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15 USCA 1692 (“The Fair Debt Collection Act”)

· The purpose of this act is to eliminate abusive practices by debt collectors.

· This act only applies to individual consumers and it doesn’t apply to Kinkos.  It does not apply to business, ONLY to you and me.  It is not designed to protect businesses because if you are a business then you turn the matter over to your attorney.

1692 (b) – Is to protect the debtor.

1692 (c)
· All the abuse can be stopped by the debtor telling the creditor that he’s got a lawyer.

1692 (d) – Deals with harassment or abuse.

· No physical threats.

· No debtors list.

1692 (e)

· Prohibits debt police.

· Can’t pretend you are an attorney.

· If the debt collector has no intention of using legitimate means to garnish wages they may not use threats (#4)

1692 (k)

· 3 kinds of damages:

Actual damages – any emotional distress or physical symptoms that the person my develop

Statutory damages – $1000 limit

Punitive damages – has some teeth to is because the debt collector’s outrageous conduct will result in punitive damages

Chapter 2

Non-Judicial Collection Efforts
§ 2.02 
Debt Collection Practices
(A) Debt Collection by a Creditor

West v. Costen p. 8 (Class action)

Facts: Costen is the president of a collection agency and his job is to obtain delinquent accounts from various business people in the community.  After he obtains these accounts he brings them back to his collection agency and distributes them to the employees who then attempt to collect their debts.  First, a secretary sends a letter to the debtor.  Second (if there is no response), a pre-printed form is mailed out that says, “Pay up and if you don’t pay up then certain actions will be taken against you.”  In this case there were five primary causes of action against the employees who attempted to collect the debt (specifically the causes of action centered around the ways in which they went about trying to collect the debt).  The five primary causes of action are as follows:

1. Communicating with third parties about the debt.

· Trying to communicate with third parties about location information is okay, but communicating with third parties about the substance of debt is NOT okay.

· A consumer is a person who owes the debt and his/her parent, guardian, spouse, executor, or administrator is okay to contact.  But only the consumer can sue under the FCDA.  In this case the grandmother was suing and the court allowed it because the policy is to exclude such tactics.

2. Threatening criminal prosecution.  

· In NY passing a bad check is a crime.  In this case the debt collectors would say that if so and so doesn’t pay the debt then we are going to put them in jail but the debt collectors don’t have standing to do this.   

· Because the debt collectors were threatening prosecution they were violating the FCDA.

3. Failing to comply with property notice and debt validation procedures. (per se violation) 

· The name of the creditor, the amount of the debt, and a statement to the debtor that they have 30 days have to be all on the letter that is sent out.

4. The debt collectors were trying to collect surcharges that were not authorized by the agreement.

5. The debt collection agency was misrepresenting the amount of debt. 

· In every case they were attempting to add the $15 surcharge and that was a misrepresentation.

· Costen was charged with the misdeeds of the workers of the company.  He can’t hide and his personal assets could be held liable.  (This is called “piercing the corporate veil.”)

Procedure: The court separated out communicating with third parties and threatening criminal prosecution because it was hard to ascertain from the affidavits.  These two causes weren’t amenable to a class action

Bentley v. Great Lakes Collection Bureau p. 33

Facts: The debt collector sent out notices that violated the FCDA and in this case they were focusing in on the misrepresentation.  City Lakes (CL) had not allowed great lakes to make certain threats that they made.  Only CL had that right.  Great Lakes (GL) had no legal authority to take any further legal action and they didn’t have any right to make these statements.  Also GL would state in the letter that if the debtor didn’t pay then judgment would be held against them and their wages would be garnished.  GL had no authority to garnish anybody wages.  

Holding: GL is in violation of the FCDA.

Heintz v. Jenkins p.36
Issue: Is an attorney subject to FCDA when the attorney is one who routinely collects debts for another?  (In this case the lawyer was representing a bank.)

Holding: Yes, the attorney is liable.  Court read congressional intent (from the silence) to read that lawyers were subject to the act too.

- be careful about making misrepresentations regarding your client because you can be held liable

· Lawyers don’t have to worry about FDCPA in getting their own bills paid

(B) Peaceful Repossession on Default

UCC § 9-503 Secured Party's Right to Take Possession After Default.
Unless otherwise agreed 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 or may proceed by action.  If the security agreement so provides the secured party may require the debtor to assemble the collateral and make it available to the secured party at a place to be designated by the secured party which is reasonably convenient to both parties. 

· Without removal a secured party may render equipment unusable and may dispose of the collateral on the debtor’s premises under Section 9-504.

· Also, I can advertise in the newspaper, then people come to the debtor’s premises, you have an auction, and the money is yours.

Williams v. Ford p. 41

Facts: Wife and husband got a car and then they got a divorce and wife got to keep the car while the husband still made payments which he then fell back on.  Ford then went to repossess the car at 4:30 in the morning and they were very polite but still took the car and she didn’t object (she didn’t yell or throw herself on the car or anything else).  

Rule: A repo man can’t breach the peace when he or she is taking back the property.  If Mrs. Williams had thrown a fit then the repo man had to stop.

· Exactly what a “breach of the peace” is a factual issue

Holding: In this case the judge found contrary to what the jury had found because there was no breach of peace.

· Judgment Notwithstanding the Verdict – reverses the determination of the jury and is granted when the judge determines jury verdict has no reasonable support in fact or is contrary to law.

Transactions

There are two components to a transaction:

1. Security agreement 

2. Promissory note

Security Agreements (see handout)

· A Security Agreement is an agreement that creates or provides for an interest in specified real property or personal property to guarantee the performance of an obligation.

· Elements of a Security Agreement:

· Identifies the debtor and creditor.

· The witness paragraph makes a cross reference to the promissory note.

· The last line of the paragraph is important.

· The financing statement (filled in by the bank) lists all the property of the bank and states what things the bank has interest in.  

· The liens provision says that the debtor has to keep the collateral free of any encumbrances. 

· The debtor can use the collateral of the bank to secure other loans and/or debts. (?)

· The default provision references the default provision in promissory note. 

· The signatures show that the corporate structure is really important.

Promissory Note (see handout)

· A Promissory Note is an unconditional written promise signed by the maker to pay a sum certain either to the order of a designated person or to bearer, payable over a specified period of time on conditions specified in the note.

· A Promissory Note has certain obligations that has to be fulfilled by debtor

· The Promissory Note says, “The value received.”

· You identify who the maker is and who the holder is. The holder can assign his interest to somebody else

· Very few things have to be in a promissory note in order for it to be enforceable

· You have to have a paragraph in there about attorney’s fees.

Typical events of default:

· The failure to make a payment.

· The filing of bankruptcy.

· The maker is adjudicated bankrupt or insolvent.

· If you are insolvent then that means that you have more liabilities than assents.

· So if I can prove that the maker is insolvent then I can use the insolvency to trigger the default even if the maker has made every payment on time.

· The sale by maker of all of his assets.
· Acceleration Clause:  Acceleration allows holder to sue for total amount, not just the specific payment or payments missed

Bourdeau v. Borg-Warner Acceptance Corp p. 43

Facts: Borg extended credit to Bourdeau and took a security agreement on all the items.  Bourdeau repays upon the sale of any inventory.  This makes Bourdeau pay as he sells so that it doesn’t expose Borg at the end of the month if Bourdeau can’t pay.  One day Bourdeau gets robbed and then Borg realized that certain objects were missing and then loads all property into a Uhaul.

Issue: At issue is the definition of default.  What was the default?  What happened was that because there was inventory missing Borg didn’t get paid.  The court says that no, default is when the party doesn’t pay.  Bourdeau didn’t pay because the property was stolen and not because he didn’t want to pay.  The court said that there was also an insurance policy which Bourdeau took out and in the case of stolen goods Bourdeau would get paid and then he would give it to Borg.  

Procedure: On appeal the court reversed saying that there was default.  (What this shows is the failure of the lawyers of the parties to cover in the event of theft.  When you are drafting these agreements you try to make these agreements as broad and expansive as possible.)  Appeals court adopted definition for default as “failing to pay.”  

Moral of this case: Draft your provision broadly so as to cover everything.

Turner v. Impala Motors p. 45

Facts: Turner purchased a car from Impala.  He was supposed to make payments but he didn’t.  One day he was at mom’s house with little Joey in the car and when he came out Joey was out on the curb and the car was gone.

Issue:  Does the existence of a repossession statute constitute a state action within the due process clause, which then applies the state to the 14th amendment?  The 14th amendment says that the state can’t deprive someone of their rights without due process of law.  So the argument being made in this case was that the state allowed a peaceful repossession statute to be passed and this made them subject to the 14th amendment.

Procedure: D argues that f passing the statute was state action then every peaceful repossession statute in the country would be struck down.

Holding: The court rejects D’s argument because:

1. This is private activity.  

2. The state exerted no control over the creditor.

3. This is a private contractual matter between the parties.

4. The right of repossession (self-help) is a part of the common law of the state (most important point), and when the state legislature passed this statute they simply codified common law already existing and so due process was not violated because no due process was called for by the statute (NO STATE ACTOR)
§ 2.03 
Judgment by Confession

The following are all the different types of Judgments:

· Summary Judgment

· A summary judgment is granted when there is no genuine issue of material fact such that one party is entitled to judgment as a matter of law.

· You don’t go to trial.  Instead you win on the pleadings.

· Default Judgment

· A default judgment is entered against a D who fails to appear in court to defend a lawsuit. 

· Consent Judgment 

· A consent judgment is a settlement between parties during litigation that becomes a court judgment when the court sanctions it or when the court approves it.  Basically it is court blessed settlement.

· Judgment Notwithstanding the Verdict (JNOV)

· A JNOV reverses the determination of a jury and is granted when the judge determines that a jury verdict has no reasonable support in fact or is contrary to the law.

· Confession of Judgment (aka Cognovit) 

· People agree that a judgment will be entered upon the occurrence or non-occurrence of an event.

· If that person defaults on a lawsuit then I don’t have to file a lawsuit just take the confession of judgment and file it in the courts office upon the default of the other person.  It is a quick way to enforce your rights as a creditor.

Confession of Judgment (COJ) 

· If a COJ has been included in the contract, then in the event of a default the bank doesn’t have to take any action.  Instead, they can just file the COJ with the clerk’s office and then the bank has certain liens against a person.

· When a person has signed a COJ then that person can NOT object to a judgment being made for them.

Advantages of a COJ: 

· Makes collection easy because it is quick.

· The filing of the COJ gives the creditor a lien on your person or real property.

· Waives personal jurisdiction issues regarding an out of state debtor.

· Parties can consent to waivers of jurisdiction problems of P.

D.H. Overmyer Co. v. Frick p.58

Facts: O asked F to install a refrigeration system, but then O wasn’t paying as F was building.  So the two parties renegotiated the contract under new terms.  One puts a mechanics lien on the property.  Important b/c F put a lien on property.  O agreed to confession of judgment (COJ) and so F released certain liens on the property and reduced the amounts of payments, also agreed to reduce promissory note.  (If you look at it in terms of a bargain there was consideration on both sides.)  O still can’t pay and so F goes to clerk’s office and files the COJ.  Then O makes a judgment to vacate the judgment as was allowed by PA law arguing no personal service and thus the court had no personal jurisdiction, 2) O did not the ability to go into the court and have an affirmative defense public policy argument).  There was no personal judgment on O before F went to clerk’s office.)  Both parties were defended by attorneys.  

Adhesion contract- sophisticated contract by two parties w/attorneys



- court found that there was no adhesion contract

Issue: The question was whether as a matter of public policy this state would realize a COJ. 

Holding: If a party voluntarily, knowingly, and intelligently waives their rights to a lawsuit before a judgment is filed, they can do so and COJ will be upheld by this state.

(In these cases you have to look at if the person voluntarily, knowingly, and intelligently waived their rights.

Russo states that Adhesion contracts are not allowed in credit card agreements.

NYS has allowed COJ’s when the following requirements are met:

· Has to be in affidavit form signed by the debtor.

· Has to state the amount being confessed.

· Has to be specific as to why the debtor owes this money to the creditor.

Fiore v. Oakwood Plaza Shopping Center, Inc. p. 65

Background: Principals deal with a promissory note.  At the time this case was brought NY did not recognize a confession of judgment (COJ).  However, the US Supreme Court in Overmyer said that a COJ is okay and so now NY had to recognize COJ’s.  Accordingly, NY changed their policy after Overmyer.  NY now utilizes the voluntarily, knowingly, and intelligently waiver rule.

Facts: In this case Oakwood is the debtor.  

Rule: If you voluntarily, knowingly, and intelligently make a COJ then you waive your rights.

Holding: In this case there were two sophisticated parties which were both represented by counsel.  They knew exactly what they were doing and there was no public policy reason to void judgment.

Personal Guarantee 

· A personal guarantee is when the bank makes a personal loan to a corporation.

· There are two types of personal guarantees:

1. Personal guarantee of payment—is a guarantee that is not conditioned on the creditors exhausting legal remedies against the principal debtor before suing the guarantor.

· When a creditor gives a loan to a corporation the corporation has a separate entity that is responsible for its debts.  If you are a bank that makes a loan to that corporation then you are going to ask for a principal guarantee.  Then bank can come after the person if that person defaults. 

· Does not have to go through all the legal battles to collect the debt.  Bank can go after both corporation and individual and officers of the corporation.  

· Personal guarantee is more favorable to the creditor because the bank does not have to exhaust its options before going to the personal guarantor.

2. Guarantee of Collection—is a guarantee that is conditioned on the creditor first exhausting legal remedies against the principal debtor before suing the guarantor.

●
Bank is hamstrung to go after both corporation and individuals until all legal battles are exhausted

Demand Note 

· Difference between a promissory note and a demand note is that a promissory note has payments that are interest and payments that are principal.  Demand notes do not necessarily have interest or principal payments due on a monthly basis.

§ 2.03 
Setoff

· There is a Setoff when you have two parties that owe each other money.  In this situation you have a debtor-creditor relationship going both ways.  

· So if I owe somebody 50 dollars then my affirmative dollars for setoff is that he owes me 30 dollars.

Allied Sheet Metal Fabricators, Inc. v. Peoples Nation Bank p. 73

Facts: P financed loan for building.  All the loans were made based on promissory on demand.  

Demand note: bank can demand money at anytime

- commercial utility of a demand note is the revocation at any time.

Peoples Nation Bank manufactured peoples bank.  Allied breached the demand note.  So peoples bank had money on account in allied bank account.  So they established a debtor-creditor relationship going both ways.  The bank owed Allied for the amount in the bank account.  However, the bank was also acting as a creditor because it had money coming to it from Allied.  When Allied defaulted on the demand note it simply took money on account from the bank and applied it to the demand.  It is entirely proper for the bank to do that. 

Court stated that the very nature of a demand note allows for them to demand payment so they could go into their account and take the money.

· Example: Making car payments and you have money on account with a bank the bank can exercise it right to a setoff.

Chapter 3

Enforcements of Money Judgments
Liens

A lien is a legal right or interest that a creditor has on another property usually lasting until a debt that is secured is satisfied.  It is not a judgment.  It is one step short of a judgment.  It is a legal right or interest short of an interest that a creditor has.  (Example: The title to your car.) 

There are three types of liens:

Consensual lien is created upon agreement between the parties.  (Example: I agree to give the bank a lien on my house until I pay.)

Judicial lien is a filing of judgment but you have to go after it.

Statutory liens are created for the benefit of some recognized class.  Examples:

· Mechanics lien – is a statutory lien that secures payment for labor or materials supplied in improving or repairing real or personal property.

· Garagemen’s lien (a possessory lien) – is the right of party to retain possession of a personal property upon which that party has made improvements.  They don’t have to release you car until you pay in full.  They can charge you storage for keeping your car there.

· Warehouseman’s lien (a possessory lien) – is the right of warehouseman to retain possession of goods received for storage charges until they are paid.  The warehouse person can retain that your property until you have paid your bill.

