Bank v. Strumpf

· Question: Does Bank's refusal to pay out of the checking account constitute an exercise of the setoff right, and thus violate the automatic stay under 362?

SCOTUS: Bank's action was NOT a setoff under 362(a)(7)

· Bank only refused to pay its debt while seeking relief from the automatic stay under 362(d). 

· Didn’t seek to permanently reduce Stumpf's account balance by the amount of the defaulted loan.

Setoff only occurs when 3 steps are taken:

1. Decision to effectuate a setoff

2. Some action accomplishing the setoff

3. A recording of the setoff.

Limitations to Setoff
· Setoff under applicable bankruptcy is limited by the following:


· Mutuality of debt and parties/capacity

· Ban on setting off pre-petition claim creditor against a post-petition debt which the creditor owes the debtor (subject to the recoupment exception)

· §553(a) limits on acquiring setoff rights during the preference period; and

· §553(b) improvement of position test.

Recoupment
Recoupment vs Setoff

· Recoupment occurs in the same transaction

· In re B&L Oil Co.

· Ashland was entitled to purchase oil from B&L under an oil division order.  Ashland made overpayments of about $90,000 for oil delivered by B&L to Ashland pursuant to the oil division order.  Shortly after the overpayments were made B&L filed bankruptcy.  After filing chapter 11 B&L, as DIP, continued delivery of oil to Ashland under the oil division order.  In order to recover the pre-bankruptcy overpayments Ashland withheld about $81,000 from payments owed to B&L with respect to post-bankruptcy deliveries of Oil. 

· Whether a creditor can recoup overpayments made before bankruptcy by withholding money owed for purchases that a creditor made from the debtor after bankruptcy? 

FRAUDULENT TRANSFERS
Timing Issue: Federal BK law vs. State law
2 sources of fraudulent transfer law: 

1. §548: Allows a trustee or debtor in possession to avoid fraudulent transfers made within two years of the petition date.
2. §544(b) and applicable state law version of the Uniform Fraudulent Transfer Act (“UFTA”), which in California is Cal. Civ. Code §§3439 et. seq.  
· Under California Law the statute of limitations is 4 years. Cal. Civ. Code §3439.09.
· Use of 544(b) requires that there be a creditor holding a claim allowable in bankruptcy who could assert the state UFTA claim. 
· Requires existence of an actual creditor.

Major distinction: Longer lookback period under 544(b) and the applicable state fraudulent transfer law.

 

544(b) - Allows Trustee to step into the shoes of the creditor, and take advantage of a longer reach-back period allowed under state law/UFTA (IE BK statute of limitations is 2 yrs, CA SoL is 4yrs)

Policy Rationale: 

· Preserve the BK estate for existing creditors by preventing transfers from the estate that don't receive equivalent value.

· Also discourage fraud/bad guy stuff

Actual Fraudulent Transfers
Federal BK law

548(a)(1)(A)
trustee may avoid a transfer made within 2 years if the debtor voluntarily or involuntarily “made such transfer or incurred such obligation with actual intent to hinder, delay, or defraud any entity to which the debtor was or became, on or after the date that such transfer was made or such obligation was incurred, indebted.
State law

Cal. Civ. Code §3439.04  “A transfer made or obligation incurred by a debtor is fraudulent as to a creditor, whether the creditor’s claim arose before or after the transfer was made or the obligation was incurred, if the debtor made the transfer or incurred the obligation as follows:

· (a) With actual intent to hider, delay or defraud any creditor of the debtor. . .” 

What is “Actual Intent to Hinder, Delay, or Defraud”?
Courts look to several factors: "Badges of Fraudulent Intent" 
1. Insider relationships between the parties
1. Individuals: Family members

2. Corporations: Dirs/officers
2. Debtor’s retention of possession, benefit, or use of the property

3. Lack or inadequacy of consideration for the transfer 

4. The financial condition of the party sought to be charged, both before and after the transaction at issue, 

5. The existence or cumulative effect of the pattern, series of transactions, or course of conduct after the incurring of debt, financial difficulties, or pendency/threat of suits by creditors

6. General chronology of events and transactions under inquiry, and

7. An attempt by the debtor to keep the transfer a secret

Constructive Fraudulent Transfers
Constructive Fraud: Proof of certain facts can establish that a transfer is fraudulent, even without evidence of fraudulent intent of the debtor.

