Creditors Rights

Professor Warner

Rights of a Creditor Before Bankruptcy—State Law

I.  General Background

* an unsecured creditor has no interest in a debtor’s property.  If a creditor takes someone’s property they are guilty of conversion and will be liable for damages—possibly punitive

* unsecured creditors have no right to self help

II.  Informal Debt Collection 

* Creditors use “dunning letters”, phone calls, visits, threats etc. to encourage payment.  Debtors have some recourse at common law:

* Intentional Infliction of Emotional Distress—doesn’t work very often, court tends to give creditor some leeway in his actions, don’t often find their conduct extreme, also extreme distress is often not found, some courts actually require a physical manifestation of the distress




* Extreme Conduct




* Extreme Distress




* Intent 



* Invasion of Privacy




* Publication to general public of a private fact




* Falsity (many states don’t require this element)




* Tendency to bring shame/humiliation




* Audience has no legitimate interest in the information



* Invasion of Privacy II

* balance the nature of intrusion against the right of the party to bother you



* Defamation




* Falsity—usually can’t satisfy this element

* There is a privilege for a statement made to someone with a legitimate interest without malice, even if it is false



* Interference with Contract

* often claimed where creditor notifies debtor’s employer and debtor is fired.

* Plaintiff will often have trouble proving that they were fired because of the contact

* Because the tort system was not an effective way to protect debtors from abusive debt collection practices, the legislature has stepped in 



* Fair Credit Reporting Act

* Prior to the FCRA you could not obtain a copy of your credit file.  You would be forced to sue a credit reporting agency and obtain a copy during discovery.  Even if false information was on the credit report the agency is protected by the good faith legitimate interest qualified privilege to defamation

* The FCRA gives you a right to view your credit report, creates a duty for the agency to use reasonably procedures to assure the maximum possibly accuracy, and limits the number of people who may receive your credit report.




* Correcting Your Credit Report

* § 609: right to obtain your credit report.  You have a right to a free copy if you request it within 60 days of being denied credit

* § 611:  credit reporting agency must reinvestigate information that a consumer challenges.  If the information can not be verified it must be deleted






* frivolous demands may be ignored

* when there is a dispute between  a debtor and creditor about whether a debt is owed and the creditor continues to reverify it, it won’t be deleted but the debtor has a right to add an explanation of the debt and dispute to his credit report



* Fair Debt Collection Practices Act

* When a debtor is sued this is often a counter claim.  The statute was enacted to prevent abusive conduct by creditors and protect debtors employment




* Remedies for the Debtor





* any actual damages

* some cases say this is a federal statutory standard, other cases say you must follow the tort law definition





* additional damages up to $1,000





* cost of the action and reasonable attorney fees




* What does the statute cover?

* debt:  any obligation or alleged obligation of a consumer, arising out of a transaction primarily for personal family or household purposes, whether or not such obligation has been reduced to judgment




* consumer:  natural persons only

* debt collector: any person/entity who uses interstate commerce or mail, is a business which has a  principal purpose of collecting debts or an individual who regularly collects or attempts to collect directly or indirectly the debts of another

* a creditor collecting their own debt is not covered by the statute

* regularly collecting debts is not an entirely clear standard, under another statute it is defined as more than 25 times in a year

* The statute does apply to any actions by an attorney attempting to collect debts for their clients, including in litigation, the attorney does have a defense for reasonable bona fide error




* Disclosure Requirements

* Validation of debts: debt collector must send written notice to the consumer within five days of the first communication






* amount of debt






* name of creditor

* statement that consumer has 30 days to dispute validity of the debt or the debt will be assumed valid

* statement that if consumer disputes debt within 30 days, the debt collector will verify the debt and mail verification to consumer

* statement that upon request, the debt collector will provide the consumer with name and address of an original creditor





* Violation Per Se

* it is a violation per se to fail to disclose, in the initial communication, that debt collector is attempting to collect a debt and that any information obtained will be used for that purpose







* except in a formal pleading

* standard: least sophisticated debtor:  what would the consumer understand you to be saying, would they understand you were making a disclosure




* Substantive Requirements

* § 805 (b):  communications with third parties without prior consent of consumer or the express permission of a court is a violation