§ 3.02 
The Judgment Creditor’s Objectives
●
Look at handout on 9/17/03

· A judgment is the determination of the rights of the parties on an action and it maybe either final of interlocutory.  (A judgment is good in NY for 20 years.)  

· A final determination determines the proceeding and set the stage for judgment and enforcements proceeding.

· Interlocutory judgment is a judgment that is lacking in finality.  

· Example: When the court bifurcates the trial.  When you have a personal injury and the judge can’t tell which way the jury is going to go then the judge…?  (I don’t really understand this.)

· An interest on a judgment is allowed at 9% statutory rate in NY.

· Two types of ways in which interest accrues in litigation:

Interest starts accruing when the cause of action starts.

· Example: In an action to recover in breach of contract case (some causes of action regarding interest).

You get interest of 9% from the day of the judgment.  

Example: In a personal injury action you don’t get interest from the day they ran you down but from the day of the judgment.

You don’t want any ambiguities to what the judgment is referencing to, so in the caption the parties and date are stated.  

Once you get a judgment you have to enter the judgment.  (A signed judgment doesn’t mean anything until you file a judgment.  Once you file it you get a judgment lien.)  When you enter a judgment you take the piece of paper, you take the pleadings, and you file it with the clerk.  The clerk will take a judgment roll and now your judgment has been entered.  Now that you have a judgment what do you do?  You have to figure out what property is available.

●
  Exemptions: 5205 (handout 9/17/03)

(A) Property Available to Satisfy the Judgment

· Almost any property that the debtor owns now is good.

· Each state has an exemption statute which is exempts or keeps out certain things from a creditor so that the debtor can still keep the necessities.  

· This is done primarily for policy reasons.  The creditor should not be able to take everything and should at least leave you with the shirt on your back.

· The following items are exempt from money judgment (personal property):

· Stoves for fuel, bible, schoolbooks and other books not exceeding $50, necessary working tools, certain trust and IRA accounts, certain income that you make from you job (Policy: you have feed your family.), and your life insurance policy.

· The following items are exempt from real property:

· The first $10,000 of heating in you house and if you have a house for $100,000 the judgment creditor can foreclose on your home and take 90,000 and you get you 10,000.  (You don’t get to keep your house.)

(B) Locating Assets

Ways to locate assets:

· Interrogatories – are a set of written questions that the debtor is obligated to answer.

· Depositions – are a series of questions to elicit where the assets are.  You sit and the court stenographer taking notes.  

· Subpoena – Allows you to subpoena debtor and a third party.  (A good tactic is to subpoena the accountant of the debtor.)  You have subpoena power over the debtor.  
(C) Keeping Assets in Place

· When you locate assets you can serve restraining notes.  This is a written notification to a person who is in the possession of property belonging to the judgment debtor that the person is prohibited from transferring the property.  

· Example: If a person who has had a judgment against them and that person also has a bank account then the creditor can send a letter to the bank.

· The person who receives the restraining notice is forbidden from transferring the property except in two situations: 

Court order

Execution by the sheriff in which the sheriff goes and grabs the property.

(D) Realizing on Assets
· In NY when you file a judgment then it immediately become a lien on the judgment debtor.

Ways to get your money:

Once your place of employment knows they can garnish 10% of the wages and then creditor can go to court and ask for 20%.

You can have a special proceeding to request a turnover order.  In such a case the court can order that the judgment debtor himself or a third party who is in possession of property belonging to the debtor turn the property over to the judgment creditor.

You can ask for an appointment of receiver.  (This is usually made within the context of litigation.)  A receiver usually takes control of the debtor’s assets.  You have to show to the judge that the assets are going to decline in value and therefore you want a receiver appointed that wants to run the business and wants to take it over during the pendency of the suit.  The receiver steps into the shoes of the owner.  

You can have a property execution.  In such a case the judgment creditor issues a levy to a sheriff by saying, “I’ve got a judgment against the judgment debtor and I want you to seize the tractor.” (This is called an execution levy.)

· You issue the levy to the sheriff in the county where the property is located.  If the property is located in another jurisdiction you have to research how they to do it there.

You can list the debtor’s assets through an itemization.  You have to list them specifically so the sheriff knows what they are looking for.  Once the property is executed upon by the sheriff then there is sale.

If there is property out there that is subject to execution then you can have the sheriff physically go out there and get the property.  The judgment creditor can ask the court to appoint a receiver if the creditor doesn’t think that a sale will bring in a lot of money.  So it doesn’t have to be an auction.  It can be a negotiated arms length transaction through a court appointed receiver. 

§ 3.03 
Tactics
§ 3.04 
Protection of the Debtor and Third Parties
§ 3.05 
Priority Problems
§ 3.06 The Spectre of Bankruptcy
§ 3.07 Necessity of Having a Lien
§ 3.08 Judgment Liens
Jackson v. Sears, Roebuck and Co. (1957)

Facts: Sears sued Jackson for the balance due on account.  May 18, 26, and 31st are the relevant dates.  On the May 18th, the judge directed that a judgment be ordered against Jackson.  The problem was that Sears didn’t file the judgment at the clerk’s office.  They had an unfilled judgment as of 18th.  On the 26th, Sears causes an execution to be made on the personal property of Jackson.  On the 31st, Sears turns around and then files a judgment.  Jackson says you got this reversed.  You didn’t have a valid judgment when execution took place so the execution is invalid.

Holding: Court agreed with Jackson.

Rule: You can’t have the sheriff go execute on property unless the judgment is filed at courthouse.  Simply filing a lien doesn’t necessarily give you a lien against the personal property of a judgment debtor until you actually seize the property.

· WHENEVER you get a judgment, file it immediately.  You are protecting your client against future judgments.

§ 3.09
Finding the Assets of the Judgment Debtor
§ 3.10
Preventing Transfer of the Judgment Debtor’s Assets
§ 3.11
Enforcing the Judgment
(A) Levy and Execution

Hicks v. Bailey p. 90

Facts: The subject matter in this case is a transaction that took place in 1934.  In 1934 Hicks obtained a judgment against Bailey.  Hicks took the judgment and had a sheriff execute on the property in January of that year.  Hicks (the judgment creditor) gave the execution notice and said go out and levy on the real property over Bailey.  But the sheriff takes his time and doesn’t execute until August 27th.  At the time this state had a statute that said an execution is only valid in a certain amount of time (in NY it is 60 days) and then you have to apply to get another execution.  So you have stay on the sheriff.  

Holding: Here there wasn’t a valid levy in 1934 so the court in 1954 said that they didn’t do it properly in 1934 so it is invalid and the property now belonged to Bailey.

In re Continental Midway Corp. p. 91

Procedure: Chenille obtained a judgment against Continental in July 1956.  After the judgment was filed in 1956 Chenille (the judgment creditor) issued an execution against the assets of the debtor (fi fa).  When the sheriff made the attempt to go out and execute on the property the property wasn’t there.  He then returned before the court and had to report on the state of execution and said it didn’t work.  This happened three times.  After this the court appointed a receiver.  Now you have a receiver appointed that is different than the one issuing the execution.  

Issue: Did Chenille obtain a lien on the personal property of Continental by the virtue of writs of execution that failed?  

Holding: Chenille never established possessory lien until and unless the sheriff actually obtains the property.  The appointment of the receiver will trump the failed execution.

· When you issue a writ of execution the sheriff has 45 days to go out and seize the property.  Upon the seizure of the property the priority goes back to the date when the writ of execution was given to the sheriff.  Let’s say that on March 1st I give a writ of execution to the sheriff, but the sheriff does it on April 1st.  If any liens are filed in the meantime my lien will have priority.

Keeton v. Hustler Magazine p. 98

Procedure: Keeton wins a judgment against Hustler.  In NH federal court Hustler then files an appeal so there is still an ongoing lawsuit.  At the same time Keeton locates Hustler’s assets and starts an enforcement proceeding in NY against Hustler.  The CPLR allows a foreign judgment to filed in NY.  However, there was a federal statute in place which allows for the filing of a judgment of the federal court of one state to be filed with the federal court of another. Basically in NY you have § 1963 which directs what NYorker can do with federal statute.  Also, CPLR will enforce sister state judgment.  Hustler’s argument was that the federal statute required that the litigation be final before a judgment creditor can start seizing assets.  Because the appeal was pending Keeton couldn’t get the stuff.  Hustler said that federal statute takes precedence over CPLR.  

Holding: Court disagreed and said that there was no preemption here.  There was no intent of the federal statute to trump the state statute.  So the court of the appeals gave literal reading to CPLR and said that Keeton did not have to wait until suit is final.

If you are relying on a federal judgment and the state in which practice doesn’t have CPLR you may have to wait until all the appeals are exhausted before you can go out and satisfy judgment against the judgment debtor.

(B) Alternative Devices for Enforcing Money Judgments

Bond 

If you are in NY and you want to appeal the judgment against you but in the meantime you don’t want to lose everything you own, then you can post a bond for the amount equal to the judgment.  

A bond secures the judgment creditor.  A bond protects a judgment creditor during the pendency of the litigation.

The judgment debtor would be able to give a certain amount of money to the bond company and the bond company will issue a check for the amount of the judgment given by the judge.  

§ 3.12 
Competing with Other Creditors: Priority Problems

(A) After Acquired Property

Hulbert v. Hulbert p. 115
Facts: This is a real property case.  When you file a judgment against someone who owns real property a lien arises.  This is the point in time when the priority of the creditors starts.  St. Pauls argued that because they asked to execute on the property prior to Story did anything.  St. Pauls argument is that it should be entitled to levy on the property.  St Pauls said that they should jump ahead because they were more enthusiastic even though they filed after Story.

Holding: Once you file you judgment against the person who owns property or acquires property after judgment is filed, you are secured in your judgment.

There are three ways to obtain a priority on lien over personal property:

Turnover order

Receiver appointed

Issue an execution to a sheriff and that execution is actually levied.  When the sheriff actually grabs the property that is called levy.  If you have execution without levy you have nothing.
(B) Priorities Between Execution and Non-Execution Creditors

City of New York v. Panzirer p. 115

Facts: Bank files a judgment first then the city’s judgment first.  After that the City takes action diligently: initiates a turnover proceeding.  What the attorney for the city forgot was that restraining notices were not a priority nor does commencing a proceeding.  SO what the bank does is that they send the sheriff on they way and he levies on the property.  The city’s argument is that why should they be penalized for diligently working to get the proceeding through and the bank just has the sheriff go get the property.  

Holding: one of the priorities is issuing an execution and have the sheriff go levy over the property.  So the bank took priority.

Reasoning: Commercial certainty.  Case law to this point was not clearly established.  As a matter of public policy the court said that if the statute is unclear and you have to clarify it then that is what they are going to do.

PRIORITY BETWEEN EXECUTION AND NON-EXECUTION CREDITOR (CPLR 5234):



1. Panzirer: NY ct held that 5234 says that when there is an execution creditor and a turnover creditor, determine priority based on who got the levy or the turnover order first.  Here, although turnover creditor started turnover proceeding and got restraining notice prior to execution creditor getting levy, he didn't have the actual turnover order prior to levy and thus did not have priority.



2. This rule prevents judgment creditor from sitting on his laurels and motivates him to get to sheriff more quickly. Bank executed, the city did not! The city loses!
Clarkson co. v. Shaheen p. 118

Facts: Clarkson obtained judgment against Shaheen for 50 million dollars.  The court issued a restraining notice to the debtors prohibiting them from transferring stock.  So what they did, the court allowed to transfer the stock to their lawyer who acted as a fiduciary for the court.  

Issue: when other creditors of the Shaheen’s started various actions: could they do so after the court had ordered the law firm to hold the stock on trust.

Holding: No. Lawyer having stock in trust precluded anyone from taking the stock.  

Rule: Property in custody of court is not subject to execution.

PROTECTION OF JUDGMENT DEBTORS/ CREDITORS

1.  Moskin v. Midland Bank & Trust Co.

NY, 1978, pg159

Facts:  Jud. creditor wants to execute on jud. debtorÀ__Às seat on NYSE.

Holding:5240 CPLR prevents the sale of sole source of livelihood to �prevent unreasonable disadvantage.  The court must balance the interests of both  parties �and make compromise.

Decision:Stay of execution if Jud. debtor makes monthly installments �w/ interest to jud. creditor.  If default them property can be sold.

2.  Overmyer v. Fidelity and Deposit Co.
2d Cir., 1977, pg161

Holding:2d Cir. held debtor in contempt b/c he used cts to delay or defeat collection of judgment through frivolous appeals.
§ 3.13 
Protection of Judgment Debtors
Moskin v. Midland Bank Trust Co. p. 122

Facts: Debtor partner in brokerage firm.  He owned seats on NYSE.  Marine went out and levied on the seat.  It doesn’t how he took the seat.  Because this seat was the broker’s sole source of income he brought n order to vacate the judgment.  He brought it through a statute which gives relief to debtors

Issue: Whether the NY statute that gave court leeway, allowed the judge to formulate a solution that would satisfy both parties. (5240)
Holding: Gave the seat back as long the debtor made monthly payment.  The court fashioned relief the circumstances.  If he didn’t make payments then they could come back for the seat.

§ 3.14 Protection for Judgment Creditors
Overmyer v. Fidelity & Deposit Co. of Maryland p. 124

Facts: Elliot wins a judgment against Overmyer.  Prior to that Overmyer had posted a bond.  Basically Overmyer went out and gets a bond from fidelity that says if we lose this suit then fidelity is going to be obligated to pay the judgment.  The bond is put into place for Overmyer.  Overmyer loses and fidelity pays Elliot.  Elliot is out of the case.  This is a case that focuses on the bonding company and the person.  Now fidelity starts a proceeding to get the money they win.  Overmyer appeals.  They lose on all appeal all they way up to the top.  Overmyer’s were held in contempt of court because NY state court said that you have to show up for a deposition and they didn’t.  Then Overmyer’s attempts to appeal on constitutionality grounds but they lose.  Then him and his lawyers get fined for brining stupid claims. (Rule 11 sanction)

Holding: If you know that your client’s intention is to file a sham suit then don’t file it!

M. PROPERTY IN CUSTODY OF THE COURT

1. Clarkson: 2d Cir. held that property in custody of ct cannot be reached by judgment creditors except judgment creditor for whose benefit it's held b/c once property is held in trust, no 3d party could get claim superior to beneficiary's.

N. PROTECTION OF JUDGMENT DEBTORS

1. Moskin: NY ct held that although debtor's seat on stock exchange is reachable by judgment creditor, sale of seat is stayed b/c we must balance the competing interests of creditor who wants to get paid and debtor who wants to earn a living.  Here, execution on seat is conditionally stayed so long as debtor makes periodic payments to creditor.

O. PROTECTION OF JUDGMENT CREDITORS

1. Overmyer: 2d Cir. held debtor in contempt b/c he used cts to delay or defeat collection of judgment through frivolous appeals.

Chapter 4

Attachment and Garnishment
§ 4.01 
Introduction
Garnishment is the grabbing of someone’s property before you have a judgment.

Attachment is a prejudgment remedy that enables the plaintiff to seize, or have an enforcement officer seize, property of the D for purposes of obtaining jurisdiction over the D or for securing eventual judgment over the D.

You restrain the debtor’s use of property prior to a judgment being filed.

Attachment is a prejudgment remedy so you have to involve court.  There are four things that you have to do:

You (the creditor) have to give notice to opponent.  You have to persuade the court that the notice is sufficient to…

You have to post a bond in an amount set by court.  The bond is there to compensate D.

You have to file an affidavit with the court demonstrating a reasonable probability of succeeding on the merits of your lawsuit.

You must advise the D that the D is entitled to a hearing within five days of the attachment. 

Actions in Which Attachment is Proper

Foreign Attachment

Foreign attachment is the attachment of in state property of a non-resident D for purposes of establishing personal jurisdiction and eventually realizing the property in the event of a judgment in favor P.

Foreign attachment pertains to a non-resident.

Domestic Attachment
Domestic attachment is the attachment of property of a resident D whose purpose is not to create jurisdiction over the D but solely to create a lien on the attached property to will secure payment of a judgment that will be recovered.