Elements

2 part test: 
(1) transfer for less than reasonably equivalent value, and 
(2) one of the 4 other factors:
548(a)(1)(B)(i) Trustee can avoid transfer made within 2 yrs before BK filing, if the debtor received less than a reasonably equivalent value in exchange for such transfer or obligation; and
I. was insolvent on the date that such transfer was made or such obligation was incurred, or became insolvent as a result of such transfer or obligation;
· Balance sheet test: If the sum of the assets are less than the sum of the liabilities, the Debtor is insolvent.

· Equitable insolvency: the Debtor will not be able to pay its debts as they come due.
II. was engaged in business or a transaction, or was about to engage in business or a transaction, for which any property remaining with the debtor was an unreasonably small capital;

III. intended to incur, or believed that the debtor would incur, debts that would be beyond the debtor's ability to pay as such debts matured; or

I. made such transfer to or for the benefit of an insider, or incurred such obligation to or for the benefit of an insider, under an employment contract and not in the ordinary course of business.

Foreclosure Sales
Foreclosure sale
 

Seller usually gets less money. Does that mean they don’t receive equivalent value?

 

(BFP v. Resolution Trust)

Takeaway: Absent evidence of fraud, a regularly conducted foreclosure sale of real property is presumed to be for reasonably equivalent value.

Charitable Donation
Usually the donee doesn’t get reasonably equivalent value for the exchange. Decreases the BK estate for the unsecured creditors. 

 

But: They are protected by BK code.

 

548(a)(2): Allows ppl to make contributions to qualified religious or charitable entities without fear of avoidance as constructive fraud under 548, as long as:

1. The contribution doesn’t exceed 15% of debtor's gross annual income for the year in which the transfer is made, or

2. Even if it does exceed that amount, the contribution is consistent with past charitable donations of debtor. 

Ponzi Schemes
· Concept:  An investment opportunity which promises large and quick returns on “investment.”  Often there is no real business but merely the promise of an investment. The inducement causes the initial investors to invest in the scheme.  As more investors are located the first investors are paid off with the new investors money plus they receive the promised return.  Eventually the scheme collapses and the perpetrator is unable to obtain sufficient new investors to keep the pyramid going.  The entity then files a bankruptcy.

· Example:  Debtor, offers investors a 50% return on their money in 90 days.  Lucky invests $100 on January 1 and receives $150 back on April 1. A second investor, Greedy, invests $50 on May 1 and receives $75 back on August 1.  Greedy invests $100 more on September 1. A third investor, Sucker, invests $300 on October 1.  On October 15, the scheme collapses and Debtor files for bankruptcy without having paid anything to Greedy for her $100 investment or Sucker for his $300. Numerous other investors are in a similar predicament and Debtor has no other assets other than what can be recovered as an avoidable transfer.  What avoidance power actions does the trustee have against Lucky or Greedy and what defenses might they have?

Asset Protection Trusts
· 11 U.S.C. §548(e) was enacted to deal with self settled asset protection trusts. 

· Provides a 10 year reach back for transfers made to a self settled trust in which the debtor was a beneficiary which was made with actual intent to hinder, delay or defraud any entity to which the debtor was or became, on or after the date that such transfer was made, indebted.

· Special inclusion of transfers made in anticipation  of any money judgment, etc. in connection with any violation of securities laws, or fraud or deceit or manipulation in a fiduciary capacity or in connection with the purchase or sale of any security registered under the Securities and Exchange Act of 1934. 

STRONG-ARM CLAUSE
General 544(a)(1)
Policy: To avoid “secret liens” on real and personal property (where the lien is not recorded)
Section 544(a) allows the trustee or DIP to void unperfected Article 9 security interests and unrecorded mortgages on real property by conferring on the trustee or debtor in possession the status of (1) a judicial lien or judgment creditor (544(a)(1); or (2) a bona fide purchaser of real property (544(b)(3)). 

The effect is that the trustee can avoid any security interest, lien, encumbrance, or interest that a judicial lien creditor or a bona fide purchaser would take free of the security interest under state law. 

Ask yourself: What kind of property is it?
 

Personal property: Look to a1 and a2 (judicial lien creditor)
 

Real property: Look to a3 (bona fide purchaser)
State and Federal Bankruptcy law work hand in hand to avoid the interest. 
· State law determines the trustee’s (or DIP’s) rights, primarily the priority of the trustee’s claim, as a judicial lien creditor or BFP. 
· Federal Bankruptcy law determines the consequence of those rights/priority; namely, that the inferior lien or transfer is avoided. 11 U.S.C. §544(a). Even if state law merely subordinates the unperfected lien or security interest, 544(a) makes it avoidable in its entirety.