* debt collector can communicate with the debtor, his attorney, a consumer reporting agency, creditor, attorney of the creditor, attorney of the debt collector

* a pleading is not a communication within the meaning of the statute

* EXCEPTION § 804—debt collector can communicate with third parties for the purpose of locating the debtor

* can not state that the consumer owes a debt

* must identify yourself and state that you are trying to locate the debtor

* can not identify your employer unless asked


* can not communicate by post card

* can not communicate with anyone more than once unless you have reason to believe that the person has new information

* can not use any language or symbol on envelopes to indicate that you are in the debt collection business

* once there is an attorney you should only communicate with the attorney

* you can ask for location information: place of abode, telephone number, place of employment





* § 805 (a):  communication with the consumer/debtor

* debt collector may not communicate with a consumer absent permission:

* at an unusual place/time or a place/time known to be inconvenient (after 8pm or before 9 am)







* once they are represented by an attorney

* at their place of employment if the employer doesn’t allow it

* Limitations on the content of a communication by debt collector:  Use the least sophisticated consumer standard


* § 806: Harassment or abusive conduct


* § 807:  False, deceptive or misleading conduct



* per se violations: 

* false representation of character, amount, legal status of the debt

* threat to take any action that can not legally be taken or that is not intended to be taken


* § 808:  Unfair conduct

* Right of a debtor to terminate communication:  if consumer notifies a debt collector in writing that the consumer refuses to pay a debt or that the consumer wishes the debt collector to cease further communication the debt collector must stop communicating with the debtor


* Secured Creditors Right to Use Self-Help

* a creditor with a valid UCC security agreement has an interest in the debtors property.

* a secured creditor has a right to use self help to repossess collateral if it can be done without a breach of the peace under UCC 9-503

* a breach of the peace is an act which was oppressive, threatening or tending to cause physical violence





* danger does not actually have to occur





* if the debtor protests, there is a breach of the peace





* using police without judicial authority is per se breach 



* Set-Off: cancel one debt against another

* where debtor and creditor owe each other money, they can set off the debts.  For example a bank where you have a checking account and a loan can take the money from your account to set off.



* limitations




* bank can not set off a credit card with a checking account

* can only set off mutual accounts, i.e. you can not set off a general debt with a special purpose account (payroll, trust etc.)

* Lender Liability: lenders can be held liable for damages resulting from their failure to advance credit.  Lenders have a duty to act in good faith, give notice “reasonable time to secure alternate financing” before refusing credit

III.  Formal Collection Procedures—Post-Judgment

* a creditor can bring suit to collect a debt if there is no set off available and no security interest, but it is often not economical.  You must ensure that the debtor owns an asset that can be reduced to cash to satisfy your debt.

* you must have a right to claim the property of the debtor—this will come from state law and you must have priority over anyone else with a  claim to the property

* Judgment Lien—state law will give you a lien on property once you’ve obtained a judgment against the debtor.  Most states limit this to real estate.  Some states require recoding your judgment before the lien is created.  The lien will give you the right to force a sale of the property and use of the proceeds to satisfy the debt.  But you must have priority.  The lien follows the property, if it is sold the creditor can still get it.

* NY CPLR 5203: must docket the judgment in the county where property is located to create a lien.  The lien covers any real estate in the county or acquired in the county in the next ten years.

* In NY if property is acquired after liens exist, the liens attach simultaneously for priority purposes.  The majority rule is first in time.




* Once a lien lapses (10 yrs. in NY), you lose your priority

* Writ of Execution—state law will give you a writ to execute and levy on personal property to satisfy your debt.




* obtain a judgment




* obtain writ from the clerk




* deliver writ to the sheriff




* levy: sheriff takes actual or constructive possession of property




* sale

* at the sale the creditor can bid on the property with the debt.  He can buy the property and still obtain a deficiency judgment subject to the court not allowing it if the purchase is wrongful under the “shock the conscience” standard.

* in NY you gain lien rights when you levy, priority attaches then.



* Garnishment

* method to secure payment from a third party who either holds property of the debtor or owes a debt to the debtor, most common is wage garnishment or bank account garnishment

* judgment creditor has the right to stand in the shoes of debtor and assert their rights, they can bring a garnishment suit against the third party.

