;. .rights. Today, in contrast,
debtors have numerous rights.
Some of these rights were
discussed in Chapters 28 and 29.1n
this chapter, we look at another
significant right of debtors: the
right to petition for bankruptcy
relief under federal law. Article I,
Section 8, of the U.S. Constitution
gave Congress the power to
establish “uniform Laws on the
subject of Bankruptcies throughout
the United States” Bankruptcy law

in the United States has two
goals—to protect a debtor by
giving him or her a fresh start,

free from creditors’ claims,and

to ensure equitable treatment to
creditors who are competing for a
debtor’s assets. Federal bankruptcy
legislation was first enacted in
1898 and has undergone several
modifications since that time, most
recently in 2005 as a result of the
Bankruptcy Reform Act.! The 2005
act significantly overhauled certain
provisions of the Bankruptcy Code

for the first time in twenty-five
years.

1. The full title of the act is the
Bankruptcy Abuse Prevention and
Consumer Protection Act of 2005, Pub. L.
No. 1098, 119 Stat. 23 (April 20, 2005).The
bulk of the act became effective 180 days
after being signed by the president on
April 20, 2005. Thus, the new provisions
took effect in October 2005. (Bankruptcy
petitions that were filed before the act
became effective continued to be admin-
istered and governed by the 1978 Reform
Act, as amended.)

Bankruptey Proceeding

Bankruptcy proceedings are held in federal bank-
ruptcy courts,which are under the authority of the U.S.
district courts,and rulings from bankruptcy courts can
be appealed to the district courts. Although bank-
ruptcy law is federal law,state laws on secured transac-
tions, liens, judgments, and exemptions also play a role
in federal bankruptcy proceedings.

The Bole of the Bankruptey Courts

Essentially, a bankruptcy court fulfills the role of an
administrative court for the federal district court con-
cerning matters in bankruptcy. The bankruptcy court
holds proceedings dealing with the procedures
required to administer the estate of the debtor in bank-
ruptcy (the estate consists of the debtor’s assets, as will

be discussed shortly).A bankruptcy court can conduct
a jury trial if the appropriate district court has author-
ized it and the parties to the bankruptcy consent.

Types of Bankrupiey Relief

Title 11 of the United States Code encompasses the
Bankruptcy Code, which has eight chapters. Chapters
1,3, and 5 of the Code contain general definitional
provisions, as well as provisions governing case admin-
istration, creditors, the debtor, and the estate. These
three chapters normally apply to all kinds of bankrupt
cies.The next five chapters of the Code set forth the dif-
ferent types of relief that debtors may seek. Chapter 7
provides for liquidation proceedings (the selling of
all nonexempt assets and the distribution of the pro-
ceeds to the debtor’s creditors). Chapter 9 governs the
adjustment of a municipality’s debts. Chapter 11 gov-
erns reorganizations. Chapters 12 and 13 provide for
the adjustment of debts by parties with regular
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incomes (family farmers and family fishermen under
Chapter 12 and individuals under Chapter 13).2 A
debtor (except for a municipality) does not have to be
insolvent? to file for bankruptcy relief under any chap-
ter of the Bankruptcy Code. Anyone obligated to a
creditor can declare bankruptcy.

In this chapter, we deal first with liquidation pro-
ceedings under Chapter 7 of the Code. We then exam-
ine the procedures required for Chapter 11
reorganizations and Chapter 12 and 13 plans. (The lat-
ter three chapters of the Code are known as “rehabili-
tation” chapters.)

Special Treatment of Consumer-Deblors

To ensure that consumer-debtors are fully informed of
the various types of relief available, the Code requires
that the clerk of the bankruptcy court provide certain
information to all consumer-debtors before they file
for bankruptcy. (Recall from Chapter 29 that a
consumer-debtor is a debtor whose debts result prima-
rily from the purchase of goods for personal, family, or
household use.) First, the clerk must give consumer
debtors written notice of the general purpose, benefits,
and costs of each chapter of the Bankruptcy Code
under which they might proceed. Second, under the
2005 act, the clerk must provide consumerdebtors
with informational materials on the types of services
available from credit counseling agencies.

S F R

Liquidation Proceedings
Liquidation under Chapter 7 of the Bankruptcy Code is
generally the most familiar type of bankruptcy pro-
ceeding and is often referred to as an ordinary, or
straight, bankruptcy. Put simply, a debtor in a liquida-

tion bankruptcy turns all assets over to a trustee. The
trustee sells the nonexempt assets and distributes the

2. There are no Chapters 2,4,6,8,0r 10 in Title 11. Such “gaps”are
not uncommon in the United States Code. This is because chap-
ter numbers (or other subdivisional unit numbers) are some-
times reserved for future use when a statute is enacted. (A gap
may also appear if a law has been repealed.)

3. The inability to pay debts as they become due is known as
equitable insolvency. A balance sheet insolvency, which exists
when a debtor’s liabilities exceed assets, is not the test. Thus, it is
possible for debtors to petition for bankruptcy voluntarily or to
be forced into involuntary bankruptcy even though their assets
far exceed their liabilities. This may occur when a debtor’s cash
flow problems become severe.

proceeds to creditors. With certain exceptions, the
remaining debts are then discharged (extinguished),
and the debtor is relieved of the obligation to pay the
debts.

Any “person”—defined as including individuals,
partnerships,and corporations*—may be a debtorin a
liquidation proceeding. Railroads, insurance compa-
nies, banks, savings and loan associations, investment
companies licensed by the Small Business
Administration, and credit unions cannot be debtors
in a liquidation bankruptcy, however. Other chapters of
the Bankruptcy Code or other federal or state statutes
apply to them. A husband and wife may file jointly for
bankruptcy under a single petition.

A straight bankruptcy may be commenced by the
filing of either a voluntary or an involuntary petition
in bankruptcy—the document that is filed with a
bankruptcy court to initiate bankruptcy proceedings.If
a debtor files the petition, it is a voluntary bankruptcy.
If one or more creditors file a petition to force the
debtor into bankruptcy, it is called an involuntary
bankruptcy We discuss both voluntary and involuntary
bankruptcy proceedings under Chapter 7 in the fol-
lowing subsections.

Voluntary Bankruptey

To bring a voluntary petition in bankruptcy,the debtor
files official forms designated for that purpose in the
bankruptcy court. The Bankruptey Reform Act of 2005
specifies that before debtors can file a petition, they
must receive credit counseling from an approved non-
profit agency within the 180-day period preceding the
date of filing. The act provides detailed criteria for the
US. trustee (a government official who performs
appointment and other administrative tasks that a
bankruptey judge would otherwise have to perform)
to use to approve nonprofit budget and counseling
agencies and requires that a list of approved agencies
be made publicly available.® A debtor filing a Chapter 7
petition must include a certificate proving that he or
she received individual or group briefing from an
approved counseling agency within the last 180 days
(roughly six months).

4. The definition of corporation includes unincorporated com-
panies and associations. It also covers labor unions.

5. The Bankruptcy Reform Act of 2005 also required the director
of the Executive Office for the U.S.Trustees to develop a curricu-
lum for financial-management training and create materials that
can be used to educate individual debtors on how to better man-
age their finances.
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The Code requires a consumerdebtor who has
opted for liquidation bankruptcy proceedings to con-
firm the accuracy of the petition’s contents. The debtor
must also state in the petition, at the time of filing, that
he or she understands the relief available under other
chapters of the Code and has chosen to proceed
under Chapter 7. If an attorney is representing the
consumerdebtor, the attorney must file an affidavit
stating that she or he has informed the debtor of the
relief available under each chapter of the Bankruptcy
Code. In addition, the 2005 act requires the attorney
to reasonably attempt to verify the accuracy of the
consumerdebtor’s petition and schedules (described
below). Failure to do so is considered perjury.

Chapter 7 Schedules The voluntary petition
must contain the following schedules:

1. Alist of both secured and unsecured creditors, their
addresses, and the amount of debt owed to each.

2. A statement of the financial affairs of the debtor.

3. Alist of all property owned by the debtor,including
property that the debtor claims is exempt.

4. A list of current income and expenses.

5. A certificate of credit counseling (as discussed
previously).

6. Proof of payments received from employers within
sixty days prior to the filing of the petition.

7. A statement of the amount of monthly income,
itemized to show how the amount is calculated.

8. A copy of the debtor’s federal income tax return for
the most recent year ending immediately before
the filing of the petition.

As previously noted, the official forms must be com-
pleted accurately, sworn to under oath, and signed by
the debtor. To conceal assets or knowingly supply false
information on these schedules is a crime under the
bankruptcy laws.

With the exception of tax returns, failure to file the
required schedules within forty-five days after the filing
of the petition (unless an extension of up to forty-five
days is granted) will result in an automatic dismissal of
the petition. The debtor has up to seven days before
the date of the first creditors’ meeting to provide a
copy of the most recent tax returns to the trustee.

Additional Information May Be Required
At the request of the court, the trustee, or any party in
interest, the debtor must file tax returns at the end of
each tax year while the case is pending and provide
copies to the court. This requirement also applies to
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Chapter 11 and 13 bankruptcies (discussed later in
this chapter). Also, if requested by the trustee, the
debtor must provide a photo document establishing
his or her identity (such as a driver’s license or pass-
port) or other such personal identifying information.

Substantial Abuse Prior to 2005, a bankruptcy
court could dismiss a Chapter 7 petition for relief (dis-
charge of debts) if the use of Chapter 7 would consti-
tute a “substantial abuse” of that chapter. The
Bankruptcy Reform Act of 2005 established a new sys-
tem of “means testing” (the debtor’s income) to deter-
mine whether a debtor’s petition is presumed to be a
“substantial abuse” of Chapter 7.

When Abuse Will Be Presumed. If the debtors
family income is greater than the median family
income in the state in which the petition is filed, the
trustee or any party in interest (such as a creditor) can
bring a motion to dismiss the Chapter 7 petition. State
median incomes vary from state to state and are calcu-
lated and reported by the U.S.Bureau of the Census.
The debtor’s current monthly income is calculated
using the last six months’ average income, less certain
“allowed expenses” reflecting the basic needs of the
debtor. The monthly amount is then multiplied by
twelve. If the resulting income exceeds the state
median income by $6,000 or more, abuse is pre-
sumed, and the trustee or any creditor can file a
motion to dismiss the petition. A debtor can rebut
(refute) the presumption of abuse “by demonstrating
special circumstances that justify additional expenses
or adjustments of current monthly income for which
there is no reasonable alternative! (An example might
be anticipated medical costs not covered by health
insurance.) These additional expenses or adjustments
must be itemized and their accuracy attested to under
oath by the debtor.
When Abuse Will Not Be Presumed. If the debtor’s
income is below the state median (or if the debtor has
successfully rebutted the means-test presumption),
abuse will not be presumed. In these situations, the
court may still find substantial abuse, but the creditors
will not have standing (see Chapter 2) to file a motion
to dismiss. Basically, this leaves intact the prior law on
substantial abuse, allowing the court to consider such

6. This amount ($6,000) is the equivalent of $100 per month for
five years, indicating that the debtor could pay at least $100 per
month under a Chapter 13 five-year repayment plan.
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factors as the debtor’s bad faith or circumstances indi- The Code does not disallow the contributions, but

cating substantial abuse. whether their exclusion constitutes substantial abuse
Can a debtor seeking relief under Chapter 7 exclude  requires a review of the debtor’s circumstances, as in

voluntary contributions to a retirement plan as a rea- the following case.

sonably necessary expense in calculating her income?

} EXTENDED Hebbring v. US. Trustee
£ A § E 26.1 United States Court of Appeals, Ninth Circuit, 2006. 463 F.3d 902.

WARDLAW, Circuit Judge.