You would use domestic attachment in the following instances:

D is interstate but he is hiding.  

D is ducking from service of process.

D is attempting to conceal of or dispose of his assets.

P is suing on an unpaid claim that is entitled to full faith and credit.
Jurisdiction (see handout)
Personal jurisdiction is the power of court over the person.

International Shoe

Issue: Did the company have sufficient activity in Washington in order bring suit?

Holding: Yes, the presence of the salesmen in the state of Washington was enough to establish jurisdiction.  You have to sufficient minimum contacts.

Qausi in Rem jurisdiction is when the court gains control over the person’s property in order to gain control over the person.
Special Circumstances Requirements

When Attachment is Available

Procedural Requirements

Effect of Attachment

Rights and Remedies of the Defendant

Demand for the Papers

Bond

Motion to Vacate

Attachment Discretionary

Cause of Action for Wrongful Attachment

Lis Pendens

Attachment in Federal Court

§ 4.02 
What is Subject to Attachment?

Introduction

Harris v. Balk p. 136

Facts: Harris and Balk are NC residents.  Harris owes Balk $138.  Balk owes Epstein $300.  Epstein is a MD resident.  Harris goes into MD.  Because Harris owes Balk money and Balk owes Epstein money, Epstein wants to go after the $138 Harris owes Balk, because Balk owes Epstein $300. (You can go after a party who owes money to you.)  

Procedure: Epstein couldn’t get personal jurisdiction over Balk because Balk was not in MD, so he had the MD court assert quasi in rem jurisdiction over Balks property (the $138 owed by Harris, who was in MD, to Balk).  So Harris pays Epstein the $138.  As a result of this action, Balk starts a suit in NC.  Balk’s argument is that the MD court didn’t have quasi in rem jurisdiction over him and so he wants the money that Harris gave to Epstein via the third party rule.  The NC court agreed with Balk.  The SC reversed.  

Holding: The SC said that the MD court did have quasi in rem jurisdiction over Balk’s in state property (the $138 the Harris owed Balk).  Therefore Balk could NOT recover his $138 from Harris because it was already recovered by Epstein.  

Supreme Merchandise Co. v. Chemical Bank p. 141

Shaffer v. Heitner p.146

Facts: In this case you have a Heitner (who is a shareholder of one stock) and Greyhound Corporation. (Greyhound is in DE but its PPB is somewhere else.)  Heitner wants to sue 28 retired officers of the corporation.  The reason that Heitner wants to sue these officers is because the loss is favorable to him.  The problem is that none of these officers live in DE.  The only presence that they actually have is that the particular shares in question are noted in a book that the secretary has in the state of DE.  The actual shares are with these people in their homes.  As a result, Heitner asks the court to assert quasi in rem jurisdiction over these shares in order to compel the 28 officers to come to DE and defend the suit.  So the officers did come to DE but appeared solely to contest the qausi in rem jurisdiction over them.  But then the DE court said that we have quasi in rem jurisdiction over you and now we are going to assert personal jurisdiction over you because you are here and because of the shares.

Procedure: The SC reversed because they didn’t feel that it was fair for the DE court to assert personal jurisdiction when these officers to had come in just to defend against the suit.  The court said that this offended the notions of fair play and justice.  The court also stated that in order to get quasi in rem jurisdiction you first have to get minimum contacts as required by International Shoe.

Note: The presence of shares under Balk would have been enough for establishing jurisdiction.

Note: For determining jurisdiction, NYS has an International Shoe + another requirement.  This other requirement requires that the corporation or party you are trying to sue is actually doing business in NYS.  So if you want to sue an out of state party then you have to show that corporation is doing business in NYS.  This is a tougher test then International Shoe.  

( If you don’t succeed in getting personal jurisdiction over a party then you can try getting quasi in rem jurisdiction over the same party.
The Rise and Fall of the Seider-Roth Doctrine

Seider v. Roth p.157

Facts: There is an accident between a resident of Quebec (D) and a resident of NY (P).  The P wanted to assert home court advantage in NYS court.  So since he couldn’t get jurisdiction over the resident of Quebec, he directs the sheriff to go and attach on D’s insurance company because they are in state making this a quasi in rem case.  Now the Quebec D feels compelled to come into state and defend the suit.

Holding: The court didn’t have a problem with this maneuver.

Rush v. Savchuk p. 162

Facts:  Rush and Savchuk were both in an accident in Indiana.  After the accident Savchuk moves to MN and decides to sue from a MN state court.  This court had no basis to assert jurisdiction over Rush so they attached Rush’s insurance company, which was State Farm.  They said that State Farm had a duty to defend and pay any judgment.  The MN court followed Sieder court and asserted quasi in rem jurisdiction. 

Holding: The SC reversed and applied the minimum contacts test from International Shoe.  First, the SC reasoned that Rush had no contacts with the state of MN but for the fact that he had an insurance policy with a company who happened to do business in MN.  They concluded that Rush had insufficient contacts with MN.  The mere presence of his property is not enough.  The requirements for quasi in rem jurisdiction are not met. 

Note: Balk is overruled.  In Balk the mere presence of property was sufficient, but it is NOT anymore.  The mere presence of an insurance policy obligation is not enough to satisfy the “notions of fair play and substantial justice.”  Why?  When Rush purchases an insurance policy he has no control over State Farm.   What can Savchuk do?  He can go to IN and sue there because the IN courts will have personal jurisdiction over Rush or he can go to district court.  Just because he cannot assert quasi in rem jurisdiction does not mean that he can’t do anything.

· Quasi in rem jurisdiction is limits the type of remedy you can get on the D.  

· The policy reason that states limit the amount of judgment is because the P is going to have travel to the new state. ???
§ 4.03 
Constitutional Issues in Domestic Attachment
· A debtor is entitled to his or her property before a judgment is rendered.

· A creditor is asked to post a bond so as to prevent the creditor from bringing a frivolous suit.  Also the bond secures the debtor against any property that was wrongfully seized during the pendency of the suit.  See what happens is that the creditor might go out and attach on the property it thinks it has a right to have while the trial is going on.  This is why they have to post a bond.  Because at the end of the trial they might lose and if they lose they have to pay the debtor back using the money from the bond because they deprived the debtor of what was rightfully theirs during the pendency of the suit.

	Sniadach 1964 (wages) 
	Fuentes 1972 (goods)
	Mitchell 1974 (consumer goods)
	North Georgia (1975) (attachment case)
	Doehor (1991)

	1. Affidavit 

(Success on merits)
	1. Affidavit 

(Conclusionary inclusion)
	1. Verified affidavit


	1. Affidavit


	1. Judge



	2. Clerk
	2. Bond (2x)
	2. Judge
	2. Clerk
	2. Verified Affidavit

	3. Sheriff
	3. Post seizure
	3. Bond (2x)
	3. No provision for post deposition hearing
	3. No Bond

	* Unconstitutional 
	4. Sheriff
	4. Immediate hearing
	4. D required to post a bond
	

	
	* Unconstitutional

(No prior hearing)
	5. Attorney fee
	
	

	
	
	6. Installment contracts
	
	


The lack of a pre seizure hearing is a due process of law constitutional violation.

Sniadach v. Family Finance Corp. (SC) p.166 

Facts: A finance company institutes a wage garnishment action against a consumer.  Here the company alleged a claim of $440 on a promissory note and so it garnished the wages of the debtor prior to obtaining a judgment against the debtor.  In Wisconsin the creditor had to submit an affidavit saying why they were entitled to the money.  The affidavit then goes to the court clerk. (The court clerk is not a judge.)  The clerk can issue the garnishment paper to the sheriff and then the sheriff can go and execute.  Only after the sheriff takes the money can the debtor be heard.  So a hearing is only held AFTER the sheriff takes the money.

Holding: The court says that this (the Wisconsin statute) is unconstitutional.  The court takes into account that it is a wage case.  Wages are the lifeblood of a person and you could drive someone to the wall for taking away their wages.  The court also noted that there really were no extraordinary circumstances that would require the immediate prejudgment seizure. (Also, at this time Congress had passed a statute that forbade someone for being fired for having his or her wages garnished.)  

Note: These cases have due process ramifications because the state is involved.  In particular the sheriff is acting on behalf of the state.  If you take the sheriff out of question and replace him with private parties, then you are not invoking to the 14th amendment.  Once you have a state actor involved you invoke the 14th amendment.  

Fuentes v. Shevin p. 169

Facts: This is a consumer goods case that is also a replivin case.  A replivin case is an action to recover chattel.  In this case there were household items purchased under a sales contract that specifically allowed for replivin of the goods without notice if the buyer didn’t make the payments.  Here the creditor filed an affidavit (a complaint) citing that the creditor was entitled to possession by conclusionary inclusion.  Then the creditor posted a bond for double the value of the property and there was a post seizure hearing. (WHAT DOES POSTING A BOND DO???)  The sheriff then took the writ of replivin to the consumer’s home, gave it to the consumer, and asked for the particular good.  If the person refused to hand over the property then the sheriff could break down the doors and take the property.  In PA there was no pre-seizure hearing for the debtor to explain himself.  

The creditor also argued that a temporary deprivation of property is not a violation of the due process clause.  Court didn’t buy this either.  

Lastly, the creditor argued that the consumer had waived his rights because the sales contract had an express provision that said that they could take back the product if the person didn’t make the payments.  In response, the court said that there was no express notice that specifically said, “You are waiving your right to waiving a pre-seizure hearing.”  The court noted the contract was close to an adhesion contract. (An adhesion contract is a standardized contract offered to a consumer of goods essentially on a take it or leave it basis without affording the customer any realistic opportunity to bargain and under such condition that the consumer will not be able to obtain the goods except by acquiescing to the contract.)  The creditor then said that this situation was like Overmyer in which there were two sophisticated people negotiating their rights.  But the glitch was a consumer wasn’t a sophisticated negotiator.  The court drew the distinction between two attorneys negotiating and a creditor negotiating with a consumer.

Holding: The procedure followed in this case was unconstitutional because there was NO prior hearing and no showing of extraordinary circumstances.

Dissent: You have to balance the interests between the debtor and creditor.  The court in Fuentes was ignoring the creditors policy arguments that were being made.  The right to repossession is conditional on the consumer making a payment.  This is a case in which you have a contract that is photocopied.  In the business world if you don’t allow creditors to sell goods on credit and not allow them to get the property back, then creditors will be weary of giving credit. 

Mitchell v. W. T. Grant Co. p. 182

Facts: Grant filed a suit against Mitchell because Mitchell had defaulted on a contingent sales contract.  The creditor said he had a vendor’s lien. (A vendor’s lien is a security agreement that says that the vendor is receiving a good without paying the total consideration.)

Procedure: A judge reviewed the verified affidavit.  Then a bond that is double the value was posted.  Next the LA statute requires an immediate hearing.  The court viewed this as an important step because it minimized the extent of deprivation.  In addition the debtor D would be entitled to attorney’s fees if the creditor did not win the post seizure hearing.  The court made it a point to note that installment contracts lend themselves very well to this type of procedure.

Dissent: Adopted the majority in Fuentes.

There was a bond requirement, the plaintiff had to post a bond if the seizure was improper.  The court in this case also made a note of the fact that a contract is straight forward.  Court concluded that this type of transaction was constitutional.

North Georgia Finishing, Inc. v. Di-Chem, Inc. p. 191
Facts: Di-Chem filed a suit for $50,000 that was owed to them.  Now they are attempting to attach property against the debtor.  The plaintiff upon filing a suit froze the bank account of the defendant.  In order to do the plaintiff had to post a bond.  There was no judge involved in this case it was a conclusionary affidavit.  There was no immediate post seizure hearing.  There was a complaint that the plaintiff file a claim of apprehension of lost.

Procedure: There was an attorney’s affidavit that had no evidentiary value.  It did not include any of the evidence that a judge would want to see.  It was also a conclusionary affidavit. (Meaning that it said, “We are entitled to the property so give it to us.”)  In addition, there was no provision for a post deprivation hearing.  The only way that the D (Debtor) could get the property was if the D posted a bond.  The D was required to post the bond.  

Reasoning:  The constitional support in the Mitchell case is going to tranfer over to commercial properties.

Dissent:  The judges believed this holding was unconstitutional because they belived that parties in a commercial transaction should be more aware.

See p. 195-197

Holding: You didn’t have an affidavit on personal knowledge…

Connecticut v. Doehr p.197

Facts: This is an attachment case where the P wants to attach the D’s property during the pendency of the litigation so as to ensure that at the end of the litigation there will be an asset left to satisfy the judgment.  While that lawsuit is pending the P does secure an attachment.  There was a $17, 500 attachment against Doehr.  The statute allowed for attachment before Doehr was heard.  Now there is a cloud on a title. (A cloud on a title is very bad for a homeowner.)  ??? 

Holding: The court went out of its way to say that this is not a contract case.  This is an assault and battery case.  Here you have a judge who issued the writ.  So you have that security in place for the P.  Next, you have a verified affidavit.  However, the D was not required to post a bond.  So the statute allowed the P to receive double damages against the D.  The fact that there is no bond requirement on the D is wrong.  The court also states that the judgment is not right (even though there is a judge in place) in saying who is right or wrong when all you have to makes this decision is an affidavit.  There was no proof set forward saying that there was no evidence of exigent circumstances before the writ of attachment was issued and the property was taken.  In sum, the problems in this case are the following:

Self serving affidavit

No bond

Property was taken 

The P said that simply putting a cloud of title is not enough.  The SC disagreed because cloud of title has serious ramification such as screwing up your credit.

· A lis pendens may be filed in any action directly affecting Title 2 property or the use of such property.  

NYS Replivin Statute

Replivin is the retaking of property.

There is the requirement of a verified affidavit

There are several components that must go into the affidavit

First you have to give evidence of why the P is entitled to possession.

You have to advise the court why the D is wrongfully holding the property

You have to point to the part of the K that says they are contractually entailed to retake property.

You have to state the FMV of property.

You have to state that there is no defense to your claim by the D.  

In another words you have to say that you are not asserting a frivolous claim.  

If authorization is sought for the sheriff to break open someone’s house you have to set forth in the affidavit where the chattel is located in the premises and establish probable cause that it is in the place that you think it is.  You have to make a showing that property is there.  

You can do this on notice to the D or you can do this ex parte. (Ex parte means that you don’t give notice to the D.)  In order to do it ex parte you have to give notice which says that unless the order of seizure is granted ex parte it is probable that the chattel will become unavailable for seizure or it will become substantially impaired in value.  You have to convince the judge (NY requires a judge not clerk) that the extraordinary remedy of having the sheriff go to the house is needed or else the property will get destroyed.

If there is ex parte seizure the D is entitled to a hearing within five days of the seizure and the P has the burden of proof to now demonstrate to the court everything that has been verified.  If you can’t make the demonstration to the judge and if the judge says that he isn’t going to give you the immediate writ of seizure, then you can ask for a temporary restraining order that would restrain the D from transferring property from the pendency of the suit.

Assuming that the sheriff goes on notice or ex parte and seizes the property he keeps it and maintains it for 10 days.  If the D doesn’t deliver to the sheriff a bond for double the value of property within 10 days then the sheriff will give property to creditor.  If after 10 days he doesn’t get a bond or some court order asking judge to not give property over then he turns it over to the creditor.  

Chapter 5 

Claims of the Federal Government
§ 31 USC 3713 (This is the equivalent of § 3466.) 

· This statute grants the federal government priority over all debts that take place in all non-bankruptcy insolvency proceedings. 

Two major non-bankruptcy proceedings are:

1. Assignment for the benefit of the creditor situation.

· This is a non judicial proceeding (no court involved) that occurs by transferring all or substantial all of the debtors property to another person in trust (a fiduciary) to collect any money owing to the debtor, to sell property, to distribute the proceeds to the creditors, and return any surpluses to the debtor (this is done voluntarily by the debtor).

This proceeding is an alternative to bankruptcy.