* a creditor who brings a garnishment suit is subject to any defenses the third party would have against the debtor

* once the garnishment is served the third party must pay the garnishee plaintiff, if they pay the debtor they will still be liable for that amount to the garnishee plaintiff.  Some states will make you liable for the entire amount, even beyond what you actually paid to the debtor.

* between service of the garnishment summons and return date, the garnishment acts as a net, covering all assets added to the fund.  This means that once served, the third party is liable for all property they have and any added.  If they give any to the debtor they are still liable for that.

* but, if the third party is also a creditor, they can off set their debt first, before the garnishee plaintiff gets anything.




* Federal Wage Garnishment Restrictions

* the maximum amount of disposable earnings to be garnished is 25%

* disposable earnings= gross pay-legally required deductions

* the garnishment will be either 25% of disposable earnings or the difference between disposable earnings and 30X the minimum wage

* Exception:  alimony or child support debt can be garnished up to 60% if the debtor is not supporting a new family and 50% if they are.  If the support is more than 12 weeks past due, the percentages increase by 5%

* the statute applies to the aggregate garnishment, creditors can’t stack beyond the maximums

* the statute only protects wages, once it is deposited in the bank, spent, or in your possession the creditor can get 100% of the money

* direct deposit is a new problem, some courts say the money is wages up until the point where the debtor has control over the money



* Priority Rules—UCC 9-301




* perfected secured creditor has priority over lien creditors

* lien creditor takes priority over any non perfected security interest

* Except:  a pmsi filed within 10 days of debtor receiving possession has priority over a lien creditor arising between attachment and filing

IV. Formal Collection Procedure—Pre-Judgment

* Pre-Judgment, a creditor may attempt attachment, but risks being liable for wrongful attachment

* You can only take property without notice and an opportunity to be heard if there is an extraordinary situation requiring special protection of state of creditor interest, otherwise it would violate due process

* note: secured creditors have an interest in property and it would not, therefore, violate due process to attach without a hearing


* NY CPLR 6201: grounds for attachment



* jurisdictional—non resident



* service—unable to serve despite diligent efforts



* c/a arises out of a crime



* based on an out of state judgment

V. * Exemptions

* state law exempts some property so that people will not become wards of the state—OUT OF BANKRUPTCY

* homestead exemption: most states have some exemption, some are limited by value, some by size.  Must be real estate and actually used by the debtor for their home.  Using your home for business will not forfeit the entire exemption as long as it is your primary residence.  Some states will look to sever.

* Personal Property:  state law varies, generally by category, money value or both. Some exemptions are based on the debtor (head of household), some by the type of debt (child support)

* If you have a tax debt, state law does not apply, IRC exemptions (pg 144-45)

* NY CPLR 5205 (personal property) and 5206 (homestead)

* Courts are split on whether exemption planning is fraud, but most courts will find fraud where debtor moved to more favorable state to avoid creditors

* Most disputes arise over classification of the property.  Some courts use plain language some look to the policy for the exemption

* Exemptions do not protect you against voluntary liens.  FTC makes it illegal to take a non possessory, non purchase money security interest in household goods, to protect against those liens.

* Child Support and Alimony Claims pierce exemptions

Right of Debtors and Creditors in Bankruptcy


I. General Introduction



* The bankruptcy case:




* commence case




* collect assets




* distribute assets




* discharge debts



* goals of bankruptcy

* protect creditors with the trustee using collective efforts to be more efficient and gain greater value




* protect the debtor with the discharge



* Types of Relief




* chapter 7: liquidation/economic death




* chapter 11, 12, 13:  reorganization



* Bankruptcy Court

* district court has original and exclusive jurisdiction over all cases under title 11

* district court has original but not exclusive jurisdiction over all civil proceedings relating to cases under title 11

* bankruptcy cases are referred automatically to bankruptcy judges in the bankruptcy courts


II. Commencement of the Case

* 301:  voluntary case: when you file you must pick a chapter to file under and be eligible under that chapter

* 302:  joint petition with spouse is allowed.  There are still two cases administered separately, but you only have to pay one filing fee



* 303:  involuntary case:  creditors can force you into bankruptcy



* Who may be a debtor

* anyone who resides, is domiciled, has a place of business, or property in the United States, or a municipality