Judicial Lien Creditor Status - 544(a)(1)

Empowers trustee to take on the status of a hypothetical judicial lien creditor, and void any lien on property that is voidable by such creditor under state law.

 

UCC Article 9: Allows creditors to take security interests in all the personal property that a debtor owns or will acquire in the future.

 

Strong Arm Clause is the weapon against Article 9 Security interests;

· 544(a)(1): Allows for invalidation of unperfected security interests in personal property.

· If the security interest is invalidated, the secured creditor becomes an unsecured creditor.

Perfection under UCC Article 9:

· Usually done by filing financing statement.

Bona Fide Purchaser Status - 544(a)(3)
Gives trustee the power of a bona fide purchaser of real estate.

Most states: An unrecorded mortgage on real property takes priority over subsequent judicial lien. 

· But: An unrecorded mortgage is usually not enforceable against a subsequent bona fide purchaser of the real property.

 

So: If the state law makes unrecorded mortgages subject to the rights of a bona fide purchaser of the property, the mortgage can be voided in BK.

Exceptions to Strong-Arm
§§ 362(b)(3) and 546(b) limits avoidance if applicable non-bankruptcy law provides for retroactive effect of perfection within the period provided by §547(e)(2); such as for purchase money security interests. 

Retroactive perfection period - 547(e)(2): 30 days. 

§546(a) statute of limitations, which is applicable to all avoidance power actions.

2 year statute of limitations.

Statutory Liens 545
Statutory lien defined as a “lien arising solely by force of a statute on specified circumstances or conditions but . . . does not include security interest or judicial lien” 11 U.S.C.§101(53).

Trustee or DIP may avoid the fixing of a statutory lien on property of the debtor to the extent that such lien 

· First becomes effective against the debtor-

· (A) when a title 11 case is commenced

· (B) when an insolvency proceeding other than under title 11 concerning the debtor is commenced

· (C) when a custodian is appointed or authorized to take possession

· (D) when debtor becomes insolvent

· (E) when debtor’s financial condition fails to meet a specified standard

· (F) at a time of an execution against Debtor’s property by a creditor.

· Is not perfected or enforceable against a BFP on the petition date

· Is for rent; or

· Is a lien of distress for rent. 11 U.S.C. §545

Policy: to avoid reordering of bankruptcy distribution scheme.

EQUITABLE SUBORDINATION
Gives court the power to subordinate one group of creditors to another, usually b/c of inequitable conduct by the creditors who are being subordinated. 

· 510(c): After notice and a hearing the court may –

· (1) under principles of equitable subordination, subordinate for purposes of distribution all or part of an allowed claim to all or part of another allowed claim or all or part of an allowed interest to all or a part of another allowed interest; or

· (2) order that any lien securing such a subordinated claim be transferred to the estate.

Elements
In re Mobile Steel factors for equitable subordination:

Equitable subordination is appropriate if the creditor:

1. Has engaged in "inequitable conduct"
a. "Inequitable conduct" includes:

1. Fraud, illegality, breach of fiduc duties

2. Undercapitalization, and

3. Claimant's use of debtor Corp as mere instrumentality/alter ego.

2. The misconduct has resulted in injury to the creditors, or conferred an unfair advantage on the claimant, and

3. The subordination is not inconsistent with provisions of the BK Act.

Court: In absence of actual harm, equitable subordination is inappropriate. 

· Matter of SI restructuring

Insider Transactions
Anytime there is an insider involved, the court will scrutinize the transactions closely.

CONSUMER DEBTORS: Ch7 & 13
Disclosures
· Prior to October 17, 2005 the following disclosures were required under 11 U.S.C. §521:
·  Schedule of Assets and Liabilities;

·  Schedule of current income and expenses;

·  Statement of financial affairs;

· Schedule of exempt property; and

·  Statement of intention as to consumer debt secured by property of the estate.

· 2005 Act changes Expanding disclosure:
·  Statement of current income calculated in accordance with §101(10A) along with the means test calculation

·  Copies of paychecks or payment advices and a a statement of any reasonably anticipated increase in income or expenses over the 12 month period following bankruptcy. 11 U.S.C. §521(a)(1)(B).

