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Part I:  Non-Bankruptcy Remedies and Bankruptcy Basics
Unit I:  Non-Bankruptcy Remedies, Priorities, and Secured Creditors

1) Non-Bankruptcy Remedies.  BK law is only one way for creditors and debtors to adjudicate their legal rights.   Bk law still looks to non-Bk remedies under Butner.
2) Non-Bankruptcy General Creditor Rights.  State laws vary, but this is a good overview.
a) General creditor – Creditor whose extended credit is not secured by other consideration.
b) Non-judicial recourse for non-payment:

i) Send another bill
ii) Stop shipment
iii) Discount claim and sell to collection agency
c) Judicial remedies

i) Priority - Creditor wants to have priority over other creditors.
(1) Prejudgment – creditor might try to get this to ensure future assets will be available in the event of judgment.  Establishes priority over other creditors
(2) Lawsuit – If no prejudgment then lawsuit is next step to gain priority and payment
d) Judgment – commands debtor to pay creditor.  Judgment is docketed and depending on type of property, creditor has various claims 
e) Lien – judgment establishes a lien. Gives creditor a right to go after property and priority over all those who acquire later liens or property.
f) Types of property and creditor’s claim

i) Land – Record interest in public records
ii) Personal – Need only take physical possession.
(1) Docketing judgment gives creditor a “write of execution.”  Directs sheriff to seize and sell property.
(2) Garnishment – way for creditor to reach a bank account.  
iii) Fixtures – Goods attached to real property. Treated as real property.
g) Problems for creditor

i) Used goods sell at a discount
ii) Sheriff does not have incentive to get best price.
iii) Home equity is often insulated by state law.
iv) Federal law limits extent which creditor can garnish wages (Consumer Credit Protection Act).
v) Property may have been transferred by debtor to 3rd party – law of fraudulent transfer may apply.
3) Priorities:  Claims Amongst Creditors (the Eternal Triangle)

a) Eternal Triangle.   Represents the entire Bk course.  Essentially debtor owes creditors and there is not enough to go around.  In this situation, have to establish which creditor will get first shot at the debtor’s assets, and also whether such creditor will take all or a pro rata share of those assets.
b) Fraudulent Transfer.  Deals with situation where transferor actively intended to “hinder, delay or defraud” creditors.  In this case creditors may render such a transaction null, and thus reach the property through the initial transferee.  Twyne’s Case deals with this situation.  Today fraudulent transfer law is codified.
i) §548.  This part of the Code deals with fraudulent transfer law.  
c) Gift While Insolvent.  Another class of sanctions, which like fraudulent transfer, are sanctioned.  Rule holds that if one makes a gift when they are insolvent or if such a gift makes then insolvent, it may be rendered null.  Another reading of Twyne’s Case.  
4) Secured Creditors:  Establishing Creditor Priority in Event of Default

a) Purpose.  Twyne’s Case illustrates the problems that arise when one creditor has more than one creditor and limited assets.  Beyond general ways for creditors to establish priority, they can bargain for it by getting a security interest in debtor’s property.    When debtors have insufficient property, creditors find themselves in a race to establish priority rights.  Note that debtors can rarely k-out of right to file Bk, but a security interest can have the same effect.  
b) Definition.  Security interest is a contingent property interest that ripens in the event of debtor’s default.  This property interest gives the creditor priority over other creditors, if proper notice is given.  
c) Alternatives to Security Interest:  First in Time, First in Right.  Doesn’t always work.  Last in time is first in right in some areas of law, like admiralty.  Federal law tends to be more pro rata than state law.  
i) What counts as first?  Some problems with determining what counts as first.  
(1) Default.  Could be first who had defaulted loan.  But this very hard to determine.
(2) Levy.  CA law focuses on “levy” as first.  First person to take possession of property.  Has benefit of being visible.  
(3) Judgment Lien.  Cheap solution.  While judgment document is on record, it effectively limits the debtor’s property.  Creditor doesn’t need to know what debtor owns – debtor will contact creditor to remove lien.  
(4) Suit. Generally priority is not established by going to court.  Garnishment orders (Sniadach, Shevin), may theoretically set priority at the time of the law suit, but it is pretty tough to do.
5) Security Interests: Establishing and Consequences

a) Generally.  

i) Procedures.  Two steps required.  Any creditor can become a secured creditor – the antecedent debt is sufficient consideration.  Two steps, taken together, constitute perfection.

(1) Attachment.  Creditor extends credit and enters enforceable security agreement with debtor in which the debtor gives creditor right to take the collateral in even of default.  If agreement not in writing, creditor must take possession.
(2) Notice of Attachment.  Where debtor still holds tangible personal property, creditor has to cure inference of debtor ownership (and thus debtor having assets to pay debts) by either taking possession of the collateral or making a public filing. 

ii) Purchase Money Security Interests (PSMI).   Rule is similar to that for creditor who takes a mtg on a debtor’s home that state homestead law protects from creditor levy.  Here, if creditor provides funds that debtor used to acquire property in the first place, then such property is generally available to the creditor as collateral for a secured debt.  Note federal law cabins this in, barring taking of non-possessory security interests in household goods.  Also, there is no need to file or take possession – all that is required is attachment bc no other creditor can obtain a security interest in the property.  
iii) Non-Bk Rights of Secured Creditor

(1) Repossession.  UCC generally only allows self-help if it can be accomplished without a “breach of the peace.”  Common law holds that secured creditor can repossess without assistance from a court only when debtor does not affirmatively object.  Trespass qualifies as breach of peace.
(2) Sale.  After repossession, the secured creditor is required to sell property.  Any value received greater than value of loan must be returned to the debtor.  If property is worth less than loan, than secured creditor is left with claim against the debtor for deficiency the same as a general creditor would have.
(3) Reality.   Secured creditor does not have legal right to penalize debtor in event of default.  However, reality of situation is that property is worth more to the debtor than the creditor.  Collateral is akin to hostage in this situation.
b) Uniform Commercial Code, Article 9 – Relevant Provisions (from Supp.)

i) Section 9-201.  General Effectiveness of Security Agreement

(1) Security Interest is Bulletproof.  Except as otherwise provided in the UCC, a security agreement is effective according to its terms between the parties, against purchasers of the collateral and against creditors.  (a).  

ii) Section 9-203.  Attachment and Enforceability of Security Interest, Proceeds, Supporting Obligations, Formal Requisites

(1) Attachment.  Security interest attaches to collateral when it is enforceable against the debtor with respect to the collateral, unless an agreement expressly postpones the time of attachment.  
(2) Requirements for Enforceability.  Security interest enforceable against debtor only if
(a) Value has been give
(b) Debtor has rights in the collateral or power to transfer rights in the collateral to a secured party, and 
(c) One of the following
(i) Debtor authenticates a security agreement
(ii) Collateral is in possession of the secured party
(iii) Collateral is certificated security in registered form and delivered to secured party, or
(iv) Collateral is a deposit account. 

iii) CRUCIAL:  Section 9-317.  Interests That Take Priority Over or Take Free of Unperfected Security Interest or Ag. Lien (See Orange Book, Ch. 14, pp. 2).

(1) Subordinate Rights.  An unperfected security interest or ag. lien is subordinate to the rights of (a):
(a) A person entitled to priorty under §9-322 and 
(b) A person that becomes a lien creditor before the earlier of the time the security interest or ag lien is perfected or a financing statement covering the collateral is filed. 
(2)  PMSI.  If a person files a financing statement with respect to a PMSI before or within 20 days after the debtor receives delivery of the collateral, the security interest takes priorty over the rights of a buyer, lessee, or lien-creditor which arise between the time the security interest attaches and the time of filing. 
iv) Secured v. Unsecured Creditors

(1) Perfected.  Infer that a perfected security interest has priority over a creditor who later gets a lien.  §§9-201; 9-317.

(2) Lien.  However, if an unsecured creditor can get a levy before the secured creditor perfects, then unsecured creditor can establish priority over the secured creditor.
c) Example (1B(2)) Debtor bought drill press from Seller two years ago.  Debtor borrowed $50k from Bank on an unsecured basic to pay for it.  Last year, Debtor borrowed $50k from FinCo, granted it a security interest in the drill press, and signed a written security agreement.  FinCo never filed a financing statement.  Bank sues debtor, but its claim has not been reduced to judgment, and no pre-judment remedies are available to it.  FinCo takes possession of the drill press.  
i) Priority? 

(1) Bank.  Bank has no claim to the press.  Priority is generally established by brining suit to court (without some sort of pre-judgment attachment).  Bank is left with no priority
(2) FinCo.  Although FinCo did not file a financing statement, it is arguable that once it took possession of the press it perfected its security interest.  §9-203(b)(3)(B).  This is assuming that FinCo properly took possession of the press.  Without the written agreement, the security interest could not be perfected (i.e. there would be no attachment). 
ii) 1B(3).  9-308(c).  Continues security interest in other items, like accounts.
Unit II:  Bankruptcy Purpose and Policies
1) Protection of Creditors

a) Creditor Class Action.  Bk started as creditor class action.  Creditors attempted to get money from the debtor and divvy it up amongst themselves.   Bk law works with this tradition.
b) Deal with Problems with Non-BK Remedies.  BK is a forum for adjudicating claims that could have arisen elsewhere.  Interaction between state and federal law is important. 
i) Collective Action Problems.  Non-bk rules premised on creditors pursuing their own individual goals.  BK law works to solve this collective action problem by brings creditors and debtors together in a single forum.
ii) Not Enough to Go Around.  Non-bk law premised no notion of debtor having assets to go around.  Bk works to deal with the realities of the insolvent debtor.
2) Debtor Protection.  

a) History.  Debtors have long been able to eliminate debt through certain processes.
b) Debtor’s Fresh Start.   Non-bk rules have potential of destroying and making unproductive to society a debtor.  Bk law ensures that creditors reach what they could under non-BK law, and ensures that debtor will achieve a fresh start afterwards.
3) Reorganization.  Bk can help firms in specific type of distress – financial distress.  The difference is important.  The two types of distress can exist at the same time; can even cause one another.  
a) Economic Distress.  Type of distress that exists regardless of capital structure.  Sole owner of a business that has no customers can’t be helped by Bk law. 
b) Financial Distress.  Means that firm’s income is not enough to pay back what it has borrowed.  Exists only if a firm has creditors.  So, with a new capital structure that takes account of existing conditions, the firm would make the best use of their assets without the threat that some creditor would come and seize some of them.  Bk code can have the benefit of giving debtors more time to turn around their enterprices.
c) Criticism, Ayer.  If we took this point literally, then we would not have a lot of the Bks that we do have.  Airlines are good example – in Bk bc they have economic (income statement) problems.  Bk was a way to scale-down the airlines’ operating costs.  
4) Waiver of Bnk Right?

a) Adler.  Argues that corporations should be able to waive the right to file bnk.  Called “chameleon equity” - if the business is truly insolvent, it really does belong to the creditors. 
b) Ayer.  This position misses a very important part of Bk:  if we don’t liquidate the firm, there is a possibility that that gains could come because any time is better than no time.  To support this view, Ayer points to various collection statutes that always require a certain amount of time before the creditors’ hammer falls.  
5) Butner. Provides a guiding principle throughout the Bk Code.  Provides that Bk respects state law arrangements unless some federal interest requires a different result.  Assumes that Congress intended to vindicate Bk policy with as little disturbance as possible to the non-Bk baseline.  Prof takes some issue with this view throughout the course.  
6) Article I, section 8.  Gives C power to pass Bk laws.  Essentially a non-issue at this point.  
Unit III:  Code Overview
1) General Provisions.  Chapters 1, 3, and 5 apply to all Bk cases
a) Chapter 1.  
i) §101.  Definitions.
ii) §103.  Applicability of chapters.  
iii) §105.  Gives bk judge power equitable powers to “issue any order, process or judgment that is necessary or appropriate to carry out the provisions” of the Code.  
iv) §109.  Eligibility requirements for each kind for ea kind of bk case.  
b) Chapter 3.  Case administration
i) §§301-307.  How a Bk case begins
ii) §§321-331.  Who administers Bk estate.  
(1) Chapter 7.  Should be read with §§701-705.  
iii) §§341-40.  Basic procedures
(1) §§341.  Initial meeting of creditors.  Creditors elect trustee during this meeting.  Bk judge cannot attend.  
iv) §§361-366.  Rules for preserving assets and allowing trustee to run the business
(1) §365.  Executory Ks.
c) Chapter 5.  Addresses how to identify the claim against the debtor and assets of debtor.
i) §§501-510.  Focus on claims against the estate.  Idea that general creditors must bear costs the debtor incurs during bk – administrative expenses.
ii) §§541-60.  Tell us what assets the estate has.  Idea that we must begin with the set of rights and obligations that exist outside Bk and then identify specific Bk rights that require departure from the baseline.  Butner.
2) Specific Provisions.  All but one pertain to procedures for each distinct kind of Bk case.
a) Chapter 7.  Provides for simple liquidation of a bk estate’s assets applied to pay allowed claims essentially in order of non-Bk priority, but subject to some special Bk rules.    Also provides for individual discharge, unless one of the exceptions applies.
i) §726.  Special rules with priorities. 
b) Chapter 9.  Applies to municipalities.  Fairly rare.
c) Chapter 11.  Primarily for business firms that need to restructure their debts.  Typically, DIP has a window (120 days) to propose a reorganization plan that includes a new capital structure for the firm.  After this, others are free to submit plans as well.
i) Plan.   Core of the Chapter 11.
(1) Class Approval.  Provides that a claim can be placed in a class with similar claims.  Each class votes on whether to approve a plan.  Requires approval of a majority in number and 2/3 by amount of claims in the class.  
(2) Claims Excluded.  Claims in a class can get out if they can show that they would receive more from a Chap. 7 liquidation of the firm than it will receive under the plan.
d) Chapter 13.  For individuals who wish to retain some other nonexempt assets.  Debtor proposes an “adjustment” of her obligations – proposes to keep sone or all of her property, but promises to pay some or all of her pre-bk debt out of future income.  Each creditor is entitled to receive at least as much as it would have received in Chapter 7.  
i) §§1301-1307

ii) §§1321-1330.
Unit IV:  Bankruptcy Jurisdiction

1) General Limits on Bankruptcy Jurisdiction.  (1) national boundaries; (2) US Constitution (Article, III, Seventh Amendment, and (3) State sovereign immunity
2) National Boundaries

a) When Assets of Debtor in the US.  

i) Minimum Contacts.  Not a big deal.  Jurisdiction of bnk court is nationwide.  Creditor must file claim for Bk wherever debtor files claim.  
ii) Domicile.  Many large bk cases filed in Del bc §1408 includes domicile as appropriate venue.
b) Other issues, pp. 41-42.