* * * *

Lisa Hebbring filed a Chapter 7 bankruptcy petition in the United States Bankruptcy Court for
the District of Nevada on June 5, 2003, seeking relief from $11,124 in consumer credit card debt.
Her petition and accompanying schedules show that Hebbring owns a single-family home in
Reno, Nevada valued at $160,000,on which she owes $154,103;a 2001 Volkswagen Beetle valued at
$14,000, on which she owes $18,839; and miscellaneous personal property valued at $1,775.
Hebbring earns approximately $49,000 per year as a customer service representative for SBC
Nevada. Her petition reports monthly net income of $2,813 and monthly expenditures of $2,897,
for a monthly deficit of $84.In calculating her income, Hebbring excluded a $232 monthly pre-tax
deduction for a 401(k) plan and an $81 monthly aftertax deduction for a retirement savings bond.

abuse, see 11 US.C. [Section] 707(b), arguing that she should not be allowed to deduct voluntary
retirement contributions from her income and that her recent paystubs showed that her gross
income was higher than she had claimed.As a result, the Trustee contended, Hebbring’s monthly
net income was actually $3,512, leaving her $615 per month in disposable income, sufficient to
repay 100% of her unsecured debt over three years.

* x * *®

The bankruptcy court granted the Trustee’s motion to dismiss * * * [and ultimately
Hebbring appealed the dismissal to the U.S. Court of Appeals for the Ninth Circuit].

* * * *

* * * Ip determining whether a petition constitutes a substantial abuse of Chapter 7, we
examine the totality of the circumstances, focusing principally on whether the debtor will have suf-
ficient future disposable income to fund a Chapter 13 plan that would pay a substantial portion of
his unsecured debt.To calculate a debtor’s disposable income, we begin with current monthly
income and subtract amounts reasonably necessary to be expended * * *f{orthe maintenance
or support of the debtor or a dependent of the debtor

* % *ISome] courts* * *haveadopteda case-by-case approach, under which contri-
butions to a retirement plan may be found reasonably necessary depending on the debtor’s
circumstances.

We believe this * * * approach better comports [is consistent] with Congress’s intent, as
expressed in the language, purpose, and structure of the Bankruptcy Code. By not defining the
phrase “reasonably necessary” or providing any examples of expenses that categorically are or are
not reasonably necessary, the Code suggests courts should examine each debtor’s specific circum-
stances to determine whether a claimed expense is reasonably necessary for that debtor’s mainte-
nance or support. We find no evidence that Congress intended courts to employ a per se rule
against retirement contributions, which may be crucial for debtors’ support upon retirement, par-
ticularly for older debtors who have little or no savings. Where Congress intended courts to use a
per se rule rather than a caseby-case approach in classifying financial interests or obligations
under the Bankruptey Code, it has explicitly communicated its intent. Congress’s decision not fo
categorically exclude any specific expense, including retirement contributions, from being considered
reasonably necessary is probative [an indication] of its infent. [Emphasis added.]




615

CHAPTER 53 Bankruptcy Law

Requiring a fact-specific analysis to determine whether an expense is reasonably necessary is
sound policy because it comports with the Code’s approach to identifying substantial abuse of the
Chapter 7 relief provisions.* * * Congress chose [not] to define “substantial abuse”* * 7 .
Congress thus left a flexible standard enabling courts to address each petition on its own merit.
That Congress granted courts the discretion to identify substantial abuse necessarily suggests it
intended courts to have the discretion to answer the subsidiary question of whether particular
expenses are reasonably necessary.

In light of these considerations, and in the absence of any indication that Congress sought to
prohibit debtors from voluntarily contributing to retirement plans per se, we conclude that bank-
ruptey courts have discretion to determine whether retirement contributions are a reasonably nec-
essary expense for a particular debtor based on the facts of each individual case. In making this
factintensive determination, courts should consider a number of factors, including but not limited
to: the debtor’s age, income, overall budget, expected date of retirement, existing retirement sav-
ings, and amount of contributions; the likelihood that stopping contributions will jeopardize the
debtor’s fresh start by forcing the debtor to make up lost contributions after emerging from bank-
ruptcy; and the needs of the debtor’s dependents. Courts must allow debtors to seek bankruplcy
protection while voluntarily saving for retirement if such savings appear reasonably necessary for the
maintenance or support of the debtor or the debior’s dependents. [Emphasis added.]

* * * *

CASE 30.1 CONTINUED

Here, the bankruptcy court *  *  * found * * ¥ that Hebbring’s retirement contributions
are not a reasonably necessary expense based on her age and specific financial circumstances.
% + % When she filed her bankruptcy petition, Hebbring was only thirty-three years old and
was contributing approximately 8% of her gross income toward her retirement. Although
Hebbring had accumulated only $6,289 in retirement savings, she was earning $49,000 per year
and making mortgage payments on a house. In light of these circumstances, the bankruptcy
court’s conclusion that Hebbring’s retirement contributions are not a reasonably necessary
expense is not clearly erroneous.

* * % *

For the foregoing reasons, the district court’s order affirming the bankruptcy court’s order dis-
missing this case is AFFIRMED.

QUESTIONS

1. Is it fair for the court to treat retirement contributions differently depending on a per-
son’s age?

Is it likely to have made a difference to the result in this case that the debtor’s retirement
contributions were automatically and electronically deducted from her pay? Explain.

[
.

Additional Grounds for Dismissal As Second, if the debtor fails to pay postpetition domestic-

noted, a debtor’s voluntary petition for Chapter 7 relief
may be dismissed for substantial abuse or for failing to
provide the necessary documents (such as schedules
and tax returns) within the specified time. In addition,
a motion to dismiss a Chapter 7 filing might be granted
in two other situations under the Bankruptcy Reform
Act of 2005. First, if the debtor has been convicted of a
violent crime or a drug-rafficking offense, the victim
can file a motion to dismiss the voluntary petition.”

7. Note that the court may not dismiss a case on this ground if
the debtor’s bankruptcy is necessary to satisfy a claim for a
domestic-support obligation.

support obligations (which include child and spousal
support), the court may dismiss the debtor’s Chapter 7
petition.

Order for Relief If the voluntary petition for
bankruptcy is found to be proper,the filing of the peti-
tion will itself constitute an order for relief. (An
order for relief is a court’s grant of assistance to a peti-
tioner.) Once a consumer-debtor’s voluntary petition
has been filed, the clerk of the court or other
appointee must give the trustee and creditors notice of
the order for relief by mail not more than twenty days
after entry of the order.
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Involuntary Bankruptey

An involuntary bankruptcy occurs when the debtor’s
creditors force the debtor into bankruptcy proceed-
ings. An involuntary case cannot be commenced
against a farmer® or a charitable institution. For an
involuntary action to be filed against other debtors, the
following requirements must be met: If the debtor has
twelve or more creditors, three or more of these credi-
tors having unsecured claims totaling at least $13,475
must join in the petition. If a debtor has fewer than
twelve creditors, one or more creditors having a claim
of $13,475 may file.

If the debtor challenges the involuntary petition, a
hearing will be held, and the bankruptcy court will
enter an order for relief if it finds either of the following:

1. The debtor is generally not paying debts as they
become due.

2. A general receiver, assignee, or custodian took pos-
session of, or was appointed to take charge of, sub-
stantially all of the debtor’s property within 120
days before the filing of the petition.

If the court grants an order for relief, the debtor will be
required to supply the same information in the bank-
ruptey schedules as in a voluntary bankruptcy.

An involuntary petition should not be used as an
everyday debt-collection device, and the Code pro-
vides penalties for the filing of frivolous petitions
against debtors. Judgment may be granted against the
petitioning creditors for the costs and attorneys’ fees
incurred by the debtor in defending against an invol-
untary petition that is dismissed by the court. If the
petition is filed in bad faith, damages can be awarded
for injury to the debtor’s reputation. Punitive damages
may also be awarded.

Automatic Stay

The moment a petition, either voluntary or involuntary,
is filed, an automatic stay, or suspension, of virtually
all actions by creditors against the debtor or the
debtor’s property normally goes into effect. In other
words, once a petition has been filed, creditors cannot
contact the debtor by phone or mail or start any legal
proceedings to recover debts or to repossess property.

8. The definition of farmer includes persons who receive more
than 50 percent of their gross income from farming operations,
such as tilling the soil, dairy farming, ranching, or the production
or raising of crops, poultry; or livestock. Corporations and partner-
ships may qualify under certain conditions.

A secured creditor or other party in interest, however,
may petition the bankruptcy court for relief from the
automatic stay. The Code provides that if a creditor
knowingly violates the automatic stay (a willful viola-
tion), any injured party, including the debtor, is entitled
to recover actual damages, costs, and attorneys’ fees,
and may be awarded punitive damages as well.

Underlying the Code’s automatic-stay provision for
a secured creditor is a concept known as adequate
protection. The adequate protection doctrine,
among other things, protects secured creditors from
losing their security as a result of the automatic stay.
The bankruptcy court can provide adequate protec-
tion by requiring the debtor or trustee to make peri-
odic cash payments or a one-time cash payment (or to
provide additional collateral or replacement liens) to
the extent that the stay may actually cause the value of
the property to decrease.

Exceptions to the Autematic Stay The 2005
Bankruptcy Reform Act provided several exceptions to
the automatic stay. A new exception was created for
domestic-support obligations, which include any debt
owed to or recoverable by a spouse, former spouse, or
child of the debtor; a child’s parent or guardian; or a
governmental unit. In addition, proceedings against
the debtor related to divorce, child custody or visita-
tion, domestic violence, and support enforcement are
not stayed. Also excepted are investigations by a secu-
rities regulatory agency, the creation or perfection of
statutory liens for property taxes or special assess-
ments on real property, eviction actions on judgments
obtained prior to filing the petition, and withholding
from the debtor’s wages for repayment of a retirement
account loan.

Limitations on the Auteomatic Stay Under
the new Code, if a creditor or other party in interest
requests relief from the stay the stay will automatically
terminate sixty days after the request, unless the court
grants an extension® or the parties agree otherwise.
Also, the automatic stay on secured debts (see
Chapter 29) will terminate thirty days after the peti-
tion is filed if the debtor had filed a bankruptcy
petition that was dismissed within the prior year. Any
party in interest can request the court to extend the
stay by showing that the filing is in good faith.

9. The court might grant an extension, for example, on a motion
by the trustee that the property is of value to the estate.
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I two or more bankruptcy petitions were dismissed
during the prior year, the Code presumes bad faith,and
the automatic stay does not go into effect until the
court determines that the filing was made in good faith.
In addition, if the petition is subsequently dismissed
because the debtor failed to file the required docu-
ments within thirty days of filing, for example, the stay is
terminated. Finally the automatic stay on secured prop-
erty terminafes forty-five days after the creditors’ meet-
ing (to be discussed shortly) unless the debtor
redeems or reaffirms certain debts (reaffirmation is dis-
cussed later in this chapter).In other words, the debtor
cannot keep the secured property (such as a financed
automobile),even if she or he continues to make pay-
ments on it,without reinstating the rights of the secured
party to collect on the debt.

Property of the Estate

On the commencement of a liquidation proceeding
under Chapter 7,an estate in property is created. The
estate consists of all the debtor’s legal and equitable
interests in property currently held, wherever located,
together with community property (property jointly
owned by a husband and wife in certain states—se€
Chapter 48), property transferred in a transaction void-
able by the trustee, proceeds and profits from the prop-
erty of the estate, and certain afteracquired property.
Interests in certain property——such as gifts, inheri-
tances, property settlements (from divorce), and life
insurance death proceeds—to which the debtor
becomes entitled within 180 days after filing may also
become part of the estate. Under the 2005 act, with-
holdings for employee benefit plan contributions are
excluded from the estate. Generally,though, the filing of
a bankruptcy petition fixes a dividing line: property
acquired prior to the filing of the petition becomes
property of the estate,and property acquired after the
filing of the petition, except as just noted, remains the
debtor’s.

Creditors’ Meeting and Claims

Within a reasonable time after the order for relief has
been granted (not less than twenty days or MOre than
forty days), the trustee must call a meeting of the cred-
itors listed in the schedules filed by the debtor. The
bankruptcy judge does not attend this meeting,but the
debtor is required to attend and to submit to examina-
tion under oath by the creditors and the trustee. At the
meeting, the trustee ensures that the debtor is aware of
the potential consequences of bankruptcy and of his
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or her ability to file for bankruptcy under a different
chapter of the Bankruptcy Code.

