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Purpose of Textbook

This book is intended for a three credit law school course covering the fundamentals of
bankruptcy law and practice. Students should recognize that this is a “Code” class, and that the
starting place for solving most bankruptcy problems is the Bankruptcy Code itself. Students
should read the materials and work through the problems by direct reference to the provisions of
the Bankruptcy Code. Bankruptcy lawyers simply must be comfortable with the Code in order to
be effective.

The book contains many cases interpreting the Bankruptcy Code. The cases have been
stripped to the essentials to minimize reading. Most cross-citations have been deleted. Issues
discussed in the cases that are not relevant to the point for which the case is included in the
materials have been stricken. Bolding has been added to important language the students should
focus on. The practitioner, of course, should always read full cases and not rely on the edited
versions in this book or on headnotes or other secondary sources. This book contains the bones
of the case, with flesh left only where essential to understanding the court’s reasoning on the
particular issue of relevance to the material in the book.

Much of the learning will come through working with the problems. Many students have
developed the bad practice of reading the questions without trying to solve them. Don’t do that.
You need to try to solve the problems by reading and working through the statute. The best way
to learn and be comfortable with using the statutory language is to work through the statute to
solve the problems.

Some of the problems contain case references. I do not expect my students to read the
cases that are merely cited in the problems, and not reprinted in the book. I discuss some of these
cases with the class when covering the problems. Students interested in the problems are always
free to read the cases for greater understanding, as time permits.
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Chapter 1. A World without Bankruptcy

1.1. A Wee Bit of History

We begin the study of bankruptcy law by imagining a world in which bankruptcy does
not exist. That was in fact the state of affairs during most of the 18th and 19th centuries. While
the Constitution gave Congress the power to “establish uniform laws on the subject of
bankruptcies,” it did not require Congress to enact bankruptcy laws. U.S. Constitution, Article I,
Section 8, Clause 4. There were short-lived federal bankruptcy laws in effect from 1800-1803,
1841-1843, and 1867-1878. Federal bankruptcy law only became permanent with the passage of
the 1898 act, which remained in effect (with substantial revisions) until the passage of the current
bankruptcy code in 1978. The 1898 Act, as amended, remains known as the “Bankruptcy Act,”
and the 1978 law is known as the “Bankruptcy Code.”

Early bankruptcy laws both internationally and in the United States were primarily
methods for creditors to join together to efficiently collect their debts. There were no voluntary
bankruptcy cases filed by debtors until the late 19" Century - bankruptcy cases could only be
commenced by creditors filing involuntary petitions against debtors who were in default. In the
early days, debtors who were unable to pay their debts were sent to languish in prison until their
debts were paid. For most, this was a life sentence — only those fortunate enough to have family
members able to pay could buy their freedom. The original concept of a “discharge” was a
release from prison given by creditors to cooperative debtors, not the modern concept which
bans creditors from attempting to collect the discharged debts. Debtors prisons were abolished in
the middle of the 19" century, but some vestiges remained well into the middle of the 20"
century, when the Supreme Court finally made it clear that debtors could not constitutionally be
imprisoned for their inability to pay debts. See Williams v. lllinois, 399 U.S. 235 (1970); Tate v.
Short, 401 U.S. 395 (1971). Note that debtors can still today be imprisoned for refusing to pay
debts that the debtor is able to pay — generally on a finding of contempt for disobeying a turnover
order. We begin therefore with the process by which debts are collected outside of bankruptcy.

1.2.  Enforcing Claims

An unsecured claim arises from a debtor’s legal obligation to pay money or property to a
creditor. The legal obligation can be created by a debtor’s promise to pay money or to deliver
property to a creditor (contract), from a debtor’s receipt of money or property under
circumstances requiring restitution (quasi-contract), or from a debtor’s commission of a tort.

It is important to distinguish unsecured claims from secured claims, which will be
discussed in Chapter 2. A secured claim arises when a debtor voluntarily gives a lien on some or
all of the debtor’s property to secure repayment of the debt (consensual lien), or when the law
imposes a lien on debtor’s property to secure repayment of the debt (involuntary lien). In order
for a lien to exist, there must be some specific property that is subject to the lien. A lien is a
creditor’s legal right, “in rem,” to enforce a claim against specific property owned by the debtor
upon default. A lien is an interest in the property itself, and must be distinguished from the
unsecured, “in personam,” right that the creditor has against the debtor. We will start with a
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review of the system for collecting unsecured claims that are based on the borrower’s legal
obligation to pay, and then we will look at the creation, enforcement and priority of secured
claims or liens in Chapter 2.

1.3.  The Self-Help System for Collecting Unsecured Claims

At one time creditors were permitted to use violence and enslavement to collect their
claims. In medieval times, the law even assisted creditors by allowing pillory, under which
debtors were restrained and subjected to maiming and death at the hands of their creditors. That
is no longer the case. It is a crime in every state to threaten to or use violence to collect debts.
Short of violence and threats of violence, however, the state laws on debt collection are ill
defined and poorly enforced. Creditors are generally free to call or visit their debtors to ask for
payment, to report defaults to credit bureaus (which can result in the modern equivalent of a
scarlet letter), and even to engage in various forms of conduct that many would consider to be
harassment. The limitations are generally embodied in criminal laws like extortion, although
some states have enacted fair collection statutes modeled after the federal Fair Debt Collection
Practices Act, but applied to the creditors themselves rather than to third party debt collectors.
There are also general consumer protection statutes that provide some protection for debtors, but
these tend to apply only to specific industries and practices.

The main uniform limitation on debt collection activities is the federal Fair Debt
Collection Practices Act. The first thing to note about the Act is that it generally applies only to
“debt collectors” — those who regularly collect debts owed to another or who have a business the
principal purpose of which is to collect consumer debts. It is entirely inapplicable to creditors
who collect their own debts in their own names as long as their principal business is not the
collection of consumer debts, and to the collection of business debts. Nevertheless, the act is
extremely important because creditors often utilize third party debt collectors to collect consumer
debts. The debt collection industry is enormous — it is a multi-billion dollar industry — and its
practitioners range from professional law firms to sleazy boiler room operations. In most states,
no license or professional training is required to engage in the debt collection industry, and
violations of the federal Act abound.

1.3.1. Practice Problems: Fair Debt Collection Practices Act (FDCPA).

Read the Fair Debt Collection Practices Act (FDCPA), 15 U.S.C. § 1601 et seq, which is
reprinted in Appendix A at the end of the book. If you are using an electronic version of this
book, you should be able to click any of the underlined links to take you directly to the relevant
appendix or code section in this document. If you have internet access, you should also be able to
click case links to read the full text version of the cited case using the free Google Scholar
service.

Problem 1: Debtor owes $15,000 on her BofA Visa card, and has not made a payment in
two months. A BofA employee calls the Debtor at 2:00 in the morning, and allows the phone to
ring 10 times before it is answered. The employee tells the debtor that he is an employee of
BofA, and threatens to have the debtor put in jail unless payment is made by the close of
business that day. What provisions of the FDCPA have been violated? FDCPA § 803(6).
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Problem 2: How would your answer to Problem 1 change if the BofA employee falsely
told the debtor that he worked for the district attorney’s office? See FDCPA § 803(6)(A).

Problem 3: You are a new lawyer working at a debt collection law firm. Your firm has
been asked to collect a debt owing to Bank of America. You want to send a demand letter to the
debtor offering to accept 80% of the debt for immediate payment. If the 80% is not paid within
10 days, you want the debtor to know that you will file suit and seek to recover attorney fees and
costs under the agreement. Are you subject to the FDCPA? See FDCPA § 803(6). If so, what
must you say in the letter? See FDCPA §§ 807(11), 809. For example, may you say (1) that you
are an attorney, and (2) that you intend to file suit if the debtor does not timely accept your 80%
payment offer? See FDCPA § 807.

Problem 4: Assume the same facts as in Problem (3), except that the debtor borrowed
money for its business rather than owing money on a credit card. Would this change any of your
answers? See FDCPA § 803(9).

Problem 5: You are now the debtor. You have received a letter from an attorney like the
one in Problem (3). You have no idea what this debt is, and believe it may be a mistake or
identity theft. What should you do? See FDCPA § 809(b). What must the debt collector do in

response to your action?

Problem 6: Assume that the debtor owes the debt, but does not have the money to pay it,
and is tired of getting collection calls constantly. What can the debtor do to stop the calls? See
FDCPA § 805(c).

Problem 7: What can an individual consumer recover in an action against a collector for
violating the FDCPA? See FDCPA § 813.

Problem 8: The statute of limitations is an affirmative defense to an action filed by a
creditor to collect a debt after the statutory period has expired. Is it a violation of the FDCPA for
an attorney representing a creditor to file a collection action after the statutory period has
expired? Is it a violation of the FDCPA for the attorney or a debt collector to file a proof of
claim in a bankruptcy proceeding on a debt that is time barred under the statute of limitations?
Midland Funding, LLC v. Johnson, 581 US (2017).

Problem 9: Your client owes $10,000 to Citicorp on a credit card, and has not made
payments for over a year. After failing to collect the debt, Citicorp sold the debt (along with
many other debts that were in default) for to Santander Bank. Is Santander Bank liable under the
FDCPA if it violates the statutory provisions? Consider both (1) whether Santander is a “debt
collector” under FDCPA § 803(6), and (2) whether Santander is a “creditor” under FDCPA

§ 803(4)?
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1.3.2. HENSON v. SANTANDER CONSUMER USA, INC., 582 U.S. 79
(2017).

JUSTICE GORSUCH delivered the opinion of the Court.

Disruptive dinnertime calls, downright deceit, and more besides drew Congress’s eye to
the debt collection industry. From that scrutiny emerged the Fair Debt Collection Practices Act, a
statute that authorizes private lawsuits and weighty fines designed to deter wayward collection
practices.

So perhaps it comes as little surprise that we now face a question about who exactly
qualifies as a “debt collector” subject to the Act’s rigors. Everyone agrees that the term
embraces the repo man—someone hired by a creditor to collect an outstanding debt. But what if
you purchase a debt and then try to collect it for yourself— does that make you a “debt collector”
too? That’s the nub of the dispute now before us. The parties approach the question from
common ground. The complaint alleges that CitiFinancial Auto loaned money to petitioners
seeking to buy cars; that petitioners defaulted on those loans; that respondent Santander then
purchased the defaulted loans from CitiFinancial; and that Santander sought to collect in ways
petitioners believe troublesome under the Act. The parties agree, too, that in deciding whether
Santander’s conduct falls within the Act’s ambit we should look to statutory language defining
the term “debt collector” to embrace anyone who “regularly collects or attempts to collect . . .
debts owed or due . . . another.” 15 U.S.C. § 1692a(6). Even when it comes to that question, the
parties agree on at least part of an answer. Both sides accept that third party debt collection
agents generally qualify as “debt collectors” under the relevant statutory language, while those
who seek only to collect for themselves loans they originated generally do not. These results
follow, the parties tell us, because debt collection agents seek to collect debts “owed . . .
another,” while loan originators acting on their own account aim only to collect debts owed to
themselves. All that remains in dispute is how to classify individuals and entities who regularly
purchase debts originated by someone else and then seek to collect those debts for their own
account. Does the Act treat the debt purchaser in that scenario more like the repo man or the
loan originator? [The Court then recognizes a split between the circuit courts which it must
resolve]. Before attending to that job, though, we pause to note two related questions we do not
attempt to answer today.

First, petitioners suggest that Santander can qualify as a debt collector not only because it
regularly seeks to collect for its own account debts that it has purchased, but also because it
regularly acts as a third party collection agent for debts owed to others. Petitioners did not,
however, raise the latter theory in their petition for certiorari and neither did we agree to review
it. Second, the parties briefly allude to another statutory definition of the term “debt collector”—
one that encompasses those engaged “in any business the principal purpose of which is the
collection of any debts.” § 1692a(6). But the parties haven’t much litigated that alternative
definition and in granting certiorari we didn’t agree to address it either. With these preliminaries
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by the board, we can turn to the much narrowed question properly before us. In doing so, we
begin, as we must, with a careful examination of the statutory text. And there we find it hard to
disagree with the Fourth Circuit’s interpretive handiwork. After all, the Act defines debt
collectors to include those who regularly seek to collect debts “owed . . . another.” And by its
plain terms this language seems to focus our attention on third party collection agents working
for a debt owner— not on a debt owner seeking to collect debts for itself. Neither does this
language appear to suggest that we should care how a debt owner came to be a debt owner—
whether the owner originated the debt or came by it only through a later purchase. All that
matters is whether the target of the lawsuit regularly seeks to collect debts for its own account or
does so for “another.” And given that, it would seem a debt purchaser like Santander may
indeed collect debts for its own account without triggering the statutory definition in dispute, just
as the Fourth Circuit explained. [The Court then rejects Petitioner’s argument that “owed” is a
past participle that would not apply to purchased debts].

Elsewhere, Congress recognized the distinction between a debt “originated by” the
collector and a debt “owed or due” another. § 1692a(6)(F)(ii). And elsewhere still, Congress
drew a line between the “original” and “current” creditor. § 1692g(a)(5). Yet no similar
distinction can be found in the language now before us. To the contrary, the statutory text at
issue speaks not at all about originators and current debt owners but only about whether the
defendant seeks to collect on behalf of itself or “another.”

Even what may be petitioners’ best piece of contextual evidence ultimately proves
unhelpful to their cause. Petitioners point out that the Act exempts from the definition of “debt
collector” certain individuals who have “obtained” particular kinds of debt—for example, debts
not yet in default or debts connected to secured commercial credit transactions.
§§ 1692a(6)(F)(ii1) and (F)(iv). And because these exemptions contemplate the possibility that
someone might “obtain” a debt “owed or due . . . another,” petitioners submit, the word “owed”
must refer only to a previous owner. This conclusion, they say, necessarily follows because, once
you have “obtained” a debt, that same debt just cannot be currently “owed or due” another.

This last and quite essential premise of the argument, however, misses its mark. As a
matter of ordinary English, the word “obtained” can (and often does) refer to taking possession
of a piece of property without also taking ownership. You might, for example, take possession of
a debt for servicing and collection even while the debt formally remains owed another. Or as a
secured party you might take possession of a debt as collateral, again without taking full
ownership of it. So it simply isn’t the case that the statute’s exclusions imply that the phrase
“owed . . . another” must refer to debts previously owed to another. By this point petitioners find
themselves in retreat. On their view, debt purchasers surely qualify as collectors at least when
they regularly purchase and seek to collect defaulted debts—just as Santander allegedly did here.
[U]nder the definition at issue before us you have to attempt to collect debts owed another before
you can ever qualify as a debt collector. And petitioners’ argument simply does not fully
confront this plain and implacable textual prerequisite.

Likewise, even spotting (without granting) the premise that a person cannot be both a
creditor and a debt collector with respect to a particular debt, we don’t see why a defaulted debt
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purchaser like Santander couldn’t qualify as a creditor. For while the creditor definition
excludes persons who “receive an assignment or transfer of a debt in default,” it does so only
(and yet again) when the debt is assigned or transferred “solely for the purpose of facilitating
collection of such debt for another.” Ibid. (emphasis added). So a company collecting purchased
defaulted debt for its own account—Ilike Santander— would hardly seem to be barred from
qualifying as a creditor under the statute’s plain terms.

[Petitioners then argue that] had Congress known this new [debt collection] industry
would blossom, they say, it surely would have judged defaulted debt purchasers more like (and
in need of the same special rules as) independent debt collectors. Indeed, petitioners contend that
no other result would be consistent with the overarching congressional goal of deterring
untoward debt collection practices.

All this seems to us quite a lot of speculation. And while it is of course our job to apply
faithfully the law Congress has written, it is never our job to rewrite a constitutionally valid
statutory text under the banner of speculation about what Congress might have done had it faced
a question that, on everyone’s account, it never faced.

In the end, reasonable people can disagree with how Congress balanced the various social
costs and benefits in this area. We have no difficulty imagining, for example, a statute that
applies the Act’s demands to anyone collecting any debts, anyone collecting debts originated by
another, or to some other class of persons still. Neither do we doubt that the evolution of the
debt collection business might invite reasonable disagreements on whether Congress should
reenter the field and alter the judgments it made in the past. After all, it’s hardly unknown for
new business models to emerge in response to regulation, and for regulation in turn to address
new business models. Constant competition between constable and quarry, regulator and
regulated, can come as no surprise in our changing world.

But neither should the proper role of the judiciary in that process—to apply, not amend,
the work of the People’s representatives. The judgment of the Court of Appeals is affirmed.

1.4. The Judicial System for Collecting Unsecured Claims
1.4.1. Obtaining a Judgment.

Unsecured creditors can ask for payment, can nag debtors for payment, and can hire debt
collectors to nag debtors some more to try and get voluntary payment. But if the debtor does not
voluntarily pay, the creditor’s only way to force collection is to file a lawsuit against the debtor.
Unsecured creditors have no right to seize the debtor’s property without first obtaining a money
judgment.

In order to use the judicial system to collect a debt, the creditor must pay the filing fee (in
New York that costs about $400), file a complaint, and have a process server serve the complaint
and summons on the judgment debtor. With attorney fees, it likely costs close to $1,000 to start
the judicial process.
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The debtor then has a statutory period to file an answer (generally 20-30 days). If the
debtor files an answer, the process for obtaining a money judgment can be long and expensive.
The creditor will have to win the lawsuit at summary judgment or at trial. If an answer is filed, it
will likely cost tens of thousands of dollars in legal fees to recover a judgment. Many collection
cases are simply not worth litigating to judgment for the creditor, and low dollar settlements or
dismissals are common if the debtor answers the complaint.

Fortunately for creditors in consumer cases, most debtors do not have the knowledge (or
the financial ability to hire a lawyer) to file an answer to the complaint. If an answer is not timely
filed after service, the creditor can obtain a fast and cheap default judgment, and can then
proceed to enforce that judgment. My advice to debtors is to always timely file an answer to the
complaint. There is nothing wrong with making a creditor prove its case. Unfortunately, by the
time debtors seek legal assistance, they are usually facing the loss of property, and have often
waived legitimate defenses by failing to file a timely answer.

1.4.2. Provisional Remedies.

Provisional remedies are prejudgment remedies that can be issued by a court to preserve
the status quo during the lawsuit. Traditional prejudgment remedies are preliminary injunctions,
provisional receiverships pending foreclosure, and prejudgment writs of attachment. Under a
pre-judgment writ of attachment, the levying officer would seize, hold and protect the property
pending the final outcome of the lawsuit.

At one time, state statutes allowed creditors to recover collateral or obtain prejudgment
attachment and garnishment using court process without prior notice to the judgment debtor, and
without requiring proof to the satisfaction of a judge. Indeed, often defendants could be deprived
of the possession of property based on nothing more than an attorney’s allegation.

Beginning in the 1970s, the Supreme Court struck down a number of state provisional
remedy statutes for failing to provide Debtors with due process prior to allowing their property to
be taken. See Sniadach v. Family Fin. Corp. of Bay View, 395 U.S. 337 (1969) (striking down
prejudgment wage garnishment statute); Fuentes v. Shevin, 407 U.S. 67 (1972) (striking down
statutes allowing prejudgment replevin without notice and without a judicial hearing), Mitchell v.
W.T. Grant Co., 416 U.S. 600 (1974) (allowing prejudgment replevin without notice but only
after a judicial hearing and with the posting of a substantial bond to protect the debtor); North
Georgia Finishing, Inc. v. Di-Chem, Inc. 419 U.S. 601 (1975) (striking down prejudgment
garnishment statute); and Connecticut v. Doehr, 501 U.S. 1 (1991) (striking down statute
allowing prejudgment attachment of real estate without prior notice or hearing and without
posting a bond).

I read these cases to require unsecured creditors to give their debtors notice of the
proceeding and an opportunity to appear and object before debtors can be deprived of the
possession and control of their property, unless the creditor can prove to the judge’s satisfaction
that the property will likely be lost if prior notice is given. Even after meeting a heavy showing
of necessity, the creditor must be required to post a bond to protect the debtor from financial loss
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should the creditor not prevail, and the debtor must be given the opportunity for a prompt post-
deprivation hearing.

The reason that there have been so few published cases involving ex parte (that is,
without notice) pre-judgment writs is that state courts no longer grant ex parte relief except upon
the most extraordinary showing of cause. Your author once tried to get a California state court to
issue a prejudgment writ of attachment upon a substantial showing that the defendant was hiding
assets that would likely be dissipated if notice was given. The judge denied the application
without even offering me a hearing, saying that this kind of relief “just isn’t granted anymore.”
While there may be courts in less liberal parts of the country that would entertain ex parte relief,
the burden of proof on the applying creditor will likely be heavy.

Prejudgment remedies are available on notice, but the required showing is heavy. The
creditor must show a probability of success on the merits, a likelihood of harm during the
pendency of the case if relief is not granted, and must post a bond to protect the defendant from
loss should the debtor ultimately prevail on the merits. Even though their role has been
diminished, prejudgment remedies have an important role to play in the race between creditors to
the court house that is discussed later in this chapter.

1.4.3. Enforcement of Judgments.

The long and expensive process of obtaining a money judgment is the beginning rather
than the end of the process that creditors must go through to collect what they are owed. After
the creditor recovers a money judgment (usually by default, or after summary judgment or trial),
the creditor must identify property owned by the judgment debtor that is available for execution.
Judgment creditors can take discovery to determine what assets are owned by the judgment
debtor and where they are located. Available discovery generally consists of written
interrogatories and depositions. Creditors can also hire private investigators to locate assets that
would be available for execution.

Once available assets are located, the judgment creditor can apply to the clerk of the court
for a writ to start the collection process. There are different names in different states for these
writs. Many courts, including the New York courts, call them writs of execution, but in the old
days they were called “writs of fieri facias” or “fi fa,” and it is still called that in some
jurisdictions). The writ (by whatever name is used in the state) instructs the levying officer
(usually the County Sheriff) to seize and sell the identified property to satisfy the creditor’s
judgment. The creditor must identify property owned by the judgment debtor that is available for
execution, and provide the levying officer with the location of the property.

Upon receipt of the writ of execution, the levying officer must drive his or her pickup
truck to the location of the property, physically seize the property (using force if necessary),
bring the property back to the levying officer’s place of business, and proceed to follow a
statutory procedure for selling the property (normally through an advertised auction process).
The proceeds from the auction sale are used to pay first the levying officer’s costs of execution
and then the creditor’s claim. Any excess is returned to the debtor.
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The process is slightly different for real property, since the levying officer cannot put
land in the back of a pickup truck. The levy on real property is generally made by the levying
officer posting some sort of notice that the land is being seized. Some states require other
symbolic acts by the levying officer, such as grabbing some soil and saying a magic incantation
in addition to posting the notice of levy. Following levy, a similar sale procedure is utilized to
sell real property.

Once property is levied upon by the levying officer, the judgment creditor has a judicial
lien against the property and is no longer an unsecured creditor. This judicial lien preserves the
creditor’s priority to be paid out of the collateral against later judicial lien creditors. See
NYCPLR § 5202 (personal property judicial liens) and § 5203 (real property judicial liens).

1.4.4. Filed Judicial Liens on Real Property.

Most states offer judgment creditors an alternative method for obtaining a judicial lien on
the judgment debtor’s real property. Each county in every state in the country has a filing off for
recording real estate titles, and states provide different procedures for obtaining a judicial lien on
any property owned by the judgment debtor in the county by filing some evidence of the
judgment in the county real property records. The procedure for obtaining a judicial lien on real
property is somewhat different depending on the state. For example, in California a judgment
creditor must file what is known as an abstract of judgment in the county real property records
where the judgment debtor owns property. In New York, a judicial lien is automatically created
against any property owned by the judgment debtor in the county where the court is located, but
the judgment must be filed in any other county to obtain a judicial lien on the judgment debtor’s
property located in a different county. Creditors do not get an automatic lien from judgments
issued by non-county courts, such as the city courts, because they are not connected with the
county real property filing offices, so the judgment must be filed with the county clerk. These
filed judgments create judicial liens not only on property owned by the judgment debtor when
the judgment is filed but also create an instant lien if the judgment debtor acquires property in
the future while the judgment remains of record.

There are statutes of limitations affecting the validity of filed judgments and judicial
liens. In many states filed judgments and judicial liens are good for 10 years or more, and in
some states can be renewed for additional periods if the judgment creditor renews them before
they expire. Judicial liens can be foreclosed, or the creditor can simply wait until the debtor
wants to sell the property and will need to satisfy the liens in order to convey marketable title to
a buyer.

A few states like California have experimented with filed judicial liens on personal
property as well as real property, using the UCC filing system. See California Code of Civil
Procedure § 697.530. These processes have not been heavily used, mostly because the rules for
tracking and conveying title to personal property are so different from the rules for real property,
which we will explore briefly in the next chapter.
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1.4.5. Exemptions.

Not all property owned by a judgment debtor is available for levy and sale, or
foreclosure. Every state has a statute listing certain property that is exempt from collection by
unsecured judgment creditors. Most states exempt the necessities of life, like food, clothing,
cars, tools, appliances, computers, televisions, and the like, up to certain moderate dollar limits.
Exemption statutes are unique to each state, and are often based on outdated notions of what was
necessary for life when the statutes were drafted decades ago. Nolo provides a list of exemption
statutes in each state available here. Debtor and creditor attorneys must become intimately
familiar with their states’ exemption laws.

Appendix C contains the main New York exemptions applicable both to bankruptcy and
non-bankruptcy cases (we will come back to bankruptcy exemptions later in the course). The
main exemption statutes are CPLR §§ 5205 (personal property) and 5206 (real property), which
you should read to get a taste of state exemption laws. Note that the dollar limits generally apply
to the debtor’s equity in the property (value above liens), and that exemption amounts for jointly
owned property can effectively be doubled.

Note also that the homestead exemption can protect a lot of value from the claims of
creditors. In New York, the statutory amounts for homesteads range from $75,000 to $125,000
depending on where the property was located, and these amounts are adjusted annually for
inflation so the actual amounts today are quite a bit higher. The amounts can be doubled for
jointly owned property (such as by spouses), and again are based on the debtor’s equity in the
property above liens, not on the gross value. For example, suppose that the current exemption
amount for a house in Queens, New York is $150,000. If a debtor and spouse jointly own a
$500,000 house with a $250,000 mortgage in Queens, their combined $300,000 homestead
exemption would exempt all of their $250,000 in equity. The judgment lien will not attach to the
property until the judgment debtors’ equity exceed their homestead exemption. Thus, a
judgment creditor could not force the sale of the property until their equity exceeded the
$300,000 homestead exemption. If the property were worth $800,000, and subject to a $250,000
mortgage, the debtors would have $550,000 in equity, which would be more than their $300,000
homestead exemption amount. In that case, the creditor could force the sale of the property.
Following the sale, the judgment debtors could receive their $300,000 exemption amount in
cash, and the creditors would bet the excess sales proceeds up to the amount of their judgment.
The homestead exemption proceeds received by the sold out judgment debtors would remain
exempt for 1 year following the sale to allow the judgment debtors to reinvest the proceeds in a
new home to preserve their homestead exemption.

Some states have homestead exemptions (and other exemptions) that are even more
generous than New York’s. Florida and Texas, for example, have unlimited homesteads. The
multi-million dollar Florida homes of famous debtors like O.J. Simpson, Bowie Kuhn, and Paul
Bilzerian have been protected from the claims of creditors by the unlimited homestead
exemptions in that state. See Debtors Hide Millions in Homes, Los Angeles Times September
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23,2002. We will see how the Bankruptcy Code has made some mild inroads into these abusive
and excessive homestead exemptions in bankruptcy cases.

1.4.5.1. Exemption Practice Problems.

A creditor has obtained a $100,000 judgment against an unmarried debtor who lives in New
York. The debtor asks you whether the creditor can collect the judgment from the following
assets owned by the judgment debtor. Review the New York exemption statute and answer the
following questions:

Problem 1: The debtor has $10,000 in a bank checking account. May the creditor garnish
the money in the bank account? CPLR § 5205(a)(9).

Problem 2: May the creditor levy and sell the debtor’s car, worth $5,000? CPRL
§ 5205(a)(8).

Problem 3: May the creditor force the sale of the debtor’s house in Syracuse (Onondaga
County) worth $125,000? The house is subject to a $40,000 mortgage? Assume that the
homestead exemption amount is $75,000. CPLR § 5206.

Problem 4: What if the house is worth $110,000?

Problem S: The Debtor purchased a car for $3,000, paying $300 down, and borrowing
the $2,700 balance from the car dealer. If the debtor stops paying, can the car dealer levy on the
car or is it exempt? Read the introductory language to CPLR § 5205(a) carefully.

1.5. CASES: The Sheriff’s Duty to Enforce Writs
1.5.1. DAVID J. VITALE v. HOTEL CALIFORNIA, INC., 184 N.J.

Super 512, 446 A.2d 880 (1982).

Plaintiff David J. Vitale, Jr. brings this motion pursuant to N.J.S.A. 40A:9-109 to amerce,
that is, hold liable the Sheriff of Monmouth County, William Lanzaro, for failing to execute a
writ based on a judgment against defendant Hotel California, Inc. (California). The chronology
of events is as follows: Vitale obtained a final judgment against California in the amount of
$6,317 plus costs on August 12, 1980 and thereafter learned that California held the liquor
license for "The Fast Lane," a bar featuring "punk rock" entertainers, located in Asbury Park,
New Jersey. A writ of execution issued on June 23, 1981, and on July 9 the sheriff received the
writ along with a cover letter from plaintiff instructing him to levy upon all monies and personal
property at The Fast Lane.

Then began plaintiff's travail with the sheriff's office which gave rise to this proceeding.
On July 27 the office indicated to plaintiff's attorney that a levy was not possible since the bar
was only open late in the evening, from about 10 p.m. to 2 a.m., and that the writ would be
returned unsatisfied. [Plaintiff’s attorney] advised a deputy sheriff that it was absolutely
necessary to proceed to make the levy during the open hours.
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[The sheriff reported that he] went to The Fast Lane on July 31 accompanied by an
Asbury Park police officer, identified himself and announced his purpose at the door, but was
denied access by the bar's "bouncers." Fearing that violence might ensue, the officers left.
[Plaintiff’s attorney advised the sheriff] to make the levy and arrest anyone interfering with
execution. [The sheriff refused to proceed without a further court order, which the plaintiffs
obtained. The sheriff] went [to the bar] on the morning of August 15 and was able to seize $714
in cash and other personal property. [The sheriff] reported back . . . his belief that additional
money may have been secreted before he was able to levy upon it. [The Sheriff refused to make
further levies contending] that only one levy need be made under a writ of execution.

The sheriff maintains that "it is unreasonable to expect any Sheriff, to command his
officers or deputies to go forth on an unknown number of occasions, at an unreasonable hour, to
seize proceeds of an establishment such as The Fast Lane."

Three basic, interrelated questions are presented for resolution: (1) Are successive levies
possible under one writ of execution? (2) When may a sheriff refuse to levy as instructed by a
plaintiff, on the basis that the request is unreasonable or onerous? (3) Was the conduct of Sheriff
Lanzaro and his office in respect to the writ such as to subject him to amercement?

Before proceeding to answer the first question, a brief overview of execution procedure
would be beneficial. A successful plaintiff who obtains a judgment against a defendant may
cause the personal property of the defendant/judgment debtor to be seized and sold and the
proceeds applied to the judgment and costs by way of execution. To do this, plaintiff obtains a
writ of execution, directing the sheriff to levy and make a return within three months after the
date of issuance. (A "return" is the physical return of the original writ to the court clerk, endorsed
with the executing officer's brief description of what was done. In addition, the officer must file a
verified statement of when and how much money was collected and the balance due on
execution fees or costs.).

The writ may be returned before the return date if, notwithstanding diligent effort, the
judgment cannot be satisfied any further. Once an execution has been returned, a sheriff cannot
thereafter levy upon any property under the writ. Nor can a valid levy be made after the return
date. Successive executions upon the same judgment are possible. Therefore, if the first seizure
is insufficient, the creditor may seek an alias writ for levy upon other goods. Thereafter, the
plaintiff may seek an unlimited number of pluries writs until the judgment is satisfied. The
proceeds from the sheriff's sale of seized property are paid to the judgment creditor or to his or
her attorney or to the court clerk.

Throughout the process plaintiff plays a crucial role. Plaintiff must prepare the writ, have
it entered by the court clerk and see that it is delivered to the sheriff with instructions as to
levying. If necessary, plaintiff should conduct discovery to locate and identify property to be
levied upon. Complementary to plaintiff's responsibility is the sheriff's duty to execute the writ
according to the plaintiff's instructions. The writ is in the "exclusive control" of the judgment
creditor; the sheriff must follow the creditor's reasonable instructions regarding the time and
manner of making the levy and must abide by special instructions to make an immediate levy, if
practicable, when plaintiff demonstrates necessity.
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I. Successive Levies Under One Writ

The first question presented, whether successive levies can be made under one writ, can
be simply answered — "yes." . . . . If property levied on is not sufficient to satisfy the execution,
a return should not be made without a showing that attempting another levy would be fruitless.

II. Reasonableness of Requested Levies

That brings us to the second question, whether the sheriff rightly refused to honor an
unreasonable request to levy. The particular elements of the request perceived as unreasonable
must be reviewed.

The sheriff first objects to the "unknown number of occasions" that he and his deputies
would have to go forth to attempt levy in order to comply with plaintiff's wishes. There is
technically no limit to the number of times that a sheriff might be required to levy. Nevertheless,
practical, operational considerations of a sheriff's office impose an obligation on a plaintiff not to
request inordinately frequent and numerous levies. The one successful levy netting $714 on
August 15 can be used to project what was entailed by plaintiff's request for levies on successive
weekend nights. By extrapolation, the sheriff might have had to levy approximately nine times in
the space of one to two months to comply with the request. This many potential levies under one
judgment may be unusual but is not in itself unreasonable.

The objection as to the unreasonably late hour requested for the levy also cannot be
sustained. Levy under a writ of execution may be made at any hour of the day; there is no issue
of privacy here that might dictate otherwise. The Fast Lane's late open hours impelled the late-at-
night levy. Like police officers, sheriffs and their deputies may be obliged to work at times of the
day and week when the rest of the populace sleep or recreate.

The threat of violence engendered by attempting the levy goes to the heart of the sheriff's
objections. "[T]o seize proceeds of an establishment such as The Fast Lane" un-camouflages
what may have been the most unappetizing aspect of the requested levy. (Emphasis supplied). . .
. Nevertheless, the refusal to make further levies implies that a conscious decision may have
been made to risk amercement rather than further confrontations at the bar.

When is physical force appropriate in making a levy? The general rule is that:

[an] officer may force an entry into any enclosure except the dwelling house
of the judgment debtor in order to levy a fieri facias on the debtor's goods and
even in the case of the debtor's home, when the officer is once inside, he may
break open inner doors or trunks to come at the goods.

On July 31 The Fast Lane bouncers did in fact, obstruct the officer from "performing an
official function by means of intimidation," giving the officers probable cause to arrest them.
Their resistance to the lawful process might have been a basis for criminal conviction. Although
the officers did not believe themselves to be in a position to use physical force, they apparently
did not summon back-up help to effectuate the levy or make arrests incidental thereto.
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Are sheriffs' deputies to be faulted for not using physical force in a nonemergency
situation? The nature of law is to physically force people, if need be, to do things or refrain from
doing things that they would be free to do or not do in the "natural state"; the hope is that the
benefit to society will more than compensate for the loss of individual freedom. Sheriff's officers
act as the physical extension of the power of the court, and thus, of the law and the will of the
people. Necessarily, then, the privilege of such civil service occasionally demands risking bodily
harm to oneself. Only in this way will the lawless be kept from becoming the de facto law
makers. Philosophy aside, the record is barren of facts showing any imminent harm to the
sheriff's officers on July 31 other than the vague averment that attempting to carry out the levy
may have triggered a violent reaction. I find this unembellished defense insufficient to justify not
making the levy.

III. Amercement

Consequently, by concluding that the sheriff failed to abide by plaintiff's proper requests
to levy, I reach the question of amercement. By proceeding in amercement, a judgment creditor
may hold a sheriff liable for failing to properly execute against a judgment debtor:

If a sheriff or acting sheriff fails to perform any duty imposed upon him by law in respect
to writs of execution resulting in loss or damage to the judgment creditor, he shall be subject to
amercement in the amount of such loss and damage to and for the use of the judgment creditor.
The delinquent sheriff or acting sheriff shall also be subject to attachment or punishment for
contempt.

The cases demonstrate uniform application of the principle that a "sheriff is not liable to
amercement until he shall have disobeyed positive, reasonable, lawful directions." From the
above discussion it is clear that plaintiff has carried his burden. Plaintiff’s instructions were
consistent and direct and the successive levies requested were lawful and reasonable under the
circumstances. The sheriff understood but did not comply with those instructions. Insofar as
potential physical resistance thwarted the levy on July 31 and may have inhibited further levies
after August 15, there was a definite failure to perform a duty with regard to an execution. It is
not denied that plaintiff repeatedly expressed a willingness to pay the mileage costs and fees
associated with the levies. The sheriff's failure to abide by plaintiff's instructions therefore
renders him liable to be amerced.

The final issue is whether plaintiff has demonstrated a loss. Plaintiff must show that the
officer's conduct has deprived him of a "substantial benefit to which he was entitled" under the
writ; that but for the officer's conduct, he would have received such benefit through the
execution. Plaintiff is not bound to prove the value of the property subject to levy because

[1]t would be highly inconvenient and unjust to require an innocent plaintiff to
prove the value of the goods which had been in the sheriff's power but which,
through his neglect, may have been eloigned beyond the reach of plaintiff's
investigation. [Id.]

I conclude that plaintiff was denied the benefit of the writ and that the consequential loss
amounts to the judgment debt of $6,317 less any amounts heretofore collected.
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The difficult, distasteful aspects of executing writs demand that sheriffs be dealt with
fairly, with an eye to the practicalities of their job. My reluctance to amerce a sheriff beset with
such unpleasant tasks is only overcome by the convincing proof that Sheriff Lanzaro owed and
breached a duty to plaintiff to make the successive levies as requested. In short, by invoking the
remedy of amercement, I choose to satisfy plaintiff's debt where the sheriff has not.

1.6. Property Garnishments

Garnishment is similar to execution. It is a procedure to recover property belonging to the
debtor that is held by a third person. The writ of garnishment is directed to the third person
holding the judgment debtor’s property (often a bank or an employer). The writ directs the
garnishee to file a “return” identifying any property belonging to the judgment debtor in the
garnishee’s possession. The writ covers any property held by the garnishee and owing to the
judgment debtor from the time the writ is served until the garnishee files the “return” with the
court. The judgment debtor is given a copy of the return and has an opportunity to claim
exemptions or make other objections before the property is turned over by the garnishee to the
levying officer. The writ thus covers not only property in the garnishee’s hands on the date the
writ is served, but any property coming into the garnishee’s hands from the date of service until
the writ is returned. The period between service and return is known as the “net.”

As soon as the writ of garnishment is served on the third party holding property
belonging to the judgment creditor, the creditor receives a judicial lien on the property that is
subject to garnishment. If the garnishee does not comply with the writ, the garnishee is
personally liable for the judgment debtor’s loss. The garnishee must freeze the judgment debtor’s
property or accounts upon being served with the writ of garnishment, or run the risk of personal
liability for failing to comply with the writ.

It is common for debt collectors to “spray” writs of garnishment on local banks in order
to capture money which the judgment debtor may have in any accounts at those banks.
Collection lawyers also use databases to find bank accounts in which a judgment debtor may
have deposit accounts or safe deposit boxes. The power to freeze a judgment debtor’s accounts
provides a powerful incentive for payment, because judgment debtors are effectively frozen out
of the banking system.

1.7. Wage Garnishments

Wage garnishments are similar to property garnishments but cover present and future
wages owing by an employer to the judgment debtor. Because wage garnishments threaten the
judgment debtor’s ability to survive, there are special exemption statutes at both the state and
federal level exempting from garnishment a significant portion of the judgment debtor’s
earnings.

There are at least two sets of laws that protect judgment debtors from wage garnishments:
The Federal Wage Garnishment Law, 15 U.S.C. § 1672 et seq, reprinted in Appendix B, applies
throughout the United States and provides two sets of limits: (1) a floor preventing any wage
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garnishment for low income workers, and (2) a maximum percentage that may be garnishment
from higher income workers. 15 U.S.C. § 1673.

In computing garnishment limits, you must first determine the base pay to which the
garnishment limits are applied. The federal law uses “disposable earnings™ as the base. 15 U.S.C.
§ 1672. You must then determine the limits based on the judgment debtor’s actual paycheck.

The current federal minimum wage is $7.25 per hour. The garnishment floor is this 30
times the minimum wage per week, or $217.50 of disposable earnings per week: If the judgment
debtor makes less than $217.50 per week in disposable earnings, all of the judgment debtor’s
wages would be exempt and would not be subject to garnishment. If the judgment debtor made
more than $217.50 per week, a private creditor could garnish the excess disposable earnings over
$217.50 per week UP TO 25% of the judgment debtor’s disposable earnings. To comply with the
federal garnishment limits, an employer must make two calculations: (1) By how much did the
judgment debtor’s disposable earnings exceed $217.50? (2) What is 25% of the judgment
debtor’s disposable earnings? Whichever of these two numbers is lower is the federal
garnishment limit. If the judgment debtor gets paid bi-weekly, double the limits. If the judgment
debtor gets paid monthly, multiply the limits by four.

1.7.1. State Wage Garnishment Exemptions.

Many states offer more generous wage garnishment exemptions than the federal
garnishment limitations. State laws cannot be less generous than the federal limits, but they can
be more generous. See 15 U.S.C. § 1677.

Some states have no limitations on wage garnishment (allowing the 25% limit from the
federal statute to govern); others allow no wage garnishment at all. Some states provide that
amounts reasonably necessary for support are exempt rather than specifying limits. In these
states, a judgment debtor would have to file a claim of exemption with the court to get a
determination that wages above the federal limits are exempt. As of the date of publication, this
website [https://www.legalconsumer.com/bankruptcy/laws/] has links to the various state
garnishment limitations.

