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Preface

This short book is designed to give you a succinct overview of the law of bankruptcy
and creditors’ rights. It is for the reader who wants a good understanding of the topic,
along with a bit of context, but who does not want to read a 500-page treatise on the
subject. It is designed to put bankruptcy in context—in the context of society and
our cultural values as a whole, and in the context of a larger body of law. It can be used
by law students as a backdrop to introductory bankruptcy and creditors’ rights clas-
ses, as well as in a more advanced Cuarter 11 class. It also can be used by general
practitioners as a way to become familiar with bankruptcy law.

Our book is different from most other study guides in the following ways:

B Recognizing that some people are visual learners, while others absorb abstract
ideas more easily, this book presents charts, diagrams, cartoons, pictures, and
other visual aids to supplement the written explanations. The visual aids
should make it easier and more enjoyable to understand and remember the
subject matter.

B Each short chapter starts with an Overview. This is a very brief summary of the
topics in the chapter and can be used as an easy reference if you're looking for
a specific topic or trying to put all the pieces together.

B The chapters end with Connections, which explain why the topics in the
chapter are important in the overall context of debtor-creditor law and how
they connect with other topics in the book.

B Our book features FAQs (Frequently Asked Questions) and Sidebars that
explain terminology, offer additional examples from the real world, and pro-
vide study tips.

B Key terms in this book are boldfaced, to help you learn the most important
language of debtor-creditor law. Like so many areas of law, learning to speak
the language will help you to understand the concepts.

Studies of learning theory suggest that if a word is repeated in different contexts,
people quickly learn to understand the meaning of that word based on the context in
which it is used. Thus we have used words frequently and in different contexts, so
that you can master the new language with a real understanding of the concepts, not
just a surface recognition of them. The words in bold are bankruptcy-specific vocab-
ulary, and they are highlighted to allow you to recognize them and to pay special
attention to their context. Some are technical legal terms and others are commonly
used legal jargon.

In this second edition, we have updated the case law to reflect important devel-
opments in Supreme Court jurisprudence and other federal courts and circuit courts
of appeal. We also have updated all the charts and used current statutory amounts

XXi



that reflect cost-of-living and inflation adjustments. And we revamped our coverage
of the means test in Chapter 10— one of the most controversial and confusing sub-
jects to have emerged from the 2005 amendments. Hopefully these revisions will
make the second edition even more practical and user-friendly than its predecessor.

Part 1, Consumer Bankruptcies Under CHarters 7 and 13, covers general bank-
ruptcy principles and consumer bankruptcy, mostly in the context of CuapTer 7 and
Cuapter 13 cases. Part 2, Business Reorganizations Under CHapTER 11, covers more-
complex business issues arising in CHapTER 11 cases.

This book has been reviewed by faculty members as well as by law students. It
has been edited by students who have taken the basic and advanced bankruptcy
classes, as well as students who have never taken these classes. Why have we
asked students to read this book? To make sure that it is understandable and useful
to you, which is the ultimate test of its success.

We thank you for buying it, and we hope that it is valuable for you.

Nathalie Martin
Ocean Tama
January 2011



Acknowledgments

The authors thank Stewart Paley, Sunne Preston, Chris Lopez, and Deborah
Stambaugh for their tireless efforts on earlier drafts of this book. The authors also
acknowledge Shawn E. Wamsley and Kevin Dilg for their fine artwork for this book.

xxi



Inside Bankruptcy Law +




Summary of Contents

CONEBNES . o ot o it et e e et et e et e e e, Xi
Preface ... e e e e Xxi
Acknowledgments .. ... ... XXiii

PART 1. CONSUMER BANKRUPTCIES UNDER CHAPTERS 7 AND 13

Chapter 1. The Secured Creditor’s Rights: A Brief Introduction ............ 3
Chapter 2. State Collection Law  ...... 5 S [ A 20 e e 5 5 18 TR el 1"
Chapter 3.  Introduction to the Bankruptcy System  ...................... 23
Chapter 4. The Automatic Stay  ......... it 41
Chapter 5. Property of the Debtor’'s Estate  ......... ... ... ... ... ...... 49
Chapter 6. EXemMplions ...ttt e 57
Chapter 7.  Claims Againstthe Estate  ................. . .. c..ou.n. ... B9
Chapter 8. Treatment of Secured Claims ...........c..ciiviiivinvinnn. 79
Chapter 9. The Avoiding Powers ..., 87
Chapter 10. The Anatomy of a Chapter 7 Case  ...........veiriinnenn. .. 97
Chapter 1), The DISBHAIHE < owsiw enmess wnm som wios ase s e & 5 ous #5588 113
Chapter 12. Keeping Secured Property in a CHapTER 7 Case . ............... 129
Chapter 13. Anatomy of a CHaptER 13 Case ... ... 135

PART 2. BUSINESS REORGANIZATIONS UNDER CHAPTER 11

Chapter 14. Overview of Cuaper 11 and Its Alternatives — .................. 161

Chapter 15. The CuapTer 11 Plan Process: Creditor Treatment, Plan Confirmation,
and Post-Confirmation Issues  ........... ... ... ... 175



n Summary of Contents

Chapter 16.