* Under Chapter 7:  any person except railroad, bank, insurance company, foreign bank or insurance company

* Under Chapter 11:  any person except bank, insurance company, foreign bank or insurance company, stock broker or commodity broker

* this means that railroads are forced into chapter 11 and stockbrokers and commodity brokers are forced into chapter 7

* Under Chapter 13:  an individual with regular income who owes noncontingent, liquidated, unsecured debt of less than 269,250 dollars and noncontingent, liquidated, secured debts of less than 807,750 dollars, but no stockbroker or commodity broker

* regular income is anything that is sufficiently stable and predictable that at plan can be made

* debts are contingent if they are based on a future event, like a guarantee to pay the debt of another

* debts are liquidated when there value has been determined



* Automatic Stay:  as soon as the case is filed the stay goes into effect

* § 362: once the petition is filed there is an automatic stay applicable to all entities which prevents various actions to obtain payment, a lien, a security interest, etc.




* This is very broad, stops everyone from doing anything

* The goal is to prevent dismemberment of the estate and provide space for the debtor to decide whether/how to reorganize

* The automatic stay stops all collection efforts even if it is a debt that will not be discharged at the end of the case

* (1) (2) (5) & (6) prevent creditors with pre-petition claims from any action to collect the pre-petition debt

* (3) & (4) deal with anyone, not just creditors, focused on the property of the estate or from the estate—includes property in debtors control even though they have no legal right to it

* even if the sheriff already has possession, as long as the property isn’t sold before the petition is filed it is property of the estate and must be returned under § 362 (a) (3)

* § 542 requires people to return any property that the trustee may use, sell, lease, or exempt

* § 362 (h): a willful violation of the stay results in actual damages, costs and attorney s fees, and in appropriate circumstances, punitive damages—egregious intentional misconduct

* The stay can be used by the debtor as leverage in negotiations with creditors and to prevent foreclosure sales/evictions

* The debtor can not waive his rights under the stay with a pre-bankruptcy agreement the trustee must represent all creditors

* EXCEPTIONS to the stay: § 362 (b)

* no stay of commencement or continuation of a criminal action/ proceeding 

* courts are split regarding prosecutions for bad checks


* no stay of commencement or continuation of an action



* to establish paternity

* to establish or modify an order for alimony or child support

* to collect alimony or child support from property that is not property of the estate (exempt property and future earnings)

* no stay of any act to perfect or to maintain/continue perfection of any security interest that has a perfection date before effective date (relation back)



* 10 day grace period for pmsi



* state law liens which relate back (mechanics lien)

* no stay of the commencement or continuation of an action or proceeding by a governmental unit to enforce a police or regulatory power (epa can still stop you from polluting)

* no stay on an act of a lessor under a lease of non residential real property that has terminated before commencement of the action to obtain possession




* Relief From the Stay: § 362 (d)





* The court will lift the stay

* for cause, including lack of adequate protection of an interest in property

* where the debtor does not have equity in the property AND the property is not necessary to an effective reorganization

* lack of adequate protection means that you must have a specific interest in property—generally only secured creditors can claim lack of adequate protection

* equity cushion analysis:  as long as there is an adequate equity cushion the creditor is adequately protected

* an asset is necessary to reorganization where it is used in the business and its worth more than its fmv

* the debtor will have to show that reorganization is a reasonable possibility to be an effective reorganization



* Right of a Debtor to use Property While in Bankruptcy

* § 363: the trustee can generally use property as long as creditors have adequate protection

* the trustee may enter into transactions, use, sell, lease property of the estate in the ordinary course of business without notice or hearing

* except may not use cash collateral unless debtor obtains lender consent or a court order

* a court order will only be granted if there is adequate protection




* § 364: Trustee can obtain credit after filing

* may obtain unsecured credit and incur unsecured debt in the ordinary course of business

* this is an administrative expense, paid first out of the estate after secured creditors

* with a court order, can obtain unsecured credit and incur unsecured debt other than in the ordinary course

* if unable to obtain unsecured credit, with a court order may incur debt, obtain credit






