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Attorneys’ Fees and Chapter Choice: 
Exploring “No Money Down” Bankruptcy
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Overview
Find attached recent research from the Consumer Bankruptcy Project (CBP), a long-term study 
of the people who file bankruptcy, regarding the persistence of location and racial disparities in 
the percentage of households that file chapter 7 versus chapter 13. My co-investigators on the 
current iteration of the CBP are Professors Robert Lawless (University of Illinois College of Law), 
Katherine Porter (University of California, Irvine School of Law), and Deborah Thorne (University 
of Idaho, Department of Sociology). The attached article, “No Money Down” Bankruptcy, builds 
on prior research about these disparities. Of note, in chronological order: 

 Jean Braucher, Lawyers and Consumer Bankruptcy: One Code, Many Cultures, 67 AM.
BANKR. L.J. 501, 541 (1993). 

 Teresa A. Sullivan, Elizabeth Warren, & Jay Lawrence Westbrook, The Persistence of Local 
Legal Culture: Twenty Years of Experience from the Federal Bankruptcy Courts, 17 HARV.
J. L. & PUB. POL’Y 801 (1994). 

 Jean Braucher, Dov Cohen, & Robert M. Lawless, Race, Attorney Influence, and Bankruptcy 
Chapter Choice, 9 J. EMPIRICAL LEGAL STUD. 393 (2012).  
o Available on SSRN at: https://ssrn.com/abstract=1989039

 A. Mechele Dickerson, Racial Steering in Bankruptcy, 20 AM. BANKR. INST. L. REV. 623 
(2012)
o Available on SSRN at: https://ssrn.com/abstract=2235277

Since our article’s publication, two other works of note have been published: 

 Dov Cohen, Robert M. Lawless, & Faith Shin, Opposite of Correct: Inverted Insider 
Perceptions of Race and Bankruptcy, 91 AM. BANKR. L.J. 623 (2017).  
o Available on SSRN at: https://ssrn.com/abstract=3041393    

 Paul Kiel & Hannah Fresques, How the Bankruptcy System is Failing Black Americans,
PROPUBLICA (Sept. 27, 2017), https://features.propublica.org/bankruptcy-inequality/
bankruptcy-failing-black-americans-debt-chapter-13/
o See also Paul Kiel & Hannah Fresques, Data Analysis: Bankruptcy and Race in 

America, PROPUBLICA (Sept. 27, 2017), 
https://projects.propublica.org/graphics/bankruptcy-data-analysis

Finally, for a summary of “No Money Down” Bankruptcy, see Pamela Foohey, Robert M. Lawless, 
Katherine Porter, & Deborah Thorne, Attorneys’ Fees and Chapter Choice: Exploring “No Money 
Down” Chapter 13 Bankruptcy, 36-6 ABIJ 20, 62-63 (June 2017). 

 

https://features.propublica.org/bankruptcy-inequality/bankruptcy-failing-black-americans-debt-chapter-13/
https://features.propublica.org/bankruptcy-inequality/bankruptcy-failing-black-americans-debt-chapter-13/
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“NO MONEY DOWN” BANKRUPTCY 
 

PAMELA FOOHEY,* ROBERT M. LAWLESS,†  
 KATHERINE PORTER‡

 & DEBORAH THORNE§‡ 

This Article reports on a breakdown in access to justice in bankruptcy, 
a system from which one million Americans will seek help this year. A crucial 
decision for these consumers will be whether to file a chapter 7 or chapter 
13 bankruptcy. Nearly every aspect of their bankruptcies—both the benefits 
and the burdens of debt relief—will be different in chapter 7 versus chapter 
13. Almost all consumers will hire a bankruptcy attorney. Because they must 
pay their attorneys, many consumers will file chapter 13 to finance their 
access to the law, rather than because they prefer the law of chapter 13 over 
chapter 7. 

Attorneys charge about $1,200 to file a chapter 7 bankruptcy; their 
debt-laden clients must pay this amount up front. Attorneys charge about 
$3,200 to file a chapter 13 bankruptcy, but clients can pay attorneys’ fees 
over time as part of their cases. Chapter 7 and 13 bankruptcies also differ in 
the relief achieved. Almost all chapter 7 cases end with the debtor receiving 
a discharge of debts. In contrast, only around one-third of chapter 13 cases 
end in discharge. 

This Article exposes the increasingly prevalent phenomenon of debtors 
paying nothing in attorneys’ fees to file chapter 13. New data from the 
Consumer Bankruptcy Project, our original empirical national study, 
suggest that these “no money down” consumers are similar to those who use 
chapter 7. However, because they cannot afford to pay their attorneys up 
front, these “no money down” bankruptcy debtors suffer. They pay $2,000 
more and have their cases dismissed at a rate eighteen times higher than if 
                                                           
 *. Associate Professor of Law, Indiana University, Bloomington. 
 †. Max L. Rowe Professor of Law, University of Illinois. 
 ‡. Professor of Law, University of California, Irvine. 
 §. Associate Professor of Sociology, University of Idaho. The authors contributed equally and 
are listed in alphabetical order. The authors would like to thank their research assistants who have 
contributed to the success of this project. Without their contributions, it would not have been possible to 
assemble the data that underlie this paper. 
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they had filed chapter 7. 
The two most significant predictors of whether a consumer files a “no 

money down” bankruptcy are the consumer’s place of residence and race. 
We could not identify legitimate ways that these factors correlate with 
debtors’ needs for the substantive legal benefits of chapter 13. “No money 
down” bankruptcy can be a distortion in the delivery of legal help. We 
suggest reforms to how attorneys collect fees from consumer debtors that 
will reduce the potential conflict between clients’ interests and attorneys’ 
interests. The reforms will deliver access to justice and improve the 
functioning of the bankruptcy system.  
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INTRODUCTION 

Across the legal system, attorneys serve as intermediaries, fostering or 
hindering access to justice. This relationship between attorneys and clients 
exists in consumer bankruptcy. Over a million people file bankruptcy every 
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year,1 and the overwhelming majority use an attorney.2 Consumers’ access 
to and success in bankruptcy is heavily dependent on their attorneys. 

One of the most important decisions a person makes about bankruptcy 
is whether to file chapter 7 or chapter 13. These chapters are two distinct 
proceedings in substance and process. Chapter 7 results in a quick discharge, 
relieving people from their debts soon after filing, but people must give up 
any assets over certain limits.3 Chapter 13 requires debtors to complete a 
three-to-five year repayment plan before receiving a discharge, but people 
may keep all property, such as homes and cars, as they continue to pay.4 
More than 95% of people who file under chapter 7 receive a discharge.5 In 
contrast, a mere one-third of chapter 13 cases end in a completed repayment 
plan such that debtors receive a discharge.6 Most chapter 13 bankruptcies 
end without debt forgiveness. 

Bankruptcy attorneys play an integral role in helping people understand 
the benefits and drawbacks of choosing either a chapter 7 or a chapter 13 
bankruptcy. In some districts, most consumers file under chapter 7, while in 
                                                           
  1. In 2015, there were 819,000 bankruptcy filings. Bob Lawless, Bankruptcy Filings Drop 10% 
in 2015, CREDIT SLIPS (Jan. 7, 2016, 4:37 PM), http://www.creditslips.org/creditslips/2016/01/ 
bankruptcy-filings-drop-10-in-2015.html. A husband and wife may file a joint petition. 11 U.S.C. § 302 
(2012). Therefore, one bankruptcy petition will represent two persons in joint cases. In our data, 24.4% 
of the bankruptcy cases in 2015 were joint cases, meaning the 819,000 bankruptcy petitions in 2015 were 
filed by just over one million people.  
 2. Consumer Bankruptcy Project (“CBP”) data from 2007 and 2013–15 show that only 8.2% of 
chapter 7s and 6.4% of chapter 13s were filed without an attorney (although some of these cases use a 
bankruptcy petition preparer). The CBP is a series of empirical studies conducted in the last three decades 
by interdisciplinary research teams. See infra Part II.A for a discussion of the CBP. See also Lois R. 
Lupica, The Consumer Bankruptcy Fee Study: Final Report, 20 AM. BANKR. INST. L. REV. 17, 81–82 
(2012) (finding that in a sample of cases filed in 2007 and 2008, 5.8% of the chapter 7 cases and 2% of 
the chapter 13 cases were filed pro se). People who file pro se (without an attorney) have worse outcomes 
than people who have an attorney. Id. at 82 (finding in the sample that 0.8% of chapter 13 cases filed pro 
se ended with a discharge and 28.2% of chapter 7 cases filed that ended in a dismissal were pro se). See 
also Angela Littwin, The Affordability Paradox: How Consumer Bankruptcy’s Greatest Weakness May 
Account for Its Surprising Success, 52 WM. & MARY L. REV. 1933, 1973 (2011) (reporting that in a 
sample of chapter 7 cases filed in 2007, 17.6% of pro se cases ended in dismissal versus 1.9% of the cases 
filed with the help of an attorney).  
 3. People are allowed to keep some property to aid in their “fresh start,” a phrase that comes from 
Local Loan Co. v. Hunt, 292 U.S. 234, 244 (1934).  
 4. See infra Part I.A for a discussion of chapters 7 and 13. 
 5. See Katherine Porter, The Pretend Solution: An Empirical Study of Bankruptcy Outcomes, 90 
TEX. L. REV. 103, 107 (2011) [hereinafter Porter, Pretend Solution] (noting that the chapter 7 discharge 
rate exceeds 95%). 
 6. See Sara S. Greene, Parina Patel, & Katherine Porter, Cracking the Code: An Empirical 
Analysis of Consumer Bankruptcy Outcomes, 101 MINN. L. REV. 1031, 1042 (2017) (finding that 36.5% 
of a sample of chapter 13 cases filed in 2007 ended in discharge after plan completion); Porter, Pretend 
Solution, supra note 5, at 107–08 (overviewing studies finding that only one-third of chapter 13 debtors 
receive a discharge). 