3) BK Judges Not Article III.  Technically BK case is under district court and is referred to Bk judges.  Scope can limit that of Bk judges.  BK judge appointed for a term of 14 years, under Art I., sec. 8.
4) Title 28, USC

a) Purpose.  Title 28 gives jurisdiction to bnk courts out of the holding in Marathon, which ruled that bnk judges are barred from exercising the authority of Article III judges.  Statute works around this.
b) §1334.  Provides that jurisdiction is “original and exclusive” over all cases uder the Bk Code, and “original but not exclusive” with respect to other matters.  Most work of district court is delegated to bk judge.
i) “Case.”  Global bnk case.  District court always has jurisdiction over the bnk case (original and exclusive).
ii) Proceeding.  District court may have jurisdiction over a proceeding (original but not exclusive).  Bnk court can do some things the district court can do, but nothing more.   Oftentimes includes individual disputes that arise in the court of bnk.  
c) §151.  Creates the “bankruptcy court.”  Unit of the district court, comprising “all bankruptcy judges in regular or active service.”  Judge exercises authority as an officer of the district court.
d) §157.  Provides that district judge may refer any and all bnk matters to the bnk judge.  Bnk judge has power to hear and determine any core matter.  §157(b)(1).  Bnk judge cannot hear a non-core matter without the consent of all parties.  §157(c).  
5) What Bnk Judges Can Hear

a) Core Matters.  Bnk court only permitted to hear matters that are a core part of the bk estate.  If not part of the core, bnk judge might at least hear the matter, even if not decide it. 
i) Hear, but no Decision.  If the issue is non-core and parties object to bnk judge authority, then bnk judge acts like a magistrate for the district court  Marathon, §157.  

ii) Section 157(b)(2).  Provides nonexclusive list of core matters.  (see Orange Book, Chap. 3, pp. 11).

b) Arising Under, In.  Core matters include 
i) Arising under – proceedings created by or founded upon some provision of the Bnk Code and 
ii) Arising in – matters relating to administration of the bnk case, but not founded on an express provision of the Code.
iii) Related to – Matters that could have some impact upon the estate or its creditors, but are not “arising under” or “arising matters.”   Has been broadly interpreted: e.g., ask “whether the outcome of the proceeding could conceivably have any effect upon the estate being administered in bankruptcy.”  In re Salem Mortgage Co, 6th Cir.  
iv) If none of these…Bnk court does not have jurisdiction over proceedings that do not affect the estate or its creditors, or are unrelated to the bnk estate.  
c) Withdrawal.   District court has power to withdraw the reference in any particular case or prceeding, in whole or in part, for cause.  §157(d).  Court can act on own motion or by motion of another party.  It is mandatory when “resolution of the proceeding requires consideration of both Title 11 and other laws of the United Sates.”  Has been read narrowly, and courts apply a “substantial and material” test.  See In re Vicars Insurance Agency, Inc (Holding withdrawal mandatory only when “issues require the interpretation, as opposed to mere application…or where the court must undertake analysis of significant open and unresolved isues” of non-bk law).
6) Appeals from Bk Court

a) Section 158.  Bnk judges “may hear and determine all cases” referred to them under the Code, subject to appellate review.  “Case” here means the process that begins with the bankruptcy petition. 
i) District courts.  Have appellate review of final judgments, orders, and decrees from bnk court.  Also interlocutory appeals and decrees
ii) Circuit courts.  Jurisdiction to hear appeals from final decisions, judgments, orders and decress.  § 158(d).   
b) De novo review.  For “non-core” proceedings, bnk judge is subject to de novo review.  Been hard to define what classifies.
7) Constitutional Limitations on Bk Jurisdiction

a) Seventh Amendment. Provides right to jury trial.  Bnk court is a court of equity, and has the right to use “chancery methods” to decide matter that are central to the bnk process.  Barton v. Barbour.  Courts often look to procedural rules under 1898 Act.  
i) Currently, fraudulent conveyance actions require a jury trial.  Bnk judge can do it only if district judge allows it and the parties give express consent.  See Granfinanciera v. Nordberg.  
b) Sovereign Immunity.  Congress lacks power to cut back on sovereign immunity under the Constitution, which is where Bk power lies.  Waivers of sovereign immunity are not lightly inferred.  However, a “government unity” that has filed a proof of a claim in a case is “deemed to have waived sovereign immunity.” §106(b), Seminole Tribe.  Even with a filed claim, a state may be able to argue that unless it is “tightly bound” with the resolution of a claim, it is not subject to the bnk proceeding.  Mitchell, 9th Cir.

i) TN v. Hood.  SC held that a state was bound by the bnk discharge of student loans even though it had not appeared I nthe case, bc bnk is in rem and the adjudication of in rem rights do not impinge on state rights.
ii) Katz.  A state agency is not exempt from a trustee’s suit to avoid a preferential transfer, notwithstanding state’s sovereign immunity.  
Unit V:  Getting Into Bankruptcy 

1) “Person”:  General Threshold Requirement

a) “Person” Files Bk. “[o]nly [(1)] a person that resides or has a domicile, a place of business, or property in the Unite States, or [(2)] a municipality, may be a debtor under this title.”
b) Definition of Person.  Includes individual, partnership, and corporation, but does not include governmental unit, except a governmental unit that acquires an asset from a person, is a guarantor of a pension, etc.  §101(41).
c) Definition of Corporation.  includes many types of corporate activities; does not include a limited partnership.  § 101(9).

i) Trusts. 

(1) simple trust is not included in the definition of person.  not necessary because they typically do not have creditors (consider policy of bnk)
(2) business trust.  included in definition of corporation.  §101(9)(A)(v).  Way of doing business that predates modern corporation.
(3) Illinois Land Trust.  A simple land trust, which does not carry any business activities and only holds one real estate asset is not eligible for bankruptcy protection.  In re Treasure Island. Approaches to deciding whether a trust is eligible are:
(a) whether the activities of the enterprise are business oriented, or
(b) whether the firm would actually benefit from bankruptcy (and is simply not using the bankruptcy procedures to stall).  Remember that a corporation does not need the discharge, by definition it will benefit from limited liability protection.
ii) Municipality.  means political subdivision or public agency or instrumentality of a State.  §101(40).
2) Insolvency Not a Requirement

a) Section 109.  Creates negative inference that debtors other than municipalities need not be insolvent to be eligible for Bk.  Seems surprising.
b) Explanation.  There may be debtors who face a liquidity crisis that cannot be untangled without judicial intervention.  Ayer gives examples of both Texaco and Columbia Gas Systems.  Still, most companies will not file bc of negative effects in reputation and credit.  Courts are also reluctant when parties use bnk as a litigation tactic.  SGL Carbon Corp.
3) Chapter Specific Requirements and Policies

a) Blanket Exclusions from BK.  
i) Insurance Companies.  Excluded from the Bk code.  But it can be very difficult to define what counts as “insurance.”  Many groups and organizations – hospitals, labor unions, etc. – act like insurance companies.  May end up excluding firms that could stand to benefit from bnk.
ii) Banks.  Regulated by other provisions of the law other than Bk.  Good argument why these institutions should be in bk – single asset, not a lot of creditors
b) Frequent filing.  There are limits (180 days) on frequent bnk filings.  §109(g). 
c) Chapter 7.  Basic liquidation chapter.  §109(b).

i) Exclusions.  Cannot be used by RRs, insurance companies, banks, savings banks, savings and loan associations, credit unions or the like.
ii) Stockbrokers.  Are only permitted to file under Chapter 7.  Way of dealing swiftly with someone who could potentially affect the market.  Heavily regulated elsewhere.  Want to maintain confidence in financial system.
iii) Means Test.  Imposed in §707(b) under BAPCPA.  Interpreted, language means to: estimate the debtors’ net disposable income over the next five years.  If debtor will have less than $6k aggregate net, then she passes and can staty.  If she will have more than $10k met, then she (presumptively) flunks and must go.  Between $6k and $10k, there is a percentage rule: if she can pay more than 25 percent of her debts, he flunks, otherwise she passes.  §707(b)(2)(A)(i). 
d) Chapter 9.  Available only to municipalities (rare though).  §109(c).  
e) Chapter 11.  Reorganization chapter.  §109(d).

i) Availability
(1) Available only to 

(a) RR

(b) person who may be debtor under chap. 7
(c) uninsured State member bank
(d) corporation which operates as “multilateral clearing organization”
(2) Excludes

(a) stock broker
(b) commodity broker (regulated specifically under Chap. 7)
ii) Policies or Chapter 11.  


(1) Railroads.  Reflect Congress’ view that RRs are too important too fail.  But may make error that “saving” the RR must mean “reorganizing.”  Could perfectly save the RR by selling it as a going concern under Chapter 7.  
(2) Going Concern Values.  Ayer argued that although it is not stated in Code, there is a conviction throughout that the purpose of Chapter 11 is to preserve going concern values to help everyone and make them better off.  Three criticisms of this use of Chap 11
(a) Why Chap. 11?  Not clear why we need Chap 11 because §704 gives the trustee power to operate the business (of course most trustees liquidate, but still).
(b) Going Concern Not Always Worth More.  Ayer gave example of Penn Central RR as example of situation where turning the company into a real estate company was worth more than keeping it as a RR.  
(c) Time?  2005 Amendments seem to restrict debtors’ time in Chap 11, and hence their ability to protect the going concern value of the firm. Code now imposes deadlines at various points in the Chap. 11 case.  See e.g. §§1112(b)(3), 1121(d)(2), 1121(e)(2), 362(d)(3).  
(3) Individuals.  Few individuals make use of Chapter 11 bc (1) it is for those with many assets, (2) it is expensive (pay for lawyers, bankers, etc.)
f) Chapter 13.  Discharge provision for individuals who earn regular income.  § 109(e).

i) Debt Limits.  Available to “an individual with regular income” provided that on the date of the bnk petition the debtor or debtors owns noncontingent, liquidated, unsecured debts of less than $269,250 and noncontingent, liquidated, secured debts of less than $807,750.
ii) Voluntary.  Only voluntary.  Debtor promises to pay portion of post-bnk earnings to pay pre-Bk debts.  If confirm Chap 13 plan, then debtor gets to retain other vulnerable property, even if non-exempt.  Some thing involuntary Chapter 13 would violate 13th Amendment.  

iii) Non-Dischargeable Debts.  Some debts are non-dischargeable
(1) Tax claims. §523(a)(9)

(2) Fraud claims.  §523(a)(2).

(3) Claims unscheduled
(4) Fiduciary/embezzlement/larceny claims.  
4) Filing Bankruptcy Petition

a)  Generally.  Two kinds of filings for bnk: voluntary and involuntary
i) voluntary.  Anyone who may be a debtor under a bnk chapter (§109) can “commence” a case by filing under that chapter.  Access to bnk process is not limited to insolvent debtors or even those who have borrowed (§§301, 302)
ii) involuntary.  Only allowed in chapters 7 and 11.  Requirements
(1) three or more entities which have a claim against the debtor or a trustee of the debtor.
(2) claims must not be contingent as to liability or subject of a bona fide dispute.
(3) claims must aggregate at least $10,775.
iii) Policy.  voluntary easier because it permits debtor prevent creditor race to assets.  Involuntary more difficult bc (1) give debtor time and preserve interest; (2) prevent spurious bnk petitions.
b) Voluntary cases.  Commenced by filing with the bnk crt of a petition under a chapter by an entity that may be a debtor under such chapter.  Filing constitutes an “order of relief”  (means that court can administer the case).  §301.
c) Joint cases.  Similar to voluntary case, but for joint filers. §302
d) Involuntary cases. 
i) Requirements.

(1) Number of Creditors.  Single creditor cannot file involuntary petition.  Must be filed by three or more creditors, each of which is the holder of a claim “that is not contingent as to liability or the subject of a bona fide dispute as to liability or amount.”  §303(b)(1).  
(2) Amount of Claim.  Claims must aggregate at least $12,300 more than the value of any lien.  Only allowed to have fewer than 12 if there are fewer than 12.  §303(b)(2).  

ii) Problems

(1) Creditors.  Hard to get other creditors together.  
(2) Contest.  Debtor can contest the petition  See §303(f).  
(3) More enemies.  Hard for single creditor bc embroils her with every other creditor.  Could be dangerous
iii) Situations Where Appropriate

(1) Fraud.  Debtor is stealing assets and involuntary petition is the only way to prevent it
(2) Supervision.  Debtor is in no position to supervise operation and firm is need of such supervision (i.e. where owner of store disappears).
(3) Bnk Will Trigger Preferences.  

e) Conversion or Dismissal (see Orange Book, Chap. 5.19)
i) Conversion from Chapter 11 to Chapter 7.  Debtor can do it at any time, except where debtor is
ii) Allows debtor to convert case to chapter 7 unless (1) debtor is not in possession; (2) case was involuntary, or (3) case was converted at other than debtor’s request.  §1112(a).
Unit VI:  The Automatic Stay

1) Imposing the Automatic Stay

a) Important.  Stay is very important part of the Bk process and frequent source of litigation.  Stay is a sort of “statutory injunction.”
b) Purposes

i) Protect the Debtor.  Stays creditors from bringing actions or enforcing judgments against the debtor when they arise against debtor’s prepetition life.  Ensures that when debtor files for Bk she can avail herself fully of the Bk process by including all pre-petition affairs in the process.  Part of debtor’s fresh start.  
ii) Protect Creditors.  Ensures that debtor’s property is not dissipated while its affairs are being sorted out.
c) Section 362(a).  Automatic Stay.  Petition filed under Code “operates as a stay, applicable to all entities, of –“
i) Commencement or continuation of proceeding against the debtor that was or could have been brought before the filing, or an action to recover a claim that arose before the commencement
ii) Enforcement of judgment before commencement against the debtor or property of the estate.
iii) Acts to obtain possession of property of the estate or of property from the estate or to exercise control.  (a)(3) 
iv) Acts to create, perfect, perfect, or enforce any lien against property of the estate.
v) Acts to collect, assess or recover a claim against the debtor that arose before commencement.
vi) Setoff of any debt owing to the debtor that arose before commencement
vii) Commencement or continuation of Tax Court proceedings
****NOTE:  Note that (a)(3)  discusses “property of the estate.”  May be important even if we don’t care about the debtor.  
d) Section 105(a).  Equitable Powers.   Authorizes court to “issue any order, process, or judgment that is necessary or appropriate to carry out the provisions” of Code.  Trustee (or DIP) can go to court and ask to issue a stay under equitable powers.  May be able to reach third parties by combining with the policy of §524.  
e) Section 524.  Effect of Discharge.  Stipulates that entry of a discharge as a result of the Bk process serves as a stay on all pre-Bk claims.  Dovetails with §362 by making the previous stay forever unactionable. 
2) Scope of the Stay

a) Third Parties.  