·  The most recent federal tax return (or a transcript of such return) must be provided to the trustee and any creditor who requests a copy.  11 U.S.C. §521(e)(2)(A).

The Means Test

Court Power to dismiss/convert Ch7 cases

BK court may, on its own motion, or motion by US Trustee, panel Trustee, or party in interest (ie Creditor), dismiss the case, or (with consent of debtor) convert to Ch 11 or 13, a case filed by an individual debtor whose debts are primarily consumer debts if granting relief would be "an abuse of the provisions of this chapter."

 

Consumer Debts: Those incurred by an individual primarily for personal, family, or household purpose

· 101(8)

Means Test
Means Test: A formula to identify debtors who have the means to pay a significant percentage of their debts, and deny them access to Ch7

· 707(b)(2)(A)(i)

If you fail the Means test, abuse is presumed.

· Case is dismissed, or debtor can go to Ch13

Steps for Means Test – 704, 707(b)(2)
1. Determine: Are the debts primarily consumer debts?

First question: Are the debts primarily consumer debts?
· Yes? Continue.

· No? No ch7. 
Definition: The term "consumer debt" means debt incurred by an individual primarily for a personal, family, or household purpose.

If the debts are NOT primarily consumer debts, the Means Test doesn’t apply. You're done. No ch7.
· Ex: Debtor has plumbing business, operated as an individual. His debts are primarily debts to operate the plumbing business. Are his debts primarily consumer debts?

· NO! Not household debts. Business debts. 

2. Calculate Current Monthly Income
101(10A)
Take the income over the last 6 months preceding BK, divide by 6.

· Can include any source of income. Salary, dividends, stock sale, etc.

3. Calculate Annual Family Income, compare to State Median
707(b)(6):

· If debtor's current monthly income multiplied by 12 is less than the median annual family income where the debtor lives (in the right state, for right # of household), no means test.

If annual family income is less than state median, Ch7 is probably allowed. 

But consider 707(b)(3):
(3) the court shall consider—

(A) whether the debtor filed the petition in bad faith; or

(B) the totality of the circumstances (including whether the debtor seeks to reject a personal services contract and the financial need for such rejection as sought by the debtor) of the debtor's financial situation demonstrates abuse.

If annual family income is GREATER than state median, continue with means test.
4. Calculate Monthly Disposable Income
(Debtor's "Current Monthly income") minus (deductions in clauses ii, iii, and iv) = debtor's "monthly disposable income"

Under $136.25: No presumption of abuse

· But Consider 707(b)(3)

Over $227.50/mo: Presumption of abuse

Between $136.25 - $227.50

· If greater than 25% of the debtor’s nonpriority unsecured claims: Presumption of abuse
· If less than: No presumption of abuse

· But consider 707(b)(3)

Median Income Safe Harbor
· §707(b)(7) Where Debtor’s CMI (current monthly income) multiplied by 12 is below the state median then such debtors cannot be denied access to chapter 7 based upon the means test. Under this subsection neither the court, OUST, trustee or party in interest may bring a motion under §707(b)(2). 
· §707(b)(6) Only the court or the OUST may file a dismissal motion under §707(b) (other than for the means test) if the debtor’s family income is equal to or falls below the state median.  If above the median then the court, OUST, trustee or party in interest may bring a motion.

707(b)(7): Safe Harbor
If Debtor's CMI x12 is less than the median annual family income, that is safe harbor. 

· NO ONE can bring a motion to dismiss the debtor's case for failure to meet the Means Test under 707(b)(2)

 

 

But: if debtor's CMI x12 is greater than median annual family income, and debtor doesn’t fail the Means Test (maybe enough allowable deductions: Income minus expenses), a party can still bring a motion under 707(b)(3) to have the case dismissed for bad faith/totality of circumstances.

 

But: under 707(b)(6), if debtor's CMI x12 is less than median annual family income, only Court or US Trustee can bring action to dismiss.

Separate Power to Dismiss 707(b)(3)
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·  

· If you fail Means Test, substantial abuse is presumed - 707(b)(2)

·  

· A separate power to dismiss is found in 707(b)(3)

· Ie dismissal for bad faith or totality of circumstances

·  

1. In considering under paragraph (1) whether the granting of relief would be an abuse of the provisions of this chapter in a case in which the presumption in paragraph (2)(A)(i) does not arise or is rebutted, the court shall consider—

a. whether the debtor filed the petition in bad faith; or

b. the totality of the circumstances (including whether the debtor seeks to reject a personal services contract and the financial need for such rejection as sought by the debtor) of the debtor's financial situation demonstrates abuse.