Chapter 1—Attorneys’ Fees and Chapter Choice: Exploring “No Money Down” Bankruptcy

 1–631st Annual Northwest Bankruptcy Institute

  

1058 SOUTHERN CALIFORNIA LAW REVIEW [Vol. 90:1055 

other districts, most consumers file under chapter 13.7 Research shows that 
this substantial variation across judicial districts stems, at least in significant 
part, from how bankruptcy attorneys counsel their clients. Chapter choice is 
often shaped by extra-legal factors and attorneys’ best interests, rather than 
clients’ needs.8 Consider one example: even after controlling for judicial 
district, financial situation, and demographic characteristics, African 
Americans are far more likely than non-African Americans to file under 
chapter 13.9 

This Article examines how money influences whether people file 
chapter 7 or 13. Our data analysis shows that chapter choice is powerfully 
shaped by when debtors must pay their attorneys and how attorneys can 
receive payments. These financial considerations have nothing to do with the 
substantive law that governs chapter 7 and chapter 13 bankruptcies, such as 
the different approaches to secured debts and eligibility to file. 

Attorneys charge an average of $1,229 to file and represent a debtor in 
a chapter 7 case and an average of $3,217 to file and represent a debtor in a 
chapter 13 case.10 Because of the Bankruptcy Code’s provisions regarding 
payment to professionals, attorneys require consumers in chapter 7 to pay all 
attorneys’ fees prior to filing.11 In contrast, the Bankruptcy Code allows 
chapter 13 debtors to stretch out attorney’s fees over all or part of the 
repayment period. This strategy lets a consumer file a bankruptcy with the 
help of an attorney, with little or “no money down.” 

From this dichotomy emerges a money problem, both for bankruptcy 
attorneys and people seeking to file bankruptcy. Attorneys want to ensure 
that they are paid, but many people who want to file lack the money to pay 
                                                           
 7. See Jean Braucher, Dov Cohen, & Robert M. Lawless, Race, Attorney Influence, and 
Bankruptcy Chapter Choice, 9 J. EMPIRICAL LEGAL STUD. 393, 395–96 (2012) [hereinafter Braucher et 
al., Race] (overviewing the variations in incidences across the United States of chapter 13 proceedings as 
compared to chapter 7 proceedings). 
 8. See id. at 396–97 (discussing studies finding that attorneys play a key role in chapter choice). 
 9. Id. at 393–94 (finding that African Americans disproportionately file under chapter 13 and that 
consumer bankruptcy attorneys appear to be guiding African Americans into chapter 13). 
 10. These figures are based on our data from 2007 and 2013–15, inflated to July 2015 dollars based 
on the Consumer Price Index. Because of how bankruptcy attorneys report their fees, we are unable to 
disaggregate attorneys’ fees from bankruptcy petition filing fees. Most of the attorneys’ fee data likely 
include the filing fee. The filing fee is $335 for a chapter 7 and $310 for a chapter 13. See also Lupica, 
supra note 2, at 30, 69 (reporting the mean attorneys’ fee, in 2005 dollars, as $968 for a discharged chapter 
7 no-asset case, $1,072 for a discharged chapter 7 asset case, and $2,564 for a discharged chapter 13 
case). 
 11. Lamie v. U.S. Trustee, 540 U.S. 526, 529–42 (2004) (discussing these provisions and holding 
that a chapter 7 debtor’s attorney may not be compensated from bankruptcy estate funds unless the 
attorney is employed by the trustee under 11 U.S.C. § 327). 
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the attorneys’ fees at the time they need a bankruptcy attorney’s help.12 
When people arrive in attorneys’ offices, they have struggled for years to 
repay their debts, often calling on family and friends, taking out payday and 
other loans, and cutting back on necessary expenses.13 They may believe 
immediate bankruptcy is their only refuge. Yet, chapter 7 requires immediate 
payment of the attorneys’ fees. 

The workaround, which we are the first to examine carefully, is for the 
consumer to pay nothing in attorneys’ fees before filing chapter 13.14 We 
term these “no money down” bankruptcies, as the consumer begins the 
process of purchasing legal help without an initial payment. Attorneys 
suggest that these people file a chapter 13 bankruptcy now and pay all 
attorneys’ fees during the repayment plan. The attorneys ensure they have a 
client, and the fee for chapter 13 is much steeper than if the client filed 
chapter 7. Conversely, the anxious and desperate debtors will be able to file 
bankruptcy immediately. From the debtor’s perspective, an attorney offering 
a “no money down” chapter 13 case essentially is proposing to lend the funds 
necessary to file, seemingly interest-free, to the debtor. 

On first glance, the “no money down” bankruptcy may seem like a 
winner all around. Attorneys get clients; debtors get immediate bankruptcy 
relief upon filing; and the system maintains the appearance of ready access 
for all. We offer a powerful critique of such an easy conclusion by making a 
careful analysis of the cases in our new empirical study. 

Using data from the Consumer Bankruptcy Project (“CBP”) in 2007 
and 2013–15,15 we document the “no money down” phenomenon that is 
reshaping the consumer bankruptcy system. We reveal that “no money 
down” bankruptcies increased significantly between 2007 and 2013–15.16 

Our analysis shows “no money down” cases disproportionally affect people 
                                                           
 12. See Ronald J. Mann & Katherine Porter, Saving Up for Bankruptcy, 98 GEO. L.J. 289, 319–24 
(2010) (investigating how tax refunds and paychecks influence bankruptcy filing patterns). 
 13. See infra Part II.C.1 for a discussion of how long people report struggling with debts before 
filing.  
 14. The disparity in timing of when attorneys’ fees must be paid has led to what are termed “fee-
only” chapter 13 plans. These are cases in which nothing is paid to creditors; the sole purpose of chapter 
13 being to provide only for the payment of attorneys’ fees over several months or years. As overviewed 
in Part I.B, the legality of “fee-only” plans has been discussed in prior work. Our Article looks at a related 
but distinct issue with chapter 13 cases. We focus not on the nil or de minimis amount of recovery to 
creditors, but on documenting the extent to which people are filing chapter 13 without paying any up 
front attorneys’ fees and how these debtors’ financial problems are nearly identical to people who file 
chapter 7. Our rich analysis of the “no money down” cases provides a more complete and nuanced picture 
of an access-to-justice problem than the prior work limited to “fee-only” chapter 13 plans. 
 15. See infra Part II.A for a description of the CBP.  
 16. See infra Part II.B for details about the increasing incidence of “no money down” bankruptcy. 
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based on where they live and on their race. Debtors from judicial districts 
with high chapter 13 filing rates are more likely to file “no money down” 
chapter 13 cases. African Americans are more likely to file “no money 
down” chapter 13 cases than other similarly situated debtors. Both findings 
are statistically significant and robust. 

A tight correlation exists between “no money down” bankruptcy and 
African Americans’ higher likelihood of filing under chapter 13. We 
postulate the correlation is linked to how attorneys counsel debtors. The 
phenomenon of a “no money down” filing of chapter 13 bankruptcy cases 
may explain much of the racial disparity in chapter 13 filing rates.17 

Cash-strapped debtors using a “no money down” chapter 13 can be 
problematic because the approach reduces the efficiency of bankruptcy law 
and produces unequal effects. The cost, duration, and low discharge rate of 
chapter 13 mean that the existence and growth of “no money down” 
bankruptcy may be harming some consumers and distorting the delivery of 
legal help. 

Our data show that a distinct subset of debtors files “no money down” 
chapter 13 bankruptcy. Based on their finances, the “no money down” 
families look more like those who file under chapter 7 than those who file 
under chapter 13.18 “No money down” debtors seem better suited to chapter 
7 proceedings if they could find enough cash to pay attorneys’ fees up front. 
If they had filed chapter 7, based on 2007 CBP data, 97% of their cases would 
have ended in a discharge of their debts. Instead, only 45% of “no money 
down” chapter 13 cases in the 2007 sample ended in a discharge of debts. 
This means that 55% of “no money down” debtors exited bankruptcy without 
debt forgiveness, despite spending significant time and money seeking 
bankruptcy help.19 Regardless of what drives people to file chapter 13 when 
a chapter 7 case may be legally preferable, a “no money down” bankruptcy 
is, at best, inefficient and, at worst, a grave social harm. 

These findings suggest that access to a bankruptcy discharge—which is 
determined in large part by whether the case is a chapter 7 or a chapter 13 
filing—varies depending on where a person lives and the person’s race. Our 
data cannot reveal how attorneys discuss bankruptcy chapter options with 
their clients or why debtors ultimately file a “no money down” bankruptcy, 
                                                           
 17. See infra Part II.C.2 for an analysis of the regional disparities and African Americans’ use of 
“no money down” bankruptcy.  
 18. See infra Part II.C.1 for additional ways in which “no money down” filers differ.  
 19. See infra Part II.D for a full analysis of case outcomes from the 2007 and Current CBPs.  
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despite chapter 13 costing 250% more in attorneys’ fees than chapter 7.20 
However, both bankruptcy attorneys and debtors in good faith might propose 
and accept the “no money down” option—it solves their money problems.21 
Our findings documenting the “no money down” phenomenon are a 
powerful challenge to the ideal of law being delivered based on clients’ 
needs. 

Part I of the Article describes the salient features of chapter 7 and 
chapter 13 with a focus on bankruptcy attorneys’ fees. Part II uses our CBP 
data to document “no money down” bankruptcy, investigate which people 
file “no money down” chapter 13 cases, and assess these cases’ outcomes. It 
also proffers some possible explanations for the increased prevalence of “no 
money down” bankruptcy despite its relative demerits. Part III situates “no 
money down” bankruptcy within a broader social pattern of cash-
constrained, lower-income individuals paying more for crucial legal 
services. We discuss the implications of “no money down” bankruptcies for 
access to justice and develop reforms to the payment of bankruptcy 
attorneys’ fees that would equalize access to bankruptcy relief.  

I.  BANKRUPTCY CHAPTER CHOICE AND ATTORNEYS’ FEES 

A.  CHAPTER 7 VERSUS CHAPTER 13 

People who cannot repay their debts have essentially two options in 
bankruptcy: filing under chapter 7 or under chapter 13.22 Each chapter 
provides for a particular “deal” between debtors and creditors. The 
usefulness of each deal depends on the debtor’s financial circumstances and 
goals. 