2. Receivership situation. 

This is a court proceeding in which a receiver is appointed by the court for an insolvent entity (a corporation, partnership, or individual) in order to protect the assets of the entity for the ultimate sale and distribution to the creditors.

For example: you have a judgment against the debtor and someone makes an application to the court saying that there is no way that the debtor can pay off this debt so I want you (the judge) to appoint a receiver and I want to be the first in line to get the money because I was the one to suggest a receivership be set up.  

When you have either of these situations they are considered to be acts of bankruptcy by common law.  When either of these situations occurs a claim of the government will be finished first.  So if an assignment or receivership is set up then the federal government gets priority.  Who gets priority determines who get the first dibs on all the money.  If you are the creditor then you obviously want to be first in line.

§ 5.01 The Federal Priority
United States v. Emory p. 216

Facts: St. James takes a loan from the bank.  Then St. James executes a note to the bank.  The bank takes this note to the FHA and the FHA (acting on behalf of the United States) reimburses the bank the amount they were due.  The bank did this because they didn’t want to keep the note and hope that St. James would one day make the payments.  So now a receiver is appointed to St. James.  The United States (on behalf of the FHA) filed a claim for the money due on the note.  At the same time, the employees (the wage earners) of St. James want to be paid.  The Bank assigned its rights to the FHA.  There was $6,000 due on the note from St. James.  One of the employees claims that the company is insolvent and he wants to put the assets into receivorship.  The federal government then attempts to step in to assert its authoitry over the assets.

Issue: Who has priority in this situation?  Is it the Federal government?  Or is it the wage earners.

Procedure: The trial court determined that the wage earners had the priority.  But the story doesn’t stop here.  Instead, the litigation continues all the way up to the SC.  

Holding: The SC analyzed this case by looking to § 3466.  In specific, it looked at the Bankruptcy Act (which gave priority to wage earners) and compared it to § 3466.  The wage earners argued that under the Bankruptcy Act they had priority.  The court agreed that Congress had indeed passed the Bankruptcy Act (which did give the wage earners priority), but they had also enacted another act (which gave the federal government priority).  The court went on to say that Congress has to give up a right of the federal government specifically.  If Congress had meant to given up a right, then they would have said so.  And they never did this.  The court stated that Congress NEVER relinquished the federal government’s priority.  And because they did not relinquish this priority the federal government gets the money first.  The Supreme court held the federal staute trumped the state law.   

Note: This case was set up front to show how difficult it is to defeat federal priority.

United States v. Texas p. 228

Facts: Nix was a manufacturer of fuel.  Ingraham held a demand note secured by a chattel mortgage on certain tanks belonging to Nix.  Ingraham brings an action against Nix alleging that a demand had been made on the note and that it had not been paid.  He also alleges that Nix is insolvent and therefore asked the court to appoint a receiver who would be authorized to sell the profits to Ingraham.  The court determined that Nix was insolvent, and so they did appoint a receiver and had his property sold.  The profits from this sale went to Dailey first because he held certain mortgages. (Rule: The federal government doesn’t trump the bank when there is a mortgage involved.)  The mortgagee gets paid first.  Ash has a mortgage on the real property and a chattel mortagage.  Dailey steps into the position of the two Mortgage Holders.

Issue: Who has second priority—the US or Texas?

Procedure: The case goes all the way up to the SC and the SC analyzed the statute and the interests involved.  The SC stated that in order to figure out who has second priority the court first has to figure out whether the lien was choate or inchoate.

Choate Lien
A choate lien is a lien that is perfected so that nothing more needs to be done to make it enforceable.  

If the following three components are present then states lien turns into a choate lien which could trump the federal priority: 

Identity of the lienor is known. 

The amount of the lien is known. 

And some attempts to perfect the lien have been taken. 

There has been an attempt by the state to levy, seize, or restrain transfer of the property, sufficient to divest the lienor of possession in the property.

Inchoate Lien 

An inchoate lien exists when you don’t have the elements of a choate lien.

Holding: Applying the above the SC found that Texas didn’t really know the true amount of the lien because the true amount had to be determined in a court proceeding.  Additionally, Texas didn’t take any action to divest the lienor of possession of the property.  Therefore, the court held that it was a general lien and not enough to trump the federal priority.  If Texas had had a proceeding to determine the exact amount of the lien, then the lien would have been choate and it would have trumped the federal priority.  In the end the mortgagee got first priority, the federal government got second priority, and Texas was last.

Bank of Wrangell v. Alaska Asiatic Lumber Mills, Inc. p. 232

Facts: A receiver is appointed for the lumber company.  The US government has a claim for 19,000 due in taxes, the Bank of Wrangell has a claim for 48,000 due on mortgages, the Town of Wrangell has a claim for 5,000 due in taxes, and Walter J. Stutte has a mechanic’s line claim for 2,000 due for improvements on the mortgaged property.  So here you have four claimants.  

Issue: Who has priority?  

Holding: Determining who would get first priority on their claim came down to the US government and the Bank of Wrangell (mortgagee).  The court said that it was incredible that no court had ever decided this particular issue—no court had ever said whether the US government was trump the mortgagee.  The court then went into an analysis and in so doing they applied the three-prong test (for determining whether a choate lien exists) discussed in US v. Texas.  The court said that if the Bank of Wrangell could satisfy this test, then they would have priority because they would have a choate lien (which would trump the federal priority).  Here the court said that the Bank of Wrangell did NOT pass the test.  They didn’t pass the test because they didn’t know the amount of the lien.  They couldn’t know the amount of the lien until a judgment is rendered and at this time a judgment was pending on that issue.  After this discussion the court went into common law cases talking about the mortgagee getting priority because they gave out a loan.  The common law protects the mortgagee.  In the end, the court came up with the conclusion that despite the federal priority statute, the court favored the mortgagee and gave the Bank of Wrangell priority.  

(In 1966 Congress passed a law that gave priority to the Town who held a claim for a certain amount of money due in local taxes over a previously filed tax lien asserted by the US government (which has federal priority).  Why?  Because the taxes owed on the property were apart of the property itself so the first part of the proceeds go to the Town, then to the mortgagee, and then to the federal government.  This statute put the government last.  That is why (if you are a homeowner) your taxes get escrowed because the mortgagee is second in position to the Town.  So if there is ever a foreclosure sale then whatever taxes that are owed are going to the Town first and then the Bank, so the Bank asks you to put the money in escrow.

Chapter 6
A judgment isn’t worth anything if there is nothing left at the end to satisfy the judgment with.  
There are statutes in places that don’t allow the debtor to give (or transfer) assets to relatives.  Also, you can’t self liquidate when you know a judgment is coming down against you.

When you are counseling you client it is important to tell them about the court will consider a fraudulent transfer.

Fraudulent Transfers
A fraudulent transfer is an attempt by a debtor to place his assets outside the reach of a creditor.
There are two categories of transfers: 

1. Actual intent to defraud 

· Actual intent to defraud is found when a transfer is made with the intent to hinder, delay, or defraud creditors.

2. A constructive intent to defraud  

· A constructive intent to defraud is found when there is a transfer of assets by an insolvent debtor.
· One area in which you don’t have to prove an actual intent to defraud is when you are dealing with insider transactions.  These are considered to be constructive intent cases because you don’t have to actually prove intent.

One defense that the debtor has is:

If the transferee (the person you gave the property to) took the property in good faith, for a reasonably equivalent value, and a reasonably equivalent value was paid to the debtor for the property. (If this first transferee transfers to another person then they have the same defense.)

 If fair consideration is paid, then the transfer is not subject to reversal. (Fair consideration is given for property when you give the fair equivalent value of property and when you do this in good faith.)

§ 6.01 
Introduction
§ 6.02 
The Elements of a Fraudulent Transfer
(A) Fair Consideration

(B) Insolvency

(C) Transfer

(D) Relevance of Transferor’s Intent

§ 6.03 
Standing to Sue
§ 6.04 
Necessary Parties
§ 6.05 
Statutes, Cases, Notes and Questions
Statutes

Uniform Fraudulent Transfers Act (1984) - 

Uniform Fraudulent Conveyance Act, 7A U.L.A. (1978) – NY adopted this act.

This Act and the above Act are similar, so we will focus on just one.

Bankruptcy Code §§ 548, 101

11 U. S. C. § 548

11 U. S. C. § 101(32)

11 U. S. C. § 101(54)

Cases, Notes and Questions

Twyne’s Case p. 343 (This is a constructive fraud case and in such a case you have to look at the indicia of fraud.  You have to look at all the circumstances surrounding the transfer.)  

Facts: Pierce owes Twyne 400 and C 200.  C commences an action against Pierce for the 200.  This action was pending.  While it was pending Pierce conveys title of the property (worth 300) to Twyne for the satisfaction of the 400 he owes him.  In consideration Twyne satisfies the 400 debt owed to him.  C doesn’t know about the transfer.  Then there is a judgment and C sends a sheriff to levy on this property.  Twyne objects saying that Pierce and I had entered into an agreement whereby he gave this property to me.  As a result, C starts a fraudulent action against Pierce.

Holding: Court finds four indicia of fraud.  (1) The first indicia (or badge) of fraud was that the debtor Pierce transferred title of the property but he remained in possession of the actual property.  (2) The second indicia of fraud was that the transfer was made in secret.  (3) The third indicia of fraud was that the transfer was made while a suit was pending and on the eve of the levy C tried execute.  (4) The fourth indicia of fraud was that they (Pierce and Twyne) tried to get some sort of valuation on the property beforehand so it looked like they anticipated this transfer.  The court says that with all of these badges of fraud present C didn’t have to prove actual intent, because all of these together showed that they were trying to defraud C.

If you are going to transfer property have a neutral appraisal done. 

Also the court said they are going to look with a weary eye at transactions made between friends and family members. (p. 343-344)

Common law has developed from statute of Elizabeth’s. (Twyne case)

Shapiro v. Wilgus p. 346

Facts: Robinson is a lumber dealer in PA and he is unable to pay his debts as they are maturing.  He thought that he could pay them off if the creditors just gave him some breathing room.  He thought if a receivership took over then there would be sufficient funds to pay the two principal creditors.  But the creditors didn’t want to appoint a receivership and they threatened to bring a suit against him.  PA law didn’t allow the court to appoint a receiver for a business, so Robinson couldn’t ask the court to appoint a receivership in spite of the creditors.  So Robinson takes the title to his business and puts his assets into a corporation in Delaware (a corporation that he created).  The corporation assumes liability for all of his debts.  Now Robinson sues to put the corporation he created into a receivership.  So the court appointed a receiver and prohibited the two principal creditors from going after the assets.  The creditors say that this is a sham and we are going after the assets now in corporation.

Procedure: The lower court determined that this was not fraudulent.  The SC disagreed.  

Holding: The SC held that the sole purpose of the transaction was to divest the creditor of the property and avert a levy by the creditor.  Robinson attempted hinder and delay the creditor.  In response, Robinson said that he was not attempting to defeat the creditor’s claim; instead he was going to pay it later.  Cardozo didn’t buy this and said that he was really trying to hinder and delay payment.

Uniform Fraudulent Conveyance Act, 7A U.L.A. (1978)

§ 7. Conveyance Made With Intent to Defraud

Every conveyance made and every obligation incurred with actual intent, as distinguished from intent presumed in law, to hinder, delay or defraud either present or future creditors, is fraudulent as to both present and future creditors.

Flushing Savings Bank v. Parr p. 349 (This is a personal guaranty case.)

Facts: FSB was the lead lender to a racetrack.  They loaned 14 million to build the racetrack.  The loan to the racetrack was personally guaranteed by the Parr’s.  The corporation defaulted on the loan and the bank could not foreclose on the property so they now turned to the Parr’s. Parr Meadow put the corporation into bankruptcy.  Flusinging Savings Bank was going to foreclose on the property to recoup some of their loses.  The Banks efforts to foreclose were thrawted because of their entrance into chapter 11 bankruptcy.  The Bank proceeds to get a judgement agaist the back. The bankruptcy provision was dismissed and they got a judgment against Parr’s.  Ronald Parr who didn’t want to pay from his personal assets transferred all of the corporation’s assets to himself so as to prevent the bank from getting his stuff.  The Parr brothers then file bankruptcy to try to prvent the bank from reaching the assets.  Once the assets were in his name the bank was frustrated on foreclosing on the property because…???   The bank wants to reverse the transfer of assets back to the company to get the assets.  There would be no impediments for the bank to reach those assets.  
Issue: Was the conveyance of assets by Parr fraudulent?

Holding: Yes, the transfer was to hinder and delay the foreclosure.  The racetrack was an asset of the corporation.  The move Parr took was to hinder and delay foreclosure by bank.

United States v. West p. 351

Facts: In 1963 SBA makes a loan to West.  This loan is secured by a COJ, mortgage, and a personal guarantee by the principal shareholders (which are the parents in this case).  In December 1964 the parents conveyed titled to two properties they owned to their son David.  The properties transferred here were not the properties that secured the loan for the company.  In June 1966 the parents default on the loan and there is a judgment against them by the SBA.  Two months after this occurred David conveys the property to his brother Douglas for 2,000.  So from SBA’s perspective there was a transfer of two properties.  At first glance the transfer seems okay but then you look at the personal guarantee (which would satisfy a debt with any and all properties of the person making the guaranty) and you see that something is wrong.  The parents could have foreseen that the business is going down the drain and so they decided to transfer their property to their son (for ONLY $1) who then transfers the property to his brother.  This shows that they were trying to keep the property away from the creditors.

Issue: Was the conveyance by the parents to David a fraudulent transfer?  

Rule: In DE a two-part test is applied: (1) Was the conveyance made for fair consideration?  (2) Was debtor made insolvent by transfer? 

Holding: The first transaction was fraudulent because it was only for $1 and the property was worth a lot more.  The parents said that we did this for love and affection but the law doesn’t place a value on love and affection.  Also the parent’s balance sheet after the first transfer was a negative so this showed that they were insolvent.  

Issue: Was the transfer made by David to his brother a fraudulent transfer?  

Rule: You have to ask: Was fair consideration given? (Was the brother a bona-fide purchaser for value?)  Was there good faith by the brother?  

Holding: First, 2,000 for 8,500 property is insufficient to satisfy the fair consideration test.  Second, the brother did not act in good faith.  The court held that there was a fraudulent transfer because they were family members and the purchase price should have put him on notice.  Consequently, the court reversed this conveyance and this puts the title back on to the parents.  So now SBA can execute on the personal guaranty parents made by the parents.

NOTES:  Where the parents insolvent at the time they made the conveyance?  Section 9 of the conveyance act will prohibit David from proving that he did not have prior knowledge so the court could set them aside.  

Marine Midland Bank v. Murkoff p. 356

Facts: MMB loans money to Rocket Stores Inc.  Murkoff was one of the controlling shareholders of Rocket Stores Inc. and he personally guaranteed the loan.  He gave his personal guaranty so as to induce bank the bank to give loan in the first place.  Then Rocket Stores Inc. goes belly up.  As a result, MMB files suit against Murkoff for 78,000.  Prior to judgment Murkoff conveys to his wife his interest in property that they owned by tenancy by the entirety.  There is a judgment against Murkoff but there is a nothing to satisfy the judgment.  So MMB starts suit under Debtor Creditor Law (Uniform Fraudulent Conveyance Act).   Norma conveys his interest in his property to Abbey.  The Bank sued under section 7 because it wanted the attorneys fees that would be paid under the fraudulent intent action.   

Procedure: The court focused on two theories advance by MMB: (1) Norman made the transfer as a person who was insolvent or who would be rendered insolvent by transfer.  (2) Norman made a conveyance and was a person against whom an action was pending. (If there is an action pending against you and you make a conveyance without fair consideration, then it’s constructive intent to defraud case.)

The trial court found that there was no actual intent to defraud.  So MMB did not win on this cause of action.  If actual intent to defraud had been found, then they would have gotten attorneys fees.  However, they did succeed on the two theories they advanced (constructive intent to defraud).  The Court of Appeals reversed and found an actual intent to defraud.  

Rule: An actual intent to defraud can be found by seeing if the four indicia (badges) of fraud are present.  