In New York, for example, wage garnishment cannot exceed 10% of the judgment
debtor’s gross wages. Thus in New York, the employer must make three calculations: (1) the
amount of judgment debtor’s disposable wages over $217.50 per week, (2) 25% of the judgment
debtor’s weekly disposable wages, and (3) 10% of the judgment debtor’s weekly gross wages.
Whichever of the three numbers is LOWER is the garnishment limit in New Y ork.

Because of the complexity of these rules, I have seen many employers in New York
simply withhold 10% of the judgment debtor’s gross wages without applying the federal limits,
which is a clear violation of federal law.
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1.7.2. Exceptions to Wage Garnishment Limits.

There are several important exceptions to the federal wage garnishment limits.

First, as provided in the statute, family support claims have a much higher federal limit
-65% of disposable earnings).
(50-65% of di bl ings)

Second, the Federal Wage Garnishment Law does not apply to state or federal tax
collections. The Internal Revenue Service can garnish wages after assessing unpaid taxes without
suing and obtaining a judgment. The IRS can garnish all of your wages above the amount that it
has determined is necessary for a person to survive, which is based on the filing status and tax
exemptions claimed by the debtor on its tax return. The IRS has published a chart
[http://www.irs.gov/pub/irs-pdf/p1494.pdf] showing the exemption amounts.

Third, federal student loan garnishments are subject to different limits. 31 U.S.C.
§ 3720d, part of the Debt Collection Improvement Act of 1996, Pub. Law 104-134, 110 Stat.
1321-362 (Apr. 26, 1996) (federal student loan garnishments limited to 15% of disposable
earnings). Federal student loan garnishments are also subject to the federal floor of 30 times the
minimum wage. /d.

Fourth, the statutory limits reflect the total amount that may be garnished by all creditors.
I had a case where an employer received several garnishments from different creditors, and
withheld the 10% New York limit for each creditor, taking 30% of the employee’s wages. That
was clearly wrong. The limits are aggregate limits designed to preserve to the debtor a living
wage. If there are multiple garnishments, the first garnishee gets paid; the others have to wait to
be paid in order until the prior garnishees are fully paid. See Department of Labor Fact Sheet 30;
and the full regulations at 29 CFR Part 870.

1.7.3. Practice Problems: Calculating Wage Garnishment Limits.

Calculate the maximum garnishment amount for a judgment debtor who resides in New
York and earned the following amounts every two weeks:

Gross |[Overtime Taxes Voluntary |Mandatory| Payment
Wages Pay Withheld Pension Union Received
Contribution Dues
Mar 01| $ 500 S (14)| S (90)| $ (30)| S 366
Mar 15| S 500 | $ 248 | S (37)| s (90)| s (30)| S 591
Apr01| $ 500 | $ 20| s (26)| s (90)| s (30)| S 374
Apr15[$ 440(S$S - S (22)] $ (90)| $ (30)| $ 298
May 01| S 560 | S 50| S (31) s (90)| s (50)| S 440
May 15| S 350 S (18)| $ (90)| $ (60)| S 183
Jun01| S 500 | $ 540 | S (52)| s (90)| S (60)| S 838
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1.8. State Law Avoiding Powers — Fraudulent Transfers Law

In order to prevent debtors from harming creditors by fraudulently transferring the
debtor’s property to others, state law gives creditors a right to avoid or set aside a transaction
between the debtor and a third party that harmed (or is presumed to have harmed) the creditor.
Under the fraudulent transfer laws, the debtor’s creditors can sue the transferees to recover the
property, or in some cases can recover the value of the property from the transferees.

There is a long history of fraudulent laws dating back to the English Statute of 13
Elizabeth (13 Eliz 1, ¢ 5) in 1571. In modern times, the Uniform Fraudulent Conveyance Act
(“UFCA”) was promulgated in 1918 by the National Conference of Commissioners on Uniform
State Laws, and became the law in most states until the National Conference proposed a more
modern version called the Uniform Fraudulent Transfers Act (“UFTA”) in 1984. The UFTA
was adopted in every state except New York (which had stubbornly clung to the old UFCA). In
2014, the National Conference adopted a new version of the law called the Uniform Voidable
Transactions Act (“UVTA”), which at the time this book is written has been adopted in 22 states,
including the big commercial states of New York and California. The New York version of the
UVTA, which became effective in 2020, is attached in Appendix E.

It is important to note several things about the NY-UVTA. First, the act addresses two
primary kinds of transfers: (1) transfers made with actual intent to hinder, delay or defraud
creditors (or certain kinds of knowledge that the transfer will likely result in an inability to pay
creditors) (NY-UVTA § 273) and (2) transfers that are constructively fraudulent (without
requiring a showing of fraudulent intent) because the debtor did not receive reasonably
equivalent value (“REV”) in return for the transfer, and was insolvent or was rendered insolvent
(or something like insolvent) by the transfer (NY-UVTA § 274). The idea behind a constructive
fraudulent conveyance is that an insolvent debtor is essentially giving away money or property to
the transferee that should rightfully belong to the insolvent debtor’s creditors.

Second, the NY-UVTA covers not only transfers of property, but also the incurrence of
fraudulent obligations which would dilute the distributions to other unsecured creditors. See
NY-UVTA § 273, 274 (“transfer made or obligation incurred”).

Third, the definition of “value” in NY-UVTA § 272 is important. With an exception for
transfers to insiders discussed below, payments or transfers to creditors (or transfers of security
interests to unsecured creditors), in preference to other creditors, are not avoidable because they
are deemed to be for “reasonably equivalent value,” since “value” includes the payment or
securing of an antecedent debt. Id. Similarly, transferring a security interest in property to an
existing unsecured creditor is not avoidable because the antecedent debt is “value” in exchange
for the security interest, even though other creditors are diluted by the transfer of the security
interest if the debtor is insolvent. With the one exception for transfers to insiders discussed
below, these preferential transfers to creditors are not avoidable under state law.

The exception allows unsecured creditors to avoid preferential payments to insiders on
account of an antecedent debt and made while the debtor is insolvent. NY-UVTA § 274(b).
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Insiders are defined in lengthy rules as relatives within the third degree of consanguinity, and
affiliated entities. See NY-UVTA 270(h) and (n).

NY-UVTA § 276(A) is a new and rather strange addition (not contained in the official
UVTA) allowing a creditor who has a statutory right to recover attorneys’ fees in the underlying
action to recover reasonable attorneys’ fees incurred in avoiding a fraudulent transfer
(notwithstanding the creditors’ fee arrangement with its lawyer, or its waiver of fees in the
underlying action). It is odd that the provision appears only to apply to creditors who have
statutory rights to recover attorneys’ fees, and not to creditors who have contractual rights to
recover attorney’s fees). Does this provision imply that creditors having contractual rights to
attorneys’ fees will not be able to recover attorneys’ fees incurred in avoiding fraudulent
transfers, or does the limitation only apply when seeking to recover such fees from the transferee
(who was not a party to the attorney’s fee clause)?

Finally, the statute of limitations requires a creditor to act promptly after the transfer is
made (or in certain cases after learning of the transfer). Under NY-UVTA § 278(a), actual intent
fraudulent conveyances are avoidable for 4 years after the transfer was made, but creditors are
given at least one year after discovery to avoid the transfer. Under NY-UVTA § 278(b),
constructive fraudulent transfers are avoidable for 4 years after the transfer was made, and
discovery is irrelevant. Finally, under NY-UVTA § 278(c), insider preferences are avoidable
only if the action is brought within 1 year after the transfer.

1.8.1. Practice Problems: Fraudulent Transfers.

Review New York’s UVTA in Appendix E and answer the questions below:

Problem 1: Debtor owes $100,000 to creditors. Debtor’s assets are worth $50,000.
Debtor gives her $10,000 tax refund to help her adult son so that he can rent an apartment and
buy a car to get to work. Can the creditors do anything about the expenditure? Read carefully
NY-UVTA § 274(a), and the definition of insolvency in NY-UVTA § 271. If instead of giving
her son a tax refund, the Debtor gave her son a car worth $10,000, could unsecured creditors
recover the car? NY-UVTA § 276(a)(1) and (b). Could they recover a judgment against the son
for $10,000? NY-UVTA § 277(b)(1). What if the Debtor gave the son $10,000 from her social
security payments that were exempt from execution? See NY-UVTA § 270(b)(2). Would your
answer to these questions change if the value of the debtor’s assets exceeded her liabilities by
more than $10,000?

Problem 2: Debtor owes $100,000 to creditors, and has assets worth $50,000. Debtor’s
son needs an apartment. The landlord is not willing to rent the apartment to Debtor’s son unless
Debtor guarantees the rent. Would creditors be harmed by the guaranty? If so, what can
creditors do if Debtor guaranties the rent? NY-UVTA § 274(a). May creditors void the guaranty
even though the landlord gave value by allowing the son to occupy the apartment? See NY-

UVTA § 277(a).

Problem 3: Debtor owes $100,000 to her father, and $50,000 to EasyBank. Debtor owns
a (non-exempt) house worth $75,000. Debtor offers to give her father a lien on the house to
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secure the $100,000 debt. Would EasyBank be harmed by the granting of the lien? Could
EasyBank avoid the granting of the lien as a fraudulent transfer? See NY-UVTA § 274(b).
What if the lien was given to the Debtor’s best friend who had lent the Debtor $100,000 on an
unsecured basis six months earlier?

Problem 4: In need of fast money, Insolvent Al pawns his only valuable asset, a 1935
Martin Guitar, at a local pawn shop called PawnWorld for $500 cash. A similar guitar recently
sold on EBay for $1,500. Is the pawn a fraudulent conveyance? Would Al’s failure to redeem
the pawn be a fraudulent conveyance? If it is a fraudulent conveyance, could unsecured creditors
recover the guitar? NY-UVTA § 276. Could creditors recover a money judgment from
Pawnworld? NY-UVTA § 277(b)(1). Does it matter that PawnWorld did not know that Al was
insolvent? See NY-UVTA § 274(a). Would it make any difference if PawnWorld was required
by state law to hold a public sale of pawns that were not redeemed, and bought the guitar for
$500 at the sale? See NY-UVTA § 272(b).

Problem 5: After Al in Problem (4) failed to timely redeem the pawn, and PawnWorld
became the owner of the guitar automatically under the agreement, you then purchased the guitar
from PawnWorld for $1,000 knowing nothing about Al or his financial problems. Could
creditors recover the guitar or its excess value from you? See NY-UVTA §§ 276 and
277(b)(1)(ii).

Problem 6: What if the guitar was worth $20,000 rather than $1,500, and Al’s creditors
came after you for $19,000 (the difference between the value and what you paid). Do you have a
defense under NY-UVTA § 277(b)(1)(i1)? Is there anything the creditors could recover from
you? See NY-UVTA §§ 276, 277(d).

1.9. Other Federal and State Exemptions

There are many exemptions from execution that are not contained in the general state
exemption statute, but instead are buried in other federal and state statutes. The most important
exemption is for Social Security payments. Read the exemptions in the Social Security Act, 42
U.S.C. § 407, which is contained in Appendix D. After reading the Social Security exemption
statute, can you understand why social security recipients should be advised to keep their social
security proceeds segregated in an account that contains only social security proceeds (and not
any other form of income)?

1.10. Federal Tax Collection

The one creditor who is not subject to state and federal exemptions laws (outside of the
Internal Revenue Code) is the Internal Revenue Service. The IRS does not have to go to court to
obtain a judgment or levy. Instead, the IRS only needs to make an ‘“assessment” before the
process of collection can begin.

There are three basic ways that the IRS can make an assessment: (1) the taxpayer can file
a return showing taxes due (this is referred to commonly as a “self-assessment”), (2) the IRS can
file a substitute for return if the taxpayer does not file one (generally based on reported income
and the standard deduction) and assess the taxes shown as owing, or (3) the IRS can follow
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statutory procedures to recover a deficiency judgment. The IRS makes the assessment by simply
recording the taxpayer’s obligation in its records.

As part of its collection power, the IRS can offset federal tax refunds, garnish social
security benefits, and levy upon real or personal property without regard to state or non-tax
federal exemption laws. The Internal Revenue Code provides "Notwithstanding any other law of
the United States, no property or rights to property shall be exempt from levy other than the
property specifically made exempt by subsection (a)." 26 U.S.C. 6334(c). The IRS exemptions
(26 U.S.C. 6334(a)) include wearing apparel; school books; fuel and provisions, furniture, and
personal effects, not to exceed $500 in value; books and tools of a trade, business, or profession,
not to exceed $250 in value.

Despite its broad statutory collection power and its reputation in many quarters, the IRS
tends to be a gentle creditor if the debtor communicates promptly and openly with the IRS. If a
debtor ignores the IRS’s tax notices, the IRS computers will proceed with the automated process
of collection. On the other hand, the IRS tends to be very generous with those who call the IRS
to explain their situation. The IRS will negotiate payment plans and put people who cannot
afford to pay in uncollectable status. The important thing is to communicate with the IRS rather
than hoping the problem will go away on its own.

1.11. The Race to the Courthouse and the Concept of Bankruptcy

An unsecured creditor is like a caterpillar with a few suasion powers to enforce payment,
but no power to sell the debtor’s assets to obtain money to satisfy the debt. The unsecured
caterpillar cannot sell a debtor’s assets and can only use legal suasion to obtain voluntary
payment. Only a butterfly (a secured creditor) can cause the sale of the debtor’s assets to obtain
money to pay the debt.

But the unsecured caterpillar turns into a secured butterfly through the judicial lien
process. Once becoming a butterfly, the former caterpillar has rights in the debtor’s property that
can be enforced through sale. But secured butterflies must compete with each other over the
proceeds from the sale of the debtor’s property. State law favors the swiftest creditors. The first
unsecured creditor to obtain a judgment and cause the levying officer to levy against the debtor’s
property gets paid first out of the proceeds. Slow creditors may not get paid at all, as faster
creditors devour the debtor’s assets. This is known as the “race to the courthouse,” as creditors
rush to be the first to get a judgment and levy on the debtor’s property.

There are two basic rules governing judgment creditor priority (which creditor gets paid
first). In the majority of states, the first creditor to levy has priority over later levying creditors.
In a minority of states, the first creditor to deliver a writ of execution to the levying officer has
priority over later delivering creditors if the sheriff ultimately successfully levies. In either case,
it is the law of the jungle, survival of the fittest, with creditors pushing to be the first to obtain
their judgment, deliver it to the sheriff, and levy on the debtor’s property.
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The race to the courthouse makes it difficult for debtors to negotiate with creditors for
additional time to pay, because those generous enough to grant additional time fall behind in the
race to become a secured butterfly and have priority over later butterflies.

Historically, the process of bankruptcy was designed by creditors to avoid the race to the
courthouse. Instead of creditors competing with each other and often forcing quick sales of the
debtor’s property for low prices, creditors join together in a bankruptcy proceeding to obtain the
orderly sale of the borrower’s property and distribution of the sale proceeds to all creditors
proportionally. The historical process of bankruptcy was a method for collective action by
creditors. Today, however, almost all cases are initiated by debtors who seek bankruptcy
protection in order to obtain the benefits of a bankruptcy automatic stay and discharge. See
David S. Kennedy, James E. Bailey, III & R. Spencer Clift, I1I, THE INVOLUNTARY BANKRUPTCY
PROCESS: A STUDY OF THE RELEVANT STATUTORY AND PROCEDURAL PROVISIONS AND RELATED
MATTERS, 31 UMEM L. REV. 1, 3 (2000) (In 1998 less than 1/1000 of one percent of all filings
were involuntary).

There is one more part of state law that we must understand before we begin the study of
bankruptcy law. The process by which the faster judgment creditor has priority over slower
judgment creditors, at its core, recognizes that the faster levying creditor has a special interest in
the property. This special property interest is known as a “lien,” specifically a judicial lien. A
lien is an interest in property to secure a debt or other obligation. In the next chapter we will look
at the various kinds of liens that exist under state law, the special rights given to lienholders over
unsecured creditors, and how priority between competing lien creditors is determined.
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Chapter 2. Secured Claims
2.1. Liens and Priority

In Chapter 1, we looked at the process for collecting unsecured claims and noted that
creditors have two basic options — (1) obtain voluntary payment from the debtor, or (2) use the
judicial process for obtaining and enforcing a judgment. The judicial process is slow and
expensive, and fraught with the risk that other creditors will win the race to the courthouse, and
thus render the judicial effort fruitless.

There are three kinds of liens. We have already looked at judicial liens obtained when a
judgment creditor causes a levy on the debtor’s property. In this chapter, we will look at two
other types of liens: (1) consensual liens, and (2) statutory liens.

We will also look at the priority between lienholders. Priority is the most important
question in the process for it determines the order in which lienholders get paid from the sale of
the property that is subject to the lien, which we call the “collateral.” Under the absolute priority
rule, creditors with higher priority get paid in full before creditors with lower priority get
anything from the proceeds of sale.

The first step is the process of creating a lien, known as attachment. Once the lien is
created, or attaches, it is enforceable between the debtor and the creditor, but it does not
necessarily protect the creditor from later creditors or buyers who also obtain liens against the
collateral or purchase the collateral.

The second step, known as perfection, is normally the process of giving constructive
notice of the existence of the lien to the world in the hope of preserving the lienholder’s priority
against later lien creditors or buyers. However, some liens are perfected without giving notice.
Given the number of exceptions to the general concept, it is difficult to define the concept of
perfection in a coherent way. Maybe the best way to think about perfection is as the point where
the lienholder has done all that the lienholder can do under the statute to obtain priority over later
creditors and buyers, but it does not necessarily determine that the lienholder will have priority
over later lienholders or buyers.

The final step, priority, is the conclusion about which secured creditors or lienholders
gets paid first out of the proceeds from the sale of the collateral. Priority is the key to getting paid
out of the collateral.

2.2. Attachment of Consensual Liens

Consensual liens are an alternative to unsecured credit. A consensual lienholder obtains a
property interest (a lien) in the debtor’s collateral to secure repayment of the debt.

It is always important to remember that a lien is a property interest, but it does not entitle
the lienholder to ownership of the property. The debtor retains the right to redeem the property
from the lien by paying the debt in full (until the debtor’s right of redemption is foreclosed).
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Different documents are used to create consensual liens on real property and personal
property (everything other than real property).

2.2.1. Attachment of Consensual Liens on Real Property.

Consensual liens on real property are created when the debtor transfers a lien in the
debtor’s property to the creditor by way of a written mortgage or deed of trust. In some states,
called “title states,” the instrument transfers legal title to the property to the creditor who holds
title to the property subject to an obligation to re-convey title to the debtor when the debt is paid.
In other states, called “lien states,” only a lien interest in the property rather than title to the
property is transferred by the debtor to the creditor, and the lien is terminated upon repayment. In
practice the distinction between title and lien states is one of form rather than substance, but will
affect the language used in the instrument of transfer (the mortgage or deed of trust).

A mortgage is a two party instrument under which the owner of the property transfers
title (subject to re-conveyance) or a lien (subject to termination) to the creditor as security for the
loan or other credit. A deed of trust is a three party instrument under which title or a lien is
transferred to a trustee to hold for the benefit of the creditor if the loan or other credit is not
repaid. Once again, in practice the distinction between a mortgage and deed of trust is one of
form rather than substance and is not very important. It is important for a lawyer (or other party)
documenting a transaction to use a proper form for the jurisdiction in which the property is
located.

2.2.2. Attachment of Consensual Liens on Personal Property.

Consensual liens on personal property (everything other than real property) can be
created with a pledge or with a written security agreement. A pledge is a physical delivery of
the collateral to the creditor to hold until payment is made. A security agreement is a written
document by which the debtor (or owner of the property) conveys a lien, called a security
interest, in the property to the creditor.

Consensual liens on personal property are governed by Article 9 of the Uniform
Commercial Code (“UCC”), which has been enacted as law in every state (although some states
have non-standard provisions). Article 9 is one of the most uniform provisions of the UCC. It has
been enacted in every state with only minor variations between states. New York’s version of
UCC Article 9 is reprinted in Appendix G. For your convenience, the Article 9 code sections in
this book are linked — if you are reading an electronic copy of this book you may click on the
links to jump to the full code sections.

There are exceptions to the application of Article 9 for special kinds of property under
state or federal law, such as personal use automobiles that are registered with the motor vehicles
department, and aircraft that are registered in a special federal filing office in Oklahoma City. In
most states, a security interest in a personal use automobile must be noted on the vehicle’s
official title document to be perfected. However, vehicles held by a dealer in inventory for sale
or rental are generally governed by the Article 9.
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A security interest (or lien) does not exist under Article 9 of the UCC until the
requirements for attachment of the lien have occurred. Attachment is a key concept under the
UCC, and should not be confused with the provisional remedy of prejudgment attachment in a
law suit discussed above.

The basic rules for the attachment (or creation) of a security interest are contained in
UCC § 9-203, which is so important that you should commit its terms to memory. Note the three
requirements in 9-203(b) that all must occur before the lien exists. The lien exists as soon as all
three of those requirements occur, and the creditor (now the “secured party”’) may then enforce
the lien against the debtor’s property upon default.

A simple security agreement contains a grant by the debtor to the creditor of a security
interest in the debtor’s property. It must describe the collateral in sufficient detail to reasonably
identify it, but it is sufficient to identify the property by items and types. UCC § 9-108(a). For
example, the security agreement may cover “all inventory” or “all equipment,” or may identify a
particular item (i.e. Morganthaler Printing Press Serial Number 87645374-9863).

The security agreement must identify the obligations that are secured by the collateral.
The language can be quite broad in covering all debts to the creditor, such as “all of the debtor’s
past, present and future obligations to the creditor,” or it may apply to a particular obligation,
such as “to secure creditor’s loan in the original principal amount of $1,000,000 made on July
15,2015.”

The security agreement should provide for a lien on any proceeds from sale, lease or loss
of the collateral, as well as anything that grows out of the collateral such as products, offspring,
or rents, although a lien on proceeds is automatic for a certain period of time. See UCC § 9-
315(a)(2).

The security agreement may contain buyer warranties regarding the maintenance and use
of the collateral (i.e. “borrower will maintain the property in good order and repair, will keep
property insured . . .”).

The security agreement must consider whether special rules are needed for the sale of the
collateral. For example, a lender who has a security interest in the inventory of a grocery store
may permit the sale of the collateral in the ordinary course of the debtor’s business before
default, and may set up procedures for the proceeds (or some percentage of the proceeds) to be
segregated in a lock box account for the creditor’s benefit, or may permit the proceeds to be used
only to purchase additional inventory subject to the security agreement. The security agreement
should contain the terms of the “deal” between the borrower and lender regarding the collateral.

The security agreement should also specify what constitutes an “event of default,” and
what rights the creditor has upon default (including self-help, discussed below).

In order to be valid, the security agreement must -- in the language of the UCC -- be
authenticated, which generally means signed by the debtor. UCC §§ 2-103(p); 9-203(b)(3)(A).
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2.3. Attachment of Judicial Liens

We have already looked at the basic process for creating judicial liens in Chapter 1. A
judicial lien on personal property is created, or attaches, when the sheriff levies against the
debtor’s non-exempt personal property under a writ of execution.

While a judicial lien on real property can be created by levy, in most states there is a less
expensive procedure for creating judicial liens on real property — by filing evidence of the
judgment in the county real property records. States have different names and procedures for the
process of obtaining judicial liens on real property by filing. In California, an “abstract of
judgment” must be recorded in the real property records. Cal. Civ. Proc. Code § 697.310. In
New York, it is a “transcript of judgment” that must be docketed with the clerk of the county
where the property is located. NYCPLR § 5203. Some state laws give judgment creditors an
automatic lien on real property located in the entire state or located in the county where the court
is located as soon as the judgment is entered, requiring buyers or creditors to search both the
county real property records where the property is located, and court records where actions
against the owner could be filed. In states where real property judgment liens can only be created
by filing evidence of the judgment in the real property records, a single search of the county
records where the property is located will be sufficient.

Judgment liens last a long time (for example 10 years in New York), and make it difficult
for the borrower to sell the property or use the collateral for an additional loan without paying off
the lien (because a buyer or subsequent lender would take the property subject to the lien unless
it 1s paid). Buyers and lenders will generally require a policy of title insurance at closing to
assure that title is clear. The title insurance company must do a search of the required filing
offices to determine what liens exist, and the buyer will typically require that any liens be paid in
full at the closing of the sale.

In addition to waiting for a voluntary sale to occur, judicial lienholders can also foreclose
their liens through a judicial sale conducted in accordance with a statutory procedure.

A few states have enacted statutes permitting judgment liens on personal property to
be created by filing evidence of the judgment with the secretary of state, rather than going
through the levy process. See e.g. Cal. Civ. Proc. Code 697.510. These filing procedures usually
prevent the judgment debtor from selling the property, or using the property that is subject to the
lien as collateral for a loan, without paying off the judgment.

One big difference between the filing process and the levying process to obtain a
judgment lien is that the creditor does not have to identify the specific property when filing.
When evidence of the judgment is filed in the county real property records (or with the secretary
of state in those states that permit judicial liens by filing on personal property), the lien
automatically attaches to all real property owned by the judgment debtor in the county (or all
non-exempt personal property owned by the judgment debtor in the state). Furthermore, a lien
will attach to any real property acquired by the judgment debtor in the county (or non-exempt
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personal property acquired by the judgment debtor in the state) after the filing. The filing office
will index the judgment by the name of the judgment debtor, allowing later buyers or creditors
to perform a search on the judgment debtor’s name to determine the state of title to the judgment
debtor’s property.

2.4. Attachment of Statutory Liens

Statutory liens are, as you may surmise, created by statute for certain favored creditors.
The best known statutory lien is the mechanics’ lien, typically given to a contractor who
improves the debtor’s real property or automobile. There are many other kinds of statutory liens
for creditors like laborers, farmers who sell food, milk producers and many others. Governments
also give themselves special statutory liens for things like property taxes and withholding taxes.
These liens often require the creditor to follow strict procedures in order to obtain lien rights,
such as filing a notice in the real property records within a specific period after commencing
work under the contract, and filing suit within a specific period if payment is not forthcoming.
Other statutory liens arise automatically and require buyers or consensual lien creditors to obtain
releases from potential statutory lienholders.

2.5. The Concept of Perfecting Liens

Perfection is usually the process by which a lienholder gives constructive notice to the
world that the lienholder has a lien on the collateral. Through the process of perfection, later
buyers or lienholders are given constructive notice of the existence of a particular lien, and will
either take an interest in property subject to (or subordinate to) that lien, or will require the lien
to be satisfied before new credit is given. Perfection generally requires a creditor to follow some
statutory act that will put later parties who wish to obtain an interest in the property on notice
that the creditor holds a lien. The act may be the creditor taking possession of the property in a
pledge, or filing notice of the lien in a designated filing office. However, some liens against
certain kinds of property are automatically perfected upon attachment, requiring no action on the
part of the creditor to perfect, and no obvious way for later parties to know of the existence of the
lien. In these situations, later parties bear the risk of a secret perfected security interest, making
the property difficult to use as collateral for a loan or to sell. In most cases, however, there is a
process that must be followed to perfect a security interest, and if followed later parties will be
able to determine that the lien exists before extending credit to the debtor on the basis of the
collateral.

2.5.1. Perfection of Consensual Personal Property Liens.

Article 9 of the UCC contains the rules governing the priority of personal property liens
between secured creditors. Article 9 of the UCC contains rules that also address the relative
priority of judicial liens and consensual liens. We will focus first on the general Article 9 rules
addressing the perfection and priority of consensual liens on personal property, and then on the
relative priority of those consensual liens against judicial liens on the same property.

Statutory liens must have their own rules of priority because they are not addressed in
Article 9. Some statutory liens (like real property liens) become a first charge against the
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property having priority over even earlier consensual or judicial liens. Other statutory liens like
most mechanic’s liens date from the commencement of services or the sale of property. A lawyer
must look to the specific state law statute under which the statutory lien was created to determine
the priority accorded to the lien.

We have previously looked at the three requirements for a security interest to attach - the
point at which the lien or security interest exists and is enforceable by the creditor against the

debtor’s property. UCC § 9-203.

Most security interests in personal property are perfected by the filing of a UCC-1
financing statement with the office of the Secretary of State where the debtor resides. UCC
§ 9-301(1), 9-307(b) (residence for individuals, chief executive office for unregistered entities,
and state of incorporation for registered entities, Washington DC for foreigners). The UCC-1
financing statement is a simple one-page form that lists the name and address of the debtor, the
name and address of the creditor, and a general description of the collateral. A UCC-1 financing
statement form is printed in Appendix J.

Many security interests can also be perfected by the secured creditor taking physical
possession of the collateral (this is known as a “pledge”). Indeed, certain kinds of collateral
(money and negotiable instruments, for example) can only be perfected by the secured creditor
taking possession or control over the collateral. The theory is that the debtor’s inability to
produce the physical property gives notice to the world that the debtor does not hold free
unencumbered title to the property. A potential creditor or acquirer who expects to have priority
in the collateral needs to be sure (1) that the debtor has possession of the collateral, (2) that the
debtor has legal title to the collateral, and (3) that no UCC-1 financing statements have been filed
with the Secretary of State by other creditors.

However, even these steps are not fool proof, because some security interests are
automatically perfected upon attachment without filing or pledge; most notably purchase money
security interests in consumer goods. UCC § 9-309(1). An understanding of these general rules
is important for this course; therefore the general rules are reprinted below.

Uniform Commercial Code

§ 9-302. WHEN FILING IS REQUIRED TO PERFECT SECURITY
INTEREST; SECURITY INTERESTS TO WHICH FILING
PROVISIONS OF THIS ARTICLE DO NOT APPLY.

A financing statement must be filed to perfect all security interests
except the following: [exceptions omitted]

§ 9-303. WHEN SECURITY INTEREST IS PERFECTED;
CONTINUITY OF PERFECTION.

(1) A security interest is perfected when it has attached and when all
of the applicable steps required for perfection have been taken. Such
steps are specified in Sections 9-302, 9-304, 9-305 and 9-306. If such
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steps are taken before the security interest attaches, it is perfected
at the time when it attaches.

§ 9-309. SECURITY INTEREST PERFECTED UPON
ATTACHMENT.

The following security interests are perfected when they attach:

(1) a purchase-money security interest in consumer goods, except
as otherwise provided in Section 9-311(b) with respect to
consumer goods that are subject to a statute or treaty described in
Section 9-311(a).

[Balance omitted; emphasis added].

2.5.2. Priority of Consensual Liens on Personal Property.

As a practical matter, priority is the most important stage in the process. Priority tests a
secured creditor’s right to be paid first out of the collateral against the rights of other secured
creditors. Under the absolute priority rule that applies both in and out of bankruptcy, senior
priority secured creditors must be paid in full from the collateral before junior secured creditors
receive any distribution. Attaching and perfecting a security interest puts the secured creditor in
the race, but it is the creditor that has priority who wins the race and gets paid first.

Article 9 contains separate provisions dealing with the priority of conflicting (multiple)
consensual security interests, and consensual security interests vis a vis judicial liens. Following
are the main priority rules of Article 9. There are a number of specialized exceptions to these
general rules. A bit later we will cover one of the exceptions, for purchase money security
interests. But there are other exceptions that must be carefully considered in actual practice. You
must refer to the whole of Article 9, covered in more detail in a course in commercial or secured
transactions, to learn the full gamut of specialized Article 9 rules.

Uniform Commercial Code

§ 9-317. INTERESTS THAT TAKE PRIORITY OVER OR TAKE
FREE OF UNPERFECTED SECURITY INTEREST.

(a) Conflicting security interests and rights of lien creditors. An
unperfected security interest . . . is subordinate to the rights of:

(1) a person entitled to priority under Section 9-322; and

(2) except as otherwise provided in subsection (e), a person that
becomes a lien creditor before the earlier of the time

(a) the security interest . . . is perfected or

(b) one of the conditions specified in Section 9-203(b)(3)
is met [authenticated security agreement] and a
financing statement covering the collateral is filed.
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§ 9-322. PRIORITIES AMONG CONFLICTING SECURITY
INTERESTS ... ON SAME COLLATERAL.

(a) General priority rules. Except as otherwise provided in this section,
priority among conflicting security interests . . . in the same collateral
is determined according to the following rules:

(1) Conflicting perfected security interests . . . rank according to
priority in time of filing or perfection. Priority dates from the
earlier of the time a filing covering the collateral is first made or
the security interest . . . is first perfected, if there is no period
thereafter when there is neither filing nor perfection.

(2) A perfected security interest . . . has priority over a conflicting
unperfected security interest or agricultural lien.

(3) The first security interest . . . to attach or become effective has
priority if conflicting security interests . . . are unperfected.

[Emphasis added]

2.6. Practice Problems: UCC Article 9.

Problem 1: For each party, explain (1) when does the security interest attach, (2) when
is the security interest perfected, and (3) which party has priority (and thus gets how much

money):

A. On January 1, Year 1, Bob Drain, a licensed plumber, borrowed $20,000 from his

uncle, Ed Drain, to purchase a new machine for his business. Bob signed a
promissory note at the time the loan was made agreeing to repay the loan on
January 1, Year 3.

B. On January 1, Year 2, Bob went to Flushing Bank to borrow $100,000 for

business operating expenses. He signed a security agreement under which Bob
granted Flushing Bank a security interest in all of his business property to secure
any and all outstanding loans from Flushing Bank. Flushing Bank filed a UCC-1
financing statement with the Secretary of State. However, on January 3, Bob
decided not to go through with the Flushing Bank loan. Flushing Bank tore up the
promissory note, but left the security agreement in its files. Flushing did not
terminate the UCC-1 financing statement it had filed with the Secretary of State.

C. On July 1, Year 2, Bob went to Prime Bank to borrow $100,000 for his business.

Prime performed a secretary of state database search, which disclosed the
Flushing UCC-1 financing statement. Bob told Prime Bank that he had not gone
through with the Flushing Bank loan. Prime Bank called Flushing Bank and
confirmed that the Flushing Bank loan had not been made, and that Bob did not
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owe Flushing Bank any money. Prime therefore agreed to make the loan to Bob.
Bob signed a promissory note and security agreement with Prime Bank covering
all of his business property on July 1, Year 2. Prime Bank filed a financing
statement with the Secretary of State on July 4, Year 2, and gave Bob the
$100,000 on July 8, Year 2.

D. On September 1, Year 2, Bob went back to Flushing Bank to borrow an additional
$20,000. Flushing had Bob sign a new promissory note, and then gave him the
$20,000.

E. Because of continuing cash flow problems in his business, Bob was unable to
repay Uncle Ed on January 1, Year 3. Uncle Ed obtained a default judgment
against Bob on February 1, Year 3, and had the Sheriff levy under a writ of
execution on Bob’s business assets on March 1, Year 3.

F. Bob’s business assets have been liquidated for $70,000 by the Sheriff. Uncle Ed,
Prime Bank and Flushing Bank all claim that they should get the money. Who
gets the money?

Problem 2: Would the result change if the Uncle Ed loan was due on May 1, Year 2,
Uncle Ed got his default judgment against Bob on June 1, Year 2, and had the sheriff levy
against Bob’s business property on July 7, Year 27

Problem 3: Same facts as problem 2, except Uncle Ed caused the Sheriff to levy against
Bob’s business property on June 3, Year 2.

2.7. Purchase Money Security Interests

Purchase money security interests (also known as “enabling loans”) are created in one of
two ways. First, a seller of goods can agree to accept payments for the goods in the future (carry
back a loan to finance the purchase), and secure the buyer’s obligation to make payments with a
security interest in the property sold. Second, a lender’s loan proceeds can be traced directly into
the purchase of the goods in which the lender takes a security interest. UCC § 9-103(a)(2). In
both cases, the lender’s actual or constructive loan proceeds were used to enable the purchase of
the property. It is essential that the lender be able to trace the loan proceeds directly into the
purchase — if the funds are first commingled in the debtor’s bank account, it will be difficult to
establish purchase money status. Therefore, purchase money lenders often issue loan proceeds
checks in the joint names of the borrower and seller of the goods, or directly remit the loan
proceeds to the seller — thereby assuring that the actual loan proceeds are used to purchase the
collateral.

Purchase money loans are given special status in Article 9. Read UCC § 9-317 and UCC
§ 9-324 carefully, and answer the problems that follow.

2.8. Practice Problems: Purchase Money Security Interests

Problem 1: A corporate debtor operates a printing business. It owes $1 million to
BusinessBank, secured by a perfected first priority security interest in all of the debtor’s
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equipment, currently worth in liquidation about $700,000. The debtor believes it could make a
lot more money if it could get into the new digital publishing field. To get into digital publishing,
the Debtor needs $100,000 worth of new equipment. BusinessBank is having its own financial
problems, and is not willing to lend any more money to the debtor. BankTwo, however, is
willing to lend the debtor the additional $100,000 it needs, but only if it can have a first priority
security interest in the new digital publishing equipment. Can you assure BankTwo that if it
makes the $100,000 loan to the debtor to acquire the new equipment its security interest on the
new equipment will have priority over Business Bank’s existing security interest in all of the
debtor’s equipment?

Problem 2: Assume the same facts in problem 1, except that the debtor is a retail store,
Business Bank has a security interest in the debtor’s inventory rather than equipment, and the
debtor wants to buy some specialized new inventory for $100,000. What would you have to do to
assure BankTwo that its new $100,000 loan would be secured by a first priority security interest
in the new inventory ahead of Business Bank’s existing security interest in the inventory?

2.9. Perfection and Priority of Real Property Liens

While the three types of liens - judicial, consensual, and statutory, all provide a creditor
with special accelerated rights of collection from the collateral over the unsecured creditors, the
main advantage of lien rights is in preserving priority over other secured creditors. A commercial
lawyer must have a firm grasp of the rules governing the priority of liens in order to protect
clients who are about to engage in commercial transactions, and in order to be able to enforce the
client’s lien rights after default.

Real property liens are perfected by recording evidence of the lien in the real estate
records office for the county in which the property is located.

The priority of real property liens is determined by recording acts in the 50 states. There
are three kinds of priority rules in the recording acts in the United States: race statutes, notice
statutes, and the majority race-notice statutes. Race statutes are the easiest to understand —
whoever records first (either a mortgage, judgment lien, or deed) wins the priority race.

While the first to record rule of race statutes is the easiest to understand and implement,
many states deem it unfair to give priority to a recorder who knew about a prior unrecorded
interest. The notice and race-notice statutes attempt to address this unfairness.

A pure notice system minimizes the effect of recording by giving priority to later takers
who did not have notice of prior interests. Under a pure notice system, recording only gives
constructive notice to later purchasers of the prior lien. Prior interests retain priority over later
takers who were aware (actually or constructively) of the prior interests. A later taker is always
subordinate to a prior recorded interest because the taker will have constructive notice of the
interest.

A race-notice system is similar to a notice system but focuses on the time of recording
rather than the time of taking the instrument. The first to record has priority unless the first to
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record had actual knowledge of a prior interest at the time of recording. Under all three systems,
the first to record without any notice of the prior interest always wins.

There is a third kind of notice besides actual and constructive notice that is much less
verifiable, known as “inquiry notice.” Inquiry notice arises when a buyer or lender through an
inspection of the property would be on notice to inquire regarding the interest of a third person.
Unrecorded buyers or tenants who are in possession of property are often protected by the
concept of inquiry notice.

The recording systems work off of the debtor’s name, not off of the location of the
property (except for determining which recording office to use which is based on the county in
which the property is located). Recorded documents are indexed under the debtor’s name. A
chain of title is established by tracing conveyances (deeds, mortgages) from the original owner
of the property. Recorded documents that are not indexed by an owner are “out of the chain of
title” and do not constitute a lien against the property until the indexed party becomes a record
owner. One cannot determine title to or liens against property without performing a title search
tracking the chain of title back to the original governmental grant.

In many states, large title insurance companies have set up “title plants” under which all
documents recorded in the official records in each county are scanned and indexed by the
insurance company to make title searches quicker. The system also encourages lenders and
buyers to obtain title insurance to protect against search errors or discrepancies. In states without
title plants, an abstractor will be required to rummage through the county recording office to
develop an abstract of title. The county recorder does not determine who is the owner of property
or whether liens are valid — all the recorder does is record and index the documents as filed. The
only way to settle ownership of real property (other than through title insurance) is through a
judicial action to quiet title.

A few states have experimented with the Torrens System under which ownership and
liens are tracked by property much like an automobile title, rather than through title searches.
The Torrens experiments have been attacked by the title insurance lobby and have been rejected
in most states, although a few states continue to utilize a Torrens System in certain
circumstances.

2.10. Practice Problems: Real Estate Priority

Problem 1: Determine who would have priority under a race statute, a notice statute, and
a race-notice statute, if the following transactions occurred on the dates indicated:

Jan 1, Year 1: A delivers Blackacre deed to B

Jan 10, Year 1: A delivers Blackacre deed to C

Jan 15, Year 1: C records Blackacre deed

Jan 20, Year 1: B records Blackacre deed
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Problem 2 Determine who would have priority under a race statute, a notice statute, and
a race-notice statute if the following transactions occurred on the dates indicated:

Jan 1, Year 1 A delivers Blackacre deed to B
Jan 10, Year 1 A delivers Blackacre deed to C
Feb 1, Year 1 B records Blackacre deed
Mar 1, Year 1 C records Blackacre deed

Problem 3: Determine who would have priority under a race statute, a notice statute, and
a race-notice statute if the following transactions occurred on the dates indicated: Assume that C
did not know about B’s deed on Feb 1, but did know about B’s deed before Mar 1.

Jan 1, Year 1 A delivers Blackacre deed to B
Jan 10, Year 1 B records Blackacre deed
Feb 1, Year 1 A delivers Blackacre deed to C
Mar 1, Year 1 C records Blackacre deed.