In chapter 7, the debtor receives a relatively quick discharge in 
exchange for turning over all non-exempt assets, which are sold for the 
benefit of creditors.23 Most debtors own little property that is not exempt 
under the Bankruptcy Code. Exemptions allow the debtor to retain some 
                                                           
 20. See infra Part II.B, Figure 2.  
 21. See infra Part II.E for a full discussion of why bankruptcy attorneys may offer, and people may 
choose, to file with “no money down.”  
 22. People also may file under chapter 11, which provides for reorganization of debts. However, 
the vast majority of consumers file under chapters 7 and 13. See ADMINISTRATIVE OFFICE OF THE U.S. 
COURTS, REPORT F-2, U.S. BANKRUPTCY COURTS––BUSINESS AND NONBUSINESS CASES COMMENCED, 
BY CHAPTER OF THE BANKRUPTCY CODE, DURING THE TWELVE-MONTH PERIOD ENDING MARCH 31, 
2017,  http://www.uscourts.gov/sites/default/files/data_tables/bf_f2_0331.2017.pdf (reporting 1,102 
chapter 11 nonbusiness filings compared to 473,673 chapter 7 and 296,126 chapter 13 nonbusiness filings 
within a twelve-month period). The discussion thus focuses on chapters 7 and 13. 
 23. See Porter, Pretend Solution, supra note 5, at 116 (describing chapter 7).  
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necessities, such as clothing and household goods.24 In addition, if the debtor 
has pledged an asset as collateral to secure a loan made by a creditor, that 
encumbered piece of property is not available for liquidation.25 In practice, 
more than 90% of consumer chapter 7 cases are “no-asset,” meaning the 
debtor owns no property subject to liquidation.26 More than 95% of people 
who file under chapter 7 receive a discharge, which they typically receive 
within four to six months of filing.27 

Chapter 13, in contrast, is a long, complicated, and often less successful 
proceeding.28 Unlike in chapter 7, people who file under chapter 13 keep all 
their assets. In exchange, they must pay their “disposable income” to their 
creditors over a three- to five-year repayment plan approved by the 
bankruptcy judge.29 As much income as possible goes to creditors, with very 
modest budgets imposed on debtors.30 In most cases, only upon completion 
of this repayment plan is the debtor granted the discharge.31 Because of the 
ability to retain property, chapter 13 is popular with people who want to save 
their homes from foreclosure.32 

To receive a discharge, a chapter 13 debtor must journey from filing 
their bankruptcy paperwork, through a judicial plan confirmation to make 
months of payments, and finally to completing all requirements under the 
repayment plan. This process may take over six years. Only one-third of 
chapter 13 cases make it to a discharge.33 The remaining two-thirds of cases 
                                                           
 24. See Braucher et al., Race, supra note 7, at 394 (discussing exemptions). The exemptions 
available in bankruptcy are determined by state or federal law, depending on the debtor’s state of 
residence. The exemptions vary significantly between states. See ELIZABETH WARREN ET AL., THE LAW 
OF DEBTORS AND CREDITORS 80 (7th ed. 2014).  
 25. See WARREN ET AL., supra note 24, at 79 (noting the effect of secured credit).  
 26. See Ed Flynn et al., Chapter 7 Asset Cases, AM. BANKR.. INST. J., Dec.–Jan. 2002, at 22, 22 
(reporting that 96% of consumer chapter 7 cases filed in 2002 were closed without any funds distributed 
to creditors); Dalié Jiménez, The Distribution of Assets in Consumer Chapter 7 Bankruptcy Cases, 83 
AM. BANKR. L.J. 795, 797 (2009) (finding that 93% of individual chapter 7 debtors who filed bankruptcy 
petitions in 2007 entered bankruptcy with no distributable assets). 
 27. See Braucher et al., Race, supra note 7, at 394 (noting the timing of discharge in chapter 7); 
Porter, Pretend Solution, supra note 5, at 116 (same). 
 28. What constitutes a “successful” consumer bankruptcy case is debatable. For purposes of this 
Article, “success” is defined as a discharge of debts. See Greene et al., supra note 6, at 1043–44 (defining 
success in consumer bankruptcy in the same way). 
 29. See Braucher et al., Race, supra note 7, at 394 (describing chapter 13); Porter, Pretend 
Solution, supra note 5, at 116–17 (same). 
 30. See Porter, Pretend Solution, supra note 5, at 117 (noting repayment plan requirements). 
 31. See Braucher et al., Race, supra note 7, at 394 (discussing the timing of discharge in chapter 
13). 
 32. See id. at 395 (discussing the ability to save property in chapter 13); Porter, Pretend Solution, 
supra note 5, at 117–18 (detailing chapter 13’s provisions covering home mortgage debt). 
 33. See Greene et al., supra note 6, at 1042; Porter, Pretend Solution, supra note 5, at 107–08. 
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generally end with a dismissal, leaving the debtor without any forgiveness 
of debts.34 A small fraction of incomplete cases is converted to chapter 7 for 
liquidation.35 

Chapter 7 is more popular, accounting for two-thirds of consumer 
bankruptcy filings nationwide. This figure has remained steady despite 
reforms aimed at making chapter 13 more attractive or forcing debtors to file 
under chapter 13.36 Given the apparent financial disadvantages, why would 
anyone file under chapter 13? One answer is chapter 13 provides tools that 
can help prevent a foreclosure or repossession, but chapter 7 also contains 
alternative options.37 

Ironically, the one explanation that has little effect on who files under 
chapter 13 is the Bankruptcy Code’s provisions mandating who must file 
chapter 13 rather than chapter 7. The Bankruptcy Abuse Prevention and 
Consumer Protection Act of 2005 (BAPCPA)38 added a “means test” to the 
Code, sorting debtors into chapter 7 or chapter 13 based on their income.39 
If a debtor’s monthly income is too high relative to debts owing and monthly 
expenses, as set by the Code, then the debtor must file under chapter 13.40 
However, the reality is that 90% of debtors who file under chapter 13 have 
so little income that they could file under chapter 7. The means test is 
                                                           
 34. Greene et al., supra note 6, at 1042 (reporting dismissal rates of chapter 13 cases with 
uncompleted plans); Porter, Pretend Solution, supra note 5, at 118 (discussing the effect of discharge on 
a debtor’s personal liability for debts). 
 35. Greene et al., supra note 6, at 1043–44 (reporting conversion rates from chapter 13 to chapter 
7). 
 36. See Robert M. Lawless et al., Did Bankruptcy Reform Fail? An Empirical Study of Consumer 
Debtors, 82 AM. BANKR. L.J. 349, 363 (2008) (discussing how amendments to the Code enacted in 2005 
did not affect the distribution of chapter 7 versus chapter 13 filings); Porter, Pretend Solution, supra note 
5, at 116, 119 (overviewing filing statistics). In the 2013–14 CBP, 34.4% of the sampled cases were 
chapter 13.  
 37. In chapter 7, the debtor and secured creditor may enter into a reaffirmation agreement that 
adjusts the debt secured by personal property, such as a car. 11 U.S.C. § 524 (2012). Also, if a debtor 
files under chapter 7, a secured creditor often will remain satisfied with the debtor keeping the collateral 
as long as the debtor continues to pay the debt. As such, filing under chapter 13 is not necessary to retain 
encumbered property if the debtor is current on payments and can remain so.  
 38. Bankruptcy Abuse Prevention and Consumer Protection Act of 2005, Pub. L. No. 109-8, 119 
Stat. 23 (2005). The law became effective on October 17, 2005.  
 39. 11 U.S.C. § 707(b)(2) (2012). 
 40. See Lawless et al., supra note 36, at 352–53 (discussing the means test); Porter, Pretend 
Solution, supra note 5, at 119 (same). Despite evidence to the contrary, Congress enacted the means test 
largely based on anecdotal reports and feelings that people were abusing the bankruptcy system by 
running up debts and then strategically filing to escape from those debts, which they had the means to 
repay. See Katherine Porter, Bankrupt Profits: The Credit Industry’s Business Model for Postbankruptcy 
Lending, 93 IOWA L. REV. 1369, 1375–78 (2008) [hereinafter Porter, Bankrupt Profits] (overviewing the 
debates that led to BAPCPA’s passage). 
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irrelevant for most debtors.41 

B.  CHAPTER CHOICE: PAYING CREDITORS, RACE, AND ATTORNEYS’ FEES 

There are three other major explanations for why a debtor may decide 
to file under chapter 13, each of which is relevant to this Article’s findings. 
First, people may choose chapter 13 out of a genuine desire to pay their debts 
to the fullest extent possible. As shown through interviews with consumer 
debtors conducted by two of this Article’s authors, most debtors want to 
repay their creditors.42 We found that because chapter 13 will allow them to 
pay their creditors more, people may decide that filing under chapter 13 is 
moral and “the right thing” to do.43 

Family, friends, and bankruptcy attorneys may also influence people’s 
view of what is “the right thing” to do. There is substantial variation by 
judicial district in the rate at which chapter 13 cases are filed. In some 
districts, mostly in the South, more than three-fourths of debtors file under 
chapter 13. Yet in other districts, mainly in the North, more than three-
fourths of debtors file under chapter 7. For example, in 2015, only 6.7% of 
the cases filed in the Northern District of Iowa were chapter 13 cases, as 
compared to 80.3% of the cases filed in the Western District of Louisiana.44 

Qualitative studies of consumer bankruptcy attorneys show that some 
attorneys view filing under chapter 13 as evidencing good morals, and 
encourage their clients to do “the right thing,” even if the “right thing” is not 
the best financial deal for their clients.45 Scholars have linked the variations 
                                                           