Chapter 17.
Chapter 18.
Chapter 19.

Chapter 20.

INOBX e e e e e e e

Cash Collateral, Post-Petition Financing, and Other
First Day Orders . ....cviiiinii i

The Automatic Stay and Adequate Protection .................
The Debtor-in-Possession’s Scope of Authority and Basic Goals

Reshaping the Debtor’s Financial Landscape: Assumption or
Rejection of Executory Contracts and Unexpired Leases,
and Asset Sales ... ...

Small Business Cases Under CHAPTER 11 ... ... i,



Contents
PIBIBTE: 5 v 2.5 issis 51 515 0 50 0518 Sl S RIS K05 SR G515 UGS ol 38 05 [ (o500 000, 8. otans XXi
Acknowledgments . ... ....ouseeebnsksscasasiseesnssnes ey sessedeisssss XXiii

PART 1. CONSUMER BANKRUPTCIES UNDER
CHAPTERS 7 AND 13

Chapter 1. The Secured Creditor’s Rights: A Brief

Introduction .............. .0t 3
A. Types of Secured Claims orLiens ...................cociuiiinnn 5
1. Voluntary [eNS i . s dmas ooiis dm o mms nmeio 6sis.a0 5 b e sssime e 5
2. InVolantary LIeNS :vowsvos swas imssnsasonnionsisoiimas i@es i6ad g 6
a Judicial Liens . ... ...ttt i e e e 6
b STAlXOTY LICIS] e 5 5 1p 2 55 7§ 5.5 5 1 enibleis ass 51 5 3 52 5 [0 51 545 2 8 /5751 81 558 B o 5 6
B. Liens Attach to Specific Property .................c.iiiiiia... 1
Chapter 2. State CollectionLlaw ..................... 1"
A. State Court Collection Process .............coviininunenenennn. 12
1. The EXeCUtion PIOCESS « i v« so s 5o s ssiassseassmassmysssssesss 12
2. Involuntary Real Estate Liens ........................ e 14
B. State LawExemptions . .. ..........coiiiiiiiiiiiarii i 15
1. State Law Exemptions and Bankruptcy .......................... 17

C. The Fair Debt Collection Practices Act and Other Regulation of
Collaction REEVIRY = <m0 s » a0 cnmmim mmm o & » « sm0.30 ¥ @ 5 & 17
D. Fair Credit Reporting Act .............cciiviiiiiinnnnnnnnnnnn 18

Xi



BTN coneenss

E. Fraudulent Transfers Under the Uniform Fraudulent

Transfers Act (UFTA) ... .. .viiiiiiiiiiiiii i ianarianannns 18
1. The Purpose of Fraudulent Transfer Law . ........... ... ... ..., 18
2. The Elements of a Fraudulent Transfer .......................... 19
Chapter 3. Introduction to the Bankruptcy System ...... 23
A. Introduction to Bankruptey Theory ..............ccooviinianan, 24
B. A Brief Historyof Bankruptey .. ..., 25
C. Introduction to the Types of Bankruptcy Cases ................... 25
L ICHAPTER T v v ss bom o56 w0 50d a5 0 a0 58 6508 6,005 5 80 %166 % 8 516 8 615 0§ 85 0 580 26
D2 ) 27, 3 = S 5 TP 27
B, \CRAVIERYLZ s 6505 53555 o mremo o o 0 coma 0 ondimorimied’ b5 i [} o5 o ETRIS! Wb 005! WTRAIRIR) 3 % 27
A, [CERAPTERI L 5.5 = w50 5 v 5r57s aariis & s Gmmes & 305 & @ 606 81 06 @) S/57609) BUONETS) KLS"oratons @ 28
5. CHAPTER D 4t vttt e e tseotee taeesteamanenaesmnesnennnnennnsns 29
6. "CHAFTHR IS 2 arars s ot pons, ST siaps sus ool 51 5508 SAT5.01 5y, Wl K805 e OB TS 0 29

