Top Ten Things Every Lawyer Should Know About Bankruptcy Law
(and the Bankruptcy Reform Act passed April 20, 2005)

Like the practice of Medicine, the practice of law is highly specialized, but requires a reservoir of
general knowledge applicable to every practitioner. The goal of this paper is to familiarize the
non-bankruptcy practitioner with the ten most common intersections between bankruptcy and
non-bankruptcy law. These intersections include traps for both the litigator and transactional
lawyer. Each is submitted with the knowledge that the bankruptcy code has been substantially
changed in April 2005, that those changes will affect the rules slightly, and thus a general
presentation on the changes of the Bankruptcy Reform Act has been appended.

1) Bankruptcy is expensive. Whether a creditor or debtor, bankruptcy law requires that
both creditors and debtors go to court to obtain permission. Why is bankruptcy
expensive?

Lawyers’ fees. Bankruptcy Lawyers must disclose their prepetition compensation to the Court
11 U.S.C. §8329. Post-bankruptcy compensation requires that the Court authorize the terms of
employment (11 U.S.C. 8327) and that the fees charged be reviewed by all parties and
determined to be reasonable and helpful to the bankruptcy estate (11 U.S.C. 8330). If a creditor
is over-secured, their legal fees are charged to the estate under the same standard (11 U.S.C.
8506(b)). In Chapter 11 cases, committees of creditors are often formed to represent creditor
groups — who charge their legal fees to the estate.

Selling. To use or sell property outside the ordinary course, one must file a motion with the
court and get court approval after notice and a hearing. 11 U.S.C. 8363

Foreclosing. To foreclose on a lien, the creditor must prove that the loan is larger than the
collateral and otherwise show “cause”. 11 U.S.C. 8362

Plans of Reorganization and Such. To “reorganize” under Chapter 9, 11, 12, or 13, the Debtor
must file a Disclosure Statement (which looks like an offering memorandum) 11 U.S.C. §1125,
have it approved, file a Plan (11 U.S.C. 81129), solicit votes, and comply with numerous,
complex hurdles to approve the plan’s treatment of creditors, who must read the plan and
likewise object to, or renegotiate their treatment in, a plan of reorganization. All of this requires
the time and attention of many bankruptcy Lawyers.

Bankruptcy “Reform”. The bankruptcy reform act will essentially prevent the vast majority of
those with consumer debts from discharging their debts without a Plan of Reorganization. The
new law requires consumer credit counseling before a bankruptcy filing, requires a course on
debt management, requires payments over 5 years if the debtor has more than the median income
for the state or can afford to pay $100 a month in disposable income, and requires the attorney of
the Debtor to certify under penalty of sanctions that he has investigated the assets and liabilities
of the debtor and that they are accurate. Thus, the effect will be to dramatically increase the
costs to average consumers in bankruptcy.

2) The Automatic Stay is as Dangerous as a Live Wire. The most powerful tool
an insolvent entity has is the “automatic stay” of 11 U.S.C. 8362. It acts as two
injunctions, that are instantaneous, do not need to be served and have worldwide effect.
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Suits against the Debtor. Upon the voluntary petition being filed, everyone in the world
is enjoined from trying to collect a debt from a debtor, by suit or otherwise (with necessary
exceptions for law enforcement, paternity testing, and other listed exceptions). This means no
repossessions, no foreclosure sales, no collection calls, no garnishments, no automatic bank
drafts, no discovery in an underlying suit — nothing!

Actions Against “Property of the Estate”. The Debtor’s bankruptcy petition creates an
“estate” consisting of all legal and equitable interests the debtor may have in anything —
inheritances, lottery winnings, illegal gambling winnings, Class Il firearms, uncashed checks,
cash, real estate, etc. 11 U.S.C. 8541. Even bare record title to real estate is property of the
estate, though the debtor may have sold it. 11 U.S.C. §544(a)(3). No action may be taken to
exercise control over property of the estate without court approval. 11 U.S.C. 8§362.

Third Parties. Third Parties, while they do not get the benefit of the automatic stay, are
often protected by it nonetheless. The Courts will routinely enjoin suits against guarantors if the
suit would interfere with a Debtor’s reorganization.!

The Stay May Be Lifted by Court Order. However, one must hire a lawyer, go to
court, prove “cause” or otherwise show that the property has no equity and is unncecessary for
an effective reorganization. The technical rules on “lift stay” litigation are peculiar and
frequently lead to this issue being litigated by lawyers who concentrate in the area.

The Stay Can Become a Discharge. Upon substantial consummation of a plan of
reorganization, or entry of a final order granting discharge in a chapter 7 case, the stay can
become a permanent discharge of obligations.