 41. WARREN ET AL., supra note 24, at 264.  
 42. Mann & Porter, supra note 12, at 313–17 (describing how people come to terms with their 
inability to pay their debts); Porter, Pretend Solution, supra note 5, at 119 (noting that some debtors 
indicated that they decided to file under chapter 13 because they wanted to try to repay their debts); 
Deborah Thorne & Leon Anderson, Managing the Stigma of Personal Bankruptcy, 39 SOC. FOCUS 77, 
83 (2006) (describing how people tried to pay off their debts before filing bankruptcy).  
 43. See Brent T. White, Underwater and Not Walking Away: Shame, Fear, and the Social 
Management of the Housing Crisis, 45 WAKE FOREST L. REV. 971, 971–72 (2010) (noting that people 
continue to pay their mortgages “even when they are hundreds of thousands of dollars underwater and 
have no reasonable prospect of recouping their losses”). The phrase “the right thing” is from Jean 
Braucher, Lawyers and Consumer Bankruptcy: One Code, Many Cultures, 67 AM. BANKR. L.J. 501, 562 
(1993) [hereinafter Braucher, Lawyers]. See infra note 45. 
 44. We collected the chapter 13 rate for the judicial districts from the official statistics of the 
Administrative Office of the U.S. Courts. See ADMINISTRATIVE OFFICE OF THE U.S. COURTS, REPORT F-
5A, U.S. BANKRUPTCY COURTS––BUSINESS AND NONBUSINESS BANKRUPTCY COUNTY CASES 
COMMENCED, BY CHAPTER OF THE BANKRUPTCY CODE, DURING THE 12-MONTH PERIOD ENDING 
DECEMBER 31, 2015 http://www.uscourts.gov/sites/default/files/table_f-_5a_filings_dec_2015_0.pdf. 
The chapter 13 rate is computed as a percentage of all bankruptcies in the district. These percentages have 
remained steady over time. See Braucher et al., Race, supra note 7, at 396 (overviewing filing statistics).  
 45. Braucher, Lawyers, supra note 43, at 562 (noting that attorneys who told clients to do “the 
right thing” emphasized “clients’ need for self-esteem and desire to do what they consider morally right”). 
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among judicial districts in the distribution of chapter 7 and chapter 13 filings 
with prevailing morals among attorneys and the legal culture in different 
areas of the country.46 Additionally, studies show “social spillover” in 
consumer bankruptcy filings: the more people who file bankruptcy in a 
neighborhood, the more likely their neighbors are to file in the future.47 What 
“the right thing” is seemingly differs district to district. 

Second, African Americans are far more likely to file under chapter 13 
than other similarly situated debtors, regardless of where they live.48 To 
explore why African Americans disproportionately use a chapter of 
bankruptcy that requires greater repayment of debts, takes longer, and—as 
detailed below—costs more, Jean Braucher, Dov Cohen, and one of this 
Article’s authors designed an experiment to ascertain how attorneys guide 
debtors to particular chapters of bankruptcy. They sent a random sample of 
consumer bankruptcy attorneys from across the country one of three versions 
of a vignette with details about a couple thinking of filing bankruptcy. The 
study requested that the attorneys recommend whether the couple file under 
chapter 7 or 13. Every vignette included the same facts, which set up a 
situation in which the attorney would feel equally comfortable 
recommending chapter 7 or chapter 13. The three versions varied the 
debtors’ names and church affiliations to signal African American, white, or 
no racial information, and varied whether the debtors expressed a preference 
for filing under chapter 7 or chapter 13.49 

Statistically, attorneys were significantly more likely to recommend 
chapter 13 for an African-American couple than a white couple or a couple 
with no racial information.50 They also were more likely to recommend 
chapter 13 to their African-American clients who expressed a preference for 
chapter 7 than to their white clients who expressed a preference for chapter 
7.51 In short, attorneys appeared to guide their hypothetical African-
                                                           
See generally Gary Neustadter, When Lawyer and Client Meet: Observations of Interviewing and 
Counseling Behavior in the Consumer Bankruptcy Law Office, 35 BUFFALO L. REV. 177 (1986) 
(describing how attorneys’ beliefs influenced their discussions of chapter choice with clients).  
 46. See Braucher et al., Race, supra note 7, at 396–97 (discussing what is termed “local legal 
culture”).  
 47. The term “social spillover” refers to how the actions of others in people’s neighborhoods can 
influence their decisions. Barry Scholnick, Bankruptcy Spillovers Between Close Neighbors 1 (Apr. 
2013), http://perma.cc/NM7P-VX67. See also Pamela Foohey, When Faith Falls Short: Bankruptcy 
Decisions of Churches, 76 OHIO ST. L.J. 1319, 1328–31 (2015) (overviewing studies about social 
spillover and the related concept of “social capital” in the context of consumer bankruptcy filings). 
 48. Braucher et al., Race, supra note 7, at 404–05.  
 49. Id. at 408–09.  
 50. Id. at 412.  
 51. Id.  
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American clients to chapter 13, sometimes despite their stated preferences. 
Separate from variations across districts, what is “the right thing” appears to 
depend on race. 

The final reason that people may choose to file under chapter 13 has to 
do with money and again reflects bankruptcy attorneys’ influence over 
chapter choice. Bankruptcy attorneys charge much less to file and represent 
the debtor in a chapter 7 case—on average $1,229—than to file and represent 
the debtor in a chapter 13 case—on average, $3,217.52 The difference in cost 
generally reflects the complexity and length of the two proceedings.53 
Bankruptcy attorneys also report losing money on chapter 7 cases.54 

To put these costs in context, based on the 2013–15 CBP data, the 
attorney’s fee for the median chapter 13 debtor was about exactly equal to 
one entire month’s worth of income ($3,217). Although the median chapter 
7 debtor had a lower monthly income ($2,493), that income was more than 
double the cost of the chapter 7 attorney’s fee. 

Despite its relative expense, people nonetheless decide to file under 
chapter 13 because of the timing of when bankruptcy attorneys require 
clients to pay attorneys’ fees. The Code allows people who file under chapter 
13 to pay attorneys’ fees during the repayment plan.55 In contrast, almost all 
bankruptcy attorneys require people filing under chapter 7 to pay attorneys’ 
fees in full before filing the case.56 By the time people file bankruptcy, most 
have little to no money saved to pay attorneys’ fees, potentially prompting 
them to choose chapter 13 over chapter 7.57 

The reason that attorneys require debtors to pay their fees prior to filing 
in chapter 7 cases developed in part because of a 2004 Supreme Court 
decision. The Court held in Lamie v. United States Trustee that only an 
attorney employed by the trustee overseeing a chapter 7 case could be paid 
from bankruptcy estate funds.58 If a debtor’s attorney is not employed by the 
                                                           
 52. See supra note 10 and accompanying text.  
 53. See Lupica, supra note 2, at 119–20 (overviewing the time it takes attorneys to prepare chapter 
13 petitions and accompanying documents). Attorneys’ fees also rose significantly with the enactment of 
BAPCPA, with mean costs increasing 24% to 48% depending on chapter and whether the debtor had any 
administrable assets or received a discharge. Id. at 30.  
 54. Id. at 104–05.  
 55. 11 U.S.C. § 330 (2012). 
 56. See Lupica, supra note 2, at 105 (reporting that most surveyed bankruptcy attorneys require 
payment in full prior to filing a chapter 7 case). 
 57. See Mann & Porter, supra note 12, at 319–24 (discussing how tax refunds and paychecks affect 
the timing of chapter 7 filings in particular).  
 58. Lamie v. United States Trustee, 540 U.S. 526, 529 (2004). The chapter 7 trustee is a private 
attorney charged with administering the case. See also Michelle Arnopol Cecil, A Reappraisal of 
Attorneys’ Fees in Bankruptcy, 98 KY. L.J. 67, 83–86 (2010) (discussing Lamie). 
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trustee, then any fees that the debtor owed the attorney at the time of the 
bankruptcy filing are considered pre-petition unsecured debts. This debt for 
attorneys’ fees is subject to being discharged with little to no payment in 
chapter 7.59 Chapter 7 debtors’ attorneys are rarely employed by the trustee, 
so if their clients do not pay them in full prior to filing the case, they risk not 
being paid at all. 

In response to Lamie, bankruptcy attorneys have devised several 
controversial strategies to help people who do not have funds to pay the full 
attorneys’ fees up front. Certain of these strategies are more successful than 
others. Drawing on a practice that developed prior to Lamie, some attorneys 
accept postdated checks from their clients as payment of attorneys’ fees. The 
attorneys deposit the checks weeks or months after filing their clients’ 
chapter 7 cases.60 Courts almost universally hold that this practice creates 
prepetition claims because the postdated checks create a right to payment 
that arises before the chapter 7 petition date.61 Depending on the timing of 
when attorneys deposit the postdated checks, they violate one of two main 
bankruptcy protections: the automatic stay that prohibits any act to collect 
on pre-petition claims, such as postdated checks,62 or the discharge 
injunction that similarly prohibits any act to collect against the debtor on 
discharged debts.63 The practice also creates a conflict of interest between 
the bankruptcy attorney’s firm and its clients.64 

Despite the legal and ethical issues of accepting postdated checks, 
bankruptcy attorneys still report engaging in this and similar practices, such 
as requiring chapter 7 debtors to pay half of the attorneys’ fees prior to filing 
and to enter into a post-petition fee agreement for the remainder.65 Because 
                                                           
 59. See, e.g., Rittenhouse v. Eisen, 404 F.3d 395, 396 (6th Cir. 2005) (joining the Second, Seventh, 
and Ninth Circuits in concluding that unpaid pre-petition attorneys’ fees are dischargeable); In re Michel, 
509 B.R. 99, 106–07 (Bankr. E.D. Mich. 2014) (holding that a flat or fixed attorney’s fee must be paid in 
full prior to the commencement of the debtor’s case or the unpaid portion of the fee is discharged); In re 
Mansfield, 394 B.R. 783, 784 (Bankr. E.D. Pa. 2008) (same). 
 60. See Walton v. Clark & Washington, P.C. (In re Walton), 454 B.R. 537, 539 (Bankr. M.D. Fla. 
2011) (detailing this practice). 
 61. Id.; In re Lawson, 437 B.R. 609, 609 (Bankr. E.D. Tenn. 2010); In re Lewis, 309 B.R. 597, 
606 (Bankr. N.D. Okla. 2004). But see Gordon v. Hines (In re Hines), 147 F.3d 1185, 1191 (9th Cir. 
1998) (approving the use of postdated checks based on the “doctrine of necessity”). 
 62. 11 U.S.C. § 362(a)(6) (2012); Walton, 454 B.R. at 544–45. Some courts hold that presentment 
of a post-dated check for payment while a bankruptcy case is pending does not violate the automatic stay 
per § 362(b)(11), but attempts to collect payment on checks that have been returned unpaid due to 
insufficient funds do violate the stay. In re Waldo, 417 B.R. 854, 889–90 (Bankr. E.D. Tenn. 2009).  
 63. 11 U.S.C. § 524(a)(2) (2012); Walton, 454 B.R. at 545.  
 64. Walton, 454 B.R. at 545–46 (discussing the conflict of interest); Lewis, 309 B.R. at 609 
(discussing the conflict of interest inherent in accepting postdated checks from chapter 7 debtors).  
 65. See Lupica, supra note 2, at 105 (reporting that some attorneys admitted to entering into post-
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post-petition fee agreements are entered into prior to filing, they create 
dischargeable debts and are unenforceable.66 When asked if they receive 
payment from debtors post-petition based on these agreements, attorneys 
generally respond, “sometimes I do, and sometimes I don’t.”67 Although 
attorneys apparently continue to use these two strategies, in the 2007 and the 
more recent 2013–15 CBP data, the vast majority of debtors who filed under 
chapter 7 paid their attorneys in full in advance of the filing. 