Application: First, there was no monetary consideration for transfer.  Second, the conveyance was made shortly after the bank commenced lawsuit.  Third, transfers between family members are subject to scrutiny.  Fourth, the wife was bookkeeper and she should have been on notice.  Furthermore, Murkoff was still actively involved in the property he transferred to his wife after he made the transfer. 

Holding: Therefore, the court reversed the transaction and put it back in a TBE.  This didn’t really help the bank because each spouse has ½ undivided interest when they hold a TBE.  It is only after both the husband and wife die that MMB can assert the judgment.

Troll v. Chase National Bank p. 364

Facts: This case deals with antecedent debt.  In this case you have a bank that loaned millions of dollars to Eastern through a series of transactions.  In return Eastern is getting all sorts of bonds so as to secure the bank.  Eastern kept getting bonds and the bank kept getting collateral equal to the amount of their loan to Eastern.  One time the Bank made a loan for 100,000 and got in return 200,000 in Housing Authority bonds and some other bonds.  Then Eastern goes belly up and a receiver is appointed.  The NYS Attorney General is looking at this transaction and sees the loan made for 100,000 and the 200,000 in bonds that the bank got in return as collateral. The Attorney General who was attempting to protect public interest challenged this transaction.  His theory was that this was a fraudulent conveyance because Eastern was insolvent at the time transaction.  Eastern was insolvent and so there was no fair consideration.  Court said that was an antecedent debt.  Eastern was indebted to bank.  If the bank choose to over secure itself it was their right to do so and get more back.  There was nothing wrong with them taking 200,000 in collateral.  There was antecedent debt that satisfied…

Central National Bank v. Coleman p. 367

Chapter 7

Exemptions
§ 7.01 
Introduction
§ 7.02 
Sources of Exemption Law
States have their own exemption laws.

A state’s exemption statute can also apply to the bankruptcy arena.

Under the Bankruptcy Code Congress gave each state the option to opt in with the code or opt out.

If they opted out then they would have their own state code.

The NY state legislature decided to opt out of the Bankruptcy Code and therefore in the bankruptcy context they have a hybrid situation in which they take a little bit of the Bankruptcy Code and a little bit of two statutes 5205 and 5206.  

Whatever state you are practicing in you have to go and check to see whether or not they have opted in our out.

All states have same goals: avoid pauperism (avoid putting them on welfare through debtor creditor law) and preservation of family. 

Excerpts from the Uniform Exemption Law Act, 13 U. L. A. (1976)

Typical State Exemption Laws

Oklahoma Statutes Annotated (1978)

New Hampshire Revised Statutes (1987)

Vermont Statutes Annotated (1973)

New York Civil Practice Law and Rules (1987)

§ 7.03 
Homestead Exemption
Prince v. Hake p. 483

Facts: Mahoney kept a house of prostitution and booze.  He died.  His estate claimed the house under the homestead exemption so that the creditors wouldn’t sell it off.

Issue: If the owner of a house uses the house for illegal purposes does that preclude the house from the homestead exemption?

Holding: No.  Mahoney used the house as a home as well as a “business.”  Just because someone uses a house for an illegal purpose doesn’t mean that they give up their rights under the state exemption statute.  A state’s exemption laws are intended to protect the debtor.  They are not intended to be punitive and they are not intended to be criminal.  The court also did some legislative intent research and there was nothing regarding morals in there.  So the two key things that the court looked for was ownership and occupancy.  Mahoney said that he had ownership of the house and he occupied the property.  After these two things are satisfied, any type of use by the judgment debtor will be okay.

Harlan v. Schulze p. 484

Facts: The P tried to defeat Josephine’s homestead exemption on two grounds: (1) she committed adultery thereby abandoning her marriage and (2) she allowed a house of prostitution on the premises.

Holding: The actions of committing adultery or abandoning the marriage do NOT void the homestead exemption.  The statute doesn’t take into consideration the criminal or moral activities of a person.  So the fact that prostitution was being carried out on these premises doesn’t divest the person from the Homestead exemption.  Any type of living in the home will be enough to persuade the court.

O’Brien v. Johnson p. 487

Facts: J gets injured in O’s home.  J sues O for a slip and fall case.  While the suit is pending the O’s convey their property (called the Juel Block) to their children.  Then the O’s substitute the property they gave to their children with the Stiles addition.  The Stiles addition now becomes their homestead.  Then J gets a judgment in the amount of 96,000 but only 11,000 of judgment was satisfied.  Then there is a 10-day stay period. (What is a stay period?) During that period O’s children reconveyed the Juel Block back to the parents and this became their residence. (Basically, the O’s retook possession of the more expensive part of their property.)  After they retook possession of the Juel Block they sold the Stiles addition property for 13,000 and they said that the Juel Block is our home and you can’t touch it.  Also the proceeds from the sale of a homestead are untouchable for one year by statute.  So the proceeds from their sale of the Stiles addition are untouchable and so is the Juel Block since it is now their residence.

Procedure: J argued that the original conveyance of the Juel Block was fraudulent because the O’s knew what was going to happen.  They knew that they were going to get a judgment against them.  In response, the court said that even if what they did was wrong a reversal by the court of that conveyance would only put them in the same position that they are in now.  Right now they have possession of the Juel Block and a reversal of the conveyance of the Juel Block to their kids would put the Juel Block back in their hands.  A reversal of the alleged fraudulent conveyance would only put the property back in the state that it is now in so there is really no point. (This is called the “No Harm No Foul Rule.”)  


The court did recognize that the law of this state allowed people to try and maximize their exemption.  Under this law, if people had two pieces of property and they knew they were going to lose a judgment, then they could try to set up residence in the other lot they owned.  They could do this.  The court said, “That which is allowed by law is not fraud.”  In the past the court had told the legislature to change this law.  They said don’t allow someone to have two houses and live in the cheaper one and then keep it away from the creditors for over a year.  But the legislature didn’t do anything.

J also argued that the double exemption allowable was unfair to the judgment against O’s.  The court agreed but because state law allows them to do this the court can’t do anything about it.

Swayne v. Chase p. 491 

Facts: H and W own property in Texas.  There was a fire and their house burned down.  They owned insurance in the amount of 60,000.  Swayne (a creditor) tried to attach the insurance money they Chases were going to get.  He tried to attach the insurance money before they could use it.  The Chases claimed that the money was exempt under the homeowner’s policy.  In response, Swayne said that he just wanted the 22,000 that was owed to him by judgment (he wanted to be paid first) and then they can have the remaining amount.  To back up his claim to the money Swayne said that the replacement value of the house was a lot less then 60,000.  It really was no more than the 38,000 that would be left over after the Swayne took his 22,000.

Issue: Was Chase entitled to exempt all of the insurance proceeds even though the value of house was less than full amount?

Holding: Yes.  

Issue: Can the court limit the amount of money Chase is entitled to?

Holding: No.

Facts: Swayne also argues that the Chases put a lot of money into home impotents and they purportedly did this to keep the money away from Swayne.  He was saying that they had unclean hands.  He was trying to say that before the fire they took every dime they had and threw it into the house.  They did this to frustrate creditors. (In effect Swayne is making an argument much like the prostitution argument made in Harlan v. Schulze.)  In response to Swayne’s argument the court said that it is not a bad thing for people to improve their homes.  

Note: Where does the court draw the line?  They didn’t rule on this.  They aren’t going to see if prior activity was fraudulent.

§ 7.04
Personal Property 
When someone declares bankruptcy the trustee challenges the exemption with the hope that the court will agree with him.  The trustee looks out for the bankruptcy estate creditors.
In re Mullen p. 495

Facts: The trustee in bankruptcy filed a petition praying for authority to sell a portion of the bankrupt’s estate at a private sale, and among the articles so specified were one canoe and one rifle.  These two articles were listed as being exempt.  The debtor claimed an exemption under the Maine state statute which allowed tools of the trade to be exempt.  The trustee objected.

Issue: Were the rifle and canoe tools of his trade? (You’ll see in any exemption statute that tools of the trade are going to be exempt.)

Holding: The canoe was a tool and instrument of his trade but the gun was not.  The court said that this guy didn’t have a legal duty to protect his customers from wild animals. (Professor Russo does not agree with the court.  He thinks that both of them should be exempt.)

(When you are representing a client you will have to make a good showing that the property you want exempt is REALLY necessary for your client to carry on the tools of the trade.

Very liberal reading of the California state statute.

Independence Bank v. Heller p. 497 

Facts: Independence Bank obtained a judgment against H on a promissory note for money loaned.  The bank issued a levy on the furniture in his apartment.  H was the son of rich parents.  H said that the property was exempt as necessary household furniture under § 690.2 of the Code of Civil Procedure which exempts: “Necessary household, table, and kitchen furniture belonging to the judgment debtor…”

Issue: How broadly is the court going to construe “necessary household items” when you have a rich wealthy debtor?

Holding: The court acknowledges that H was rich but says that there is nothing in the exemption statute that said it applied only to the poor.  It didn’t say, “Only the items of the poor are exempt.”  If the state legislature wanted to say that if you have this much money then this statute doesn’t apply, then they would have said so.  But since they did this court isn’t going to either.  The court also did not hold “necessary” to mean something you couldn’t live without.  Exemption statutes don’t have a means test attached to them.  

In re De Martini p. 499

Facts: A Chapter 7 debtor filed for exemption under § 5205. (The NY state exemption statute.)

Issue: Is the TV set necessary household furniture?

Procedure: The Bankruptcy Court said yes it is necessary household furniture.  Then the trustee appealed.  The Appeals Court said no it is not necessary household furniture.  The court pointed out that here the statute specifically included a radio but excluded a TV.  So the court said that the expression of one thing is the exclusion of the other.  They included radio and excluded a TV. (They did this because they wanted the legislature to make law not the court.) – strict interpretation case
Wikle v. Westhem p. 500 (California case… which under the line of cases should indicate that it will be a more liberal decision.)

Facts: In this situation you have an expensive diamond ring which was a replacement ring from a engagement ring that was stolen.  This replacement ring has a lot of sentimental value.

Issue: Was the ring “wearing apparel”? (The debtor tried to say the ring was like a coat or shoes so that it could be exempt under the statute that excluded wearing apparel from being sold off by creditors.) 

Holding: The court said that because it was of great sentimental value it was exempt.  The court went out of its way to say that it was exempt.

In re Richards p. 502 (Texas case)

Facts: This case involves a ring.  However, the debtor in this case didn’t list the ring on the bankruptcy list which catalogs all of his possessions.  Then the debtor shows up at a pre-bankruptcy hearing meeting wearing the ring and the trustee saw it and asked about it.  The debtor said it wasn’t a wedding ring but he argues that it is wearing apparel.  

Issue: Was the ring wearing apparel and therefore exempt?

Holding: Yes it was exempt.  Exemption statutes are to be liberally construed. 

broad
(If you can’t show that something you own is not on a schedule then you might have to give it up. ???  For example: If you come in wearing a fur coat or a ring and can’t explain yourself then you might have to give them the coat off of your back.

In re Gemmell p. 507 (Pennsylvania case)

Facts: The debtor claims bankruptcy in 1907.  There is a judgment for 750.  During the course of the debtors marriage, her husband bought her many rings.  One such ring was not included on the schedule.  The debtor claimed that this non wedding ring should be exempt because it is wearing apparel.

Issue:

Holding: The court said that the ring was not exempt as wearing apparel and gave the ring to the trustee to have it sold.

strict

RULE: don’t look like a million dollars when you go into court.
The outcome of this case is an anomaly from the other 49 states.

Phillips v. C. Palomo & Sons p. 509

Facts: This case deals with a partnership between a father and his sons.  It was a partnership for vehicles.  In this state the individual bankruptcy law allowed a person to keep a vehicle.  A week before filling for bankruptcy they started using trucks for their own personal use, but did not transfer of title of the vehicles from the partnership to the individuals.

Issue: Were the partners allowed to claim that the vehicles were exempt from bankruptcy?

Holding: On the face of it you would say that the vehicles are not exempt because partnership assets are separate from individual assets.  But Texas allowed the partnership to use certain exemption laws and so they could avail themselves of individual exemption laws.  Texas didn’t draw the line between partnership assets and individual assets.  

Note: Most states do not allow personal exemptions to be used in partnership bankruptcy.

Young v. Wright p. 513 (This is a 1955 Idaho Supreme Court case.)

Facts: P brings an action to recover damages against D.  P wants to sell D’s truck valued at 7,500 to satisfy the judgment.  D said that his truck was exempt but the statute, which exempts property, only mentioned oxen, horses, and mules.  The statute did not mention motorized vehicles. (Probably because statute was so old.)  The statute applied only to the muscular power of animals.  

Holding: The court said they couldn’t look at the intent of motor vehicles because they didn’t exist at the time of the creation of the statute.  They couldn’t infer whether or not the legislature had wanted to include motor vehicles since they didn’t exist at the time and so they could not be exempt under this statute.

In re Johnson p. 514

Facts: A bankrupt person claimed that a dodge bus was exempt because he transported his church congregation in the bus.  The trustee said the bus was not a motor vehicle.  He said that a motor vehicle was a car not a bus.

Holding: The bus was exempt.  The court laughed at the trustee’s argument.

Footnote Case 

Issue: Was a logging truck work cattle?  The argument was that cattle pulled logs back in the day and now this truck was doing the same job.  

Holding: Court didn’t buy this argument.

Edwards v. Henry p. 516

Facts: The debtor had a checking account that holds money from two sources.  One is a public benefits source (ADC) and the other source is her wages.  The judgment creditor sought the attachment of her bank account.  The debtor claimed that it was exempt.  

Issue: Whether wages that are deposited into the checking account are afforded protection under the consumer protection act? (Her argument was that if her employer had still been holding on to the money when judgment was rendered then the employer wouldn’t not have been able to give more than 25% of her wages if they were garnished.)  

Holding: The court disagreed with her argument.  First, the court distinguished wages from the public benefits she received (for example: social security) and said that the statute that creates those benefits afford more protection to the debtor because the statute specifically says that these benefits are exempt from execution and levy.  Second, the court pointed out that in the Consumer Protection Act congress didn’t say that wages were exempt from execution and levy.  The Act said that they were only protected as long as held by employer.  The protection afforded by the CPA does not apply to wages outside the hands of the employer.  They are not protected and so they are not exempt.  So if your client puts her wages into a bank account then they are subject to attachment.  Once wages are out of the employer’s hand then they are up for grabs.

(If you are a judgment creditor and want to get a person’s bank account frozen and if that person’s sole source of income is social security and veterans benefits (which are exempt for attachment) then you are out of luck!  Look at your debtor and keep these consideration in mind.

Porter v. Aetna Casualty & Surety Co. p. 521

Issue: Whether benefits paid by the United States Veteran’s Administration retain their exempt status after being deposited in an account in a federal savings and loan association.

Holding: Yes they are exempt.

Ross v. Simser p. 523 (This is an insurance proceeds case.) In this situation property is purchased with insurance proceeds.  

Facts: P gets a judgment on a promissory note.  Two banks were garnished.  One of the banks disclosed that it had in its possession two bonds belonging to D.  A judgment was entered against the bank for delivery of the bonds as property now belonging to the P and property that could be sold to satisfy the judgment.  The two bonds had been purchased by the D with proceeds of an insurance policy on her husband’s life.  By statute, money received by a surviving wife from insurance upon the life of a deceased husband, not exceeding 10,000 is exempt from attachment or sale under a judgment.  The D claims that the bonds, having been purchased with her insurance money, are also exempt. (Bonds are considered to be personal property.)  D relied on an Iowa case that backed up her claim.  But since this was Minnesota the court didn’t place any value on the case.

Issue: What happens to exempt insurance proceeds once you buy property with them?  Does the property maintain exempt status too?  

Holding: The property purchased in NOT exempt.  Once you turn proceeds into something else then that property it is subject to attack by your creditors.

This sounds counterintuitive.  Why would cash be exempt and not property?