2.11. Foreclosing the Right of Redemption

As discussed earlier, a lienholder does not have legal ownership to the collateral because
the lienholder must re-convey or terminate the lien if the debtor redeems the debt by satisfying
the obligation in full. The debtor’s right to recover the property upon full payment of the debt is
known as the equitable right of redemption. Historically the right of redemption was
recognized and protected by courts of equity, and thus the value of the property in excess of the
cost of redemption became known as the “equity of redemption,” or simply as “equity.” In
common language, “equity” is the excess value of the property over all of the liens and
encumbrances against the property — it is the amount that the debtor would receive if the property
were to be sold and the liens paid off. Attempts by creditors to “clog” the equitable right of
redemption by private agreement (such as by providing that title will vest in the creditor upon
default) have been rejected by courts of equity for hundreds of years.

Foreclosure is the process of terminating the debtor’s equitable right of redemption.
Judicial foreclosure of the right of redemption is available in all states and for all types of liens.
Many states have statutory rules governing the judicial foreclosure procedure. Judicial
foreclosure can be a long and expensive process if opposed by the debtor, even when the debtor
does not have legitimate defenses. The judicial foreclosure process requires a lawsuit, proof by
summary judgment or trial of entitlement to foreclose, followed by a judicially supervised
auction sale of the property. The sale terminates all liens and interests junior to the lien being
foreclosed, including the debtor’s equity of redemption. In most states, the debtor can redeem the
property from the lien at any time prior to the drop of the hammer at the auction sale. In some
states (such as New York), judicial foreclosure is the only method available for foreclosing the
borrower’s equity of redemption on real property.

Some states have statutory procedures for non-judicially foreclosing the equity of
redemption on real property. These procedures generally require the foreclosing creditor to
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provide certain statutory notices of sale to the borrower and junior lienholders, and to advertise
and hold a public auction for the sale of the property. Following a properly conducted non-
judicial sale in accordance with the statutory procedures, the rights of junior lienholders and
owners to redeem the property are foreclosed.

Senior liens are generally not terminated by a junior lienholder’s foreclosure. The
junior lienholder is selling the state of title as of the recording of the junior lien, thus foreclosing
all interests junior to the junior lien. Senior liens and interests survive the foreclosure, allowing
the senior lienholder to later foreclose the redemption rights of the buyer at the junior
lienholder’s foreclosure sale if buyer does not redeem the senior lien.

Personal property foreclosure is governed by Article 9 of the Uniform Commercial Code,
which authorizes both judicial (UCC § 9-601(a)(1)) and non-judicial methods of foreclosure
(UCC § 9-610(a)). Generally, the secured creditor must first obtain possession of the collateral,
and then hold a “commercially reasonable” sale of the property. Possession can be obtained
judicially under expedited procedures allowed under state law. These expedited procedures have
different names in different states. In New York, for example, the procedure is called “replevin,”
while in California it is called “claim and delivery.”

The creditor may also repossess the collateral non-judicially using self-help. The primary
restriction on self-help is that the creditor or its agent must proceed “without breach of the
peace.” UCC § 9-609(b)(2). The repossessor must discontinue the repossession whenever there
is a risk of breaching the peace. After discontinuing the repossession to prevent a breach of the
peace, the repossessor may always come back another day and try again to repossess.

The UCC does not define a breach of the peace, leaving the question for the courts. There
is great inconsistency in the reported decisions. May the repossessor use trickery? May the
repossessor break a chain or lock to enter premises for repossession (if permitted to do so in the
security agreement)? May the repossessor pick a lock? The cases that follow give a small taste
of the wide variety in reported decisions.

Judicially authorized repossession by a court officer is not subject to the “breach of the
peace” restriction. UCC § 9-609(b)(1). As we saw in Vitale v. Hotel California, a sheriff under a
court issued writ must use whatever reasonable force is necessary to execute the writ.

After the secured creditor recovers possession of the collateral, the secured creditor may
complete the foreclosure process by selling the collateral in a “commercially reasonable
manner.”  UCC § 9-610(b). Again, what is “commercially reasonable” is not defined in the
UCC, and the reported cases on the margin often depend on the length of the chancellor’s foot.

In most situations, the creditor must give the debtor notice of the time and place of sale so
that the debtor can appear and bid to protect the debtor’s interest. Read UCC §§ 9-611 and
9-612. A waiver of the right to notice is only effective if executed after default. UCC § 9-624.

If the creditor does everything properly, the creditor may recover a deficiency judgment
from the court to the extent that the sale proceeds are less than the outstanding debt. Read UCC
§ 9-615. Similarly, the creditor must account to the debtor for any surplus. Id. The difficulty
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comes in when the creditor does not do everything properly. Read UCC §§ 9-625 and 9-626
carefully, and consider the ramifications of the creditor failing to follow the requirements,
especially the deafening silence in the case of consumer debtors.

2.12. Cases on Enforcement of Liens
2.12.1. CHAPA v. TRACIERS & ASSOCIATES, 267 S.W.3d 386
(Ct. App. Tex. 2008).

In this appeal, we must determine whether appellants, the parents of two young children,
have legally cognizable claims for mental anguish allegedly sustained when a repossession agent
towed their vehicle out of sight before he realized their children were inside.

Ford Motor Credit Corp. ("FMCC") hired Traciers & Associates ("Traciers") to repossess
a white 2002 Ford Expedition owned by Marissa Chapa, who was in default on the associated
promissory note. Traciers assigned the job to its field manager, Paul Chambers, and gave him an
address where the vehicle could be found.

On the night of February 6, 2003, unseen by Chambers, Maria Chapa left the house and
helped her two sons, ages ten and six, into the Expedition for the trip to school. Her mother-in-
law's vehicle was parked behind her, so Maria backed her mother-in-law's vehicle into the street,
then backed her Expedition out of the driveway and parked on the street. She left the keys to her
truck in the ignition with the motor running while she parked her mother-in-law's car back in the
driveway and reentered the house to return her mother-in-law's keys.

After Chambers saw Maria park the Expedition on the street and return to the house, it
took him only thirty seconds to back his tow truck to the Expedition, hook it to his truck, and
drive away. Chambers did not leave his own vehicle to perform this operation, and it is
undisputed that he did not know the Chapa children were inside. When Maria emerged from the
house, the Expedition, with her children, was gone. Maria began screaming, telephoned 911, and
called her husband at work to tell him the children were gone.

Meanwhile, on an adjacent street, Chambers noticed that the Expedition's wheels were
turning, indicating to him that the vehicle's engine was running. He stopped the tow truck and
heard a sound from the Expedition. Looking inside, he discovered the two Chapa children. After
he persuaded one of the boys to unlock the vehicle, Chambers drove the Expedition back to the
Chapas' house. He returned the keys to Maria, who was outside her house, crying. By the time
emergency personnel and Carlos Chapa arrived, the children were back home and Chambers had
left the scene.

Maria testified that the incident caused her to have an anxiety attack, including chest pain
and numbness in her arm. She states she has continued to experience panic attacks and has been
diagnosed with an anxiety disorder. In addition, both Carlos and Maria have been diagnosed with
post-traumatic stress disorder.
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Acting individually and on behalf of their children, Carlos and Maria Chapa sued
Traciers, Chambers, and FMCC. Appellees settled the children's claims but contested the
individual claims of Carlos and Maria.

The Chapas contend that they have legally cognizable causes of action against Traciers
and FMCC for the physical and psychological injuries they sustained as a result of the appellees'
breach of the duties imposed by section 9.609 of the Texas Business and Commerce Code.

The Chapas first argue that the trial court erred in granting summary judgment against
them on their claim that appellees are liable under section 9.609 of the Business and Commerce
Code. The Chapas correctly point out that this statute imposes a duty on secured creditors to take
precautions for public safety when repossessing property. Thus, the creditor who elects to pursue
nonjudical repossession assumes the risk that a breach of the peace might occur. A secured
creditor "remains liable for breaches of the peace committed by its independent contractor."

The Chapas assert that FMCC and Traciers, who employed Chambers as a repossession
agent, are liable for any physical or mental injuries sustained by Carlos and Maria as a result of
Chambers's breach of the peace. But this argument presupposes that a breach of peace occurred.
Although the material facts regarding Chambers's conduct are not in dispute, appellees deny that
his conduct constituted a breach of the peace. Without further explanation, the Chapas assert that
"[t]he act of taking children from the possession of their mother which leaves her in a hysterical
crying state, is clearly a breach of peace."

Whether a specific act constitutes a breach of the peace depends on the surrounding facts
and circumstances in the particular case. [H]ere the parties do not assert that Chambers behaved
violently or threatened physical injury to anyone. Further, it is undisputed that Chambers did not
know the children were in the vehicle when he moved it; thus, his actions cannot be
appropriately characterized as "contrary to ordinary human conduct." When Chambers learned of
the children's presence, he immediately ceased any attempt to repossess the vehicle and instead
drove the children home. He did not communicate by word or gesture with Carlos or Maria
Chapa before or during the attempted repossession. On these facts, we cannot say that
Chambers's conduct constitutes a "breach of the peace" as that phrase ordinarily is used in
criminal or common law.

The Chapas also rely on cases from other jurisdictions specifically addressing breaches of
the peace as described in the Uniform Commercial Code concerning repossession of property.
They cite Robinson v. Citicorp National Services, Inc., a Missouri case in which Clarence
Robinson defaulted on his automobile payments. 921 S.W.2d 52, 53 (Mo.Ct.App.1996). Agents
of the financing company's assignee attempted to repossess the car from property owned by
Marie Robinson. /d. Marie's husband, Odell Robinson, Sr., "told [a repossession agent] to get off
the property numerous times to no avail. The alleged trespass and breach of peace ensued, and
Odell suffered a heart attack and died." Here, however, Chambers removed the vehicle without
confrontation and without trespassing on the Chapas' premises.

The Chapas also point to Nixon v. Halpin, 620 So.2d 796 (Fla. Dist. Ct. App.1993). In
that case, Halpin, a repossession agent, was seen by the vehicle's owner and mistaken for a car
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thief. The car's owner summoned his office mate, Nixon, and the two men attempted to detain
Halpin. While driving away, Halpin struck Nixon. The Nixon court concluded that the creditor
"had not already peaceably removed the vehicle when the owner objected, it's [sic] continuation
with the attempt at repossession was no longer ‘peaceable and without a breach of the peace."
Id. In this case, however, the repossession agent had "already peaceably removed the vehicle"
and did not continue to attempt repossession after he learned of the Chapa children's presence.
Thus, the reasoning in Nixon supports the conclusion that Chambers did not breach the peace.

Most frequently, the expression "breach of the peace" as used in the Uniform
Commercial Code "connotes conduct that incites or is likely to incite immediate public
turbulence, or that leads to or is likely to lead to an immediate loss of public order and
tranquility." In addition, "[b]reach of the peace... refers to conduct at or near and/or incident to
seizure of property." Here, there is no evidence that Chambers proceeded with the attempted
repossession over an objection communicated to him at, near, or incident to the seizure of the
property. To the contrary, Chambers immediately "desisted" repossession efforts and peaceably
returned the vehicle and the children when he learned of their presence. Moreover, Chambers
actively avoided confrontation. By removing an apparently unoccupied vehicle from a public
street when the driver was not present, he reduced the likelihood of violence or other public
disturbance.

In sum, the Chapas have not identified and we have not found any case in which the
repossession of a vehicle from a public street, without objection or confrontation, has been held
to constitute a breach of the peace.

2.12.2. JORDAN v. CITIZENS & SOUTHERN NAT’L BANK OF
SOUTH CAROLINA, 278 S.C. 449 (1982).

[Appellants] Larry and Kathy Jordan [bring this action] to recover actual and punitive
damages from the Respondents for having repossessed a 1978 Ford pick-up truck in what is
alleged to be a wrongful manner.

The Appellants financed the truck and failed to make at least two monthly installment
payments. On September 29, 1978, at about 11:00 p.m., a Midland Recovery employee, at the
behest of the bank, found the truck with keys in it at the Appellants' residence. The employee
started the motor and drove it from the driveway into the public streets. They heard the motor
running but did not see the truck until it was proceeding down the street. Thinking their truck had
been stolen, they pursued it in another vehicle. The pursuit lasted some thirty minutes over a
distance of several miles beginning at Lexington and ending in Columbia. There is evidence
from the Appellants' depositions that the driver of the truck exceeded the speed limit, failed to
observe traffic signals and drove recklessly. After they were unable to apprehend the driver of
the truck, they reported it as a stolen vehicle to the police and later learned that the truck had
been repossessed by the bank.

In oral argument, counsel for the Appellants conceded that under the mortgage contract,
and the law of this state, the repossession was proper unless it was accompanied by a breach of
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the peace. It is admitted that the taking of the truck from the premises of the Appellants did not
amount to a breach of the peace but it is argued that the conduct of the driver of the truck in
speeding, failing to observe traffic signals and in driving recklessly some distance from the
residence constituted a breach of the peace and, accordingly, made the repossession actionable.

We are not at all sure that the alleged violations of the traffic laws amounted to a breach
of the peace, but even if it be assumed that they did, the conduct was not incident to seizing the
truck at the residence of the Appellants. The breach of the peace as contemplated by the statute
and our cases refers to conduct at or near and/or incident to the seizure of the property.

We, therefore, hold the lower court properly granted the Motion for Summary Judgment and its
Order is, accordingly,

Affirmed.
2.12.3. CHERNO v. BANK OF BABYLON, 54 Misc.2d 277 (NY

1967).

[T]he security agreement . . . gave the bank the right in the event of default "(a) to declare
the Note and all Obligations due and payable * * * without notice or demand; (b) to enter the * *
* premises * * * where any of the Collateral may be located and take and carry away the same *
* * with or without legal process." The undisputed facts are that the assignor was in default
under the security agreement ... and an order made on May 31, 1966 by the Supreme Court,
Suffolk County, authorizing the assignee, upon filing bond and after notice to creditors, to sell
the assignor's physical assets, . . . that on June 2, 1966 . . . one of the auctioneer's employees let
the bank's senior vice-president into the premises so that he could view the assets in question,
that on June 3, 1966 the bank's employees entered the premises of the assignor at the direction of
the senior vice-president and removed the assets in question, that admittance of the bank's
employees to the premises was obtained by means of a key which was not received from anyone
of the assignor's firm, the assignee, auctioneer or landlord, but was obtained from a
representative of a locksmith, and that the assets seized by the bank were thereafter sold by the
bank.

The contention that, assuming the validity of the security agreement, the action of the
bank's employees nevertheless constituted a conversion is predicated on the propositions that . . .
(2) the unauthorized entry by the bank's employees constituted a breach of the peace. Neither
contention withstands analysis.

But, argues the assignee, under the default provisions of the security agreement, rights
and remedies are given to the bank only "to the extent permitted by applicable law" and section
9-503 of the Uniform Commercial Code provides that "In taking possession a secured party may
proceed without judicial process if this can be done without breach of the peace." The
unauthorized entry by the bank's employees, it is said, was a breach of the peace and their taking
of possession, therefore, a conversion.

Bankruptcy Law and Practice 5" Ed. 39

www.cali.org
CC BY-NC-SA 4.0


https://www.cali.org/
https://scholar.google.com/scholar_case?case=17837392165797872163&q=54+Misc.2d+277+&hl=en&as_sdt=6,33
https://scholar.google.com/scholar_case?case=17837392165797872163&q=54+Misc.2d+277+&hl=en&as_sdt=6,33

The short answer to it is that there was no breach of the peace. The uniform code "makes
no attempt to articulate the standards for determining whether the repossession can be
accomplished without breach of the peace" The phrase was, however, part of the Uniform
Conditional Sales Act (and other uniform laws) in similar context, and was construed according
to the common law. The classic definition of breach of the peace is "a disturbance of public order
by an act of violence, or by an act likely to produce violence, or which, by causing consternation
and alarm, disturbs the peace and quiet of the community" Thus, when in the course of
repossession, the conditional vendee received a black eye, it was a question for the jury whether
a breach of the peace had occurred, and when padlocks on a building are broken there is such
force and violence as to constitute a violation of section 2034 of the Penal Law and, presumably,
a breach of the peace. Here, however, the bank's employees entered by use of a key,
unauthorizedly obtained. Such an entry, the assignor's consent aside, would constitute a
breaking, but it is at least questionable whether in view of the consent to entry set forth in the
security agreement (and to which the assignee took subject) the acts of the bank's employees
could be held to be a breaking. But, breaking or not, there was nothing in what they did that
disturbed public order by any act of violence, caused consternation or alarm, or disturbed the
peace and quiet of the community. Nor was the use of a key to open the door an act likely to
produce violence; indeed, it produced from the landlord only (1) a call for the police and (2) a
request to the bank employees that they leave the key when they were through. Under the
circumstances that existed during the times the bank's employees entered the premises, there was
as a matter of law no breach of the peace.

2.12.4. BIG THREE MOTORS, INC. v. RUTHERFORD, 432
So.2d 483 (Ala. 1983).

A car dealership repossessed an automobile in the possession of one plaintiff, Christine
Rutherford, and owned by a second plaintiff, her common law husband, C.W. Rutherford.

On this appeal, this Court is asked to decide these questions: whether the car dealer had a
legal right to use self-help in the repossession of the automobile; whether the car dealer
repossessed the automobile in a reasonable manner without a breach of the peace. . . .

The pertinent facts of this case are as follows: Appellees are Christine Rutherford and her
common law husband, C.W. Rutherford. C.W. Rutherford purchased a 1974 Cadillac from the
defendant/appellant Big Three Motors, Inc. A second defendant/appellant, Fred E. Roan, Jr.,
worked for Big Three Motors and was involved with the repossession of the automobile, which
is the subject of this controversy.

The evidence was conflicting regarding the event surrounding Big Three Motors'
repossession of Rutherford's automobile. The Rutherfords asserted that Big Three Motors
breached the peace when it repossessed the car; on the other hand, Big Three Motors and Roan
claim that everything which Roan and other employees of Big Three Motors did was legally
justified.
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While the evidence was conflicting, the tendencies of the evidence indicate that while
Christine was driving the Cadillac automobile on Interstate 65 in Mobile County, Roan and
another Big Three Motors employee forced her to pull her car off the road. Roan and Christine
exchanged words while they were standing on the shoulder of the Interstate. They do not agree
on the exact words exchanged; therefore, they disagree on whether Roan's conduct at this time
constituted a breach of the peace.

The Rutherfords presented evidence that Roan used the truck he was driving to block
Christine's direct access back onto the Interstate. Roan denied this, but both parties agree that at
some point in time, Roan got into the Cadillac and rode with Christine to the Big Three Motors
dealership. After arriving at the dealership, Christine locked the car, took the keys with her, and
went into an office of Big Three Motors. The parties disagree about the details of what took
place in the office, but it is clear that at one point Christine spoke with C.W. Rutherford by
telephone and told him about the events which transpired on the Interstate. Christine finally left
the office and discovered that someone had then taken the Cadillac automobile from the spot
where she had parked it. An employee of Big Three Motors informed her that the car had been
put "in storage" because C.W. Rutherford owed payments. The parties disagree whether Big
Three Motors offered Christine transportation away from the dealership. She finally left Big
Three Motors in a taxicab.

C.W. Rutherford, the owner of the automobile, sued Big Three Motors and claimed . . .
(3) wrongful repossession of the automobile. Mrs. Rutherford also sued Big Three Motors and in
addition, sued Fred E. Roan, Jr. and Cadillac Discount Corporation. The jury returned a verdict
in favor of Christine Rutherford for $15,000 and in favor of C.W. Rutherford for $10,000. Big
Three Motors appealed.

On appeal, Big Three Motors claims that it legally repossessed Rutherford's automobile
under the terms of their contract because Rutherford had defaulted in his payments, and because
he had failed to maintain insurance coverage on the Cadillac. In Alabama "... a secured party has
on default the right to take possession of the collateral. In taking possession a secured party may
proceed without judicial process if this can be done without breach of the peace...." Code 1975
§ 7-9-503 (1975). This section does not permit repossession through fraud, trickery, artifice or
stealth, nor may the creditor "use force or threats of violence against the person having
possession."

Rutherford does not deny that he was behind in his payments, but he contends that he had
reached an agreement with one Tom Walley, the assistant credit manager of Big Three Motors.
Several days prior to the time of the repossession, Rutherford claims Walley told him he could
have a few extra days to make his payments without the automobile's being repossessed. Big
Three Motors contends that any agreement between Walley and Rutherford, if made, would
modify the written agreement between them, and a clause in the contract prohibited any
modification of the contract. Rutherford does not dispute that the agreement could not be
modified, but he contends that "[e]ven assuming, arguendo, that the agreement between Mr.
Walley and Mr. Rutherford was ineffective, it would certainly pose a question for the jury as to
whether the Rutherfords relied on the representations and whether they were made in order to
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deceive and lull the Rutherfords into a false sense of security with respect to keeping the vehicle
and being allowed to make the payments in several days." Rutherford also argues that the
witnesses for Big Three Motors testified that they were on the way to Hattiesburg, Mississippi, to
repossess the vehicle. The Rutherfords argue that Big Three Motors intended to repossess the car
on the day it was taken from the possession of Mrs. Rutherford. Further, the Rutherfords assert
these actions are indicative of the fact that Big Three Motors had no intention of allowing Mr.
Rutherford to wait several days to make his payments and, therefore, that the representations in
the agreement to allow him to pay later were made with a fraudulent intent. Rutherford sums up
his argument by stating that "[t]he facts clearly show that the repossession conducted by Big
Three Motors was conducted by force and with use of trickery and fraud." As we have
previously pointed out, the evidence in this case was conflicting and this Court has held on many
previous occasions that where the evidence is conflicting, the credibility of the testimony is for
the jury. Our review of the record reveals that even though the evidence was conflicting, the
Rutherfords introduced ample evidence to support their claims against Big Three Motors. The
jury could reasonably conclude and find that Big Three Motors used force, trickery and fraud in
the repossession. In short, the evidence was sufficient to show that the actions of the agents of
Big Three Motors amounted to a breach of the peace because of the manner in which they pulled
Mrs. Rutherford off the road and repossessed her husband's automobile.

TORBERT, Chief Justice (concurring specially).

I agree with the majority that the evidence concerning the manner in which agents of Big
Three Motors Company pulled Mrs. Rutherford off the highway and escorted her to the car
dealer's office was sufficient to show a breach of the peace under Code 1975, § 7-9-503. I write
to point out that any oral offer by Mr. Wally to extend the time of payment would not be
enforceable.

2.12.5. WALTER KOUBA v. EAST JOLIET BANK, 135 Ill. App.
3d 264 (1985).

This is an appeal from an order of summary judgment entered in favor of defendants East
Joliet Bank and Dave Kiester, d/b/a Kiester's Garage. The bank held a security interest in a Ford
Bronco truck purchased by the plaintiffs, Walter and Acelia Kouba. Because the plaintiffs were
in default on their monthly loan payments, the bank contracted with Leroy Campbell, d/b/a
Recoveries Unlimited, to repossess the truck. Campbell in turn hired defendants Mau, Sullivan
and Schroll, who went onto plaintiffs' property to recover the truck. When confronted by the
plaintiffs, defendant Mau allegedly grabbed Acelia Kouba by the neck, threw her to the ground
and took the truck by force. The repossessors then allegedly started the truck on fire and dropped
it off of a tow truck hoist shortly before the police arrived. Later, the vehicle was destroyed by
fire while being stored at Kiester's Garage.

Defendants Sullivan and Schroll have never been found for service of summons and were
dismissed by plaintiffs. A default judgment was entered against defendants Mau and Campbell.
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The plaintiffs submit the following issues on appeal: (1) whether the grant of summary
judgment as to the bank contradicts the intent of the Uniform Commercial Code; (2) whether
there is an issue of fact as to the bank's vicarious liability for the tortious conduct of the
repOossessors.

In its motion for summary judgment, the bank argued that there was no genuine issue of
fact as to its liability since the pleadings and affidavits established that the repossessors were
independent contractors. The plaintiffs ask this court to ignore agency principles and subject the
bank to statutory liability under article 9 of the Uniform Commercial Code. In the alternative, the
plaintiffs argue that the doctrine of respondeat superior is applicable to the bank because the
repossessors were its agents. Therefore, the bank is liable for the common law torts of the
IepOSSESSOrs.

Section 9-503 [now UCC § 9-609] of the U.C.C. permits a secured party to take
possession of the collateral following default without judicial process if repossession can be
accomplished without a breach of the peace. It is beyond dispute that the repossessors hired by
the bank caused a breach of the peace in the present case. However, section 9-503 itself does not
provide an aggrieved debtor with a cause of action. The remedy is found in section 9-507 [now
UCC § 9-625], which has been construed as granting statutory relief for any violation of article
9, part 5. This includes a breach of the peace under 9-503.

The statutory remedies are twofold. First, if the collateral is consumer goods, the debtor
may recover the credit service charge plus 10% of the principal amount of the debt, plus 10% of
the cash price. Second, the secured party may be denied a deficiency judgment.

There are a number of problems with applying these remedies to the present case. Section
9-507, by its terms, applies after disposition of the collateral. There has been no disposition here.
There is also a question as to whether 9-507 applies to secured parties in cases where an
independent contractor rather than an employee is charged with committing a breach of the peace
in violation of section 9-503. There are no Illinois cases on point.

After examining count I of the plaintiffs' complaint, we find that we need not consider the
applicability of 9-507. The plaintiffs have failed to specifically plead a statutory remedy under
9-507. Therefore, they must rely on common law remedies for wrongful repossession. The
plaintiffs allege that the repossession is wrongful due to the tortious acts of the repossessors, i.e.,
assault, battery, trespass and conversion. Since we are now dealing with common law rather than
statutory liability, we must first determine whether the bank is responsible under the law of
agency for the conduct of others.

An employer is generally not liable for the acts of independent contractors. The test of
whether one is an independent contractor or employee is the extent of the employer's right to
control the manner and method in which the work is to be carried on. We agree with the bank's
assertion that the repossessors were independent contractors.

The record reveals that the repossessors were not on the bank's payroll and were paid on
a per car, flat-fee basis. The repossessors exercised complete discretion as to how and when the
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vehicles were to be repossessed and used their own tools and equipment. The bank had no right
of control.

The plaintiffs concede that the repossessors fit within the commonly accepted description
of an independent contractor but insist that they are also agents and that principals are liable for
the torts of their agents. A master is liable for the acts of his servant committed within the scope
of employment, and a principal is liable for the acts of an agent performed within the scope of
the agency, but neither is liable for the acts of an independent contractor. Therefore, an employer
is not responsible for the physical acts of an independent contractor who also happens to possess
the powers of an agent.

There are exceptions to the rule which insulate an employer from liability for the acts of
an independent contractor, but none are applicable here. An employer could be liable if he fails
to exercise reasonable care in selecting a competent contractor or if the employer orders or
directs the injurious act. However, the plaintiffs do not allege that the bank was negligent in
hiring the repossessors or directed the tortious acts complained of.

The complaint and affidavits fail to raise any genuine issue as to the bank's statutory
liability or accountability for the tortious acts of the repossessors. Accordingly, we affirm the
order of summary judgment entered in favor of the bank.

JUSTICE STOUDER, dissenting:

I do not agree that the bank has no liability for the acknowledged breach of section 9-503
by breaching the peace in retaking plaintiff's truck. There is no dispute that plaintiff Acelia
Kouba was dragged from the truck by her neck during the repossession or that such an action on
the part of the repossessors constituted a breach of the peace. The majority relies upon an agency
theory to relieve the bank of potential liability seemingly on the premise that because the
plaintiff did not specifically plead a remedy under section 9-507 of the Uniform Commercial
Code that the Code does not apply and that the common law must be resorted to. Section 9-507
is available "if it is established that the secured party is not proceeding in accordance with the
provisions of this Part [part 5]." [An official comment to the UCC] indicates that, contrary to the
majority view, section 9-507 encompasses a number of remedies, i.e., conversion and denial of a
deficiency judgment, which are not specifically set out in the statute. White and Summers in
their treatise on the Uniform Commercial Code discuss at length not only denial of deficiency
judgment but possible tort liability incurred by a secured party for a breach of the peace under
section 9-503. Therefore, recovery of a liquidated amount is by no means an exclusive remedy
for a breach of the peace.

In my opinion, in this case, where there is no dispute that a breach of the peace occurred
in the attempted repossession of plaintiff's truck by the bank, the plaintiff has its choice of
remedies under 9-507. Merely because the plaintiff may not be effectively compensated by the
liquidated amount or there has been no disposition of the collateral does not foreclose recovery
under 9-507, nor does it mean that the bank has no liability for failing to comply with 9-503. The
proper action in this case, when the collateral has little or no value due to its destruction in the
hands of the secured party, is conversion. Because the repossession was not accomplished by
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lawful means as acknowledged by both parties, the collateral was never rightfully in possession
of the bank, although the bank certainly exercised control over the truck. Although there are no
cases in Illinois where a debtor has maintained an action for conversion for a breach of the peace
under 9-503, there is considerable authority in other jurisdictions for maintaining a conversion
suit against a secured party when force or threat of force is used to obtain possession. In
Henderson v. Security National Bank (1977), 72 Cal. App.3d 764, 140 Cal. Rptr. 388, a
California court confronted the agency argument upon which the majority based its decision and
found that conversion "[does] not depend upon authorization, or ratification, or upon the
knowledge, or intent, or bad faith of the Bank." In Henderson, the Bank had employed an
independent contractor (a licensed repossessor) to repossess plaintiff's Cadillac. The plaintiff
alleged that his garage door lock was broken during the repossession of the automobile in
violation of section 9-503 of the California Uniform Commercial Code. The court in Henderson
found that a conversion action against the bank was proper because "the * * * right of redress [in
a conversion action] no longer depends upon his showing * * * that the defendant did the act in
question from wrongful motives, or generally speaking, even intentionally; and hence the want
of such motives, or of intention, is no defense." Therefore, this is not a matter of imposing
absolute liability on the bank but rather redressing the plaintiff for the injury imposed for the
unlawful deprivation of his property.

In my opinion, the bank is liable for the damages to the truck after it wrongfully
repossessed the truck. Section 9-503 provides that self-help repossession can only be
accomplished if the peace is not breached. Plaintiff had a right to possession of the truck which
the bank held unlawfully. The bank prevented operation of section 9-504, not the plaintiff, and
1s, therefore, liable at a minimum for the diminution in value of the collateral while it was
wrongfully held. I believe the plaintiff stated a reasonable theory for recovery against the bank
under the Code, and I would reverse the trial court's decision granting summary judgment in
favor of the bank.

2.13. Practice Problems: Enforcement of Liens and Claims

Problem 1: Creditor has a security interest in the Debtor’s piano. Debtor has defaulted in
its obligation to make monthly payments to secured creditor. Can secured creditor enter the
Debtor’s house at night by picking the lock to repossess the piano? What if the front door was
open? Does it matter whether the security agreement allows the creditor to enter the debtor’s
premises to repossess the collateral? Suppose the piano was in a local repair shop being repaired.
Could the creditor enter the repair shop at night to repossess the piano?

NOTES: Girard v. Anderson, 257 N.W. 400, 402-03 (Iowa 1934) (Repossession
of a piano by entry through the door of a debtor’s residence was found to be a
breach of the peace even though the door was supposedly unlocked). Martin v.
Dorn Equip., 821 P.2d 1025, 102628 (Mont. 1991) (cutting chains connected to
a lock is breach of the peace); Williamson v. Fowler Toyota, Inc., 956 P.2d 858,
859, 862 (Okla. 1998) (cutting gate’s chain without permission is a breach of the
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peace); Davenport v. Chrysler Credit Corp., 818 S.W.2d 23, 26, 29-30 (Tenn.
Ct. App. 1991) (entering garage and cutting chains that attached car to post in
garage to repossess the car is a breach of the peace).

Problem 2: Debtor purchased a car with financing from CarBank, and failed to make the
required payments. Fearing trouble, CarBank hires an off-duty sheriff to show up in uniform to
repossess the car. The debtor cooperates and there is no trouble. Has CarBank breached the
peace? What if a private repossession agent told the police to stand by out-of-sight in case of
trouble during the re-possession?

NOTES: Assistance of law enforcement is a per se breach of the peace. See
Harris v. City of Roseburg, 664 F.2d at 1121 (9th Cir. 1981) (no violation where
officer out of sight); Jackson v. Richards, 433 A.2d 888, 895-96, n.11 (Pa. Super.
Ct. 1981); Stone Mach. Co. v. Kessler. 1 Wash. App. 750, 757, 463 P.2d 651, 655

(1970).

Problem 3: After repossessing the car, CarBank sells it at a private auction without
giving a notice of sale to the debtor. What are the consequences to CarBank of failing to give
notice of the sale to the debtor, if any? Read UCC §§ 9-610(a) and (b), 9-611(b), 9-625(b) and
(e), 9-626(a)(3) and (b).

Problem 4: CarBank sends a letter to the Debtor offering to accept the car in full
satisfaction of the debt. The letter says that CarBank’s failure to respond within 20 days
constitutes acceptance of its offer. Assume that the car is worth more than the debt. Is this
effective to terminate the Debtor’s equity of redemption? See UCC § 9-620 (validating strict
foreclosure letters like these, but only if the debtor has not already paid at least 60% of the cash
price of the consumer goods); see also Reeves v. Foutz & Tanner, 94 N.M. 760 (1980).

2.14. Consignments

You are shopping for antique furniture at a retail store. You decide to buy a dining room
table for $1,000. Suppose the dealer has borrowed $100,000 from a bank to finance its
inventory, and has given the bank a security interest in its inventory, which the bank duly
perfected. Also suppose that, unknown to you, the dealer is in default on its financing agreement
with the bank. After you have paid for the table and taken it home, a bank officer comes to your
house to repossess the table because the dealer was in default under the financing agreement. Do
we expect customers like you to search the UCC records before buying furniture from a retail
store to assure that they are getting clear title?

2

The answer to the question is “no.” We do not expect customers from retail stores to
search UCC records and track the status of the seller’s security interests. UCC § 1-201(b)(9)
defines you as a “buyer in the ordinary course of business,” and UCC § 9-320(a) allows you to
take free of any security interest created by the dealer.
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Now suppose that you own some antique furniture that you would like to sell. The local
furniture dealer tells you that they would be happy to sell the furniture for you for a 20%
commission on the sale. The dealer is not buying the furniture from you — you remain the owner
of the furniture, and can take the furniture back if the dealer does not sell it. We call this
arrangement a “consignment.” You are consigning the goods to the dealer for sale. The dealer is
the consignee. You retain title and ownership to the goods, while the dealer retains possession of
the goods for sale.

A customer coming into the dealer’s store has no easy way of knowing whether the
furniture belongs to you, as opposed to being inventory of the dealer. What happens if the dealer
sells your furniture to a retail buyer without paying you the agreed 80% of the purchase price?

Similarly, now imagine that a bank instead of financing and taking a security interest in
the dealer’s inventory, buys the inventory directly and consigns that inventory to the dealer. Or
the bank financing inventory is unaware that the dealer does not own the inventory because it is
consignment property. Now add in lien creditors and the trustee in bankruptcy (who, as we will
study in more detail later, has the power of a lien creditor under 11 U.S.C. § 544(a) to avoid
unperfected security interests), and the situation becomes increasingly complex.

Article 9 of the UCC solves many of the problems by treating many consignments as
security interests. Consignments covered by UCC § 9-102(a)(20) are security interests, and must
be perfected by the consignor to protect the consignor’s rights. In re Fabers, reprinted below,
points out the danger to consignors who do not file a financing statement to protect their Article
9 security interest. However, some consignments are not covered by UCC Article 9, and are
therefore governed by state law. Consignors of non-Article 9 consignments are owners, and may
be protected from lien creditors. Read UCC § 9-102(a)(20) carefully, and consider when a
consignment will be treated as a security interest under Article 9, and when a consignment will
not be so treated.

2.14.1. IN RE FABERS, INC., 360 F. Supp. 946, 12 U.C.C. Rep.
Serv. 126 (D. Conn. 1972).

The bankrupt is a retail carpet and rug merchant. The petitioner, Mehdi Dilmaghani &
Company, Inc. (dealer), shipped oriental rugs to the bankrupt on consignment. All of the rugs
had an identifying label attached. On each label was printed "MD. & CO., INC., Reg. No. R.N.
22956, 100% wool pile, No. , Quality , Size , Sq. Feet ,
Made in Iran."

The consignment agreement provided that title to the rugs remained in the dealer until
fully paid for; that the consignee had the right to sell the rugs in the ordinary course of business
and only at a price in excess of the invoice price; that the proceeds of any sale were the property
of the dealer and held in trust for the dealer; that the proceeds of any sale were to be remitted to
the dealer immediately with a report of the sale; [and] that all rugs were held at the risk of the
consignee.
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No effort was made to comply with provisions of the Commercial Code relating to
security interests. The dealer does not assert a security interest in the rugs, claiming only that the
rugs are and always were the property of the dealer under a "true consignment" and, therefore,
not subject to the provisions of the Code relating to security interests. The dealer's claim is that
the consignment was not intended for security and is, therefore, not subject to the requirements
of Article 9.

The logic of this argument escapes the court. If the dealer did not want the agreement to
provide it with security for either the payment of the rugs or their return, what other purpose
could there have been? The agreement describes the rugs as belonging to the dealer, but the risk
of loss or damage is on the consignee. This is inconsistent with the liability of a bailee. The
proceeds of the sales were to be the property of the dealer, but the consignee is described as
holding the proceeds in trust. A trustee has title to the trust estate. The agreement impliedly
permitted the consignee to mingle the proceeds with his own funds before remitting. At any rate,
there was no requirement of a separate account. This is inconsistent with a true trust.

The principal claim of the dealer is [that] the transaction was a true consignment, that at
all times the consignee was acting as the agent of the dealer.

To protect itself from the claims of creditors, the dealer could have complied with the
filing provisions of Article 9, but it admittedly did not. The only other exception [is] establishing
that the consignee-bankrupt was generally known by his creditors to be substantially engaged in
selling the goods of others. In support of the latter theory, evidence was submitted that the dealer
never dealt in oriental rugs prior to May 1971 and that an advertisement in the local newspapers
on October 12, 1971, included a picture of Mr. Mehdi Dilmaghani together with the narrative:
"By Special Arrangement, we proudly introduce: A distinctive collection of Mehdi Dilmaghani .
.. renown importer of genuine handmade Oriental, India, and Petit-Point Rugs . . . ." This hardly
complies with the requirement that the bankrupt "is generally known by his creditors to be
substantially engaged in selling the goods of others." (Emphasis added.) There was no evidence
of any notification to any of the bankrupt's creditors to that effect. In fact, it is found that the
contrary was true. The bankrupt was not substantially engaged in selling the goods of others.

The dealer argues that the oriental rugs were not the kind of goods in which the bankrupt
dealt. They may not have been of the same quality or price range as the other rugs and carpets
sold by the bankrupt, but they were all of the same kind of goods — to wit: floor coverings. The
trade name of the bankrupt was "Faber's World of Carpets." Other than the reference to the
collection by Dilmaghani in the newspaper, there was nothing to suggest any possible connection
with the dealer. In fact, this advertisement is no different from that of a department store
advertising a full line of "Frigidaire" appliances, or a collection of Pierre Cardin's new spring
line.

There was evidence that the members of the Oriental Rug Dealers Association usually
sold their rugs on consignment. This was well known to the members of the association. There
was no evidence that this was the universal invariable practice in the trade, or that the creditors
of the bankrupt who apparently did not deal in oriental rugs knew anything about the custom of
the members of the Oriental Rug Dealers Association.
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As between the parties, the transaction was a consignment agreement. As to the creditors,
it was a sale or return and bound by the provisions of [NYUCC 2-326]. Since the petitioner does
not come under the exceptions in this section, it was required to comply with the filing
provisions of Article 9 to preserve its secured position. Admittedly, this was not done.
Accordingly, the goods are subject to the claims of creditors. The reclamation petition is denied,

and it is so ordered.
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Chapter 3. Bankruptcy System
3.1. Purposes of Bankruptcy

As we’ve seen in the previous chapters, state laws favor the swiftest creditors by granting
priority to those unsecured creditors who are first to obtain a judgment, execute on the debtor
assets and cause them to be sold. Meanwhile, debtors can generally prefer favored creditors by
preferentially paying their claims or granting them security interests before paying other
creditors, even if the preferential payments render the debtor insolvent and unable to pay other
claims. The state law process is expensive and time consuming for creditors, and because of the
holdout problem makes it difficult for debtors to enter into consensual workouts with creditors.

The state law system also results in creditors (and, if solvent, the debtor) receiving fire
sale prices for the debtor’s non-exempt assets. Although many states have statutes allowing
collective action by creditors (assignments for the benefit of creditors and equity receiverships),
these procedures lack the nationwide organizational structure of a national bankruptcy system
and also face significant obstacles from the holdout problem.

State laws also provide no ready mechanism for debtor relief outside of the statutes of
limitation. There are generally long statutory periods for filing contractual debt collection suits
(generally 3-6 years from default), and even longer periods (generally 10 or more years) for
collecting judgments. In some states, like New York, the debtor can unwittingly revive an
expired limitations period by acknowledging the debt. New York General Obligations Law 17-
101.

In New York prior to 2021, any payment on a debt or acknowledgement of the debt—
even though the debt was barred by the statute of limitations at the time of payment or
acknowledgment - renewed the statute of limitations period (generally for another six years).
See Empire Purveyors v. Weinberg, No. 603282/06, 2008 N.Y. Misc LEXIS 8842, 2008 Slip Op
31380U (N.Y. Co. 2008), aff’d, 60 A.D.3d 508, 885 N.Y.S.2d 905 (1st Dept. 2009). Debt
collectors often requested a small token payment, claiming that it would be a sign of good faith,
when in fact they were seeking to extend or renew a limitations period that that debtor did not
know expired and was not intending to renew.