Instead of trying to devise a workaround of Lamie, some bankruptcy 
attorneys have looked to chapter 13 as a way to help people who do not have 
the means to pay attorneys’ fees in full prior to filing. It is common practice 
for debtors to pay their attorneys’ fees through the chapter 13 plan.68 
Materials published by bankruptcy courts, attorneys, and chapter 13 trustees 
generally seem to assume that debtors will pay at least a portion of attorneys’ 
fees before the filing, even if most of the fees are paid through the plan.69 To 
this end, bankruptcy courts have published standing orders that permit 
chapter 13 plans to pay attorneys’ fees on a prescribed, often expedited 
schedule.70 
                                                           
petition fee agreements); Jeff Kelly, Why Do You Have to Pay All of Your Chapter 7 Fees Before a Case 
Is Filed?, NAT’L BANKR. F. (Oct. 23, 2013), http://www.natlbankruptcy.com/why-do-you-have-to-pay-
all-of-your-chapter-7-fees-before-a-case-is-filed (reporting that some attorneys in the Northern District 
of Georgia accept postdated checks); Email from Edward Boltz, edboltz@gmail.com, to 
bk@mail.nacba.org (June 30, 2016) (on file with authors) (asking about the legality and ethics of post-
petition fee agreements in chapter 7).  
 66. See Lupica, supra note 2, at 105 (noting that pre-petition fee agreements are unenforceable).  
 67. Id.  
 68. In re Banks, 545 B.R. 241, 244 (Bankr. N.D. Ill. 2016) (“[P]aying attorney fees through a 
[chapter 13] plan is not only permitted, it is the norm.”). See also infra Part II.B. 
 69. K. MICHAEL FITZGERALD & JASON WILSON-AGUILAR, CHAPTER 13 TRUSTEE’S BEST 
PRACTICES MANUAL 18–19 (2015), http://www.seattlech13.com/Documents/Best%20Practices%2007-
21-15.pdf (discussing the payment of attorneys’ fees through the chapter 13 plan). See also Guidelines 
for Payment of Attorneys’ Fees in Chapter 13 Cases (Bankr. E.D. Cal. Oct. 28, 2005), 
http://www.caeb.uscourts.gov/documents/forms/Guidelines/GL.Pmt_05.pdf (“Except for pre-petition 
retainers, all fees shall be paid through the plan unless otherwise ordered.”); OR. STATE BAR, 
BANKRUPTCY BASICS: THE ABCS OF FILING CHAPTER 13 2–8 (2012), http://www.osbar.org/cle/ 
library/2012/BKB12_Handbook.pdf (providing an example of how to draft a chapter 13 plan that assumes 
the debtor paid a portion of attorneys’ fees prior to filing). 
 70. See, e.g., Standing Order In Re Chapter 13 Attorneys Fees, Adequate Protection Payments, 
Annual Statements, Form Plan, and Tax Returns, (Bankr. N.D. Fla. Sept. 30, 2014), 
http://www.flnb.uscourts.gov/sites/default/files/standing_orders/so19.pdf; Standing Order: Payment of 
Attorney Fees in Chapter 13 Cases (Bankr. N. & S.D. Miss. July 28, 2014), http://www.mssb.
uscourts.gov/media/1052/2014-04-payment-atty-fee-ch-13-eff-08-01-2014.pdf; Administrative Order 
Setting Procedures to be Followed in Chapter 13 Cases Filed on or After October 17, 2005, (Bankr. 
W.D.N.C. June 6, 2006), http://www.ncwb.uscourts.gov/sites/ncwb/files/ao688.pdf. For instance, some 
of these orders permit “step-up payment plans” in which other creditors are paid less at the beginning in 
favor of paying attorneys’ fees over several months to a year; once attorneys’ fees are no longer owing, 
other creditors’ monthly payments increase. See, e.g., In re Erwin, 376 B.R. 897, 901 (Bankr. C.D. Ill. 
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Standing orders also often include a presumptive “no look” fee for 
routine chapter 13 cases.71 “No look” fees give attorneys assurance that if 
they charge their chapter 13 clients no more than that amount, the bankruptcy 
court will approve their fees. This ensures payment of their fees, provided 
clients are able to keep up with plan payments. Thus, standing orders also 
may increase attorneys’ incentives to suggest that clients file under chapter 
13. 

A small subset of chapter 13 cases in which bankruptcy attorneys allow 
their clients to pay all or a portion of fees through the plan demonstrates how 
suboptimal chapter 13 may be for certain debtors. Some people who file 
under chapter 13 own so few unencumbered assets relative to the amount of 
debt outstanding that their chapter 13 plans effectively only pay attorneys’ 
and other fees. Unsecured creditors receive no money through these “fee-
only” plans.72 If debtors who file fee-only plans had filed under chapter 7, 
their cases would have been categorized as “no asset,”73 making these 
debtors almost certainly better suited to filing under chapter 7. This has led 
courts to comment that these cases are “veiled” chapter 7 cases74 and that 
“[i]t is difficult to understand how a Chapter 13 plan under these 
circumstances benefits anyone other than counsel,”75 which likely comes “at 
the expense of debtors” and compromises attorneys’ ethical standards.76 
                                                           
2007) (describing a step-up plan). The only statutory check on this practice seems to be a provision added 
to the Code by BAPCPA that requires amounts owing to creditors secured by the debtor’s property to be 
paid in “equal monthly amounts” over the life of the chapter 13 plan. 11 U.S.C. § 1325(a)(5)(B)(iii) 
(2012). The handful of bankruptcy courts that have heard challenges to step-up plans are split as to 
whether the Code allows chapter 13 plans to pay debtor’s attorneys on an expedited basis. See In re 
Romero, 539 B.R. 557, 558 (Bankr. E.D. Wis. 2015) (holding that attorneys’ fees may not be paid on an 
expedited basis); In re Sanchez, 384 B.R. 574, 577–79 (Bankr. D. Or. 2008) (overviewing case law). 
 71. Lupica, supra note 2, at 110–11 (discussing “no look” fees); Bruce M. Price, “No Look” 
Attorneys’ Fees and the Attorneys Who Are Looking: An Empirical Analysis of Presumptively Approved 
Attorneys’ Fees in Ch. 13 Bankruptcies and a Proposal for Reform, 20 AM. BANKR. INST. L. REV. 291, 
321 (2012) (finding that 86.5% of bankruptcy courts surveyed had adopted a “no look” fee). 
 72. In re Puffer, 674 F.3d 78, 80–81 (1st Cir. 2012) (defining fee-only plans). These plans provide 
for payment to unsecured creditors in the amount they would receive in chapter 7, but because unsecured 
creditors typically would receive nothing, the plan only pays the fees. See In re Doucet, No. 15-21531, 
2016 WL 2603072, at *6 (Bankr. D. Kan. May 3, 2016) (discussing fee-only plans); In re Puffer, 674 
F.3d at 80 (describing a fee-only plan in which unsecured creditors were to receive 2% of their claims). 
The plans may provide for payment to secured creditors. See In re Paley, 390 B.R. 53, 55 (Bankr. 
N.D.N.Y. 2008) (describing a fee-only plan that provided for payment of attorneys’ fees and a secured 
creditor). 
 73. See supra note 26. 
 74. Ingram v. Burchard, 482 B.R. 313, 319 (N.D. Cal. 2012). 
 75. In re Arlen, 461 B.R. 550, 554 (Bankr. W.D. Mo. 2011). 
 76. In re Banks, 545 B.R. 241, 244 (Bankr. N.D. Ill. 2016) (quoting In re Davis, Nos. 13-40938-
JJR & 13-42039-JJR, 2014 WL 3497587, at *4 (Bankr. N.D. Ala. July 11, 2014). Because debtors must 
propose chapter 13 plans in “good faith,” 11 U.S.C. § 1325(a)(3) (2012), the majority of courts that have 
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The concern that bankruptcy attorneys will put their financial interests 
ahead of their clients’ interests is particularly salient in the context of fee-
only plans. But attorneys may face a similar temptation with all debtors, 
cash-strapped or otherwise.77 One recent study by Lars Lefgren, Frank 
McIntyre, and Michelle Miller shows that bankruptcy attorneys do indeed 
place their financial interests over those of their clients.78 Using household 
data from California, Texas, and Utah, they found that bankruptcy attorneys 
played a pivotal role in whether debtors filed under chapter 7 or chapter 13: 
“By far, the best observable predictor of a household’s decision to file under 
Chapter 13 is the attorney they happen to consult.”79 The authors further 
found that attorneys maximized their profits by steering clients to chapter 13 
even when chapter 7 better matched debtors’ financial profiles.80 Being 
pushed into chapter 13 not only cost debtors more in legal fees, but because 
these debtors were poorly suited to chapter 13, their cases were more likely 
to be dismissed, which decreased their likelihood of sustained debt relief.81 