i) Generally.  Does not generally apply against third parties or property of third parties.  Willingness of court to allow noncreditor third parties to affect property of the debtor turns on nature and extent of the debtor’s property interest under non-Bk law.  
ii) Third Party Argument.  Noncreditor third parties will argue that while §362(a)(3) prevents them taking back their own property, the automatic stay should last not longer than is necessary to establish the debtor has no right to the property.    

iii) Problems With Letting Third Parties Out.  (1) Debtor may have filed because of the third parties, and (2) Secured creditors are forced to participate in a reorganization (albeit with adequate protection), third parties should not be in a different position.
b) Guantors or Codefendants.  Creditors can generally pursue guarantors or codefedendants of the debtor.  
c) Adjudicating Claims for Bk Purposes.  Judge may allow a case to go to trial, and then have the judgment return to the Bk court.  Potential relief to adjudicate the case makes sense because if the would-be creditor loses at trial, the claim is worthless and will not partake in Bk process. Note  §108(c) tolls statute of limitation on certain claims when petition is filed.  
d) Terminations Because of Bankruptcy.  Courts are hostile to allowing third parties to take advantage of a unilateral right to terminate, like an insurance policy if it believes that the exercise of that right is connected to the Bk filing. §363(l),  Cahokia Downs, M.J. & K. Co.
e) Setoff Rights.  Setoff rights treated similar to security interests.  Setoff essentially means that an entity like a bank, in the event of default, can reduce debtor’s checking account for the amount of the debt.  Exercise of a setoff right is preserved under §553(a), and means that creditor puts an “administrative hold” on the case until the case is settled.  Strumpf.  Means that neither debtor nor creditor can touch during the Bnk.  Note that §542(b) (pp. 111), provides that a setoff right does not become property of the estate. 
3) Exceptions to the Stay

a) Section 362(b).  Exceptions.  Petition does not operate as a stay for (there is a list of 28 items):
i) Criminal proceedings.  §362(b)(1).

ii) Civil proceedings that deal with §362(b)(2)(A)(i)-(iv).
(1) Establishing paternity
(2) Establishing domestic obligations
(3) Child custody or visitation
(4) Domestic violence
iii) Governmental enforcement of “police and regulatory power.”  Includes judgment other than money judgment.  §362(b)(4).

iv) Securities and other financial transactions.  Insulated from Bk case on principle that Bk cannot be permitted to interfere with smooth running of financial system.  §§362(b)(6)-(7).  
b) Section 362(d)(2).  Small Claims.  

i) Statute.  Allows parties to have stay lifted if property in questions if
(1) Debtor has no equity in the property, and
(2) Property is not necessary for the debtor’s reorganization (i.e. not the “boiler in the basement”).
ii)  “Necessary for Debtor’s Reorganization.”  

(1) Confirmation Preview.  Gives creditor and debtor opportunity to preview their confirmation arguments before court.  Parties should not forget to keep on eye on up-coming confirmation hearings.
(2) Meaning.   Debtor must show (1) that property at issue is necessary for reorganization and (2) that debtor actually has reasonable prospects to successfully reorganize.  Requires “a reasonable possibility of a successful reorganization within a reasonable time.”  US v. Timbers of Inwood Forest (Scalia).

iii) Equity.  Can cause problems for the unwilling debtor.  May want to low-ball the value to establish equity here, but will also want higher value later in the Bk.  See §506(a) (valuation “shall be determined in light of the purpose of the valuation and of the proposed disposition or use of collateral”).  
iv) Notice and hearing.  Claims under §362(d) must be followed by hearing and notice by the court of the continuation of the stay, or else it is lifted automatically.  §362(e).  

v) Clay Pigeon Rule.  Holds the debtor’s burden to keep the stay on become greater as the Bk wears on.  Matter of Holly’s Inc,
c) Section 362(f).  Extraordinary Situations.  

i) Generally.  Court can grant relief from stay if doing so is “necessary to prevent irreparable damage to the interest of an entity in property, if such interest will suffer such damage before this an opportunity for notice and a hearing” under §§362(d) or (e). 

ii) Rule 4001(a).  Fleshes out statute.  Provides relief allowed only if it clearly appears from specific facts shown by affidavit or by a verified motion that immediate and irreparable injury, loss, or damage will result to the moving party before the adverse party or the attorney for the adverse party can be heard in opposition, and the moving party’s attorney certifies to the court the effects.  
d) Police and Regulatory Authority.

i) Section 362(b)(4).  Provides that government actions taken pursuant to “police and regulatory power” are excepted from the automatic stay.  
ii) Pecuniary Interest Test.  Not all government action is protected by the police and regulatory exception.  Courts regularly consider whether the governmental proceeding relates principally to the protect the government’s public policy interest in the general safety and welfare (which is exempted from the stay), and the government’s pecuniary interest in the debtor’s property (which is not covered by §362(b)(4).  Nicolet.  Often means that govt is permitted to bring case to judgment, but must then bring the judgment to the Bk court.
iii) Private Entity.  A private entity that carries on govt functions and operates govt rules is likely to be found to be the same a regulatory entity for purposes of §362(b)(4).  

e) Government Licensing.  

i) Section 525(a).  Govt Discrimination Against Debtor.  Bars govt from revoking licenses “solely because” of a debtor’s status in Bk, when that debt is dischargeable in bk.  Govt can argue either or both that (1) it did not revoke licenses because of debtor’s bnk status and (2) the debts were not dischargeable in bnk.  NextWave
(1) “Solely Because.”  SC has held that there is no governmental exception (akin to §362(b)(4)) for this provision.
(2) “Debts Dischargeable.”  Defined as a liability, which is defined broadly to mean any “right to payment” in §101(5)(A).  

***NOTE:  §525 has curious relation to §362(b)(4) – if government is a regulatory agency it has the possibly of falling under the restriction of this section.  Tight-line to walk. 
f) Section 362(d)(1).  Relief For Cause and Lack of Adequate Protection.  Like other sections, provides for lift of stay “for cause including the lack of adequate protection.”
i) Definition of “Adequate Protection.”  Section 361 defines “adequate protection” by being provided by any of these three items
(1) Cash payments
(2) Additional or replacement lien or
(3) “Such other relief…as will result in the realization by such entity of the indubitable equivalent of” the non-debtor’s interest in the property.
(4) Administrative claims.  Not sufficient for adequate protection bc the estate may be unable to pay administrative claimes. §361(3).  But if this is the case, then might be able to get super-priority administrative claim under §507(b).  

ii) More on Adequate Protection.  Generally requires debtor to protect the secured creditor from any loss of collateral’s value.  If adequate protection proves flawed, secured creditor is entitled to a first priority claim against any of the debtor’s unencumbered assets.  §507(b).  

iii) Time Value of Money.  DIP’s or trustee’s burden to maintain value of collateral does include a responsibility to respect the asset’s value over time (i.e. TVM).  Need only protect the asset’s nominal value. US Savings v. Timber.
g) Section 362(d)(3).  Land Generating Substantially All of Debtor’s Gross Income.  Passed in response to US v. Timbers.  Requires that if parcel of land generates substantially all of debtor’s gross income and is otherwise a single asst real estate (defined in §101(51B), then debtor, to avoid foreclosure, must within 90 days of the filing of the case either (1) file a plan that is reasonable, or (2) begin monthly interest payment to the creditor at FMV.
h) Perfecting Security Interests After the Stay.  Security interests do not become effective until they are filed (i.e. perfected).  Issue may arise whether filing a security interest post-petition violates the automatic stay.  Basically if relevant state law (read the UCC) makes it necessary to protect the rights of the secured interest, then the stay can be ignored.
i) Section 546(b).  Holds that trustee cannot avoid “generally applicable law” that either 
(1) Permits perfection of an interest even after another entity acquires rights before perfection or
(2) Provides for maintenance or continuation of perfection of an interest in property even after another entity acquires rights before perfection
ii) UCC 9-301(2).  Provides for perfection of security interst.
iii) UCC 9-317.  Gives grace period for filing a financing statement for creditor of gives a purchase money security interest to the debtor.  If financing statement is filed 20 days after, then it trumps the interests of others filed after the sale, even if they filed during the 20 days.  
i) Termination By Own Terms After the Stay.  Simple view is that if a lease ends on its own terms, there is not interest for which the stay can apply.  However, another view is that things rarely “end of their own force.”  Court may be persuaded to find a continuing residual interest in the something like a lease.  Terminating a lease is oftentimes a bad move
Waiving the Stay.  iMost pre-petition waivers of the stay are void as against public policy” or abusive, etc. But creditor may be able to use waiver as leverage for giving debtor time to work out her affairs.
Part II:  Claims
Unit VII:  Claims Against the Estate
1) Purpose.  Once bk petition is filed and automatic stay is in place, all debt collection moves to the bk process.  First we have to know who the creditors are, i.e. who has a right to receive monies from the debtor via the bk process.  
2) All a Matter of Perspective.  Whether or not a creditor wants to be identified as a creditor depends on the situation, and which side we are on.
a) Last Chance for Creditors.  If there is money in the estate and debtor will have no further existence, then creditor will want to be a claim.  Something in bk is better than nothing outside of it.
b) Sue Another Day.  If this no money in the estate and debtor will exist afterwards, then creditor does not want to be a bk claim; she would rather bring suit afterwards.  
3) Statutory Framework

a) Ticket to Bankruptcy.  Having a claim gives one “a ticket to bk.”
i) Section 101(5). Definition of “Claim.”  Broadly defines claim as any “right to payment whether or not such right is reduced to judgment, liquidated, fixed, contingent, unmatured, disputed, undisputed, legal, equitable, secured, or unsecured.”  Also is a “right to an equitable remedy for breach of performance if such breach gives rise to any right to payment.”  
ii) Section 101(12).  Definition of “Debt.”  Links to definition of claim: “any liability on a claim.”  
b) Claim Does Not Equal Payment.  Even if one has a claim, it can be disallowed or not get paid.
i) Section 502(b).  Disallowed Claims.  Provides for a list of claims that are disallowed, even if they would fall under §101(5).   Includes debts that are excepted under §523(a)(5) and tax debts (if they exceed the interest of the estate in such property).  
ii) Low Priority.  Claim still may not get paid because of low priority in relation to other claims.  
4) Section 727(b). Discharge.  Apart from exceptions, discharge in bk discharges debtor from all debts that arose before bk.  
5) Administrative Expenses.  Don’t want to call them claims because they get preferential priority treatment in the Code. 
a) Priority. One way to think of Nicolet is to think of it as an administrative expense case – could say that cleaning land is a cost of administration of the estate and thus goes to the head of the queue.  
b) Butner and Regulatory Rules.  Another view is that Butner demands respect for non-bk law, such as administrative rules, and thus enforcement of such rules should be recompensed with greater priority.
6) Environmental Claims

a) Duty to Pay Money.  Environmental orders that are essentially fights over money are claims and are thus dischargeable in bk.  Kovacs. 
b) Duty to Obey the Law.  But remember Butner - people are responsible to obey general laws as part of an ongoing operation, so trustees are also required.  This, if environmental order is to “end or ameliorate current pollution” or a rule that says a person cannot use or occupy contaminated land without cleaning it first, then DIP/trustee will have to comply.  In re CMC Heartland Partners..
c) Examples.

i) If state takes action completely during the period between filing and end of bk.  Obligation to clean would be a rule-type obligation, and would be recompensed ahead of other creditors.
ii) If action survives until after bk, it is likely that it would survive because the debtor cannot discharge a regulatory rule.
iii) If agency finishes the clean-up and has a right to payment before bk, then the right to payment is simply a claim against the debtor that gets paid in smaller bk dollars.  Kovacs (?)
7) Secured Creditors and Claims

a) Section 506(b). Determination of Secured Status.  Provides that “An allowed claim…is a secured claim to the extent of the value of [the] creditor’s interest in [the collateral] and is an unsecured claim for the balance.”  Means that secured creditor gets secured claim for the amount of collateral and a deficiency claim for anything left in the secured claim.  
b) Section 506(d).  Essentially gives a secured creditor two choices,
i) File a claim, participate in the bk case, and thereupon lose a lien or
ii) Ignore the bk and let his lien ride through, trusting that he will be able to recover from collateral later on.
8) Future Claims.  

a) Limited Approach.  Future claims limited to cases where “events occurring before the confirmation create a relationship, such as a contract, exposure, impact or privity” and the basis for liability lies in the debtor’s prepetition actions.  Epstein (Piper Aircraft). 

b) Even Narrower.  Courts have also fashioned remedy so as to give relief to future victims and then enjoin future actions.  In re Johns-Manville Corp (Asbestors)

Injunctions.  Issue for injunctions is whether the right to payment was cumulative with the injunction or an alternative to it.  §101(5)(B) only intends to turn an injunction into a claim if the damage remedy was an alternative to the injunction remedy.  Udell