D. Bankruptcy Court Jurisdiction and the Law Bankruptcy

COUNS APPIV <« v ivo 5w mommrim s 0 0 8 o o isim s s e 6 e S 0 8 0 0000 w0 29
1. General Jurisdiction over Bankruptcy Cases . . ... ........ouvuuan... 30
2. Appeals from the Bankruptcy Court ..............coiiiiinininanan 31
3. Preemption and the Relationship Between Federal
Bankruptcy Lawand State Law . ... ....... . ... 31
4. The Court’s Power Under Section 105 ...........ccvcieviunnenennn 32
5. Sovereign Immunity of States and Tribes . .................... . ... 32
E. Case Administration and the Structure of the Code ................ 33
1 The PADEIWOIK « s w5 s uw 560556550 0 5 508 5 5.5 9105 48 58 5957 5959 57559 33
2. Some CHAPTER 7 Differences . .. .......c.oivtiiiiniiennnnnnnnn. 35
3. Some CHapTER 13 Differences .. ...........iniiiiiiinninennnn. 35
4, Some CHAPTER 11 Differences . .......cciveiiviiiveninoncesnsoans 35
5. The Structure of the Code . .........couiiiiiiiniiiii i, 36
Chapter 4. The Automatic Stay . ..................... a
A. What Is Stayed by the Automatic Stay ....................coun. 42
B. Exceptions to the Automatic Stay . .................... ..o 43
C. Multiple Filing Cases: When the Automatic Stay Is Not So
IOIMANE. e v 5o s 5 4 & & 6 K SRR A=A ST8 (& 3 WAL & ¥ SSTF AN S 44
1. One Prior Dismissed Case . ..........iuiiiiimmininunneaenannnan 44

2. Two or More Dismissed Cases .. ........c.ououuimmmununnenennnnnas 45



3. Extending the 30-Day Stay Under Section 362(c)(3) ................ 45

4. Obtaining a Stay Under Section 362(c)(4) ..........c.ooviivninne. 45
D. Relief from the Automatic Stay ...........cccciiiinirnriennnanns 46
Chapter 5. Property of the Debtor's Estate . ............ 49
A. Breadthofthe Estate ................ivirirnrnnnnnnrnnnnnnn 50
B. Legal and Equitable Interests in Property ....................... 51
C. Additional Future Interests that Are Part of the Estate ............. 52
D. Exclusions from the Debtor'sEstate ..................ccccivntnn 53

I; Retirement FUDMS. . .« o v wms srois smoms sosmais o 5o o 05 & % 5060 o506 @ 4§ 53

2, Other Specific EXcIusions .......cccvemiimeiiineinecmnscunscnas 53
E. Post-Petition Assets ............c0viiiiiinnnnnenannnnrncnnns 53

1. CHAPTER 7 POSt-Petition ASSEeLS ... ..vovvvevovoieaesonesnaoneianns 53

2. Cuaprer 13 and CHAPTER 11 Post-Petition Assets . ................... 54
Chapter 6. Exemptions .................. .. ...c..... 57
A. State Versus Federal Exemption Schemes ....................... 58
B. The Valuation of Exempt Property ...............ccciivnnnnnn.. 63
C. Voiding Involuntary Liens, and Nonpossessory, Non-Purchase-

Money Security Interests that Interfere with an Exemption ......... 64
Chapter 7. Claims Against the Estate . ................ 69
A. DefinitionofaClaim .................ciiiiiiiiiiiininnnnnnnn 70
B. Prionities ... ... ... i i it it e 73
P I (T 75
D. Administrative Claims Under CHAPTER 11 ... ..... .. ... covrvuennnn 76
E. A Quick Note About Title Loans and Payday Loans in 11

Bankruptey . ...t e i
Chapter 8. Treatment of Secured Claims .............. 79
A. Secured Creditin General ................ccoviiiiiienennnnen 80