The mismatch between debtors’ finances and what chapter their 
attorneys seem to guide them into is likely not what the Supreme Court 
envisioned or thought was taking place at the time of its decision in Lamie. 
During oral arguments, Justice Kennedy asked whether chapter 7 debtors 
were able to pay their attorneys’ pre-petition flat fees, to which counsel for 
the United States Trustee responded “absolutely.”82 Counsel later stated that 
chapter 7 debtors may use post-petition income to “pay counsel to assist them 
in completing bankruptcy.”83 In Lamie, the Supreme Court noted that “[i]t 
appears to be routine for debtors to pay reasonable fees for legal services 
                                                           
heard challenges to fee-only plans approve them on a case by case review of the “totality of the 
circumstances.” In re Brown, 742 F.3d 1309, 1319 (11th Cir. 2014); In re Puffer, 674 F.3d at 82–83; In 
re Crager, 691 F.3d 671, 675–76 (5th Cir. 2012). But see In re Doucet, 2016 WL 2603072, at *10 (holding 
that a fee-only plans was filed in good faith); In re Molina, 420 B.R. 825, 830–31 (Bankr. D.N.M. 2009) 
(same); In re Paley, 390 B.R. at 59–60 (refusing to confirm fee-only plans as per se bad faith filings); In 
re Arlen, 461 B.R. at 554 (same). 
 77. See In re Wark, 542 B.R. 522, 527–28 (Bankr. D. Kan. 2015) (theorizing why a debtor may 
choose to file a chapter 13 case despite the significantly higher attorneys’ fee). 
 78. See generally Lars Lefgren et al., Chapter 7 or 13: Are Client or Lawyer Interests Paramount?, 
10 B.E. J. ECON. ANAL. & POL’Y 1 (2010). See also Frank McIntyre et al., Lawyers Steer Clients Toward 
Lucrative Filings: Evidence from Consumer Bankruptcies, 17 AM. L. ECON. REV. 245, 245–46 (2015) 
(relying on zip-code-level data on filing rates and data on attorneys’ fees from bankruptcy petitions to 
find that “increasing the Chapter 13 fee by 10% increases the fraction of bankruptcies filed under Chapter 
13 filings by ∼3%”).  
 79. Lefgren, supra note 78, at 36.  
 80. Id. at 35–37.  
 81. Id. at 37.  
 82. Transcript of Oral Argument at 31, Lamie v. U.S. Trustee, 540 U.S. 526 (2004) (No. 02-693). 
 83. Id. at *33. 
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before filing for bankruptcy.”84 
Although the Supreme Court thought that people could and would 

continue to be able to afford to file under chapter 7, such does not seem to 
have occurred post-Lamie. Bankruptcy attorneys report that it often is 
difficult or forbidden to unbundle pre-petition and post-petition services in 
the way contemplated during the Lamie oral argument.85 This ostensibly 
leaves attorneys facing cash-strapped debtors with chapter 13 as the best bet 
that they will be paid. The results presented in the next part demonstrate that 
people are increasingly filing under chapter 13 and are doing so without 
paying any attorneys’ fees prior to filing. This practice necessarily raises 
questions about how attorneys are counseling debtors in light of both their 
and their clients’ interests. 

II.  “NO MONEY DOWN” BANKRUPTCY 

A.  METHODOLOGY 

The data in this Article come from the CBP, a multi-researcher long-
term project designed to understand the people who file bankruptcy, why 
they file, and the consequences of their filings. To the best of our knowledge, 
the CBP has collected the only nationally representative and historical data 
about people who file bankruptcy that goes beyond court records. Past 
iterations of the CBP were episodic and occurred in 1981, 1991, 2001, and 
2007.86 Three of this Article’s authors have been involved with the CBP 
since 2001. Because this Article analyzes data from the 2007 CBP and the 
latest iteration of the CBP, the 2013–15 CBP (Current CBP), this section 
confines its discussion to the methodologies for the 2007 and Current CBPs. 

A detailed methodology for the 2007 CBP is available elsewhere.87 In 
summary, 2007 CBP data are from a random, national sample of consumer 
bankruptcy cases filed under chapter 7 and chapter 13 in the fifty states and 
the District of Columbia beginning in the first week of February 2007 and 
continuing for the next four consecutive weeks. Written questionnaires were 
mailed to the debtors who had filed these cases.88 These questionnaires 
collected demographic information not available from court records, as well 
                                                           
 84. Lamie, 540 U.S at 537. 
 85. See In re Doucet, No. 15-21531, 2016 WL 2603072, at *5–6 (Bankr. D. Kan. May 3, 2016). 
 86. See Katherine Porter, Appendix: Methodology of the 2007 Consumer Bankruptcy Project, in 
BROKE: HOW DEBT BANKRUPTS THE MIDDLE CLASS 235, 235 (Katherine Porter ed., 2012) (discussing 
the methodologies for the 1981, 1991, and 2001 CBPs). 
 87. Id. at 236–44 (detailing the 2007 CBP methodology); Lawless et al., supra note 36, at 391–97 
(same). 
 88. Lawless et al., supra note 36, at 391 (describing the sample). 
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as asked the debtors about their financial situations and coping mechanisms 
leading up to their bankruptcy filings.89 In total, 2007 CBP data come from 
2,438 bankruptcy filings and accompanying questionnaires completed by 
debtors.90 Extensive telephone interviews were conducted with a randomly 
selected subset of over 1,000 of the debtors.91 

We relaunched the CBP in 2013 as an ongoing data collection effort. 
Rather than taking a snapshot of consumer bankruptcy filings from a short 
period of time, the Current CBP collects data on a continuing basis, which 
allows for the creation of a database that incrementally builds and will 
eventually allow for comparisons over time. Like the 2007 CBP, the Current 
CBP is national and random. Beginning in February 2013 and every three 
months thereafter, a list of all individuals92 who filed under either chapter 7 
or chapter 13 in the fifty states and the District of Columbia is generated for 
three randomly selected business days in the two prior weeks. From this 
population, a sample of two hundred cases is randomly selected. 
Approximately one hundred variables on each debtor’s financial 
characteristics, such as assets, debts, income, and expenses, are coded from 
each debtor’s bankruptcy court record. These variables include many of the 
same variables that were coded for the 2007 CBP, allowing for comparisons 
between the 2007 and Current CBPs, and combination of the 2007 and 
Current CBP data.93 The coding is conducted by trained law student research 
assistants working under the supervision of one of this Article’s authors; the 
same author also extensively reviews the coding, including verifying 
individual data entries that a computer program has flagged as problematic 
(e.g., data outliers, logical inconsistencies). Data are generally entered 
exactly as listed on the court records unless there is an obvious error (e.g., 
an erroneous summation of individual entries). 

The judicial status of each case is recorded at the time the bankruptcy 
files are collected. Because most cases are still pending at this time, the 
dispositions are recorded again at a later point approximately one year after 
initial data collection. Like the original coding, the dispositions data are 
                                                           
 89. Id. at 392 (describing the questionnaire).  
 90. This figure includes cases in which the debtor returned an incomplete questionnaire. 2,314 
questionnaires were returned complete. Id. at 392–94 (discussing questionnaire response rates).  
 91. Id. at 396–97 (detailing the interviews). This Article does not rely on data from these telephone 
interviews.  
 92. We exclude cases filed by debtors that are legal entities, such as corporations or partnerships. 
Cases filed by individuals are included regardless of whether the bankruptcy petition indicates that the 
case involves primarily business or consumer debts. See Robert Lawless & Elizabeth Warren, The Myth 
of the Disappearing Business Bankruptcy, 93 CALIF. L. REV. 743, 764–68 (2005) (explaining how popular 
software leads bankruptcy attorneys to wrongly categorize cases as business or individual bankruptcies).  
 93. Lawless et al., supra note 36, at 394–96. 
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double-checked for accuracy. 
For each of the two hundred randomly selected cases each quarter, we 

mail an introductory letter to each debtor to the address listed on the 
bankruptcy petition. The introductory letter explains that the debtor has been 
randomly selected into the project and that a written questionnaire will 
follow. A written questionnaire is mailed three to four business days later. 
Debtors may complete and return the questionnaire via mail or online. A 
reminder letter and replacement questionnaire are sent several weeks later if 
a debtor does not return the questionnaire. Subjects are offered a fifty-dollar 
gift card from Walmart or Amazon for completing the questionnaire.94 The 
questionnaire collects demographic (including age and race) and household 
information, reasons for filing, financial management practices and 
hardships experienced prior to filing, emotional responses to bankruptcy, and 
similar information. 

At this time, we have complete data from people who filed bankruptcy 
in 2013, 2014, and 2015. This Article uses data from that three-year period 
for its Current CBP. Because bankruptcy court records are public documents, 
we have data for the 2,400 total bankruptcy cases sampled during these three 
years. Of the 2,400 households sent questionnaires, a total of 670 
questionnaires were returned for a 27.9% response rate. In comparison, the 
questionnaires sent to families as part of the 2007 CBP had an approximately 
50% response rate.95 

Using court records for the full sample of 2,400 cases, we assess 
response bias in the questionnaire. Although we cannot rule out response 
bias on unobserved variables, we did not find any significant differences on 
the principal financial variables between debtors who responded to the 
questionnaire and nonrespondents. We also compared the full sample of 
cases to the few financial variables for which the Administrative Office of 
the United States Courts reports national averages, such as percentage of 
cases filed under chapter 13, and confirmed that the sample was nationally 
                                                           
 94. For the first round of two hundred cases, a two-dollar acknowledgment of appreciation was 
included with all mailed questionnaires. To increase the response rate, for the second round of two 
hundred cases, a twenty-dollar gift card from Walmart or Amazon was offered for completing the 
questionnaire. To further increase the response rate, for the third round and all subsequent rounds, the gift 
card amount was increased to fifty dollars. Each increase in the amount of the incentive increased 
response rates.  
 95. Lawless et al., supra note 36, at 393. We believe the primary difference in the response rates 
was the existence of research funding that allowed much greater efforts in 2007 to follow up with 
nonrespondents through telephone calls and other means.  
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representative.96 The same was true for analyses of the 2007 CBP data.97 
Before turning to the results, one note regarding the data. All dollar-

denominated data, such as attorneys’ fees, asset values, and debt amounts, 
are inflated to July 2015 dollars based on the Consumer Price Index.98 This 
allows for comparison and combination of 2007 CBP and Current CBP data. 
In many instances, we combine data from the 2007 CBP with data from the 
Current CBP. We are careful to note when we are relying on 2007 CBP data 
alone, Current CBP data alone, or 2007 CBP and Current CBP data 
combined. 