Unit VIII: Discharge and Dischargeability 
1) Generally.  Discharge is an important reason why a debtor would file for BK in the first place.  
2) Discharge v. Dischargeability.   There is a difference between the discharge as a whole and dischargeability, an exception to the general discharge.
3) Effect of Discharge
a) Limited to Debt.  Discharge is limited to “debt,” which is defined in §100 by reference to “claim,” which is defined as a right to payment.  Means that discharge is limited to financial obligations, not something like jail sentence.
b) Minimum.  At very least discharge is an injunction against the commencement or continuation of any law suit to collect, recover or offset a discharged claim.  §524.  Protects fresh start by providing that a discharge generally operates as an injunction against any act to collect, recover or offset such a claim.  
c) Discrimination.   §524 limits ability of govt and debtor’s employer to discriminate against someone who has filed a BK petition, even if neither party had been a creditor in the first place. 
d) Affirmative Defense.  Discharge is an affirmative defense – it does not work unless pleaded.   
4) Statutory Framework.
a) Means Test.  No relief if surplus over earnings after BK.  Does not seem to matter – pple are still filing.
b) Chapter 5.  Provides a list of number exceptions to the discharge.  Generally this section applies to all other chapters, although some chapters modify this.  See §523.
c) Chapter Specific.  Each chapter has its own requirements for obtaining a discharge
i) Chapter 7 – §727(b)
ii) Chapter 13 – §1328.   
iii) Chapter 11 - §1141.  
d) Overlap Between Chapters 7 and 5.  
i) Chap. 5 Better: More Likely to Get Paid.  Creditors often have claims that span either Chapter 7 (entire denial of discharge) and Chapter 5 (exception to discharge).  Creditors often make both claims, but Section 5 is preferential – if win on Chap 7 action, all claims survive; if prevail on Chap 5 claim, then creditor’s claim survives the BK while other claims are discharged, making it more likely to get paid.  
ii) Chap. 5 Better:  Settlement.  Successful creditor under Chp 5 can settle with debtor at discretion.  Chap 7 may require notice to all creditors before settlement.  Chp 7 cannot be used to coerce Chp 5 settlement.
5) Section 349 – Dismissal with Prejudice.  Provides that dismissal does not bar discharge in a later case, “unless the court, for cause, orders otherwise.”  Backdoor way to deny discharge.
6) Chapter 7 - Grounds for Complete Denial of Discharge
a) Forever.  Denial of discharge lasts forever.
b) Individuals.  Discharge barred if “the debtor is not an individual.”  Doesn’t make sense to limit to individuals bc corporations benefit from limited liability in the first place. §727(a)(1).  
c) Intentional Fraud.  
i) Statute.   Discharge barred when debtor, with intent to hinder, delay or defraud a creditor or an officer of the estate charged with custody of property under this title, has transferred, removed, destroyed, mutilated, or concealed, or has permitted to be transferred, removed, destroyed, mutilated or concealed:  (1) Property of the debtor within one year before the date of the filing of the petition, or (2) property of the estate after the filing of the petition.  §727(a)(2).
ii) No Constructive.  Note that discharge not denied if fraud is only constructive.
iii) No-Harm No-Foul.  9th Cir has held that if property is returned and transfer is undone, it is not grounds for discharge.
iv) Reach-Back Period.  One year before the petition.  §548 (above) was extended to two years, but §727 remained the same.  Time runs from the time when the transfer is effective btwn the parties.
d) Noncooperation.  
i) Records.  Discharge barred where debtor has concealed, destroyed, mutilated, falsified or failed to keep or preserve any recorded information.  §727(a)(3). 
ii) Explanation.  Discharge barred when debtor fails to explain any loss or deficiency of assets to meet the debtor’s liabilities.  §727(a)(5)
iii) Refusal.  Discharge barred where debtor has refused  §727(a)(6)
(1) to obey any lawful order of court,
(2) to respond to a question after 5th Amend immunity has been granted
(3) to respond to a question on a ground other than properly involved 5th Amend. privilege.
e) Interfering with the Process.  Bars discharge if debtor knowingly and fraudulently, in or in connection with the case: (1) made a false oath or account; (2) presented or used a false claim; (3) gave, offered, received or attempted to obtain money, property or advantage, or; (4) Withheld from an officer of the estate entitled to possession any record information, including books, documents, etc.  §727(a)(4).  
f) Insider Misconduct.  Extend bar to misconduct “in connection with another case…concerning an insider.”  Insider defined in §101(31).  Works where principal meddles with corporate case.  §727(a)(7). 
g) Debtor Education.  Part of BAPCPA amendments.  Debtor denied discharge if “after filing the petition, the debtor failed to complete an instructional course concerning personal financial management.”  In addition to the credit counseling required for filing eligibility.  §727(a)(11). 
7) Chapter 5 – Exceptions to Discharge.
a) Generally.  Code provides 19 exceptions to discharge.  Creditor will seek this and pursue the challenge to the whole discharge – eliminates other creditors.  Congress keeps adding new ones.  Three types: (1) one type involves debtor wrongdoing, like fraud, etc. and (2) the nature of the obligation (tax, child support, etc.), and (3) Code itself.
b) Code-Based Exceptions
i) Schedule.  If claim is not scheduled, it is not discharged.  No discharge of an unscheduled debt “unless creditor had notice or actual knowledge of the case in time” to file claim.  §523(a)(3).  
ii) Forever.  If discharge is denied, it stays denied and debts in question cannot be discharged in any subsequent case.  Exception granted to discharge for any debt that was or could have been listed in a prior case where the discharge was denied.  §523(a)(10).  
c) Activities of the Debtor Exceptions (a)(2), (a)(4), (a)(6).
i) False Statements – (a)(2).  Requires an intricate path for the creditor (think of the example of the wife who takes out loan and lists only three debts). Deals with credit obtained by 
(1) False Statement of Financial Condition.  Creditor can get an exception to discharge only if it shows a statement in writing (hard requirements): (1) that is materially false; (2) respecting debtor’s or an insider’s financial condition; (3) on which the creditor to whom the debtor is liable for such money, property, services or credit reasonably relied; and (4) that the debtor cause to be made or published with intent to deceive.  §523(a)(2)(B).  
(2) False Pretenses, False Representation.  Exception for credit obtained by “false pretenses, a false representation, or actual fraud, other than a statement respecting the debtor’s or an insider’s financial condition.”  §523(a)(2)(A).  Think of Bank that tries to bring statements to court to show an absence of an intent to repay.  Courts have varied.  
(3) Consumer Debts.  Presumes certain consumer debts to be nondischargeable.  Debtor will have to bring evidence to rebut the presumption.  Excepted debts are for “luxury goods or services.”  §523(a)(2)(C).  
(4) Creditor Beware:  Damages.  If creditor makes claim under §523(a), loses and cannot substantially justify its position, then it debtor can get judgment for costs and attny’s fees.  §523(d).  
ii) Fraud.  Grants an exception “for fraud or defalcation while acting in a fiduciary capacity, embezzlement, or larceny.”  §524(a)(4).  Might be hard to define a “fiduciary duty.” (Orange Book, Chp 17, pp. 13).
iii) Willful and Malicious.  Provides exception to discharge for “willful and malicious injury by the debtor to another entity or to the property of another entity.”  §523(a)(6).  (Orange Book, Chp. 17, pp. 14).
(1) Drunk Driving.  Specific exception for death or personal injury caused by the debtor’s operation of a motor vehicle if such operation was unlawful because the debtor was intoxicated from using alcohol, a drug, or another substance.  §523(a)(9).  
iv) Link to Exempt Property and “Intent.”  One court has found that in order to show that debtor had requisite intent to hinder, defraud or delay creditors when he converted non-exempt property to exempt property, there must be evidence of such an intent, other than per se conversion.  Focus on “whole pattern” of conduct. Tveten (see reading notes).  
d) Nature of the Claim Exceptions
i) Fines and Restitution Orders. 
(1) Fines Generally.  Exception “to the extent that [the] debt is for a fine, penalty, or forfeiture payable to and for the benefit of a governmental unit.”  §523(a)(7).  
(2) Federal Crimes, Exception “for any payment of an order of restitution under Title 18, USC.”  Suggests that state restitution orders remain dischargeable.  §523(a)(13).
ii) Taxes.  Exception to discharge for tax debts.  §523(a)(1).  There are some limit – covers all taxes entitled to priority under §507(a)(8), and then some.  Also time-caps that cut off rights of govt against the TP.  For Checklist, see Orange Book, Chp. 17, pp. 17.
iii) Domestic Obligations.  Property settlement obligations are non-dischargeable.  §523(a)(15). 
iv) Student Loans.  Exception for a government-funded student loan unless “excepting such debt from discharge…will impose an undue hardship on the debtor and the debtor’s independents.”  §523(a)(8).  (Orange Book, Chp. 17, pp. 19 for case law).
8) Chapter 11.  
a) Broad Discharge.  Provides that confirmation of the plan discharges the debtor from any debt that arose before confirmation, whether or not the claim was allowed or a proof of claim was filed.  §1141(d).  No general schedule of exceptions, which suggests that confirmation will discharge a claim involving fraud, defalcation, willful misconduct, etc.  
b) Limitations
i) Individuals.  Confirmation of plan does not discharge an individual chapter 11 from any debt that would been excepted from discharge under §523.  §1141(d)(2).
ii) Specific Instances - §1141(d)(3).  Non-dischargeable upon confirmation if
(1) Liquidation.  Plan provides for liquidation of all or substantially all of the property of the estate.
(2) No Business.  Debtor does not engage in business after consummation of the plan, and
(3) Section 727(a).  Debtor would be denied a discharge under §727(a) if the case were covered.
iii) Corporate Discharge.  Certain debts owed to the govt incurred by fraud are non-dischargeable to corporate Chap 11.  §1141(d)(6).  
c) In re Trans World Airlines (Orange Book, Chp. 17, pp. 32).
i) Holding.  Court holds sale of assets by TWA to American extinguishes civil liability under §363(f).  Supports notion that bnk is now centered on protecting creditors to the injury of equity. (?)
ii) Backdoor Corporate Discharge?  §1143(d)(3) denies discharge if debtor is working as one would under Chapter 7 or provides for liquidation of all or substantially all of the property of the estate.  But court’s reading of §363(f) essentially gives a sort of fresh-start.  Courts are using §363(f) to accomplish what is expressly disallowed by §1141.
Chapter 13.  Contains a separate list of exemptions which is narrower than §523(a), partly to reflect the debtor’s voluntary payment of money.
Part III:  Bankruptcy Estate and Avoiding Powers

Unit IX:  Bankruptcy Estate: Debtor’s Interest
1) Purpose.  Claims are worthless if there no property to satisfy them.  Role of trustee is to collect and distribute the “property of the estate.”
2) Don’t Forget Avoiding Powers.  Section 541 is only one way for an interest to become property of the estate.  Avoiding powers sometimes allow trustee to reach assets that the debtor itself could not enjoy.  ***Remember:   Even though assets certain assets may not come into the estate under §541(a)(1), they make it there through trustee’s exercise of the avoiding powers, under §545. So, if there is an asset that creditors want we ask
a) Whether the asset is one that the debtor could enjoy outside bankruptcy.  If yes, then property of the estate under §541(a).  If no, then ask
b) Whether the trustee can bring the asset into the estate by virtue of the avoiding powers.
3) Statute

a) Section 541(a).  Provides “as of the commencement of the case,” the estate comprises “all legal or equitable interests of the debtor in property as of the commencement of the case.”  Forces us to look at non-bk law.  Includes a series of items, such as
i) Spousal interests under sole, equal or joint management.
ii) Proceeds and rents, excluding earnings from services performed by an individual debtor after commencement of the case.  
b) Section 541(b).  Exclusions.

i) Other than debtor.  Power debtor possesses solely for others besides the debtor.
c) Sections 541(a)(3) and (4).  Clean up bookkeeping on trustee avoiding powers.  Property acquired through avoiding powers becomes property of the estate.  
4) Non-Bankruptcy Law and Butner.  Direction of the Code is to respect non-bk law.  The rights of the debtor define the outer limits of what trustee can claim under §541(a).  Plays-out in a number of ways
a) Property Subject to Limitations.  Property of the estate includes property in which the debtor has an interest, but subject to all limitations that are applicable outside of bk.  Chicago Board of Trade v. Johnson (seat on board is property of estate, but comes subject to the claims of the other members of the board).  Notion is a variance of Butner. 
b) Trustee’s Avoiding Powers.  §544(a) gives trustee rights of a hypothetical lien creditor – the same rights that the unsecured creditors might enjoy outside bk.  Avoiding powers recognize the Butner principle by translating individual creditor non-bk rights to the bk forum and may bring additional property int the bk estate.  
5) Section 522.  Exemptions for Individuals.  Provides that certain assets do not become property of the estate.  Includes things like the tools of the debtor’s trade and the clothes on her back. See pp. 86 (See below)
6) Future Earnings.

a) Section 541(a)(6).  Earnings from personal services performed by an individual debtor (i.e. does not apply to corporation) after the commencement of the case are not property of the estate.  
b) Human Capital.  Although future earning power is oftentimes are largest asset, it is exempt from the bk process. This is so even if such earning capacity is considered property, as in a divorce proceed.  Ryan v. Lynn.
c) Chapter Specific Results

i) Chapter 7.  Congress instituted means test which will bar some would be Code filers because they can expect to have poast-bk earnings that should be available for creditors.  Seems to force these debtors into Chapter 13, where they will have to repay at least spome of the dbets and where post-petition income is an sset.
ii) Chapter 11.   ?
7) Proceeds and Product.  §541(a)(6) also provides that the estate includes “proceeds, product, offspring, rents, or profits of or from property of the estate.”  Seems to cut off a potential non-bankruptcy right with respect to wages.
8) Bequest or Device.  Code allows trustee to reach property acquired by bequest or device up to 180 days after the filing of the petition.  §541(a)(5).  
9) Intangibles.  Patents, trademarks and copyrights are property of the estate to the extent they were property of the debtor as of the date of the bk filing.  This category of property is broad – can include “business methods.”  State Street Bank & Trust.
10) Ipso Facto Clauses.  
a) Section 541(c)(1)(A).  Mandates that any “provision in an agreement, transfer instrument, or applicable nonbankruptcy law” that “restricts or conditions transfer of such interest by the debtor” does not apply.  Ensures the creation of the bankruptcy estate.  
b) Section 541(c)(1)(B).  Provides against contract clauses which purport to trigger rights in the non-debtor or on the part of the debtor in event of debtor’s bk.  Disallows any modification of a debtor’s interest in property if such modification applies not generally, but only when bk or another process for the distribution of a debtor’s assets occurs or seems imminent.  
c) Removing Property v. Unenforceable Rights.  (see pp. 191).

i) No Transfer.  Argument that transfer of a right to a trustee does not result in transfer to another entity.  Simply a formality.  
ii) Transferability.  There is an argument by one who holds a clause that property comes into a estate subject to all applicable nonbankruptcy limitations, including a termination option.  Issue is whether the Code’s anti-ipso facto clause allows property to become property of the estate in derogation of the right initially bargained for.  
11) Trusts

a) Section 541(d).  Provides that “Property in which the debtor holds, as of the commencement of the case, only legal title and not an equitable interest…becomes property of the estate…only to the extent of the debtor’s legal title to such property, but not to the extent of any equitable interest in such peropty that the debtor does not hold.”
i) Legal Title.  Trustee is holder of this
ii) Equitable Interest.  Is held by the beneficiary of the trust. 
Constructive Trusts.  Such trusts most often arise when people act fraudulently.  Non-bk law oftentimes treats property in the possession of a debtor as held in a “constructive” trust for the benefit of others.   At least one Court has held that because debtors do not own an “equitable interest” in a trust held for another, it cannot become “property of the estate.”  Begier v. IRS.  