3. File a “Proof of Claim” — or not. When a bankruptcy is filed, the instruction
that most commonly is given to the lawyer or his client is to protect his rights by filing a proof of
claim. Failure to file the proof of claim by the “bar date” means that, unless you are a chapter 11
creditor whose claim is scheduled, or a creditor in a Chapter 9, you lose your right to be paid.
However, filing a proof of claim means that you consent to the jurisdiction of the bankruptcy
court, waive jury trial rights, and consent to appear in bankruptcy court on summary *“claim
objections” if the Debtor disagrees with your claim. Filing a proof of claim is a good idea 90%
of the time. Not filing a proof of claim is often tantamount to malpractice, unless there is a
particular reason for not doing so. For instance, if the client has received a large preference and
will be sued, and the client expects no payment from the estate, refusing to file a proof of claim
can maintain jury trial rights and obtain leverage in subsequent lawsuits.

4. That Lease or “Executory” Contract If you have a contract that has something left

to be performed on both sides — it is an “executory” contract. Leases fit this category.

! See Generally, In re A.H. Robins Co., 972 F.2d 77, 82 (4th Cir. 1992) (“Staying third party litigation is within the
broad equity powers granted bankruptcy courts under 11 U.S.C. § 105(a). [Citations omitted]. . . . The statute
permits a bankruptcy court to stay related litigation where such litigation would ‘interfere in the rehabilitative
process’”); In re United Health Care Org., 210 B.R. 228, 232-33 (S.D.N.Y. 1997) (“Courts have also stayed creditor
actions against non-debtors where they have found that the bankrupt estate would be adversely effected because the
creditor’s action would prevent the non-debtor from contributing funds to the reorganization, or would consume
time and energy of the nondebtor that would otherwise be devoted to a reorganization effort. [Citations omitted]. . . .
As non-debtors do not fall within the protection of the automatic stay provided by § 362, at times § 105 must be
invoked on their behalf to prevents creditors from frustrating an otherwise-viable reorganization effort by pursuing
actions against them.”); In re Lazarus Burman Assocs., 161 B.R. 891, 897 (Bankr. E.D.N.Y. 1993) (“When an
action by a creditor of a debtor against a non-debtor third party threatens a debtor’s reorganization, the creditor’s
action may be enjoined pursuant to section 105(a).”); In re Family Health Servs., Inc., 105 B.R. 937, 942 (Bankr.
C.D. Cal. 1989) (enjoining litigation against non-debtor members of debtor health maintenance organizations).
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Under prior law, a Debtor could keep landlords in limbo indefinitely — paying post-
bankruptcy rent until the debtor decided whether to assume the lease as a future obligation.
When the debtor assumed the obligation, he had to cure pre-bankruptcy shortfalls. When the
Debtor rejected the obligation, the lease became a pre-bankruptcy claim. To add insult to injury,
the claim for future rent on real estate is limited to one year. Under the new law, the Debtor has
to make his decision within 120 days — which can only be extended to 180 days.

Also, notwithstanding anti-assignment clauses in contracts, the contract can be assigned
by the Debtor unless it is of the sort that would not be assignable under state law, or unless the
assignment requires objective financial capability by the Trustee. Thus, leases and other
executory contracts can be assigned if the assignee has financial capacity. Contracts
nonassignable under state or federal law, such as for an opera diva to perform or for a military
contract, are not assignable.

5. Anti-Bankruptcy Clauses are Meaningless When you read loan documents, each
and every one states that filing bankruptcy is an event of default. Each and every one of
those loan documents is wrong. Filing bankruptcy does not create a default.

“Ipso Facto” clauses are, ipso facto, invalid to the extent they prevent the debtor from
holding rights under a contact. 11 U.S.C. 8541(c)(1)(B). This specifically includes clauses that
purport to invalidate leases or executory contracts 11 U.S.C. 8365(b)(2). It also includes
restrictions on the alienation, sale or use of a lease because of bankruptcy. 11 U.S.C. 8363(L).

Transactional attorneys often carefully draft around this issue, by having the debtor create
a standby letter of credit or other obligation to the lender from a bankruptcy remote entity. Then,
the BRE or letter of credit becomes obligated to fund upon a “draw event”, without regard to
default. Define draw events differently from defaults — without cure periods, etc., and you can
obtain some protection in some sophisticated transactions. Please consult your bankruptcy
lawyer to make sure the agreement will withstand a debtor’s bankruptcy.

6. Only One Employment Law Tip in the Bankruptcy Code. Employers and
governmental units cannot discriminate against an individual solely because they filed
bankruptcy. 11 U.S.C. 8525. This even includes people with access to money or
sensitive information, such as bank officers, brokers and pharmacists.

If the only basis for adverse employment action is that the person filed bankruptcy, then
the action is in violation of the bankruptcy code. Unlike other employment laws, the Debtor
often seeks relief in the Bankruptcy Court upon short notice — without the exhaustion of state
remedies or other procedures applicable to other courts. The suit can be a brief adversary
proceeding and bench trial, the decision can often be harsh to the employer.