* with priority over administrative expenses

* secured by a  lien on property of estate not otherwise subject to a lien

* secured by a  junior lien on property of estate that is subject to a lien

* the court may order that obtaining of credit or incurring of debt secured by a senior or equal lien on property of estate that is subject to a lien only if 






* trustee is unable to obtain credit otherwise AND

* there is adequate protection of the interest of the holder of the first lien

* cross collaterization is not authorized under 364.  Can not collateralize to secure an old loan, even when you have extended post petition financing





* See 364 (e)

III.  Collecting the Assets


* assets of the estate

* all legal and equitable rights of the debtor existing when bankruptcy petition is filed are assets of the estate

* trustee is able to under certain pre-bankruptcy transfers to add assets to the estate

* property received by inheritance, life insurance proceeds, marital distribution within 180 days of filing go into estate

* proceeds of estate assets go into estate


* special rules

* any trust which has a restriction on transferability under non-bankruptcy law is not part of the estate (spendthrift trust/pension plans)



* pension plans are protected if they are ERISA qualified



* tax returns are prorated, you have a legal right to it immediately

* bonus is very fact dependant, depends on when the debtor actually had an interest in the money (pre or post petition)

* an individual who files a chapter 7 and whose debts are primarily consumer debts can be dismissed for substantial abuse

* restrictions on transferability of debtors property are overridden by bankruptcy law (except trusts)


* exemptions at state law

* state law exempts some property so that people will not become wards of the state—OUT OF BANKRUPTCY

* homestead exemption: most states have some exemption, some are limited by value, some by size.  Must be real estate and actually used by the debtor for their home.  Using your home for business will not forfeit the entire exemption as long as it is your primary residence.  Some states will look to sever.

* Personal Property:  state law varies, generally by category, money value or both. Some exemptions are based on the debtor (head of household), some by the type of debt (child support)

* If you have a tax debt, state law does not apply, IRC exemptions (pg 144-45)

* NY CPLR 5205 (personal property) and 5206 (homestead)

* Courts are split on whether exemption planning is fraud, but most courts will find fraud where debtor moved to more favorable state to avoid creditors

* Most disputes arise over classification of the property.  Some courts use plain language some look to the policy for the exemption

* Exemptions do not protect you against voluntary liens.  FTC makes it illegal to take a non possessory, non purchase money security interest in household goods, to protect against those liens.

* Child Support and Alimony Claims pierce exemptions


* Exemptions in Bankruptcy

* In bankruptcy, exempt property goes into the estate, unless it is excluded by the code (spend thrift trust, ERISA qualified pension plans)



* § 522: debtor can exempt property from the bankruptcy estate




* (d) list of exempt property

* (b)(1): state law can specifically limit debtors right to use the list in (d)





* NY CPLR 284: prohibits NY residents from using the list

* NY CPLR 282 & 283: exemptions permissible in bankruptcy

* debtor has a choice between the list in (d), if their state allows it, and any property exempt under Federal law or state law (b)(2)(A)

* If you choose state law you apply the law of the state where you lived for the majority of the previous 180 days

* If property is exempt, the debtor gets it free of any lien except voluntary, tax, and child support

* Trustee may avoid the attachment of a lien which would impair an exemption if the lien is




* a judicial lien other than for child support or alimony

* a non possessory, no n purchase money security interest in household goods, tools of trade, professionally prescribed medical devices


* Estate Enhancing Tools



* Executory Contracts and Leases:  § 365

* with court approval, trustee may assume or reject any executory contract or unexpired lease.  Court will approve in the absence of bad business judgment

* when a contract is cancelled, the other party doesn’t have  aright to sue for breach

* when a contract is assumed, it is part of your post-petition life, not discharged

* a rejections is deemed to have been a breach of contract instantly before filing, therefore the claim for breach is pre-petition unsecured debt.  It will share pro rata with other claims and be discharged

* § 544:  Strong Arm Power:  power to avoid unperfected security interests and liens

* trustee becomes a lien creditor for personal property, a creditor who sued for a judgment and execute and levy on all personal property

* Rights of a lien creditor: UCC 9-317 (a)(2):  an unperfected security interest is subordinate to a lien creditor before perfection filing.  The trustee can undo any security interest not perfected pre-filing