In 2021, New York adopted the Consumer Credit Fairness Act, which makes major
changes in debt collection law. It requires creditors (or their attorneys) to deliver to the court for
mailing to the defendants special notices when commencing the action, or when seeking default
or summary judgment, requires creditors to provide affidavits from the original creditor attesting
to the validity of the debt, establishes a 3-year statute of limitations for the collection of
consumer debts, and provides that “any subsequent payment toward, written or oral affirmation
of or other activity on the debt does not revive or extend the limitations period.” The Act only
applies to consumer debts, but is a major change in the law.

In many states the judgment limitation periods can be extended by filing renewal suits
before the limitations period expires, potentially saddling a debtor with liability for a lifetime.
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The statute of limitations on the enforcement of liens can run for a decade or more. Statute of
limitations periods thus provide only limited relief for debtors.

Debtors saddled with debts that they are unable to pay are discouraged from engaging in
gainful employment when much of the benefit would go to the debtor’s creditors, creating a
cycle of poverty. Debtors who know that they would be unable to rid themselves of debt may be
unable or unwilling to incur debt for entrepreneurial investment, hampering the growth of the
economy. For these basic reasons, successful economies have recognized that debt relief is an
important ingredient for both fairness and economic growth.

The bankruptcy system is designed to pick up where state law leaves off by providing for
orderly collective creditor action, providing for the discharge of debts that are not paid through
the bankruptcy process, and addressing the holdout problem by facilitating orderly and fair
reorganization proceedings. In liquidation cases, an independent trustee will have time to achieve
high sale process, and the distribution rules assure that similarly situated creditors will be treated
similarly. Individual debtors can receive a discharge of their debts, allowing them to receive a
fresh start and return as productive members of society. In reorganization cases, creditors are
assured of receiving more than they would receive in a liquidation, and are protected by detailed
rules designed to assure a measure of fairness to all parties. All parties are also protected by a
legal framework designed to provide full and prompt financial disclosure by the debtor, and an
expeditious hearing process before specialized bankruptcy judges who are experts in bankruptcy
law to resolve any disputes that may arise.

3.2. Structure of the Bankruptcy Code

The federal bankruptcy system is grounded on a grant of power contained in the United
States Constitution. The grant gave Congress the power to create “uniform laws on the subject of
bankruptcies.” While there were long periods during the 18" and 19" Centuries during which
Congress decided not to enact uniform bankruptcy laws, there has been a continuous federal
bankruptcy system in effect since 1898.

Congress revamped the bankruptcy laws in 1978 by passing the Bankruptcy Reform Act
of 1978 (Pub.L. 95-598, 92 Stat. 2549, November 6, 1978), which has become known simply as
the “Bankruptcy Code” or “Code,” and will be referred to as such throughout this book.

The original structure of the Code remains intact, although there have been several
significant amendments, the most significant being the Bankruptcy Abuse Prevention and
Consumer Protection Act of 2005, Pub.L. 109-8, 119 Stat. 23, known as “BAPCPA.” BAPCPA
was a poorly drafted law cobbled together by special interests without the usual vetting process
by the bankruptcy bench and bar that had been used in previous amendments. Major portions of
BAPCPA did not go into effect immediately, and the media spread alarm that bankruptcy would
no longer be available to consumer debtors, resulting in a tremendous rush by individuals to file
prior to the effective date. As a result, nearly 2 million people filed bankruptcy in 2006, with
bankruptcy lawyers serving lines of people waiting to get their cases filed before the deadline.
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In fact, as we will see, while the law created a great deal of unnecessary paperwork and
complexity, and substituted rigid tests that are easily circumvented for the flexible tests that the
courts used previously, the law did not disqualify most of the people who need relief from
eligibility. However, BAPCPA’s complexity and confusion have made it more difficult for
general practitioners to handle bankruptcy cases part time. The bankruptcy bar has become
smaller and more specialized as a result of BAPCPA. We will look in this chapter at the some of
the most significant changes wrought by BAPCPA, including the dreaded “means test” and the
automatic dismissal rules.

The Bankruptcy Code is Title 11 of the United States Code. It is divided into chapters —
all odd numbers except Chapter 12. Chapters 1, 3 and 5 contain general rules applicable to each
of the remaining chapter proceedings. Cases are filed under a specific chapter proceeding:

Chapter 7: Straight bankruptcy liquidation

Chapter 9: Municipalities (government entities)

Chapter 11: Business reorganizations

Chapter 12: Family farmer and fisherman reorganizations
Chapter 13: Mostly consumer reorganizations

Chapter 15: Transnational reorganizations

Chapter 7 is what most people think bankruptcy is about. The debtor turns over all of his,
her or its non-exempt assets to an independent Chapter 7 trustee. The trustee liquidates the assets
(turns them into money usually by selling them), and uses the proceeds of the liquidation pay
claims in an order of priority: expenses of liquidation and administration first, certain priority
claims second, and then general unsecured claims. Individual debtors receive a discharge of their
debts. Entity debtors become empty shells and for all practical purposes suffer corporate death. A
better term may be corporate zombies, since the entity must technically be wound up and
terminated under state law to cease to exist, but they are empty shell entities that cannot
generally be used for any other purpose since the shells continue to owe all unpaid creditors.
Chapter 7 proceedings are fast, with most cases completed within four to six months after filing.

Until recently, Chapter 9 was a sleepy and ill-defined chapter of the Bankruptcy Code.
Recently, however, it has become a hotbed of activity, with major cities like Detroit, Michigan,
filing for bankruptcy relief, and great uncertainty about what can be done to revitalize moribund
governmental entities. These cases pit former government workers relying on promised pensions
against bondholders, creditors, continuing workers and taxpayers. Many municipalities appear to
be sitting on the sidelines awaiting clarity from the courts about what can be done in a Chapter 9
case.

Chapter 11 is the most important reorganization chapter in terms of the amount of money
at stake, but involves only a tiny fraction of the cases that are filed each year. Chapter 11 is
expensive. Even small simple Chapter 11 cases can cost $100,000 in fees, and large cases can
cost hundreds of millions of dollars in fees. Chapter 11 cases pit the largest and most expensive
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law and investment firms in the country against each other. Chapter 11 is designed for flexibility,
allowing virtually limitless reorganization agreements to be reached between creditors and
debtors, and overcoming the holdout problem with a special majority voting structure. Because
of its flexibility and consequent expense, Chapter 11 is appropriate only for individuals or
businesses seeking to reorganize significant assets.

Almost anything can be done to reorganize a debtor in Chapter 11 with the requisite
levels of consent from creditors. The trick is proposing a plan which will cause as much pain to
creditors as possible while still receiving the affirmative votes of the requisite majorities. Debtor
who cannot obtain the requisite votes must “cramdown” the plan on non-consenting classes of
creditors in the limited ways allowed by the bankruptcy code.

While lawyers handling Chapter 11 cases perform legal work that is custom tailed to the
particular case, those handling Chapter 12 and 13 cases work from an off-the-rack reorganization
plan structure. Like Chapter 7, Chapters 12 and 13 are structured simply, limiting what the
debtor can do to reorganize its business. There is no voting and no need to reach agreements
with the majority of creditors — the plan either meets the requirements for confirmation or it does
not, and the bankruptcy law says what can and cannot be done to restructure creditor claims.

Chapter 15 is a new provision for foreign parties that have filed a bankruptcy or
bankruptcy-like proceeding in another country to obtain assistance through an ancillary
proceeding in the United States to deal with assets located in the United States.

3.3. Jurisdiction and Venue of Bankruptcy Cases

The Bankruptcy Code has been plagued by jurisdictional uncertainty since it was enacted.
The main source of dispute has been the tension between Congress’s power under Article I of the
Constitution to create uniform bankruptcy laws, and the requirements of Article III for an
independent judiciary. The tension results from Congress’s decision not to form the bankruptcy
courts in conformity with the mandates of Article III — specifically, bankruptcy judges do not
have life tenure and un-diminishable salaries as required by Article III. Ironically, Congress’s
decision not to establish the bankruptcy courts under Article III was made to placate the existing
Article III judiciary who felt that their prestige and power would be diminished by the granting
of Article III status to the large number of bankruptcy judges needed to administer the
bankruptcy system.

The entire bankruptcy system was plunged into a crisis in 1982 (only four years after the
enactment of the new law) when the Supreme Court issued its famous decision in Northern
Pipeline, printed below, holding that the bankruptcy system was unconstitutional because it gave
the non-Article 3 bankruptcy judges the power to adjudicate an ordinary breach of contract
dispute.

It 1s important to distinguish the bankruptcy jurisdictional problem (Article I v. Article
III) from the normal subject matter jurisdiction issue involving the power of the federal
government vis a vis the states (which cannot be waived by the litigants since it involves state
rights). What is at stake under Article 1 is the litigant’s constitutional right to have a judge with
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the protections of life tenure and un-diminishable salary decide the case. Congress could easily
cure the Article 1 problem by endowing bankruptcy judges with the protections of Article III, but
that solution has not been in the political cards, so doubts about the constitutionality of the
bankruptcy system persist.

3.4. Cases on the Constitutional Limits of Bankruptcy Jurisdiction
3.4.1. NORTHERN PIPELINE CO. v. MARATHON PIPE LINE CO.,
458 U.S. 50 (1982).

JUSTICE BRENNAN

The question presented is whether the assignment by Congress to bankruptcy judges of
the jurisdiction granted in 28 U.S.C. § 1471 (1976 ed., Supp. IV) by § 241(a) of the Bankruptcy
Act of 1978 violates Art. I1I of the Constitution.

In 1978, after almost 10 years of study and investigation, Congress enacted a
comprehensive revision of the bankruptcy laws. The Bankruptcy Act of 1978 (Act) made
significant changes in both the substantive and procedural law of bankruptcy. It is the changes in
the latter that are at issue in this case.

Before the Act, federal district courts served as bankruptcy courts and employed a
"referee" system. Bankruptcy proceedings were generally conducted before referees, except in
those instances in which the district court elected to withdraw a case from a referee. The referee's
final order was appealable to the district court. The bankruptcy courts were vested with
"summary jurisdiction"—that is, with jurisdiction over controversies involving property in the
actual or constructive possession of the court. And, with consent, the bankruptcy court also had
jurisdiction over some "plenary" matters—such as disputes involving property in the possession
of a third person.

The Act eliminates the referee system and establishes "in each judicial district, as an
adjunct to the district court for such district, a bankruptcy court which shall be a court of record
known as the United States Bankruptcy Court for the district." The judges of these courts are
appointed to office for 14-year terms by the President, with the advice and consent of the Senate.
They are subject to removal by the "judicial council of the circuit" on account of "incompetency,
misconduct, neglect of duty or physical or mental disability." In addition, the salaries of the
bankruptcy judges are set by statute and are subject to adjustment under the Federal Salary Act.

The jurisdiction of the bankruptcy courts created by the Act is much broader than that
exercised under the former referee system. Eliminating the distinction between "summary" and
"plenary" jurisdiction, the Act grants the new court’s jurisdiction over all "civil proceedings
arising under title 11 or arising in or related to cases under title 11." This jurisdictional grant
empowers bankruptcy courts to entertain a wide variety of cases involving claims that may affect
the property of the estate once a petition has been filed under Title 11. The bankruptcy courts can
hear claims based on state law as well as those based on federal law.
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This case arises out of proceedings initiated after appellant Northern filed a petition for
reorganization in January 1980. In March 1980 Northern, pursuant to the Act, filed in that court a
suit against appellee Marathon. Appellant sought damages for alleged breaches of contract and
warranty, as well as for alleged misrepresentation, coercion, and duress. Marathon sought
dismissal of the suit, on the ground that the Act unconstitutionally conferred Art. III judicial
power upon judges who lacked life tenure and protection against salary diminution.

"A Judiciary free from control by the Executive and Legislature is essential if there is a
right to have claims decided by judges who are free from potential domination by other branches
of government." United States v. Will, 449 U.S. 200, 217-218 (1980). As an inseparable element
of the constitutional system of checks and balances, and as a guarantee of judicial impartiality,
Art. III both defines the power and protects the independence of the Judicial Branch. The judicial
power of the United States must be exercised by courts having the attributes prescribed in Art.
1.

It is undisputed that the bankruptcy judges whose offices were created by the Bankruptcy
Act of 1978 do not enjoy the protections constitutionally afforded to Art. III judges.

Appellants suggest two grounds for upholding the Act's conferral of broad adjudicative
powers upon judges unprotected by Art. III. First, it is urged that Congress may establish
legislative courts that have jurisdiction to decide cases to which the Article III judicial power of
the United States extends. Second, appellants contend that even if the Constitution does require
that this bankruptcy-related action be adjudicated in an Art. III court, the Act in fact satisfies that
requirement. [T]he exercise of [bankruptcy] jurisdiction by the adjunct bankruptcy court was
made subject to appeal as of right to an Article III court. Analogizing the role of the bankruptcy
court to that of a special master, appellants urge us to conclude that this system established by
Congress satisfies the requirements of Art. III. We consider these arguments in turn.

Congress did not constitute the bankruptcy courts as legislative courts. Appellants
contend, however, that the bankruptcy courts could have been so constituted, and that as a result
the "adjunct" system in fact chosen by Congress does not impermissibly encroach upon the
judicial power.

[There are only] three narrow situations in which the grant of power to the Legislative
and Executive Branches was historically and constitutionally so exceptional that the
congressional assertion of a power to create legislative courts was consistent with, rather than
threatening to, the constitutional mandate of separation of powers. [The court discusses territorial
courts applying outside of the home jurisdiction of the United States, courts martial involving the
military, and public rights courts involving claims against the United States government to
recover money. |

We discern no such exceptional grant of power applicable in the cases before us. The
courts created by the Bankruptcy Act of 1978 do not lie exclusively outside the States of the
Federal Union. Nor do the bankruptcy courts bear any resemblance to courts-martial, which are
founded upon the Constitution's grant of plenary authority over the Nation's military forces to the
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Legislative and Executive Branches. Finally, the substantive legal rights at issue in the present
action cannot be deemed "public rights."

Recognizing that the present cases may not fall within the scope of any of our prior cases
permitting the establishment of legislative courts, appellants argue that we should recognize an
additional situation beyond the command of Art. III, sufficiently broad to sustain the Act.
Appellants contend that Congress' constitutional authority to establish "uniform Laws on the
subject of Bankruptcies throughout the United States," Art. I, § 8, cl. 4, carries with it an inherent
power to establish legislative courts capable of adjudicating "bankruptcy-related controversies."
In support of this argument, appellants [argue] that a bankruptcy court created by Congress under
its Art. I powers is constitutional, because the law of bankruptcy is a "specialized area," and
Congress has found a "particularized need" that warrants "distinctive treatment."

Appellants' contention, in essence, is that pursuant to any of its Art. I powers, Congress
may create courts free of Art. III's requirements whenever it finds that course expedient. This
contention has been rejected in previous cases. Although the cases relied upon by appellants
demonstrate that independent courts are not required for all federal adjudications, those cases
also make it clear that where Art. III does apply, all of the legislative powers specified in Art. I
and elsewhere are subject to it. The flaw in appellants' analysis is that it provides no limiting
principle. It thus threatens to supplant completely our system of adjudication in independent Art.
I tribunals and replace it with a system of "specialized" legislative courts. True, appellants
argue that under their analysis Congress could create legislative courts pursuant only to some
"specific" Art. I power, and "only when there is a particularized need for distinctive treatment."
They therefore assert that their analysis would not permit Congress to replace the independent
Art. III Judiciary through a "wholesale assignment of federal judicial business to legislative
courts." But these "limitations" are wholly illusory [citing the broad powers given to Congress
under Article I). The potential for encroachment upon powers reserved to the Judicial Branch
through the device of "specialized" legislative courts is dramatically evidenced in the jurisdiction
granted to the courts created by the Act before us. The broad range of questions that can be
brought into a bankruptcy court because they are "related to cases under title 11" is the clearest
proof that even when Congress acts through a "specialized" court, and pursuant to only one of its
many Art. [ powers, appellants' analysis fails to provide any real protection against the erosion of
Art. III jurisdiction by the unilateral action of the political Branches. In short, to accept
appellants' reasoning, would require that we replace the principles delineated in our precedents,
rooted in history and the Constitution, with a rule of broad legislative discretion that could
effectively eviscerate the constitutional guarantee of an independent Judicial Branch of the
Federal Government.

In sum, Art. III bars Congress from establishing legislative courts to exercise jurisdiction
over all matters related to those arising under the bankruptcy laws. The establishment of such
courts does not fall within any of the historically recognized situations in which the general
principle of independent adjudication commanded by Art. III does not apply. Nor can we discern
any persuasive reason, in logic, history, or the Constitution, why the bankruptcy courts here
established lie beyond the reach of Art. III.
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Appellants advance a second argument for upholding the constitutionality of the Act: that
"viewed within the entire judicial framework set up by Congress," the bankruptcy court is merely
an "adjunct" to the district court, and that the delegation of certain adjudicative functions to the
bankruptcy court is accordingly consistent with the principle that the judicial power of the United
States must be vested in Art. III courts. As support for their argument, appellants rely principally
upon cases in which we approved the use of administrative agencies and magistrates as adjuncts
to Art. III courts. Congress possesses broad discretion to assign fact-finding functions to an
adjunct created to aid in the adjudication of congressionally created statutory rights, Congress
[does not] possess the same degree of discretion in assigning traditionally judicial power to
adjuncts engaged in the adjudication of rights not created by Congress. When Congress creates a
statutory right, it clearly has the discretion, in defining that right, to create presumptions, or
assign burdens of proof, or prescribe remedies; it may also provide that persons seeking to
vindicate that right must do so before particularized tribunals created to perform the specialized
adjudicative tasks related to that right. Such provisions do, in a sense, affect the exercise of
judicial power, but they are also incidental to Congress' power to define the right that it has
created. No comparable justification exists, however, when the right being adjudicated is not of
congressional creation.

The Bankruptcy Act vests all "essential attributes" of the judicial power of the United
States in the "adjunct" bankruptcy court. First, the subject-matter jurisdiction of the bankruptcy
courts encompasses not only traditional matters of bankruptcy, but also "all civil proceedings
arising under title 11 or arising in or related to cases under title 11." Second, the bankruptcy
courts exercise "all of the jurisdiction" conferred by the Act on the district courts [not just a fact-
finding function]. Third, the bankruptcy courts exercise all ordinary powers of district courts,
including the power to preside over jury trials, the power to issue declaratory judgments, the
power to issue writs of habeas corpus, and the power to issue any order, process, or judgment
appropriate for the enforcement of the provisions of Title 11. Fourth, the judgments of the
bankruptcy courts are apparently subject to review only under the deferential "clearly erroneous"
standard. Finally, the bankruptcy courts issue final judgments, which are binding and enforceable
even in the absence of an appeal. In short, the "adjunct" bankruptcy courts created by the Act
exercise jurisdiction behind the facade of a grant to the district courts, and are exercising powers
far greater than those lodged in the adjuncts approved [in our prior decisions. ]

We conclude that the Bankruptcy Act of 1978 has impermissibly removed most, if not
all, of "the essential attributes of the judicial power" from the Art. III district court, and has
vested those attributes in a non-Art. III adjunct. Such a grant of jurisdiction cannot be sustained
as an exercise of Congress' power to create adjuncts to Art. III courts.

Having concluded that the broad grant of jurisdiction to the bankruptcy courts is
unconstitutional, we must now determine whether our holding should be applied retroactively to
the effective date of the Act. . .. We hold, therefore, that our decision today shall apply only
prospectively.

The judgment of the District Court is affirmed. However, we stay our judgment until
October 4, 1982. This limited stay will afford Congress an opportunity to reconstitute the

Bankruptcy Law and Practice 5" Ed. 57

www.cali.org
CC BY-NC-SA 4.0


https://www.cali.org/

bankruptcy courts or to adopt other valid means of adjudication, without impairing the interim
administration of the bankruptcy laws.

It is so ordered.
3.5. The Aftermath of Northern Pipeline

In Northern Pipeline, the Supreme Court took the highly unusual step of allowing the
unconstitutional bankruptcy court system to continue operating by staying its decision to allow
Congress time to fix the jurisdictional problem. After Congress continued to diddle, the Supreme
Court granted a further stay of its decision to December 24, 1982, hoping that Congress would
reach agreement on a bankruptcy bill before then. No resolution could be reached, and the
Bankruptcy Courts were set to be closed on Christmas Day, December 25, 1982.

To avert the crises that would be caused by the closure of the Bankruptcy Court system,
every District Court in the country passed an “emergency rule” drafted by a group of judges in
last minute negotiations. The emergency rule required each District Court to appoint the
Bankruptcy Judges as “adjuncts,” operating under a modified jurisdictional scheme.

In 1984, Congress codified the emergency rule into 28 U.S.C. Section 157, under which
the Bankruptcy Courts now operate. The new jurisdictional scheme allows but does not require
the District Courts to refer bankruptcy matters to the Bankruptcy Courts, but every District Court
in the country promptly followed the procedure by issuing a general order referring all
bankruptcy cases to the Bankruptcy Courts.

The new jurisdictional scheme creates two classes of matters that may come before the
Bankruptcy Courts: “core matters” that the Bankruptcy Courts can finally decide subject to
appeal, and “non-core related” matters that the Bankruptcy Courts can hear, but can only issue
proposed findings of fact and conclusions of law to the District Courts for final determination.
However, the list of “core matters” was (and is) quite broad raising the specter of further clashes
in the Supreme Court. The bankruptcy world braced for another eminent crisis in the Supreme
Court, but what followed was more than 20 years of silence. After the procedural mess that
followed the Marathon decision, the Supreme Court simply refused to hear any major challenges
to the Bankruptcy Court’s jurisdictional scheme — until recently. The silence came to an end in
the next two cases, which have left many in the bankruptcy community wondering exactly what
the non-Article III bankruptcy court can and cannot do.

3.6. Cases on the Constitutional Limits of Bankruptcy Jurisdiction after
Marathon
3.6.1. STERN v. MARSHALL, 564 U.S. 2, 131 S. Ct. 2594 (2011).
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CHIEF JUSTICE ROBERTS

This "suit has, in course of time, become so complicated, that ... no two ... lawyers can
talk about it for five minutes, without coming to a total disagreement as to all the premises.
Innumerable children have been born into the cause: innumerable young people have married
into it;" and, sadly, the original parties "have died out of it." A "long procession of [judges] has
come in and gone out" during that time, and still the suit "drags its weary length before the
Court."

Those words were not written about this case, see C. Dickens, Bleak House, in 1 Works
of Charles Dickens 4-5 (1891), but they could have been. This is the second time we have had
occasion to weigh in on this long-running dispute between Vickie Lynn Marshall and E. Pierce
Marshall over the fortune of J. Howard Marshall II, a man believed to have been one of the
richest people in Texas. The Marshalls' litigation has worked its way through state and federal
courts in Louisiana, Texas, and California, and two of those courts—a Texas state probate court
and the Bankruptcy Court for the Central District of California—have reached contrary decisions
on its merits. The Court of Appeals below held that the Texas state decision controlled, after
concluding that the Bankruptcy Court lacked the authority to enter final judgment on a
counterclaim that Vickie brought against Pierce in her bankruptcy proceeding. To determine
whether the Court of Appeals was correct in that regard, we must resolve two issues: (1) whether
the Bankruptcy Court had the statutory authority under 28 U.S.C. § 157(b) to issue a final
judgment on Vickie's counterclaim; and (2) if so, whether conferring that authority on the
Bankruptcy Court is constitutional.

Although the history of this litigation is complicated, its resolution ultimately turns on
very basic principles. Article III, § 1, of the Constitution commands that "[t]he judicial Power of
the United States, shall be vested in one supreme Court, and in such inferior Courts as the
Congress may from time to time ordain and establish." That Article further provides that the
judges of those courts shall hold their offices during good behavior, without diminution of salary.
Those requirements of Article III were not honored here. The Bankruptcy Court in this case
exercised the judicial power of the United States by entering final judgment on a common law
tort claim, even though the judges of such courts enjoy neither tenure during good behavior nor
salary protection. We conclude that, although the Bankruptcy Court had the statutory authority to
enter judgment on Vickie's counterclaim, it lacked the constitutional authority to do so.

Of current relevance are two claims Vickie filed in an attempt to secure half of J.
Howard's fortune. Known to the public as Anna Nicole Smith, Vickie was J. Howard's third wife
and married him about a year before his death. Although J. Howard bestowed on Vickie many
monetary and other gifts during their courtship and marriage, he did not include her in his will.
Before J. Howard passed away, Vickie filed suit in Texas state probate court, asserting that
Pierce—J. Howard's younger son—fraudulently induced J. Howard to sign a living trust that did
not include her, even though J. Howard meant to give her half his property. Pierce denied any
fraudulent activity and defended the validity of J. Howard's trust and, eventually, his will.
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After J. Howard's death, Vickie filed a petition for bankruptcy in the Central District of
California. Pierce filed a complaint in that bankruptcy proceeding, contending that Vickie had
defamed him by inducing her lawyers to tell members of the press that he had engaged in fraud
to gain control of his father's assets. The complaint sought a declaration that Pierce's defamation
claim was not dischargeable in the bankruptcy proceedings. Pierce subsequently filed a proof of
claim for the defamation action, meaning that he sought to recover damages for it from Vickie's
bankruptcy estate. Vickie responded to Pierce's initial complaint by asserting truth as a defense
to the alleged defamation and by filing a counterclaim for tortious interference with the gift she
expected from J. Howard. As she had in state court, Vickie alleged that Pierce had wrongfully
prevented J. Howard from taking the legal steps necessary to provide her with half his property

On November 5, 1999, the Bankruptcy Court issued an order granting Vickie summary
judgment on Pierce's claim for defamation. On September 27, 2000, after a bench trial, the
Bankruptcy Court issued a judgment on Vickie's counterclaim in her favor. The court later
awarded Vickie over $400 million in compensatory damages and $25 million in punitive
damages.

In post-trial proceedings, Pierce argued that the Bankruptcy Court lacked jurisdiction
over Vickie's counterclaim. In particular, Pierce renewed a claim he had made earlier in the
litigation, asserting that the Bankruptcy Court's authority over the counterclaim was limited
because Vickie's counterclaim was not a "core proceeding." The Bankruptcy Court in this case
concluded that Vickie's counterclaim was "a core proceeding" under [28 U.S.C.} § 157(b)(2)(C),
and the court therefore had the "power to enter judgment" on the counterclaim under § 157(b)(1).

The District Court disagreed. It . . . understood this Court's precedent to "suggest|[] that it
would be unconstitutional to hold that any and all counterclaims are core." 264 B.R. 609, 629-
630 (C.D. Cal. 2001). Because the District Court concluded that Vickie's counterclaim was not
core, the court determined that it was required to treat the Bankruptcy Court's judgment as
"proposed|,] rather than final," and engage in an "independent review" of the record. Although
the Texas state court had by that time conducted a jury trial on the merits of the parties' dispute
and entered a judgment in Pierce's favor, the District Court declined to give that judgment
preclusive effect and went on to decide the matter itself. Like the Bankruptcy Court, the District
Court found that Pierce had tortiously interfered with Vickie's expectancy of a gift from J.
Howard. The District Court awarded Vickie compensatory and punitive damages, each in the
amount of $44,292,767.33.

The Court of Appeals reversed the District Court on a different ground, and we—in the
first visit of the case to this Court—reversed the Court of Appeals on that issue. On remand from
this Court, the Court of Appeals held that § 157 mandated "a two-step approach" under which a
bankruptcy judge may issue a final judgment in a proceeding only if the matter both "meets
Congress' definition of a core proceeding and arises under or arises in title 11," the Bankruptcy
Code. The court also reasoned that allowing a bankruptcy judge to enter final judgments on all
counterclaims raised in bankruptcy proceedings "would certainly run afoul" of this Court's
decision in Northern Pipeline. With those concerns in mind, the court concluded that "a
counterclaim under § 157(b)(2)(C) is properly a “core' proceeding ‘arising in a case under' the
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[Bankruptcy] Code only if the counterclaim is so closely related to [a creditor's] proof of claim
that the resolution of the counterclaim is necessary to resolve the allowance or disallowance of
the claim itself." The court ruled that Vickie's counterclaim did not meet that test. That holding
made "the Texas probate court's judgment ... the earliest final judgment entered on matters
relevant to this proceeding," and therefore the Court of Appeals concluded that the District Court
should have "afford[ed] preclusive effect" to the Texas "court's determination of relevant legal
and factual issues."

[The Court then reviewed the operation of 28 U.S.C. § 157.]

Vickie's counterclaim against Pierce for tortious interference is a "core proceeding" under
the plain text of § 157(b)(2)(C). That provision specifies that core proceedings include
"counterclaims by the estate against persons filing claims against the estate." In past cases, we
have suggested that a proceeding's "core" status alone authorizes a bankruptcy judge, as a
statutory matter, to enter final judgment in the proceeding. We have not directly addressed the
question, however, and Pierce argues that a bankruptcy judge may enter final judgment on a core
proceeding only if that proceeding also "aris[es] in" a Title 11 case or "aris[es] under" Title 11
itself.

[The Court concludes that all proceedings that “arise under” or “arise in a case under” Title 11
are “Core Proceedings” within the meaning of 28 U.S.C. § 157, and that only matters merely
“related to” Title 11 are non-core matters. |

Pierce argues, as another alternative to reaching the constitutional question, that the
Bankruptcy Court lacked jurisdiction to enter final judgment on his defamation claim. Section
157(b)(5) provides that "[t]he district court shall order that personal injury tort and wrongful
death claims shall be tried in the district court in which the bankruptcy case is pending, or in the
district court in the district in which the claim arose." Pierce asserts that his defamation claim is a
"personal injury tort," that the Bankruptcy Court therefore had no jurisdiction over that claim,
and that the court therefore necessarily lacked jurisdiction over Vickie's counterclaim as well.
Vickie contends that § 157(b)(5) simply specifies the venue in which "personal injury tort and
wrongful death claims" should be tried. Given the limited scope of that provision, Vickie argues,
a party may waive or forfeit any objections under § 157(b)(5), in the same way that a party may
waive or forfeit an objection to the bankruptcy court finally resolving a non-core claim. Vickie
asserts that in this case Pierce consented to the Bankruptcy Court's adjudication of his
defamation claim, and forfeited any argument to the contrary, by failing to seek withdrawal of
the claim until he had litigated it before the Bankruptcy Court for 27 months. On the merits,
Vickie contends that the statutory phrase "personal injury tort and wrongful death claims" does
not include non-physical torts such as defamation.

We need not determine what constitutes a "personal injury tort" in this case because we
agree with Vickie that § 157(b)(5) is not jurisdictional, and that Pierce consented to the
Bankruptcy Court's resolution of his defamation claim.
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We agree with Vickie that Pierce not only could but did consent to the Bankruptcy
Court's resolution of his defamation claim. . . . Pierce identifies no point in the record where he
argued to the Bankruptcy Court that it lacked the authority to adjudicate his proof of claim
because the claim sought recompense for a personal injury tort. Indeed, Pierce apparently did not
object to any court that § 157(b)(5) prohibited the Bankruptcy Court from resolving his
defamation claim until over two years—and several adverse discovery rulings—after he filed
that claim in June 1996. Given Pierce's course of conduct before the Bankruptcy Court, we
conclude that he consented to that court's resolution of his defamation claim (and forfeited any
argument to the contrary). . . . Instead, Pierce repeatedly stated to the Bankruptcy Court that he
was happy to litigate there. We will not consider his claim to the contrary, now that he is sad.

Although we conclude that § 157(b)(2)(C) permits the Bankruptcy Court to enter final
judgment on Vickie's counterclaim, Article I1I of the Constitution does not.

[The Court then reviewed its prior jurisdictional decisions through Northern Pipeline]

After our decision in Northern Pipeline, Congress revised the statutes governing
bankruptcy jurisdiction and bankruptcy judges. In the 1984 Act, Congress provided that the
judges of the new bankruptcy courts would be appointed by the courts of appeals for the circuits
in which their districts are located. 28 U.S.C. § 152(a). And, as we have explained, Congress
permitted the newly constituted bankruptcy courts to enter final judgments only in "core"
proceedings.

With respect to such "core" matters, however, the bankruptcy courts under the 1984 Act
exercise the same powers they wielded under the Bankruptcy Act of 1978 (1978 Act), 92 Stat.
2549. As in Northern Pipeline, for example, the newly constituted bankruptcy courts are charged
under § 157(b)(2)(C) with resolving "[a]ll matters of fact and law in whatever domains of the
law to which" a counterclaim may lead. As in Northern Pipeline, the new courts in core
proceedings "issue final judgments, which are binding and enforceable even in the absence of an
appeal." And, as in Northern Pipeline, the district courts review the judgments of the bankruptcy
courts in core proceedings only under the usual limited appellate standards. That requires marked
deference to, among other things, the bankruptcy judges' findings of fact. See Fed. Rule Bkrtcy.
Proc. 8013 (findings of fact "shall not be set aside unless clearly erroneous").

Vickie and the dissent argue that the Bankruptcy Court's entry of final judgment on her
state common law counterclaim was constitutional, despite the similarities between the
bankruptcy courts under the 1978 Act and those exercising core jurisdiction under the 1984 Act.
We disagree. It is clear that the Bankruptcy Court in this case exercised the "judicial Power of
the United States" in purporting to resolve and enter final judgment on a state common law
claim, just as the court did in Northern Pipeline. . . . Here Vickie's claim is a state law action
independent of the federal bankruptcy law and not necessarily resolvable by a ruling on the
creditor's proof of claim in bankruptcy.

Nor can the bankruptcy courts under the 1984 Act be dismissed as mere adjuncts of
Article III courts, any more than could the bankruptcy courts under the 1978 Act. The judicial
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powers the courts exercise in cases such as this remain the same, and a court exercising such
broad powers is no mere adjunct of anyone. . . .

Vickie's claimed right to relief does not flow from a federal statutory scheme. It is not
"completely dependent upon" adjudication of a claim created by federal law. And Pierce did not
truly consent to resolution of Vickie's claim in the bankruptcy court proceedings. He had
nowhere else to go if he wished to recover from Vickie's estate.

Furthermore, the asserted authority to decide Vickie's claim is not limited to a
"particularized area of the law." This is not a situation in which Congress devised an "expert and
inexpensive method for dealing with a class of questions of fact which are particularly suited to
examination and determination by an administrative agency specially assigned to that task." The
"experts" in the federal system at resolving common law counterclaims such as Vickie's are the
Article III courts, and it is with those courts that her claim must stay.

We recognize that there may be instances in which the distinction between public and
private rights—at least as framed by some of our recent cases—fails to provide concrete
guidance as to whether, for example, a particular agency can adjudicate legal issues under a
substantive regulatory scheme. Given the extent to which this case is so markedly distinct from
the agency cases discussing the public rights exception in the context of such a regime, however,
we do not in this opinion express any view on how the doctrine might apply in that different
context.

What is plain here is that this case involves the most prototypical exercise of judicial
power: the entry of a final, binding judgment by a court with broad substantive jurisdiction, on a
common law cause of action, when the action neither derives from nor depends upon any agency
regulatory regime. If such an exercise of judicial power may nonetheless be taken from the
Article III Judiciary simply by deeming it part of some amorphous "public right," then Article I1I
would be transformed from the guardian of individual liberty and separation of powers we have
long recognized into mere wishful thinking.

Vickie and the dissent next attempt to distinguish Northern Pipeline on the ground that
Pierce . . . had filed a proof of claim in the bankruptcy proceedings. Given Pierce's participation
in those proceedings, Vickie argues, the Bankruptcy Court had the authority to adjudicate her
counterclaim under our decisions in Katchen v. Landy, 382 U.S. 323, 86 S. Ct. 467, 15 L.Ed.2d
391 (1966), and Langenkamp v. Culp, 498 U.S. 42, 111 S. Ct. 330, 112 L..Ed.2d 343 (1990) (per

curiam).

We do not agree. As an initial matter, it is hard to see why Pierce's decision to file a claim
should make any difference with respect to the characterization of Vickie's counterclaim.
"*[P]roperty interests are created and defined by state law," and “[u]nless some federal interest
requires a different result, there is no reason why such interests should be analyzed differently
simply because an interested party is involved in a bankruptcy proceeding." Pierce's claim for
defamation in no way affects the nature of Vickie's counterclaim for tortious interference as one
at common law that simply attempts to augment the bankruptcy estate—the very type of claim
that we held in Northern Pipeline must be decided by an Article III court.
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Contrary to Vickie's contention, moreover, our decisions in Katchen and Langenkamp do
not suggest a different result. Katchen permitted a bankruptcy referee acting under the
Bankruptcy Acts of 1898 and 1938 (akin to a bankruptcy court today) to exercise what was
known as "summary jurisdiction" over a voidable preference claim brought by the bankruptcy
trustee against a creditor who had filed a proof of claim in the bankruptcy proceeding. A
voidable preference claim asserts that a debtor made a payment to a particular creditor in
anticipation of bankruptcy, to in effect increase that creditor's proportionate share of the estate.
The preferred creditor's claim in bankruptcy can be disallowed as a result of the preference, and
the amounts paid to that creditor can be recovered by the trustee.

Although the creditor in Katchen objected that the preference issue should be resolved
through a "plenary suit" in an Article III court, this Court concluded that summary adjudication
in bankruptcy was appropriate, because it was not possible for the referee to rule on the creditor's
proof of claim without first resolving the voidable preference issue. There was no question that
the bankruptcy referee could decide whether there had been a voidable preference in determining
whether and to what extent to allow the creditor's claim. Once the referee did that, "nothing
remains for adjudication in a plenary suit"; such a suit "would be a meaningless gesture." The
plenary proceeding the creditor sought could be brought into the bankruptcy court because "the
same issue [arose] as part of the process of allowance and disallowance of claims."

It was in that sense that the Court stated that "he who invokes the aid of the bankruptcy
court by offering a proof of claim and demanding its allowance must abide the consequences of
that procedure." Our per curiam opinion in Langenkamp is to the same effect. . . .

In ruling on Vickie's counterclaim, the Bankruptcy Court was required to and did make
several factual and legal determinations that were not "disposed of in passing on objections" to
Pierce's proof of claim for defamation, which the court had denied almost a year earlier. There
was some overlap between Vickie's counterclaim and Pierce's defamation claim that led the
courts below to conclude that the counterclaim was compulsory, or at least in an "attenuated"
sense related to Pierce's claim. But there was never any reason to believe that the process of
adjudicating Pierce's proof of claim would necessarily resolve Vickie's counterclaim.

In both Katchen and Langenkamp, moreover, the trustee bringing the preference action
was asserting a right of recovery created by federal bankruptcy law. Vickie's claim, in contrast, is
in no way derived from or dependent upon bankruptcy law; it is a state tort action that exists
without regard to any bankruptcy proceeding.

Vickie additionally argues that the Bankruptcy Court's final judgment was constitutional
because bankruptcy courts under the 1984 Act are properly deemed "adjuncts" of the district
courts. We rejected a similar argument in Northern Pipeline, and our reasoning there holds true
today.

To begin, as explained above, it is still the bankruptcy court itself that exercises the
essential attributes of judicial power over a matter such as Vickie's counterclaim. The new
bankruptcy courts, like the old, do not "ma[k]e only specialized, narrowly confined factual
determinations regarding a particularized area of law" or engage in "statutorily channeled fact-
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finding functions." Instead, bankruptcy courts under the 1984 Act resolve "[a]ll matters of fact
and law in whatever domains of the law to which" the parties' counterclaims might lead.

In addition, a bankruptcy court resolving a counterclaim under 28 U.S.C. § 157(b)(2)(C)
has the power to enter "appropriate orders and judgments"—including final judgments—subject
to review only if a party chooses to appeal. It is thus no less the case here than it was in Northern
Pipeline that "[t]he authority—and the responsibility—to make an informed, final determination
... remains with" the bankruptcy judge, not the district court. Given that authority, a bankruptcy
court can no more be deemed a mere "adjunct" of the district court than a district court can be
deemed such an "adjunct" of the court of appeals. We certainly cannot accept the dissent's notion
that judges who have the power to enter final, binding orders are the "functional" equivalent of
"law clerks and the Judiciary's administrative officials." And even were we wrong in this regard,
that would only confirm that such judges should not be in the business of entering final
judgments in the first place.

It does not affect our analysis that, as Vickie notes, bankruptcy judges under the current
Act are appointed by the Article III courts, rather than the President. [f—as we have concluded—
the bankruptcy court itself exercises "the essential attributes of judicial power [that] are reserved
to Article III courts," it does not matter who appointed the bankruptcy judge or authorized the
judge to render final judgments in such proceedings. The constitutional bar remains.

Finally, Vickie and her amici predict as a practical matter that restrictions on a
bankruptcy court's ability to hear and finally resolve compulsory counterclaims will create
significant delays and impose additional costs on the bankruptcy process. It goes without saying
that "the fact that a given law or procedure is efficient, convenient, and useful in facilitating
functions of government, standing alone, will not save it if it is contrary to the Constitution."

In addition, we are not convinced that the practical consequences of such limitations on
the authority of bankruptcy courts to enter final judgments are as significant as Vickie and the
dissent suggest. The dissent asserts that it is important that counterclaims such as Vickie's be
resolved "in a bankruptcy court," and that, "to be effective, a single tribunal must have broad
authority to restructure [debtor-creditor] relations." But the framework Congress adopted in the
1984 Act already contemplates that certain state law matters in bankruptcy cases will be resolved
by judges other than those of the bankruptcy courts. 1334(c)(2), for example, requires that
bankruptcy courts abstain from hearing specified non-core, state law claims that "can be timely
adjudicated[] in a State forum of appropriate jurisdiction." Section 1334(c)(1) similarly provides
that bankruptcy courts may abstain from hearing any proceeding, including core matters, "in the
interest of comity with State courts or respect for State law."