7. Directors owe special Fiduciary Duties in _the “Insolvency Zone”. Corporate

counsel should know that Directors owe fiduciary duties to creditors not shareholders

when the company becomes insolvent.

Currently, there is some dispute as to whether the Director’s duties shift to the creditors,
or whether they expand to include creditors, or whether they include “creditor-like” entities. The
law is also unclear about when this duty arises. Some courts hold the duty arises when the
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debtor becomes insolvent, others hold it happens when the Debtor will be rendered insolvent,
other courts hold that the “Zone of Insolvency” is when a Director’s duty changes from
maximization of return to shareholders to preservation of assets for the benefit creditors. Under
the bankruptcy code, a frequent asset of the estate is a suit against directors and insiders who are
claimed to have breached their fiduciary duties. Aware of this, many Director and Officer
insurance policies are carefully drafted to attempt to exclude recoveries by the Bankruptcy Court.

8. Avoidance Actions — The Most Common Introduction to Bankruptcy. The
bankruptcy code allows recovery of “preferences” and “fraudulent transfers”. These suits
are often brought against legitimate vendors, often on somewhat tenuous facts.

A “preference” is, technically, a payment to a creditor on behalf of an antecedent debt
made while the debtor is insolvent and within 90 days of the petition that allows that creditor to
receive more than it would in a Chapter 7 distribution. In shorthand, a payment to a creditor
outside of the ordinary course of business within 90 days of the bankruptcy. Insiders are subject
to a one-year preference analysis.

A “fraudulent transfer” is either a transfer of a debtor’s assets to another to hide them
from creditors or a transfer made while the debtor was insolvent for which the Debtor did not
receive reasonably equivalent value.

Commencement of the Action. A suit for a preference or fraudulent transfer in excess
of $6000 can be served against anyone in the United States with a 37 cent stamp. The venue is
the Debtor’s bankruptcy court if the suit seeks to recover more than $10,000. This, in and of
itself, can lead to great inconvenience and expense. Hire local counsel. While the bankruptcy
code only allows suits for fraudulent transfers made within 2s1 year of bankruptcy, under 11
U.S.C. 8544 and state law, the suit under the Uniform Fraudulent Transfer Act may be brought
within 4 years of the transfer.

Defenses to Preference A suit for preference has certain statutory defenses and some
non-statutory defenses that vary by circuit. Only the common statutory defenses are listed here.

Statutory Defenses
Ordinary Course — under the new bankruptcy law, one need only prove that a
transaction was made in the ordinary course between the parties or that it was
intended to be according to ordinary business terms in the industry.
New Value — If the defendant subsequently advanced credit because of the
preferential transfer and that new credit remains unpaid, the extension of new
credit can offset the preference.
Contemporaneous exchange — a contemporaneous “cash on the barrel head”
transaction is not a preference.
Payment of a Secured Debt - if the payment paid a debt fully secured by
collateral, then the payment was essentially what the lender would receive in a
Chapter 7 and there is no preference.
Dollar Limitation — The amount in controversy must be more than $5,000 for a
business and $600 — for a consumer debtor.
Defenses to Fraudulent Transfer Actions. An action for fraudulent transfer centers on whether
the Debtor 1) was insolvent and 2) received reasonably equivalent value. The value issue is
often dealt with by economists or appraisers. The insolvency issue is a balance sheet test relying
heavily on forensic accountants.
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9. Selected Consumer Changes to the Bankruptcy Code.
Consumer Provisions

1) *Means-testing” is now required of prospective Chapter 7 debtors with primarily
consumer debt. If the individual debtor fails the means test, his creditors may obtain dismissal or
conversion a Chapter 13 plan. Mandatory 5 year Chapter 13 is imposed for “means tested”
cases. Basically, if you can pay creditors $100 per month, you meet the means test. Also, if
your income exceeds the median income for the state, you meet the means test. Also, if you can
pay 25% of the unsecured debt over time, you meet the means test.

2) Homestead. The homestead is limited to $125,000 in total personal and real property
if the homestead was acquired within 3 years and 4 months, or if the person has committed some
SEC crime or personal injury tort. The new law adds a 10 year look-back to determine whether
nonexempt assets were converted into a homestead to hinder creditors. If so, the homestead is
reduced accordingly. Fraudulent transfer avoidance under Section 548 is expanded to 2 years,
and the statute specifically indicates that insider employment contracts may be fraudulent
transfers.