To be entitled to receive a portion of the debtor’s
estate,each creditor normally filesa proof of claim with
the bankruptcy court clerk within ninety days of the
creditors’ meeting.!® The proof of claim lists the credi-
tor's name and address,as well as the amount that the
creditor asserts is owed to the creditor by the debtor. A
proof of claim is necessary if there is any dispute con-
cerning the claim. Generally, any legal obligation of the
debtor is a claim (except claims for breach of employ-
ment contracts or real estate leases for terms longer
than one year).

Exemptions

The trustee takes control over the debtor’s property, but
an individual debtor is entitled to exempt certain prop-
erty from the bankruptcy. The Bankruptcy Code
exempts the following property:11

1. Upto $20,200 in equity in the debtor’s residence
and burial plot (the homestead exemption).

2. Interest in a motor vehicle up to $3,225.

3. Interest,up o $525 for a particular item, in house-
hold goods and furnishings, wearing apparel,
appliances, books, animals, Crops, and musical
instruments (the aggregate total of all items is lim-
ited, however,to $1 0,775).12

4. Interest in jewelry up to $1,350.

5. Interest in any other property up to $1,075, plus
any unused part of the $20,200 homestead exemp-
tion up to $10,125.

6. Interest in any tools of the debtors trade up 1O
$2,025.

7. Any unmatured life insurance contract owned by
the debtor.

8. Certain interests in accrued dividends and interest
under life insurance contracts owned Dy the
debtor,not to exceed $10,775.

.

10. This ninety-day rule applies in Chapter 12 and Chapter 13
bankruptcies as well.

11. The dollar amounts stated in the Bankruptcy Code are
adjusted automatically every three years on April 1 based on
changes in the Consumer Price Index.The adjusted amounts are
rounded to the nearest $25.The amounts stated in this chapter
are in accordance with those computed on April 1,2007.

12. The 2005 Bankruptcy Reform Act clarified that “household
goods and furnishings” includes, for example,one computer, one
radio, one television, and one videocassette recorder. Other
iterns, such as works of art, electronic entertainment equipment
with a fair market value of more than $500,and antiques and jew-
elry (except wedding rings) valued at more than $500, are not
included.
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9. Professionally prescribed health aids.

10. The right to receive Social Security and certain
welfare benefits, alimony and support, certain
retirement funds and pensions,and education sav-
ings accounts held for specific periods of time.

11. The right to receive certain personalinjury and
other awards up to $20,200.

Individual states have the power to pass legislation
precluding debtors from using the federal exemptions
within the state; a majority of the states have done this
(see Chapter 28).In those states, debtors may use only
state, not federal, exemptions. In the rest of the states,
an individual debtor (or a husband and wife filing
jointly) may choose either the exemptions provided
under state law or the federal exemptions.

The Homestead Exemption

The 2005 Bankruptcy Reform Act significantly
changed the law for those debtors seeking to use state
homestead exemption statutes (which were discussed
in Chapter 28).Under prior law, the homestead exemp-
tions of six states, including Florida and Texas, allowed
debtors petitioning for bankruptcy to shield unlimited
amounts of equity in their homes from creditors. The
2005 act places limits on the amount that can be
claimed as exempt in bankruptcy: Also,under the act,a
debtor must have lived in a state for two years prior to
filing the petition to be able to use the state homestead
exemption (the prior law required only six months).
In general, if the debtor acquired the homestead
within three and a half years preceding the date of fil-
ing, the maximum equity exempted is $136,875, even if
state law would permit a higher amount. (This does
not apply to equity that has been rolled over during
the specified period from the sale of a previous home-
stead in the same state.) Moreover, the debtor may not
claim the homestead exemption if he or she has com-
mitted any criminal act, intentional tort, or wiliful or
reckless misconduct that caused serious physical
injury or death to another individual in the preceding
five years. Similarly a debtor who has been convicted
of a felony may not be able to claim the exemption.

The Trasice

Promptly after the order for relief in the liquidation
proceeding has been entered, a trustee is appointed.
The basic duty of the trustee is to collect the debtor’s
available estate and reduce it to cash for distribution,
preserving the interests of both the debtor and unse-
cured creditors. This requires that the trustee be

accountable for administering the debtors estate. To
enable the trustee to accomplish this duty, the Code
gives the trustee certain powers, stated in both general
and specific terms. These powers must be exercised
within two years of the order for relief.

Under the 2005 act, the trustee has additional duties
with regard to means testing debtors and protecting
domesticsupport creditors. The trustee is required to
promptly review all materials filed by the debtor to
determine if there is substantial abuse. Within ten days
after the first meeting of the creditors, the trustee must
file a statement indicating whether the case is pre-
sumed to be an abuse under the means test. The
trustee must provide all creditors with a copy of this
statement. When there is a presumption of abuse, the
trustee must either file a motion to dismiss the petition
(or convert it to a Chapter 13 case) or file a statement
setting forth the reasons why a motion would not be
appropriate. If the debtor owes a domesticsupport
obligation (such as child support), the trustee is
required to provide written notice of the bankruptey to
the claim holder (a former spouse, for example).

The Trustee’s Powers The trustee occupies a
position equivalent in rights to that of certain other par-
ties. For example, the trustee has the same rights as a
creditor who could have obtained a judicial lien or
levy execution on the debtor’s property. This means
that a trustee has priority over an unperfected secured
party (see Chapter 29) as to the debtor’s property.!3
This right of a trustee, which is equivalent to that of a
lien creditor, is known as the strong-arm power A
trustee also has power equivalent to that of a bona fide
purchaser of real property from the debtor.

The Right fo Possession of the Debfor’s
FPreperty The trustee has the power to require per-
sons holding the debtor’s property at the time the peti-
tion is filed to deliver the property to the trustee.
(Usually, though, the trustee takes constructive, rather
than actual, possession of the debtors property. For
example,to obtain control of a debtor’s business inven-
tory, a trustee might change the locks on the doors to
the business and hire a security guard.)

Avoidance Powers The trustee also has specific
powers of avoidance—that is, the trustee can set aside

13. Nevertheless, in most states a creditor with an unperfected
purchase-money security interest may prevail against a trustee if
the creditor perfects (files) within twenty days of the debtor’s
receipt of the collateral. This is normally true even if the debtor
files a bankruptcy petition before the creditor perfects.
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a sale or other transfer of the debtor’s property, taking
it back as a part of the debtor’s estate. These powers
include any voidable rights available to the debtor,
preferences, certain statutory liens, and fraudulent
transfers by the debtor. Each of these powers is dis-
cussed in more detail below. Note that under the 2005
act, the trustee no longer has the power to avoid any
transfer that was a bona fide payment of a domestic-
support debt.

The debtor shares most of the trustee’s avoidance
powers. Thus, if the trustee does not take action to
enforce one of the rights mentioned above, the debtor
in a liquidation bankruptcy can still enforce that
right. 4

Voidable Rights A trustee steps into the shoes of
the debtor. Thus, any reason that a debtor can use to
obtain the return of her or his property can be used by
the trustee as well. These grounds include fraud,
duress, incapacity,and mutual mistake.

For example, Ben sells his boat to Tara. Tara gives
Ben a check, knowing that she has insufficient funds in
her bank account to cover the check.Tara has commit-
ted fraud. Ben has the right to avoid that transfer and
recover the boat from Tara. Once an order for relief
under Chapter 7 of the Code has been entered for Ben,
the trustee can exercise the same right to recover the
boat from Tara, and the boat becomes a part of the
debtor’s estate.

Preferences A debtor is not permitted to transfer
property or to make a payment that favors—or gives a
preference to—one creditor over others. The trustee
is allowed to recover payments made both voluntarily
and involuntarily to one creditor in preference over
another. If a preferred creditor (one who has
received a preferential transfer from the debtor) has
sold the property to an innocent third partythe trustee
cannot recover the property from the innocent party.
The preferred creditor, however, generally can be held
accountable for the value of the property.

To have made a preferential payment that can be
recovered, an insolvent debtor generally must have
transferred property, for a preexisting debt, within
ninety days prior to the filing of the bankruptcy peti-
tion. The transfer must have given the creditor more

14. Under a Chapter 11 bankruptcy (to be discussed later), for
which no trustee other than the debtor generally exists, the
debtor has the same avoidance powers as a trustee under
Chapter 7.Under Chapters 12 and 13 (also to be discussed later),
a trustee must be appointed.
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than the creditor would have received as a result of the
bankruptcy proceedings. The trustee need not prove
insolvency, as the Code presumes that the debtor is
insolvent during this ninety-day period. :

Byeferences fo Insiders. Sometimes, the) creditor
receiving the preference is an insider—an individ-
ual, a partner, a partnership, a corporation, cr an offi-
cer or a director of a corporation (or a relative of one
of these) who has a close relationship vith the
debtor. In this situation, the avoidance power of the
trustee is extended to transfers made within one year
before filing; however, the presumption of insolvency
is confined to the ninety-day period. Therefore, the
trustee must prove that the debtor was insﬁg;)lvent at
the time of a transfer that occurred prior to the
ninety-day period. ‘f

5.
rence,the

transfer must be made for something other than cur-

rent consideration. Most courts generally assume that
payment for services rendered within fifteen c ays prior
to the payment is not a preference. If al creditor
receives payment in the ordinary course of|business
from an individual or business debtor, sucil as pay-
ment of last month’s telephone bill, the tmstééa in bank-
ruptcy cannot recover the payment.To be recoverable,
a preference must be a transfer for an antecedent
(preexisting) debt, such as a yearold printfpg bill. In
addition, the Code permits a consumerdebtar to trans-
fer any property to a creditor up to a totafi value of
$5.475, without the transfer’s constituting a Q&eference
(this amount was increased from $600 to $5,000 by the
2005 act).Payment of domestic-support deb{é does not
constitute a preference. ;

Liens on Debtor’s Property The tyustee has
the power to avoid certain statutory liens against the
debtor’s property, such as a landlord’s lien for unpaid
rent. The trustee can avoid statutory liens that first
became effective against the debtor when the bank-
ruptey petition was filed or when the debtor became
insolvent.The trustee can also avoid any 1iéig} against a
good faith purchaser that was not perfected or
enforceable on the date of the bankruptcy ;frjiiling.

Frandulent Tramsfers The trustee may avoid
fraudulent transfers or obligations if they were made
within two years of the filing of the petition or if they
were made with actual intent to hinder, delay, or
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defraud a creditor. Transfers made for less than a rea-
sonably equivalent consideration are also vulnerable if
by making them, the debtor became insolvent or
intended to incur debts that he or she could not pay.
Similarly, a transfer that left a debtor engaged in busi-
ness with an unreasonably small amount of capital
may be considered fraudulent. When a fraudulent
transfer is made outside the Code’s two-year limit, cred-
itors may seek alternative relief under state laws. Some
state laws often allow creditors to recover for transfers
made up to three years prior to the filing of a petition.

& 5.2 P - 2
vistribuaen ol

ol

The Code provides specific rules for the distribution of
the debtor’s property to secured and unsecured credi-
tors. (We will examine these distributions shortly)
Anything remaining after the priority classes of creditors
have been satisfied is turned over to the debtor. Exhibit
30~1 illustrates graphically the collection and distribu-
tion of property in most voluntary bankruptcies.

In a bankruptcy case in which the debtor has no
assets (called “no-asset cases”), creditors are notified
of the debtor’s petition for bankruptcy but are
instructed not to file a claim. In no-asset cases, the
unsecured creditors will receive no payment, and
most, if not all, of these debts will be discharged.

Distribution to Secured Creditors The
rights of perfected secured creditors were discussed in
Chapter 29.The Code provides that a consumer-debtor
must file with the clerk a statement of intention with

EXHIBIT 30-1

respect to the secured collateral. The statement must
be filed within thirty days of filing a liquidation peti-
tion or before the date of the first meeting of the cred-
itors (whichever is first). The statement must indicate
whether the debtor will redeem the collateral (make a
single payment equal to the current value of the prop-
erty), reaffirm the debt (continue making payments on
the debt), or surrender the property to the secured
party.> The trustee is obligated to enforce the debtor's
statement within forty-five days after the meeting of the
creditors. As noted previously, failure of the debtor to
redeem or reaffirm within forty-five days terminates
the automatic stay. :

If the collateral is surrendered to the perfected
secured party, the secured creditor can either accept
the property in full satisfaction of the debt or foreclose
on the collateral and use the proceeds to pay off the
debt. Thus, the perfected secured party has priority
over unsecured parties as to the proceeds from the dis-
position of the collateral. When the proceeds from sale
of the collateral exceed the amount of the perfected
secured party’s claim, the secured party also has prior
ity to an amount that will cover the reasonable fees
and costs incurred. Any excess over this amount is
returned to the trustee and used to satisfy the claims of
unsecured creditors. If the collateral is insufficient to
cover the secured debt owed, the secured creditor
becomes an unsecured creditor for the difference.