As described above, the current bankruptcy system also requires the district court to
review de novo and enter final judgment on any matters that are "related to" the bankruptcy
proceedings, § 157(c)(1), and permits the district court to withdraw from the bankruptcy court
any referred case, proceeding, or part thereof, § 157(d). Pierce has not argued that the bankruptcy
courts "are barred from “hearing' all counterclaims" or proposing findings of fact and conclusions
of law on those matters, but rather that it must be the district court that "finally decide[s]" them.
We do not think the removal of counterclaims such as Vickie's from core bankruptcy jurisdiction
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meaningfully changes the division of labor in the current statute; we agree with the United States
that the question presented here is a "narrow" one.

If our decision today does not change all that much, then why the fuss? Is there really a
threat to the separation of powers where Congress has conferred the judicial power outside
Article III only over certain counterclaims in bankruptcy? The short but emphatic answer is yes.
A statute may no more lawfully chip away at the authority of the Judicial Branch than it may
eliminate it entirely. "Slight encroachments create new boundaries from which legions of power
can seek new territory to capture." Although "[1]t may be that it is the obnoxious thing in its
mildest and least repulsive form," we cannot overlook the intrusion: "illegitimate and
unconstitutional practices get their first footing in that way, namely, by silent approaches and
slight deviations from legal modes of procedure." We cannot compromise the integrity of the
system of separated powers and the role of the Judiciary in that system, even with respect to
challenges that may seem innocuous at first blush.

Article III of the Constitution provides that the judicial power of the United States may
be vested only in courts whose judges enjoy the protections set forth in that Article. We conclude
today that Congress, in one isolated respect, exceeded that limitation in the Bankruptcy Act of
1984. The Bankruptcy Court below lacked the constitutional authority to enter a final judgment
on a state law counterclaim that is not resolved in the process of ruling on a creditor's proof of
claim. Accordingly, the judgment of the Court of Appeals is affirmed.

1t is so ordered.

3.6.2. WELLNESS INTERNATIONAL NETWORK, LTD. v. SHARIF,
135 S. Ct. 1932 (2015).

JUSTICE SOTOMAYOR delivered the opinion of the Court.

Article III, §1, of the Constitution provides that “[t]he judicial Power of the United
States, shall be vested in one supreme Court, and in such inferior Courts as the Congress may
from time to time ordain and establish.” Congress has in turn established 94 District Courts and
13 Courts of Appeals, composed of judges who enjoy the protections of Article III: life tenure
and pay that cannot be diminished. Because these protections help to ensure the integrity and
independence of the Judiciary, “we have long recognized that, in general, Congress may not
withdraw from” the Article III courts “any matter which, from its nature, is the subject of a suit
at the common law, or in equity, or in admiralty.” Stern v. Marshall

Congress has also authorized the appointment of bankruptcy and magistrate judges, who
do not enjoy the protections of Article III, to assist Article III courts in their work. The number
of magistrate and bankruptcy judgeships exceeds the number of circuit and district judges. And it
is no exaggeration to say that without the distinguished service of these judicial colleagues, the
work of the federal court system would grind nearly to a halt.

Congress’ efforts to align the responsibilities of nonArticle III judges with the boundaries
set by the Constitution have not always been successful. In Northern Pipeline and more recently
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in Stern, this Court held that Congress violated Article III by authorizing bankruptcy judges to
decide certain claims for which litigants are constitutionally entitled to an Article III
adjudication.

This case presents the question whether Article I1I allows bankruptcy judges to adjudicate
such claims with the parties’ consent. We hold that Article III is not violated when the parties
knowingly and voluntarily consent to adjudication by a bankruptcy judge.

[Omitted is the Court’s discussion of jurisdiction through the
statutory revisions made in 28 U.S.C. § 157 after Marathon.]

Absent consent, bankruptcy courts in non-core proceedings may only “submit proposed findings
of fact and conclusions of law,” which the district courts review de novo. § 157(c)(1).

Petitioner Wellness International Network is a manufacturer of health and nutrition
products. Wellness and respondent Sharif entered into a contract under which Sharif would
distribute Wellness’ products. The relationship quickly soured, and in 2005, Sharif sued
Wellness in the United States District Court for the Northern District of Texas. Sharif repeatedly
ignored Wellness’ discovery requests and other litigation obligations, resulting in an entry of
default judgment for Wellness. The District Court eventually sanctioned Sharif by awarding
Wellness over $650,000 in attorney’s fees. This case arises from Wellness’ long-running—and
so far unsuccessful—efforts to collect on that judgment.

In February 2009, Sharif filed for Chapter 7 bankruptcy in the Northern District of
Illinois. The bankruptcy petition listed Wellness as a creditor. Wellness requested documents
concerning Sharif’s assets, which Sharif did not provide. Wellness later obtained a loan
application Sharif had filed in 2002, listing more than $5 million in assets. When confronted,
Sharif informed Wellness and the Chapter 7 trustee that he had lied on the loan application. The
listed assets, Sharif claimed, were actually owned by the Soad Wattar Living Trust (Trust), an
entity Sharif said he administered on behalf of his mother, and for the benefit of his sister.
Wellness pressed Sharif for information on the Trust, but Sharif again failed to respond.
Wellness filed a five-count adversary complaint against Sharif in the Bankruptcy Court. Counts
I-IV of the complaint objected to the discharge of Sharif’s debts because, among other reasons,
Sharif had concealed property by claiming that it was owned by the Trust. Count V of the
complaint sought a declaratory judgment that the Trust was Sharif’s alter ego and that its assets
should therefore be treated as part of Sharif’s bankruptcy estate.

In his answer, Sharif admitted that the adversary proceeding was a “core proceeding”
under 28 U.S.C. §157(b)—i.e., a proceeding in which the Bankruptcy Court could enter final
judgment subject to appeal. Indeed, Sharif requested judgment in his favor on all counts of
Wellness’ complaint and urged the Bankruptcy Court to “find that the Soad Wattar Living Trust
is not property of the [bankruptcy] estate.” A familiar pattern of discovery evasion ensued.
Wellness responded by filing a motion for sanctions, or, in the alternative, to compel discovery.
Granting the motion to compel, the Bankruptcy Court warned Sharif that if he did not respond to
Wellness’ discovery requests a default judgment would be entered against him. Sharif eventually
complied with some discovery obligations, but did not produce any documents related to the
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Trust. In July 2010, the Bankruptcy Court issued a ruling finding that Sharif had violated the
court’s discovery order. It accordingly denied Sharif’s request to discharge his debts and entered
a default judgment against him in the adversary proceeding. And it declared, as requested by
count V of Wellness’ complaint, that the assets supposedly held by the Trust were in fact
property of Sharif’s bankruptcy estate because Sharif “treats [the Trust’s] assets as his own
property.” Sharif appealed to the District Court.

Six weeks before Sharif filed his opening brief in the District Court, this Court decided
Stern. In Stern, the Court held that Article III prevents bankruptcy courts from entering final
judgment on claims that seek only to “augment” the bankruptcy estate and would otherwise
“exis[t] without regard to any bankruptcy proceeding.” Sharif did not cite Stern in his opening
brief. Rather, after the close of briefing, Sharif moved for leave to file a supplemental brief,
arguing that in light of /n re Ortiz, 665 F.3d 906 (CA7 2011)—a recently issued decision
interpreting Stern—*“the bankruptcy court’s order should only be treated as a report and
recommendation.” The District Court denied Sharif's motion for supplemental briefing as
untimely and affirmed the Bankruptcy Court’s judgment.

[The Court then reviewed the lower courts opinions, including the Seventh Circuit’s
conclusion that Wellness’s claims were “Stern” claims — designated by 28 U.S.C. § 157 as core
claims but not constitutionally subject to core jurisdiction — and that Sharif could not consent to
the Bankruptcy Court’s jurisdiction because separation of powers considerations were
implicated.] We. .. now reverse the judgment of the Seventh Circuit.

Our precedents make clear that litigants may validly consent to adjudication by
bankruptcy courts. Adjudication by consent is nothing new. Indeed, “[d]uring the early years of
the Republic, federal courts, with the consent of the litigants, regularly referred adjudication of
entire disputes to non-Article III referees, masters, or arbitrators, for entry of final judgment in
accordance with the referee’s report.” The foundational case in the modern era is Commodity
Futures Trading Comm’n v. Schor, 478 U.S. 833 (1986). . . . [In Schor, the Court] explained why
this waiver legitimated the [parties’] exercise of authority: “[A]s a personal right, Article III’s
guarantee of an impartial and independent federal adjudication is subject to waiver, just as are
other personal constitutional rights”—such as the right to a jury— “that dictate the procedures by
which civil and criminal matters must be tried.” The Court went on to state that a litigant’s
waiver of his “personal right” to an Article III court is not always dispositive because Article III
“not only preserves to litigants their interest in an impartial and independent federal adjudication
of claims . . ., but also serves as ‘an inseparable element of the constitutional system of checks
and balances.’ . . . To the extent that this structural principle is implicated in a given case”—but
only to that extent— “the parties cannot by consent cure the constitutional difficulty . . . .”
Leaning heavily on the importance of Schor’s consent, the Court found no structural concern
implicated by the . . . adjudication of the counterclaims against him.

While “Congress gave the CFTC the authority to adjudicate such matters,” the Court
wrote “the decision to invoke this forum is left entirely to the parties and the power of the federal
judiciary to take jurisdiction of these matters is unaffected. In such circumstances, separation of
powers concerns are diminished, for it seems self-evident that just as Congress may encourage
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parties to settle a dispute out of court or resort to arbitration without impermissible incursions on
the separation of powers, Congress may make available a quasi-judicial mechanism through
which willing parties may, at their option, elect to resolve their differences.” The option for
parties to submit their disputes to a nonArticle III adjudicator was at most a “de minimis”
infringement on the prerogative of the federal courts. [The Court also discussed two cases under
the Federal Magistrates Act, Gomez v. United States, 490 U.S. 858 (1989), and Peretz v. United
States, 501 U.S. 923 (1991) “that reiterated the importance of consent to the constitutional
analysis.] The lesson of Schor, Peretz, and the history that preceded them is plain: The
entitlement to an Article III adjudicator is “a personal right” and thus ordinarily “subject to
waiver,”

Article III also serves a structural purpose, “barring congressional attempts ‘to transfer
jurisdiction [to non-Article III tribunals] for the purpose of emasculating’ constitutional courts
and thereby prevent[ing] ‘the encroachment or aggrandizement of one branch at the expense of
the other.”” But allowing Article I adjudicators to decide claims submitted to them by consent
does not offend the separation of powers so long as Article III courts retain supervisory authority
over the process.

The question here, then, is whether allowing bankruptcy courts to decide Stern claims by
consent would “impermissibly threate[n] the institutional integrity of the Judicial Branch.” And
that question must be decided not by “formalistic and unbending rules,” but “with an eye to the
practical effect that the” practice “will have on the constitutionally assigned role of the federal
judiciary.” The Court must weigh “the extent to which the essential attributes of judicial power
are reserved to Article III courts, and, conversely, the extent to which the non-Article III forum
exercises the range of jurisdiction and powers normally vested only in Article III courts, the
origins and importance of the right to be adjudicated, and the concerns that drove Congress to
depart from the requirements of Article III.” Applying these factors, we conclude that allowing
bankruptcy litigants to waive the right to Article III adjudication of Stern claims does not usurp
the constitutional prerogatives of Article III courts. [the Court then reviews the pervasive power
of control exercised by the District Courts over the Bankruptcy Court’s jurisdiction under 28
U.S.C. § 157].

Our recent decision in Stern, on which Sharif and the principal dissent rely heavily, does
not compel a different result. That is because Stern—Ilike its predecessor, Northern Pipeline—
turned on the fact that the litigant “did not truly consent to” resolution of the claim against it in a
non-Article III forum. [The Court distinguishes these prior cases as not involving true consent,
and responds to various arguments made by the dissent].

Sharif contends that to the extent litigants may validly consent to adjudication by a
bankruptcy court, such consent must be express. We disagree. Nothing in the Constitution
requires that consent to adjudication by a bankruptcy court be express. Nor does the relevant
statute, 28 U.S.C. §157, mandate express consent; it states only that a bankruptcy court must
obtain “the consent”—consent simpliciter—“of all parties to the proceeding” before hearing and

determining a non-core claim. § 157(c)(2). . . . It bears emphasizing, however, that a litigant’s
consent— whether express or implied—must still be knowing and voluntary. . . . [T]he key
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inquiry is whether “the litigant or counsel was made aware of the need for consent and the right
to refuse it, and still voluntarily appeared to try the case” before the non-Article II adjudicator. !

It would be possible to resolve this case by determining whether Sharif in fact consented
to the Bankruptcy Court’s adjudication. . . . But reaching that determination would require a
deeply fact bound analysis of the procedural history unique to this protracted litigation. Our
resolution of the consent question—unlike the antecedent constitutional question—would
provide little guidance to litigants or the lower courts. Thus, consistent with our role as “a court
of review, not of first view,” we leave it to the Seventh Circuit to decide on remand whether
Sharif ’s actions evinced the requisite knowing and voluntary consent, and also whether, as
Wellness contends, Sharif forfeited his Stern argument below.

The Court holds that Article III permits bankruptcy courts to decide Stern claims
submitted to them by consent. The judgment of the United States Court of Appeals for the
Seventh Circuit is therefore reversed, and the case is remanded for further proceedings consistent
with this opinion.

3.7. Practice Problems: Bankruptcy Court Jurisdiction

Problem 1: Creditor files a proof of claim against the estate. Is a counterclaim brought
against the creditor under Section 548 of the Bankruptcy Code to recover a fraudulent
conveyance a “core” matter under Section 1577 See 28 U.S.C. § 157(b)(2)(C). If so, is it
constitutional for the claim to be a “core” matter?

Problem 2: If the creditor in the previous problem did not file a proof of claim, would
Stern v. Marshall apply — would it be a “core” matter under the statute, but unconstitutional to
treat it as a “core” matter? If so, can the bankruptcy court hear the claim at all, and if so how
would the bankruptcy court’s decision be treated? See Exec. Benefits Ins. Agency v. Arkison, 134
S. Ct. 2165 (2014).

Problem 3: Is 28 U.S.C. § 157(b)(2)(O) constitutional? Can you think of any legal
matters that might arise in a bankruptcy case that would not affect the debtor-creditor or equity
security holder relationship?

Problem 4: Suppose a creditor, who was injured by the debtor’s defective product, files
a proof of claim in the bankruptcy proceeding. The debtor then files an objection to the claim.
Who will determine the merits of the claim? See 28 U.S.C. §§ 157(b)(2)(B) and 157(b)(5). Can

' FOOTNOTE 13 Even though the Constitution does not require that consent be express, it is good practice
for courts to seek express statements of consent or nonconsent, both to ensure irrefutably that any waiver of the right
to Article III adjudication is knowing and voluntary and to limit subsequent litigation over the consent issue.
Statutes or judicial rules may require express consent where the Constitution does not. Indeed, the Federal Rules of
Bankruptcy Procedure already require that pleadings in adversary proceedings before a bankruptcy court “contain a
statement that the proceeding is core or non-core and, if non-core, that the pleader does or does not consent to entry
of final orders or judgment by the bankruptcy judge.” Fed. Rule Bkrtcy. Proc. 7008. The Bankruptcy Court and the
parties followed that procedure in this case.
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the bankruptcy court hear the matter? Does the creditor need to do anything if the creditor does
not want the matter to be heard by the bankruptcy court? See Bankruptcy Rule 5011 (addressing
abstention and withdrawal of reference, but not § 157(b)(5) trials). Can the Bankruptcy Court
estimate the claim for purposes of determining the size of the creditor’s vote on confirmation of a
plan of reorganization?

Problem S: Suppose that prior to the debtor filing bankruptcy in the previous problem,
the creditor had brought a claim in state court against the debtor that was about to go to trial. As
we will see, the debtor’s bankruptcy filing prevents the creditor from proceeding with the state
court lawsuit. Can the creditor do anything to return jurisdiction over the amount of the claim to
the state court. See 28 U.S.C. § 1334(c)(1) and (2).

Problem 6: What is the “de novo” review required by 28 U.S.C. § 157(c)(1)? See
Bankruptcy Rule 9033(d)? When is withdrawal of reference mandatory under 28 U.S.C.
§ 157(d)?

3.8. Venue of Bankruptcy Cases

In which bankruptcy court should the debtor file his, her or its case? With respect to
consumer debtors the test looks at which judicial district the debtor has lived in the longest
during the 180 day period prior to bankruptcy. 28 U.S.C. § 1408(1). You have to count days in
each jurisdiction if the debtor has moved during the 180 day period before the bankruptcy is
filed.

The statute is not so clear for entities or individuals with significant business assets. The
statute focuses on where the debtor has been domiciled or resided the most during the 180 day
period, but also where the debtor’s “principal place of business or principal assets” have been
located. This would, in essence, allow a Delaware corporation, with a principal place of business
in New York and principal assets in Wyoming to forum shop.

An even greater forum shopping loophole is contained in 28 U.S.C. § 1408(2), which
through simple planning allows entities even greater leeway to forum shop. This section allows
an entity to file bankruptcy wherever a subsidiary has filed. One would think, however, that the
court would be duty bound to transfer the case to the most proper and convenient forum if the
debtor abused the venue rules by engaging in forum shopping. 28 U.S.C. § 1412 provides for
transfer on “forum non-conveniens” grounds. But as the famous case of Enron Corporation
printed below demonstrates, courts have been extremely proprietary in exercising their discretion
to transfer cases to a more convenient forum.

There has been much criticism of the broad venue shopping rules, which many believe
has corrupted the bankruptcy system by allowing corporations to choose management friendly
locals for their bankruptcy filings. Indeed, many believe that the courts in Delaware and New
York City have competed for Chapter 11 cases by issuing increasingly management friendly
rulings. The following decision, involving one of the largest bankruptcy cases ever filed by the
most Texan of companies, does nothing to dispel these criticisms.
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3.9. Cases on Bankruptcy Venue
3.9.1. IN ENRON CORP., 274 B.R. 327 (2002).

ARTHUR J. GONZALEZ, Bankruptcy Judge.

The issue before the Court is whether venue of these bankruptcy cases should be
transferred from the Southern District of New York to the Southern District of Texas.

Enron is a large, multifaceted national and international corporation with operations,
financial interests, creditors and stockholders across the United States and around the world.
Enron maintained the world's largest online energy trading site and was the world's largest trader
of electricity and natural gas.

None of the Debtors own real property located in New York. With the exceptions of
Garden State Paper Company, LLC, EMC and Operational Energy Corp., all of the Debtors have
identified their principal place of business as being Houston, Texas.

All or substantially all of certain of the Debtors' corporate books and records (such as
corporate minute books) are located at the corporate headquarters of Enron Corp. in Houston.

Approximately fifty-five current or former officers of Enron Corp. reside in Houston,
Texas or in the Southern District of Texas. Most of these inside directors reside in Houston,
Texas or elsewhere in the Southern District of Texas.

[The Court reviews Enron’s bank loans, noting that the loans were administered in the
Bank’s Houston offices, although the Banks’ main offices were in New York. |

As of December 2, 2001, the bankruptcy petition date, Enron Corp. and its affiliates
employed approximately 25,000 full and part time employees worldwide. Of these employees of
the Debtors, 4,681 worked in Houston, and sixty-three of these employees of the Debtors worked
in New York.

On November 30, 2001, Enron Corp. and/or its affiliates paid $55 million in bonuses to
587 of its "key employees." The vast majority of these key employees are located in Houston.

Most of the Debtors' real property is located in Houston. Subsidiaries of the Debtor,
Enron Corp., own interstate pipelines. The amount of ad valorem taxes owed to Texas taxing
authorities by Enron is $139,878,630.

ENRON METALS & COMMODITY CORP.

EMC is a Delaware corporation with its principal place of business in New York, New
York. EMC is engaged primarily in the business of commodities metals trading.

Using the asset values assigned by the Debtors on the date of filing, Enron Metals' assets
($265,622,903) are less than 0.5% of the assets of the consolidated Debtors ($51,523,148,911).
EMC has approximately fifty-five employees working in New York, New York. EMC has three
employees in St. Louis, five in Chicago and none in Texas.

Bankruptcy Law and Practice 5" Ed. 72

www.cali.org
CC BY-NC-SA 4.0


https://www.cali.org/
https://scholar.google.com/scholar_case?case=13543745391792754170&q=274+B.R.+327+&hl=en&as_sdt=6,33

AFFILIATED DEBTORS (INCLUDING ENRON CORP.)

Of the twenty-eight affiliated debtors, including Enron Corp., twenty-six have their
principal place of business located in Houston. For most of the affiliated debtors, including
Enron Corp., the location of the principal assets and the location of the corporate books and
records is also in Houston. Nearly all of the executives and officers reside in Houston.

THE DEBTORS' PROFESSIONALS
[The Debtor’s law firms have their main offices in
New York, but also substantial offices in Houston]
Prior to their bankruptcy, the Debtors employed 145 lawyers in their Houston offices.
FOREIGN INSOLVENCY PROCEEDINGS

A number of Enron affiliates are in insolvency, bankruptcy or administration proceedings
worldwide.

ACCESSIBILITY OF NEW YORK

New York is one of the world's most accessible locations. New York is served by three
airports with international flights, as well as major rail stations making it accessible to parties in
interest located worldwide. It is convenient with respect to both the diversity of locations served
and the frequency of service provided.

New York is located over 1,600 miles from Enron's corporate headquarters in Houston
which is located a few blocks from the United States Bankruptcy Court for the Southern District
of Texas. A roundtrip flight from Houston to New York takes approximately seven hours. The
average price of a roundtrip ticket from Houston to New York, full coach fare, is $1,807.85. No
flights departing from Houston, Texas arrive in New York prior to 10:00 a.m. Eastern Time.

REORGANIZATION PROCEEDINGS

There are six principal employees of the Debtors who are expected to be responsible for
the financial restructuring and development of a plan of reorganization, and they are based in
Houston.

DISCUSSION

Section 1408 of title 28 of the United States Code governs venue in Chapter 11 cases.
28 U.S.C. § 1408 provides . . . . Under § 1408(1), a prospective debtor may select the venue for
its Chapter 11 reorganization. Specifically, venue is proper in any jurisdiction where the debtor
maintains a domicile, residence, principal place of business or where its principal assets are
located for at least 180 days before the filing of the bankruptcy petition. Pursuant to 28 U.S.C.
§ 1408(2), venue is also proper for any affiliate that files a bankruptcy petition within a venue
where there is already a bankruptcy case pending under § 1408(1).

Applied here, EMC filed a petition under the Bankruptcy Code on December 2, 2001 For
purposes of venue under 28 U.S.C. 1408(1), the Court finds that EMC's bankruptcy petition was
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properly venued in the Southern District of New York because EMC maintains its principal place
of business within this district.

Enron Corp. is the holding company that directly or indirectly owns all the other Debtors.
Immediately after EMC's case was filed in this Court, Enron Corp., as an affiliate of EMC, filed
its petition under the Bankruptcy Code on December 2, 2001 and was assigned case number 01-
16034. Its selection of this venue was proper under 28 U.S.C. § 1408(2).

When venue is determined to be proper in the district where the bankruptcy case was
filed, the case may nevertheless be transferred, on motion by a party, pursuant to 28 U.S.C.
§ 1412. A motion to transfer venue is a core matter, as it concerns administration of the estate.
The burden is on the movant to show by a preponderance of the evidence that the transfer of
venue is warranted. The decision of whether to transfer venue is within the court's discretion
based on an individualized case-by-case analysis of convenience and fairness. A debtor's choice
of forum is entitled to great weight if venue is proper.

Pursuant to 28 U.S.C. § 1412, the Court must grant relief if it is established that a transfer
of venue would be proper if it is in (1) the interest of justice or (2) the convenience of the parties.
In considering the convenience of the parties, the Court weighs a number of factors: [proximity
of debtor, creditors, witnesses, location of assets, economic administration of estate]. The factor
given the most weight is the promotion of the economic and efficient administration of the estate.

In the context of the Debtors' cases, the factors considered cannot be viewed in an insular
manner. Rather, the standards must be applied with a broader perspective, taking into account the
national and international scope of the Debtors' businesses as well as the geographical dispersal
of the creditors involved. Moreover, the standards must be applied considering the realities of the
administration of a complex chapter 11 debtor seeking to reorganize.

Although the business relationship between the Debtors and the creditors may have been
initiated from a desk in Houston, its impact is far reaching and geographically diverse.

With respect to accessibility of this Court to all parties-in-interest, the dockets of all of
the cases pending before the Southern District of New York are currently available on the
internet at the Court's web-site by obtaining a PACER password. The electronic filing system
allows those with an interest to have access to all pleadings filed in any case.

The location of the assets is not as important where the ultimate goal is rehabilitation
rather than liquidation. Although the Debtors are seeking to sell a portion of their assets to
facilitate their financial restructuring, this is not a Chapter 7 liquidation. Furthermore, while a
debtor's location and the location of its assets are often important considerations in single asset
real estate cases, these factors take on less importance in a case where a debtor has assets in
various locations.

While the majority of the Debtor entities have their headquarters in Texas, Enron's assets
are geographically located throughout the world. Aside from the office building and other
tangible assets which are located in Texas, much of the Debtors' assets consist of contracts and
trading operations which have no tangible location. Furthermore, the presence of the books and
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records in Houston is not a major concern because with modern technology that information,
which is ordinarily computerized, can be readily transported via electronic mail.

Economic and efficient administration of the estate

It 1s clear that the most important of these considerations is the economic and efficient
administration of the estate. One must examine the realities of this case. It is the largest
bankruptcy case ever filed, the complexities of which are yet to be fully appreciated. Its
reorganization will depend in great part on the ability of the Debtors' advisors and senior
managers to achieve a financial restructuring that will result in the capital markets regaining
confidence in the Debtors, thereby affording the Debtors full and complete access to those
markets.

New York is a world financial center and, as such, has the resources that will be required
to address the Debtors' financial issues. Most of the entities and individuals expected to be
responsible for the financial restructuring and development of a plan of reorganization in this
case are located in New York or have ready access to New York, including most of the Debtors'
legal and financial advisors as well as the legal and financial advisors to the Committee and the
lenders. Those members of the financial community that provide access to capital necessary to
the Debtors' financial restructuring are located in New York. Furthermore, while the Debtors'
management and operations are predominantly in Houston, New York is a more convenient
location for those responsible for negotiating and formulating a plan of reorganization. The Court
finds that New York is the more economic and convenient forum for those whose participation
will be required to administer these cases. Accordingly, New York is the location which would
best serve the Debtors' reorganization efforts-the creation and preservation of value.

This Court has gained familiarity with many of the issues that have and will continue to
arise in these cases. The Movants argue that since they timely filed their motions to transfer
venue, the "learning curve" should not be considered. However, the importance of maintaining
stability in these bankruptcy cases required the Court to direct its immediate attention to the
proper administration of these cases. A review of the docket shows that many requests for
shortened notice were filed for matters to be heard concerning a myriad of issues, including
claims that supplies of energy were to be imminently discontinued. These issues had to be
immediately addressed.

Maintaining the stability of these cases and ensuring their proper administration had to
take precedence over the request for an expedited venue hearing. Further, as previously
discussed, the learning curve that has been established in the Enron Debtors' cases contributes to
judicial economy. A transfer at this time would not promote judicial economy as it would only
delay pending matters while a transferee court familiarized itself with the intricacies of these
cases.

The fact that New York is a financial center and the presence in New York of those who
will participate on a consistent basis in these cases make New York the most efficient forum for
administering these cases.
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The Court finds that in considering matters of judicial economy, timeliness and fairness
as well as the efficient administration of the estate, the interest of justice is served by retaining
jurisdiction.

3.10. Practice Problems: Filing Voluntary Petitions

The eligibility rules for filing bankruptcy are very liberal. Review 11 U.S.C. § 109 and
answer the following questions:

Problem 1: How can a corporation or partnership file bankruptcy when Section 109(a)
limits filings to “persons?” See 11 U.S.C. § 101(41).

Problem 2: Can a business trust file bankruptcy? How about a non-business trust? 11
U.S.C. § 101(9).

Problem 3: Can a foreign citizen living in the United States file bankruptcy here? How
about a foreign citizen living abroad who has a business in the United States? 11 U.S.C.
§ 109(a).

Problem 4: Can a railroad file under Chapter 7? How about Chapter 11? 11 U.S.C.
§ 109(b), (d).

Problem 5: Can a bank or insurance company file under Chapter 7 or Chapter 11?
11 U.S.C. § 109(b), (d). Can you think of a reason for this rule?

Problem 6: Only “municipalities” are eligible for Chapter 9. What is a municipality?
11 U.S.C. § 101(40). Could a state file a Chapter 9 case?

Problem 7: Chapter 12 is available only to “family farmers” and “family fisherman”
with regular income. Where would we look for a definition of these terms?

Problem 8: Can a small family corporation that otherwise meets the requirements file
under Chapter 13? 11 U.S.C. § 109(e).

Problem 9: Can an individual who works on commission file under Chapter 13? How
about an individual who has no job but receives a monthly support payment from a relative?

Problem 10: Can a stockbroker file under Chapter 13? See 11 U.S.C. § 101(30).
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Problem 11: Can a debtor with the following debts file under Chapter 13? See 11 U.S.C.
§ 109(e).

Home Mortgage: $600,000

Guaranty of Mother’s Home Mortgage: $700,000
Student loan debts: $175,000

Guaranty of Son’s student loan debts: $250,000
Credit card debts $50,000

Pending lawsuit filed by driver of car rear-ended by the Debtor:
$1,000,000.

3.11. Voluntary Bankruptcy Petitions

An eligible debtor commences a voluntary bankruptcy case by filing the official petition
form with the Bankruptcy Court and paying the required filing fee. As of the date this was
written, the filing fee for Chapter 7 case is $335.

A debtor whose income is less than 150% of the poverty guidelines may file an in forma
pauperis request for a fee waiver. 28 U.S.C. § 130(f). Alternatively, a debtor unable to pay the
fee on the petition date may request to pay the filing fee in installments. Bankruptcy Rule
1006(b). The Court will accept the petition without the fee if the debtor files with the petition a
request either for a waiver of the fee or to pay the fee in installments. It is entirely within the
bankruptcy judge’s discretion whether to grant a fee waiver or installment request. Since there
are no real legal standards for granting or denying these requests (other than the requirement to
be below 150% of the poverty guidelines for a waiver), there is a wide variance throughout the
country as to how receptive judges are to the requests.

Debtors are required to make extensive financial disclosures as part of the bankruptcy
process. 11 U.S.C. § 521(a); Bankruptcy Rule 1007(b). Specifically, debtors must file a set of
schedules on official forms listing (1) their assets (real and personal property), (2) each of their
creditors (name, address, account number, and amount), (3) their current income and expenses
(and any anticipated increases or decreases); (4) their executory contracts and leases, (5) a
Statement of Affairs form listing much additional personal and financial information, and (6) pay
stubs received from an employer during the 60 days before bankruptcy; (7) a statement of
exemptions. Id. In addition, individual debtors must file (8) a certificate of completion from an
approved credit counseling agency, and (9) a statement of intention with respect to leased or
secured property. 11 U.S.C. § 521(b); (a)(2); Individual debtors whose debts are primarily
consumer debts must file (10) a form showing compliance with the means test; (11) a certificate
of completion from an approved credit counseling agency. Id.; Bankruptcy Rule 1007(a).
Attorneys representing debtors must file a statement disclosing fees and certifying that certain
disclosures have been made to the debtor. See 11 U.S.C. § 329.

The Schedules and statements are normally filed with the petition. However, in
emergency situations debtors often file “bare bones” petitions which do not contain all of the
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required information. In that case, the Court will automatically issue an order noting the
deficiencies and setting a deadline for compliance (at least if the clerk’s office notices the
deficiency).

Section 521(i)(1) contains an extremely draconian rule for consumer cases if the required
information and forms are not filed within 45 days after the petition is filed. The section provides
that the case is to be “automatically dismissed” effective on the 46" day. 11 U.S.C. § 521(i)(1).
This rule has worked an extreme hardship on debtors who were unaware of their technical filing
deficiency. The author of this book has argued in a law review article that the automatic
dismissal rules as written are unconstitutional, and that notice and an opportunity for hearing is
required before dismissal. Gregory Germain, Due Process in Bankruptcy: Are the New
Automatic Dismissal Rules Constitutional, 13 U. Pa. Journal of Business Law 547 (Spring 2011).
After that article was written, many Bankruptcy Courts discontinued the practice of automatic
dismissals and have begun to provide notice and opportunity for hearing before dismissing
bankruptcy cases.

After filing bankruptcy, debtors must send the trustee (and any creditor who requests one
in writing) a copy of their most recent federal tax return (at least 7 days before the official
meeting of creditors under Section 341. 11 U.S.C. § 521(e)(2).

Following the filing, the Court will send notice of the bankruptcy filing to all creditors
listed in the schedules. The notice will list the date for the official meeting of creditors under
Section 341 of the Bankruptcy Code, the deadline for objecting to the debtor’s discharge, the
deadline for filing claims (if applicable), and other important information.

The debtor must attend the meeting of creditors under Section 341 in person, and answer
questions. The trustee presides at the meeting and will ask the debtor questions about the case
and the schedules. In addition, creditors are allowed to ask questions of the debtor, but the trustee
will generally limit the time for questions in order to get through all of the other 341 hearings
pending on the same date and time. Trustees generally require the debtor to bring original
identification to verify the debtor’s identity and social security number (generally a driver’s
license and social security card will suffice).

3.12. Involuntary Bankruptcy Petitions

Involuntary bankruptcy petitions are filed by creditors against the Debtor. Involuntary
petitions have become very rare. With all the benefits of collective action, financial disclosure
and equal treatment for creditors, why are so few involuntary petitions filed every year? To
answer this question, one must understand the involuntary bankruptcy process. Read 11 U.S.C.
§ 303 and answer the following questions:
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3.13. Practice Problems — Involuntary Petitions

Problem 1: Farmer John owes money to everyone in town, and is not paying. Can
creditors join together and file an involuntary bankruptcy petition?

Problem 2: Can an involuntary bankruptcy petition be filed under Chapter 13?

Problem 3: Debtor owes Bank $200,000 secured by a mortgage on the debtor’s home.
Property values have fallen dramatically, and the house is worth only $120,000. Debtor has
stopped making payments to the bank. You are the Bank’s lawyer. The Bank asks you whether it
can file an involuntary bankruptcy petition against the Debtor. What would you need to know to
answer that question? See 11 U.S.C. §§ 303(b)(2); 303(h). How would you go about getting the
information you would need to answer your client’s question?

Problem 4: After reviewing the best available information you determine that the Debtor
has only 9 other eligible creditors, and based on your analysis the Bank files an involuntary
petition. You find out, however, that the Debtor owed money to 4 other creditors who you had no
way of knowing about. What is the consequence to the Bank (and to you) of filing a one-creditor
involuntary petition? See 11 U.S.C. § 303(1).

Problem 5: The Bank asks you what the phrase “generally not paying such debtor’s
debts as such debts become due” in Section 303(h) means. What do you tell them? How would
you determine whether the Debtor is “generally not paying?”

Problem 6: Assume that the Bank, without consulting you, correctly determined that the
Debtor had only 9 other creditors, and filed an involuntary bankruptcy petition. It turns out,
however, that the Debtor only had a few other small creditors, and the debtor was paying all of
his small debts on time. The Bankruptcy Court determines that the Debtor had been “generally
paying” its debts when due, even though your client was not being paid and held the large bulk
of the debtor’s debts. Could the Bank be held liable for damages or punitive damages for filing
the involuntary petition? See In re Silverman, 230 B.R. 46 (Bankr. D. N.J. 1998) (holding
creditor liable for $50,000 in punitive damages for not checking debtor’s credit report to see
whether debtor was “generally paying” before filing bankruptcy, and for filing involuntary on the
basis of a partially disputed debt); In re Macke International Trade, Inc., 370 B.R. 236 (Bankr.
9th Cir. 2007) (holding the creditor liable for $20,000 in attorney fees under Section 303(i), even
though the petition was proper and dismissal was granted under Section 305(a)(1) because “the
interests of creditors and the debtor would be better served by such dismissal . . . .”)

Problem 7: Three creditors join together in properly filing an involuntary petition against
the Debtor. Debtor immediately pays the three creditors and moves to dismiss the involuntary
petition. Must the court dismiss the case?

Problem 8: Creditor owns three separate corporations: one corporation leases
equipment, one services the equipment, and one sells supplies for the equipment. Debtor owes
money to all three subsidiaries. Can the three subsidiaries be counted as three separate entities
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for filing an involuntary petition? See In re Gibraltar Amusements, Ltd., 291 F.2d 22, 28 (2d Cir.
1961), cert. denied, 368 U.S. 925 (1961).

3.14. Dismissal of Properly Filed Bankruptcy Petitions for “Cause”

Section 707(a) of the Bankruptcy Code allows the Court to dismiss a bankruptcy case for
“Cause.” “Cause” is not specifically defined, although it includes a debtor’s unreasonable
prejudicial delay, failure to pay fees, and failure to file schedules and other information required
by Section 521(a) in a timely manner. It is important to contrast dismissal “for cause” under
Section 707(a), which requires notice and an opportunity for hearing, with the automatic
dismissal rules in Section 521(i)(I) which offer no due process prior to dismissal.

Does “cause” exist for dismissal if the debtor has the ability to pay his, her or its debts
from future earnings? The legislative history suggests that ability to pay is not a factor that
should be considered by the Courts in determining “cause.”

“The section does not contemplate, however, that the ability of the
debtor to repay his debts in whole or in part constitutes adequate
cause for dismissal. To permit dismissal on that ground would be
to enact a non-uniform mandatory chapter 13, in lieu of the remedy
of bankruptcy.”

H.R. Rep. No. 595, 95th Cong., 1st Sess. 380 (1977), S. Rep. No. 989, 95th Cong., 2d Sess. 94
(1978).

Most courts follow the legislative history and preclude issues of ability to pay from
consideration under Section 707(a). Note that the next section of the Bankruptcy Code, Section
707(b), discussed at length below, focuses on ability to pay, although it is based on the
assumption that the past is a reliable proxy for the future, which is not always true.

The courts are divided on whether prepetition bad acts can constitute “cause” for
dismissal. The fundamental issue is whether a debtor must file a bankruptcy petition in “good
faith” — for a proper bankruptcy purpose. Should the case be dismissed if the debtor is using
bankruptcy as a litigation tactic — for example to delay a lawsuit — rather than having any
legitimate and immediate need for financial relief? Outside of the consumer context most courts
have said “yes.” We will read one such a case shortly.

However, the Court of Appeal for the Ninth Circuit suggested that bad faith is not a
factor that should be considered in 707(a) “for cause” dismissals of consumer cases. /n re
Padilla, 222 F.3d 1184 (9th Cir. 2000). The debtor in that case, Mr. Padilla, incurred over
$100,000 in credit card debt shortly before bankruptcy (he claimed to have had a gambling
addiction problem). The bankruptcy court granted the trustee’s motion to dismiss Padilla’s case
for “cause” under Section 707(a), claiming he was acting in bad faith and abusing the
Bankruptcy Code by incurring large amounts of credit card debt in anticipation of filing
bankruptcy and receiving a discharge (a process known as a “bust out” scheme). The Court of
Appeals held that bad faith conduct should not be a factor in determining “cause” for dismissal
under Section 707(a). Rather, such conduct could be considered under Section 707(b), which at
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the time allowed dismissal of consumer cases for “substantial abuse.” As we will see, the theory
that bad faith in consumer cases should only be considered under Section 707(b) creates
structural problems after Congress adopted the Means Test in Section 707(b).

3.15. Bad Faith Dismissals after the 2005 Amendments

With the 2005 BAPCPA amendments, Congress added Section 707(b)(3), clarifying that
the Bankruptcy Court should consider both the totality of circumstances and whether the debtor
filed the petition in bad faith in deciding whether to dismiss a consumer case for general “abuse”
under Section 707(b). The general “abuse” test in Section 707(b) only applies to consumer
debtors. Furthermore, as is discussed below, only the judge or the United States Trustee has
standing to seek dismissal for general ‘“abuse” if the means test is satisfied. 11 U.S.C.
§§ 707(b)(1), 707(b)(6). Because of this limitation, most creditors will be unable to seek the
dismissal of consumer cases filed in bad faith. The interplay of the means test and the “abuse”
test appear to have undermined Congress’s goal of cutting down on abusive bankruptcy filings.

What about bad faith petitions in non-consumer cases? Did Congress eliminate
consideration of bad faith in the “Cause” test for businesses under Section 707(a) by including
bad faith in the definition of “abuse” under Section 707(b) (which only applies to consumer
cases)? Some make this argument, but I doubt that was Congress’s intent. Indeed, Congress may
not have even considered the effect of an amendment to Section 707(b) on an entirely unrelated
section 707(a).

The cases are split on whether bad faith can be considered in non-consumer dismissals
for “cause” under Section 707(a). See In re Adolph, 441 B.R. 909 (Bankr. N.D. IlI. 2011) (bad
faith not a factor under Section 707(a) after 2005 BAPCPA amendments); I[n re Perlin, 497 F.3d
364, 369-70 (3d Cir. 2007) (bad faith continues to be a factor in non-consumer dismissals under
Section 707(a)).

The Padilla panel’s argument that “cause” can have different meanings under different
chapters, allowing dismissal of Chapter 11 business filings for “cause,” but not allowing
dismissal of consumer filings for “cause,” is troubling. A better approach would be to focus on
whether the conduct constituting bad faith is an abuse of the bankruptcy process, in which case
“cause” should exist for dismissal under any chapter. The elastic approach to “cause” utilized in
the Johns Manville decision reprinted below strikes me as a far better approach to the problem
than Padilla’s suggestion that bad faith conduct cannot be considered in determining whether
“cause” exists for dismissal in consumer cases. In using a broad term like “cause,” Congress
must have intended to give the courts the power to determine whether a case constitutes an abuse
of the bankruptcy process and should be dismissed.