·  

· Court CANNOT consider charitable contributions

·  

· [image: image4.png]POWER TO DISMISS §707

707 (a) Dismissal For Cause By the Court Due to Debtor’s Failure, including:

¢ (1) Debtor’s unreasonable delay that is prejudicial to creditors

* (2) Non- Payment of required fees or charges

* (3) Debtor’s failure to file information required by §521(a)(1) (only on UST Motion).




·  

· [image: image5.png]707(b)(1) Court upon motion of UST, Trustee or interested party may dismiss a debtor’s
case (or with debtor’s consent convert the case) for “abuse” if the debtor’s debts are
primarily consumer debts.

707(b)(2) Means Test — failure gives rise to a presumption of abuse (see Chart for
application of test). Limited basis for rebuttal : serious medical condition or call to active
service. (§707(b)(2)(B) &(D))
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·  

· [image: image6.png]707(b)(3) in determining abuse where the presumption does not arise under means test
* Court can dismiss for bad faith; or

 Totality of circumstances of the debtor’s financial situation demonstrate abuse




·  

·  

Duties
Duties of Debtor’s Atty

· §707(b)(4)(A) The court may order that the attorney for the debtor reimburse the trustee for all reasonable costs in prosecuting a motion filed under section 707(b) if the trustee files a motion for dismissal and the court grants the motion and finds that the attorney violated rule 9011 of the FRBP.  

· §707(b)(4)( C) &(D) Signature of an attorney on the petition shall constitute a certification that the attorney has no knowledge after inquiry that the information in the schedules filed with such petition is incorrect.

§101 (12)(A).  Lawyers are debt relief agencies and failure to comply with disclosure requirements for debt relief agencies (§§ 526 – 528) can result in the imposition of sanctions including the return of fees to the assisted person (defined §101(3). See, Milavetz, Gallop & Milavitz v. U.S.
Duties of Ch7 Debtors

· §521(a)(1) Debtor shall file

· List of creditors

· Schedule of assets and liabilities

· Schedule of current income and current expenditures

· Statement of financial affairs

· Copies of all payment advices or other evidence of payment from an employer received within 60 days before the filing of the petition

· Statement of amount of monthly net income, itemized to show how the amount is calculated. 

· A statement disclosing any reasonably anticipated increase in income or expenditures over the period of 12 months following the petition date

· §521(a)(2)

· In individual bankruptcy cases, as to debts which are secured by POE a statement of intention must be filed as to surrender, redemption or reaffirm

· Within 30 days from 341(a) perform the intention 

· §521(b) proof of compliance with §109(h) (file certificate of compliance)

· See also FRBP Rule 1007 for more detail and deadlines

· Most notably individuals are required to file form  22A means test calculation and compliance.

Mandatory Credit counseling
 

ALL debtors need:

1. Mandatory credit counseling

2. Mandatory personal financial management course

 

 

109(h) applies in Ch7, 13, 11

 

109(h)(1): Credit counseling requirement to be a BK debtor.

· Debtor needs to file a certificate of the credit counseling agency, plus a repayment plan if developed - 521(b)

 

 

727: one of the things that can prevent Debtor from getting discharge is failure to get the required personal financial management course

· 111

· 1328(g)

Reaffirmation, Redemption, Surrender
· Reaffirmation – 11 U.S.C. §524(c) and (k)[disclosures].

· After the discharge is entered there is nothing to prevent a debtor from voluntarily repaying any debt. 11 U.S.C. §524(f) 
· In contrast Reaffirmation operates to make an otherwise dischargeable debt non-dischargeable. 

· Normally against debtor’s self interest.
· §524(c) provides a mechanism for reaffirming debts. The requirements include:

· An Affirmation Agreement (“AA”) entered into prior to the entry of a discharge;

· The AA must clearly provide that the AA may be rescinded at any time before the later of the following to occur: (1) any time prior to the discharge; or (2) within 60 days after the AA is filed with the court.  Note new §524(k) contains mandatory disclosures.

· The AA must provide that reaffirmation is not required by BK law.

· The AA must be filed with the Court and accompanied by a declaration or affidavit of an attorney (representing debtor) that the AA represents a fully informed and voluntary agreement and does not present an undue hardship and that the attorney has fully informed the debtor about the consequences of the AA and default. If the debtor has not rescinded no court hearing is required

· If the Debtor is not represented then court hearing is required and court must make a finding that the AA does not impose an undue hardship and in best interests of the debtor.