Unit X:  Bankruptcy Estate: Rights of Secured Creditors
1) Turnover of Property
a) Generally.  Secured creditor entitled to have priority respected, but is forced to deal with debtor in the bk process.  Security interests in property are respected, but the asset itself must be returned to the trustee.  
b) Code.  
i) §541.  Creates an “estate.”
ii) §542.  Turnover of property to the estate.  
(1) Requires non-debtors to turn property to trustee if it is property that trustee can “use sell or lease” under §363 or debtor may exempt under §522.  Don’t have to return if property is “of inconsequential value or benefit to the estate.”
(2) An entity that owes a debt that is property of the estate is matured is paid to the trustee.
iii) §543.  Turnover of property by a custodian.   Requires custodian with knowledge of bk to cease administering the state and deliver the assets to the trustee.  
c) Repossession Sans Sale.  Court has held that the IRS is a secured creditor, and as one who had repossessed but not yet completed liquidation sale, it could be compelled by trustee to turnover the property.  Whiting Pools. (Ownership is transferred if property “is sold to a bona fide purchaser at a tax sale,” but until “such a sale takes place, the property remains the debtor’s and is thus subject to the turnover requirement of §542(a).”)
i) Note: Reorganization.  Court seemed to suggest that the remedy was only available in the reorganization context (where going concern value will be preserved), but courts have been willing to grant turnover in substantially any case where the trustee or DIP can reasonably show a need for the property, leaving the secured creditor to monetary remedies.

2) Adequate Protection (See also Section on Exceptions to Automatic Stay)

a) Section 362(d)(1).  Relief For Cause and Lack of Adequate Protection.  Like other sections, provides for lift of stay “for cause including the lack of adequate protection.”
i) Definition of “Adequate Protection.”  Section 361 defines “adequate protection” by being provided by any of these three items
(1) Cash payments
(2) Additional or replacement lien or
(3) “Such other relief…as will result in the realization by such entity of the indubitable equivalent of” the non-debtor’s interest in the property.
(4) Administrative claims.  Not sufficient for adequate protection bc the estate may be unable to pay administrative claimes. §361(3).  But if this is the case, then might be able to get super-priority administrative claim under §507(b).  

b) More on Adequate Protection.  Generally requires debtor to protect the secured creditor from any loss of collateral’s value.  If adequate protection proves flawed, secured creditor is entitled to a first priority claim against any of the debtor’s unencumbered assets.  §507(b).  

c) Time Value of Money.  DIP’s or trustee’s burden to maintain value of collateral does include a responsibility to respect the asset’s value over time (i.e. TVM).  Need only protect the asset’s nominal value. US Savings v. Timber.
d) Section 363.  Use, sale, or lease of property

i) (a).  Defines “cash collateral” to include cash, negotiable instruments, etc, which are property of the estate but which an entity other than the estate has an interest in.
ii) (e).  Provides that upon request of an entity that has an interest in property, used, sold, or leased, can prohibit or condition such use, sale or lease as is necessary to provide adequate protection.  Also applies to property that is subject to any unexpired lease of personal property.
e) Section 507(b)  Superpriority.   In the event of debtor failing to provide adequate protection for secured creditor’s collateral, section 507(b).  provides that creditor gets a kind of “superpriority” over all other administrative expense claims.
Unit XI:  Avoiding Power: Hypothetical Creditor 

1) Generally.  Avoiding powers allow trustee to do what creditors could have done under applicable non-BK law.  

2) Trustee’s “Two Hats.”  
a) Debtor.  Trustee in one sense is successor to debtor – collects and distributes property of the estate.  

b) Creditor.  Trustee is also successor to creditors.  Trustee can exercise rights that might have belonged to creditors before the beginning o the are preempt action by other creditors.

c) York Manufacturing. SC case which held that a trustee only took what a debtor had to convey – i.e. could not assert rights of hypothetical creditor.  C changed BK code soon after to change this holding.  
3) Lien Creditor - §544(a).  Gives trustee whatever power a lien creditor would have had under state law at the commencement of the case.

a) Lien Creditor Defined.  Creditor that has acquired a lien on the property involved by attachment, levy or the like. Basically unsecured creditor who goes to court and gets a judgment and does whatever he needs to do under state law to establish a lien UCC §9-102(52). 
b) State Law.  Varies across states, but focus on UCC §9-317(a)(2), which says that a security interest can be subordinated to party who obtains a judicial line (1) before the security interest is perfected or (2) before the secured party files a financing statement covering the collateral, UCC §9-203(b).
c) Kors.  Whether or not a trustee can avoid under §544(a) will largely turn on state law.  “Trustee’s strong-arm power merely allows her to exercise the rights and powers that creditors would have enjoyed outside BK.  If creditors cannot reach something like a subordination agreement outside BK, the trustee is similarly barred.

4) Real Estate and Trustee as Bona Fide Purchaser - §544(a)(3).  
a) State Law.  Typically provides (as it does in CA) that a mortgage is “void against a bona fide purchaser” unless it is recorded.  Many states hold that “BFP” is not a lien holder, so this would not apply to trustee’s powers under §544(a).

b) Trustee as BFP - §544(a)(3).  Code goes beyond state law to assure that with respect to real estate, trustee enjoys the rights of a bona fide purchaser.  

c) Dancing on the Line of Butner  Prof argues that this is another place where Code seems to displace Butner principle.  We see Butner not as an iron clad principle, but rather as useful way to identify and adjudicate rights.  Make sense though – a BFP who is unpaid should become a creditor.

5) Statutory Liens - §545.  Code polices against certain state-created lien priorities that would transgress on the BK scheme.  Generally if state priority kicks-in only in the event of BK, the trustee can use this provision to avoid it.  

6) Exempted Property – §522(f).  Gives trustee power to avoid certain pre-BK transactions, such as those dealing with non-possessory interests in personal property which is exempted under BK code (see §522(b)).  Different power bc it is focused on the rights of the debtor (not creditors).  Protects property such as household goods.

7) Limitations on Trustee’s Hypothetical Creditor Power
a) Purchase Money Lenders – UCC §9-317; §546(b)(1).   
i) Section 546(b)(1) allows purchase money security interests to be respected even though a lien creditor came into being before the secured creditor filed.  UCC §9-317 allows perfection of security interest in such a situation, when filing is made 20 days after dealing with the debtor. 

ii) §362(b)(3) permits secured creditors to file without violating automatic stay.  

iii) §552(b).  Gives a security agreement entered into before the commencement of the case a right to proceeds, but doesn’t say anything about perfection.  Seems like drafting error, could be good argument.

b) Time - §546.  Contains time limitations and others. Generally two years.  

c) Property Limited by Trusts - §541(d).  Provides that property taken under avoiding powers remains subject to trusts imposed by state law.  Provides for situations where originator of mtg transfers the beneficial interest, but retains the right to service the mtg. 

d) Recovery - §550.  Allows trustee to recover avoided transfer or its value from “the initial transferee” or “the entity for whose benefit” the transfer was made.  §§550(a)(2) and (b) reach down the line until the transferee who took property for value, but without knowledge that the initial transfer was voidable.  

Unit XII:  Avoiding Power: Actual Creditor 

1) Why Actual Creditor?  Some situations where hypothetical creditor could not do things that an actual creditor could.  A few situations are:

a) Fraudulent Transfer.  State fraudulent transfer law is a good example: typically only applies to a creditor who is present at time of the fraudulent transfer.  However, §544(b) brings into the estate property that creditors could have reached outside BK, but which hypothetical creditors could not reach.

b) Bulk Transfer – UCC Article 6.  Covers situation where debtor with property worth $1m transfer it for $400k before BK.   Law generally requires that transferor (debtor) give notice to creditors about the transfer.  Fear is that debtor will skip town with the proceeds.  Voids transfer to creditors who have claim at time of BK, but not those who do not have a claim before BK.

2) §544(b)(1).  Provides that trustee may avoid an obligation “that is voidable under applicable law by a creditor holding an unsecured claim.”  Broader than §544(a) bc it includes unsecured creditors, not just lien creditors and creditors who extend credit at any time (not just commencement of case).

3) Moore v. Bay – Overshoes of the Creditor.  Consider situation where debtor completes fraudulent transfer than gets a bunch of new debt (Orange Book, Ch. 14, pp. 9-10).  §544(b) raises two issues about the scope of the actual creditor requirement:

a) Amount Owed to Actual Creditor.  Trustee is permitted to avoid a transaction in toto, not just pro tanto.  Trustee is thus said to stand in the “overshoes” of the actual creditor.  Moore v. Bay.  

b) Amount Recoverable by Estate.  Additionally, amount recoverable goes to the estate and not the individual creditor.  Moore v. Bay.
c) Link to Section 544.  Legislative history of §544 said to follow Moore v. Bay, but it is not clear.

4) Counterpoint:  Caplin.  

a) Implied Overruling of Moore? Another SC case, which seems contrary to Moore v. Bay.  Court held that suit which bondholders alleged should be brought by the trustee could not in fact be brought by the trustee bc it belonged to the bondholders and bondholders.  Makes this difficult for lawyers writing opinions to say that any deal is “bulletproof” from a Moore attack – Caplin may have impliedly overruled Moore.

b) In re Ozark Restaurant Equipment.  Issue was whether trustee had standing to bring an alter ego action on behalf of debtor corporation’s creditors.  Relying on Caplin, court held that a BK trustee lacked standing under the old BK Act to asset on behalf of creditors claims of misconduct against a third party.  
Unit XIII:  Avoiding Power: Fraudulent Transfer 

1) Role of Substantive BK Fraudulent Transfer Law.  BK Code largely mirrors state law remedies (Uniform Fraudulent Transfer Act).  There are at least two differences between state law and BK code

a) Statute of Limitations.  Trustee will rely on state law when fraud occurs more than two years before the filing of the BK case.  

b) Moore v. Bay.  Trustee can use state fraudulent transfer law (under §544) only if an actual creditor exists who can invoke it.  Not required under BK code §548.

c) Reasons for the Differences.  Largely a part of history – before states adopted the UFTA.  Saves trustee from sorting through conflict of law qs which might arise if case went across jurisdictions.

2) Section 548 – Two Types of Fraudulent Transfer
a) Intentional.  Transfer “Made…with actual intent to hinder, delay or defraud. §548(a)(1).

b) Constructive (or Equivalent).  Transfers received less than a reasonably equivalent value in exchange for such transfer and obligations and was (1) insolvent at the time or became insolvent as a result of the transfer; (2) or was engaged (or about to engage) in a business or transaction, for which property remaining was unreasonably small capital, or (3) intended to incur, or believed would incur, debts beyond her ability to pay as they matured.   §548(b)(1).  
3) Why the Difference Matters.  
a) Evidence.  It may be difficult to prove either intent or value or both.  Best to plead both.

b) Limit Trustee’s Recovery.  Intent may limit the ability of trustee to recover (Orange Book, 15.16

c) Intentional Fraud.   Proving an intentional fraud has a number of sad consequences for the debtor:

i) Avoidance.  Will avoid the transfer and property will be recaptured by the estate,

ii) Discharge.  Debtor will lose her discharge, see §727(a)(2), and
iii) Criminal.  Could suffer a criminal penalty.

4) Making the Case
a) “Transaction” - §101(54).  Means a creation of a lien, retention of title as a security interest, foreclosure of a debtor’s equity of redemption or each mode, direct or indirect, of disposing of or parting with property or an interest in property.  There is some looseness in the joints – but necessary to show transfer occurred before making fraudulent transfer claim.

b) Actual Transfer and Intent.  Very difficult to prove intent at any point in time.  UFTA provides a non-exhaustive list of common law “badges of fraud.”  (Orange Book, Chp. 15, pp. 4)

c) Constructive Fraud
i) Reasonable Equivalent Value.  Trustee does not have to show intent.  But must prove “less than a reasonably equivalent value” and the rest of §548(b)(1).

ii) Solvency.  
(1) Balance Sheet.  Can be hard to show.  Means “balance sheet” insolvency (§101(32), says debts..greater than property).  Exclude exempt property and include property which has been subject of intentional fraudulent transfer.  

(2) Contingent Claims.  Claims are calculated by looking at the face value multiplied by the probability that the contingency will occur.  Covey v. Comm. Nat’l Bank, 7th Cir.
(3) Example:  Corp debtor with guaranteed debts of $10m, and assets of $1m.  No way one would take $1m asset with 50-50 chance of paying $10m.  But maybe would do it if chances were 1 in 20.  

d) “Unreasonably Small Capital”  (Moody, Orange Book Chp. 15, pp. 10). 
i) Leveraged Buy-Outs.  Transaction where buyer buys business with borrowed money, anticipating paying the debt with the proceeds of the business itself.  

ii) Fraudulent Transfer?  Argument for fraudulent conveyance in this situation can be hard to make, but at least could have settlement value.  Claim is version of constructive fraud: target granted a lien on its assets, in exchange for no value; all of the “value” went to the SHs.  

iii) Example: pp. 306-307., Note 4/7.  Prof’s Points:  (1) leveraged position on balance sheet is a call option. 

iv) Questions to consider
(1) Intent?

(2) Was target insolvent, rendered insolvent or left with unreasonably small capital?

(3) Did target receive reasonably equivalent value in exchange for pledging its asset to the LBO lender

(4) Do defenses apply to Ds under §548(c) or 550(b). 