Reynolds v. Haines p. 526

Facts: A debtor doctor has a judgment rendered against him and the creditor wants to attach on insurance proceeds before they are even used.  The debtor was supposed to receive money to replace tools of his trade.  

Issue: Were insurance proceeds covering tools of trade also exempt from attachment?

Holding: Yes.  The D evidenced no intent that he was going to use the insurance proceeds for purposes other than purchasing tools of his trade (which would make them exempt).  You have to look at the intention of the debtor for applying the proceeds of insurance policy.  He had no evidence of abandoning his exemption.  On the other hand, a doctor who had judgment against and who bought updated tools with insurance proceeds would not be exempt. (Is this true???)
State v. Avco Financial Service, Inc. p. 529

Facts: A Finance Company gives a loan to individuals.  In return for the loan the FC takes out a security interest on what was exempt property under § 5205 (furniture, appliances, etc.).  The Attorney General brought suit against the FC saying that the contract was invalid and void as being against public policy because the creditors were convincing debtors to void the exemption status that they were entitled to.

Procedure: COA said that judgment shouldn’t be enforced to the point that the D is left in state of poverty.  But they said that the D could voluntarily forfeit their rights.  If a debtor, in order to procure a loan, wants to give up certain rights then they can do that.  We can’t take that away.  In reaching that conclusion the court said that everyday people take a loan and they give a security interest on home (mortgage).  So the contract is not void under public policy.

Beneficial Consumer Discount Co. v. Hamlin p. 529
Facts: Beneficial Consumer Discount Co. extended a loan to the Hamlin’s.  In return for the loan, the H’s executed a personal note payable to appellant in the certain amount and a security agreement granting appellant a security interest in their household furnishings (which are exempt by law).  The loan to the H’s was not a purchase money transaction, and the money was not used by them to purchase household furnishings.  The security agreement provided that H’s were to retain possession of their furnishings unless and until they defaulted in repaying the loan.  The H’s could not repay the loan.  They defaulted on the promissory note and the promissory note had language where the debtor waived exemption over property, which allowed the creditor to get the property.  However, the H’s challenged this even though they signed this note.

The distinction in case is that it does not involve a purchase money interest.  When Rent-a-Center allows you to walk out with a TV in your hands and it is on a rent to own basis they are extending credit.  They will keep a security interest in that property despite the fact that it may or may not be an exempt good.  So these cases do not apply to purchase money security interest where the interest is in the exempt property being purchased (for example: a stove or a fridge).  In this case we are dealing with a loan and the BCDC wants collateral for that loan.  There is a distinction between a purchase money security interest and a loan and BCDC wants exempt property.  This distinction is important. I’m not sure if I exactly understand the distinction! ??? 

Holding: The court said that we aren’t going to allow a D to expressly or impressly waive their exemption rights just to get a loan.  If you allow a person to waive their exemptions then you…  The court didn’t want to encourage this sort of behavior

Chapter 9

Collective Insolvency Remedies

Collective insolvency remedies are alternatives to declaring bankruptcy.

As an attorney there are a couple of options that your client has that you should go over with him.  However, it should be noted that these two options cannot be forced upon your client.  Instead, you have to call up the creditors and try to do a work out some sort of plan with them.  These two options are:

Composition – is an agreement providing for the debtors partial payment in full satisfaction of the accepting creditors original claims.  This means that creditors may agree to take less than what they are entitled to for their own strategic reasons.  

For example, all the creditors get together and talk amongst themselves.  They realize that this is a cash strapped business and as a result the business will not be able to pay off all of the outstanding credit.  And if they all insist on 100% they won’t all get 100% so they decide to split it and take 50% of their claim and they will write off the other 50%.  So it is a partial payment in satisfaction of the whole debt.  

In a composition agreement you have to speak to the creditors attorneys and tell them that the best thing for their client is to enter into a composition agreement.  However, any creditor can refuse to enter into a composition agreement.  

Moratorium – this agreement provides for the creditors postponing enforcement of their claims in order to get paid in full over a period of time.  

Here you call up the creditors counsel and say that my client is cash strapped right now but they have just received a big order.  It is not in your clients best interests to put them through bankruptcy right now.  Your client will get paid in full, but he will have to wait a little bit.  

Creditors can be receptive to an offer of a moratorium for a few reasons:

First, if your client goes into bankruptcy, then they lose a customer. 

Second, if your client can’t pay his or her bills and goes into bankruptcy the liquidation value of the business is usually of less value then if it was an ongoing business.  An ongoing business has more value.

(In a composition the creditor gets paid partially whereas in a moratorium the creditor gets paid in full but they have to wait for a longer period of time.

§ 9.01
Out of Court Settlements
In re Plaza Music Co. p. 610 (This is a composition agreement case.)
Facts: In the summer of 1932 Plaza Music was in financial difficulties.  It made an offer of composition to its creditors.  The offer recited the debtor’s hope of continuing in business and “reorganizing” with the creditors’ cooperation, and put to the creditors the proposition of a 50% settlement, payable 20% in cash and 30% in notes (promissory notes) of the debtor over time.  Another term of the offer was that treasurer of the debtor, would subordinated his claim of 23, 914.54 for money loaned to the debtor, by converting it into a capital investment. (In another words PM had taken a loan from one of its officers but they choose to write off the debt because this would free up more cash to offer the composition creditors.)  

So there were two components to the deal.  The first component was the 20/30 split and the second component was the subordination of the officers’ claim.  The company was able to make the 20% cash payment but defaulted on the promissory note.  Because the company couldn’t pay on the 30% they filed for bankruptcy.  One composition creditor received 20% and then they filed a proof of claim. (A proof of claim states the claim that you are owed when a debtor of yours goes into bankruptcy.)  This proof of claim listed the full amount minus what he received in cash.  This creditor wasn’t just going for the 30% but also the remaining 80% (minus the cash).

Issue: Did the default by the company under the terms of the composition agreement revive the entire original claim of the creditors?  Generally the consideration in a composition agreement is the receipt of the 50%.  Upon the receipt of that 50% there would be valid consideration.  Then the court would write off the other 50%.  If the debtor doesn’t fulfill the terms of the composition the entire claim reappears (minus the amount paid).

Holding: This court said that it is not revived because of the subordination of the officer’s claim.  This subordination was consideration and the court saw 20% was consideration. 

Note: Professor Russo doesn’t agree with this.

(In a normal composition agreement the creditors could then go for the 80%.  The claim would be revived.

Note: When you draft a composition agreement make sure that you think of all the possibilities.  What if the debtor defaults on the 30% then ____.  

§ 9.02 Assignments for the Benefit of Creditors
An assignment for benefit of the creditors is a transfer of all the debtor’s assets to an assignee who has the duty to liquidate and distribute the assets on a pro rata basis to the creditors with any surpluses reverting to debtor.  The debtor initiates this.

· There is no discharge of the debtor’s debts after the sale of the assets. REALLY?
· The assignee will get a percentage of the assets that are sold.

· The creditor retains the right to go after the remaining amount.

· You’re not going to see an assignment for the benefit of creditor unless you are liquidating.

The following are the steps that need to be followed when setting up an assignment for the benefit of the creditors:

1.  
You have to record the assignment of the assets in the courts office where the assets are located.

2. All the creditors of the debtor have to be notified.

3. The debtor’s assets and liabilities must be listed for the creditors.

4. The assignee (who acts as a fiduciaries) has to post a bond.

5. The assignee must account to the court for the proceeds of the sale of the debtor’s assets.

· You always run the risk of creditors filing for involuntary bankruptcy if you have an assignment for the benefit of creditors.

Involuntary Bankruptcy

A debtor who is generally not paying his debts as they become due subjects himself to the risks of being put into bankruptcy involuntarily.  

If there are 12 or more creditors you need three creditors with aggregate claims of 5,000 or more in order to file for involuntary bankruptcy against a business.  

When they band together they allege in the filing that the debtor is not paying his debts as they are become due.  

The debtor company can respond and say that they are paying debts.

If there are less than 12 creditors and one creditor with a claim of 10,775, then that one creditors can file an involuntarily bankruptcy petition.

In re Maine State Raceways p. 615 (This is an old case that took place in 1951 so the Bankruptcy Act of 1951 was in place.)  That is not in place but same theory and Bank Code.  
Facts: Three creditors attempted to force D into involuntary bankruptcy.  Under the old act there were a couple of sure ways to demonstrate that the debtor committed an act of bankruptcy.  One of these ways was if there was a transfer of property with intent to delay hinder or defraud.  If they did this then there could be involuntary bankruptcy.  

The creditors alleged that the raceway entered into an assignment for the benefit of the creditors.  The raceway had the right to challenge this claim and they did challenge it.  What happened was that the raceway gave their assets to an assignee in order to induce creditors to keep funding them.  The assignee was to negotiate a composition or moratorium in short of out right liquidation.  The purpose of this was to ensure the creditors who provided funds, that in event of bankruptcy, they will be considered a higher tier creditor. ???
Holding: This was not a typical assignment for the benefit of the creditors.  As a result, you don’t have an act of bankruptcy since the true intent of the raceway was not to liquidate.  Their intent was to work out its debts and to ensure that the creditors would continue to provide funding.  There was no assignment for benefit of creditors and so there was no act of bankruptcy.

International Shoe Co. v. Pinkus p. 620
Facts: In 1925 we have a state court bankruptcy statute.  Only congress under the constitution has the right to draft and enforce bankruptcy laws.  In this case you had a state bankruptcy statute (AK).  

There was a judgment against Pinkus for 464.43.  Pinkus was an insolvent merchant doing business in the county.  He had 46 creditors; his debts amounted to more than 10,000, and his assets were less than 3,000.  On the day that judgment was rendered he asked the court to appoint a receiver to take and distribute his property as directed by the statute.  A receiver was appointed with directions to take the property and liquidate it and direct creditors to make proof of theirs claims “with the necessary stipulation that they will participate in the proceeds in full satisfaction of their demands.”  The receiver liquidates the assets and there is about 18,000 in hands of receiver.  All the creditors agree to take a pro rata share of the proceeds.  In order to benefit under the statute the creditor had to agree to a discharge the debtor of the remaining debts of the D. (Whatever they didn’t get through the pro rata share method they would forget.)  International Shoe didn’t want to participate in this agreement because it wanted the full amount it was owed.  It was going to have the Marshall levy on the court appointed receiver.  The receiver said that he can’t give it up because you (International Shoe) aren’t a creditor that is participating in the agreement and only the people participating in the agreement gets money.

Issue: Did the state court proceeding protect the property that was in the hands of the receiver from attachment or levy?

Holding: No.  The court couldn’t use a state statute to compel someone to take part in an agreement with the other creditors.  The AK statute conflicted with the bankruptcy law.  Only congress had the power.  There was a strict leaning to exclude state laws.  This statute looked identical to the federal bankruptcy law, but it was unconstitutional because it was in direct conflict to the bankruptcy laws.

§ 9.03 Debt-Pooling for Consumer Debtors
Debt pooling, or consumer debt adjustment, once offered the financially distressed consumer debtor a method for dealing with his or her creditors collectively.  The debtor would typically pay part of his wages to an agent who, for a fee, would try to persuade creditors to accept installment payments over a period of time.  

For example: The debtor is getting all sort of dunning letters from a creditor.  He can the D call a Debt Pooler for a fee will call up a C’s and says my client is in really ruff shape if you don’t take a little bit or he will have to file for chap.  Basically you have an agent of the D negotiating on behalf of D.  

As the following two cases show, the agent would purport to advise the debtor on how to manage finances.  Consider why this technique is either undesirable or, at the very least, ineffective, as you read these cases.
Home Budget Service, Inc. v. Boston Bar Association p. 626

Facts: Three P’s who are non-lawyers were in the business of debt pooling.  The bar association didn’t like this because they were non-lawyers.  

Holding: The court looked at the arrangement between the debt pooler and the customer.  The court noted that there were several features indicative of the practice of law: (1) there is trust established between the debtor pooler and the debtor and (2) the debtor will give his money to the debt pooler and he will negotiate for him. (This is exactly what a lawyer does.)  

The court acknowledged that this sounds a lot like giving a monopoly to lawyers when it comes to this type of business arrangement.  But when you have trust in confidence, then the debt pooler better be proficient in the law.  Often times the debt poolers also wouldn’t challenge the debt as being invalid.  The court said it takes the skill and knowledge of an attorney to do this.  There was a law in MA in place that protected debtors from non-lawyers giving negligent legal advice and the court refused to strike down this law.

Ferguson v. Skrupa p. 633

Facts: Non-lawyer debtor poolers wanted to provide services that debtor poolers provide and so they challenged the court saying that you are denying equal protection of the law to non-lawyers.

Holding: It is not a denial of equal protection to non-lawyers because statutes can make certain classifications, which do not offend equal protection.  It is an offense if the statute says something about race, but a non-lawyer is not a protective class.  And so the court refused to strike down the statute based on the due process clause of the 14th amendment.  They reiterated the fact that a debtor in a bankruptcy proceeding needs the skill of attorney.

§ 9.04 Receiverships
Inland Empire Insurance Co. v. Freed 239 F.2d. 289 p. 634 (This case shows the broad equity powers of the court when it becomes a receiver who is in charge of liquidating a company.)

Facts: A receiver is appointed in the federal district court of Utah.  The insurance company had assets in Utah but their domicile was in Idaho. The federal judge of Utah wanted to distribute this company’s assets nationwide.  There were several parties that challenged the judges authority to marshal assets nationwide because it was better for those parties to piece meal sell off the assets.  It was a strategic decision for them.  Also certain creditors probably wanted to stall the liquidation of this company.  So the objecting creditors challenged the jurisdiction of the Utah judge to sell assets.

Holding: The federal district court had jurisdiction to marshal the assets nationwide. Once the court had jurisdiction over the debtor company the court had jurisdiction over nationwide assets.  So the court could pull into the assets into the jurisdiction of that court, turn assets to receiver, and allow him to liquidate.  This is the power of court in the receivership position.

Chapter 10 

Structure of the Bankruptcy Reform Act of 1978
Advises you that the Bankruptcy Act is superceded by the 1978 act although a lot of the verbiage is still the same.

Who administers the Bankruptcy estate?

A Chapter 7 trustee administrators the estate by marshalling assets (gathering them altogether) and then the assets are distributed to creditors in order of priority. (p. 643)

§ 10.01 The Bankruptcy Court

[A] Former Law


[B] Current Law

§ 10.02 The United States Trustee
§ 10.03 Structure of 11 U.S.C

[A] Chapter 7

Chapter 7 bankruptcy applies to individuals and business alike and the sole purpose is to sell off the debtor’s nonexempt assets and use the proceeds to pay the creditors.  After this is done the debtor gets a discharge of all of their debts.  Now they have a fresh start.  

There are certain exemptions.  The debtor gets to keep certain things like the bible or his hearing aid.  

If the debtor doesn’t want to simply throw up his hands and doesn’t want nonexempt assets liquidated then they can file a…???

[B] Chapter 9

· This bankruptcy provision is for municipalities


[C] Chapter 11

· Chapter 11 is generally the business reorganization chapter.  This is for a business that wants to reorganize its debts by paying 100% to secured creditors and a certain % to unsecured creditors.  The debtor will file a plan of reorganization in which the debtor proposes how it is going to pay over a period of three to five years the secured creditor in full and the unsecured in partial.  This is for the business who runs up against the wall.  Generally designed for business organizations, but an individual is not prohibited for filing a Chapter 11.  But Chapter 13 is much more user friendly.
· For example: Kmart filed for Chapter 11 bankruptcy.  So if they pay off creditors pursuant to a plan of reorganization, then they will come out of it as a non-bankrupt organization.

[D] Chapter 12

· This bankruptcy provision pertains to farmers.


[E] Chapter 13

· Chapter 13 applies to individuals and allows for the payment of 100% to secured creditors (like mortgage on home) and % that is approved by bankruptcy court to unsecured creditors.  

· Secured creditors that have some sort of collateral in loan they gave you vs. unsecured creditors that have no collateral or security interest in the debtor’s property.