15. Also,if applicable, the debtor must specify whether the collat-
eral will be claimed as exempt property.

@ Collection and Distribution of Property in Most Voluntary Bankruptcies

This exhibit illustrates the property that might be collected in a debtor’s voluntary bankruptcy and how it might be
distributed to creditors. Involuntary bankruptcies and some voluntary bankruptcies could include additional types of

property and other creditors.

Debtor's
Nonexempt Property

Property Transferred in

from All of the Above

Secured Creditors

Unsecured Creditors
° Domestic-Support Obligations

Transactions Voidable o Administrative Expenses
by the Trustee Property of the Estate * Wages and Salaries
Collected and = Employee Benefit Plans
Certain After-Acquired Distributed by the Trustee  Consumer Deposits
Property = Taxes and Fines
: : » Claims Resulting from Driving while Intoxicated
Proceeds and Profits * General CfEd’tF’rs

Debtor
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Distribution to Unsecured Creditors
Bankruptcy law establishes an order of priority for
classes of debts owed to unsecured creditors,and they
are paid in the order of their priority Each class must
be fully paid before the next class is entitled to any of
the remaining proceeds. If there are insufficient pro-
ceeds to pay fully all the creditors in a class, the pro-
ceeds are distributed proportionately to the creditors in
that class,and classes lower in priority receive nothing.

The new bankruptcy law elevated domestic-support
(mainly child-support) obligations to the highest prior-
ity of unsecured claims—so these are the first debts to
be paid. After that, administrative expenses related to
the bankruptcy (such as court costs, trustee fees, and
attorneys’ fees) are paid; next come any expenses that a
debtor in an involuntary bankruptcy incurs in the ordi-
nary course of business. Unpaid wages, salaries, and
commissions earned within ninety days prior to the
petition are paid next, followed by certain claims for
contributions to employee benefit plans, claims by
some farmers and fishermen, consumer deposits, and
certain taxes. Claims of general creditors rank last in the
order of priority,which is why these unsecured creditors
often receive little, if anything,in a Chapter 7 bankruptcy.

From the debtor’s point of view, the primary purpose of
liquidation is to obtain a fresh start through a dis-
charge of debts.’® As mentioned eatlier, once the
debtor’s assets have been distributed to creditors as
permitted by the Code, the debtor’s remaining debts
are then discharged, meaning that the debtor is not
obligated to pay them. Any judgments on the debts are
voided, and creditors are enjoined (prevented) from
bringing any actions to collect them. A discharge does
not affect the liability of a co-debtor.

Certain debts, however, are not dischargeable in
bankruptcy. Also, certain debtors may not qualify to
have all debts discharged in bankruptcy. These situa-
tions are discussed next.

16. Discharges are granted under Chapter 7 only to individuals,
not to corporations or partnerships. The latter may use Chapter
11, 0r they may terminate their existence under state law.
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|
Exceptions te Discharge Discharge ()%f a debt
may be denied because of the nature of the claim or
the conduct of the debtor. A court will not djscharge
claims that are based on a debtor’s willful Eor mali-
cious conduct or fraud,!” or claims related to ﬁ)roperty
or funds that the debtor obtained by false pietenses,
embezzlement, or larceny. Any monetary judgment
against the debtor for driving while intoxice ted can-
not be discharged in bankruptcy When a deptor fails
to list a creditor on the bankruptcy schedules (and
thus the creditor is not notified of the bankruptcy),
that creditor’s claims are not dischargeable. |

Claims that are not dischargeable in a lig
bankruptcy include amounts due to the goy
for taxes, fines, or penalties.’® Additionally,
borrowed by the debtor to pay these taxes wi
discharged. Domestic-support obligations and prop-
erty settlements arising from a divorce or s xfpa]ration
cannot be discharged. Certain student loans and edu-
cational debts are not dischargeable (unlessjpayment
of the loans imposes an undue hardship on the debtor
and the debtor’s dependen’(s),19 nor are amaunts due
on a retirement account loan. Consumer debis for pur-
chasing luxury items worth more than $550 and cash
advances totaling more than $825 generally are not
dischargeable. |

In the following case,the court considered
to order the discharge of a debtor’s student
gations. What does a debtor have to prove
“undue hardship™?

uidation
ernment
Amounts
1l not be

whether
oan obli-
to show

17. Even if a debtor who is sued for fraud settles the:llawsuit, the
United States Supreme Court has held that the a mount due
under the settlement agreement may not be dischar, d in bank-
ruptcy because of the underlying fraud.See Archer v.f}?Varner, 538
US.314,123 S.Ct. 1462, 155 L.Ed.2d 454 (2003). i

18. Taxes accruing within three years prior to banic;ruptcy are
nondischargeable, including federal and state incpme taxes,
employment taxes, taxes On gross receipts, property taxes, excise
taxes, customs duties,and any other taxes for which the govern-
ment claims the debtor is liable in some capacity. See 11 us.C.
Sections 507(2)(8),523(a) (D). :
19. For a case discussing whether a student loan shg
charged because of undue hardship,see In re Savage
835 (1st Cir.2004). :

uld be dis-
311 Bankr.

JCASE 302 In re Mosley

¢ Backgroung

United States Court of Appeals, Eleventh Circuit, 2007. 494 F3d 1320.

s= Keldric Mosley incurred student loans while attending Geol

gia's Alcorn

State University between 1989 and 1994. At Alcom, Mosley joined the US. Army Reserye Officers’

CASE [CONTINUES
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Training Corps. During training in 1993, Mosley fell from a tank and injured his hip and back. Medical
problems from his injuries led him to resign his commission. He left Alcom to live with his mother in
Atlanta from 1994 to 1999. He worked briefly for several employers, but depressed and physically lim-
ited by his injury, he was unable to keep any of the jobs. He tried to retum to school but could not obtain
financial aid because of the debt he had incurred at Alcorn. In 1999, a federal bankruptcy court granted
him a discharge under Chapter 7, but it did not include the student loans. In 2000, after a week at the
Georgia Regional Hospital, a state-supported mental-health facility, Mosley was prescribed medication
through the U.S. Department of Veterans’ Affairs for depression, back pain, and other problems. By 2004,
his monthly income consisted primarily of $210 in disability benefits from the Veterans’ Administration.
Homeless and in debt for $45,000 to Educational Credit Management Corporation, Mosley asked the
bankruptcy court to reopen his case. The court granted him a discharge of his student loans on the basis
of undue hardship. Educational Credit appealed to the U.S. Court of Appeals for the Eleventh Circuit.

IN THE LANGUAGE OF THE COURT
JOHN R. GIBSON, Circuit Judge.

* * * *

* * *To establish undue hardship [the courts require:] * * *

(1) that the debtor cannot maintain, based on current income and expenses, a “minimal”standard of living
* % *if forced to repay the loans; (2) that additional circumstances exist indicating that this state of
affairs is likely to persist for a significant portion of the repayment period of the student loans; and (3) that
the debtor has made good faith efforts to repay the loans. :

Educational Credit does not contest that Mosley has satisfied the first requirement, an inability
to maintain a minimal standard of living, as he lives below the poverty line and has for several years.
It contends that the bankruptcy court improperly relaxed Mosley’s evidentiary burden [duty to pro-
duce enough evidence to prove an assertion] on the second and third requirements * * * The
bankruptcy court concluded that Mosley established undue hardship with his credible testimony
that he has tried to obtain work but, for ten years, his “substantial physical and emotional ailments”
have prevented him from holding a steady job.* * * Educational Credit argues that corroborat-
ing medical evidence independent from the debtor’s testimony is required * * * where medical
disabilities are the “additional circumstances™* * * .

* ® * *

We* * *decline to adopt a rule requiring Mosley to submit independent medical evidence
to corroborate his testimony that his depression and back problems were additional circum-
stances likely to render him unable to repay his student loans. We see no inconsistency between
* *  * holding that the debtor’s detailed testimony was sufficient evidence of undue hardship
and the * * = cases cited by Educational Credit where debtors’ less detailed testimony was
held to be insufficient. * * =

Educational Credit also argues that Mosley’s medical prognosis [prediction about how a situa-
tion will develop in the future] is a subject requiring specialized medical knowledge * * *and
that Mosley was not competent to give his opinion on this matter. Mosley, however, did not purport
to give an opinion on his medical prognosis, but rather testified from personal knowledge about
how his struggles with depression, back pain, and the side effects of his medication have made it
difficult for him to obtain work.* * *

We now turn to Educational Credit’s argument that the record does not support a conclusion
of undue hardship because Mosley’s testimony did not establish * * * that he likely will be
unable to repay his student loans in the future and that he has made good faith efforts to repay the
loans.* * *

* * * In showing that “additional circumstances” make it unlikely that he will be able to
repay his loans for a significant period of time, Mosley testified that his depression and chronic
back pain have frustrated his efforts to work, and thus his ability to repay his loans, as well as to
provide himself with shelter, food, and transportation, for several years.* * * Mosley’s testimony
* % *is* * *unrefuted and is corroborated by his Social Security earnings statements. He
testified that his back problems preclude him from heavy lifting, which rules out most of the jobs
available [through the Georgia Department of Labor where] he seeks work. Exacerbating [aggra-
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GASE 30.2 CONTINUED  vating] the problem, his medications make it difficult for him to function. He did not finiéh college
and has been unable to complete the training necessary to learn a trade. Mosley relies vn public

assistance programs for health care and food, and * *
Mosley’s condition will improve in the future.* * *

* there is no reason to believe that

The bankruptcy court also correctly concluded that Mosley’s testimony establi:éhed the

* = *pequirement that he has made good faith efforts to repay his student loans. * *

* Good

faith is measured by the debtor’s efforts to obtain employment, maximize income, and|minimize
expenses; his default should result, not from his choices, but from factors beyond his reasonable con-
trol. Mosley has attempted to find work,as demonstrated by the series of jobs he held while living
with his mother from 1994 to 1999 and his participation in the [state] labor pool since 2000.
Because of his medical conditions, Mosley has been largely unsuccessful,and thus has not had the

means even to attempt to make payments.* ¥

* [H]is income has been below the poverty line

for years. He lives without a home and car and cannot further minimize his expenses. [Emphasis

added.]

& 13 s .=dw The U.S. Court of Appedls for the Eleventh Circuit affirmeq the lower
court’s discharge of the debior’s student loans. The debtor’s medical problems, lack of skills and “dire
living conditions” made it unlikely that he would be able to hold a job and repay the loans.
Furthermore, the debtor “has made good faith efforts to repay his student loans and would suffer

undue hardship if they were excepted from discharge.”

= Should a debtor be required to attempt to negotiate a frepayment

plan with a creditor to demonstrate good faith? Why or why not?

- If this debtor were to relocate to a country with a lower cost of liv-

ing than the United States, should his change in circumstances be a ground for reyoking the

discharge? Explain your answer.

Objections to Discharge In addition to the
exceptions to discharge previously discussed, a bank-
ruptcy court may also deny the discharge of the debior
(as opposed to the debt). In the latter situation, the
assets of the debtor are still distributed to the creditors,
but the debtor remains liable for the unpaid portion of
all claims. Grounds for the denial of discharge of the
debtor include the following:

1. The debtors concealment or destruction of prop-
erty with the intent to hinder, delay, or defraud a
creditor.

2. The debtor’s fraudulent concealment or destruc-
tion of financial records.

3. The granting of a discharge to the debtor within eight
years of the filing of the petition. (This period was
increased from six to eight years by the 2005 act.)

4. The debtors failure to complete the required con-
sumer education course (unless such a course is
unavailable).

. Proceedings in which the debtor could be found
guilty of a felony (basically, a court may not dis-
charge any debt until the completion of felony pro-
ceedings against the debtor).