3.16. Dismissal of Cases Properly Filed under Other Chapters

The chapter proceedings contain similar broad “for cause” language for dismissal. See 11
U.S.C. § 1112(b)(1), 1208(c) and 1307(c). Unlike Chapter 7, however, the reorganization
chapters also require the debtor to affirmatively show that the plan of reorganization has been
proposed in “good faith” in order to obtain confirmation of the plan. See 11 U.S.C.
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§§ 1129(a)(3), 1225(a)(3), 1325(a)(3). Because bad faith would preclude plan confirmation, and
something has to be done with a case that cannot be confirmed, one could certainly argue that the
concept “bad faith” must be “cause” for dismissal. On the other hand, filing a petition in bad
faith may be different from proposing a plan in bad faith, since the bad faith inquiry focuses on a
different act taking place at a different point in time. The cases that follow struggle with the
relationship between “cause” and “good/bad faith in seeking bankruptcy relief.”

3.17. Cases on Bad Faith Dismissals
3.17.1. IN RE JOHNS-MANVILLE CORPORATION, 36 B.R. 727
(Bankr. S.D.N.Y. 1984).

Whether an industrial enterprise in the United States is highly successful is often gauged
by its "membership" in what has come to be known as the "Fortune 500." Having attained this
measure of financial achievement, Johns-Manville Corp. and its affiliated companies
(collectively referred to as "Manville") were deemed a paradigm of success in corporate America
by the financial community. Thus, Manville's filing for protection under Chapter 11 on August
26, 1982 was greeted with great surprise and consternation on the part of some of its creditors
and other corporations that were being sued along with Manville for injuries caused by asbestos
exposure. As discussed at length herein, Manville submits that the sole factor necessitating its
filing is the mammoth problem of uncontrolled proliferation of asbestos health suits brought
against it because of its substantial use for many years of products containing asbestos which
injured those who came into contact with the dust of this lethal substance. According to
Manville, this current problem of approximately 16,000 lawsuits pending as of the filing date is
compounded by the crushing economic burden to be suffered by Manville over the next 20-30
years by the filing of an even more staggering number of suits by those who had been exposed
but who will not manifest the asbestos-related diseases until sometime during this future period
("the future asbestos claimants"). Indeed, approximately 6,000 asbestos health claims are
estimated to have arisen in only the first 16 months since the filing date. This burden is further
compounded by the insurance industry's general disavowal of liability to Manville on policies
written for this very purpose. Indeed, the issue of coverage has been pending for years before a
state court in California. It is the propriety of the filing by Manville which is the subject of the
instant decision.

Four separate motions to dismiss the petition pursuant to Section 1112(b) of the Code
have been lodged before this Court. Manville has opposed all four dismissal motions and has
been joined in opposition to them by the Unofficial Committee of School Creditors, the Equity
Holders Committee [and] . . . the Unsecured Creditors Committee. . . .

The Asbestos Committee, which is comprised with one exception of attorneys for
asbestos victims, initially moved to dismiss this case on November 8, 1982 citing Manville's
alleged lack of good faith in filing this petition. However, the Asbestos Committee did not press
its motion before the Court until now, more than one year later. In the interim, while engaging in
plan formulation negotiations, it has vigorously pursued discovery in order to bolster its factual
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contention that Manville knowingly perpetrated a fraud on this Court and on all its creditors and
equity holders in exaggerating the profundity of its economic distress in 1981 so as to enable it to
file for reorganization in 1982. Thus, the Asbestos Committee submitted in November 1983 a
multitude of volumes of materials consisting of 55 days of depositions of Manville officers in
alleged support of the inference that in 1981 a small Manville group "concocted" evidence to
meet the requirements for filing a Chapter 11 petition. The Asbestos Committee alleges that this
group manufactured evidence of crushing economic distress so as to demonstrate falsely that
pursuant to required principles of accounting . . . Manville had to book a reserve of at least $1.9
billion for asbestos health liability, and thus had no alternative but to seek Chapter 11 protection.
The booking of such a reserve would, in turn, have triggered the acceleration of approximately
$450 million of outstanding debt, possibly resulting in a forced liquidation of key business
segments. Thus, the multitudinous submissions by the Asbestos Committee are aimed at showing
their challenge to the motive, methods and data used by Manville's accounting consultants, its
management and its Litigation Advisory Group in determining whether relief under Chapter 11
should be sought.

Mindful that there is no insolvency requirement for Chapter 11 debtor status, the issue
presented for determination by this Court is whether these allegations of error by the Asbestos
Committee, even egregious error, in over-calculation of Manville's financial problems are
relevant to establish the kind of bad faith in the sense of an abuse of this Court's jurisdiction
which will vitiate the filing of a Chapter 11 petition. This opinion will thus elucidate whether the
tomes of material submitted by the Asbestos Committee defeat the essential fact that as of
August 26, 1982 Manville is a real company with real debt, real creditors and a compelling need
to reorganize in order to meet these obligations.

The motions to dismiss Manville's petition . . . must be denied. Preliminarily, it must be
stated that there is no question that Manville is eligible to be a debtor under the Code's statutory
requirements. Section 109 of the Code contains its eligibility requirements . . . .

Clearly, Manville meets the requirements contained in subsection (a) for debtors under all
chapters of the Code in that it is domiciled and has its place of business in the United States.
Also, the word "person" used in subsection (a), as defined in Code section 101(30), includes an
individual, a partnership, and a corporation, but not a governmental unit.

In addition, Manville meets the eligibility requirements contained in subsection (b) and
made applicable to Chapter 11 debtors by subsection (d). Manville is obviously not any of the
prohibited entities described in subsection (b). . . . Moreover, it should also be noted that neither
Section 109 nor any other provision relating to voluntary petitions by companies contains any
insolvency requirement. . . . Accordingly, it is abundantly clear that Manville has met all of the
threshold eligibility requirements for filing a voluntary petition under the Code. This Court will
now turn to the issue of whether any of the movants have demonstrated sufficient "cause"
pursuant to Code Section 1112(b) to warrant the dismissal of Manville's petition.

Section 1112(b) of the Code provides for conversion or dismissal of a case for
"cause". ... What constitutes cause under section 1112(b) is subject to judicial discretion under
the circumstances of each case." [M]uch of the argument in support of all of the motions to
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dismiss is pitched to the confirmability of Manville's proposed plan. This argument is misplaced.
Under the statutory reorganization scheme, there can be many plans advanced by many interests.
Also, the concept of perpetual debtor-in-possession is not unlimited, nor is the possibility of
liquidation or other forms of asset management beyond speculation. The essential determination
here is the propriety of the filing, and whether "cause" exists to vitiate it, not the confirmability
of a particular plan. If Manville is unable to effectuate a particular plan that is not tantamount to
finding that no plan can be effectuated.

The Asbestos Committee premises its motion to dismiss the petition on what it contends
is Manville's "bad faith" in filing for protection under Chapter 11. "The Asbestos Committee is
prepared to prove that Manville's Chapter 11 petition is purely a bad faith maneuver by Manville
to curtail its liabilities. . . ." And, in its papers in support of that motion to dismiss, the Asbestos
Committee states: "These Chapter 11 cases were filed in bad faith, are an abuse of the provisions
of Chapter 11 and an imposition on this Court's jurisdiction and should therefore be dismissed
without further delay".

Because the allegations of the Asbestos Committee are not supported by concrete facts
and thus do not rebut the essential fact that Manville is a real company with a substantial amount
of real debt and real creditors clamoring to enforce this real debt, the Asbestos Committee has
not sustained its burden of demonstrating sufficient fraud to vitiate the filing ab initio. [T]these
petitions were filed only after Manville undertook lengthy, careful and detailed analysis. . . .
According to Manville, the results of the studies by ERI and SERC corroborated each other's
projections of runaway asbestos health costs within the foreseeable future.

In addition, the Compendium cites to testimony of Manville officers which details the
slow and deliberate process of data commissioning and review and "soul-searching" antedating
the filing, including the employment and review of results of studies. . . . The data submitted by
Manville also supports the accepted inference that the $1.9 billion projected debt figure ratified
by Manville was the result of careful, conservative and perhaps understated projections.

In so doing, Manville has succeeded in rebutting . . . the Asbestos Committee's
allegations of fraud regarding the size of its projected debt . . . . Manville was advised by Robert
O.F. Bixby of the Price Waterhouse accounting firm that it was necessary to book a $1.9 billion
reserve for contingent liability according to the accrual principle in FASB-5. On balance,
Manville's decision to follow this advice was neither unreasonable, illogical, nor in any sense
fraudulent. Therefore, on balance, the Asbestos Committee has failed to sustain its burden of
proof of fraud as to either the magnitude of the reserve to be booked or the necessity of so
booking this reserve.

In determining whether to dismiss under Code Section 1112(b), a court is not necessarily
required to consider whether the debtor has filed in "good faith" because that is not a specified
predicate under the Code for filing. Rather, according to Code Section 1129(a)(3), good faith
emerges as a requirement for the confirmation of a plan. The filing of a Chapter 11 case creates
an estate for the benefit of all creditors and equity holders of the debtor wherein all
constituencies may voice their interests and bargain for their best possible treatment. . . . It is
thus logical that the good faith of the debtor be deemed a predicate primarily for emergence out
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of a Chapter 11 case. It is after confirmation of a concrete and immutable reorganization plan
that creditors are foreclosed from advancing their distinct and parochial interests in the debtor's
estate.

Accordingly, the drafters of the Code envisioned that a financially beleaguered debtor
with real debt and real creditors should not be required to wait until the economic situation is
beyond repair in order to file a reorganization petition. The "Congressional purpose" in enacting
the Code was to encourage resort to the bankruptcy process. This philosophy not only comports
with the elimination of an insolvency requirement, but also is a corollary of the key aim of
Chapter 11 of the Code, that of avoidance of liquidation. The drafters of the Code announced this
goal, declaring that reorganization is more efficient than liquidation because "assets that are used
for production in the industry for which they were designed are more valuable than those same
assets sold for scrap." Moreover, reorganization also fosters the goals of preservation of jobs in
the threatened entity.

In the instant case, not only would liquidation be wasteful and inefficient in destroying
the utility of valuable assets of the companies as well as jobs, but, more importantly, liquidation
would preclude just compensation of some present asbestos victims and all future asbestos
claimants.

Manville's purported motivation in filing to obtain a breathing spell from asbestos
litigation should not conclusively establish its lack of intent to rehabilitate and justify the
dismissal of its petition. On the contrary, there has been submitted no evidence that Manville has
not bargained to obtain a reorganization plan in good faith.

It is this Court's belief that there is no strict and absolute "good faith" predicate to filing a
Chapter 11 petition. Earlier bankruptcy laws, for example, former Chapter X relating to
corporate debtors specifically required that the court find that the petition "had been filed in good
faith". However, the present Bankruptcy Code contains no such express requirement.

This Court, along with others, has opined that the concept of good faith is an elastic one
which can be read into the statute on a limited ad hoc basis. However, this Court also cautioned
that slavish adherence to a good faith concept may redound to the detriment of those non-debtor
claimants who are or may putatively be beneficiaries of the reorganization process. [A] Chapter
11 filing creates a bankruptcy estate which exists for the benefit not simply of the debtor, but
rather also for the benefit of all of the debtor's creditors and equity holders. The filing triggers
the springing into existence of important constituencies which, along with the debtor, must be
protected by a reorganization court. Accordingly, the intense focus on the debtor's motives in
filing is misplaced.

Moreover, courts have generally held that the concept of good faith as of the filing date
may only be applied where it is demonstrated that the jurisdiction of the bankruptcy court has
been abused. One frequently cited decision declares that "[D]ismissal for lack of "good faith'. . .
is merged into the power of the court to protect its jurisdictional integrity from schemes of
improper petitioners seeking to circumvent jurisdictional restrictions and from petitioners with
demonstrable frivolous purposes absent any economic reality." For example, this kind of abuse
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of jurisdiction is demonstrated where a reorganization debtor never operated legitimately or was
formed for the sole purpose of filing.

In addition, where there has been a change in legal form prior to the filing from an
ineligible entity to one able to file under this Chapter in order to avoid a foreclosure sale, a court
should inquire into the debtor's good faith to ensure that the Code's purposes are not being
abused and that the debtor is the kind of entity within the contemplation of the Code. However,
whereas here a once viable business supporting employees and unsecured creditors has more
recently been burdened with judgments that threaten to put it out of existence, unless and until
rehabilitation has been shown to be unfeasible, the bankruptcy courts are a most appropriate
harbor within which to weather the storm.

Clearly, none of the justifications for declaring an abuse of the jurisdiction of the
bankruptcy court announced by these courts are present in the Manville case. In Manville, it is
undeniable that there has been no sham or hoax perpetrated on the Court in that Manville is a real
business with real creditors in pressing need of economic reorganization.

In short, there was justification for Manville to elect a course contemplating a viable
court-supervised rehabilitation of the real debt owed by Manville to its real creditors. Manville's
filing did not in the appropriate sense abuse the jurisdiction of this Court and it is indeed a "once
viable business supporting employees and unsecured creditors [which] has more recently been
burdened with judgments [and suits] that threaten to put it out of existence." . . . Thus, its petition
must be sustained.

[A] filing so as to substitute bankruptcy court procedures for estimation of these claims in
and of itself does not constitute an abuse of the bankruptcy court's jurisdiction.

In sum, Manville is a financially besieged enterprise in desperate need of reorganization
of its crushing real debt, both present and future. The reorganization provisions of the Code were
drafted with the aim of liquidation avoidance by great access to Chapter 11. Accordingly,
Manville's filing does not abuse the jurisdictional integrity of this Court.

For the reasons set forth above, all four of the motions to dismiss the Manville petition
are denied in their entirety.

3.17.2. IN RE SGL CARBON, 200 F.3d 154 (3d Cir. 1999).

SGL Carbon is a Delaware corporation. In 1997, the United States Department of Justice
commenced an investigation of alleged price-fixing by manufacturers, including the SGL Carbon
Group. Soon thereafter, various steel producers filed class action antitrust lawsuits . . . against
SGL Carbon.

On December 16, 1998, at the direction of [its parent], SGL Carbon filed a voluntary
Chapter 11 bankruptcy petition. The bankruptcy filing contained a proposed reorganization plan
under which only one type of creditor would be required to accept less than full cash payment for
its account, namely the antitrust plaintiffs who obtained judgments against SGL Carbon. Under
the plan, potential antitrust judgment creditors would receive credits against future purchases of
SGL Carbon's product valid for 30 months following the plan's confirmation. The proposed plan
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also bars any claimant from bringing an action against SGL Carbon's affiliates, including its
parent "based on” their claims against SGL Carbon.

The next day, on December 17, in a press release, SGL Carbon explained it had filed for
bankruptcy "to protect itself against excessive demands made by plaintiffs in civil antitrust
litigation and in order to achieve an expeditious resolution of the claims against it.

SGL CARBON Corporation is financially healthy," said Wayne T.
Burgess, SGL CARBON Corporation's president. "If we did not
face [antitrust] claims for such excessive amounts, we would not
have had to file for Chapter 11. We expect to continue our normal
business operations. . . . However, because certain plaintiffs
continue to make excessive and unreasonable demands, SGL
CARBON Corporation believes the prospects of ever reaching a
commercially practicable settlement with them are remote. After
much consideration, SGL CARBON Corporation determined that
the most appropriate course of action to address the situation
without harming its business was to voluntarily file for chapter 11
protection.”

Contemporaneous with the press release, SGL AG Chairman Robert Koehler conducted a
telephone conference call with securities analysts, stating that SGL Carbon was "financially
healthier" than before and denying the antitrust litigation was "starting to have a material impact
on [SGL Carbon's] ongoing operations in the sense that ... [it was] starting to lose market share."
He also stated that SGL Carbon's Chapter 11 petition was "fairly innovative [and] creative"
because "usually Chapter 11 is used as protection against serious insolvency or credit problems,
which is not the case [with SGL Carbon's petition]."

The District Court denied the motion to dismiss on April 23, 1999 assuming, without
deciding, that 11 U.S.C. § 1112(b) imposes a duty of good faith upon bankruptcy petitioners.
It further assumed this duty requires the proposed reorganization to further what it characterized
as Chapter 11's purpose: "'to restructure a business's finances so that it may continue to operate,
provide its employees with jobs, pay its creditors and produce a return for its stockholders."' The
court made no findings that SGL Carbon filed for bankruptcy for reasons other than to improve
its negotiating position with plaintiffs. But the court concluded the petition furthered the purpose
of Chapter 11 because plaintiffs' litigation was imperiling SGL Carbon's operation by distracting
its management, was potentially ruinous and could eventually force the company out of business.

The threshold issue is whether Chapter 11 petitions may be dismissed for "cause" under
11 U.S.C. § 1112(b) if not filed in good faith. . . . Chapter 11 bankruptcy petitions are subject to
dismissal under 11 U.S.C. § 1112(b) unless filed in good faith.

Review and analysis of [the bankruptcy laws and relevant cases] disclose a common
theme and objective [underlying the reorganization provisions]: avoidance of the consequences
of economic dismemberment and liquidation, and the preservation of ongoing values in a manner
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which does equity and is fair to rights and interests of the parties affected. But the perimeters of
this potential mark the borderline between fulfillment and perversion; between accomplishing
the objectives of rehabilitation and reorganization, and the use of these statutory provisions to
destroy and undermine the legitimate rights and interests of those intended to benefit by this
statutory policy. That borderline is patrolled by courts of equity, armed with the doctrine of
"good faith." A debtor who attempts to garner shelter under the Bankruptcy Code, therefore,
must act in conformity with the Code's underlying principles.

Having determined that § 1112(b) imposes a good-faith requirement on Chapter 11
petitions, we consider whether SGL Carbon's Chapter 11 petition was filed in good faith.

Although there is some evidence that defending against the antitrust litigation occupied
some officers' time, there is no evidence this "distraction" posed a "serious threat" to the
company's operational well-being. . . . We also find clearly erroneous that SGL Carbon's Chapter
11 petition was filed at the appropriate time to avoid the possibility of a significant judgment that
"could very well force [SGL Carbon] out of business." There is no evidence that the possible
antitrust judgments might force SGL Carbon out of business. To the contrary, the record is
replete with evidence of SGL Carbon's economic strength. At the time of filing, SGL Carbon's
assets had a stipulated book value of $400 million, only $100,000 of which was encumbered.
On the date of the petition, SGL Carbon had $276 million in fixed and non-disputed liabilities.
Of those liabilities, only $26 million were held by outsiders as the remaining liabilities were
either owed to or guaranteed by SGL AG. . . . In documents accompanying its petition, SGL
Carbon estimated the liquidation value of the antitrust claims at $54 million. In contrast, no
evidence was presented with respect to the amount sought by the antitrust plaintiffs beyond SGL
Carbon's repeated characterization of their being "unreasonable."

Whether or not SGL Carbon faces a potentially crippling antitrust judgment, it is
incorrect to conclude it had to file when it did. As noted, SGL Carbon faces no immediate
financial difficulty. All the evidence shows that management repeatedly asserted the company
was financially healthy at the time of the filing. Although the District Court believed the
litigation might result in a judgment causing "financial and operational ruin" we believe that on
the facts here, that assessment was premature. . . . The District Court was correct in noting that
the Bankruptcy Code encourages early filing. It is well established that a debtor need not be
insolvent before filing for bankruptcy protection. It also is clear that the drafters of the
Bankruptcy Code understood the need for early access to bankruptcy relief to allow a debtor to
rehabilitate its business before it is faced with a hopeless situation. Such encouragement,
however, does not open the door to premature filing, nor does it allow for the filing of a
bankruptcy petition that lacks a valid reorganizational purpose.

We do not hold that a company cannot file a valid Chapter 11 petition until after a
massive judgment has been entered against it. Courts have allowed companies to seek the
protections of bankruptcy when faced with pending litigation that posed a serious threat to the
companies' long term viability. In those cases, however, debtors experienced serious financial
and/or managerial difficulties at the time of filing. In Johns-Manville, the debtor was facing
significant financial difficulties. A growing wave of asbestos-related claims forced the debtor to
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either book a $1.9 billion reserve thereby triggering potential default on a $450 million debt
which, in turn, could have forced partial liquidation, or file a Chapter 11 petition. Large
judgments had already been entered against Johns-Manville and the prospect loomed of tens of
thousands of asbestos health-related suits over the course of 20-30 years.

For these reasons, SGL Carbon's reliance on those cases is misplaced. The mere
possibility of a future need to file, without more, does not establish that a petition was filed in
"good faith. . . ." SGL Carbon, by its own account, and by all objective indicia, experienced no
financial difficulty at the time of filing nor any significant managerial distraction. Although SGL
Carbon may have to file for bankruptcy in the future, such an attenuated possibility standing
alone is not sufficient to establish the good faith of its present petition.

Chapter 11 vests petitioners with considerable powers—the automatic stay, the exclusive
right to propose a reorganization plan, the discharge of debts, etc.—that can impose significant
hardship on particular creditors. When financially troubled petitioners seek a chance to remain in
business, the exercise of those powers is justified. But this is not so when a petitioner's aims lie
outside those of the Bankruptcy Code. Courts, therefore, have consistently dismissed Chapter 11
petitions filed by financially healthy companies with no need to reorganize under the protection
of Chapter 11. ... Statements by SGL Carbon and its officials confirm the company did not need
to reorganize under Chapter 11. ... We are not convinced by SGL Carbon's claim that a Chapter
11 filing was necessary because we see no evidence the antitrust litigation was significantly
harming its business relationships with the antitrust plaintiffs.

We also believe reliance on In re Johns-Manville is misplaced. As an initial matter, the
Johns-Manville Court had a narrow view of what constitutes "good faith." After expressing
doubt that § 1112(b) imposes a good-faith requirement in all Chapter 11 cases, the court
suggested that a Chapter 11 petition lacks good faith only if filed by a creditor-less company
formed as a sham solely for the purpose of filing a bankruptcy petition, by a company that never
operated legitimately, or by a company wishing to forestall tax liability or deed of trust powers.

[M]ost of the courts of appeals believe other facts and circumstances may evidence lack of good
faith.

Johns-Manville is also factually distinguishable. In Johns-Manville, the bankruptcy court
found the company had a "compelling" and "pressing" need to reorganize. As we have explained,
SGL Carbon has no such need. . . .

[Petition Dismissed].

3.18. IN RE PADILLA, 222 F.3d 1184 (9" Cir 2000)

On April 19, 1996, Danny Padilla filed a voluntary petition for Chapter 7 liquidation. At
the time, Padilla had a monthly take-home income of $1,950 and monthly expenses of $1,830.
He had accrued almost $100,000 in credit card debt—a debt apparently related to gambling
losses of $50,000 to $80,000 that Padilla had incurred during most of 1995. Padilla's assets
consisted of his house and personal property. His house, though mortgaged for $145,000, was
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valued at $115,000. His personal property, valued at $11,745, included cash, furnishings, a car,
and other personal effects. Padilla claimed an exemption for all but $1,000 of his personal
property.

On June 27, 1996, the Trustee moved to dismiss Padilla's petition for bad faith under 11
U.S.C. § 707(a) alleging that Padilla had engaged in credit card "bust-out." Credit card "bust-
out" is a term used to describe a person's accumulation of a consumer debt in anticipation of
filing for bankruptcy. The bankruptcy court granted the motion and dismissed Padilla's petition
on September 10, 1996. On September 23, 1996, Padilla appealed to the BAP. The BAP held
that, given the facts presented in the case, the bankruptcy court erred in concluding Padilla's
filing constituted bad faith requiring dismissal under § 707(a). The BAP then reversed the
bankruptcy court's order dismissing the petition and remanded the case for reinstatement. The
BAP entered the judgment on October 24, 1997, and issued its mandate to the bankruptcy court
on November 21, 1997. On December 22, 1997, the Trustee filed a notice of appeal to this court.
The Trustee did not move to stay the BAP's judgment. In February 1998, the bankruptcy court,
having reinstated Padilla's petition and proceeded with the bankruptcy, discharged Padilla's debts
and closed the case. The Trustee did not object to the discharge.

The BAP held that the bankruptcy court erred in concluding Padilla's filing constituted
bad faith requiring dismissal under § 707(a). This court reviews the BAP's decision de novo. See
Preblich v. Battley, 181 F.3d 1048, 1051 (9th Cir. 1999) (stating that review of a district court's
decision on appeal from a bankruptcy court is de novo); Arden v. Motel Partners (In re Arden),
176 F.3d 1226, 1227 (9th Cir.1999) (reviewing the BAP's decision de novo). In essence, we
review de novo whether the bankruptcy court erred in concluding that bad faith is a ground for
dismissal under § 707(a). We affirm the BAP's conclusion that § 707(a) does not apply here.

Under § 707(a), a court may dismiss a bankruptcy liquidation petition filed under Chapter
7 of the Bankruptcy Code only after notice and a hearing and only for cause, including—

(1) unreasonable delay by the debtor that is prejudicial to creditors;
(2) nonpayment of any fees or charges required under chapter 123 of title 28; and

(3) failure of the debtor in a voluntary case to file, within fifteen days ..., the information
required by paragraph (1) of section 521, but only on a motion by the United States trustee.

11 US.C.A. § 707(a) (West 1993) (italics added). The grounds that § 707(a) lists as
providing "cause" for dismissal are illustrative and not exhaustive.

Whether bad faith can provide "cause" for dismissing a Chapter 7 bankruptcy petition
pursuant to § 707(a) is a matter of first impression for this court. The Sixth Circuit and a host of
bankruptcy courts that have considered the issue have found bad faith to be a ground for
dismissal under § 707(a). As is discussed below, we agree with the Eighth Circuit that bad faith
as a general proposition does not provide "cause" to dismiss a Chapter 7 petition under § 707(a).

Balanced against the relief that the Bankruptcy Code makes available to debtors are the
protections the Code affords creditors and, through the United States trustee or the court itself,
the public. In the Chapter 7 context, four provisions allow creditors and trustees to object to the
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discharge of debt: (1) [exceptions to discharge under Section 523, (2) denial of discharge under
under Section 727(a)(2), (c)(1)], (3) the court on its own or on a motion by the United States
trustee may dismiss a Chapter 7 petition if the debts are primarily consumer debts and if granting
relief would be a substantial abuse of the provisions of Chapter 7 [Section] 707(b); and (4)
court may dismiss "for cause" and sets forth three particular grounds that, including unspecified
others, provide "cause" for dismissal. See 11 U.S.C. § 707(a)(1)-(3). Section 707(a) is the only
ground raised by the Trustee.

The three explicit grounds contained in § 707(a) have been described as being "technical
and procedural" violations of the Bankruptcy Code.

Statutory construction canons require that "[w]here both a specific and a general statute
address the same subject matter, the specific one takes precedence regardless of the sequence of
the enactment, and must be applied first."

Of the four Code provisions that protect the public and creditors from Chapter 7 debtors,
three are specific in nature in that they can be used only in particular circumstances. See 11
U.S.C. § 523(a)(2)(A), (c)(1) (indebtedness obtained by fraud); 11 U.S.C. § 727(a)(2), (c)(1)
(transfer of assets with intent to defraud a creditor); 11 U.S.C. § 707(b) (discharge of consumer
debts would be substantial abuse of Chapter 7). Therefore, debtor misconduct falling within the
particular circumstances addressed by one of the three provisions must be analyzed under that
provision.

The fourth provision, 11 U.S.C. § 707(a), in reciting three technical and procedural
grounds that provide "cause" for dismissal, functions as a "specific" Code provision. Yet, some
courts have focused on the word "including," in § 707(a) and used it as a "general" Code
provision that allows dismissal for bad faith. No provision that protects Chapter 7 creditors and
the public explicitly uses the words "good faith" or "bad faith." Therefore, the question of
whether a Chapter 7 debtor's bad faith can provide "cause" for dismissal or grounds for
preventing discharge under §§ 523(a)(2)(A), 727(a)(2), 707(b) or 707(a) necessarily depends on
the nature of the debtor's actions or inactions that have given rise to the "bad faith" label and
whether they are within the contemplation of specific Code provisions. We agree with the Eighth
Circuit which stated that

some conduct constituting cause to dismiss a Chapter 7 petition
may readily be characterized as bad faith. But framing the issue in
terms of bad faith may tend to misdirect the inquiry away from the
fundamental principles and purposes of Chapter 7. Thus, we think
the § 707(a) analysis is better conducted under the statutory
standard, "for cause."

Huckfeldt, 39 F.3d at 832.

We note that Chapters 11 and 13 of the Bankruptcy Code each contain a "dismissal for
cause" provision that is structured like § 707(a) and includes the same or similar examples of
"cause" as § 707(a). However, under the Chapter 11 and Chapter 13 provisions we have held that
bad faith does provide "cause" to dismiss Chapter 11 and Chapter 13 bankruptcy petitions. What

Bankruptcy Law and Practice 5" Ed. 91

www.cali.org
CC BY-NC-SA 4.0


https://www.cali.org/

distinguishes Chapters 11 and 13 from Chapter 7 is the language of the Bankruptcy Code itself
and the post-filing relationship between the debtor and his creditors. The Bankruptcy Code
specifically mentions good faith in Chapters 11 and 13 when it permits a court to confirm a
payment plan only if it is proposed in good faith. No mention of good faith or bad faith is made
in Chapter 7. Also, the post-filing debtor-creditor relationship is markedly different in liquidation
and reorganization bankruptcies. Chapters 11 and 13, both reorganization chapters, permit the
debtor to "retain its assets and reorder its contractual obligations to its creditors. In return for
these benefits, . . . the debtor [must] approach its new relationship with the creditors in good faith
..."" Chapter 7, a liquidation chapter, "requires no ongoing relationship between the debtor and its
creditors" and should be available to any debtor willing to surrender all of its nonexempt assets,
"regardless of whether the debtor's motive in seeking such a remedy was grounded in good
faith." The Bankruptcy Code's language and the protracted relationship between reorganization
debtors and their creditors lead us to conclude that bad faith per se can properly constitute
"cause" for dismissal of a Chapter 11 or Chapter 13 petition but not of a Chapter 7 petition under
§ 707(a).[6]

Having discarded the "bad faith" label in favor of simply examining the actions of the
debtor that are complained of, and assuming arguendo that Padilla's prefiling activities constitute
credit card bust-out, the remaining issue is whether Padilla's credit card bust-out provides
"cause" for dismissal under § 707(a). We begin by observing that there is no evidence that
Padilla violated any technical or procedural requirements of Chapter 7. The record reveals
no failure to pay filing fees or to file necessary information. Padilla did not falsify bankruptcy
forms or cause delays during the administration of bankruptcy proceeding. Thus, Padilla's
bankruptcy petition can only be dismissed under § 707(a) if credit card bust-out is not a type of
misconduct or cause contemplated by any specific Code provision applicable to Chapter 7
petitions.

Padilla's debts—consisting of credit card debt and a mortgage—are solely consumer
debts. Section 707(b) concerns consumer debt and provides in relevant part that

[a]fter notice and a hearing, the court, on its own motion or on a
motion by the United States trustee, but not at the request or
suggestion of any party in interest, may dismiss a case filed by an
individual debtor under this chapter whose debts are primarily
consumer debts if it finds that the granting of relief would be a
substantial abuse of the provisions of this chapter. There shall be a
presumption in favor of granting the relief requested by the debtor.

The history of § 707(b) demonstrates that this subsection, rather than § 707(a), was
intended as the mechanism by which the court or the United States trustee could address general
concerns regarding discharge of consumer debt. In 1978, when Congress enacted the Bankruptcy
Code, § 707 comprised only part of what is now § 707(a). There was no § 707(b).

Within several years the consumer credit industry mobilized in an
attempt to curtail the access of debtors to Chapter 7 relief .... This
move was brought about by the increasingly popular perception
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that people were using the bankruptcy system, not to extricate
themselves from an unfortunate situation, but rather as a method of
avoiding debts even though they were not suffering economic
hardship and possessed future income sufficient to meet their
obligations.... According to the consumer credit industry, this
"needless discharge" of debt led to the shifting of the repayment
burden for literally billions of dollars of debt to the public at large,
and principally to those who utilized consumer credit at
increasingly higher interest rates.

Robert M. Thompson, Comment, Consumer Bankruptcy: Substantial Abuse and Section
707 of the Bankruptcy Code, 55 Mo. L.Rev. 247, 249 (1990). Finally, "[i]n response to persistent
pressure from creditors, who felt that debtors were avoiding bothersome unsecured debts which
they could easily repay, Congress enacted section 707(b) in the Bankruptcy Amendments and
Federal Judgeship Act of 1984, ... to address some of the perceived abuses of chapter 7." Had
"cause" in § 707(a) been broadly construed, § 707(b) would have been unnecessary. Therefore,
Padilla's credit card bust-out, a consumer debt, is a type of misconduct contemplated by
§ 707(b).

We hold that Padilla's alleged credit card "bust out" did not constitute cause under
§ 707(a) and thus the bankruptcy court's dismissal of Padilla's petition pursuant to § 707(a) was
improper.

3.19. Voluntary and Involuntary Conversion and Dismissal

Each chapter of the Bankruptcy Code contains rules for converting and dismissing a
bankruptcy case. The general rule is that voluntary conversion (at the debtor’s request) from any
chapter to Chapter 13 is freely available to the debtor, while involuntary conversion to Chapter
13 is never available: Chapter 13 is always voluntary. See 11 U.S.C. §§ 706(a) (debtor’s right to
convert to Chapter 11 or 13); 1307(a) (debtor’s right to convert to Chapter 7), 1112(4)(d)
(debtor’s right to convert to Chapter 13).

Similarly, debtors have an absolute right to dismiss their Chapter 13 cases at any time. 11
U.S.C. § 1307(b). However, a few courts have ignored the clear mandate of the voluntary
conversion statute in cases where the debtor was attempting to escape from the trustee’s scrutiny
of fraudulent conduct. See In re Parker, 351 B.R. 790 (Bankr. N.D. Ga. 2006); In re Fileccia,
No. 06-0541, 2007 Bankr. LEXIS 1924, *11 (Bankr. M.D. Tenn. June 6, 2007). A case that was
voluntarily converted from Chapter 7 to Chapter 13 can be reconverted back to Chapter 7 over
the debtor’s objection. See 11 U.S.C. § 1307(b).

Cases may be involuntarily converted from Chapter 7 to 11, Chapter 11 to 7, or dismissed
from any chapter, after notice and a hearing upon a showing of “cause” for conversion or
dismissal. 11 U.S.C. §§ 706(b); 1112(b)(1); 1307(c). Most of the cases involving involuntary
conversion arise under Chapter 11, where a creditor seeks liquidation rather than further plan
negotiations and delay. The Bankruptcy Code contains a long list of conduct constituting
“cause” for converting from Chapter 11 to Chapter 7, with the focus being on the debtor’s post-
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petition Bankruptcy Code violations, or an inability to effectuate a plan after a reasonable time.
See 11 U.S.C. § 1112(b)(4).

Prepetition bad faith is not a factor listed as examples of “cause” in the Chapter 11
dismissal rules. Yet, the Courts have generally found prepetition bad faith to constitute grounds
for dismissal. See In re Little Creek Dev. Co., 779 F.2d 1068, 1071 (5" Cir. 1986) (“Every
bankruptcy statute since 1898 has incorporated literally, or by judicial interpretation, a standard
of good faith for the commencement, prosecution, and confirmation of bankruptcy
proceedings."); 7-1112 Collier on Bankruptcy P 1112.07[5] (noting overlap between bad faith
and “cause” for dismissal).

Some courts have added an objective futility requirement to bad faith dismissals of
chapter proceedings, refusing to dismiss cases subjectively filed in bath faith if the case has a
proper reorganization purpose and likelihood. In re Harmony Holdings, LLC, 393 B.R. 409, 418
(Bankr. D.S.C. 2008); Carolin Corp. v. Miller, 886 F.2d 693, 701 (4™ Cir. N.C. 1989). In any
case, the courts have continued to recognize bad faith dismissals in Chapter 11 cases, even after
the 2005 BAPCPA amendments defined pre-petition bad faith as an element of “abuse” by
consumer debtors under Section 707(b), rather than as an element of “cause” for dismissal
generally under Section 707(a).

3.20. Fees, Surcharges and Sanctions

3.20.1. UNITED STATES v. KRAS, 409 U.S. 434 (1973).

The Bankruptcy Act and one of this Court's complementary Orders in Bankruptcy impose
fees and make the payment of those fees a condition to a discharge in voluntary bankruptcy.

Appellee Kras, an indigent petitioner in bankruptcy, challenged the fees on Fifth
Amendment grounds. The District Court held the fee provisions to be unconstitutional as applied
to Kras.

Section 14 (b) (2) of the Bankruptcy Act provides that, upon the expiration of the time
fixed by the court for filing of objections, "the court shall discharge the bankrupt if no objection
has been filed and if the filing fees required to be paid by this title have been paid in full."
Section 14 (c) similarly provides that the court "shall grant the discharge unless satisfied that the
bankrupt. . . (8) has failed to pay the filing fees required to be paid by this title in full." Section
59 (g), 11 U. S. C. § 95 (g), relates to the dismissal of a petition in bankruptcy and states that "in
the case of a dismissal for failure to pay the costs," notice to creditors shall not be required.
Three separate sections of the thus contemplate the imposition of fees and condition a discharge
upon payment of those fees.

[The Court noted that Kras’s filing fees totaled $50, and could be paid in installments. He
submitted an affidavit establishing that he, his wife, and two children were living on an income
of $300 per month, and $366 of public assistance, and that he had no non-exempt assets].

Because of his poverty, Kras is wholly unable to pay or promise to pay the bankruptcy
fees, even in small installments. He has been unable to borrow money. The New York City
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Department of Social Services refuses to allot money for payment of the fees. He has no prospect
of immediate employment.

Kras seeks a discharge in bankruptcy of $6,428.69 in total indebtedness in order to
relieve himself and his family of the distress of financial insolvency and creditor harassment and
in order to make a new start in life. It is especially important that he obtain a discharge of his
debt to Metropolitan soon "because until that is cleared up Metropolitan will continue to falsely
charge me with fraud and give me bad references which prevent my getting employment."

The District Court's opinion contains an order granting Kras' motion for leave to file his
petition in bankruptcy without prepayment of fees. He was adjudged a bankrupt. Later, the
referee, upon consent of the parties, entered an order allowing Kras to conduct all necessary
proceedings in bankruptcy up to but not including discharge. The referee stayed the discharge
pending disposition of this appeal.

[The Court held that there were no provisions in the bankruptcy statute at the time that
would allow a debtor to file bankruptcy and obtain a discharge without paying filing fees.]
Neither do we perceive any common-law right to proceed without payment of fees. Congress, of
course, sometime might conclude that [a fee waiver provision] should be made applicable to
bankruptcy and legislate accordingly.

The District Court went on to hold, however, that the prescribed fees, payment of which
was required as a condition precedent to discharge, served to deny Kras "his Fifth Amendment
right of due process, including equal protection." It held that a discharge in bankruptcy was a
"fundamental interest" that could be denied only when a "compelling government interest" was
demonstrated. It noted that provision should be made by the referee for the survival, beyond
bankruptcy, of the bankrupt's obligation to pay the fees. The court rested its decision primarily
upon Boddie v. Connecticut, 401 U. S. 371 (1971). A number of other district courts and
bankruptcy referees have reached the same result.

Kras contends that his case falls squarely within Boddie. The Government, on the other
hand, stresses the differences between divorce (with which Boddie was concerned) and
bankruptcy, and claims that Boddie is not controlling and that the fee requirements constitute a
reasonable exercise of Congress' plenary power over bankruptcy.

Boddie was a challenge by welfare recipients to certain Connecticut procedures,
including the payment of court fees and costs, that allegedly restricted their access to the courts
for divorce. The plaintiffs, simply by reason of their indigency, were unable to bring their
actions. The Court reversed a district court judgment that a State could limit access to its courts
by fees "which effectively bar persons on relief from commencing actions therein." Mr. Justice
Harlan, writing for the Court, stressed state monopolization of the means for legally dissolving
marriage and identified the would-be indigent divorce plaintiff with any other action's
impoverished defendant forced into court by the institution of a lawsuit against him. He declared
that "a meaningful opportunity to be heard" was firmly imbedded in our due process
jurisprudence, and that this was to be protected against denial by laws that operate to jeopardize
it for particular individuals. The Court then concluded that Connecticut's refusal to admit these
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good-faith divorce plaintiffs to its courts equated with the denial of an opportunity to be heard
and, in the absence of a sufficient countervailing justification for the State's action, a denial of
due process.

But the Court emphasized that "we go no further than necessary to dispose of the case
before us."

"We do not decide that access for all individuals to the courts is a right that is, in all
circumstances, guaranteed by the Due Process Clause of the Fourteenth Amendment so that its
exercise may not be placed beyond the reach of any individual, for, as we have already noted, in
the case before us this right is the exclusive precondition to the adjustment of a fundamental
human relationship. The requirement that these appellants resort to the judicial process is entirely
a state-created matter. Thus we hold only that a State may not, consistent with the obligations
imposed on it by the Due Process Clause of the Fourteenth Amendment, pre-empt the right to
dissolve this legal relationship without affording all citizens access to the means it has prescribed
for doing so."

We agree with the Government that our decision in Boddie does not control the
disposition of this case and that the District Court's reliance upon Boddie is misplaced.

Boddie was based on the notion that a State cannot deny access, simply because of one's
poverty, to a "judicial proceeding [that is] the only effective means of resolving the dispute at
hand." Throughout the opinion there is constant and recurring reference to Connecticut's
exclusive control over the establishment, enforcement, and dissolution of the marital
relationship. The Court emphasized that "marriage involves interests of basic importance in our
society," and spoke of '"state monopolization of the means for legally dissolving this
relationship," "[R]esort to the state courts [was] the only avenue to dissolution of . . . marriages,"
which was "not only the paramount dispute-settlement technique, but, in fact, the only available
one.” The Court acknowledged that it knew "of no instance where two consenting adults may
divorce and mutually liberate themselves from the constraints of legal obligations that go with
marriage, and more fundamentally the prohibition against remarriage, without invoking the
State's judicial machinery." In the light of all this, we concluded that resort to the judicial process
was "no more voluntary in a realistic sense than that of the defendant called upon to defend his
interests in court" and we resolved the case "in light of the principles enunciated in our due
process decisions that delimit rights of defendants compelled to litigate their differences in the
judicial forum."