* except: 9-317 (e):  PMSI have 20 days to perfect after debtor receives possession.  NOTE:  the PMSI can perfect despite the automatic stay under 362 (b)(3)




* trustee becomes a bona find purchaser of real property





* bfp takes free of any mortgage not recorded






* any actual knowledge of the trustee is ignored

* but, knowledge is imputed on a bfp w/ constructive or inquiry notice and a majority of courts impute this on trustee and many states impute knowledge based on someone else being in possession

* § 545 (2):  trustee may avoid a statutory lien that isn’t perfected or enforceable against a bfp.  This applies to tax liens, trustee can avoid any unfiled tax lien

* Anti-Opt-Out Rule/Preference Power §547 (b):  Trustee may avoid any transfer of an interest in property




*to or for the benefit of a creditor




* for an antecedent debt before transfer




* made while debtor is insolvent

* on or within 90 days before filing bankruptcy petition, or one year if it is to an insider

* enables creditor to receive more than they would have received in bankruptcy (chapter 7 share)

* there is a rebuttable presumption of insolvency 120 days before filing





* taking a lien is a transfer





* taking a security interest is a transfer

* if you don’t file a security interest within 10 days the transfer is deemed to have taken place at date of filing and it will therefore be for an antecedent debt

* as a general rule, any payment to an unsecured creditor where debtor is insolvent will give the creditor more than their chapter 7 share

* no payment to a fully secured creditor will be a preference

* Indirect Preference:  if the payment to one creditor benefits another creditor, the trustee can sue either creditor




* Defenses § 547 (c)





* contemporaneous exchange

* the transfer must be intended as a contemporaneous exchange for new value given

* the transfer must in fact be substantially contemporaneous





* ordinary course of business






* debt incurred in ordinary course of business






* payment made in the ordinary course of business

* payment made according to ordinary business terms

* when payments are routinely made late, that can be the ordinary course of business





* purchase money security interest

* perfections of a pmsi within 20 days of debtor receiving possession is not a preference





* net result/new value

*where new value is given to debtor, plus a preference to creditor, net them out to make creditor pay it back

* § 544 (b):  trustee may avoid any transfer of an interest of the debtor or any obligation incurred by the debtor that an unsecured creditor could avoid under state law





* fraudulent conveyance law

* trustee can use the state law (including statute of limitations) of any state where a creditor is located





* Uniform Fraudulent Transfers Act

* transfer is fraudulent as to a present creditor where

* don’t receive a reasonably equivalent value AND

* was insolvent or becomes insolvent as a result

* transfer is fraudulent as to a present or future creditor where

* don’t receive a reasonably equivalent value AND

* about to engage in a  transaction for which remaining assets are unreasonably small in relation to transaction OR

* intended to incur, or should have known would incur debts beyond ability to repay

* transfer is fraudulent as to a present or future creditor where there is an actual intent to hinder, delay or defraud any creditor






* defenses

* transfer is not avoidable if it was in good faith and for a reasonably equivalent value

* if the transfer is voidable a good faith transferee is entitled to 

* a lien on or a right to retain any interest in the asset

* enforcement of any obligation incurred

* reduction in the amount of the liability judgment




* Trustee power to undo fraudulent transfers, §548





* less than reasonably equivalent value 





* debtor was insolvent





* within 1 year of bankruptcy

* trustee can either sue for return of the asset or for value under § 550




* 548 (c) transferee can get a credit for value given

* 550 (e): a good faith transferee has a lien on the property in the amount of the lesser of 





* cost of improvement





* increase in value


* 548 (a)(2) a transfer to a qualified religious or charitable entity shall not be considered lacking reasonable equivalent value if 

* the amount does not exceed 15% of gross annual income for the year

* if the transfer was consistent with the practices of the debtor in making charitable contribution

IV. Distribution of Assets


*To share in pool of assets you need to prove a “claim”


*Whom do you distribute to?



*stakeholders, equity security holders, owners, claimants, creditors

*§501 stakeholders must make a claim to the trustee either a proof of claim or proof of interest

*§101 defines claim broadly


*fixed, contingent, liquidated, unliquidated, disputed, undisputed, etc.