Redemption
· Redemption 

Section 722 allows a debtor to redeem property used primarily for household, personal or family purposes (“Consumer Goods”) from a secured claim by paying the holder of the secured claim the amount of the allowed secured claim (which is the lesser of the value of the collateral or the amount of the claim [see §506(a)]

· 506(a)(2) was added pursuant to the 2005 Act. If the debtor is an individual in a case under chapters 7 or 13 the value with respect to property securing an allowed claim shall be determined based on the REPLACEMENT value of such property as of the date of the filing of the petition without deduction for costs of sale or marketing.

· With respect to Consumer Goods, REPLACEMENT value means the price a retail merchant would charge for property of the kind considering the age and condition of the property at the time value is determined.

Secured Claims in Ch7 
· Debtor’s Alternatives

· Surrender – abandon §554 or relief from stay §362

· Reaffirmation §524 ( c)

· Agreement to reaffirm made before discharge granted under §727

· Debtor received required disclosures about reaffirmed debt

· Agreement filed with court and, if applicable, accompanied by an attorney declaration or affidavit that the attorney represented the debtor during the negotiation of the agreement, that the agreement was voluntary, that it does not impose an undue hardship on the debtor and debtor was fully advised of the consequences.

· The debtor has not rescinded the agreement. 

· Where there is no debtor’s attorney the court following a hearing has to approved the agreement and make the findings re undue hardship, that the agreement is in debtor’s best interest

· Redemption §722

· By paying the holder of the lien the allowed amount of the secured claim in full at time of redemption.

Chapter 13

· Overview:
· As an alternative to chapter 7 it historically represented about 30% of all consumer cases

· Essentially in exchange for submitting “disposable income” to the repayment of unsecured debt the debtor is able to retain property and also (prior to the 2005 Act) obtain a “super discharge.”

· Disposable income:  defined as all income projected by the debtor during the 3 to 5 year plan period that is not reasonably necessary for the maintenance and support of the debtor and the debtor’s dependents.  11 U.S.C. §1325(b)(2).

· If the Debtor’s “current monthly income” [§101(10A)]  is greater than the median family income then the amounts necessary to be spent for maintenance and support shall conform to the expenditure limitations found in the means test of §707(b)(2). 11 U.S.C. §1325(b)(3).

· Two Critical Limitations. A chapter 13 plan must satisfy two critical limitations: (1) The plan must provide each creditor at least what they would have received in a straight liquidation under chapter 7 (§1325(a)(4)) [sometimes referred to as the best interest of creditor’s test,.  See also §1129(a)(7)]; (2) The plan must provide each secured creditor would receive deferred cash payments with sufficient interest to give that creditor the present value equal to the allowed amount of that claim. §1325(a)(5). 

Eligibility
· Section 109(e) sets forth the general eligibility requirements:

· Debtor must be a natural person (e.g. a human being)

· Debtor must have a regular income.

· Defined in Section 101(3) to mean an income sufficiently stable and regular to enable such individual to make payments under a plan under chapter 13.

· Debt limits:

· Non-contingent and liquidated:

·  Unsecured debts of less than $384,725;

·  Secured debts of less than $1,184,200.

· Compliance with credit counseling requirement of Section 109(h)

· Compliance with credit counseling requirement of Section 109(h)
Ch7 vs Ch13
· Comparison to Chapter 7

· Chapter 7 



Chapter 13
All non-exempt property is POE
Debtor retains all property

and will be sold by the trustee




 All post-petition earnings for

All Disposable income committed

 services rendered post-petition
over the course of 5 years in most

 are not included as POE
              
cases

Discharge granted no post

Plan payments to creditors from

petition payments to                          
debtor’s disposable income 

unsecured creditors


Arrearages on secured debt

Arrearages can be paid over time and

     must still be paid in full

recast



Treatment of Secured Creditors:

· In chapter 13 secured creditors must receive only the value of their interest in collateral, usually not the full amount owed as a result of 506(a), in the form of deferred cash payments with interest.  
· This allows a debtor to “strip down” the amount of the secured obligations to the value of over-encumbered property the debtor wishes to retain. In effect the debtor can redeem over-encumbered property by paying the creditor its value (as determined by the court) over time with interest. 
· No similar provision exists under chapter 7.  
· In chapter 13 a debtor may impose a rescheduling of debt repayment based on a judicial valuation of the property. 
· HOME MORGTAGES ARE EXPECIALLY EXEMPTED FROM THIS POWER.  §1322(b)(2)
Discharge

· Prior to the 2005 Act chapter 13 allowed for the discharge of many debts that cannot be discharged in chapter 7 such as §§523 (a)(2), (4) and (6) claims. In essence the only debts excepted from a chapter 13 discharge were claims for alimony and support, criminal restitution orders, most educational loans, and claims arising out of drunk driving accidents and certain long term debt. §1328(a).