Wt

Heo o

Revocation of Discharge On petition by the
trustee or a creditor, the bankruptcy court can, within
one year, revoke th= discharge decree. The discharge
decree will be revoked if it is discovered that the debtor
acted fraudulently or dishonestly during the bank-
ruptcy proceedings. The revocation renders the dis-
charge void, allowing creditors not satisfied by the
distribution of the debtor’s estate to proceed with their
claims against the debtor.

An agreement to pay a debt dischargeable in bank-
ruptcy is called a reaffirmation agreement. A
debtor may wish to pay a debt—for example, a debt
owed to a family member, physician, bank, or some
other creditor—even though the debt could be dis-
charged in bankrunstcy Also,as noted previously, under
the 2005 act a debtor cannot retain secured property
while continuing to pay without entering into a reaffir-
mation agreement ~

Reaffirmation Preocedures To be enforce-
able, reaffirmation agreements must be made before
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the debtor is granted a discharge.The agreement must
be signed and filed with the court (along with certain
required disclosures, described next). Court approval
is required unless the debtor is represented by an attor-
ney during the negotiation of the reaffirmation and
submits the proper documents and certifications. Even
when the debtor is represented by an attorney, court
approval may be required if it appears that the reaffir-
mation will result in undue hardship on the debtor.20
When court approval is required, a separate hearing
will take place. The court will approve the reaffirma-
tion only if it finds that the agreement will not result in
undue hardship to the debtor and that the reaffirma-
tion is consistent with the debtor’s best interests.

New Reaffirmation Disclosures To discour-
age creditors from engaging in abusive reaffirmation
practices, the 2005 act added new requirements for
reaffirmation. The Code now provides specific lan-
guage for several pages of disclosures that must be
given to debtors entering reaffirmation agreements.
Among other things, these disclosures explain that the
debtor is not required to reaffirm any debt, but that
liens on secured property,such as mortgages and cars,
will remain in effect even if the debt is not reaffirmed.
The reaffirmation agreement must disclose the
amount of the debt reaffirmed, the rate of interest, the
date payments begin, and the right to rescind. The dis-
closures also caution the debtor: “Only agree to reaf-
firm a debt if it is in your best interest. Be sure you can
afford the payments you agree to make” The original
disclosure documents must be signed by the debtor,
certified by the debtor’s attorney, and filed with the
court at the same time as the reaffirmation agreement.
A reaffirmation agreement that is not accompanied by
the original signed disclosures will not be effective.

The type of bankruptcy proceeding most com-
monly used by corporate debtors is the Chapter 11
reorganization.In a reorganization, the creditors and

20. Under the provisions of the 2005 act, if the debtor’s monthly
income minus the debtor’s monthly expenses as shown on her or
his completed and signed statement is less than the scheduled
payments on the reaffirmed debt, undue hardship will be pre-
sumed. The debtor can rebut the presumption by providing a
statement that explains and identifies additional sources of funds
from which the debtor will make the agreed-on payments.

the debtor formulate a plan under which the debtor
pays a portion of the debts and is discharged of the
remainder.The debtor is allowed to continue in busi-
ness. Although this type of bankruptcy is generally a
corporate reorganization, any debtors (including
individuals but excluding stockbrokers and com-
modities brokers) who are eligible for Chapter 7
relief are eligible for relief under Chapter 11.2! In
1994, Congress established a “fast-track” Chapter 11
procedure for small-business debtors whose liabili-
ties do not exceed $2.19 million and who do not
own or manage real estate. This allows bankruptcy
proceedings without the appointment of committees
and can save time and costs.

The same principles that govern the filing of a liqui-
dation (Chapter 7) petition apply to reorganization
(Chapter 11) proceedings. The case may be brought
either voluntarily or involuntarily. The same guidelines
govern the entry of the order for relief. The automatic-
stay and adequate protection provisions are appli-
cable in reorganizations as well. The 2005 Bankruptcy
Reform Act’s exceptions to the automatic stay also
apply to Chapter 11 proceedings, as do the new provi-
sions regarding substantial abuse and additional
grounds for dismissal (or conversion) of bankruptcy
petitions. Additionally, the 2005 act contained specific
rules and limitations for individual debtors who file a
Chapter 11 petition. For example, an individual
debtor’s postpetition acquisitions and earnings
become the property of the bankruptcy estate.

Under Section 305(a) of the Bankruptcy Code, a court,
after notice and a hearing, may dismiss or suspend all
proceedings in a case at any time if dismissal or sus-
pension would better serve the interests of the credi-
tors. Section 1112 also allows a court, after notice and
a hearing, to dismiss a case under reorganization “for
cause” Cause includes the absence of a reasonable
likelihood of rehabilitation, the inability to effect a
plan,and an unreasonable delay by the debtor that is
prejudicial to (may harm the interests of) creditors.?2

21. In addition, railroads are eligible for Chapter 11 relief.

22. See 11 US.C. Section 1112(b). Debtors are not prohibited
from filing successive petitions,however. A debtor whose petition
is dismissed, for example, can file a new Chapter 11 petition
(which may be granted unless it is filed in bad faith).
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In some instances, creditors may prefer private, negoti-
ated adjustments of creditordebtor relations, also
known as workouts, to bankruptcy proceedings.
Often, these out-of-court workouts are much more flex-
ible and thus more conducive to a speedy settlement.
Speed is critical because delay is one of the most costly
elements in any bankruptcy proceeding. Another
advantage of workouts is that they avoid the various
administrative costs of bankruptcy proceedings.

Debior in Possession

On entry of the order for relief, the debtor generally
continues to operate the business as a debtor in
possession (DIP). The court, however, may appoint a
trustee (often referred to as a receiver) to operate the
debtor’s business if gross mismanagement of the busi-
ness is shown or if appointing a trustee is in the best
interests of the estate.

The DIP’s role is similar to that of a trustee in a liqui-
dation.?3 The DIP is entitled to avoid preferential pay-
ments made to creditors and fraudulent transfers of
assets.The DIP has the power to decide whether to can-
cel or assume prepetition executory contracts (those
that are not yet performed) or unexpired leases. The
DIP can also exercise a trustee’s strong-arm powers.

As soon as practicable after the entry of the order for
relief, a creditors’ committee of unsecured creditors is
appointed.If the debtor has filed a reorganization plan
accepted by the creditors, however, the trustee may
decide not to call a meeting of the creditors.The com-
mittee may consult with the trustee or the DIP concern-
ing the administration of the case or the formulation of
the plan. Additional creditors’ committees may be
appointed to represent special interest creditors. Under
the 2005 act, a court may order the trustee to change
the membership of a committee or to increase the
number of committee members to include a small-
business concern if the court deems it necessary to
ensure adequate representation of the creditors.
Orders affecting the estate generally will be entered
only with the consent of the committee or after a hear-
ing in which the judge is informed of the position of
the committee. As mentioned earlier, businesses with
debts of less than $2.19 million that do not own or

23. 11 US.C.Section 544(2).
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manage real estate can avoid creditors’ comrittees. In
these cases, orders can be entered without g commit-
tee’s consent.

o]

A reorganization plan to rehabilitate the de btor is a
plan to conserve and administer the debtor’ assets in
the hope of an eventual return to successful pperation
and solvency. :

Filing the Plam Only the debtor may file a plan
within the first 120 days after the date of the order for
relief. Under the 2005 act, the 120-day period may be
extended but not beyond eighteen months from the
date of the order for relief. If the debtor does not meet
the 120-day deadline or obtain an extension,and if the
debtor fails to procure the required creditor consent
(discussed below) within 180 days, any party may pro-
pose a plan up to twenty months from the date of the
order for relief. (In other words, the 180-day period can-
not be extended beyond twenty months past the date
of the order for relief)) For a small-business debtor, the
time for the debtor’s filing is 180 days.

The plan must be fair and equitable and must do
the following:

1. Designate classes of claims and interests.
2. Specify the treatment to be afforded the classes.
(The plan must provide the same treatment for all
claims in a particular class.)
3. Provide an adequate means for execution. (The
2005 act requires individual debtors to utilize post-
petition assets as necessary to execute the plan.)
4. Provide for payment of tax claims over a five-year
period.

Acceptance and Confirmation of the Plan
Once the plan has been developed, it is submitted to
each class of creditors for acceptance. Each class must
accept the plan unless the class is not adversely
affected by it. A class has accepted the plan when a
majority of the creditors, representing two-thirds of the
amount of the total claim, vote to approve it.
Confirmation is conditioned on the debtor certifying
that all postpetition domestic-support obligations have
been paid in full. For small-business debtors|if the plan
meets the listed requirements, the court must confirm
the plan within forty-five days (unless thig period is
extended).

Even when all classes of creditors accept the plan,
the court may refuse to confirm it if it is not in the best
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interests of the creditors”2* A former spouse or child of
the debtor can block the plan if it does not provide for
payment of her or his claims in cash. Under the 2005
act, if an unsecured creditor objects to the plan, spe-
cific rules apply to the value of property to be distrib-
uted under the plan.The plan can also be modified on
the request of the debtor, a trustee, or a holder of the
unsecured claim. Tax claims must be paid over a five-
year period.

Even if only one class of creditors has accepted the
plan, the court may still confirm the plan under the
Code’s so-called cram-down provision. In other
words, the court may confirm the plan over the objec-
tions of a class of creditors. Before the court can exer-
cise this right of cram-down confirmation, it must be
demonstrated that the plan is fair and equitable, and
does not discriminate unfairly against any creditors.

Discharge The plan is binding on confirmation;
however, the Bankruptcy Reform Act of 2005 provides
that confirmation of a plan does not discharge an indi-
vidual debtor. Individual debtors must complete the
plan prior to discharge, unless the court orders other-
wise. For all other debtors, the court may order dis-
charge at any time after the plan is confirmed. The
debtor is given a reorganization discharge from all
claims not protected under the plan. This discharge
does not apply to any claims that would be denied dis-
charge under liquidation.

| Bahkruptcy Relief undei
Chapter 13 and Chapter 12

In addition to bankruptcy relief through liquidation
and reorganization, the Code also provides for individ-
uals’ repayment plans (Chapter 13) and family-farmer
and family-fishermen debt adjustments (Chapter 12).

24. The plan need not provide for full repayment to unsecured
creditors. Instead, creditors receive a percentage of each dollar
owed to them by the debtor.

f Y CASE 303 InreBuis

Chapter 13 of the Bankruptcy Code provides for
‘Adjustment of Debts of an Individual with Regular
Income” Individuals (not partnerships or corpora-
tions) with regular income who owe fixed (liquidated)
unsecured debts of less than $336,900 or fixed secured
debts of less than $1,010,650 may take advantage of
bankruptcy repayment plans.Among those eligible are
salaried employees; sole proprietors; and individuals
who live on welfare, Social Security, fixed pensions, or
investment income. Many small-business debtors have
a choice of filing under either Chapter 11 or Chapter
13.Repayment plans offer several advantages, however.
One advantage is that they are less expensive and less
complicated than reorganization proceedings or, for
that matter, even liquidation proceedings.

Filing the Petition A Chapter 13 repayment plan
case can be initiated only by the filing of a voluntary
petition by the debtor or by the conversion of a
Chapter 7 petition (because of a finding of substantial
abuse under the means test, for example). Certain liqui-
dation and reorganization cases may be converted to
repayment plan cases with the consent of the debtor.2>
A trustee,who will make payments under the plan, must
be appointed. On the filing of a repayment plan peti-
tion, the automatic stay previously discussed takes
effect. Although the stay applies to all or part of the
debtor’s consumer debt, it does not apply to any busi-
ness debt incurred by the debtor. The automatic stay
also does not apply to domestic-support obligations.

The Bankruptcy Code imposes the requirement of
good faith on a debtor at both the time of the filing of
the petition and the time of the filing of the plan. The
Code does not define good faith—it is determined in
each case through a consideration of “the totality of
the circumstances” Bad faith can be cause for the dis-
missal of a Chapter 13 petition, as the following case
illustrates.

25. A Chapter 13 repayment plan may be converted to a
Chapter 7 liquidation either at the request of the debtor or,under
certain circumstances, “for cause” by a creditor. A Chapter 13
case may be converted to a Chapter 11 case after a hearing.