*right to payment

*right to an equitable remedy for breach of performance, if such breach gives rise to a right to payment

*Warranty claims which are contingent are a claim in bankruptcy 

*Tort claims are questionable when the debtors act is complete but injury has not yet developed is it too contingent?

*If adequate notice is given and you have failed to file a notice of claim, you will be discharged (you will not be able to sue after “rebirth”)

*§502(c) any contingent or unliquidated claim shall be estimated if figuring it out would delay the administration of the case

*Debtor can estimate class size, liability, etc.  This will be a problem if estimate is too low to cover.  Claimants need to OBJECT

*§1111 if your claim is listed on debtors schedule, you don’t have to file a proof of claim

*§502 when proof of claim is filed it is deemed allowed unless someone objects

*If objection is made the court, after notice and hearing, shall determine the amount of the claim as of the date of the filing of the petition

*interest accrued after the filing is not part of your claim

*accelerate due date of principal to date of filing- bottom line is that allowed amount of claim is the principal and the interest that has accrued to that point


*§506 Secured Creditors 



*claims are bifurcated into secured and unsecured portion

*an allowed secured claim is an allowed claim to the value of the property, any deficiency will be an unsecured claim

*Example


180 claim
>>>>
Allowed Secured Claim = $100


100 collateral

Allowed unsecured claim = $80


100 Claim
>>>>   Allowed secured Claim = $100


180 Collateral
>>>>
oversecured creditors can claim interest,  

                                                costs, fees

*Priority of Claims

1. §522 Exempt Property to debtor (exemption will not override a security interest)

2. §725 Secured Claim 


*Abandon collateral to creditor 

*If secured creditor lefts stay, court will order surrender of collateral

*Trustee sells collateral and pays creditor




*§726 gives the order of distribution



3.  §507 claims in order




a.  503(b) claims- administrative fees, expenses, post petition taxes




b.  involuntary gap creditors




c.  Wages    }




d.  Pension  }
combined max. of $ 4650


e. graineries/fisheries- up to $ 4650

f. Consumer deposits- $2100 each

g. Alimony, maintenance, child support

h. Taxes- past 3 yrs.

i. FDIC/RTC capital commitments

**pay each level in full, when you run out of $ pay out that level pro rata

4. Allowed unsecured claims

5. Tardy unsecured claims

6. Fines and Penalties- treble damages, punitive damages

7. Interest at legal rate- statutory rate for time delay while case is pending

8. To debtor or shareholders

*Chapter 13

*You have to guarantee your creditors that reorganization is in their best interests, they will have to get at least what they would get in liquidation

   
*plan protection



*typically 3 years, may be up to 5

*§1325(a)(4)

*value of the property will be as of the date plan is effective (present value)


 *disposable income

*relatively subjective test imposed by the court

*Court may not approve a plan unless all disposable income is used

*”reasonably necessary”- objective standard, however there is some consideration given to station in life

*Charitable contribution exemption up to 15% of gross income



*Secured creditors




*you are basically buying back your property



*§1325(a)(5) Secured Creditor “Cram Down”




A.  creditor retains lien security claim

-and- 

B. the value of the property is not less than ASC, you have to pay the ASC

*§1322(b)(2)- in a plan you can modify the rights of secured creditors except a claim secured only by a security interest in principle residence


*you can’t use 1325 cram down power to reduce your mortgage

*you can force the bank to accept payment after you have defaulted and reaffirm your contract



*Choices with secured creditors in Ch.13:




*agree




*surrender collateral




*re-write loan

*Keep original contract in place and cure default in reasonable time


*Chapter 11

*generally corporate reorganization, where the going concern value is higher than the liquidation value

*No trustee, Debtor in Possession

*Shareholders & creditors are brought together to negotiate reorganization, creditor democracy

*Creditors committee is setup w/ representatives from major unsecured creditors

*Committee can hire attys, accountants, etc. and pay them out of estate

*chapter 11 can provide for liquidation, you would do this b/c


*don’t want to pay trustee


*DIP will have expertise in field

*If you enter Ch. 11 and decide that you want to liquidate you can stay or convert to Ch. 7

*classify claimants- grouped by substantially similar rights


*secured creditors are their own individual group


*unsecured creditors are together


*shareholders are together based on stock


*groups will vote as groups


*For a class to accept a plan you need



*2/3 in dollar amount voting yes



*1/2 in number of creditors voting yes


*Protection for creditors



*individual- best interests of creditors §1129(a)(7)