The appellants in Boddie, on the one hand, and Robert Kras, on the other, stand in
materially different postures. The denial of access to the judicial forum in Boddie touched
directly, as has been noted, on the marital relationship and on the associational interests that
surround the establishment and dissolution of that relationship. On many occasions we have
recognized the fundamental importance of these interests under our Constitution. The Boddie
appellants' inability to dissolve their marriages seriously impaired their freedom to pursue other
protected associational activities. Kras' alleged interest in the elimination of his debt burden, and
in obtaining his desired new start in life, although important and so recognized by the enactment
of the Bankruptcy Act, does not rise to the same constitutional level. If Kras is not discharged in
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bankruptcy, his position will not be materially altered in any constitutional sense. Gaining or not
gaining a discharge will effect no change with respect to basic necessities. We see no
fundamental interest that is gained or lost depending on the availability of a discharge in
bankruptcy.

Nor is the Government's control over the establishment, enforcement, or dissolution of
debts nearly so exclusive as Connecticut's control over the marriage relationship in Boddie. In
contrast with divorce, bankruptcy is not the only method available to a debtor for the adjustment
of his legal relationship with his creditors. The utter exclusiveness of court access and court
remedy, as has been noted, was a potent factor in Boddie. But "[w]ithout a prior judicial

n

imprimatur, individuals may freely enter into and rescind commercial contracts. . . .".

However unrealistic the remedy may be in a particular situation, a debtor, in theory, and
often in actuality, may adjust his debts by negotiated agreement with his creditors. At times the
happy passage of the applicable limitation period, or other acceptable creditor arrangement, will
provide the answer. Government's role with respect to the private commercial relationship is
qualitatively and quantitatively different from its role in the establishment, enforcement, and
dissolution of marriage.

Resort to the court, therefore, is not Kras' sole path to relief. Boddie's emphasis on
exclusivity finds no counterpart in the bankrupt's situation.

We are also of the opinion that the filing fee requirement does not deny Kras the equal
protection of the laws. Bankruptcy is hardly akin to free speech or marriage or to those other
rights, so many of which are imbedded in the First Amendment, that the Court has come to
regard as fundamental and that demand the lofty requirement of a compelling governmental
interest before they may be significantly regulated. Neither does it touch upon what have been
said to be the suspect criteria of race, nationality, or alienage. Instead, bankruptcy legislation is
in the area of economics and social welfare. This being so, the applicable standard, in measuring
the propriety of Congress' classification, is that of rational justification.

There is no constitutional right to obtain a discharge of one's debts in bankruptcy. The
Constitution, Art. I, § 8, cl. 4, merely authorizes the Congress to "establish. . . uniform Laws on
the subject of Bankruptcies throughout the United States." Although the first bankruptcy law in
England was enacted in 1542, and a discharge provision first appeared in 1705, primarily as a
reward for cooperating debtors, voluntary bankruptcy was not known in this country at the
adoption of the Constitution. Indeed, for the entire period prior to the present Act of 1898, the
Nation was without a federal bankruptcy law except for three short periods aggregating about
15 1/2 years. Professor MacLachlan has said that the development of the discharge "represents
an independent. . . public policy in favor of extricating an insolvent debtor from what would
otherwise be a financial impasse." But this obviously is a legislatively created benefit, not a
constitutional one, and, as noted, it was a benefit withheld, save for three short periods, during
the first 110 years of the Nation's life. The mere fact that Congress has delegated to the District
Court supervision over the proceedings by which a petition for discharge is processed does not
convert a statutory benefit into a constitutional right of access to a court. Then, too, Congress
might have delegated the responsibility to an administrative agency.
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The rational basis for the fee requirement is readily apparent. Congressional power over
bankruptcy, of course, is plenary and exclusive. By the 1946 Amendment, as has been noted,
abolished the theretofore existing practices of the pauper petition and of compensating the
referee from the fees he collected. It replaced that system with one for salaried referees and for
fixed fees for every petition filed and a specified percentage of distributable assets. It sought to
make the system self-sustaining and paid for by those who use it rather than by tax revenues
drawn from the public at large. The propriety of the requirement that the fees be paid ultimately
has been recognized even by those district courts that have held the payment of the fee as a
precondition to a discharge to be unconstitutional, for those courts would make the payments
survive the bankruptcy as a continuing obligation of the bankrupt.

Further, the reasonableness of the structure Congress produced, and congressional
concern for the debtor, are apparent from the provisions permitting the debtor to file his petition
without payment of any fee, with consequent freedom of subsequent earnings and of after-
acquired assets from the claims of then-existing obligations. These provisions, coupled with the
bankrupt's ability to obtain a stay of all debt enforcement actions pending at the filing of the
petition or thereafter commenced, enable a bankrupt to terminate his harassment by creditors, to
protect his future earnings and property, and to have his new start with a minimum of effort and
financial obligation. They serve also, as an incidental effect, to promote and not to defeat the
purpose of making the bankruptcy system financially self-sufficient.

If the $50 filing fees are paid in installments over six months as General Order No. 35 (4)
permits on a proper showing, the required average weekly payment is $1.92. If the payment
period is extended for the additional three months as the Order permits, the average weekly
payment is lowered to $1.28.[8] This is a sum less than the payments Kras makes on his couch of
negligible value in storage, and less than the price of a movie and little more than the cost of a
pack or two of cigarettes. If, as Kras alleges in his affidavit, a discharge in bankruptcy will afford
him that new start he so desires, and the Metropolitan then no longer will charge him with fraud
and give him bad references, and if he really needs and desires that discharge, this much
available revenue should be within his able-bodied reach when the adjudication in bankruptcy
has stayed collection and has brought to a halt whatever harassment, if any, he may have
sustained from creditors.

Mr. Justice Harlan, in his opinion for the Court in Boddie, meticulously pointed out, as
we have noted above, that the Court went "no further than necessary to dispose of the case before
us" and did "not decide that access for all individuals to the courts is a right that is, in all
circumstances, guaranteed by the Due Process Clause of the Fourteenth Amendment so that its
exercise may not be placed beyond the reach of any individual." The Court obviously stopped
short of an unlimited rule that an indigent at all times and in all cases has the right to relief
without the payment of fees.

We decline to extend the principle of Boddie to the no-asset bankruptcy proceeding. That
relief, if it is to be forthcoming, should originate with Congress.
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3.20.2. LAW v. SIEGEL, 134 S. Ct. 1188 (2014).

The Bankruptcy Code provides that a debtor may exempt certain assets from the
bankruptcy estate. It further provides that exempt assets generally are not liable for any expenses
associated with administering the estate. In this case, we consider whether a bankruptcy court
nonetheless may order that a debtor's exempt assets be used to pay administrative expenses
incurred as a result of the debtor's misconduct.

The filing of a bankruptcy petition under Chapter 7 creates a bankruptcy "estate"
generally comprising all of the debtor's property. § 541(a)(1). The estate is placed under the
control of a trustee, who is responsible for managing liquidation of the estate's assets and
distribution of the proceeds. § 704(a)(1). The Code authorizes the debtor to "exempt," however,
certain kinds of property from the estate, enabling him to retain those assets post-bankruptcy.
§ 522(b)(1). Except in particular situations specified in the Code, exempt property "is not liable"
for the payment of "any [prepetition] debt" or "any administrative expense." § 522(c), (k).

The "homestead exemption," protects up to $22,975 in equity in the debtor's residence.
The debtor may elect, however, to forgo the § 522(d) exemptions and instead claim whatever
exemptions are available under applicable state or local law. § 522(b)(3)(A). Some States
provide homestead exemptions that are more generous than the federal exemption; some provide
less generous versions; but nearly every State provides some type of homestead exemption.

Petitioner, Stephen Law, filed for Chapter 7 bankruptcy in 2004, and respondent, Alfred
H. Siegel, was appointed to serve as trustee. The estate's only significant asset was Law's house
in Hacienda Heights, California. On a schedule filed with the Bankruptcy Court, Law valued the
house at $363,348 and claimed that $75,000 of its value was covered by California's homestead
exemption. He also reported that the house was subject to two voluntary liens: a note and deed of
trust for $147,156.52 in favor of Washington Mutual Bank, and a second note and deed of trust
for $156,929.04 in favor of "Lin's Mortgage & Associates." Law thus represented that there was
no equity in the house that could be recovered for his other creditors, because the sum of the two
liens exceeded the house's nonexempt value.

If Law's representations had been accurate, he presumably would have been able to retain
the house, since Siegel would have had no reason to pursue its sale. Instead, a few months after
Law's petition was filed, Siegel initiated an adversary proceeding alleging that the lien in favor
of "Lin's Mortgage & Associates" was fraudulent. The deed of trust supporting that lien had been
recorded by Law in 1999 and reflected a debt to someone named "Lili Lin." Not one but two
individuals claiming to be Lili Lin ultimately responded to Siegel's complaint. One, Lili Lin of
Artesia, California, was a former acquaintance of Law's who denied ever having loaned him
money and described his repeated efforts to involve her in various sham transactions relating to
the disputed deed of trust. That Lili Lin promptly entered into a stipulated judgment disclaiming
any interest in the house. But that was not the end of the matter, because the second "Lili Lin"
claimed to be the true beneficiary of the disputed deed of trust. Over the next five years, this
"Lili Lin" managed — despite supposedly living in China and speaking no English — to engage
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in extensive and costly litigation, including several appeals, contesting the avoidance of the deed
of trust and Siegel's subsequent sale of the house.

Finally, in 2009, the Bankruptcy Court entered an order concluding that "no person
named Lili Lin ever made a loan to [Law] in exchange for the disputed deed of trust." The court
found that "the loan was a fiction, meant to preserve [Law's] equity in his residence beyond what
he was entitled to exempt" by perpetrating "a fraud on his creditors and the court." With regard
to the second "Lili Lin," the court declared itself "unpersuaded that Lili Lin of China signed or
approved any declaration or pleading purporting to come from her." Rather, it said, the "most
plausible conclusion" was that Law himself had "authored, signed, and filed some or all of these
papers." It also found that Law had submitted false evidence "in an effort to persuade the court
that Lili Lin of China — rather than Lili Lin of Artesia — was the true holder of the lien on his
residence." The court determined that Siegel had incurred more than $500,000 in attorney's fees
overcoming Law's fraudulent misrepresentations. It therefore granted Siegel's motion to
"surcharge" the entirety of Law's $75,000 homestead exemption, making those funds available to
defray Siegel's attorney's fees.

A bankruptcy court has statutory authority to "issue any order, process, or judgment that
is necessary or appropriate to carry out the provisions of" the Bankruptcy Code. 11 U.S.C.
§ 105(a). And it may also possess "inherent power ... to sanction "abusive litigation practices."
But in exercising those statutory and inherent powers, a bankruptcy court may not contravene
specific statutory provisions.

It is hornbook law that § 105(a) "does not allow the bankruptcy court to override explicit
mandates of other sections of the Bankruptcy Code." Section 105(a) confers authority to "carry
out" the provisions of the Code, but it is quite impossible to do that by taking action that the
Code prohibits. That is simply an application of the axiom that a statute's general permission to
take actions of a certain type must yield to a specific prohibition found elsewhere. We have long
held that "whatever equitable powers remain in the bankruptcy courts must and can only be
exercised within the confines of" the Bankruptcy Code.

Thus, the Bankruptcy Court's "surcharge" was unauthorized if it contravened a specific
provision of the Code. We conclude that it did. Section 522 (by reference to California law)
entitled Law to exempt $75,000 of equity in his home from the bankruptcy estate. And it made
that $75,000 "not liable for payment of any administrative expense." The reasonable attorney's
fees Siegel incurred defeating the "Lili Lin" lien were indubitably an administrative expense.

The Bankruptcy Court thus violated § 522's express terms when it ordered that the
$75,000 protected by Law's homestead exemption be made available to pay Siegel's attorney's
fees, an administrative expense. In doing so, the court exceeded the limits of its authority under
§ 105(a) and its inherent powers.

Insofar as Siegel and the United States equate the Bankruptcy Court's surcharge with an
outright denial of Law's homestead exemption, their arguments founder upon this case's
procedural history. The Bankruptcy Appellate Panel stated that because no one "timely
oppose[d] [Law]'s homestead exemption claim," the exemption "became final" before the
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Bankruptcy Court imposed the surcharge. We have held that a trustee's failure to make a timely
objection prevents him from challenging an exemption. Taylor v. Freeland & Kronz, 503 U.S.
638, 643-644, 112 S.Ct. 1644, 118 L.Ed.2d 280 (1992).

But even assuming the Bankruptcy Court could have revisited Law's entitlement to the
exemption, § 522 does not give courts discretion to grant or withhold exemptions based on
whatever considerations they deem appropriate. Rather, the statute exhaustively specifies the
criteria that will render property exempt. Siegel insists that because § 522(b) says that the debtor
"may exempt" certain property, rather than that he "shall be entitled" to do so, the court retains
discretion to grant or deny exemptions even when the statutory criteria are met. But the subject
of "may exempt" in § 522(b) is the debtor, not the court, so it is the debtor in whom the statute
vests discretion. A debtor need not invoke an exemption to which the statute entitles him; but if
he does, the court may not refuse to honor the exemption absent a valid statutory basis for doing
SO.

Moreover, § 522 sets forth a number of carefully calibrated exceptions and limitations,
some of which relate to the debtor's misconduct. For example, § 522(c) makes exempt property
liable for certain kinds of prepetition debts, including debts arising from tax fraud, fraud in
connection with student loans, and other specified types of wrongdoing. Section 522(0) prevents
a debtor from claiming a homestead exemption to the extent he acquired the homestead with
nonexempt property in the previous 10 years "with the intent to hinder, delay, or defraud a
creditor." And § 522(q) caps a debtor's homestead exemption at approximately $150,000 (but
does not eliminate it entirely) where the debtor has been convicted of a felony that shows "that
the filing of the case was an abuse of the provisions of" the Code, or where the debtor owes a
debt arising from specified wrongful acts — such as securities fraud, civil violations of the
Racketeer Influenced and Corrupt Organizations Act, or "any criminal act, intentional tort, or
willful or reckless misconduct that caused serious physical injury or death to another individual
in the preceding 5 years." § 522(q) and note following § 522. The Code's meticulous — not to
say mind-numbingly detailed — enumeration of exemptions and exceptions to those exemptions
confirms that courts are not authorized to create additional exceptions.

Siegel points out that a handful of courts have claimed authority to disallow an exemption
(or to bar a debtor from amending his schedules to claim an exemption, which is much the same
thing) based on the debtor's fraudulent concealment of the asset alleged to be exempt. He
suggests that those decisions reflect a general, equitable power in bankruptcy courts to deny
exemptions based on a debtor's bad-faith conduct. For the reasons we have given, the
Bankruptcy Code admits no such power. It is of course true that when a debtor claims a state-
created exemption, the exemption's scope is determined by state law, which may provide that
certain types of debtor misconduct warrant denial of the exemption. But federal law provides no
authority for bankruptcy courts to deny an exemption on a ground not specified in the Code.

We acknowledge that our ruling forces Siegel to shoulder a heavy financial burden
resulting from Law's egregious misconduct, and that it may produce inequitable results for
trustees and creditors in other cases. We have recognized, however, that in crafting the
provisions of § 522, "Congress balanced the difficult choices that exemption limits impose on
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debtors with the economic harm that exemptions visit on creditors." The same can be said of the
limits imposed on recovery of administrative expenses by trustees. For the reasons we have
explained, it is not for courts to alter the balance struck by the statute.

Our decision today does not denude bankruptcy courts of the essential "authority to
respond to debtor misconduct with meaningful sanctions." There is ample authority to deny the
dishonest debtor a discharge. See § 727(a)(2)-(6). (That sanction lacks bite here, since by reason
of a postpetition settlement between Siegel and Law's major creditor, Law has no debts left to
discharge; but that will not often be the case.) In addition, Federal Rule of Bankruptcy Procedure
9011 — bankruptcy's analogue to Civil Rule 11 — authorizes the court to impose sanctions for
bad-faith litigation conduct, which may include "an order directing payment ... of some or all of
the reasonable attorneys' fees and other expenses incurred as a direct result of the violation." The
court may also possess further sanctioning authority under either § 105(a) or its inherent powers.
And because it arises postpetition, a bankruptcy court's monetary sanction survives the
bankruptcy case and is thereafter enforceable through the normal procedures for collecting
money judgments. Fraudulent conduct in a bankruptcy case may also subject a debtor to criminal
prosecution under 18 U.S.C. § 152, which carries a maximum penalty of five years'
imprisonment.

But whatever other sanctions a bankruptcy court may impose on a dishonest debtor, it
may not contravene express provisions of the Bankruptcy Code by ordering that the debtor's
exempt property be used to pay debts and expenses for which that property is not liable under the
Code.

3.21. Dismissal of Consumer Chapter 7 Cases for “Abuse” — The Means Test

Section 707(b) of the Bankruptcy Code provides for dismissal in consumer bankruptcy
cases if the granting of relief would be an “abuse” of Chapter 7. Prior to 2005, the standard was
“substantial abuse.” Courts engaged in a case-by-case analysis to determine whether the filing
was abusive. Specifically, Bankruptcy Courts could dismiss cases if debtors could afford to pay
creditors, using a forward looking approach based on the debtor’s expected income and
reasonable living expenses.

In performing the case by case analysis under Section 707(b), bankruptcy judges
developed reputations in the local community for leniency or strictness. Debtors who leased or
financed fancy homes or cars ran the risk of having their expenses disallowed in the calculation
of reasonable living expenses. This practice led to the axiom that it was dangerous for a debtor
filing bankruptcy to drive a better car than the bankruptcy judge.

In the 2005 BAPCPA amendments, Congress lowered the standard from “substantial
abuse” to “abuse” (not a very important change since both standards would ultimately be decided
on the basis of the Bankruptcy Judge’s personal views), and created a presumption of abuse for
consumer debtors who failed to satisfy a complex and rigid mathematical “means” test. The
stated goal of the means test was to force debtors who could afford to pay some portion of their
debts into Chapter 13. Unfortunately, the rigid means test is subject to manipulation, is
overbroad, and is poorly tailored to its objective.
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It is important to first note that the entirety of Section 707(b) (dismissal for abuse and
presumption of abuse under the “means test”) applies only to individual consumer debtors —
legal entities like corporations and partnerships, and individual debtors with primarily business
debts, are not subject to the “abuse” standard at all.

Second, many debtors easily satisfy the “means test” without performing all of the
complex mathematics. The place to begin reading the means test statute is in the middle -
Sections 707(b)(6) and (b)(7). Actually, the place to begin reading is Section 101(10A) — the
definition of “current monthly income” — which is the cornerstone of the test. Read these three
provisions, Section 101(10)(A), Sections 707(b)(6) and (b)(7), carefully and answer the
following questions.

3.22. Practice Problems: Dismissal for Abuse — The Means Test, Part One

Problem 1: Individual debtor filed her bankruptcy petition on October 17 of the current
year. The following schedule shows the debtor’s income and expenses for the current year.

Calculate the Debtor’s “current monthly income.” See 11 U.S.C. § 101(10A).

INCOME Jan Feb Mar Apr May Jun Jul Aug Sep Oct 1-17| TOTAL
Wages S 1,200 S 1,200 S 1,200 S 1,200 | S 1,200 S 1,200 S 800|S 8,000
Tips S 245|S 290 S 265(S 225|S 200 S 250|S$ 125|S 1,600
Social Sec Disability $ 350|S$ 350|S 350 S 1,050
Unemployment S 150 |$ 150 | $ 150 S 450
Family Gifts (tax free) $ 200|S 200]|$ 200 S 600
Total Income S 1,445|S 1,490|S 1,465|S 1,425|S5 1,400|S 700|S 700|S 700|S 1,450|(S 925|S 11,700

EXPENSES
Rent S 375|$ 375(S 375(S 375|S 375($ 375|S 375|$ 375|S 375(S 375(S 3,750
Food S 150(S$S 160 S 145 |S 125|S 160 (|S$ 120(S$S 110(S$S 98(S 120|S 62|S 1,250
Utilities S 60| S 55 (S 50(S 40 [ S 35S 35S 35S 35]|S 35]S 15| S 395
Cell Phone S NS NS S Q0|S N|S 90|S 90|S 90|S NS 90|S 900
CableTVandInternet |S 120|S$S 120( $ 120|S 120|S 120($ 120(S$S 120(S$ 120($S 120|S 120( S 1,200
Car Payment S 145 | S 145 | S 145 | S 145 | S 145|S 145 |S 145|S 145( S 145|S 145|S 1,450
Gas S 50| S 48 | S 51| S 49| S 53|S 45|S 48|S 46| S 43|S 22]S 455
Credit Card Payments | $ 50(S 50(S 50(S 50(S 50[S$ - S - S - s - S - S 250
Total Expenses S 1,040 (S 1,043|S 1,026 |S 994|S5 1,028|S 930S 923|S5S 909|S 928|s 829|sS 9650
NET INCOME (LOSS) S 405 (S 447|5S 439 ($ 431 |S 372|S$(230) S (223)[ $(209)|$ 522($S 96 |$ 2,050

Problem 2: Assume that the median income for a single person in the debtor’s state in
the current year is $14,400. Does the debtor satisfy the means test? If so, what is the effect of
satisfying the means test? See 11 U.S.C. § 707(b)(6) and (b)(7).

Problem 3: Suppose the Debtor’s adult son lives with the debtor and pays $300 per
month to the Debtor to cover the son’s share of rent, food, and other expenses. Should the
Debtor’s son’s payment be included in the calculation of Debtor’s current monthly income?

Problem 4: If the Debtor were married, would the Debtor’s spouse’s income be included
in calculating the Debtor’s “current monthly income”? How about in determining whether the
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presumption of abuse applies, or whether a creditor could move for dismissal under the general
“abuse” test? Compare 11 U.S.C. §§ 707(b)(6) and 707(b)(7).

3.23. Dismissal for “Abuse” - The Means Test, Part Two

A debtor whose annualized “current monthly income” is above the median income in the
debtor’s state must run the gauntlet of the means test to avoid having the case dismissed under
the means test’s presumption of abuse. The gauntlet requires a significant amount of additional
calculation.

The calculations start with the same “current monthly income” computed earlier (average
prior six months’ gross income), but then deduct a series of actual and hypothetical expenses to
calculate the debtor’s permitted net monthly income. The allowed expenses consist of:

1. The monthly expenses allowed under the Internal Revenue Services’ (the “IRS”)
national and local standards for putting a tax debtor in uncollectable status (11 U.S.C.
§ 707(b)(2)(A))(D));

2. Actual monthly expense incurred by the debtor which would be allowed by the IRS as
“other necessary expenses” for putting a tax debtor in uncollectable status (11 U.S.C.
§ 707(b)2)(A)(iD)T));

3. Actual expense for providing care and support for an elderly, chronically ill, or
disabled family member (11 U.S.C. § 707(b)(2)(A)(ii1)(11));

4. Private school tuition for a child under 18 years of age, up to an annual limit currently
$1,775 per child (11 U.S.C. § 707(b)(2)(A)(i1)(IV));

5. Reasonable and necessary utilities expenses over the amount allowed by the IRS in
the national and local standards (11 U.S.C. § 707(b)(2)(A)(ii)(V)); and most
importantly

6. Average contractual secured debt payments over the 60 months following the filing of
bankruptcy (11 U.S.C. § 707(b)(2)(A)(iii)(])).

It is this last deduction that is most controversial, because it allows debtors who have
significant car or mortgage debt to satisfy the means test by using their excessive debt incurred to
maintain a high standard of living to satisfy the means test. Many believe that debtors with high
incomes and excessive secured debts used to maintain a bloated lifestyle are precisely the kinds
of debtors who should be forced to trim their luxurious debt-ridden lifestyles and to use their
high incomes to repay their unsecured creditors.

A net hypothetical monthly income figure is calculated by reducing “current monthly
income” by these allowed expenses. The net monthly income number is then to be multiplied by
60 to compute the amount of net income that the debtor should be able to accumulate over the
next five years. The five years of hypothetical net income is then compared with some statutory
amounts.
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If the Debtor’s five years of hypothetical net income is less than $7,025 as of 2014
($117.09 per month), the debtor will satisfy the means test and there will be no presumption of
abuse.

If the Debtor’s five years of hypothetical net income is more than $11,725 as of 2014
(195.42 per month), the debtor will fail the means test and the presumption of abuse will apply.

If the debtor’s five years of hypothetical net income is less than $11,725 but more than
$7,025, then the net income must be compared with 25% of the Debtor’s non-priority unsecured
claims. If the five years of income is more than 25% of non-priority unsecured claims, the
presumption applies; if less than it does not apply. 11 U.S.C. § 707(b)(2).

3.24. Rebutting the Presumption of Abuse under the Means Test

In most cases the presumption of abuse is a death sentence — the case will be dismissed.
The presumption can only be rebutted by showing special circumstances for which there was no
reasonable alternatives (the examples being military service and serious medical conditions). 11
U.S.C. § 707(b)(2)(B). The debtor must show that the special circumstances were the sole cause
of means test failure. Id.

3.25. Attorney Sanctions for Means Test Violations

Congress showed special animus towards consumer debtor lawyers by bolstering the
general rules for sanctioning an attorney for filing a pleading without evidentiary support. See
Fed. R. Bankr. Proc. Rule. 9011. Section 707(b)(4)(C) adds a requirement that attorneys perform
a reasonable investigation into the “circumstances” of the petition, and are deemed to certify
that the attorney has no knowledge after inquiry that anything in the petition is incorrect.
Further, with respect to the means test, debtor attorneys can be sanctioned for the reasonable cost
incurred by the United States Trustee in seeking dismissal of cases that do not satisfy the means
test, but only if the court determines that the attorney violated Bankruptcy Rule 9011 in signing
the petition (known inaccuracies or failing to make proper inquiry). 11 U.S.C. § 707(b)(4)(A).
Attorneys must ask the right questions, investigate as red flags answers from clients that do not
add up or make sense. But attorneys are not private investigators charged with ferreting out
fraud. Attorneys should and generally are not held liable if a client hides assets or files false
schedules as long as the attorney asked the right questions and had no reason to suspect the
fraud. Attorneys can be held liable for information provided by a client that the client asks the
attorney to ignore. Bankruptcy attorneys need to make it clear to their clients that they have
special duties of disclosure under the bankruptcy laws that over-ride confidentiality rules. I tell
clients “If you tell me something, I have to make sure it’s disclosed in your petition if I am going
to represent you.”
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3.25.1. Eligibility after Prior Bankruptcy Cases.

Prior bankruptcy cases pose a number of separate problems that are considered in various
chapters of this book. As discussed in Chapter 11 (dealing with the discharge), debtors may not
be eligible for a discharge in a current case if they received a discharge in another bankruptcy
case filed within 2-8 years before the current case was filed. As discussed in Chapter 6 (dealing
with the automatic stay), the automatic stay preventing creditors from foreclosing on property
after bankruptcy may automatically terminate in 30 days or never go into effect if one or more
bankruptcy cases were previously filed and dismissed within a year before the new bankruptcy
case. These provisions do not prevent the filing of a new case per se, but may prevent the debtor
from receiving the benefits that the debtor expects to receive from filing the new bankruptcy
case.

Section 109(g) of the Bankruptcy code, on the other hand, directly prevents the filing the
new case if a previous case was dismissed within 180 days before the filing of the new case if (1)
the prior case was dismissed because the debtor failed to comply with court orders or properly
prosecute the case, or (2) if the prior case was dismissed after the filing by a creditor of a motion
for relief from stay. 11 U.S.C. § 109(g).

The second part of the provision is grossly overbroad and unfair if interpreted as written.
The statute assumes that the debtor dismissed the case because of the prior motion for relief from
stay, and is abusing the bankruptcy process by filing a second case. But by its terms, section
109(g) would apply even when the dismissal had nothing to do with the motion for relief from
stay — indeed even if the motion for relief from stay was denied!

Some courts have mitigated the statutory language to prevent unfairness and hardship by
interpreting the statute purposively, where there was no connection between the relief from stay
motion and the dismissal. See In re Luna, 122 B.R. 575 (B.A.P. 9" Cir. Cal. 1991) (denying
dismissal when result would be illogical, unintended and unjust); In re Santana, 110 B.R. 819
(Bankr. W.D. Mich. 1990) (same). Some courts have read the words “following the filing of a
request for relief from the automatic stay” to mean that the request for dismissal must be
prompted by the relief from stay motion. /n re Duncan, 182 B.R. 156 (Bankr. W.D. Va. 1995).
Most courts require that a proper motion for relief from stay be pending at the time the debtor
requests and obtains the voluntary dismissal. See In re Jones, 99 B.R. 412 (Bankr. E.D. Ark.
1989); In re Milton, 82 B.R. 637 (Bankr. S.D. Ga. 1988). In any case, the 180-day refiling rule
remains a trap for the unwary that should be carefully considered by a debtor before seeking
dismissal of a bankruptcy case.

In cases of extreme abuse involving multiple bankruptcy re-filings, some courts have
issued special injunctions prohibiting refiling. These injunctions might not affect the validity of
the new case, but should serve as a basis for holding the debtor in contempt of court for violating
the injunction.
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Chapter 4. The Bankruptcy Estate

There are two fundamental purposes of Chapter 7 of the Bankruptcy Code: (1) to
establish an orderly system for liquidating (selling) the debtor’s assets to pay creditors’ claims,
and (2) to provide the debtor with a fresh start by discharging the debtor’s pre-bankruptcy debts.
In this chapter we begin the study of the process of liquidation and distribution to creditors.

4.1. What Property is in the Estate?

Section 541 of the Bankruptcy Code provides that the filing of bankruptcy automatically
creates a new legal entity called the bankruptcy “estate.” The estate separates what property is
owned by the debtor after bankruptcy from what property is to be sold to pay creditors. Section
541 starts with a broad rule that everything owned by the debtor — all legal or equitable interest
of the debtor in property — wherever located and by whomever held, as of the date that the
bankruptcy case is filed — belongs to the bankruptcy estate. 11 U.S.C. § 541(a). This creates a
clear line dividing the property acquired by the debtor after bankruptcy from post-bankruptcy
earnings (which belongs to the debtor free of the claims of pre-bankruptcy creditors), and
property owned by the debtor on the petition date (which will be used to pay creditors).

However, this broad language disguises many subtleties. To start with, what is
“property”? Did the debtor have an “interest” in the “property” on the petition date? If not, the
non-property rights belong to the debtor not the bankruptcy estate.

4.2. Cases on Property of the Estate
4.2.1. BOARD OF TRADE OF CHICAGO v. JOHNSON, 264 U.S. 1

(1924).

CHIEF JUSTICE TAFT

Wilson F. Henderson, the bankrupt, a citizen of Chicago, was admitted to membership in
the Board of Trade in 1899, and for many months prior to March 1, 1919, was president and one
of the principal stockholders in a corporation known as Lipsey and Company, and actively
engaged in making contracts on its behalf for present and future delivery of grain on the Board of
Trade. In March, 1919, Lipsey and Company became insolvent and ceased to transact business,
being then indebted to thirty or more members of the Exchange on its contracts in an aggregate
amount of more than $60,000.

The District Court, finding that the [bankrupt’s] membership [in the Chicago Board of
Trade] was property and under the rules of the Board passed to the trustee in bankruptcy free of
all claims of the members, ordered that it be held for transfer and sale for the benefit of the
general creditors. [W]as its decree right upon the merits?
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[The Board of Trade alleged] that the membership was not property, or capable of being
treated as an asset of the bankrupt, that transfer of it had been duly objected to by respondents as
members, and that they had adverse claims.

Any male person of good character and credit and of legal age . . . may be admitted to
membership in the Board of Trade by ten votes of the Board of Directors, provided that three
votes are not cast against him and that he pays an initiation fee of $25,000, . . . signs "an
agreement to abide by the Rules, Regulations and By-Laws of the Association." The rules further
provide that a member, if he has paid all assessments and has no outstanding claims held against
him by members, and the membership is not in any way impaired or forfeited, may, upon
payment of a fee of $250, transfer his membership to any person eligible to membership
approved by the Board, after ten days posting, both of the proposed transfer and of the name of
substitute.

No rule exists giving to the Board of Trade or its members the right to compel sale or
other disposition of memberships to pay debts. The only right of one member against another, in
securing payment of an obligation, is to prevent the transfer of the membership of the debtor
member by filing objection to such transfer with the Directors.

The membership of Henderson was worth $10,500 on January 24, 1920, when the
petition in bankruptcy was filed against him. All assessments then due had been paid and the
membership was not in any way impaired and forfeited. On May 1, 1919, Henderson had posted
on the bulletin of the Exchange a notice and application for a transfer of his membership. . . .
[Flive days after the petition in bankruptcy was filed, members, creditors of Lipsey and
Company on its defaulted contracts signed by Henderson, lodged with the Directors objections to
the transfer.

Petitioners insist that the membership is not property. The Supreme Court of Illinois,
from which State this Board of Trade derives its charter, has held that the membership is not
property or subject to judicial sale, basing its conclusion on the ground that it cannot be acquired
except upon a vote of ten Directors, and cannot be transferred to another unless the transfer is
approved by the same vote, and that it cannot be subjected to the payment of debts of the holder
by legal proceedings.

Congress derives its power to enact a bankrupt law from the Federal Constitution, and the
construction of it is a federal question. Of course, where the bankrupt law deals with property
rights which are regulated by the state law, the federal courts in bankruptcy will follow the state
courts; but when the language of Congress indicates a policy requiring a broader construction of
the statute than the state decisions would give it, federal courts cannot be concluded by them.

Counsel for petitioners urges that the rules of the associations [do not give the board or its
members who are creditors the power to sell the debtor’s membership]. Their only protection is
in the power to prevent a transfer as long as the member's obligations to them are unperformed.
We do not think this makes a real difference in the character of the property which the member
has in his seat. He can transfer it or sell it subject to a right of his creditors to prevent his transfer
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or sale till he settles with them, a right in some respects similar to the typical lien of the common
law.

We think the seat is held by the Board for the bankrupt, and that in bankruptcy the right
to dispose of it under the rules passes into the control, and therefore into the possession, of the
trustee.

The District Court ordered the transfer and sale of the seat free from all the claims and
objections of the petitioners. The view of the court was that . . . the right of the member creditors
to object to the transfer had been lost. We think that the District Court and the Circuit Court of
Appeals erred on the merits of the case. The claims of the petitioners amount to more than sixty
thousand dollars, and these must be satisfied before the trustee can realize anything on the
transfer of the seat for the general estate.

Reversed.
4.2.2. BUTNER v. UNITED STATES, 440 U.S. 48 (1979).

JUSTICE STEVENS

[The] bankruptcy trustee and a second mortgagee [are engaged in a dispute] over [who
has] the right to the rents collected during the period between the mortgagor's bankruptcy and the
foreclosure sale of the mortgaged property. [We] granted certiorari to decide whether the right to
such rents is determined by a federal rule of equity or by the law of the State where the property
is located.

[P]etitioner acquired a second mortgage securing an indebtedness of $360,000. Petitioner
did not, however, receive any express security interest in the rents earned by the property.

[After a failed attempt at reorganization,] Golden was adjudicated a bankrupt, and the
trustee in bankruptcy was appointed. At that time both the first and second mortgages were in
default. The trustee was ordered to collect and retain all rents [pending a further order of the
bankruptcy court.] [T]he properties were ultimately sold to petitioner by reducing the estate's
indebtedness to petitioner from $360,000 to $186,000.

As of the date of sale, a fund of $162,971.32 [in rents from the property] had been
accumulated by the trustee. . . . [P]etitioner filed a motion claiming a security interest in this fund
and seeking to have it applied to the balance of the second mortgage indebtedness. The
bankruptcy judge denied the motion, holding that the $186,000 balance due to petitioner should
be treated as a general unsecured claim.

The District Court recognized that under North Carolina law a mortgagor is deemed the
owner of the land subject to the mortgage and is entitled to rents and profits, even after default,
so long as he retains possession. But the court viewed the appointment of an agent to collect
rents during the arrangement proceedings as tantamount to the appointment of a receiver. This
appointment, the court concluded, satisfied the state-law requirement of a change of possession
giving the mortgagee an interest in the rents; no further action after the adjudication in
bankruptcy was required to secure or preserve this interest.
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The Court of Appeals reversed. Because petitioner had made no request during the
bankruptcy for a sequestration of rents or for the appointment of a receiver, petitioner had not, in
the court's view, taken the kind of action North Carolina law required to give the mortgagee a
security interest in the rents collected after the bankruptcy adjudication.

We did not grant certiorari to decide whether the Court of Appeals correctly applied
North Carolina law. Our concern is with the proper interpretation of the federal statutes
governing the administration of bankrupt estates. Specifically, it is our purpose to resolve a
conflict between the Third and Seventh Circuits on the one hand, and the Second, Fourth, Sixth,
Eighth, and Ninth Circuits on the other, concerning the proper approach to a dispute of this kind.

The courts in the latter group regard the question whether a security interest in property
extends to rents and profits derived from the property as one that should be resolved by reference
to state law. In a few States, sometimes referred to as "title States," the mortgagee is
automatically entitled to possession of the property, and to a secured interest in the rents. In most
States, the mortgagee's right to rents is dependent upon his taking actual or constructive
possession of the property by means of a foreclosure, the appointment of a receiver for his
benefit, or some similar legal proceeding. Because the applicable law varies from State to State,
the results in federal bankruptcy proceedings will also vary under the approach taken by most of
the Circuits.

The Third and Seventh Circuits have adopted a federal rule of equity that affords the
mortgagee a secured interest in the rents even if state law would not recognize any such interest
until after foreclosure. Those courts reason that since the bankruptcy court has the power to
deprive the mortgagee of his state-law remedy, equity requires that the right to rents not be
dependent on state-court action that may be precluded by federal law. Under this approach, no
affirmative steps are required by the mortgagee—in state or federal court—to acquire or
maintain a right to the rents.

We agree with the majority view. The constitutional authority of Congress to establish
"uniform Laws on the subject of Bankruptcies throughout the United States" would clearly
encompass a federal statute defining the mortgagee's interest in the rents and profits earned by
property in a bankrupt estate. But Congress has not chosen to exercise its power to fashion any
such rule. Congress has generally left the determination of property rights in the assets of a
bankrupt's estate to state law.

Property interests are created and defined by state law. Unless some federal interest
requires a different result, there is no reason why such interests should be analyzed differently
simply because an interested party is involved in a bankruptcy proceeding. Uniform treatment of
property interests by both state and federal courts within a State serves to reduce uncertainty, to
discourage forum shopping, and to prevent a party from receiving "a windfall merely by reason
of the happenstance of bankruptcy."

The minority of courts which have rejected state law have not done so because of any
congressional command, or because their approach serves any identifiable federal interest.
Rather, they have adopted a uniform federal approach to the question of the mortgagee's interest
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in rents and profits because of their perception of the demands of equity. The equity powers of
the bankruptcy court play an important part in the administration of bankrupt estates in countless
situations in which the judge is required to deal with particular, individualized problems. But
undefined considerations of equity provide no basis for adoption of a uniform federal rule
affording mortgagees an automatic interest in the rents as soon as the mortgagor is declared
bankrupt.

In support of their rule, the Third and Seventh Circuits have emphasized that while the
mortgagee may pursue various state-law remedies prior to bankruptcy, the adjudication leaves
the mortgagee "only such remedies as may be found in a court of bankruptcy in the equitable
administration of the bankrupt's assets." It does not follow, however, that "equitable
administration" requires that all mortgagees be afforded an automatic security interest in rents
and profits when state law would deny such an automatic benefit and require the mortgagee to
take some affirmative action before his rights are recognized. What does follow is that the
federal bankruptcy court should take whatever steps are necessary to ensure that the mortgagee is
afforded in federal bankruptcy court the same protection he would have under state law if no
bankruptcy had ensued. This is the majority view, which we adopt today.

The judgment is affirmed.
4.3. Aftermath: Application to the Bankruptcy Code

The bankruptcy laws have changed since Board of Trade of Chicago and Buttner, calling
into question the actual holdings. Whether the members’ hidden liens in Board of Trade of
Chicago would withstand a trustee’s assault under the strong arm powers is a question to be
considered later in the course. Similarly, the Bankruptcy Code now contains a specific procedure
for creditors like Buttner to perfect their assignment of rents in bankruptcy. If state law requires
the creditor to file suit for foreclosure or seek the appointment of a receiver to perfect an
assignment of rents, the creditor can perfect the assignment of rents after bankruptcy by filing
and serving a simple notice with the bankruptcy court. See 11 U.S.C. § 546(b)(2).

However, these classic cases remain crucially important for the twin propositions that (1)
federal bankruptcy law defines whether the bundle of rights owned by the debtor on the date of
bankruptcy constitutes “property,” and (2) in the absence of specific federal legislation state law
defines the bundle of rights owned by the debtor on the date of bankruptcy.

4.4. Practice Problems. Property of the Estate

Are the following “property of the estate” under 11 U.S.C. § 541?

Problem 1: Compromising photos (selfies) taken by the debtor (a well-known actress)
with her ex-boyfriend.

Problem 2: Life insurance payments received by the debtor 200 days after the death of
the debtor’s father. 11 U.S.C. § 541(a)(5)(C).

Problem 3: The debtor’s dog “fluffie,” raised by the debtor since he was a puppy.
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Problem 4: The winning lottery ticket purchased by the debtor several days before
bankruptcy for a drawing held several days after bankruptcy. 11 U.S.C. § 541(a)(6).

Problem 5: The debtor’s winnings on the TV show “the price is right” taped 2 days after
bankruptcy. The debtor had been given the ticket to attend the TV show a month before
bankruptcy. 11 U.S.C. § 541(a)(6).