3) Penalties. Penalties will be assessed against attorneys who allow debtors to file
bankruptcy with inaccurate schedules, or in violation of the means test. The result is a Rule 11
that is expanded and toughened. Penalties are assessed for abusive consumer filers (abuse is
defined using Rule 11 language). Creditors, on the other hand, may appear pro se at meetings of
creditors to examine the Debtor under oath (notwithstanding any other law. Creditors may also
obtain copies of an individual’s tax returns. Creditors who dispute a means-test in bad faith may
forfeit up to 20% of their claim. The law dramatically lessens the burden of proof required for
creditors to dismiss the case or appoint a trustee. Also, attorneys who file debtor cases become
“debt relief agencies” and must make certain disclosures under the law; sanctions are imposed
against counsel for violations of disclosure duties of debtors. Creditors must receive a notice of
bankruptcy at a predetermined address in order to be sanctioned for an automatic stay violation.

4) Mandatory credit counseling is required before filing bankruptcy, and a second course
on financial management is required to obtain a discharge. The U.S. Trustee must approve the
credit counseling agency.

5) Child support obligations receive the highest priority for payment, and are a
prerequisite to plan confirmation.  “Domestic support” obligations are exempt from avoidance
as a preference. The automatic stay will not affect most domestic relations matters.

6) Automatic lifting of the stay for common consumer bankruptcy situations —

! if the consumer Debtor fails to surrender personal property collateral to a PMSI
lender within 45 days (chapter 7), or surrender collateral as the debtor promised
(under any chapter), the collateral is no longer “property of the estate” and the
stay lifts

! 30 days after the bankruptcy on consumer debts if the Debtor had a case
dismissed within the previous year.
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| If the Debtor had a case dismissed for failure to file schedules, or if the Debtor
had more than one bankruptcy filed in the previous year.

! No stay exists if there have been 2 bankruptcies in a 12 month period

! Recordable court orders that annul the stay in rem if bankruptcy has been used as
a scheme to prevent foreclosure on real property through serial filings.

! If an eviction order has been entered, the stay automatically lifts 30 days after the
bankruptcy unless all defaults are cured under state law.

! The stay automatically lifts after 15 days for eviction proceedings if the eviction

proceeding is based on damage to premises or drug use.

7) Lien Protection. Prevents reduction of liens in “chapter 20" when a Chapter 13 is
converted to a Chapter 7.

8) Discharges Weakened. The law also reduces the ability to discharge certain
previously dischargeable debts under a Chapter 13 “superdischarge”. Cash advances over $750
are presumed to be “luxury goods” within 70 days of the petition and nondischargeable.

10. Selected Business Provisions.

Business Bankruptcy Provisions

9) Lessor Protection. All real property leases must be assumed or rejected within 120
days, which may be extended up to 90 days. Adequate protection payments or a security interest
are now required for postpetition lessors — an administrative claim is not good enough. For
leases that were assumed and then rejected, 2 years rent is given priority status.

10) Venue. The only new venue restriction is for non-consumer avoidance lawsuits
under $10,000, which must be brought in the district where the defendant is located.

11) Chapter 11 Procedures Modified. The exclusivity period within which a debtor must
propose a plan cannot be extended beyond 18 months — competing plans must be submitted
within 20 months. Chapter 11 Trustees may be elected by the Creditors. In simple cases, the
plan may act as the disclosure statement. Standardized forms can be used for a small business
Chapter 11. Individual Chapter 11 cases are treated like Chapter 13.

12) Appeals Appeals for which there is no governing law may be certified directly to the
Circuit Court.

13) Priority Claims. The limit on priority wage claims is raised to $10,000 from $4,650
and covers wages earned in the 180 days before the bankruptcy, increased from 90 days. If
retiree benefits were modified within 180 days the benefits are reinstated at the earlier level.
Retired employees are more likely to have a committee appointed in Chapter 11. Vendors who
provide services and goods with 20 days are entitled to a Chapter 11 administrative claim for
their goods and services. Reclamation rights are expanded from 10 to 45 days, including up to
20 days postpetition for proper demand and the resulting administrative claim.
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14) Chapter 15. Cross-border insolvencies may utilize a recognition procedure that
allows trustees and courts to act extraterritorially. The UNCITRAL model concordat on the
recognition of foreign bankruptcy trustees will allow foreign trustees to administer US cases as
ancillary to the foreign proceeding, assuming the other nation has adopted a similar procedure.

15) Other Special Interest Provisions. Utilities may demand cash as adequate protection,
may use any preexisting deposit, and are not required to accept administrative expense treatment
as adequate protection. The law makes it harder to strip tax liens because all unencumbered
assets must first be liquidated before the tax lien is subordinated. Tax returns must be filed to
confirm a plan or obtain a discharge. Chapter 12 is permanently enacted for family farmers and
fishermen. Healthcare records are private and cannot be disclosed by a bankrupt healthcare
company, and a patient care ombudsman is automatically appointed for healthcare bankruptcies.
The law adds several provisions to modify the Truth in Lending Act and other lending laws
regarding the notices they send to consumers in bankruptcy.

14) More Judges. The law creates new judgeships for certain jurisdictions.
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