*whether your class votes yes or no the creditor is protected




*either each has accepted or


*each will receive the present value of what they would have received in Ch. 7 liquidation or
*each receives 100% of their claim


*Shareholder Powers 

*present first plan (through their control of debtor)

*elicit payment from unsecured creditors

*bankruptcy can be used to reorganize a company- gives creditors shares in the company instead of cash

*Plan must define classes and propose how to deal with the classes

*Class Voting


*only count the ballots that come back


*only accept plan if 2/3 $ and ½ # of class members vote to accept


*Confirmation



§1129(a)(7)- individual protections

*accept plan OR at least as much as they would have gotten in Ch.7 + interest



§1129(b)- class protections




*must be fair and equitable

*either 100% OR no junior class gets ANY property and no senior class gets 100% of their claim


*Valuation of company in bankruptcy



*present value of income stream



*what will interest rates be, how much profit will the biz produce



*difficulty of predicting will encourage settlement


*Secured Creditors 



*same as Ch. 13



*bifurcate the claim, create a class of allowed secured claim


*Confirming Ch. 11 plan

*§1129(a)(10)- In order to confirm a plan at least one effected class of creditors must vote yes

*If others vote no, you can still confirm if creditors are protected

*(a)(11)- you must show that the plan is feasible-> that it is not likely to be followed by liquidation or another reorg.


*1111(b)

*A claim secured by a lien shall be allowed the same as if it was a recourse loan, even if it wasn’t

*theory- real estate markets are volatile, lenders lend based on future value, they should be allowed to share in the upside potential

*OR you can elect to make your claim fully secured and lose your unsecured claim

*election helps real estate lenders on half complete or depressed value from cashing them out by cutting down the lien and paying them off completely at depressed value

Discharge


*in liquidation, debts will be discharged and the relationship w/ creditors is over


*in re-org., the plan is the new agreement w/ creditors, other agreements are gone


Chapter 7

*§727- objections to discharge- if one of these is proven NO debts are discharged

*These will generally be dishonest acts during the bankruptcy case

*§523- exceptions to discharge- only certain debts are not discharged


*§727- objections

1. Debtor is not an individual- only humans get discharge

2. Transfer, destroy, conceal property with actual intent to hinder, dealy, defraud creditors w/in 1 year of filing

3. Destroy, conceal, records regarding financial condition of biz

4. Lying on schedules, testimony, making false claims

5. Failure to satisfactorily explain loss of assets

6. You’ve had another discharge w/in past 6 years

*§727 objections also apply to debtors in Ch. 11- if they are liquidating 

*§523 Exceptions to discharge- applies fully in Ch. 7 & 11, only partially in 13

1. Taxes for the past 3 years, including the year of bankruptcy

2. Credit obtained by fraud on misrepresentation

3. Debt not listed in Ch. 7 schedules

4. Debt created b/c you acted fraudulently while in a fiduciary capacity

5. Alimony & child support

6. Debt created because of willful or malicious injury

7. Fines and penalties

8. Educational loans

*unless excepting the discharge will impose undue hardship on the debtor and the debtors dependents

*must show you have no ability to repay and no chance of future potential to repay

9. Drunk driving

10. Marital support obligations- alimony/child support- property settlement

*alimony/maintenance/support is not discharged if it is truly in the nature of support- look to the facts at the time the divorce was final

*property settlement is dischargeable under (5) but under (15) it is not discharged unless debtor shows



*unable to pay it OR

*discharge will benefit debtor more than it harms the spouse- look to current financial situation of spouses


Chapter 13



*debtors get a broader discharge to encourage debtors to choose 13



§1328- exceptions to discharge




*you don’t get discharge until plan is complete




*1322(b)(5)- long term debt you choose to keep (homes)

*all priority claims must be paid in full before plan will be confirmed

*Support obligations, plus it’s a priority and must be paid in full

*Fines and penalties and criminal restitution

*educational loans

*Drunk driving

*Some courts say there is still a good faith requirement and if you only go into Ch. 13 to get rid of criminal responsibility the plan might not be confirmed