· Some courts allowed the debtor to separately classify non-dischargeable debt and give preferred treatment to the holders of such claims. This was quite favorable to debtors because not only did they have the benefit of the “super discharge” but even as to the non-dischargeable claims they could devote disposable income to payment of those claims in derogation of other unsecured claimants who might not receive anything. ractice.

Commencing Ch13 Case
· Debtor must file documents required by §521 and FRBP 1007

· In addition Debtor must file a plan  with the petition or within 15 days

· FRBP 3015(b).

· Debtors shall commence making proposed plan payments to the plan trustee within 30 days after the plan is filed even if the plan is not yet confirmed §1326(a).

· Debtors must also commence making payments directly to any lessor of personal property payments which come due after the order for relief (in most cases the petition date). Trustee must be provided with evidence of these payments.

· Debtors must also provide adequate protection on PMSI for that portion which becomes due after the order for relief. Trustee must be provided with evidence of these payments.

· Failure to make timely payments could result in dismissal of case. §1307

Key Events
· Filing chapter 13 petition invokes the automatic stay

· Within 20 to 50 days of the petition date the OUST must call a meeting of creditors pursuant to §341(a). Proofs of claim must be filed within 90 days after the date first set for the 341(a). FRBP 2002(c ).

· The 341(a) is typically used as the time for the trustee to raise any objections the trustee may have as to the debtor’s plan  If those problems are resolved then the trustee will indicate its non-objection and the plan will likely be confirmed.  It is the court, however, that determines whether a debtor’s chapter 13 plan will be confirmed, but resolving objections helps smooth the path towards confirmation.

· The confirmation hearing is to occur no earlier than 20 days nor later than 45 days after the 341(a) meeting, unless the court determines that it would be in the best interests of creditors to hold such hearing at an earlier date and there is no objection. §1324(b).

Contents of Plan
· §1322 provides for plan contents which include:

· Submission of sufficient (which could include all)  future income to the control of the trustee as is necessary for execution of the plan

· Provide for the full payment in deferred cash payments all claims entitled to priority under §507, unless the holder agrees to a different treatment

· If the plan classifies claims, the plan provides the same treatment for each claim within a particular class.

· If there are DSO claims assigned to governmental entities pursuant to §507(a)(1)(B) , then the plan can provide for less than full payment provided that the all of the debtor’s projected disposable income for 5 years from the first payment due under the plan will be applied to make such payments under the plan.

· Optional plan terms. §1322(b) and compare to chapter 11. §1123

Plan Duration / Disposable Income
· 5 Years unless thee debtor’s household annual income is not less than the state median §1325(b)(4).  

· Where the debtor’s household annual income is less than the state median the plan duration is 3 years.§1325(b)(4).

· If the trustee or creditor objects to confirmation then either the value of property distributed under the plan on account of the claim must not be less than the amount of the claim or the plan provides that all of the debtor’s projected disposable income shall be committed for the plan duration.  §1325(b)(1).  

· Question is what is the amount of disposable income.

· Generally, it means current monthly income less amounts reasonably necessary for for the support and maintenance of the debtor and dependents. §1325(b)2)

· For households with annual income above state median then means test expenses are the maximum deductions allowed when calculating disposable income.§1325(b)(3)

General Assignments for benefit of creditors
 

Big takeaways for Ch7 vs Ch13
 

Ch7 

· Liquidation device for consumer debtor

· All assets go into PoE, which is liquidated and proceeds go to pay off creditors

· Debtor gets discharge from prepetition debts

 

In contrast, Ch13:

· Debtor keeps all the property

· In exchange for keeping the property, debtor agrees to make payments over time to creditors

· Creditors should receive more under Ch13 than in similar Ch7 

· Debtor gets discharge after payment plan complete.

 

Payment Plan

· Confirmation under 1325: Elements. Debtor needs to prove them for confirmation to be granted.