B.  THE INCIDENCE AND CHARACTERISTICS OF “NO MONEY DOWN” 
BANKRUPTCY 

The vast majority of people who file bankruptcy hire an attorney. 
Combining data from the 2007 CBP and Current CBP, 91.7% of the debtors 
who filed under chapter 7 and 93.6% of the debtors who filed under chapter 
13 used an attorney. The small difference is almost entirely made up of 
chapter 7 debtors who use bankruptcy petition preparers (non-attorneys who 
can assist in completing the forms). Debtors who go it entirely alone—using 
neither attorney nor bankruptcy petition preparer—account for 5.8% of our 
chapter 7 cases as compared to the 5.6% of our chapter 13 cases. Attorneys 
mediate the experience that most debtors have with the bankruptcy system. 

Besides complexity, a key difference between chapter 7 and chapter 13 
is the timing of when debtors pay attorneys’ fees. As noted, chapter 7 debtors 
generally must pay attorneys’ fees prior to filing, while chapter 13 debtors 
may pay attorneys’ fees through the repayment plan, though it is assumed 
that debtors will pay at least a portion of the fees prior to filing.99 

This Article challenges this conventional notion about how debtors pay 
for chapter 13. Data from the 2007 and Current CBPs show that a sizable and 
growing portion of people who file under chapter 13 pay nothing in 
attorneys’ fees before filing. Labeling these as “no money down” cases, we 
study how they differ from what we term “traditional” chapter 13. In a 
traditional chapter 13 filing, the debtor pays something, usually hundreds of 
dollars, in attorneys’ fees before the case is filed. In both “no money down” 
and traditional chapter 13 cases, the plan provides for payment of the portion 
                                                           
 96. See Caseload Statistics Data Tables, ADMIN. OFF. U.S. CTS, http://www.
uscourts.gov/statistics-reports/caseload-statistics-data-tables (last visited July 30, 2017). 
 97. Lawless et al., supra note 36, at 396 (detailing testing for response bias). 
 98. See Consumer Price Index, BUREAU LAB. STAT., http://www.bls.gov/cpi (last visited July 30, 
2017). 
 99. See supra Part I.B. 
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of attorneys’ fees that remain due. 
 Table 1 reports the percentage of debtors represented by an attorney 
who filed under chapter 7, “no money down” chapter 13, and traditional 
chapter 13, distinguished by the 2007 CBP and Current CBP. Paying “no 
money down” before filing under chapter 13 not only is a prevalent 
approach, but one that appears to be gaining momentum. In the Current CBP, 
40.3% of people who filed under chapter 13 paid “no money down,” a 25% 
increase from the 2007 CBP. The percentage of debtors who pay their 
attorneys nothing before filing has increased substantially from 2007 to the 
Current CBP. 

TABLE 1.  Incidence and Increase in “No Money Down” Chapter 13, 2007 
vs. Current CBPs  

 
Chapter 7 

“No Money Down” 
Chapter 13 

Traditional              
Chapter 13 

2007 

2013–15 

67.1% 

64.7% 

10.5% 

14.2% 

22.4% 

21.1% 
Note: Table 1 shows the percentages of debtors represented by an attorney who filed under chapter 7 and 
chapter 13 for the 2007 and Current CBPs. Chapter 13 filings are distinguished based on whether the 
debtor paid “no money down” on attorney’s fees or whether the debtor paid some or all of the attorney’s 
fees before filing bankruptcy, as is “traditional.” The increase in “no money down” chapter 13 filings 
from 10.5% to 14.2% is statistically significant (chi-square = 14.01, p = .001.) 

 Although we term every chapter 13 case in which the attorney receives 
some money from the debtor in payment of attorneys’ fees prior to filing as 
“traditional,” the percentage of total attorneys’ fees that these chapter 13 
filers pay prior to filing is not monolithic. Of the debtors who paid their 
attorneys at least one dollar in fees before their bankruptcies were filed, few 
“prepaid” most of the fees. For example, in the Current CBP, less than half 
of chapter 13 debtors who prepaid some amount of the attorneys’ fees paid 
more than 50% of the fees before the bankruptcy was filed. We ran analyses 
for other cutoffs that might be considered a “near no money down” chapter 
13. Our conclusions are qualitatively the same even if we use cutoffs of 5%, 
10%, or 15%. We decided to use zero payment up front as our definition for 
a “no money down” case, as this is the most conservative assumption for 
statistical purposes. There is likely little difference between a 0%- and 1%-
down case, but our analyses lump the 1%-down case with the 50%-down 
case, thereby working against finding any differences in the data. 

Figure 1 compares the percentage of attorneys’ fees prepaid by debtors 
who filed under chapter 13 from the 2007 CBP and Current CBP. As the 
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histogram shows, compared to debtors who filed under chapter 13 from the 
2007 CBP, debtors who filed under chapter 13 from the Current CBP were 
more likely to pay less than 15% of attorneys’ fees, at most about five 
hundred dollars prior to filing. Not only are more people who file under 
chapter 13 paying “no money down,” more are paying a smaller percentage 
of attorneys’ fees prior to filing. 

FIGURE 1.  Percent of Chapter 13 Attorneys’ Fees Prepaid, 2007 vs. Current 
CBPs 

 
Note: Figure 1 compares the percentage of attorneys’ fees prepaid by those debtors who filed under 
chapter 13 in the 2007 and Current CBPs. Many debtors who paid attorneys’ fees before filing 
bankruptcy, as is “traditional,” paid only a portion of the attorneys’ fees prior to filing. The mean 
percentage of attorneys’ fees that debtors prepaid across all chapter 13 filings was 20.6% in 2007 and 
14.4% in 2013–15. The decrease in the mean percentage prepaid is statistically significant (t = 4.94, 
p < .001). 

As consistent with prior research, in both the 2007 CBP and Current 
CBP, attorneys charged their clients more to file a chapter 13 case than a 
chapter 7 case.100 But they charged their “no money down” chapter 13 clients 
on average $286 less than their traditional chapter 13 clients. Figure 2 reports 
the mean attorneys’ fees paid by debtors from the 2007 and Current CBP 
combined. 
 

                                                           
 100. See supra note 10. 
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FIGURE 2.  Mean Attorneys’ Fees 

 
Note: Figure 2 shows the mean total attorneys’ fees that debtors from the 2007 and Current CBPs 
combined paid for traditional chapter 13, “no money down” chapter 13, and chapter 7 filings. All data are 
inflated to July 2015 dollars based on the Consumer Price Index. 

Although bankruptcy attorneys charge slightly less for a “no money 
down” than a traditional chapter 13, paying nothing up front to file under 
chapter 13 is still vastly more expensive than paying all attorneys’ fees prior 
to filing under chapter 7—250% more expensive. If debtors who pay “no 
money down” benefit from filing under chapter 13, the difference in 
attorneys’ fees should not be worrisome. But harkening back to “fee-only” 
plans, which bankruptcy courts repeatedly condemn as veiled (and 
necessarily more expensive) chapter 7 proceedings,101 it is worth asking 
whether “no money down” chapter 13 is costly to already cash-strapped and 
struggling debtors. The question thus becomes, who pays “no money down” 
for bankruptcy? As examined in the next section, people who pay nothing 
toward attorneys’ fees before filing under chapter 13 are a distinct subset of 
bankruptcy filers. 

C.  WHO PAYS “NO MONEY DOWN” FOR BANKRUPTCY? 

1.  Financial Characteristics 

People who file with “no money down” enter bankruptcy with a 
financial profile that makes them look more like people who file under 
chapter 7 than those who file traditional chapter 13 cases. Table 2 reports 
key financial data for people represented by an attorney who filed chapter 7, 
“no money down” chapter 13, and traditional chapter 13 from the 2007 and 
Current CBPs combined. 

                                                           
 101. See supra notes 72–76. 
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TABLE 2.  Median Financial Characteristics of “No Money Down” Chapter 
13 Filers as Compared to Chapter 7 and Traditional Chapter 13 Filers 

 Chapter 7 
“No Money Down” 

Chapter 13 
Traditional 
Chapter 13 

Total Assets $29,876 $57,792 $134,889 

Secured Debts $16,699 $39,902 $133,478 

Unsecured Debts $42,846 $19,159 $30,751 

Total Debts $87,901 $82,664 $158,738 

Monthly Income $2,404 $2,854 $3,753 

Total Debt-to-Income Ratio 3.26 2.50 3.50 

% Homeowners 40.6% 53.5% 70.6% 
Note: Table 2 compares the median financial characteristics of “no money down” chapter 13 debtors to 
chapter 7 debtors and traditional chapter 13 debtors for cases in which an attorney represented the debtor. 
Data from the 2007 and Current CBPs are combined. All data are inflated to July 2015 dollars based on 
the Consumer Price Index. Because the means are heavily influenced by outliers, the medians generally 
are better indicators of central tendency. 

People who paid “no money down” to file under chapter 13 had assets 
worth far less than people who paid at least a portion of attorneys’ fees before 
filing chapter 13, and owed their creditors less than those people who filed 
chapter 7. “No money down” households were less likely to be homeowners 
than debtors who filed traditional chapter 13. This fact explains much of the 
difference in asset and debt values. 

Compared to 2007, the financial profiles of “no money down” debtors 
filing in the most recent years are more similar to the financial profiles of 
those in chapter 7. More recent “no money down” debtors had fewer assets, 
were less likely to be homeowners, and owed their creditors in total less than 
“no money down” debtors. In short, today’s “no money down” chapter 13 
debtors more closely resemble chapter 7 debtors on key financial measures 
than those in traditional chapter 13. 