1. A Recap of Secured Creditor Remedies Outside Bankruptcy .......... 81

2. Secured Creditor Treatment in Bankruptcy ...........cooovninn.... 82



___ xiv__ R

B. SecurityIs Protection ..........c.coiiiinnniinnnnnninnnnnennas 83
C. Undersecured and Oversecured Creditors ....................... 83
1. How Big Is Happy's Claim Today? .............ccc0iiivinnenen.n. 84
2. Assume Collateral Is Worth $130,000. Now How Big Is
Carol’s Claim Today? : :«issassensiomsmessnossesisssssosssossss 84
3. If the Case Goes on for Seven More Months, What Will
FHE CIATIL BET 5 50 i 55 6506 5 ont 3o o 1w 5 o oomr 5 06 0 505 10060 0 5 0 8 000 6 0 915 68 405 06 84
Chapter 9. The Avoiding Powers ............. cisseis OF
A. Preferential Transfers ..........coiiiiiiiieirrinnninrnnnnnanns 88
1. Preferential Payments and Transfers in Consumer
BanKTUPTCEY CASES v v o vrve oom aie s cmaimas aimios sipios sie aissinissmeonns s 91
2. Defenses to Preferential Transfer Accusations ..................... 91
a. Ordinary Course of Business Defense .. ........................ 91
b. The New Value EXCeption ............ouirimeimnnnneneennnn. 91
c. The Substantially Contemporaneous Exchange for 92
New Value BXCEPHON. s v 55 vios ansman s oo messwesssanssomnssess
B. Fraudulent Transfers ..........cociiiimvnirernnnnnseennnnnssnns 92
C. Unperfected Security Interests . ................cciiiiriennnns 93
Chapter 10. The Anatomy of a CHapTER 7 Case ......... . 91
A. The Debtor’s Financial Information .................c.. . coine.. 98
B. Mandatory Credit Counseling Courses ............ccovvvuvnnnnn. 99
C. The Means Test .. ....ovuiitiiernneennnnnneeansnnascnnnnnns 100
1 IRIFQAUCHOTY ;1o susnem, oo o Shsiad Sans Sans 65 5 Saw 5 50550 Sha45 5] 305 RT3 Bioucsods 51 0k 100
24 SUITETY 5 o oo wsros suinats 6 o srang srarars o 60505 @ 5.3 © 61518 & SIS FORTE0E 3 & 515 0473 100
3. A Look at the Details of the Section 707(b) Means Test . ............ 101
D. The Means Test's Narrow, Rebuttable Presumption ............... 107
E. TwoMore Hurdles ...........ccciiiniiiinnneeennnnnncnnennns 108
Ty BAABAIE: 1 175 57 5 o8 2 5o 7 5 50 508 550 5 18 2 s o B o8 50 5 o) 3 8 9 ) o B L o ] 4 B 0 ) £ v o 108
2. Totality of the CITCUTASTATICRS, & v s w56 wis swwioss v v ain s vmds snis soms 108
F. Tryingto Beatthe Means Test ...............cciiiiininnnrnnn. 109

G. Involuntary Bankruptey .............cciiiiiiiiiiniiiiiiinn. 109



Chapter 11. The Discharge . ..... B i 8 ke e e 113
A. The Bankruptcy Discharge: The Reason for the Case .............. 114
1. The Policy Behind Discharge for Individual Debtors ................ 114
2. The Scope of the Discharge . ............cooiiuiiiniiinanannnn. 1.15
a. Only Pre-Petition Debts Are Discharged . ....................... 115
b. Only Claims Are Discharged ............. ... ciiiiiiiiinn.. 116
c. Not All Debtors Geta Discharge .................iiuivninnn. 116
d. Some Debts Are Not Entitled to Discharge . . .................... 117
B. Debts that Are Not Discharged Under Section 523(a) .............. 118
AL TTEXBE] . o g o om0 gV 13 Fae) ) B I oo o1 Ehimdl 7 2 S 12 SRS [ 7 n g PRSP Scidells 118
2. Objections to Discharge Based upon Fraud ....................... 119
a Actual Fraud . ......ioeiiiminimniimeinceeonssmansnnsonsssnus 119
b. Fraud Based upon the Use of a False Financial Statement ......... 120
c. A Presumption of Fraud for Charging Luxury Goods or
Taking Cash Advances ............cooiuiiiiiiiiniiiniiinanen.. 120
3. Objections to Discharge Based upon Fraud in the Fiduciary
Capacity, Embezzlement, or LATrCENY ...:.scicocscesssionssossosas 121
4. Forgetting or Simply Failing to List a Creditor on the Bankruptcy
PADCTWOLE: 5 #1 5.5 5 5 55 [5 STOUF (.51 578 3 58 775k (5 ) 5, 5 6 9F50ud 6 MY 16 S1UL5 [¥ Mlobasd RARSSTS el 121
5. Domestic Support Obligations and Property Settlements ............ 122
6. Intentional Torts and Debts Arising from Driving Under the
mfluence of AlCOROL « xic s msse s wo s vime s smas smwsssssmms s ess s 122
7. Student LOAMS . . .o .vt it e e 123
C. Objections to the Debtor's General Discharge .................... 123
1. A Knowing and Fraudulent False Oath in or in Connection
withy s BankitiPICY ICaSE! - v.ccis o 5s 0 o 506 v 50678 .85 10 s008 to 6 575 w5088 orsysd o s 124
2. Inexplicable Loss of MODEY . . ....covitiiiiiiiinininennennn. 124
3. Concealment, Loss, Destruction, Falsification, or Mutilation of
Records, or a Failure to KeepRecords ...........c.ccvvininnnnenn.. 124
4. Transfers Made with Intent to Hinder, Delay, or Defraud Creditors ... 125
5. Prior Discharge Within the Past Eight Years . ...................... 126