5) Limitations on Fraudulent Transfer
a) Exception: Charitable Contribution.  Transfer of charitable contribution does not rise to constructive fraud if it does not exceed 15% of GI of the debtor or if it more than 15% or is consistent with the practices of the debtor in making charitable contributions. Must be made to a “qualified religious or charitable entity.” §548(a)(2).  
b) Recovery from Bona Fide Purchaser.  A transferee who gets an asset in good faith has a lien on the property to the extent she gave any value (i.e. amount paid).  So if property increased in value transferee will retain the amount paid for the property.  §548(c) and §550(b).  
Unit XIV:  Avoiding Powers: Preferences  

1) Purpose.  Limiting preferences is at core of BK orchestration goal of providing for an equitable distribution of debtor property under some scheme of distribution which will avoid the race to the courthouse under non-BK law.  Different from fraudulent transfer, which is not focused on paying past debts.

2) Prima Facie Case - §547(b).  Trustee may avoid any transfer of an interest of the debtor in property

a) to, or for the benefit of, a creditor,

b) for an antecedent debt,

c) made while debtor was insolvent,

d) on or within 90 days before the filing of the petition, 

e) and that enables the creditor to receive more than she would have received in Chp. 7 Liquidation.

3) Applications of §547(b) (Orange Book, Chp. 14, pp. 13).
4) Limitations and Exceptions
a) Knowledge.  Knowledge is not required to void a transfer; not part of the prima facie case.  Prof. Jackson thinks this is a big deal bc it used to be in Old Act.  Ayer gave a counterpoint:  §550(b) provides that trustee may not recover from transferee that takes value in good faith, without knowledge.  Seems to mean that trustee does not have to prove it, but it is open to the transferee to show no knowledge as a defense.  Burden has been shift to the transferee, not the trustee.

b) Presumption of Insolvency.  Code gives trustee the burden of proof in preference case, but on matter of insolvency also gives trustee benefit of a presumption of insolvency of the debtor for the 90-day period prior to the BK filing.  Trustee wins if no evidence to the contrary, but could be an affirmative defense if evidence to counter presumption.  §547(f).
c) Insiders.  Preferences to certain insiders extend beyond the 90-day window to reach back to one year.  §101(31) defines insider, but it is not decisive.

d) Section 547(c).   Trustee cannot avoid transfers (in order of importance).  Some examples: 
i) Transfers in ordinary course of business.  §547(c)(2).  Means debtor can pay the utility bill, even if it is really big.  Lobby forced the language to be changed from “and” to “or.”

ii) “Substantially contemporaneous exchange.”  §547(c)(1).  Required to be both “intended” as and in fact a contemporaneous exchange.  Seems superfluous.  Not clear what is “contemporaneous.”

iii) De Minimis, §547(c)(8)-(9). Consumer cases, less than $600; other than consumer cases, less than $5k.
e) Perfection Rules and Timing, §547(c)(3) (Orange Book, Chap. 14, pp. 17).
i) Transfer Made.  Two rules for when transfer is made
(1) 30-day Safe Harbor.  Dated as to the time transfer takes effect between the parties if it is perfected (see below) at or within 30 days after the time it takes effect.  Effectively backdates transfer if perfected within 30 days.  §547(e)(2)(A).  
(a) Caveat:  Language here only applies to situation where loan is given late and financing statement is first.  Does not work where financing statement is late and loan is given afterwards – grace period only protects the late filing, not the late granting of the loan.
(2) Transfer is Date of Perfection. Otherwise, a security interest not perfected within 20 days of a deal is treated as “transferred” for purposes of preferences law on the date of perfection. §547(e)(2)(B).
ii) Perfection.  Transfer is “perfected when a creditor on a simple contract cannot acquire a judicial lien that is superior to the interest of the transferee.”  §547(e)(1)(B), and UCC §9-317(a)(2) (see above).  Focus on filing statement, etc.
iii) Examples: Orange Book, Chp. 14, pp. 17
Unit XV:  Debtor Exemptions 

1) Generally.  Individual debtor is permitted to keep “exempt” assets under §522 of the Code.  Such assets are exempt even though they are property of the estate under §541.  Remember:  Use it or lose it, it is up to the debtor (or her lawyer) to make use of the exemptions.  
2) Two-Tier Scheme - §522.  Unless barred by particular state statute, debtor has choice of choosing to follow (1) state exemptions, §522(b)(2) or (2) federal exemptions, §§522(b)(1) and (d).  Most states have opted out of the federal system
3) State Law.   Every state has exemption statutes.  Traditional exemptions are meant to provide debtor with minimal means of support (such as home and “tools of the trade”).  FL is interesting:  land size is controlled, but value is unlimited.  Venue for state law is place where BK lived 730 days before BK; if there is no such place, debtor can choose the law of the place where debtor lived 180 days prior to the 730 days.  §522(b)(3)(A).   
4) Federal Exemptions - §522(d).  Some important aspects to note
a) Wildcard - §522(d)(5).  Allows debtor to apply certain value amounts to wherever the debtor wants.  Can be used to increase the debtor’s homestead exemption.  
b) Pensions – Retirement Benefit Exemptions.  Provides exemptions for payments made under specified under the plans; distinct from the pension fund itself.  Large loophole.
i) Individual Plans.  Whether debtor claims federal or state exemptions, there is a liberal policy towards exempting pension funds.  
(1) State Law - §522(b)(3)(C).  Specifies that debtor may have right to retain exemption in certain self-settled pension funds.  Regardless of what state law says.
(2) Federal Law - §522(d)(12).  Language very similar to §522(b)(2)(C).  
(3) Cap.  §522(m) puts a cap on money put in self-settled funds, only certain types of funds.  
ii) Company-Provided Pension Funds.  Simply not considered part of the estate, see §541(c)(2).   
5) Additional Exemptions?  Some argue that 522(b)(2) should also include property that has the attributes of exempt property, whatever label the appropriate law applies.  Consider KEOGH Plans (retirement plans).  
6) Limitations.
Eve of BK -§§ 522(o) and (p).  Allow trustee to recover money transferred into exemptions on the eve of BK.  Part of the 2005 amendments.  (Supp., pp. 90).
Part IV:  Chapter 11

Unit XVI:  What is Chapter 11?
1) Generally.
a) Reorganization.  Chapter 11 is reorganization part of Code.
b) DIP.  Debtor in possession takes on role of trustee in Chapter 11 case.
c) The Plan.  Key part of Chapter 11, management often proposes the plan, and creditors who are affected by it typically play a role in accepting it.  
2) Two Principles to Keep In Mind
a) Debtor and Time.  Debtor usually gains from more time.  If equity would lose everything today, then any delay is good because something may come up.
b) Creditors and Risk.  Risk helps equity and hurts debt.
3) Tension in Chapter 11: Relation to Chapter 7.  Difference between Chap 11 and Chap 7 is not clear
a) §109.  Who Can File?  Provides standard for who can be a debtor under each chapter.  Not helpful because, aside from RRs and stockbrokers, almost any individual can file under either chapter.
b) Title Names.  Chap 7 called “liquidation” and Chap 11 called “reorganization,” but neither is defined in the code.
c) Powers of Trustee.  Both chapters allow the DIP or the trustee to run the business or liquidate the assets.  §1108 provides that debtor’s business will continue unless court orders otherwise.  But §1123(b)(4) allows DIP to liquidate assets.  For Chap 7, see §721 and §704.
4) Principles at Play.  It is not clear what exactly Chapter 11 is meant to do. Consider three situations that reveal tension and the principles at play
a) Example 1.  Reorganize.  Debt: $100; Liquidation: $100; Going Concern: $120.  Here time is no big deal – creditors will get paid no matter.  Strongest case for reorganization.
b) Example 2.  Nothing for Equity.   Debt: $100; Liquidation: $80; Going Concern: $90.  GC is higher than liquidation, and creditors will want that.  But there old equity no longer has a stake.
c) Example 3.   Tension.  Debt: $100; Liquidation: $80; New Investment w/ 50% Success: $240 (discounted to $120).  Exposes tension in Chapter 11.  Risk gives equity a chance but risks creditors’ stake.
5) Benefits of Chapter 11: The Classic Case
a) Both Ends are Sinking.  There are certain situations where debtor will want to negotiate with creditors (esp unsecured creditors) to try and save the business.  Chapter 11 works as a device for foster this discussion.  Classic view: Chap 11 functions to implement the deals that creditors (and owners) would make if they could on their own.  
b) Chapter 11 as Solution to Collective Action Problems.  
i) Organize Debtor and Creditors.  Chap 11 gives some structure and framework for debtors and creditors.  Debtor files schedules and statement of affairs, gives full information.  Requires a meeting of creditors.
ii) The Stay.  Works to protect debtors and the estate for creditors.  “Stays the buzzards from picking over the carcass before it is dead.”
iii) Prevent Holdouts.  Chap 11 provides that with a certain level of approval it can be imposed on dissenters.  
iv) Enforceability of the Deal.  If plan is confirmed, Chap 11 ensures that deal is enforceable.  
c) Other Benefits

i) Secured Claims.  Chap 11 may allow one to rewrite K on a secured claim, even against creditor’s will.
ii) Priorities.  Provides for schedule of priorities for payment.
iii) Substantive Rights of Creditors.  Effects some substantive rights.  E.G. may cap the claims of landlords and terminated EEs (see below).
iv) Pre-Petition Claims.   Trustee’s avoiding powers may permit recovery pre-petition claims that could not otherwise be reached.
Unit XVII: Dual Purposes of Chapter 11
1) Shift from Equity to Creditor Protection.  Chap 11 may be about protecting old equity owners, but it is more and more is about preserving and maximizing asset values for creditors, particularly secured creditors.  Large reorganizations today are more about creditors trying to protect going concern values.
2) Away from Classic Situation.  
a) Classic Case:  Above discussion is classic case of bk: debtor files, stay puts all on equal footing, creditors provided with full information, debtor negotiates a plan, dissenters are bound, and plan is confirmed. 
b) Fewer Cases Are Classic.  Classic cases are becoming more rare.  Costs of chap 11 are high; debtors and creditors are using chap 11 to have supervised foreclosures, things are becoming more complex in terms of business and corporate finance.
3) Other Uses of Chapter 11
a) Sell It to Creditors.  Plan cancels all old debt and all the old equity interests and issues new equity to the old creditors.  Plan doesn’t arise commonly in practice bc creditors usually just want to be paid.  Plans do typically convert at least some debt to equity. 
b) Sell It to Strangers.  Plan that proposes business be sold as a going concern to a third party, and proceeds are distributed to creditors as their interests appear.  Perhaps the most common type of plan.  Alternative is to sell assets and then have a liquidating plan to distribute proceeds.
c) Dissolution with Dignity.  DIP manages the business through one last sale of inventory, e.g. the holiday season, and the business is then liquidated.  
4) Reasons for the Change in Purpose
a) Creditors are Smarter
b) Judges are Skeptical
c) Rolling Businesses into Larger Entities.
5) Cases
a) In re Central Ice Cream Co. 
i) Holding. Court denied SH claim that settlement in tort suit left them with too little of their verdict, “to seek greater risk return for the SHs at risk to the creditors would be most unfair.”  Easterbrook described creditors as non-risk takes who deserve a return.    
ii) Trustee Duties. 
(1) Classic View.  Trustee has duty to equity.  So making reasonable to protect equity stale. Most trustees think that if they turn down a settlement like this they will get sued.  
(2) Easterbrook.  Maximize the estate.  Case is interesting example of trustee duty – seems to assume that constituency is unsecured creditors and then residual equity owners.  Conflict here: increasing the value of the firm by taking a risk does not really help the creditors. 
iii) Call Option?  Prof’s point here is that this looks like a call option for creditors. 
iv) Auction.  Easterbrook argues that f the suit had any value, it could have been handled by putting the firm up for sale.
b) In re Trans World Airlines. 
i) Holding.  Court holds sale of assets by TWA to American extinguishes civil liability under §363(f).  Supports notion that bnk is now centered on protecting creditors to the injury of equity. (?)
ii) Backdoor Corporate Discharge?  §1143(d)(3) denies discharge if debtor is working as one would under Chapter 7 or provides for liquidation of all or substantially all of the property of the estate.  But court’s reading of §363(f) essentially gives a sort of fresh-start.  Courts are using §363(f) to accomplish what is expressly disallowed by §1141.
iii) Good Policy.  Ayer argued the case is good policy, because we don’t want people to scrutinize assets to see if there are possible claims.  Assets treated like money – spendable even if obtained illegally.  
Unit XVIII: Debtor in Possession as Trustee 
1) Code Provisions.  Every bk case has either (1) a trustee, charged to conduct and distribute the estae, or (2) a debtor in possession (DIP), charged with (most of) the powers and duties of the trustee.
a) §704.  Duties of trustee.  Trustee is required to conduct a number of tasks, such as (1) “collect and reduce to money the property of the estate for which such trustee serves, and close such estate as expeditiously as is compatible with the best interests of parties in interest, (2) ”account for all property (3) ensure debtor performs intention (5) investigate financial affairs of debtor (5) example proofs of claims and object if necessary (6) oppose discharge of debtor if advisable (7) make final reports
b) §1106.  Duties of trustee and examiner.  Trustee required to 
i) perform duties of a trustee as specified in pars. (2), (5), (7), (9), (10), (11), and (12) of section 704.
ii) file list, schedule and statement as required.
2) Reasons for the DIP.
a) Protect Equity.  Obvious view that DIP was intended to give old equity a tactical advantage.  DIP is interested and less likely to simply sell all the assets.
i) Exclusivity.  §1121(a) provides that within 120 days of the case “only the debtor” may file a plan.  Good reason to believe that this gives the debtor needed time to try and save the going concern values. Seems to ensure protection of equity.  
(1) In re DN Associates carves out an important role for the DIP to suggest such plans – will allow compensation of DIP attorneys if efforts were not “quixotic” or “unreasonably battlesome.”  Cf. §328(c) (disallowing compensation of professional person if she is “not a disinterested person,” or holds “an interest adverse” to the estate.
ii) Counter Point:  Committees.  Code provides that court may appoint committees if it is appropriate to protect interests in the estate.  Committees can represent either unsecured creditors, equity holders or both.  But this begs the question:  if DIP is supposed to give equity an extra bite of the apple, why do we need an equity committee; if the purpose is to protect creditors, why do we need a creditor committee?
b) Creditor Economy.  Replacing a knowledgeable manager with a stranger is dangerous bc she will likely face a costly learning curve while learning the debtor’s business.
c) Manager’s Self Interest.  Allowing the debtor to remain in possession gives manager the courage to make the right decision – she will not be ousted if she files for bk.
3) DIP’s Duty to Equity and Creditors: Uncertainty Abounds
a) No Duty to Equity.  At least one court has held that trustee has no duty to equity.  But record suggests that this is only the case where residuary owner was self-destructive, wanted to harm creditors, and there was misconduct. In re Kendavis (at least four types of misconduct: (1) unauthorized, undisclosed retainer; (2) post-termination fee, (3) taking a fee from one entity to represent another, and (4) suggestion by debtor that he wanted a deliberate policy delay).
b) Common Law Duty.  
i) Classic View.  Manager’s fiduciary duty in corporate law extends to both creditors and SHs, with a higher fiduciary duty to SHs than creditors (i.e. arms length).  Traditional bk doctrine seems to flip this: trustee for an insolvent estate owes fiduciary duty to creditors, rather than equity owners.  But this makes sense:  in the case of insolvent company the SHs really are the creditors.  
ii) DIP Flexibility Nonetheless.  One court opinion suggests differently.  Schipper suggests that a DIP need not disclose what could be a profitable deal to creditors, although normal corporate opportunity doctrine would have required such disclosure.  Schipper and Appeal (noting that the difference of the DIP situation and holding that “This court is as unwilling as were the bankruptcy and district courts to apply the common law trustee standard of duty to Schipper as DIP simply so that the Bank [creditors] can find a breach of that duty.)
c) Maximize Assets. 
i) Delaware Auction Doctrine.  Duty of manager is to maximize value of assets without regard to who owns them.  Thus,  when company is “in play” (i.e. in a takeover situation), the duty of manager is to get the highest price for the assets on sale.  
ii) Bankruptcy Context.  Easterbrook’s view (in dicta) that the trustee should do whatever maximizes the value of the assets.  So, if risk-adjusted value of appeals is (say) $26m then trustee should reject the $15m settlement and risk appeal.  Trustees fear they will be sued if they do this and lose – and the suit will likely be a good one unless they are before Easterbrook.  In re Central Ice Cream.
d) Gambling With Other People’s Money
i) Hail Mary.   Court rejected creditor plan that would have sold subsidiary of corporation, playing into hope that its value would increase.  Eventually sold for more.  Court seemed to allow the equity’s gamble.  Lionel
ii) Vegas, Baby.  However, the 5th Cir has held a debt nondischargeable under the “fraud or defalcation” rule of §523(a)(6) when debtor took $100k of funds held in trust to Vegas and lost it all.  Hard to figure just what distinguishes this gamble from the one endorsed in Lionel.  Perry Chrysler.
Unit XIX:  Confirming a Chapter 11 Plan
1) Purpose.  The plan provision is the heart of Chapter 11.  Probably what the drafter expected would be used.  Code also assumes that debtors and creditors will be negotiating behind the scenes.  Chap 11 plan solves the problem of dissenters by imposing the plan in certain instances.  
2) Code Provisions.  
a) Shape of Plan.  §1123.  Provides what can be included in the plan, but is not very helpful because it is broad.  E.g. specifices that plan may include sale of some or all of debtor’s property.  
b) Binding Creditors.  Code provides three ways to bind creditors to a Chapter 11 plan
i) Non-Impaired Class.  Unimpaired basically means the class is paid-off.  If unimpaired, then party is out of the plan.
(1) §1129(a)(8).  Class of claims or interests is bound by a plan if it is “not impaired under the plan”
(2) §1124.  Determines whether a class is impaired.  Class impaired unless the plan
(a) “leaves unaltered the legal, equitable, and contractual rights to which such claim or interest entitles the holder of such claim or interest.”  §1124(1).
(b) “cures, reinstates, and compensates.”  §1124(2)(A)-(C).
ii) Consenting Class.  Voting allows us to impose plan on dissenters (those who voted against he plan), as well as those who didn’t vote.
(1) §1129(a)(8)(A).  Even if a class is impaired, it can be bound if the class accepts the plan
(2) §1126(c)).  Class of claims has accepted a plan if
(a) Majority of voting (creditors) have accepted, and
(b) Approval of those creditors holding “at least two-thirds in amount” of the class at issue.
(3) Individual Exception.  Provision speaks to “each holder of a claim or interest of such class.” A creditor is bound if she has accepted the plan or if she receives at least what she would “if the debtor were liquidated under Chapter 7.”   Individual is essentially taken out of the clas. §1129(a)(7)(A).   Grows out of common law: LA Lumber and Aladdin Hotel.
iii) Cram-Down (Fair and Equitable)
(1) §1129(b).  Provides that court will confirm plan, even without a favorable vote, “if the plan does not discriminate unfairly, and is fair and equitable, with respect to each class of claims or interest that is impaired under, and has not accepted, the plan.”
(2) “Fair and Equitable.”  Term of art, different depending on claim.  
(a) §1129(b)(2)(A).  Secured Claims.  Plan must provide that lines securing claims are preserved and that each holder gets cash totaling amount allowed by the claim.
(b) §1129(b)(2)(B). Unsecured Claims.  See Supp. pp. 173.  Generally leave them with stream of payments equal to PVM.  
(c) §1129(b)(2)(C).  Class of Interests. 
c) §1129(a)(10).  Requires that at least one impaired class has accepted a plan without “including any acceptance of the plan by any insider.”
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Part V: Administering the Estate