 

 

Moving on from Ch13….
 

 

BK Alternative: General Assignments for benefit of creditors
 

 

What's the main thrust of corporate Ch7?

· No discharge - 727(a)(1)

· Primarily used to liquidate all assets in an official manner and close operations.

 

Why does discharge not matter for Corps?

· Limited liability for owners/Dirs/officers.

· After liquidation, no claims against them. 

 

So we're focused on selling the assets, distributing the money, and calling it a day.

 

In Ch7, business owners have decided that NO part of the business is worth preserving. Everything should be sold to pay off creditors. 

 

But: There's many situations where the business is valuable as a going concern, more valuable than selling the individual components/assets of the business.

· Bus owners want to be able to sell those assets free and clear of claims of creditors, and eliminate the debt.

 

 

Looking at liquidations:
 

 

Different methods of liquidation:

 

On one spectrum (no court involvement): Self help
The Dirs/Officers sells its assets/business and distribute proceeds to creditors.

· The problem: The assets of the business are worth less than debts to creditors. If creditors want to pursue an enforcement action, they can.

 

Other spectrum (LOTS of court involvement): Bankruptcy
 

In-between (some court involvement): General Assignment for the Benefit of Creditors
 

 

General Assignment
 

In general

· No formal court proceeding

· General assignment is a Contractual device: Basically the creation of a trust

· The trust is created by an entity (settlor/debtor/assignor), transfers their assets into the trust, which is held by the trustee/assignee. The beneficiaries are the unsecured creditors.

 

 

Priorities in assignment:

· Secured creditors

· Debts to US govt

· Allowed claims

· State taxes

· Etc.

 

 

 

Assignee's Avoidance powers under assignment are similar to trustee avoidance powers under BK
 

Certain avoidance actions

· Elements of a preference under state law are identical to 547, with similar defenses under 547(c)

 

Assignee can bring fraudulent transfer claim in an assignment.

 

 

Like BK, no discharge for corps. 

· And usually, individuals don’t go for assignment. No benefit.

 

 

Advantages of Assignment:
· Timing issues/Notice

· CA Code of Civ Pro (CCCP) 1802: Assignee needs to give notice to creditors/shhs of assignment within 30 days after assignment is made. 

· Creditors have certain amount of time to file claims with the assignee (bar date), just like BK

· The differences lie with the assignee's procedures. Some assignees are more formal than others.

· Once the assignment occurs, all the interests of the debtor in property are transferred to the assignee

· Unsecured creditors can't pursue claims against the debtor, b/c all the assets are held in custody of the assignee. Nothing to get form debtor/assignor. 

· CCCP 43010: If creditor files writ of attachment, it is dissolved if assignment occurs withing 90 days.

 

 

Powerful tool to trap the debt, transfer the assets, liquidate, and pay off creditors. 

 

 

Why Assignment over BK?
 

Businesses are most interested in selling the business as a going concern. But a buyer doesn’t want all the liabilities of the business.

 

With assignment, the assets/business can be transferred to buyer almost simultaneously 

· Unsecured debt is trapped in the assignment

· Buyer can immediately start to operate the business after the assignment and sale is complete.

· No disruption with business operations/customers. BK has negative connotations for customers. 

 

Benefit for Dirs: With BK, Dirs have to report that they were involved with a company that was involved in BK.

· Don’t have to do that with assignment. More private.

 

 

 

Receivership - An equitable remedy.
· Sometimes it's necessary to put a custodian in place to preserve the assets that are the subject of litigation

· Ex: In divorce action where one spouse owns a business. Sometimes, the community property includes ownership interest in a business.

· The spouse who doesn’t control the business can ask the divorce court to appoint a custodian to make sure the controlling spouse doesn’t try to do anything fishy (ie hide assets that might be community property)

 

Ch 11: Has origin in federal equity receiverships

 

If you have CA corp, and board decides to dissolve the corp.

· Court can appoint receivership to dissolve the corp

· Receivership can operate the business, unlike assignment.

 

If secured creditor has filed action in court for claim and delivery: Foreclosing on collateral

· Creditor can petition court for appointment of a receiver to assist in foreclosure.

 

 

Important: In both assignments and receivership, ANYONE can be an assignee/receiver.

· No license required.

· Court will want to know the qualifications of the assignee/receiver
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What if creditor doesn’t like the assignment/recievership?

· They can file involuntary BK.
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