[F] Chapter 1


[G] Chapter 3


[H] Chapter 5

§ 10.04 Rules of Bankruptcy Procedure
Chapter 11

Commencement of Cases Under the Code
· A petition is what commences the bankruptcy case.  

· The bankruptcy case refers to the filing of the case from the start to the finish.  It refers to everything that happens in the case until the time of discharge.  

· A proceeding is a sub lawsuit within a bankruptcy case.  It is also referred to as the adversary proceeding. ???
· For example: A Chapter 7 debtor files a certain property as being exempt.  Only certain things can be exempt, so a creditor can challenge it by adversary proceeding. (This includes a summons and complaint).

· For example: A debtor distributes his property among his family members.  A Chapter 7 trustee can file an adversary proceeding to challenge the fraudulent conveyance.  

§ 11.01 Introduction
§ 11.02 Eligibility
An individual can file for Chapter 11 bankruptcy and be a Chapter 11 debtor.

Toibb v. Radloff p. 648

Facts: The debtor filed for Chapter 7 bankruptcy but then he found out that his shares of stock were worth a lot of money.  After he found this out he wanted to protect his stocks and he wanted to protect the stream of income he would get from them.  So he decided to convert his Chapter 7 bankruptcy into a Chapter 11 bankruptcy. (He didn’t just convert to a Chapter 13 because under Chapter 13 there is a limit to the amount of debt a person can have.)  He wanted to propose a payout plan to the creditor that allowed him to pay the debt over course of years and keep his 25,000 in stock. The creditor objected to the debtor’s conversion saying that only business can file under Chapter 1.1 

Holding: The SC looked at statute and saw that the statute only says who canNOT qualify.  It never excluded an individual from filing a Chapter 11.  Even though the primary purpose of Chapter 11 was to rehabilitate a business it wasn’t the only purpose.  Congress didn’t want to exclude individuals.

§ 11.03 Voluntary Petitions
· When you file a bankruptcy petition a proceeding commences.  This kicks in an automotive stay of a set amount of time by which creditors can take no action whatsoever against the debtor.  You can’t try to enforce a judgment or have sheriff levy. You can’t do anything that negatively affects the debtor’s assets.  It gives the debtor room to breathe and it allows him to keep the revenue generated by business to hire a lawyer. 

Matter of James Wilson Associates 965 F.2d 160 p. 656 (A D really utilized the automatic stay to the fullest extent possible.)  

Facts: The debtor, James Wilson Associates (JWA), is a limited partnership that operates an office building, and in 1973 had borrowed 4 million from Metropolitan.  They secured this loan by taking a first mortgage on the property and also with an assignment of rents as additional collateral.  (In another words, if JWA defaults on the promissory note then Metropolitan has the right to step into the business and JWA’s tenants would pay rent to Metropolitan. This is a form of collateral and security.)   

Later it borrowed more money, against a second mortgage (and assignment of rents) now held by First Nationwide Bank.  The balance outstanding on the two mortgages is roughly 4.6 million.  In 1976 JWA sold the building for 7 million to JWP Investors, which leased the building back to JWA.  So JWA still receives rent from the tenants but does not have title to the property.  


JWP Investors did not assume the mortgages; JWA remained liable under them, and eventually defaulted.  In 1990 the two mortgages brought foreclosure suits in a Wisconsin sate court, which at the request of both appointed a receiver to collect the rents from the building’s tenants and enjoined the tenants from paying rent to anyone else.  Three weeks later JWA filed for bankruptcy under Chapter 11, and in its new status as debtor in possession resumed collecting the tenant’s rents because the bankruptcy filing automatically stayed all judicial proceedings against the debtor, including the receivership.  Metropolitan moved to life the stay with regard to the receivership, arguing that the lease was not an asset of the bankrupt estate.

Issue: Was JWA’s filing for bankruptcy made in bad faith? (The state court said that Metropolitan is entitled to receive all the rents from the business unless JWA posted a bond for 1 million.  JWA couldn’t afford the bond so it filed bankruptcy petition.  When you file a bankruptcy petition there is an automatic stay on all judicial proceedings.  And because of this stay Metropolitan loses its right to come in and receive rents from the tenants.)  

Holding: No, JWA’s filing was not made in bad faith.  The purpose of the stay is give you breathing room to come out of bankruptcy.  To avail yourself of these protections doesn’t mean that you made a filing in bad faith.

The clearest case of bad faith is where the debtor enters Chapter 11 knowing that there is no change to reorganize his business and hoping merely to stave off the evil day when the creditors take control of his property.  There is no indication of that here.  JWA defaulted on its mortgage payments, and when Metropolitan procured the appointment of a receiver to receive the rents this precipitated JWA into insolvent; it had no income outside of the tenants’ rental now to be handed over the receiver out of which to pay its other creditor.  Could it be that JWA lead to the specific actions of which Metropolitan complain—the automatic stay, the diversion of rents to lawyers and to the send mortgagee, and now the plan of reorganize that relieves JWA, for a time anyway, from the consequence of its defaulting on the first mortgage?  Maybe so, but Metropolitan has presented no evidence that it is so.

( The lawyers forgot to add a provision to cover its client (the creditor) during the automatic stay period that arises after the debtor filed for Chapter 11 bankruptcy.

· Bankruptcy courts have read a good faith requirement into the filing of a bankruptcy petition.  If a debtor files a chapter 11 or chapter 13 (reorganization statutes) and there is no conceivable way that the debtor will be able to make a payment plan then the court can interpret that as a bad faith filing. 

· If it is a frivolous filing to delay or hinder then the court will not like that either.

Matter of Little Creek Development Co. p. 659

Facts: Little Creek (LC) obtained a loan from Commonwealth Mortgage Corporation (Commonwealth) for the purpose of developing town homes on two tracts of land.  In March 1984, the parties signed promissory notes, deeds of trust, and other financing documents that would commit Commonwealth to fund up to 4.7 million for the project.  LC purchased the tracts of land for 675,000 but wad delayed in obtaining building permits.  In January 1985, Commonwealth informed LC of its intention to accelerate the debt and foreclose its mortgages, based on LC’s failure to obtain building permits.  The Commonwealth started foreclosure proceedings in state court.  LC preempted foreclosure proceedings in March by filing a wide-ranging complain in state court, alleging causes of action based upon the Texas Deceptive Trade Practices Act, breach of contract, and unconscionability.  A temporary restraining order was issued against foreclosure.  In early May, LC obtained a preliminary injunction, condition upon its posting a bond for 50,000 to forestall foreclosure during the month of May, and thereafter, a bond fore 1,250,000 pending the conclusion of the litigation.  LC could not post the required larger bond in June.  Then LC filed a petition for reorganization under Chapter 11.  Commonwealth moved for relief from the automatic stay so that it could foreclose on the property. 

Procedure: The debtor, LC, appeals from an order of the Bankruptcy court lifting the automatic stay so that the secured creditor, Commonwealth, could foreclose on LC’s single asset, two parcels of undeveloped real estate. (In this case the debtor had one piece of property that was mortgaged to the hilt.  And the Commonwealth argued that how can this one piece of property file for Chapter 11 when there is no hope that they will be able to do a plan.)

Holding: Lower court said that the petition filing for Chapter 11 bankruptcy was made in bad faith.  The Appellate court remanded saying that you can’t show bad faith.  Instead, the Bankruptcy court has to have hearing within 30 days to determine whether a single asset bankruptcy company has sufficient funds to fund a reorganization.  

Question: How can a single asset company credibly file a good faith petition?

§ 11.04 Involuntary Petitions
An involuntary petition is filed when the debtor is generally not paying debts as they become due unless such debts are subject to a bona fide dispute 
One of the three creditors has to claim that there is a non-disputed debt. 
Matter of Busick p. 665
Facts: Two creditors filed a joint petition for involuntary bankruptcy.  H owned the business and the creditors claimed that the H and W were in the business together and had a joint venture. (A joint venture would subject both of their individual assets to an involuntary proceeding.)

Issue: The wife claimed that she had a bona fide issue as to whether or not it was a joint venture.  Whether the wife had a bona fide dispute as to whether she was in a joint venture agreement with her husband. 

Procedure: The lower court held that she was involved in joint venture.  The Appellate court said that you have to hold a hearing to see if there is a joint venture.  And if the evidence shows that there was a joint venture then there would be a bona fide dispute.  If there was a bona fide dispute then the creditors with whom she had this dispute with couldn’t be one of three debtors to throw her into bankruptcy.

Holding: The district court held that the W’s contention that she was not liable to the petitioning creditors for certain debts incurred by her husband in business constituted a bona fide dispute over the debt which precluded the granting of an involuntary petition in bankruptcy.  The court of appeals agreed.

Chapter 13

Bankruptcy Court Stays, Adequate Protection and Postpetition Financing
§ 13.01 Introduction
The automatic stay in § 362 (a) of the Bankruptcy Code is not only broad, but also becomes effective upon the mere filing of a petition commencing a case under any of the Code’s operative chapters, that is, chapter 7, 9, 11, 12, and 13.  

The automatic stay prevents the piecemeal depletion of the debtor’s estate and enables the trustee to dispose of the debtor’s property in an orderly manner.  

In reorganization cases under Chapter 11, the § 362 stay permits the trustee to use the debtor’s property, although it may be subject to a lien, and thus continue the debtor’s business.  

In liquidation cases under chapter 7, however, the trustee’s use of property subject to a lien—the collateral—will be much more limited.  The reason is simple: liquidation of the debtor’s assets is the statutory objective.


[A] 
The Automatic Stay: Scope and Definition
An automatic stay arises immediately upon the filing of a bankruptcy petition.

An automatic stay halts ALL proceedings against a debtor.  

So when you see or get a notice that someone has filed for bankruptcy don’t do anything at all.  

You can’t even send out collection letters.  

A stay is designed to give the debtor some breathing room and a chance to reorganize.

The only way you can get relief from a stay is from the bankruptcy court.



[1] Exceptions to the Automatic Stay

There are three exceptions to the automatic stay:

1. Commencement or continuation of criminal proceedings against the debtor

· For example: If a debtor has filed for Chapter 7 bankruptcy and the DA wants to commence criminal proceedings he can do so.

2. Collection of alimony, maintenance, or support from the debtor

· You can pursue alimony, maintenance, or support but you would probably want to go in front of the bankruptcy court and make sure that what you are doing is not in violation of anything. 

· Why would you go to bankruptcy court?  Because they have broad powers and so they can stay even these proceedings.  They can stop you from pursing alimony, maintenance, or support.

3. Commencement or continuation by a governmental unit to enforce its police or regulatory powers

· For example: If you have a violation of environmental protection laws or a safety violation.



[2] Obtaining Relief from the Automatic Stay

· Relief from a stay is limited to a secured creditor. 

· Secured creditors are those who have given collateral.

· For example: A secured creditor (a bank) says, “I am owed 10,000 in arrearages on a mortgage.”  The bank is going to argue that they need relief from the stay because they are concerned that the value of the property is going to decrease during the proceeding.  They will say that they need adequate protection.  As a result of this argument and the banks position as a secured creditor, the court can order the debtor to make certain payments to the bank (or any other secured creditor) during the pendency of the bankruptcy proceeding on the theory the debtor can continue to use the property during the process. (The competing balance is between the debtor who needs the property to continue his business v. the secured creditor who also has a certain right.)


[B] Use of Collateral
§ 13.02 Scope and Duration of Automatic Stay
Pitts v. Unarco Industries, Inc. p. 859

Facts: Two companies manufacture asbestos.  They both lost a trial and had judgment against them.  After the judgment was filed Unarco filed a bankruptcy petition.  At that moment a stay kicked in for Unarco.  Now Armstrong (Unarco’s codefendant) is the only one left standing.   Armstrong is the only one left to pay this big payment.  So Armstrong comes up with the theory that because Unarco applied for bankruptcy and got a stay they also had the benefit of the stay because they were Unarco’s codefendant. (Armstrong was basically making a fundamental fairness argument.  They told the judge to stay the litigation on appeal until Unarco was out of Chapter 11.  They wanted to wait until Unarco was out of Chapter 11.)

Issue: Who does the automatic stay apply to?

Holding: An automatic stay only applies to the debtor.  An automatic stay does not apply to codefendants.  It pertains only to the debtor and the debtor only.

(Armstrong then argued that codefendants are afforded protection by cosigning a promissory note.  Under Chapter 13 a non-debtor gets the benefit of the stay if they cosign a note.  But the court shot down this argument too.)  The court distinguished between chapter 11 and Chapter 13.  Armstrong argued that a co-debtor gets the benefit of the automatic stay.  

Wedeworth v. Fibreboard Corp. p. 860

Similar case two debitors.

Issue: Does a stay apply to codefendants?

Holding: No, the stay only applies to the debtor.

Citizen’s Bank of Maryland v. Strumpf p. 862 (This is a Chapter 13 case.)

Facts: The debtor had a checking account with the bank and had 5,000 in his account.  The bank puts an administrative freeze on the account so that the debtor could not withdraw any money from his account.  The bank didn’t take possession of the account they just froze it. (As a general rule a creditor is prohibited from taking any action against a debtor unless that action is allowed by the Bankruptcy Code.  The Code does talk about the right of setoff.)  So the bank freezes the account and says that we have right to set off under Code.  

Issue: Whether the creditor of a debtor in bankruptcy may, in order to protect its setoff rights, temporarily withhold payment of a debt that it owes to the debtor in bankruptcy without violating the automatic stay.  In another words, what action can a creditor take when the creditor is owed money by the debtor?  Can he invoke a set off?  (So the issue deals with the interplay between a setoff and a stay.  Keep in mind that a stay gives very limited rights to a creditor to take action.)  

Procedure: The bankruptcy court says no because the stay trumps a setoff.  What the bank did violated a stay and so they have to take the freeze off.  As soon as the bank took the freeze off the debtor drained his account.  Then the case went to Supreme Court.  

Holding: The creditor bank did not violate the stay by the setoff.  The SC said that the setoff did not violate the stay because it did nothing to the account other than freezing it.  There is no setoff unless three things happen:

Decision to affect setoff 

There is some action affecting the setoff  

There is a recording of the setoff in the books  

The bank had not taken all three of these steps.  Also the court said that the right of set off applies at the commencement.  

Davis v. Sheldon p. 865

Facts: The debtor issued some bad checks prior to filing for bankruptcy.  In Delaware restitution has to be paid by the person who passed the bad checks.  So the debtor asked for a temporary restraining order to enjoin the court from enforcing this law.  The debtor’s theory behind this action was that after he filed for Chapter 7 he would be discharged of all of his remaining debts.  He went on to say that this restitution requirement would violate the Bankruptcy Code because the Chapter 7 discharge provision wouldn’t discharge this type of criminal provision.  So this is why he wanted to enjoin the Delaware provision because he said it would violate the fresh start provision of the Code.  Also the debtor pointed out that the DA was really motivated to get relief for the victims of the crime (which was obviously the purpose of provision), and all the Delaware provision does is transfer money from me to victim.  

Holding: The court didn’t buy his argument.  The debtor’s request to stay the state criminal court proceeding was denied.  The bankruptcy court discussed theory of federalism.

(The Debitor claimed he should not have to pay for bad checks because of the automatic stay)

§ 13.03 Relief from the Stay: Procedural Considerations
Roslyn Savings Bank v. Comcoach Corp. p. 870

Facts: A bank loans money to John Roc who then conveys premises to a company called Rhone.  Rhone is responsible for making mortgage payments to the bank.  Rhone in part leases the premises to Comcoach who files a bankruptcy proceeding.  Rhone defaults on the mortgage with the bank and the bank initiates foreclosure proceedings against Rhone.  Comcoach is the debtor in possession of the building that is subject to the foreclosure proceeding.  The bank felt that it was barred from proceeding in state court because Comcoach had filed for bankruptcy and it didn’t want to violate the automatic stay period.  The bank wants to utilize this foreclosure proceeding and wants a relief from the stay so that it can force Comcoach to make payments to it.  When Comcoach filed the bankruptcy petition it stopped making payments.  Upon Rhone’s default, the bank was supposed to get all payments from Comcoach.  Because Comcoach was in bankruptcy the bank couldn’t compel them to pay because of stay.