Chapter 12. Keeping Secured Property

inaChaprer7Case ............... N Dd o W w0 e e 129
A BAOSMPION v o5 ihbanionmanampnvms 2h o immneasyssnis i55w e 130
B. Reaffirmation: When Is It Necessary or Advisable? ................ 130
1. General Principles of Reaffirmation ...................c......... 130
2. The Formal Requirements of Reaffirmation ....................... 131

3. “Ride Through” or “Keepand Pay” ...............coivniinninennnn 131



Chapter 13. Anatomy of a Chaprer 13 Case ............. 135
A. Introduction t0 CHAPTER 13 . ... .o iv ittt iii ittt iinecnnsnnnranns 136
B. Cuapter 13 Eligibility .........coiiniiiiiiiiiiiiiiiiiienanenn 139
C. Secured Creditor Treatment Under CHAPTER 13 ... ... ... ... iitnnn 139

1. Treatment of Personal Property Loans and Other Secured Loans
That Are Not Home Mortgages: Is the Stripdown Rule

ABVETOE DAY 15 v 24 v v s im0 0o om0 0 w68 6] 8 1818 g B oy s 1 8 30 3 18 0 3 140
2. Bifurcation and “Stripdown” or “Cramdown” ...................u. 140
F. VALOEEOTE oo nvs v 55w o505 0 5700 41 0 be s s asin, ol e, 51 600 @bvm wiaiam 0 8 o 0 sis i w1 s 142
4. The Present Value Interest Rate ............. ..o, 143
5. Treatment of the Home Mortgage in CHAPTER 13 . .................. 144
6. Recognizing When Stripdown Applies ................ ... ... .. ... 144
D. The Treatment of Priority Claims in CHAPTER 13 . . ... .. ....... ..., 145
E. The Charter 13 Disposable Income Test ...................cocunn. 146
1. The Pre-21465 Disposable Income Test ................. ..., 146
2. The New Disposable Income Test . . .. ......cciiuiiinnninnneennns 147
a. Measuring INCOME . ...... ..ottt iaanannn 147
b. Measuring EXpenses . . .. ....vitiitiiinnnnnenneenneenneens 148
c. Below-Median Debtors and the Means Test .................... 148
d. Above-Median Income Debtors and the Means Test . .. ........... 149
e. How Are Above-Median Debtors’ Expenses Really
MEASTUICAR w56 5 v 5o s0r s 55 @@ s 50955 518 sl 5008 5085 31 575 & ¥ 5 0 3 51 @ 150
f. Secured Debt . ........ oot i 151
g. Applicable Commitment Period .............. ..ot 151
F. The Good-Faith Testin CHAPTER 13 . . .. . ... ... .o iiiiiiininnnnnn 151
1. Overlap with the Disposable Income Test and Other Tests .......... 152
2. Good-Faith Factor-Based TestS . ..........ciuiiiininnenenennenn. 152
3. 'Mnltple FIHNEGE : rovm momes oo wais 5ok 55t s 5080015 5151 05 Do o SR & 153
A Zet PETGERE PIANE . o o sovis 5rs 5 0 208 5 0 608 musrins @ o 05 @ %508 8 97508 @00 578 5,8 5 154
G. The Best Interest of Creditors Test . .. .............ccovvvivnnnn. 154
H. Cuapter 13 Plan Feasibility ............. ... oiiiiiiiiiinnnnt. 155
1. Do the Proposed Payments Meet the Plan Obligations? ............. 155
2. Can the Debtor Make the Payments? .............ccoviiiuinnn... 155

I. Modification of a CuarTer 13 Plan or Dismissal of a
CHAPTER 13 CaSe . ... i i ittt iiii e ccnnesenennensen ] ¥ 9 5 8 155