United States Bankruptcy Court, Northern District of Florida, Pensacola Division, 2006. 337 Bankr. 243.

= In 2000, Roger and Pauline Buis bought an air show business, includ-

ing a hehcopter a trailer, and props, from Robert and Annette Hosking. The price was $275,000, which
the Buises agreed to pay in installments. The Buises formed Otto Airshows and decorated the helicopter
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CASE 30.3 CONTINUED
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as “Otto the Clown” They performed in air shows and took passengers on flights for a fee. In 2003, the
Buises began accusing a compeiitor, Army Aviation Heritage Foundation and Museum, Inc. (AAHF), of
safety lapses. AAHF filed a suit in a federal district court against the Buises and their company, alleging
defamation. The court issued a summary judgment in AAHF's favor. While the amount of the damages
was being determined, the Buises stopped doing business as Otto Airshows. They formed & new firm,
Prop and Rotor Aviation, Inc,, to which they leased the Otto equipment. Within a month, they filed a bank-
ruptcy petition under Chapter 13. The plan and the schedules did not mention AAHF, the Prop and Rotor
lease, a settlement that the Buises received in an unrelated suit, and other items. AAHF filed 3 motion to
dismiss the case, asserting, among other things, that the Buises filed their petition in bad faith.

. IN THE LANGUAGE OF THE COURT
: LEWIS M. KILLIAN, JR., Bankruptcy Judge.

* % % n considering the totality of circumstances surrounding the deb tors’ filing
of their petition, it is clear to me that this case was filed in bad faith and therefore should be dis-
missed. [Emphasis added.]
First, the debtors did not accurately state their assets and liabilities on their initial bankruptcy
petition. The debtors failed to list AAHF as a creditor, which is especially hard for the court to com-
prehend when the debtor admitted that it was AAHF's judgment that pushed them into bankruptcy.
The debtors listed income on their schedules from “[r]ent from personal property lease but did
not list any such lease on [the schedules] and did not report any income from leases inf‘their state-
ment of financial affairs or list any agreement with Prop and Rotor anywhere in their }schedules
* % * The debtors also did not disclose the $55,000.00 personal injury settlement they
received prepetition. In addition to all of these omissions, the deblors also “forgot” abodi a Kubota
lawn tractor worth $10,000 and their generator, worth $400.The debtors did not amend their sched-
ules to reflect any of this until the day of the hearing on this motion. [Emphasis added.
Next, the timing of the debtors’ petition leads to the conclusion of bad faith, in two ways. First,
the debtors filed their Chapter 13 petition after they were found liable in the District Court Action
and after an unsuccessful mediation with AAHE but before a final judgment could be entered.
* %t appears to me that the timing of the bankruptcy filing was an ultimately futile attempt to
keep the debtors eligible to file for relief under Chapter 13, because the debts owed to AAHF would
be dischargeableina * * * so-called Chapter 13 “super discharge.” The other reason the timing of
the petition is suspect involves the grant of [certain] interests in [some of the Buises’assets to some
of their creditors].While the granting of these *  * ™ interests may not have been fraudulent trans-
fers as a matter of law, they certainly would have been preferences subject to avoidance * * *
had they been made within 90 days of the filing of the petition. All of these transfers appear to have
been made between 90 and 120 days pre-petition. Thus, the debtors granted these * * ¥ interests,
* * = waijted 90 days so they would “stick; then filed their petition. The debtor admitied that he
began planning to avoid AAHF’s judgment through a Chapter 13 bankruptcy shortly after the
adverse ruling on summary judgment in the District Court.The timing of the bankruptcy petition fur-
ther demonstrates both the debtors attempt to continue in their pre-petition pattern o egregious
[flagrant] behavior towards AAHF and their bad faith in filing their petition. [Emphasis added.]

o 5 & w The court dismissed the Buises’ petition. The debtors had not
included all of their assets and liabilities on their initial petition and had timed its filing to, avoid pay-
ment on the judgment to AAHF. They had also attempted to transfer interests in some of their assets
in preference to certain creditors. The court determined that “the debtors filed their petition in bad
faith and it is in the creditors’ and estate’s best interests that this case be dismissed.”

5 % If AAHF had lost its defamation suit against the
Buises, would the result in this case have been the same? Why or why not?

. Could the Buises have shipped their assets to Canada Qr Mexico to
ded in the bankruptcy estate? Explain. ‘
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The Repayment Plan Only the debtor may file
the repayment plan.This plan may provide either for
payment of all obligations in full or for payment of a
lesser amount.?® The plan must provide for the
following:

1. The turning over to the trustee of such future earn-
ings or income of the debtor as is necessary for exe-
cution of the plan.

2. Full payment through deferred cash payments of all
claims entitled to priority, such as taxes.2’

3. Identical treatment of all claims within a particular
class. (The Code permits the debtor to list co-
debtors,such as guarantors or sureties,as a separate
class.)

Time Allowed for Repayment. Prior to the 2005
act, the time for repayment under a plan was usually
three years unless the court approved an extension for
up to five years. Under the new act, the length of the
payment plan (three or five years) is determined by
the debtor’s family income. If the debtors family
income is greater than the state median family income
under the means test (previously discussed), the pro-
posed plan must be for five years. 28 The term may not
exceed five years, however.

The Code requires the debtor to make “timely” pay-
ments from her or his disposable income, and the
trustee must ensure that the debtor commences these
payments. The debtor must begin making payments
under the proposed plan within thirty days after the
plan has been filed. Failure of the debtor to make
timely payments or to commence payments within
the thirty-day period will allow the court to convert
the case to a liquidation bankruptcy or to dismiss the
petition.

Confirmation of the Pian, Afterthe plan is filed, the
court holds a confirmation hearing, at which inter-
ested parties (such as creditors) may object to the

26. Under the 2005 act,a plan under Chapter 13 or Chapter 12
(to be discussed shortly) may propose to pay less than 100 per-
cent of prepetition domestic-support obligations that were
assigned, but only if disposable income is dedicated to a five-year
plan. Disposable income is also redefined to exclude the
amounts reasonably necessary to pay current domestic-support
obligations.

27. As with a Chapter 11 reorganization plan, full repayment of
all claims is not always required.

28. See 11 US.C.Section 1322(d) for details on when the court
will find that the Chapter 13 plan should extend to a five-year
period.

plan. Under the 2005 act, the hearing must be held at
least twenty days, but no more than forty-five days, after
the meeting of the creditors. Confirmation of the plan
is dependent on the debtor’ certification that postpe-
tition domestic-support obligations have been paid in
full and that all prepetition tax returns have been filed.
The court will confirm a plan with respect to each
claim of a secured creditor under any of the following
circumstances:

1. If the secured creditors have accepted the plan.

2. If the plan provides that secured creditors retain
their liens until there is payment in full or until the
debtor receives a discharge. ;

3. If the debtor surrenders the property securing the
claims to the creditors.

In addition, for confirmation, the plan must provide
that a creditor with a purchase-money security interest
(PMSl—see Chapter 29) retains its lien until payment
of the entire debt for a motor vehicle purchased within
910 days before filing the petition. For PMSIs on other
personal property, the payment plan must cover debts
incurred within a one-year period preceding the filing.

O fo the Plan. Unsecured creditors do not
have the power to confirm a repayment plan, but they
can object to it. The court can approve a plan over the
objection of the trustee or any unsecured creditor only
in either of the following situations:

1. When the value of the property (replacement value
as of the date of filing) to be distributed under the
plan is at least equal to the amount of the claims.
When all of the debtors projected disposable
income to be received during the plan period will
be applied to making payments. Disposable
income is all income received less amounts
needed to pay domestic-support obligations and/or
amounts needed to meet ordinary expenses to con-
tinue the operation of a business. The 2005 act also
excluded from disposable income charitable con-
tributions up to 15 percent of the debtor’s gross
income and the reasonable and necessary costs for
health insurance for the debtor and his or her
dependents.

g

H fie Plan. Prior to completion of
payments, the plan may be modified at the request of
the debtor, the trustee, or an unsecured creditor. If any
interested party objects to the modification, the court
must hold a hearing to determine whether the modi-
fied plan will be approved.
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Discharge After the debtor has completed all pay-
ments, the court grants a discharge of all debts pro-
vided for by the repayment plan. Except for allowed
claims not provided for by the plan, certain long-term
debts provided for by the plan, certain tax claims,
payments on retirement accounts, and claims for
domestic-support obligations, all other debts are dis-
chargeable.Under prior law,a discharge of debts under
a Chapter 13 repayment plan was sometimes referred
to as a “superdischarge” because it allowed the dis-
charge of fraudulently incurred debt and claims result-
ing from malicious or willful injury.

The 2005 Bankruptcy Reform Act, however, deleted
most of the “superdischarge” provisions, especially for
debts based on fraud. Today, debts for trust fund taxes,
taxes for which returns were never filed or filed late
(within two years of filing), domestic-support pay-
ments, student loans, and injury or property damage
from driving under the influence of alcohol or drugs
are nondischargeable. The new law also excludes
fraudulent tax obligations, criminal fines and restitu-
tion, fraud by a person acting in a fiduciary capacity,
and restitution for willfully and maliciously causing
personal injury or death.

Even if the debtor does not complete the plan, a
hardship discharge may be granted if failure to com-
plete the plan was due to circumstances beyond the
debtor’s control and if the value of the property distrib-
uted under the plan was greater than what would have
been paid in a liquidation.A discharge can be revoked
within one year if it was obtained by fraud.

o
Family Farmers and

In 1986, to help relieve economic pressure on small
farmers, Congress created Chapter 12 of the
Bankruptcy Code. In 2005, Congress extended this pro-
tection to family fishermen,?® modified its provisions
somewhat, and made it a permanent chapter in the
Bankruptcy Code (previously, the statutes authorizing
Chapter 12 had to be periodically renewed by
Congress).

Definitions For purposes of Chapter 12, a family
farmer is one whose gross income is at least 50 percent
farm dependent and whose debts are at least 50 per-
cent farm related. The total debt for a family farmer
must not exceed $3,544,525. (Prior law required a
farmer’s debts to be 80 percent farm related and not to

29. Although the Code uses the terms fishermen and fisherman,
Chapter 12 provisions apply equally to men and women.
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exceed $1.5 million.) A partnership or closely held
corporation (see Chapter 38) at least 50é percent
owned by the farm family can also qualify as a family
farmer.

A family fisherman is defined by the 2005 act asone
whose gross income is at least 50 percent dependent
on commercial fishing operations® and whose debts
are at least 80 percent related to commercial fishing.
The total debt for a family fisherman must not exceed
$1,642,500. As with family farmers, a partnership or
closely held corporation can also qualify.

Filing the Petition The procedure for filing a
family-farmer or family-fishermen bankruptcy plan is
very similar to the procedure for filing a repayment
plan under Chapter 13.The debtor must file a plan not
later than ninety days after the order for relief. The fil-
ing of the petition acts as an automatic stay against
creditors’ and co-obligors’ actions against the estate.

A farmer or fisherman who has already filed a reor-
ganization or repayment plan may convert it to a
Chapter 12 plan. The debtor may also convert a
Chapter 12 plan to a liquidation plan.

Content and Confirmation of the Plam
The content of a plan under Chapter 12 is basically the
same as that of a Chapter 13 repayment plan.The plan
can be modified by the debtor but, except for cause,
must be confirmed or denied within forty-ﬁ\{e days of
filing.

Court confirmation of the plan is the same as for a
repayment plan. In summary, the plan must provide for
payment of secured debts at the value of the collateral.
If the secured debt exceeds the value of the Collateral
the remaining debt is unsecured. For unsecured
debtors, the plan must be confirmed if either (1) the
value of the property to be distributed under the plan
equals the amount of the claim, or (2) the plan pro-
vides that all of the debtor’s disposable income to be
received in a three-year period (or onger:by court
approval) will be applied to making payments
Disposable income is all income received less amounts
needed to support the farmer or fisherman and his or
her family and to continue the farming or commerc1a1
fishing operation. Completion of payments under the
plan discharges all debts provided for by the plan. See
Concept Summary 30.1 for a comparison ‘of bank-
ruptcy procedures under Chapters 7,11,12, and 13.