Issue: Is the bank a party in interest sufficient so that it could ask for relief and so that Comcoach could make monthly payments to it?

Holding: The bank was not a party in interest to the bankruptcy proceeding.  Rhone as the lessor had standing but Rhone did not request relief form the automatic stay.  

So what then can the bank do?  What is the their remedy if the bank can’t compel Comcoach to make payments to it?  

Basically the bank should continue its foreclosure proceeding.  By doing this the foreclosure referee could step in to the shoes of Rhone and get the money for the bank.  So the bank should get a foreclosure referee in there and he will take the shoes of Rhone.  The referee can go to bankruptcy court and then Rhone can be compelled to make payments.

§ 13.04 Adequate Protections, § 361; Use of Collateral § 363

[A] What is Adequate Protection?  What is to be Protected?
· There are two types of secured creditors: 

· Over secured creditor – is a party whose collateral is valued more. 

· As a matter of policy Congress gave them special rights in a bankruptcy proceeding.  Because they have a position of strength, Congress allowed them to receive certain interest payments on the amount of their over security.  So they are entitled to certain interest payments.  

· Under secured creditor – is a party whose collateral is valued less than the amount of the debt.

· For example: If a bank is owed 50,000 by a debtor but the value of the collateral by mortgage is 30,000, then the bank is exposed for 20,000.

· Both types of creditors (over and under) are secured.  The only difference is in the amount that they are secured. 

· Both types of creditors (over and under) are entitled to adequate assurance that collateral will not be decreased.

United Savings Association of Texas v. Timbers p. 873 (This case deals with an under secured creditor.)  

Facts: United Savings wanted to receive monthly payments from Timbers because he continued to use the banks property during the pendency of the bankruptcy proceeding.  Timber borrowed 4.5 million dollars and default rent for payment.  The debtor filed bankruptcy.  

Issue: Is United Savings entitled to receive monthly payments?

Holding: No it will not receive 12% interest payments.  This bank is not an over secured creditor and so they are not entitled to interest payments.  Over secured creditors are entitled to interest but under secured are not.


[B] Use, Sale, and Lease of Property § 363
§ 13.05 Postpetition Financing
· In order to obtain approval for post petition financing you need to obtain permission form the bankruptcy court.  The court has to analyze if this request makes sense.  In order for them to do that you need to bring the proofs of claim that have been filed by the creditors.

GET NOTES (IF ANYY) FOR THIS SECTION BECAUSE I MISSED FIRST FEW MINUTES.

In Re Sullivan Ford Sales p. 883 11/12/2003

Facts: Sullivan wanted to obtain loans after he filed for bankruptcy.  In order to do this he had to give adequate notice to all of his creditors.  The general rule is that the debtor has to give notice to all the creditors that filed a proof of claim.  But Sullivan was not able to give adequate notice to his creditors.  The creditors were only give a one day notice. 

Issue: Can the bankruptcy court change a provision of the bankruptcy code, which requires a debtor to give adequate notice to the creditor, if there is an emergency situation posed by the debtor such that the 5-10 day requirement is not enough?  Why would they want to do this?  Because in 5-10 days the financing that the debtor is seeking maybe gone or it may dry up.  So can the bankruptcy court shorten up the window? (Usually the debtor is required to give “adequate notice.”  Adequate notice is usually around 5-10 days, but in this case the debtor didn’t have 5-10 days.  He only had like 1 day to before the bank that was going to give him another loan would back out.  So the debtor was asking the “adequate notice” period be changed.)  Can the notice provisions be disregarded in some circumstances? 

Holding: Yes, the bankruptcy court can shorten up the adequate notice period.  The bankruptcy court has the inherent power to expedite the motion.  A 1-2 day notice would be okay if the bank was going to walk away and not give the loan.  However, in order for the court to grant this change the debtor must provide a reason for his request to shorten the adequate notice period.

Reasoning: The goal of Chapter 11 (reorganization) is to have a debtor go through rehabilitation and come out standing.  All the policy reasons favor continuation of a business, and that is why the court would want to do everything it can to help a business keep going.  In this case, when the bankruptcy court asked the debtor why he needed 1-day notice period, he didn’t have good answer.  So the court denied a change in the notice period because the debtor didn’t explain why a short notice period was needed.  There weren’t any exigent circumstances that would warrant this change.  Also, when a debtor petitions for post petition financing the other creditors will scrutinize the petition because their proofs of claim will be subordinated to this new loan.  This new loan will now get the highest priority.  Now the party that gets paid first (in the event of default) is the bank that did the post petition financing.  Post petition financing will jeopardize the rights of all the original creditors, so the court wants a very good reason for why this should grant this petition.  In making this decision the court had to determine whether there was an emergency situation or not.  The court ruled in favor of the creditor.  The court maintains the discretion to extend the or shorten the notice period.  

· One of the things the debtor has to show is that he can’t get post petition financing without the use of collateral of the estate.  In order to make this showing the debtor has to show the court that he cannot obtain unsecured credit.  This means that the debtor can’t get a loan without using the collateral of the estate.  Usually you don’t want to encumber the assets of the bankruptcy estate any further because you are jeopardizing other creditors should the estate convert to Chapter 7. 

· A conversion occurs if a Chapter 11 debtor cannot reorganize.  If such an event occurs, then the court will convert the Chapter 11 into a Chapter 7 and the assets will be sold.  

· A creditor who is providing post petition financing gets the highest priority should the case convert to a Chapter 7.  In that situation you have a pool petition. (What the heck is a pool petition???)  The policy reason behind this is that unless you give high priority to those who will infuse a business they (banks, etc.) will not lend them the money.  This is the same reason why attorneys also get high priority.  If attorneys know that they will not get paid then they will not represent the client.

In RE Garland Corp. p.887 (In this case a debtor deals with unsecured creditors request to receive some sort of adequate protection if post petition financing is granted.)

Facts:  The Garland Corp. sought authorization for post petition financing.  It wanted to use assets of the estate to secure a loan.  The assets they wanted to use were unencumbered assets and so this was very attractive to the bank.  However, the unsecured creditors objected saying that they were entitled to adequate protection because the debtor was encumbering the assets that they would take.  They said that such a post petition financing arrangement would be tantamount to an unlawful taking under the constitution.  

Holding: The court said that the Bankruptcy Code doesn’t give unsecured creditors the right to adequate protection.  The court also discussed the policy implications behind their statement.  They said that if you are unsecured you don’t have standing to object to post petition financing.  The unsecured creditors also made the argument that the Chapter 11 should be converted to Chapter 7.  

Rule: Whenever a creditor wants to convert an ongoing Chapter 11 to Chapter 7 a two-part test applies and the creditor that wants to convert has to show the two things: 

1. The debtor is going to sustain losses thereby decreasing the value of the estate, and

2. There exists no reasonable likelihood of successful rehabilitation under Chapter 11.

Issue: Did the bankruptcy court err in saying there exists no reasonable likelihood of successful rehabilitation under Chapter 11?

Holding: The conversion was denied because the long term prospects looked reasonably good.  The first part of the test was also not met.  The court said that while there was going to be some short-term loss, it will still be profitable.  The unsecured creditors were doing anything that they could to get their money.

Matter of Saybrook Manufacturing Co., Inc. p.899 11/12/03 

Facts: A debtor wants to take some post petition financing and attempts to get into a cross collateral agreement.  A cross collateral agreement is where a creditor attempts to secure a pre petition debtor with assets of the bankruptcy estate as part of a post petition financing arrangement.  What happens is that a bank is owed money before the bankruptcy filing and so they are under secured.  So in such a situation the bank will give post petition financing by saying, “you will cross collateralize and so you will give me a security interest on my pre petition loan.”  The bank will try to use the collateral of the estate to not expose what they were already exposed on.  By doing this the bank is securing what it previously had exposed.  In this case the Manufacturer agreed to give the debtor a few more million dollars and wanted collateral on the prior 24 million exposure that it had pre petition.  

Note: Cross collateral agreements are generally denied by bankruptcy courts.  

Issue: Did the equitable powers of the bankruptcy court even allow them to approve this sort of financing arrangement? 

Holding: No, they don’t have this power. The court denied this post petition financing arrangement, stating that the code does not authorize this.
NOTE:  GEEC had a SUPER SUPER  Priority, therefore any money that would be paid to the attorneys out of the debitors estate may prevent the Bank from getting paid.  The Court in this case ruled that the Bank had priority.  The Super Super Priorty was created so that banks would loan money to a bankrupt corporation.  The court in this case also wanted to competent professionals to administer the claims, representing, or managing the corporations. 

Whenever anyone renders services in bankruptcy court(ie. Accounting Services) if anyone gets paid from the assets of the debtor you must file a “Fee Application” so that they can be paid in bankruptcy court. 

In Re Flagstaff Foodservices Corp. p. 903

Facts: Flagstaff filed a Chapter 11 and continued to operate the company.  GEEC (a bank) had already loaned Flagstaff some money but the parties entered into another arrangement where GEEC would give more money to Flagstaff.  GEEC loaned 21 million dollars and it was secured by 42 million dollars.    

Issue: The fight here was who gets paid first?  Do the attorneys and accountants (the administrative people) get paid first, or does the party that provided post petition financing get paid first? (In this case the attorneys and accountants made an application for 240,000.  In response, GEEC (the post petition lender) said this would jeopardize reorganization and what they would get.)  

Rule: When new money is infused into the bank they get the highest priority.  

Procedure/Holding: The bankruptcy court allowed the attorneys and the accountants to get paid first.  The appellate court reversed.  They said that the super priority status of GEEC as a post petition lender trumps the attorneys and accountants.

In Re Flagstaff Foodservices Corp.
Facts: Certain payroll taxes were going to be paid through the estate.  GEEC objected to payment of these taxes because they payment would be using money that was theirs. 

Holding: Court said that GEEC had super priority status so therefore these taxes can’t be paid with money that was going to go back to GEEC to pay its loans.

Exceptions to Discharge:

· There are certain debts that cannot be discharged.  

· The following is a list (made by Congress) of debts that cannot be discharged:

· Any tax owed to a state or governmental entity is non dischargeable or is an exception to discharge.

· For any judgment against you based on fraud, embezzlement or larceny. 

· These things are criminal and the party you hurt can get restitution.

· Spouse, former spouse, or child for alimony maintenance and support.

· Willful and malicious injury by the debtor to a person or property of another.  

· So if you beat up someone up or purposely put a baseball bat threw their car window, then this will not be discharged.

· For death or injury caused by the debtor’s operation of a motor vehicle if the D was intoxicated or using drugs.  

· If it is a general accident, then it can be dischargeable if you were not driving under the influence of alcohol. 

· Education loans are non dischargeable.  

· Exception: If you can show that not being able to discharge your education loans will cause an undue hardship, then the bankruptcy court has the discretion to discharge your loan.  For attorneys this is difficult to do.

Chapter 17

The Debtor’s Benefits
· The bankruptcy court is a court of equity.  You have to come into the bankruptcy court with clean hands.  If you try to defraud you creditors within a year of filing for bankruptcy then congress is not going to allow you to have the benefits of a bankruptcy.

· §727 of the Bankruptcy Code states that, “The court shall grant the debtor a discharge unless:”

· The debtor intends to hinder, delay, or defraud his creditors by transferring, removing, destroying or concealing property of the debtor within a year of the bankruptcy filing.

· The debtor has concealed, destroyed, falsified, or filed to properly keep information in books and records.

· The debtor fails to explain satisfactorily any lost of assets or deficiency of assets to meet the debtors assets.

· You can only file bankruptcy once every six years.

§ 17.01 The Bankruptcy Discharge
Burtrum v. Laughlin p. 1114

Facts: The plaintiff filed a suit against the debtor.  A state court action was filed prior to when debtor declared bankruptcy.  Debtor declared bankruptcy few months after the state court action.  In between that time the debtor transferred some assets to son and daughter for 1 dollar who then conveyed the property to the daughter’s in laws.  The P sues, he objects to the discharge of the debt because of this fraudulent conveyance.  

Procedure: The bankruptcy court looked back one year and saw the first conveyance and then the second conveyance.  Such transfers have a presumption of fraud.  The burden falls on the debtor to show whether it was a bona fide sale or was it to frustrate the creditor.  Debtor argued that son took over property way before the actual property.  

Holding: Court said that there was an intent to delay, defraud, or hinder and frustrate the creditor.  Once the bankruptcy court determines that this was an improper transfer the bankruptcy trustee has the power to convey title back to the estate and sell to legitimate creditors.  The ultimate punishment is that none of the debtors’ debts are going to subject to discharge.

Fraudulent concealment of property is also a bar to discharge

O’Brien v. Terkel p.1117

Issue: Did the debtor commit fraud such that § 727 would be a bar to the discharge of debt?

Facts: The business creditor said that the D concealed some income tax checks, the D failed to keep adequate business records, didn’t pay trustee $200, did not include that he was the 100% shareholder.  The court went through these and discounted each one because it didn’t look as bad as the transferring of property.

Holding: The purpose wasn’t to purposely defraud because it was a just a mistake of the debtor’s.  SO the debtor is not barred from discharge.

Tavormina v. Resnick p.1119 failure to keep records case

Facts: The trustee objected to the discharge. The trustee has the right along with the other creditors to do this.  The trustee alleged that there was a scheme by the debtor to obtain 1million worth of inventory within a year prior to filing the bankruptcy petition.  This stood out because his average sales was only 145,000.  what this guy did was that he got a lot of inventory on credit.  When he was 500,000 in debt three creditors got together and filed an involuntary bankruptcy.

Procedure: when on the witness stand the court asked the old man about the 1million went and he said I don’t know also the books were messed up.  As a result they thought that there was some sort of fraud here.  There was an objection to discharge.  What happened here was that this inventory was sold of discreetly and the money was put in a bank account.

§ 17.02 Nondischargeability of Particular Types of Debts
Blackwell v. Dabney p. 1124

Facts: Deals with a studio one nightclub in the 1980s which pretty lucrative.  However, the debtor induced private investors that lend money to the corporation and took security as collateral.  When someone can’t give you collateral then you will be an unsecured creditor and there is a potential for all of your debt to get discharged.  The creditors claimed that the debtor committed a fraud upon them by misrepresenting the assets of the corporation.  

Procedure: The courts below held that it was fraud and that there was misrepresentation of the company.  On appeal the court of appeals noted that in code it said, “any statement of debtors finances it must be in writing.”  The creditor couldn’t produce any writing.  Any alleged misrepresentation of debtors finances have to be in writing so it was dismissed.

Rankin v. Alloway p. 1127

Facts: The W of the debtor claimed that she was a creditor of her former husband and objected to the discharge of debt.  She was objecting to his attempt to get rid of the property settlement of the debt.  The parties were divorced prior to bankruptcy.  They had a property settlement through which H transferred property to wife and he was obliged some back taxes.  But he couldn’t pay so she paid the taxes. This is called subrogation by paying his debts.  So by her making the debts on behalf of her husband she also had the right to collect the money from her husband.  Her first argument was that she was subrogated to the rights of the IRS and so she was entitled to money. Unfortunately the taxes were more than three years old.  W couldn’t show that they were younger than three years and the court determined they were three years old.  The IRS couldn’t collect so she couldn’t collect.  

The second argument she made is that the IRS tax lien promise to pay by her H was part of the divorce proceeding and was alimony support so it can’t be discharged.  The court looked at the nature of the obligation of the husband.  Was this payment supposed to be a lump sum, which would be dischargeable, or was it ongoing like alimony, maintenance, and support.  The court concluded that the nature of the payment was one time payment and not alimony, maintenance or support, and since it was not one of these things then it is subject to discharge.

Note: Russo doesn’t agree with this because the wife could have agreed to take lower alimony, maintenance, and support because of this promise to pay.

(If you can make an argument that it is related to one of there things then you can convince the judge that the spouse that filed for bankruptcy can’t get a discharge of those debts.
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