Problem 6: Money held in an attorney’s trust account, representing the proceeds from
the settlement of client cases. 11 U.S.C. § 541(d).

Problem 7: Money held in a spendthrift trust account administered by trustee Bank of
New York. The debtor’s parents set up the account to provide for the debtor’s support. The trust
prevents the debtor from wasting the money by providing that the funds in the account could be
distributed by the Bank to the debtor only in an amount which the Bank determined was
appropriate based on the debtor’s needs. The debtor had no right to withdraw or assign the funds,
and the trust provided that the funds were not subject to the claims of the debtor’s creditors.
Compare 11 U.S.C. § 541(c)(1) and (c)(2).

Problem 8: The debtor’s right to royalties earned post-petition from the sale of the
debtor’s bestselling book “how to make $1,000,000 in the stock market without even trying.”
See 11 U.S.C. § 541(a)(6).

Problem 9: The debtor’s interest in a rent controlled residential apartment in New York
City. The debtor has lived in the apartment since 1975, pays $300 per month in rent, and the fair
rental value is $3,200 per month. The debtor failed to pay rent for the month prior to bankruptcy,
the landlord sent a 5 day notice to quit, and the debtor filed bankruptcy 6 days later. See 11
U.S.C. § 541(b)(2).

Problem 10: The debtor’s right to receive a tax refund for the 2014 calendar tax year if
the debtor filed bankruptcy in 2015.

Problem 11: The debtor’s right to receive a tax refund for the 2014 calendar year if the
debtor filed bankruptcy in November 2014.

4.5. Cases on Mixed Prepetition and Post-Petition Earnings as Property of
the Estate

4.5.1. IN RE BAGEN, 186 B.R. 824 (Bankr S.D.N.Y. 1995).

[Debtor] Gregory W. Bagen ("Bagen"), and his wife filed a joint petition for bankruptcy
relief under Chapter 7 . . . on October 22, 1992. At the time of the bankruptcy filing, Bagen was
the attorney of record for various plaintiffs in personal injury actions pending in state courts. His
prepetition retainer agreements provided for payment of attorney's fees to him contingent upon
settlement of or recovery in those actions. At the commencement of his bankruptcy case, the
personal injury actions were in various stages of litigation, from initial discovery to appeal.
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The Chapter 7 Trustee seeks to apportion and recover for this estate only those attorney's
fees earned prepetition (i.e., fees attributable to Bagen's prepetition services) and paid or to be
paid postpetition.

Bagen advances two arguments: (1) the Second Circuit Court of Appeals has held, albeit
under the former Bankruptcy Act, that a debtor/attorney's contingent right to payment of fees is
not property of the bankruptcy estate; and (2) case law under the Code supports the proposition
that fees received postpetition, and attributable to prepetition contingent contracts, are not
property of the bankruptcy estate if all acts necessary to earn those fees were not completed
prepetition.

Pursuant to retainer agreements with his clients, Bagen is to receive payment only if the
condition precedent — successful resolution of the prepetition personal injury claims — occurs.
The issue, therefore, is whether a prepetition contingent contract right to payment is property of
the bankruptcy estate even though the debtor is entitled to nothing unless and until the condition
precedent occurs?

In In re Coleman, 87 F.2d 753 (2d Cir. 1937), the Second Circuit Court of Appeals held
that the fee earned under a bankrupt/attorney's prepetition contingent-fee contract, which had not
resulted in a fund as of the petition date, was not property of the bankruptcy estate within the
meaning of section 70 of the Bankruptcy Act. The Second Circuit Court of Appeals conclude[ed]
that under New York State common law, an attorney would have no rights under a contingent-
fee contract until the "services were fully performed and a fund was created." Section 475 of the
New York Judiciary Law created a "new remedy," which does not give an attorney the right "to
compensation unless and until a fund was created by a judgment or settlement." Thus, the
remedy created by the New York Judiciary Law was not property or a property right on the date
bankruptcy was filed. Moreover, the Coleman court noted that for an asset to be considered
property of the estate under section 70 [of the Bankruptcy Act], the asset must have a "calculable
value." It concluded that since there was no fund at the time the bankruptcy petition was filed,
"[t]The services performed [by the attorney] were then without property value within section 70
and might very well have gone altogether uncompensated."

With the passage of the Code, Congress substantially broadened the scope of property of
the estate. According to the legislative history “The bill determines what is property of the estate
by a simple reference to what interests in property the debtor has at the commencement of the
case. This includes all interests, such as interests in real or personal property, tangible and
intangible property, choses in action, causes of action, rights such as copyrights, trade-marks,
patents, and processes, contingent interests and future interests, whether or not transferable by
the debtor.”

As the legislative history to section 541 indicates, Congress intended property of the
estate to include all interests of a debtor, including a debtor's contract right to future, contingent
property. Thus, the Coleman conclusion that section 475 of the New York Judiciary Law did not
create a property right under the former Act does not preclude a finding that property of the
estate under the Code includes a debtor's contingent, contractual right to postpetition property.
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In In re Sloan, 32 B.R. 607 (Bankr E.D.N.Y. 1983), the Chapter 7 trustee sought to
include as property of the estate a finder's fee received by the debtor postpetition. The court
concluded that "[t]he decisive factor in determining whether postpetition income of the debtor
will be deemed property of the estate is whether that income accrues from post-petition services
of the debtor." It noted that postpetition income will be property of the estate only when "all the
acts of the debtor necessary to earn it are rooted in the pre-bankruptcy past." Thus, the court held
that since the debtor was not required to perform additional services postpetition, the finder's fee
paid postpetition was property of the bankruptcy estate.

In concluding that the finder's fee was property of the bankruptcy estate, the court
distinguished /n re Coleman: “Not only was Coleman decided under more stringent standards of
the former Bankruptcy Act, . . . but it involved a situation in which the bankrupt continued to
perform services under his contingency fee. According to Sloan, the Trustee would be barred
from recovering anything under Bagen's prepetition contingent-fee contracts because of Bagen's
obligation to perform post-petition services under those contracts.

I respectfully disagree with that analysis. A debtor's continuing obligation to perform
postpetition services . . . should not prevent the debtor's contingent contract right to future
payment from becoming part of the bankruptcy estate. Although a right to payment may depend
and be conditioned upon future performance, that right, nevertheless, may be property of the
bankruptcy estate. By defining the term "property of the estate" broadly, Congress intended to
encompass contingent future payments that were subject to a condition precedent on the date of
bankruptcy. Accordingly, those portions of Bagen's contingent attorney's fees which may be paid
postpetition, but were nevertheless earned and rooted in his prepetition past, should be includable
in his bankruptcy estate.

Bagen's prepetition contingent contractual right to postpetition property is property of the
estate pursuant to Code section 541(a)(1). Any postpetition payment made under the prepetition
contingent-fee contracts is property of this estate to the extent earned prepetition. The estate's
interest in the future payment includes the entire sum paid less the amount attributable to
services rendered postpetition.

The fact that a debtor must continue to perform services after bankruptcy (as a condition
precedent to payment) does not preclude a finding that the bankruptcy estate has an interest in
the contingent contract right to future payment. (Valuation of this interest is not before me on
this motion.) Accordingly, the Debtor's Motion to Dismiss Trustee's Complaint is denied.

4.5.2. TOWERS v. WU, 173 B.R. 411 (9™ Cir. BAP 1994).

The debtor, Sophia C.Y. Wu, has been employed as a "career agent" by State Mutual Life
Assurance Company of America since 1983. As a career agent for State Mutual, the debtor is
responsible for selling insurance and annuity policies. Section 12 of the Career Agent Agreement
obligates State Mutual to pay to the debtor while the agreement is in force, commissions on first
year and renewal premiums paid to State Mutual on insurance and annuity policies sold by the
debtor.
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The debtor filed a Chapter 7 petition on March 29, 1991. From the commencement of the
bankruptcy case through August 31, 1992, State Mutual paid the debtor $50,472.56 in renewal
commissions for policies sold prepetition.

The Chapter 7 trustee, Edward F. Towers, filed an adversary proceeding seeking to avoid
the payment of the postpetition renewal commissions under section 549(a) and to recover the
value of these payments under section 550(a). On cross-motions for summary judgment, the
bankruptcy court determined that the renewal commissions were not property of the estate
because the payment of the commissions depended upon postpetition services by the debtor and
the commission payment structure adopted by the Career Agent Agreement reflects that the
renewal commissions are allocated to services performed postpetition. The trustee filed this
timely appeal from the order denying his motion for summary judgment and granting the debtor's
motion for summary judgment.

Section 541(a)(6) provides that the bankruptcy estate includes the "[p]roceeds, product,
offspring, rents, and or profits of or from property of the estate, except such as are earnings from
services performed by an individual debtor after the commencement of the case." This case
requires us to determine whether the postpetition renewal commissions are included within the
scope of the postpetition earnings exception contained in section 541(a)(6).

While the Ninth Circuit has not addressed the question of postpetition renewal
commissions, it has addressed section 541(a)(6) in situations involving postpetition earnings that
arise, at least in part, out of prepetition services or prepetition property. In In re FitzSimmons,
725 F.2d 1208 (9" Cir.1984), the court determined that while the earnings exception of section
541(a)(6) applied in the Chapter 11 case of a debtor engaged in a law practice as a sole
proprietor, it did not remove all of the postpetition earnings of the law practice from the estate.
The court held that the earnings exception applies only to the earnings generated by services
personally performed by the individual debtor postpetition. To the extent postpetition earnings
are not attributable to such personal services but to the business' invested capital, accounts
receivable, goodwill, employment contracts with the firm's staff, client relationships, fee
agreements, or the like, the earnings are property of the estate.

Several courts in other jurisdictions have specifically addressed whether postpetition
renewal commissions are property of the estate. In order to determine this question, these courts
have generally focused upon the rights and obligations of the debtor pursuant to the employment
agreement and whether the receipt of the commissions was dependent upon the performance of
postpetition services. Where a debtor's postpetition services were not necessary to generate the
renewal commissions, courts have found the renewal commissions to be property of the estate.
Where, however, the contract required a debtor to remain employed by the insurer and to service
the existing policies or perform certain other services in order to receive the renewal
commissions, courts have found that postpetition services were necessary to generate the renewal
commissions and the commissions were not property of the estate.

The opinions addressing the renewal commissions are helpful in analyzing whether
postpetition services are necessary for renewal commissions under a given contract. These cases,
however, make the entire analysis turn upon the presence of a requirement of postpetition

Bankruptcy Law and Practice 5" Ed. 115

www.cali.org
CC BY-NC-SA 4.0


https://www.cali.org/
https://scholar.google.com/scholar_case?case=11118598629394193290&q=725+F.2d+1208&hl=en&as_sdt=6,33
https://scholar.google.com/scholar_case?case=11118598629394193290&q=725+F.2d+1208&hl=en&as_sdt=6,33

services. Under these cases, if there is such a requirement, all of the renewal commissions will be
excluded from the estate. If there is not such a requirement, then all renewal commissions will be
included in the estate.

This all or nothing approach is inconsistent with FitzSimmons which caution[s] us to
determine the extent to which the earnings are attributable to prepetition property or prepetition
services. The proper analysis is to first determine whether any postpetition services are necessary
to obtaining the payments at issue. If not, the payments are entirely "rooted in the pre-bankruptcy
past,” and the payments will be included in the estate. If some postpetition services are
necessary, then courts must determine the extent to which the payments are attributable to the
postpetition services and the extent to which the payments are attributable to prepetition services.
That portion of the payments allocable to postpetition services will not be property of the estate.
That portion of the payments allocable to prepetition services or property will be property of the
estate.

In this case, the bankruptcy court essentially followed this analysis. It determined that
because the contract required that the debtor remain employed and provide a fixed amount of
new business in order to receive renewal commissions, postpetition services are required. The
court then determined that, although it is difficult to allocate the renewal commissions to
prepetition or postpetition efforts, the manner in which the contracts in question provide for most
of the commission to be paid in the initial year of the policy and a much smaller percentage to be
paid in subsequent years reflects an allocation of the renewal commissions to the postpetition
services required to generate renewals.

[The Court then discusses whether post-petition services were required to receive the
renewal commissions, and determined that the question is not clear.] We determine that there is
a disputed factual issue as to whether the debtor's postpetition efforts are required for the receipt
of the renewal commissions. If postpetition services are required, there is also a disputed issue of
material fact— to what extent are the earnings properly allocable to postpetition and/or
prepetition efforts of the debtor.

4.5.3. SHARP v. DERY, 253 B.R. 204 (E.D. Mich. 2000).

Debtor filed a Chapter 7 petition on December 21, 1998. At that time through February,
1999, Valasis Communications, Inc. employed Debtor. On February 22, 1999, Debtor received
an employee bonus of $11,331.63. The bonus plan was based upon a fiscal year of January 1 to
December 31. To receive the bonus under the plan, a worker must have been employed in good
standing when the company issued the bonus checks; i.e., he must not have been fired or
resigned during the plan year or before issuance of the dividend. An exception existed for
employees who retired, were disabled, or died during the fiscal year. In those cases, the plan
administrator may have, at his discretion, issued the employee a pro rata dividend.

The employer had the right to amend, suspend, or terminate the bonus plan at any time.
The timing of any bonus checks under the plan also was at the employer's sole discretion.
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Debtor did not disclose that he would receive a bonus when he filed his bankruptcy
petition and schedules. At the § 341 meeting, which was held just before Debtor received the
bonus on February 22, 1999, Debtor stated that the bonus's value would be lower than it
ultimately was. Partly because of these factors, Debtor failed to qualify for a discharge under
§ 727 of the Bankruptcy Code.

Trustee sought a determination from the bankruptcy court that the post-petition bonus
was property of the estate. The bankruptcy court decided that it was, and ordered Debtor to turn
over the post-petition bonus to Trustee. Trustee is now holding those funds in escrow pending
the outcome of this appeal.

The determinative issue in this case, therefore, is whether Debtor had an enforceable right
to receive the bonus check when he filed his petition, December 21, 1998. The court below thus
reasoned that, because the employer had no discretion as to the amount and timing of any bonus
that it decided to pay, Debtor had a right to the bonus as of December 21, and that bonus was
therefore the estate's property.

The bankruptcy court misconstrued the significance of the above fact. Although the
employer may have had no discretion over the amount of any bonus that it actually paid Debtor,
as both parties agree, the bonus plan's terms gave the employer discretion as to whether it would
pay any bonus at all.

The bonus plan in this case requires that "an employee must be currently employed in
good standing." It is hard to imagine how an employer [employee?] who does not "satisfactorily
perform his job" could be "employed in good standing." Even if there were a difference between
those two terms, however, the bonus plan at bar [has the following] dispositive characteristic: the
employer, as of the date the debtor filed for bankruptcy, could have decided not to pay any bonus
at all under the terms of the bonus plan itself. [Under Michigan law] an employee who ends his
employment before the closing date of a bonus period, thereby failing to establish a
contractually-mandated condition for receipt of the bonus, forfeits eligibility for the bonus
dividend. As of December 21, therefore, Debtor would have had no legally-recognized interests
in the bonus check he later received on February 22.

When post-petition income "is dependent upon the continued services of the debtor
subsequent to the petition, the amounts do not constitute property of the estate."

The post-petition services that a debtor need perform in order to trigger this rule are,
moreover, exceedingly slight. In Matter of Haynes, 679 F.2d 718 (7" Cir. 1982), for example,
the Seventh Circuit held that the pay of a military retiree was not part of the bankruptcy estate,
because it was conditioned on his obligation to perform certain military duties if called upon to
do so. The Haynes court cited no example of the debtor ever actually having had to perform such
an obligation. It merely reasoned that because the debtor "remained subject to the Uniform Code
of Military Justice ... and could be recalled to active duty" in an emergency, his retirement pay
was dependent upon continued services subsequent to the petition, and thus did not constitute
property of the estate.
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In this case, Debtor had to labor for his employer more than two months after the date of
filing in order to be eligible for his bonus pay. [I]t is apparent that his bonus check was
"dependent upon the continued services of the debtor subsequent to the petition," such that it
does "not constitute property of the estate."

Attempting to refute this conclusion, Trustee cites Towers v. Wu, 173 B.R. 411 (9" Cir.
BAP 1994) for the proposition that the bonus check "will constitute property of the estate if it is
sufficiently rooted in pre-petition activities." Trustee argues that the rationale of Wu would lead
the Court to apportion the bonus between the parts that Debtor earned pre-petition and post-
petition, the former going to Trustee and the latter to Debtor. The Court rejects this argument for
three reasons.

First, apportionment would be contrary to the plain language of § 541. That statute, in
pertinent part, dictates that only "legal or equitable interests of the debtor in property as of the
commencement of the case" are included in the bankruptcy estate. 11 U.S.C. § 541(a)(1).
Regardless of how rooted Debtor's bonus might have been in prepetition activities, he had, for
reasons discussed above, no "legal or equitable interests" in that dividend when the case began
on December 21, 1998. Under the clear language of the statute, therefore, the Court cannot
apportion any part of that bonus dividend to the estate.

Even if the text were unclear, legislative history would provide a second reason for this
Court's conclusion. As both the House of Representatives and Senate Reports make plain, § 541
"is not intended to expand the debtor's rights against others more than they exist at the
commencement of the case." A trustee, moreover, "could take no greater rights than the debtor
himself had" on the day of filing the bankruptcy petition. The Court, accordingly, may apportion
no part of the bonus plan to pre-petition services and allot that portion to the estate.

The third reason that this Court decides it cannot apportion the part of Debtor's bonus
attributable to his pre-petition services to the estate is that the chief decisions upon which the Wu
court relied are consistent with such a holding. . . . Thus did the Ninth Circuit gives its
imprimatur to apportionment, but only to the extent that it would allocate funds to the estate in
which the debtor had cognizable rights as of the petition date. Here, Debtor had no discernible
right to his bonus check as of the petition date.

The plain text of § 541(a)(1) does not allow for apportionment, and apportionment would
be contrary to Congress's intent. What authority there is to the contrary, moreover, is
unpersuasive. The Court may not, therefore, apportion Debtor's bonus dividend.

REVERSED. Trustee will transfer the $11,331.63 in bonus-dividend funds that it holds
in escrow to Debtor within seven days of receipt of this order.
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Chapter 5. Exemptions

This chapter follows what may have appeared to be a pretty bleak picture for debtors
seeking bankruptcy protection. In the last chapter we learned that debtors must turn over to the
trustee all of their property, which becomes property of the estate, for liquidation. That picture is
not accurate, however, because an individual debtor is allowed to remove from the property of
the estate, and keep, any property that is exempt. 11 U.S.C. § 522(b)(1). Determining what
property is exempt is therefore extremely important to the individual Chapter 7 debtor.

While the statute suggests that the debtor recovers exempt property from the estate after
turning over all property, in practice the debtor simply does not turn over to the trustee the
exempt property. Instead, the debtor turns over to the trustee only that property which is not
exempt.

Exemptions are not directly relevant to the reorganization chapters because an individual
debtor is allowed to keep all of his or her property in reorganization, regardless of whether the
property is exempt or not. However, the exemptions come into play indirectly in reorganization
cases as well, because the individual debtor must show that creditors will receive more in present
value under the reorganization plan than they would receive in Chapter 7 liquidation. Thus, the
reorganizing debtor does not have to “pay” out of future earnings for property that would be
exempt in Chapter 7.

Note that entity debtors, such as corporations and partnerships, are not entitled to
exemptions. 11 U.S.C. § 522(b)(1), emphasis added (“an individual debtor may exempt from
property of the estate . . .”). All property owned by corporate debtors becomes property of the
estate. A corporate debtor in Chapter 7 has no post-petition earnings that are separate from the
bankruptcy estate since the corporation is nothing more than the property it owns, and therefore
all corporate post-petition earnings must have grown out of the bankruptcy estate. See 11 U.S.C.
§ 541(a)(6) (property of the estate includes all post-petition earnings from property of the estate).
The corporate debtor after a Chapter 7 liquidation has been completed is an asset-less shell that
has no ability to continue in business. Chapter 7 is corporate death (although the process for
terminating the corporation’s legal status under state law should be followed). An individual
human debtor, however, lives on, keeping his or her exempt property and all post-petition
earnings from the individual debtor’s labor.

There are two separate exemption schemes recognized in bankruptcy: (1) a federal
exemption scheme in section 522(d) of the Bankruptcy Code, and (2) the applicable non-
bankruptcy exemption scheme in the debtor’s applicable state (which is used under state law to
prevent judgment creditors from levying the debtor’s exempt property), plus any non-bankruptcy
federal exemptions that are available to the debtor.

The Bankruptcy Code allows the debtor to elect to use either the Bankruptcy Code’s
exemptions, or the applicable state exemptions plus the non-bankruptcy federal exemptions,
unless the debtor’s applicable state as “opted out” — by prohibiting its debtors from using the
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federal bankruptcy exemptions. 11 U.S.C. § 522(b). In “opt out” states, the debtor must use the
state exemptions (together with non-bankruptcy federal exemptions).

The first step in analyzing exemptions is to determine which state’s exemption laws are
applicable to the debtor. In order to discourage debtors from moving between states in an attempt
to utilize more favorable exemptions, the Bankruptcy Code looks at two time periods in
determining which state’s exemption laws apply.

First, if a debtor has been domiciled (resided) in a single state continuously for the 730
days (2 years) before filing bankruptcy, the debtor will use that state’s exemption laws. 11
U.S.C. § 522(b)(3)(A).

Second, if the debtor has not been domiciled in a single state continuously for 730 (2
years) before bankruptcy, then the applicable period is the 180 days (6 mos) before the 730 day
period. In that case, the question becomes “in what state was the debtor domiciled the most
during the 180 day period.” Id.

5.1. Practice Problems: Which State’s Exemptions Apply?
Read 11 U.S.C. § 522(b)(3)(A), and answer the following questions:

Problem 1: Debtor was born and lived in Georgia for 50 years before deciding that he
needed to file bankruptcy. After visiting a local bankruptcy lawyer, debtor learned that the
exemption laws in the State of Florida are much more generous to him than the exemption laws
in the State of Georgia. On the advice of his attorney, debtor moved to Florida, waited two years
and two days, and then filed bankruptcy in Florida, claiming the Florida exemptions. Is he
eligible for the Florida exemptions?

Problem 2: Suppose that the debtor in Problem 1, after living in Florida for only 100 days,
received a good job offer in North Dakota, and decided to move. If the debtor wants to use
Florida’s exemptions (rather than Georgia’s or North Dakota’s), what is the shortest amount of
time he should wait after moving to North Dakota before filing his bankruptcy petition?

5.2. Electing the State or Federal Exemption Scheme

Debtors subject to the exemption laws of a state that has opted out by precluding its
debtors from electing the federal bankruptcy exemptions must use the state’s exemption scheme.
11 U.S.C. § 522(b)(1). About two thirds of the states have opted out (as of this writing, 19 states
allow the election between the state and federal exemptions).

The exemptions provided by state law vary greatly across the county. Some states have
extremely generous exemptions (such as Florida and Texas, allowing debtors to exempt an
unlimited amount of equity in a home), while others states are rather miserly (no homestead in
New Jersey and Pennsylvania). Most states exempt the basics: clothing, household goods, a few
thousand dollars of equity in a car, tools of the trade, and the like. State exemption statutes were
drafted primarily to protect the debtor’s necessary property from the claims of unsecured
judgment creditors. Both in and out of bankruptcy, exemptions do not protect against
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consensual liens. It is the value of the property in excess of any consensual liens, the debtor’s
equity in the property, that is subject to exemption.

The federal bankruptcy exemptions are set forth in 11 U.S.C. § 522(d). Most debtors who
are allowed to elect, and do not have a lot of home equity, are better off using the federal
exemptions rather than the state exemptions because of the so-called “wild card,” 11 U.S.C.
§ 522(d)(5), which allows a debtor who does not claim a homestead exemption to exempt nearly
$12,000 of “any property,” which includes cash, tax refunds, and property having a value
exceeding the limited exemption amounts otherwise available.

State homestead exemptions are often larger than the federal homestead exemption —
often significantly larger. If the debtor has a large amount of equity in a home, and the state
allows a large homestead exemption, then the debtor may be better off using the state exemptions
even at the cost of giving up the federal wild card exemption. Also, the federal exemptions are
not available in states that have opted out of the federal scheme. Choosing exemptions is thus a
complex matter of determining whether both the federal and state schemes are available to the
debtor, and then evaluating whether the debtor is better off under the federal or state scheme.

It is important to remember that exemptions do not free the debtor’s property from liens.
11 U.S.C. § 522(c). What is exempted is the debtor’s equity in the property (the value of the
property in excess of liens). However, as is discussed below in Section 5.7, two kinds of liens
can be avoided if they impair exemptions: (1) judicial liens, and (2) non-possessory, non-
purchase money liens on household goods. 11 U.S.C. § 522(f). Avoidance is not automatic — the
debtor must file a separate adversary proceeding to avoid the liens.

Valuing property for exemption purposes is a complex and confusing issue. The
Bankruptcy Code requires the use of “fair market value,” a term that is not defined in the
Bankruptcy Code. 11 U.S.C. § 522(a)(2). In the business world, fair market value is the price a
willing buyer would pay a willing seller with full information and neither under compulsion. It is
always a hypothetical value because there is no market transaction taking place. One thing is
clear, it is the “fair market value” of the property in its current condition — not the value of the
property when new.

A purposive approach to valuation would require the court to determine the amount that
the trustee could receive from the sale of the property, which may well be lower than the
traditional measure of fair market value. The purpose of the exemptions is to determine whether
the trustee can sell the property and use the proceeds above the exemption amount to pay
creditors. The debtor would have to receive the exempt amount from the sale, and the estate
would get the benefit of the proceeds over the exempt amount. Some courts have accepted this
purposive approach, while others have rejected it. Compare n re Walsh, 5 B.R. 239 (Bankr. D.C.
1980) (use of “liquidation value” appropriate), and /n re Sumerell, 194 B.R. 818 (Bankr. D.D.
Tenn. 1996) (liquidation value inconsistent with fair market value).

It is not clear what would happen in those jurisdictions that have rejected the trustee
resale value approach. For example, assume the debtor has a diamond ring that is exempt in the
amount of $1,550 under 11 U.S.C. § 522(d)(4). Assume that the bankruptcy court has determined
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that the ring has a “fair market value” of $1,800, but the trustee is only able to sell it for $1,400.
If the trustee were allowed to sell it for less than the exemption amount on the basis of the
court’s valuation, the debtor would be deprived of the full value of the exemption, which would
not serve the purpose of the exemption statute. On the other hand, if the trustee were able to sell
it for $1,600, then the Debtor would receive the $1,550 exemption amount and the trustee would
keep the remaining $50 to pay creditors — serving the purpose of the statute. Using a value
different from the amount the trustee could recover does not work in practice to preserve the
debtor’s exemption.

As we will discuss later, a different question arises in the reorganization chapters when
the court is valuing property to determine the portion of a claim that is secured under Section 506
of the Bankruptcy Code. As will be discussed later, valuation serves a very different purpose
under the reorganization chapters than it does under the exemption statutes. The proper measure
of value for exemption purposes is the value that the trustee would receive from an orderly sale
of the property.

5.3. Practice Problems: The Federal Exemptions.

Problem 1: Debtors (husband and wife filing jointly) own the following property. What
can be exempted under Section 522(d) of the Bankruptcy Code?

a. The mobile home that the debtors live in (costing $30,000, but currently worth
$6,000). The mobile home sits on a 100 acre farm worth $24,000;

b. A John Deere tractor worth about $7,000;

c. Furniture (couch, chairs, beds, dressers and the like) costing $4,000, but currently
worth very little, maybe $500. But the debtors also own a 200 year old antique
dining table inherited years ago from the husband’s grandmother worth $3,000;

d. Clothing costing $800, worth very little;

e. The debtors’ champion Siamese show cat purchased as a kitten for $1,000 now
worth $2,500;

f. The wife’s diamond wedding ring, costing $3,000, and having an appraised
insurance value of $2,800. Debtors took the ring to a local jewelry store/pawn
shop, and was offered only $400 for the ring.

g. $5,400 in the debtor’s checking account, and $300 in the debtor’s cash jar.

h. Debtor’s farming tools costing $7,000 and having a liquidation value of $500;

i.  Two 50 inch plasma flat screen TVs, one in the living room and one in the
bedroom. Each cost $3,000 new, but the current liquidation value is $400 each.
See 11 U.S.C. § 522(f)(4)(A).

j- $250,000 in the debtor wife’s retirement account at work.

Problem 2: If your client rolled over a $1,400,000 company retirement account (401(k))
into an IRA after losing her job, will her exemption be limited? See 11 U.S.C. § 522(n).
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Problem 3: Debtor filed bankruptcy in New York on December 31, 2014. Debtor lived
in Tennessee from January 2010-December 31, 2013, and in New York from December 31, 2013
to December 31, 2014. Debtor sold his house in Tennessee on December 20, 2013 for $250,000,
paid off the $200,000 mortgage, and invested the $50,000 balance in a new home in Syracuse,
New York. The new home cost $200,000, and the debtor borrowed $150,000 from a bank to
make the purchase. The bank currently holds a mortgage with a loan balance of $140,000, and
the house is worth $250,000. New York allows a $75,000 homestead exemption for property
owned in New York, and Tennessee allows a $75,000 homestead exemption for property owned
in Tennessee. Assume that Tennessee has opted out of the federal exemptions. Can the debtor
claim a homestead exemption on the New York home, and if so in what amount?

NOTE: The cases on this dealing with this question are all over the map. Some
courts say a former state’s exemptions always apply to a new state (even if
restricted in the state’s exemption statute), while other courts restrict a state’s
exemptions to its own state even if the statute is silent about where the
exemptions apply. Compare [n re Drenttel, 403 F.3d 611 (8" Cir. 2005) (applying
old states exemptions in new state where old state’s statute does not specifically
limit exemptions to property held in state); In re Tanzi, 287 B.R. 557 (Bankr.
W.D. Wash. 2002) (debtor could use either Washington or California exemptions
on Florida residence), and In re Stratton, 269 B.R. 716 (Bankr. D. Or. 2001)
(Oregon homestead exemption could be used for California property) with /n re
Sipka, 149 B.R. 181 (D. Kan. 1992) (cannot use Kansas homestead exemptions
after moving to Michigan), and /n re Peters, 91 B.R. 401 (Bankr. W.D. Tex.
1988) (Texas homestead exemption, which was limited by statute to homesteads
in Texas, cannot be used to exempt an out-of-state residence). In the states that
interpret the old states’ statutes not to apply in the new state, the debtor is
generally entitled to use the federal exemptions even if the old state opted out of
the federal exemptions. See flush language following 11 U.S.C. § 522(b)(3).

5.4. Cases on the Allowance of Exemptions

5.4.1. TAYLOR v. FREELAND & KOONZ, 503 U.S. 638 (1992).

JUSTICE THOMAS delivered the opinion of the Court.

Section 522(1) of the Bankruptcy Code requires a debtor to file a list of the property that
the debtor claims as statutorily exempt from distribution to creditors. Federal Rule of Bankruptcy
Procedure 4003 affords creditors and the bankruptcy trustee 30 days to object to claimed
exemptions. We must decide in this case whether the trustee may contest the validity of an
exemption after the 30-day period if the debtor had no colorable basis for claiming the
exemption.

The debtor in this case, Emily Davis, declared bankruptcy while she was pursuing an
employment discrimination claim in the state courts. Davis alleged that her employer, Trans
World Airlines (TWA), had denied her promotions on the basis of her race and sex. In October
1984, Davis filed a Chapter 7 bankruptcy petition, and petitioner Robert J. Taylor, became the
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trustee of Davis' bankruptcy estate. On a schedule filed with the Bankruptcy Court, Davis
claimed as exempt property the money that she expected to win in her discrimination suit against
TWA. She described this property as "Proceeds from lawsuit—[Davis] v. TWA" and "Claim for
lost wages" and listed its value as "unknown." [emphasis added]

Taylor decided not to object to the claimed exemption. The record reveals that Taylor
doubted that the lawsuit had any value. Taylor at one point explained: "I have had past
experience in examining debtors . . . [.] [M]any of them . . . indicate they have potential lawsuits.
.. . [M]any of them do not turn out to be advantageous and . . . many of them might wind up
settling far within the exemption limitation." Taylor also said that he thought Davis'
discrimination claim against TWA might be a "nullity."

Taylor proved mistaken. In October 1986, the Pennsylvania Supreme Court affirmed the
Commonwealth Court's determination that TWA had discriminated against Davis. In a
subsequent settlement of the issue of damages, TWA agreed to pay Davis a total of $110,000.
Upon learning of the settlement, Taylor filed a complaint against respondents in the Bankruptcy
Court. He demanded that respondents turn over the money that they had received from Davis
because he considered it property of Davis' bankruptcy estate. Respondents argued that they
could keep the fees because Davis had claimed the proceeds of the lawsuit as exempt.

[Bankruptcy Rule 4003(b) provides:] "The trustee or any creditor may file objections to
the list of property claimed as exempt within 30 days after the conclusion of the meeting of
creditors held pursuant to Rule 2003(a) . . . unless, within such period, further time is granted by
the court."

The parties agree that Davis did not have a right to exempt more than a small portion of
these proceeds either under state law or under the federal exemptions specified in § 522(d).
Davis in fact claimed the full amount as exempt. Taylor, as a result, apparently could have made
a valid objection under § 522(1) and Rule 4003 if he had acted promptly. We hold, however, that
his failure to do so prevents him from challenging the validity of the exemption now.

Taylor argues that his failure to object does not preclude him from challenging the
exemption after expiration of the 30-day period if the debtor did not have a good-faith or
reasonably disputable basis for claiming it. In this case, Taylor asserts, Davis did not have a
colorable basis for claiming all of the lawsuit proceeds as exempt and thus lacked good faith.

We reject Taylor's argument. Deadlines may lead to unwelcome results, but they prompt
parties to act and they produce finality. In this case, despite what respondents repeatedly told
him, Taylor did not object to the claimed exemption. If Taylor did not know the value of the
potential proceeds of the lawsuit, he could have sought a hearing on the issue, see Rule 4003(c¢),
or he could have asked the Bankruptcy Court for an extension of time to object, see Rule
4003(b). Having done neither, Taylor cannot now seek to deprive Davis and respondents of the
exemption.

Taylor suggests that our holding will create improper incentives. This concern, however,
does not cause us to alter our interpretation of § 522(1). Debtors and their attorneys face penalties
under various provisions for engaging in improper conduct in bankruptcy proceedings. See, €. g.,
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11 U.S.C. § 727(a)(4)(B) (authorizing denial of discharge for presenting fraudulent claims); Rule
1008 (requiring filings to "be verified or contain an unsworn declaration" of truthfulness under
penalty of perjury); Rule 9011 (authorizing sanctions for signing certain documents not "well
grounded in fact and . . . warranted by existing law or a good faith argument for the extension,
modification, or reversal of existing law"); 18 U.S.C. § 152 (imposing criminal penalties for
fraud in bankruptcy cases). These provisions may limit bad-faith claims of exemptions by
debtors. To the extent that they do not, Congress may enact comparable provisions to address the
difficulties that Taylor predicts will follow our decision. We have no authority to limit the
application of § 522(1) to exemptions claimed in good faith.

5.4.2. SCHWAB v. REILLY, 30 S. Ct. 2652 (2010).

JUSTICE THOMAS delivered the opinion of the Court.

This case presents an opportunity for us to resolve a disagreement among the Courts of
Appeals about what constitutes a claim of exemption to which an interested party must object
under § 522(1). The issue is whether an interested party must object to a claimed exemption
where, as here, the Code defines the property the debtor is authorized to exempt as an interest,
the value of which may not exceed a certain dollar amount, in a particular type of asset, and the
debtor's schedule of exempt property accurately describes the asset and declares the "value of
[the] claimed exemption" in that asset to be an amount within the limits that the Code prescribes.
We hold that, in cases such as this, an interested party need not object to an exemption claimed
in this manner in order to preserve the estate's ability to recover value in the asset beyond the
dollar value the debtor expressly declared exempt.

Respondent Nadejda Reilly filed for Chapter 7 bankruptcy when her catering business
failed. The assets Reilly listed on Schedule B included an itemized list of cooking and other
kitchen equipment that she described as "business equipment," and to which she assigned an
estimated market value of $10,718.

On Schedule C, Reilly claimed two exempt interests in this equipment pursuant to
different sections of the Code. Reilly claimed a "tool[s] of the trade" exemption of $1,850 in the
equipment under § 522(d)(6), and she claimed a miscellaneous exemption of $8,868 in the
equipment under § 522(d)(5), which, at the time she filed for bankruptcy, permitted a debtor to
take a "wildcard" exemption equal to the "debtor's aggregate interest in any property, not to
exceed" $10,225 "in value. The total value of these claimed exemptions ($10,718) equaled the
value Reilly separately listed on Schedules B and C as the equipment's estimated market value.

Subject to exceptions not relevant here, the Federal Rules of Bankruptcy Procedure
require interested parties to object to a debtor's claimed exemptions within 30 days after the
conclusion of the creditors' meeting held pursuant to Rule 2003(a). If an interested party fails to
object within the time allowed, a claimed exemption will exclude the subject property from the
estate even if the exemption's value exceeds what the Code permits. See Taylor v. Freeland &
Kronz, 503 U.S. 638 (1992).
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Petitioner William G. Schwab, the trustee of Reilly's bankruptcy estate, did not object to
Reilly's claimed exemptions in her business equipment because the dollar value Reilly assigned
each exemption fell within the limits that §§ 522(d)(5) and (6) prescribe. But because an
appraisal revealed that the total market value of Reilly's business equipment could be as much as
$17,200, Schwab moved the Bankruptcy Court for permission to auction the equipment so Reilly
could receive the $10,718 she claimed as exempt, and the estate could distribute the equipment's
remaining value (approximately $6,500) to Reilly's creditors.

Reilly opposed Schwab's motion. She argued that she had put Schwab and her creditors
on notice that she intended to exempt the equipment's full value, even if that amount turned out
to be more than the dollar amount she declared, and more than the Code allowed. [The
Bankruptcy Court and] the Court of Appeals agreed that by equating on Schedule C the total
value of her exemptions in her business equipment with the equipment's market value, Reilly
"indicate[d] the intent" to exempt the equipment's full value. In reaching this conclusion, the
Court of Appeals relied on our decision in Taylor: "'[A]n unstated premise' of Taylor was “that a
debtor who exempts the entire reported value of an asset is claiming the "full amount," whatever
it turns out to be."

We conclude that the Court of Appeals' approach fails to account for the text of the
relevant Code provisions and misinterprets our decision in Taylor. Accordingly, we reverse.

The portion of § 522(1) that resolves this case is not, as Reilly asserts, the provision
stating that the "property claimed as exempt on [Schedule C] is exempt" unless an interested
party objects. Rather, it is the portion of § 522(1) that defines the target of the objection, namely,
the portion that says Schwab has a duty to object to the "list of property that the debtor claims as
exempt under subsection (b)." (Emphasis added.) That subsection, § 522(b), does not define the
"property claimed as exempt" by reference to the estimated market value on which Reilly and the
Court of Appeals rely. Section 522(b) refers only to property defined in § 522(d), which in turn
lists 12 categories of property that a debtor may claim as exempt. As we have recognized, most
of these categories (and all of the categories applicable to Reilly's exemptions) define the
"property" a debtor may "clai[m] as exempt" as the debtor's "interest"—up to a specified dollar
amount—in the assets described in the category, not as the assets themselves.

Viewing Reilly's form entries in light of this definition, we agree with Schwab and the
United States that Schwab had no duty to object to the property Reilly claimed as exempt (two
interests in her business equipment worth $1,850 and $8,868) because the stated value of each
interest, and thus of the "property claimed as exempt," was within the limits the Code allows.

For all of these reasons, we conclude that Schwab was entitled to evaluate the propriety
of the claimed exemptions based on three, and only three, entries on Reilly's Schedule C: the
description of the business equipment in which Reilly claimed the exempt interests; the Code
provisions governing the claimed exemptions; and the amounts Reilly listed in the column titled
"value of claimed exemption." In reaching this conclusion, we do not render the market value
estimate on Reilly's Schedule C superfluous. We simply confine the estimate to its proper role:
aiding the trustee in administering the estate by helping him identify assets that may have value
beyond the dollar amount the debtor claims as exempt, or whose full value may not be available
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for exemption because a portion of the interest is, for example, encumbered by an unavoidable
lien.

The Court of Appeals erred in holding that our decision in Taylor dictates a contrary
conclusion. The debtor in Taylor, like the debtor here, filed a schedule of exemptions with the
Bankruptcy Court on which the debtor described the property subject to the claimed exemption,
identified the Code provision supporting the exemption, and listed the dollar value of the
exemption. Critically, however, the debtor in Taylor did not, like the debtor here, state the value
of the claimed exemption as a specific dollar amount at or below the limits the Code allows.
Instead, the debtor in Taylor listed the value of the exemption itself as "$ unknown":

The interested parties in Taylor agreed that this entry rendered the debtor's claimed
exemption objectionable on its face because the exemption concerned an asset (lawsuit proceeds)
that the Code did not permit the debtor to exempt beyond a specific dollar amount. Accordingly,
although this case and Taylor both concern the consequences of a trustee's failure to object to a
claimed exemption within the time specified by Rule 4003, the question arose in Taylor on
starkly different facts. In Taylor, the question concerned a trustee's obligation to object to the
debtor's entry of a "value claimed exempt" that was not plainly within the limits the Code allows.
In this case, the opposite is true. The amounts Reilly listed in the Schedule C column titled
"Value of Claimed Exemption" are facially within the limits the Code prescribes and raise no
warning flags that warranted an objection.

Taylor supports this conclusion. In holding otherwise, the Court of Appeals focused on
what it described as Taylor's ""unstated premise" that ""a debtor who exempts the entire reported
value of an asset is claiming the "full amount," whate