30. Commercial fishing operations include catchmg, harvesting,
or aquaculture raising fish, shrimp, lobsters, urchms seaweed,
shellfish, or other aquatic species or products.
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f CONCEPT SUMMARY 30.1

Forms of Bankruptcy Relief Compared

Chapter 7

Liquidation.

Debtor (voluntary) or
creditors (involuntary).

Any “person” (including
partnerships,
corporations, and
municipalities) except
railroads, insurance
companies, banks,
savings and loan
institutions, investment
companies licensed by
the Small Business
Administration, and
credit unions. Farmers
and charitable
institutions also cannot
be involuntarily
petitioned. If the court
finds the petition to be a
substantial abuse of the
use of Chapter 7,the
debtor may be required
to convert to a Chapter
13 repayment plan.

Nonexempt property is
sold with proceeds to be
distributed (in order) to
priority groups.
Dischargeable debts are
terminated.

On liquidation and
distribution, most debts
are discharged,and
the debtor has an
opportunity for a fresh
start.

Chapter 11

Reorganization.

Debtor (voluntary) or
creditors (involuntary).

Any debtor eligible for
Chapter 7 relief; railroads
are also eligible.
Individuals have specific
rules and limitations.

Plan is submitted; if it is
approved and followed,
debts are discharged.

Debtor continues in
business. Creditors can
either accept the plan,
or it can be “crammed
down”on them.The
plan allows for the
reorganization and
liquidation of debts
over the plan period.

Chapters 12 and 13

Adjustment.

Debtor (vdluntary)’?only.

Chapter 12—Any family farmer
(one whose gross income is at
least 50 percent farm
dependent and whose debts
are at least 50 percent farm
related) or family fisherman
(one whose gross income is at
least 50 percent dependent on
commercial fishing operations
and whose debts are at least 80
percent related to commercial
fishing) or any partnership or
closely held corporation at
least 50 percent owned by a
family farmer or fisherman,
when total debt does not
exceed a specified amount
($3,544,525 for farmers and
$1,642,500 for fishermen).

Chapter 13—Any individual
(not partnerships or
corporations) with regular
income who owes fixed
unsecured debts of less than
$336,900 or fixed secured
debts of less than $1,010,650.

Plan is submitted and must be
approved if the value of the
property to be distributed
equals the amount of the
claims or if the debtor turns
over disposable income for a
three-year or five-year period; if
the plan is followed, debts are
discharged.

Debtor continues in business
or possession of assets. If the
plan is approved, most debts
are discharged after the plan
period. !
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") REVIEWING Bankruptey Law

Three months ago, Janet Hart's husband of twenty years died of cancer. Although he had
medical insurance, he left Janet with outstanding medical bills of more than $50,000. Janet
has worked at the local library for the past ten years, earning $1,500 per month. Since her husband’s
death, Janet also receives $1,500 in Social Security benefits and $1,100 in life insurance proceeds every
month, for a total monthly income of $4,100. After she pays the mortgage payment of $1,500 and the
amounts due on other debts, Janet has barely enough left over to buy groceries for her family (she. has
two teenage daughters at home). She decides to file for Chapter 7 bankruptcy, hoping for a fresh start
Using the information presented in the chapter, answer the following questions.

1. Under the Bankruptcy Code after the 2005 act, what must Janet do before filing a petition for reilef
under Chapter 7? ‘

2. How much time does Janet have after filing the bankruptcy petition to submit the required
schedules? What happens if Janet does not meet the deadline? ;

3. Assume that Janet files a petition under Chapter 7. Further assume that the median family i income in
the state in which Janet lives is $49,300. What steps would a court take to determine whether Janet s
petition is presumed to be “substantial abuse” using the means test?

4. Suppose that the court determines that no presumption of substantial abuse applies in Janet's ¢ case.
Nevertheless, the court finds that Janet does have the ability to pay at least a portion of the medical
bills out of her disposable income. What would the court likely order in that situation? :

debtor in possession (DIP) 625 preference 619

discharge 612 preferred creditor 619
insider 619 reaffirmation agreement 623
adequate protection doctrine 616  Jiquidation 611 trustee 612 i
automatic stay 616 order for relief 615 U.S. trustee 612
cram-down provision 626 petition in bankruptcy 612 workout 625

- (a) Under the Bankruptcy Code, can Bu1ke with a
" life, raising cattle and crops. Her ranch is $500,000 ranch, voluntarily petition helself into
" valued at $500,000, almost all of which is bankruptcy? Explain.

exempt under state law. Burke has eight creditors anda (b) Could either Oman or Sneed force Burke mto invol-
total indebtedness of $70,000.Two of her largest creditors untary bankruptcy? Explain. ~

are Oman ($30,000 owed) and Sneed ($25,000 owed).
The other six creditors have claims of less than $5,000
each. A drought has ruined all of Burke’s crops and
forced her to sell many of her cattle at a loss.She cannot
pay off her creditors.

30-2. QUESTION WITH SAMPLE AKSWER

. Peaslee is not known for his business sense. He
started a greenhouse and nursery business two
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years ago,and because of his lack of experience, he soon
was in debt to a number of creditors. On February 1,
Peaslee borrowed $5,000 from his father to pay some of
these creditors. On May 1, Peaslee paid back the $5,000,
depleting his entire working capital. One creditor, the
Cool Springs Nursery Supply Corp., extended credit to
Peaslee on numerous purchases. Cool Springs pressured
Peaslee for payment, and on July 1, Peaslee paid Cool
Springs half the amount owed. On September 1, Peaslee
voluntarily petitioned himself into bankruptcy. The
trustee in bankruptcy claims that both Peaslee’s father
and Cool Springs must turn over to the debtor’s estate the
amounts Peaslee paid to them. Discuss fully the trustee’s
claims.
o For a sample answer to Question 30-2,
go to Appendix I at the end of this text.

30-3. Montoro petitioned himself into voluntary bank-
ruptcy. There were three major claims against his estate.
One was made by Carlton, a friend who held Montoro’s
negotiable promissory note for $2,500; one was made by
Elmer, an employee who was owed three months’ back
wages of $4,500; and one was made by the United Bank
of the Rockies on an unsecured loan of $5,000. In addi-
tion, Dietrich, an accountant retained by the trustee, was
owed $500, and property taxes of $1,000 were owed to
Rock County. Montoro’s nonexempt property was liqui-
dated, with proceeds of $5,000. Discuss fully what
amount each party will receive,and why.

30-4. Automatic Stay. On January 22, 2001, Marlene
Moffett bought a used 1998 Honda Accord from
Hendrick Honda in Woodbridge, Virginia. Moffett
agreed to pay $20,024.25, with interest, in sixty monthly
installments, and Hendrick retained a security interest
in the car. (As discussed in Chapter 29, Hendrick thus
had the right to repossess the car in the event of
default, subject to Moffett’s right of redemption.)
Hendrick assigned its rights under the sales agreement
to Tidewater Finance Co., which perfected its security
interest. The car was Moffett’s only means of traveling
the forty miles from her home to her workplace. In
March and April 2002, Moffett missed two monthly pay-
ments. On April 25, Tidewater repossessed the car. On
the same day, Moffett filed a Chapter 13 plan in a fed-
eral bankruptcy court. Moffett asked that the car be
returned to her, in part under the Bankruptcy Code’s
automatic-stay provision. Tidewater asked the court to
terminate the automatic stay so that it could sell the
car. How can the interests of both the debtor and the
creditor be fully protected in this case? What should
the court rule? Explain. [In re Moffett, 356 E3d 518 (4th
Cir.2004)]

30-5. Discharge in Bankruptcy. Between 1980 and 1987,
Craig Hanson borrowed funds from Great Lakes Higher
Education Corp. to finance his education at the

University of Wisconsin. Hanson default
in 1989, and Great Lakes obtained a ju
him for $31,583.77. Three years later, I
bankruptcy petition under Chapter 1

ed on the debt
dgment against
lanson filed a
3. Great Lakes

timely filed a proof of claim in the amount of $35,531.08.
Hanson’s repayment plan proposed to pay $135 monthly
to Great Lakes over sixty months, which in total was only

19 percent of the claim, but said nothing

about discharg-

ing the remaining balance. The plan was confirmed
without objection. After Hanson completed the pay-
ments under the plan, without any additional proof or

argument being offered, the court granted
In 2003, Educational

his student loans.
Management Corp. (ECMC), which had ta
Lakes' interest in the loans, filed a motion
the discharge. What is the requirement fo

a discharge of
Credit
ken over Great

for relief from
- the discharge

of a student loan obligation in bankruptcy? Did Hanson

meet this requirement? Should the cour
motion? Discuss. [In re Hanson, 397 E3

t grant ECMC’s

4 482 (Tth Cir
2005)] :

30-6. Exceptions to Discharge. Between 1988 and 1992,
Lorna Nys took out thirteen student loans;, totaling about
$30,000,to finance an associate of arts degree in drafting
from the College of the Redwoods and a bachelor of arts
degree from Humboldt State University (HSU) in
California. In 1996, Nys began working at HSU as a draft-
ing technician. As a “Drafter 11, the highest-paying draft-
ing position at HSU, Nys's gross income in 2002 was
$40,244. She was fifty-one years old, Her net monthly
income was $2,299.33,and she had $2,295.05 in monthly
expenses, including saving $140 for her retirement,
which she planned for age sixty-five. When Educational
Credit Management Corp. (ECMC) beganito collect pay-
ments on Nys’s student loans, she filed a Chapter 7 peti-
tion in a federal bankruptcy court, seeking a discharge
of the loans. ECMC argued that Nys did not show any
“additional circumstances” that would impede her abil-
ity to repay.What is the standard for the discharge of stu-
dent loans under Chapter 7?7 Does Nys meet that
standard? Why or why not? [/n re Nys, 446 E3d 938 (9th
Cir.2006)] f

. 30-7. CASE PROBLEM WITH SAMPLE ANSWER

James Stout, a professor of economics and
business at Cornell College in I'Qwa City, lowa,
filed a petition in bankruptcy under Chapter 7, seeking
to discharge about $95,000 in credit-card debts. At the
time, Stout had been divorced for ten years and had
custody of his children: Z.S.,who attended college, and
G.S., who was twelve years old. Stout’s éx-wife did not
contribute child support.According to Stout,G.S.was an
“elite” ice-skater who practiced twenty hours a week
and had placed between first and third at more than
forty competitive events. He had deciﬁed to home
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school G.S., whose achievements were average for her
grade level despite her frequent absences from public
school. His petition showed monthly income of $4,227
and expenses of $4,806.The expenses included annual
home school costs of $8,400 and annual skating
expenses of $6,000. They did not include Z.Ss college
costs, such as airfare for his upcoming studies in
Europe, and other items. The trustee allowed monthly
expenses of $3,227—with nothing for skating—and
asked the court to dismiss the petition. Can the court
grant this request? Should it? If so, what might it encour-
age Stout to do? Explain. [/n re Stout, 336 Bankr. 138
(N.D.Iowa 2006)]

o To view a sample answer for Problem 30-7,
go to this book’s Web site at academic.
cengage.com/blaw/clarkson, select
“Chapter 30,” and click on “Case Problem
with Sample Answer.”