Unit XX:  Trustee Financing and Use of Property of the Estate

1) Purpose.  Firms in bk still need access to credit in order to operate on a day-to-day basis.  Firm cannot be competitive in the marketplace otherwise.  Various provisions of the Code facilitate acquisition of credit after bk has started.
2) Section 363.  “Use, sale or lease of property.”  
a) §363(c)(1) “Ordinary course of business.” 
i) Statutory Requirements
(1) If (1) Business of debtor is authorized to be operated, and (2) Court does not order otherwise, then trustee may, without notice and hearing
(a) “enter into transactions, including the sale or lease of property of the estate, in the ordinary course of business,” and 
(b) “use property of the estate in the ordinary course of business.”
ii) “Authorized to be Operated.”  §1108 provides that trustee may continue to operate the business of the debtor until the court tell her to stop.  May also apply in Chap 7 under §721 if trustee has permission of the court.
b) §363(b)(1)  “Other than ordinary course of business.”  Provides that trustee may “use, sell or lease” property of the estate in this case, but only “after notice and a hearing.”
c) §363(c)(2) Cash Collateral (i.e. Security Interests).
i) §363(a).  Defines cash collateral (see above).  Includes property “in which the estate and an entity other than the estate have an interest.”  Includes property held by the debtor subject to a security interest (i.e. §542).  
ii) Limitation.  Trustee may not “use, sell or lease” cash collateral unless (1) entity with interest in such collateral consents, or (2) court authorizes after notice and a hearing.  §363(c)(2).  
d) §363(e) Adequate Protection.  All of the trustee’s powers to use, sell or lease property are governed by an overriding condition that the court, on request, “shall prohibit or condition such use, sale or lease as is necessary to provide adequate protection of such interest.”
e) §363(f).  “Sale free and clear of liens.” 
i) Pseudo-Discharge.   Allows trustee to sell property under subsections (b) and (c) “free and clear” of any interest in such property of an entity other than the estate.  This provision is controversial (see TWA, holding that employment discrimination claims and employee’s rights under a travel voucher program were ‘interests in property” that could be sold free and clear), and gives a form of discharge that may make bk the ideal forum to get maximum value of assets.  
ii) Limitations.  Sale if free and clear only if,
(1) Applicable non-bk law permits sale of such property free and cler of such interest
(2) Lienholder consents
(3) Interest is a lien and the price at which such property free and clear of such interest
(4) Interest is in bona fide dispute
(5) Lien or interest holder could be compelled, in a legal or equitable proceeding to accept a money satisfaction a money satisfaction of such interest. 
3) Section 364.  Obtaining credit.  
	Ascending order of difficulty


	Background condition
	Court involvement
	Priority

	First (§364(a))
	Authorized to operate and operating in ordinary course
	None
	Administrative expense

	Second (§364(b))
	Not authorized to operate or not in ordinary course
	Notice and a hearing
	Administrative expense

	Third (§364(c))
	Financing not available otherwise
	Notice and a hearing
	“Superpriority” administrative expense; or lien on property not otherwise subject to an existing lien

	Fourth (§364(d))
	Financing not available otherwise (final resort)
	Notice and a hearing, 

adequate protection
	Senior or equal lien


a) Section 364(a) Operate in Ordinary Course.  Administrative priority, ordinary course is a protection for the vendor who continues to supply the debtor as it did before bk.  “Ordinary course”  has two tests:
i) Horizontal Test.  Consider what is ordinary for the industry.  Johnson v. First Street
ii) Vertical Test.  Considers whether a hypothetical creditor of this business faces the same risk he would have faced before the filing – i.e. past operations of the company.
b) Section 364(c) Financing Not Available Otherwise
i) Superpriority Administrative Expenses.  Important for a creditor.  But even this will not help a creditor if there is not enough unencumbered money to pay for all competing superpriority expenses.  Also can be subordinated on conversion from Chap 11 to Chap 7.
ii) Lien on Unencumbered Assets or Subordinate Lien on Encumbered Assets (§364(c)(2) and (c)(3)).  Trustee or DIP can use (1) unencumbered assets or (2) equity beyond prepetition liens, for post-petition lender.  No relationship to superpriority, so if these liens fail, than creditor goes to the back of the queue.
c) Section 364(d) Final Resort Priming Lien.  
i) Best Deal for DIP.  Highest level of protection to a DIP lender.  Allows DIP lender to obtain a lien senior in priority to the liens of prepetition lenders.  
ii) Requirements.  Debtor has to show
(1) It can’t get loan elsewhere on less burdensome terms.  Requires debtors to show that it has tried and failed.  See In re Sky Valley.  and
(2) Interest of lender is adequately protected, which is a high burden over the objection of the prepetition lenders. 
d) Section 364(e).  Designed to assure postpetition lenders that the terms on which they lend will not be rewritten after the fact.
e) Practical considerations.  Courts will sometimes let in onerous terms – if the chose is between letting DIP make the deal or closing the business tonight, most courts will choose the former.  
4) Cross-Collateralization Clause.  
a) What it is.  Agreement which gives lender an interest in debtor’s property as security not only for the new loan, but for its unsecured prepetition claim as well.  Effectively elevates the priority of the lender’s unsecured claim over that of the debtor’s other unsecured creditors even though the latter are otherwise entitled to the same priority as the former.
b) Courts’ Mixed Response.
i) Not Allowed.  11th Cir has held that such clauses are beyond the scope of the court’s inherent power bc it is against the priorities laid out in §507.  In re Saybrook.
ii) Four Part Test.  EDNY has called such clauses a “disfavored means of financing,” but will be allowed if debtor can show that (1) its business operation fail absent the proposed financing; (2) it is unable to get alternative financing on acceptable terms; (3) Proposed lender will not accept less preferential terms, and; (4) proposed financer is in the general body’s best interests.  Vanguard.
iii) Case-by-Case Approach.  Second Cir has not allowed it, but said it will consider then on case-by-case approach.  In re Texlon

5) Alternative:  Recycling Loan.  Provides that every dollar received from pledged receivables is deemed to constitute a repayment of pre-petition debt and a new advance under DIP loan facility.  Eventually all debt will recycle, from pre-petition to post.
6) Notice and Hearing.  Means no more than notice plus an opportunity to be heard, with burden of prevention falling on the objector.  In the financing context it is accepted that hearing is not required for OCB financing, but it is not necessarily self-evident.
a) Administrative Expenses.  Can be incurred unless court orders otherwise, which implies that hearing is not required absent a motion.
b) Compare §364(a) to (b).  (b) talks about hearing, but (a) does not.  
Unit XXI: Administrative Expenses
1) Statutory Provisions
a) §507(a)(2) Priority.  Gives priority to “administrative expenses allowed under §503(b)”
b) §503(b)(1)(A).  Definition of “Administrative Expense.”  Defined as “the actual necessary costs and expenses of preserving the estate.”
c) §364.  Provides for postpetition financing, establishing administrative priorities in some situations.
2) Attorney Fees.  This is where attny gets paid: expenses of professionals who represent the trustee/DIP and official committees are administrative expenses.  Lawyer must be properly employed and apply for payment, but still entitled to payment as first priority.  
3) Postpetition Financing.  This is where creditors get paid for (unsecured) postpetition financing under §§ 364(a) and (b).  
4) DIP’s Tort Liability.
a) Individual v. EE Capacity.  DIP acting in individual capacity is likely not to have expense treated as administrative.  But if DIP is operating the estate as if he were a trustee, then same sorts of administrative expense liabilities ought to apply.
b) Employee Fault.  Courts are likely to recognize liability as an administrative expense claim if the continued operation of the accident-causing vehicle (machine, etc) was necessary to the estate, which would make operating it the occasional liability claim.  Reading v. Brown.  
c) Personal Liability.  A dir or officer who continues to operate a company in the shadow of insolvency can be held personally liable.  DIP cannot make situation in bk worse off and escape liability.
5) Environmental Claims.  Some courts have admitted cleanup costs under environmental statutes as administrative claims
a) In re Wall Tube.  A state justified to use its own funds to clean an environmental hazard makes the claim “actual and necessary” both (1) to preserve the estate in compliance with state law (Butner) and (2) to protect the health and safety of the public.
b) Midlantic National Bank v. NJ Dep’t Enviro Protection.  Court denied trustee’s efforts to abandon property as burdensome to the estate bc state environmental law would have prohibited.  (Prof’s book questions the court’s use of state precedent, which was focused on imminent harm that did not seem present in this context.”
6) Rule v. Claim.  It costs money to follow rules, so if a nondebtor can persuade the court that the debtor’s obligation to her is not a claim but a rule, then the non-debtor has effectively moved himself to the dead of the rule. See Kovacs
Sale v. Lease.  Difference between sale and lease can be difference between being an administrative expense and not being one.  Microsoft v. DAKs.
Part VI:  Executory Contracts
Unit XXII:  Executory Contracts: General

1) Section 365(a).  Allows trustee to “subject to the court’s approval,” “assume or reject any executory contract or unexpired lease of the debtor.” 