30-8, Discharge in Bankruptcy. Rhonda Schroeder mar-
ried Gennady Shvartsshteyn (Gene) in 1997. Gene
worked at Royal Courier and Air Domestic Connect in
llinois, where Melissa Winyard also worked in 1999 and
2000. During this time, Gene and Winyard had an affair.
A year after leaving Royal, Winyard filed a petition in a
federal bankruptcy court under Chapter 7 and was
granted a discharge of her debts. Sometime later, in a
letter to Schroeder who had learned of the affair,
Winyard wrote, I never intentionally wanted any of this
to happen. I never wanted to disrupt your marriage’
Schroeder obtained a divorce and, in 2005, filed a suit in
an Illinois state court against Winyard, alleging “alien-
ation of affection” Schroeder claimed that there had
been “mutual love and affection” in her marriage until
Winyard engaged in conduct intended to alienate her
husband’s affection. Schroeder charged that Winyard
“caused him to have sexual intercourse with her result-
ing in “the destruction of the marital relationship’”
Winyard filed a motion for summary judgment on the
ground that any liability on her part had been dis-
charged in her bankruptcy. Is there an exception to dis-
charge for “willful and malicious conduct™? If so, does
Schroeder’s claim qualify? Discuss. [Schroeder ov.
Winyard, 375 1ll.App.3d 358,873 N.E.2d 35, 313 llL.Dec.
740 (2 Dist. 2007)]

30-9, A QUESTION OF ETHICS

In October 1994, Charles Edwards formed ETS
Payphones, Inc., to sell and lease pay phones as
investment opportunities—an [nvestor would buy a
phone from ETS, which would lease it back. ETS promised
returns of 14 to 15 percent but consistently lost money. 1o
meet its obligations to existing investors, ETS had to con-
tinually attract new investors. Eventually, ETS defrauded
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thousands of investors of more than $300 million.
Edwards transferred the funds from ETS to himself In
2000, ETS filed a petition in a federal bankruptcy court to
declare bankruptcy. Darryl Laddin was appointed trustee.
On the debtor’s behalf. Laddin filed a suit against Reliance
Trust Co. and others, alleging, among other things, that the
defendants helped defraud investors by “igrioring the
facts” and “funneling” the investors’ funds to ETS, causing
it to “incur millions of dollars in additional debt.” Laddin
sought treble (triple) damages. [Official Committee of
Unsecured Creditors of PSA, Inc. v. Edwards, 437 F3d
1145 (11th Cir 2006)] 5

(a) The defendants argued, in part, that the doctrine of
in pari delicto, which provides that a wrongdoer may
not profit from his or her wrongful acts, barred
Laddin’s claim. Who should be considered ethically
responsible for the investors’ losses? Explain.

(b) Laddin contended that his actions, as trustee on
behalf of the debtor, should not be subject to the
doctrine of in pari delicto because thaf;f doctrine
depends on the “personal malfeasance of the indi-
vidual seeking to recover’ The defendants filed a
motion to dismiss Laddin’s complaint. Do you think
that the court should rule in favor of Laddin or the
defendants? Why? :

»  30-10. VIDEO QUESTION

4 :57 Go to this text's Web site at academic.
B cengage.com/blaw/clarkson and select
“Chapter 30" Click on “Video Questions” and view
the video titled The River Then answer the following
questions. |

(a) In the video, a crowd (including Mel Gibson) is
gathered at a farm auction in which a neighbor’s
(Jim Antonio’s) farming goods are being sold.The
people in the crowd, who are upset because they
believe that the bank is selling out the farmer,
begin chanting “no sale, no sale” In an effort to
calm the situation, the farmer tells the crowd that
“they've already foreclosed” on his farm.What does
he mean? "

(b) Assume that the auction is a result of Chapter 7

bankruptcy proceedings. Was the farmer’s petition

for bankruptcy voluntary or involuntary? Explain.

Suppose that the farmer purchased the homestead

three years prior to filing a petition for bankruptcy

and that the current market value of the farm is
$215,000. What is the maximum amount of equity

the farmer could claim as exempt undéz‘ the 2005

Bankruptcy Reform Act? :

(d) Compare the results of a Chapter 12 bankruptcy as
opposed to a Chapter 7 bankruptcy for the farmer in
the video. j

©
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UNIT & Creditors’ Rights and Bankruptcy

At For updated links to resources available on the Web, as well as a variety of other materials, visit
this text's Web site at

The U.S. Bankruptcy Code is online at

Another good resource for bankruptcy information is the American Bankruptcy Institute (ABI) at

wwwabhy

Legal Research Exercises on the Web

Go to academic.cengage.com/blaw/clarkson, the Web site that accompanies this text. Select “Chap
click on “Internet Exercises” There you will find the following Internet research exercises that you can
learn more about the topics covered in this chapter.

Internet Exercise 30-1: Legal Perspective
Bankruptcy

Internet Exercise 30-2: Management Perspective
Bankruptcy Alternatives

er 30" and
perform to
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rs’ Rights and Baﬁkm?icy

We have certainly come a long At the same time, repossession can be risky for
way from the period in our the creditor; if the repossession results in a breach
; history when debtors’ prisons of the peace, the creditor may be liable for
existed. Today, debtors are in a much substantial damages. Inevitably, repossession.

more favorable position—they can file for protection  attempts will occasionally result in confrontations
under bankruptcy law. Indeed, after the Bankruptcy  with the debtor. Indeed, some contend that the self- |
Reform Act of 1978 was passed, some claimed that  help provision encourages violence by providing an
we had gone too far toward protecting debtors and  incentive for debtors to incite creditors to breach the
had made it too easy for them to avoid paying what peace, which may entitle the debtors to damages.
they legally owed. Critics of the 2005 Bankruptcy
Reform Act are concerned that the pendulum has

swung too far in the opposite direction—favoring .
creditors’ interests and making it too difficult for As we have seen, the first goal of bankruptcy law is

debtors to obtain a fresh start. Clearly, it is hard to to provide relief and protection to debtors. Society
protect the rights of both debtors and creditors at hgs generally concluded that everyone should be
the same time, and laws governing debtor-creditor given the chance to start over. But how far_shc?uld
relationships have traditionally been perceived, by sociely go in allovyln_g debtors to_avo:d o_bhgat!ons
one group or another, as being unfair. that they voluntarily incurred? This question has

It is obviously not possible for the law to protect been debated for SomE: e, and it is certainly at
both debtors and creditors at all times under all the forefront of the issues raised by the 2008
circumstances. Attempts to balance the rights of Bankruptcy Reform Act.
both groups necessarily raise questions of fairness Consider the concept of bankruptcy from the

and justice. In this Focus on Ethics feature, we look point of view of the creditor. The creditor has
at several aspects of debtor-creditor relationships extended a transfer of purchasing power frogn
that frequently involve issues of faimess, and we herself or himself to the debtor. That transfer of

examine the ethical ramifications of the 2005 purchasing power represents a transfer of an asset
Bankruptcy Reform Act for debtors and creditors. for an asset. The debtor obtains the asset of funds,
goods, or services, and the creditor obtains the
asset of a secured or unsecured legal obligation to
repay. Once the debtor is in bankruptcy, voluntarily
or involuntarily, the asset that the creditor owns !
most often has a diminished value. Indeed, in many
circumstances, that asset has no value. Yet the |
easier it becomes for debtors to discharge their
debts under bankruptcy laws, the greater will be
the incentive for debtors to use such laws to avoid
paying amounts that are legally owed. :
Clearly, bankruptcy law is a balancing act between
providing a second chance for debtors and ensuring
that creditors are given reasonable protection.
Understandably, ethical issues arise in the process.

o

Section 9-503 of the Uniform Commercial Code
(UCC) states that “[u]nless otherwise agreed, a
secured party has on default the right to take
possession of the collateral. In taking possession, a
secured party may proceed without judicial process if
this can be done without breach of the peace” The
underlying rationale for this “self-help” provision of
Article 9 is that it simplifies the process of
repossession for creditors and reduces the burden on
the courts. Because the UCC does not define “breach
of the peace,” however, it is not always easy to
predict what behavior will constitute such a breach.
One problem is that the debtor may not realize

what is happening when agents of the creditor Among other things, the increasing number of
show up to repossess the collateral. Often, to_avoid bankruptcies since the early 1990s meant that
confrontation with the debtor and any potential creditors incurred higher risks in making loans—
violence or breach of the peace, a secured creditor  pecause bankruptcy shifts the cost of the debt from |
will arrange to have the collateral repossessed the debtor to the creditor. To compensate for these |
during the night or in the early-morning hours, higher risks, creditors take one or more of the
when the repossession effort is least likely to be following actions: increase the interest rates
observed. But a debtor who awakens in the night charged to everyone, require additional security

| and sees his or her car being towed away may not  (collateral), or be more selective in granting credit.

| realize that it is being repossessed. (Continued) J
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Thus, with more lenient
bankruptcy laws, debtors who
find themselves in bankruptcy
will be better off, but those
debtors who will never be in
bankruptcy will be worse off. Ethical

concerns regarding this trade-off must be
matched with the economic concerns of other
groups of individuals affected by the law.

Consequences of Bankruptcy Under the 2005
Bankruptcy Reform Act, filing for personal
bankruptcy (particularly under Chapter 7) has
become more difficult. Although the stigma attached
to bankruptcy today is less than it once was,
bankruptcy is never easy for debtors. Many debtors
feel a sense of shame and failure when they
petition for bankruptcy. After all, bankruptcy is a
matter of public record, and there is no way to
avoid a certain amount of publicity. In one case, for
example, a couple who filed for Chapter 7
bankruptcy wanted to use their attorney’s mailing
address in another town on their bankruptcy
schedules in an effort to prevent an elderly parent
and one of their employers from learning about the
bankruptcy. The court, however, held that debtors
are not entitled to be protected from publicity
surrounding the filing of their cases.!

A court in another case held that the public
interest in information involving a particular
bankruptcy debtor (Gitto Global Corporation) was
important enough to justify disclosing a previously
sealed report from a bankruptcy examiner. In
essence, the court gave the media access to the
bankruptcy examiner’s report on the misconduct of
more than 120 individuals at the debtor company.2

Bankruptcy also has other consequences for
debtors, including blemished credit ratings for up to
ten years and higher interest charges for new debts,
such as those incurred through the purchase of cars
or homes. Some private employers may even refuse
to hire a job applicant who has filed for bankruptcy.
The courts provide little relief for applicants who are
denied a job for this reason.?

Thus, bankruptcy can have adverse effects for both
debtors and creditors. Because of the consequences
of bankruptcy, debtors do not always get the fresh
start promised by bankruptcy law. At the same time,
creditors rarely are able to recover all that is owed
them once a debtor petitions for bankruptcy.

1. In the Matter of Laws, 223 Bankr. 714 (D.Neb. 1998).

and In re Stinson, 285 Bankr. 239 (W.D.Va. 2002).

2. In re Gitto Global Corp., 2005 WL 10273348 (D.Mass. 2005).
3. See, for example, In re Potter, 354 Bankr. 301 (D.Ala. 2006);

Is It Fair io Incraase the Casts for %ﬁetims Seaking
Bapkruptcy Belief? The 2005 Bankruptcy Reform
Act increased the costs of filing for bankruptcy. Not
only did the filing fee for Chapter 7 bankruptcies
increase from $155 to $200, but attorneys’ fees also
increased in many instances. Attorneys! fees, rather
than filing fees, typically constitute the major
expense for bankruptcy filings. Many attorneys have
raised the fees they charge to handle bankruptcy
cases in the wake of the 2005 act because they are
assuming greater risk. Under the 2005 law, the
debtor’s attorney must certify the accuracy of all
factual allegations in the bankruptcy petition and
schedules under the penalty of perjury. In other
words, attorneys may be subject to sanctions (fines)
if there are any factual inaccuracies.

Because attorneys are held accountable for
factual inaccuracies, the debtor’s attorney may
decide to independently investigate the truth of the
facts stated in the petition and schedules. This may
entail hiring private investigators, appraisers, and
auditors for assistance in accounting for all of the
debtor’s income and assets. If the debtor enters a
reaffirmation agreement, it will not be enforceable
unless the attorney certifies that the debtor is
capable of making the payments due under the
agreement. Thus, another round of investigations
may be needed before the attorney will sign the -
certification. Obviously, the debtor ends up paymg
these costs. Is this fair considering that a main goal
of bankruptcy is to give debtors a fresh: start?

DISCUSSION QUESTIONS

Do you think that the law favors debtors at the
expense of creditors or vice versa? Is there any
way to achieve a better balance between the
interests of creditors and those of debtors?

So long as a breach of the peace does not
result, a lender may repossess goods on the
debtor’s default under the self-help provision of
Article 9. Do you think that debtors have a right
to be told in advance about a planned
repossession? Some observers argue that the
self-help remedy under Article 9 should be
abolished. Do you agree? Why or why not?

Is it unethical to avoid paying one’s*; debts by
going into bankruptcy? Does a person have a
moral responsibility to pay his or her debts?

4. Are borrowers better off as a result of the 2005
Bankruptcy Reform Act? Why or why not? Do
credit-card companies have a duty to reduce the
interest rates they charge to all consumers if
their costs fall? Should they?
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