2) Asset v. Liability.  Executory contract is both a liability and an asset. 
a) Asset.  Case where completed EK would give the debtor a net gain.  In this case debtor ought to assume the EK, complete the obligation and receive the gain.  Other party is paid as an administrative expense.
b) Liability.  Case where completed EK would give debtor a net loss. Here debtor should reject the K.  Constitutes a breach for damages.  Without security, other party will have unsecured creditor’s interest in debtor property (small bnk dollars).
3) Defining Executory Contract.  
a) Means Something More In Bk than in Non-Bk law.  
i) Pro Rata.  If we gave EK the broad definition – i.e. any contract that has not been fully executed – then we run the probability of contradicting the principle of pro rata distribution in bnk.  
ii) Secured Credit.  Another treatment would be to give secured creditors EK treatment.  But Code has special provisions dealing with secured credit, so we know that we have to do something else here.
b) Countryman Definition.  “A contract under which the obligation of both the bankrupt and the other party to the contract are so far unperformed that the failure of either to complete performance would constitute a material breach excusing the performance of the other.”  Prof argues that this definition was purposely meant to excluded secured credit.
4) Different Treatment for Executory Contracts.  
a) Unsecured Claims.  If creditor has an unsecured claim, then she participates only in the pro rata distribution of the debtor’s assets. 
b) Secured Claims.  If she has a secured claim, then she will be secured up to the value of the collateral, with an unsecured claim for the residual (under §506(a)).  
c) Executory Contract.  Finally, if she has an executory contract she has either a promise from the debtor to pay the full amount of the claim (in the case of assumption), or she retains her collateral and has an unsecured claim for breach of contract (in the case of rejection).  Either way, the executory contract guarantees that the creditor will be paid in full (assumption), or at least be in the same position as a secured creditor (in case of rejection)
5) Sale v. Lease
a) Sale and Lease Get Different Treatment.  Sale of an “ownership” transfer does not fall within the class of an executory contract.  However, a “lease” transfers gets special treatment as an EK.
b) Line is Hard to Draw.  Prof argues, using present values that the rules are letting a lot turn on very little.  Consider an asset owned outright forever and an asset that is leased for a long period of time – the difference in value between these two to the holder of the asset is actually not that much.  Might just be an academic point bc the Code seems to work fairly well.  
c) Microsoft v. DAK.  DAK wanted right to distribute Microsoft Word.  Microsoft is trying to protect the IP right to is product.  Court finds that the transfer was a sale – DAK took on the risk that the property would decline in economic value, meaning that Microsoft would get paid not matter how may copies of Word were sold.
d) Energy Enterprises. 
i) Holding. Issue was whether certain settlement agreements to a class action were executory.  Court reasoned that for K to be executory, “obligations on both sides must be so far unperformed so that failure of either to complete performance would constitute a material breach excusing performance of the other.”  Court reasoned that this was not executory bc the failure of a party to complete a settlement agreement could not have created a material breach of contract.  It was only a condition for that party to get money.  Looks like an unilateral contract – noncompliance by the class parties simply absolved the energy company from having to pay on the claims.
ii) Strange Argument.   Prof not clear why IRS was challenging this case.  Debtor has to pay the IRS in full before she can establish a Chapter 11 plan.  
e) Warranty of Title.  In the area of IP the 4th circuit has held that warranty of title is sufficient to make and IP contract executory.  However, this analysis raises question about whether we would think that the warranty in other areas would be sufficient to establish an executor contract.
Unit XXIII: Executory Contracts: Assumption
1) Requirements for Assumption
a) §365(a).  Court approval.
b) §365(b).  Cure Defaults.  
i) §365(b)(2)(D).  changed to emphasize that while debtors do not have to cure penalties relating to nonmonetary defaults, they are not otherwise excused from curing nonmonetary defaults.
ii) §365(b)(1)(A).  Debtor assuming nonresidential real estate lease is not requires to cure nonmonetary defaults if doing so would be impossible, but does have to compensate debtor for monetary losses from such failure.  Also, complying with the terms of the lease will satisfy cure requirement in case of nonmonetary default.
iii) §365(b)(1).  In event of default, trustee cannot assume unless he can
(1) Cure, or provide adequate assurance
(2) Compensate or provide adequate assurance
(3) Provide adequate assurance of future performance.
c) §365(d).  Assumption is Timely.  
2) Assignment.  
a) §365(f).  Gives trustee or DIP power to assign a contract.
b) §365(k).  Provides that assignment “relieves the trustee and the estate from any liability for any breach….”
3) Limitations to Assignment and Assumption
a) Adequate Performance.  If debtor is not in breach and trustee wants to assume an EK, there is no provision in Code that requires proof of adequate performance.  But outside of bnk, UCC 2-609 does not require a default – nondebtor party can suspend performance if fear of default is reasonable.  Argue under Butner that 2-609 does not require a breach on part of debtor to get adequate protection.
b) Loans.  §362(c(2).  Trustee may not assume or assign a contract to make a loan or to issue securities to the debtor.  Makes sense.  Borrower cannot assumt the K and force lender to make a post-petition loan.
c) Personal Service Contracts.  Seems to prohibit assignment of traditional personal service contracts.  
4) Applicable Non-bnk Law.  §365(c)(1)(A).  
a) Generally.  Provides essentially that trustee cannot assume or assign an executory contract if the non-debtor party to the contract is excused, under applicable non-bk law, from accepting performance from (or rendering performance to) an assignee.  
b) “Assume or Assign.”  Disjunctive language seems straightforward reading, but has some funky consequences.  In case of Anti-assignment Act, it creates the possibility that debt would be barred from assuming a lucrative K, even if it were not part of the bnk, bc applicable federal law bars assignment.  Seems to work in situation of a personal service contract, but it is strange that trustee cannot assume K if it is not assignable.
5) §365(c) v. §365(f).   Section 365(f) allows the trustee to assign a contract notwithstanding a provision in the contract that prohibits assignment or one in applicable law. One reconciliation: Differentiate between (1) State law limiting assignment and (2) more general state law that would or would not enforce an agreement concerning assignability.
a) State law.  §365 deals with situation where there are deeply seated rules against assignability.
b) Contract agreements.  But where assignability arises due to the contract of the parties, not state law, then §365(f) prevails and renders it ineffective.  
c) Example:  So, in case of landlord agreement, where boilerplate provides that debtor cannot transfer without consent of court,  but state law protects such transfers, we would read it out under §365(f) and allow it under §365(c) (as in the deepseated belief against assigning patents, cf Perlman).
6) Actual v. Hypothetical Tests.
a) Hypothetical Test.  One view of “assume or assign” language in §365(c).  Seems to say that trustee may not assume an executory K over the nondebtor’s objection if applicable law would bar assignment to a hypothetical third party.  Applies even when trustee has no intention of assigning a K to third part.  Catapult.
b) Actual Test.  Another view of language in §365(c).  Court will only bar assumption where debtor has actually attempted to assign a contract to a third party.  In Pasteur, court emphasized that the corporation was still “a legal entity distinct from its SHs,” and thus the K had not actually been assigned.
Unit XXIV:  Executory Contracts: Rejection
1) Generally. 
a) En toto. If trustee rejects an EK, it is usually in toto.  Trustee surrenders prospective benefits from the EK (although not the past benefits).  Non-debtor then has a claim effective as of “immediately before the date of the filing of the petition.”  §365(g).  
b) Consequences.  Estate is no longer under any obligation to perform; Estate is no longer entitled to receive benefits of K.  
2) Separable Agreements. (see Orange Book, Chap 11, pp. 20)
a) Old Law:  Rejection of Entire Agreement.  Older law created blanket notion that “An executory contract must be rejected in its entirety or not at all.”  Court refused to enforce a covenant not to compete contained in franchise agreement Rovine, see also In re Register (below). 
i) Problem with damages.  It may not matter that the damages from breach of the clause will be hard to estimate.  Courts have allowed claims to go through under §506(g), In re Register.
ii) Negotiation.  Trustee’s ability to reject in toto under Rovine can be a powerful bargaining chip when it comes time to negotiate new contracts.
b) Counterpoint:  Rejection Does Not Include Entire Agreement.  
i) Statutory Argument.  Argument is grounded in both §365(g) and §101(5)(B) (definition of claim).  §365(g) provides that rejection leaves the nondebtor party with a “claim.”  Even more, a “claim” includes an “equitable remedy,” such as an injunction. (Of course the debtor will argue that clams, including the right to an equitable remedy, is also dischargeable in the bnk proceeding).
c) Drawing the Line.  Courts seem to have drawn a line between vested present interest (not rejectable, Leasing Services) and an agreement contingent on future performance (rejectable, Register)
i) In re Register. Court held that the covenant not to compete is not severable from EK because the franchisor’s ability to enforce the covenant is dependent on his performance of the entire agreement.  In other words the agreement was contingent on future performance.
ii) Leasing Services Corp.  Court held that rejection by trustee of unexpired portion of lease agreements between parties does not alter the relative priorities between the secured creditors of the debtor.  Security interests are treated as “forebearan” – meaning that consideration was fully performed in full by the parties and gave benefit to both (e.g. lower interest rates).
d) Special Provisions.  Permit lessee or other non-debtor party to retain rights in specific circumstances, despite rejection
i) Intellectual Property.  §365(n) Permits licensee of intellectual property to retain its rights despite rejection of an executory contract.  
ii) Real Property.  §365(h).
iii) Purchaser of Interest in Real Property. §365(i).  
3) Limitations on Damages for Breach of Executory Contract (Orange Book, Chap 11, pp. 25)
a) Landlord Damages.  
i) §502(b)(6)(A).  Restricts landlords to “The rent reserved by [the] lease, without acceleration, for the greater of one year, or 15 percent, not to exceed three years, of the remaining term of such leaves.”  Of course, landlord still have to show damages up to the amount of the cap.  Calculate three numbers
(1) 1yr Rent.
(2) 3yr. Rent. 
(3) 15% Balance of Lease Term.  (Another reading is 15% of rent remaining, not entire lease term.  Prof thinks more common view is entire lease term).
ii) Policy.  Prof is not sure what policy is promoted by this rule.  Thinks it has something to do with the depression
Example. Rent is for $1k, with various lease terms (10, 4 and 30 years).  Compare 1yr to 15% of remaining, take larger of the two, unless larger is 15% and that number exceeds 3yrs of rent.  
	1yr
	3yr
	Lease term x Rent
	15% of Remaining Rent

	1000
	3000
	10 x 1k = $10k
	1500

	1000
	3000
	4 x $1k = $4k
	600

	1000
	3000
	30 x $1k = $30k
	4500


b) Personal Services. 
i) Same kind of rule applies to claims by an EE for damages resulting from termination of employment.  Cap is one year.  §502(b)(7)(A).
Butner?  These provisions are another area where it areas that bnk law seems to displace substantive non-bk law.  
Part XXII: Priorities 

1) Generally.  Section 507 gives a list of priorities that apply in chapter 7 before any money goes back to the debtor.  

2) First Priorities Not Listed in §507.  We saw elsewhere that certain types of claims (see above) get to go to the head of the line:  (1) Security interests (see §727); (2) Injunctions; (3) Rule that debtor must follow (i.e. not a claim) or (4) Claim based on trust.  
3) Summary:  Section 507
a) Domestic relations claims
b) Administrative Expenses
c) “Gap” creditors in involuntaries – those whose claims were incurred between the petition date and the entry of an order for relief

d) Wages.
e) EE Benefits
f) Grain and fish claims
g) “Layaways”
h) Certain Taxes
i) Federal Depositories.  
4) Administrative Priority (see Claims Section)
Employee Claims.  
Defenstrators Example:  Confirming Chapter 11 Plan





Step 1:  The Plan: Voting, Liquidation and Changes to Claims


Class�
Creditors Yes: #/Value�
Creditors No:  #/Value�
Liquidation Value�
Payment Under Plan�
�
Class I.  75 Creditors, each owed < $100.�
  N/A�
N/A�
$1000�
$5000, paid in full�
�
Class II.  75 trade creditors, $500k total.  �
9/$201k�
7/$199�
$100k�
$150k.�
�
Class III.  25 persons w/  $100k products liability claims.  �
4/$14k�
1/$2k�
$20k�
$20k, payable over years of $10k ea.�
�
Class IV.  One creditor, $1m secured claim against factory worth $1m.�
---�
----�
----�
Change Payment Plan:  Extend payment term to 20 years, same interest, but reduce annual payments�
�
Total:


Unsecured: $650k


Secured:  $1m


�



�
�
�
�
�



Step 2:  Confirming the Plan





�
Class I�
Class II�
Class III�
Class IV�
�
Unimpaired? §1124�
Yes.  Administrative cost class.  Cost of processing claim more than actual claim.  �
No.  Impaired bc getting less under plan�
No. Impaired bc getting less under plan�
No.  Altering the K terms.   §1124 allows debtor to reinstate K, but here debtor changing terms.�
�
Consenting?


Majority + 2/3


Individual Exception�
----�
Yes.  Majority of voting claims vote yes, and 2/3 value voting.  Don’t count non-voters. §1126(c)�
Maybe.  Seems to fit voting requirements.  But problem with TVM under §1129(a)(7).�
No.�
�
Cram-Down?�
----�
----�
----�
Yes.   §1129(b)(2)(A) Argue “fair and equitable” bc Bank getting stream of payments equal to PV of claim. Only changing time.�
�



Notes


Class I.  Almost any plan has a class like this.  Might be difficulty with §521 because treating classes with different dignity.  Might also want to generate an impaired class to get consent.  Find a sympathetic class even though it gets less than is owed.


Class II.  Looking at §§1129(a)(8), 1126 should have this class. Majority voting voted yes and those voted amount to 2/3 total value of claims.


Class III.  Although this deal looks better than class II, it is worse when we account for time value of money: the discounted present value of deferred claims at any interest rate is less than $20k today.  Problem under §1129(a)(7).  Seems like treating classes II and III differently – “invidious discrimination.”


Class IV.  Although there is a good argument this is fair and equitable for the Bank, it is not good for Bank, who is forced to care the risk for longer than anticipated.  Cram-down may be inappropriate if we use the same rate for longterm loans and shortterm loans. Generally, leaving creditor with stream of payments that reflect TVM is not unimpairment – it is a cram-down.








� Orange Book, Chp. 14)





�  (Orange Book, Chp. 14)


� (Orange Book, Chap. 15).


� (Orange Book, Chp. 14, pp. 11)


� (Orange Book, Chp. 8.26)


� Orange Book, Chap 13, starting at pp. 24.  
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