Traditional chapter 13 debtors also have different financial profiles, 
varying with what percentage of attorneys’ fees they prepaid. The smaller 
the percentage of attorneys’ fees prepaid, the less likely these people were to 
own homes, and the more likely they were to look like the debtors who filed 
under chapter 7. Put another way, there is a relationship between prepayment 
of attorneys’ fees and financial characteristics that would suggest a situation 
more suited to chapter 7. While we focus on those who pay nothing in 
attorneys’ fees before bankruptcy, our discussion of the merits and 
drawbacks of “no money down” bankruptcy may also be applicable to the 
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additional group of chapter 13 debtors who pay only a small amount in 
attorneys’ fees. 

Those who put “no money down” when filing a chapter 13 bankruptcy 
differ from other debtors in two other notable ways. First, in the 2007 CBP 
and Current CBP questionnaires, debtors reported how long they had 
seriously struggled with their debts before filing bankruptcy. Debtors could 
select from six categorical options that were converted into numerical 
equivalents at the mean of each category. On average, “no money down” 
chapter 13 debtors reported struggling for 2.5 years; this is nearly identical 
to the 2.4 years that those in a traditional chapter 13 reported struggling 
before filing. Both groups of chapter 13 cases (traditional and “no money 
down”) struggled for a shorter period; chapter 7 debtors reported serious 
struggles for 2.7 years before bankruptcy. The shorter wait before 
bankruptcy for “no money down” debtors is also present in our comparison 
of the Current CBP with the 2007 CBP. “No money down” debtors from the 
Current CBP reported struggling for 4.5 fewer months before filing 
bankruptcy than the “no money down” debtors in 2007. The difference is not 
statistically significant (t = 1.60, p = .11), but is suggestive of the “no money 
down” technique being used to shorten wait times necessary for debtors to 
save up for bankruptcy. 

Particularly given that “no money down” debtors seem to be 
increasingly likely to have financial situations that resemble chapter 7 
debtors, the decrease in the time with which they seriously struggle with their 
debts raises questions about how bankruptcy attorneys mediate people’s 
decisions about the timing of a bankruptcy. The reason for the decrease is 
not clear. One hypothesis is that attorneys increasingly offer debtors who 
otherwise might wait to file under chapter 7 a “no money down” chapter 13 
option. Given the “no money down” path, debtors decide to file immediately 
because they prefer not to pay any attorneys’ fees up front. This hypothesis 
would suggest that “no money down” debtors should have debt-to-income 
ratios lower than those in chapter 7. The idea is that the longer people 
struggle before bankruptcy, the more time their debts have to grow. The data 
in Table 2 show such a relationship. The debt-to-income ratio of the typical 
“no money down” chapter 13 debtor was lower than the typical chapter 7 
debtor and the traditional chapter 13 debtor.102 People who paid nothing up 
                                                           
 102. That “no money down” chapter 13 filers’ debt-to-income ratio is similar to traditional chapter 
13 filers may reflect the fact that a sizable portion of traditional chapter 13 filers also may be better suited 
to waiting to file under chapter 7, or it simply may be a coincidence. The timing of the bankruptcy 
petitions of some chapter 13 filers who own homes is driven by state foreclosure laws, which may impact 
traditional chapter 13 filers’ reports about how long they struggled with their debts prior to filing. See 
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front to their attorneys owed their creditors less relative to their incomes at 
the time of bankruptcy, compared to other bankruptcy filers. Another 
hypothesis might be that “no money down” debtors do not need to save as 
much to file bankruptcy and therefore can file more quickly. Under this 
hypothesis, the debtors’ financial conditions would be playing the causal role 
rather than the attorney. 

The second way in which “no money down” debtors differ also involves 
bankruptcy attorneys. Those people who filed a “no money down” chapter 
13 were more likely than other debtors to report that their attorneys did not 
help them choose between a chapter 7 bankruptcy and a chapter 13 
bankruptcy. The Current CBP questionnaire asked debtors whether the 
debtor or the attorney had “more say” on the chapter choice decision. 
Answers were coded on a four-point scale.103 “No money down” chapter 13 
debtors were much less likely (32.1%) than traditional chapter 13 debtors 
(52.6%) to indicate that the attorney had “more say” in their bankruptcy 
chapter choice or “made the decision” (chi-square = 5.71, p = .017). They 
also were less likely than chapter 7 debtors (42.1%) to indicate that the 
attorney had “more say” or “made the decision.”    

These results add to our conclusion that “no money down” chapter 13 
debtors are more similar to chapter 7 filers than they are to traditional chapter 
13 debtors. The data can be interpreted consistently with debtors having a 
strong role when choosing chapter 7 or “no money down” chapter 13. The 
difficulty with this view, however, is that it does not explain why “no money 
down” chapter 13 debtors would prefer to pay a total attorney’s fee that is 
about two and a half times what they would pay if they filed under chapter 
7. Another explanation is that attorneys do not discuss chapter choice with 
people who indicate that they have—or the attorneys assume have—no (or 
little) money to pay attorneys’ fees at the time of filing the bankruptcy. The 
“choice” that attorneys offer cash-strapped people is to file now under 
chapter 13 and pay all attorneys’ fees through the plan or not to file 
bankruptcy. This question can be explored in further work, but it does seem 
that “no money down” debtors come to bankruptcy differently than those 
who file a traditional chapter 13. 

2.  Judicial Districts and Race 

Two striking differences exist between people who file with “no money 
down” and other bankruptcy filers. First, the judicial district of the 
                                                           
Mann & Porter, supra note 12, at 305–06 (discussing how foreclosure prompts chapter 13 filings). 
 103. Pro se debtors were allowed to respond “not applicable” to this question.  
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bankruptcy is strongly related to the likelihood of a “no money down” filing. 
Second, a debtor’s race is correlated with a “no money down” bankruptcy. 

There is substantial variation by judicial district in the rate at which 
chapter 13 bankruptcies are filed. As a matter of definition, debtors in high 
chapter 13 districts are more likely to file chapter 13 cases.104 Our significant 
finding is that high chapter 13 districts also are high “no money down” loci. 
In judicial districts in which the chapter 13 rate is at or below the national 
median, only 15.6% of chapter 13 bankruptcies are “no money down.” By 
comparison, in judicial districts in which the chapter 13 rate exceeds the 
national median, the “no money down” percentage jumps to 45.9% (chi-
square = 130.80, p < .001). 

On the 2007 and Current CBP questionnaires,105 respondents were 
asked to select the racial and ethnic groups with which they identify. 
Respondents were allowed to choose more than one group. In our analyses, 
a family is considered to be a particular race if either head of household self-
identified as that race on the questionnaire. 

Figure 3 shows the breakdown of filing type by racial category. All 
races except African Americans had similar patterns of filing types. 
Although 23.7% of the households in our data were African American, 
almost half (48.9%) of those who filed “no money down” chapter 13 cases 
were African American,106 a statistically significant difference (chi-
square = 187.45, p < .001). Approximately one-quarter of African-American 
households filed with “no money down,” as compared to less than 8% of 
other households. Based on this finding, we collapse the race categories to a 
binary outcome, comparing African Americans to debtors of all other races. 

                                                           
 104. In our analyses, each observation is assigned the chapter 13 rate for the judicial district and 
year in which the case was filed. There is high year-to-year correlation in the chapter 13 rates across 
districts for the four years in our dataset (2007, 2013, 2014, and 2015). The correlation coefficients range 
from .991 to .999. 
 105. There are slight differences in the wording for the racial categories from the 2007 questionnaire 
and the Current CBP questionnaire, which uses wording similar to the Census categories. Also, the 
Current CBP questionnaire has two racial categories that were not present in 2007: “American Indian or 
Alaska Native” and “Native Hawaiian or Other Pacific Islander.” Only 2.8% of respondents select one of 
these two new categories. 
 106. These figures combine data from the 2007 and Current CBPs.  
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FIGURE 3. Race of “No Money Down” Chapter 13 Fliers as Compared to 
Chapter 7 and Traditional Chapter 13 Filers 

 
Note: Figure 3 reports the percentage at which each racial group is selected into a chapter 7, a “no money 
down” chapter 13, or a traditional chapter 13. Data from the 2007 and Current CBPs are combined. A 
household is considered to be of a particular race if either head of household self-identified as that race 
on a questionnaire. Respondents could identify with more than one race. 

Prior research has found that African Americans are statistically 
significantly more likely to file under chapter 13 than other similarly situated 
debtors,107 a result which one of this Article’s authors has linked to attitudes 
of bankruptcy attorneys.108 This Article shows that African Americans are 
more likely to pay nothing towards attorneys’ fees before bankruptcy and are 
more likely to file under chapter 13. It could be that being African American 
just happens to correlate with other factors that make one less likely to be 
able to pay attorneys’ fees up front. For example, well-known wealth and 
income gaps for African Americans may mean they have fewer financial 
resources to afford the $1,200 median chapter 7 fee. Similar points may be 
made about the finding on judicial districts. It could be that these districts 
just happen to have people in them who possess characteristics (other than 
place of residence) that make them more likely to file a “no money down” 
                                                           
 107. See supra note 48 and accompanying text. 
 108. See supra notes 49–51. 
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case. 
Statistically, regression analysis controls for the possibility of 

confounding variables.109 Our analyses suggest confounding variables are 
not driving the results on judicial district and race. In the next paragraphs, 
we explain our regression models. Readers versed in statistical analysis may 
want to skip to the next subheading in this Article. 

A regression statistically controls for other variables in the model such 
that we can interpret the outcome of the regression as the effect of any 
particular variable while holding all other variables in the model constant. If 
we include, for example, a variable for race—the status of identifying as 
African American—in a regression with variables that include assets and 
income, we can interpret the outcome as if we were looking at two debtors 
with identical assets and identical income who only differed on race. This 
interpretation is true for any variable in our regression model (e.g., two 
debtors of the same race and income but who only differed on assets). 

Regression analysis has its limits. First, it only captures the effect of the 
variables in the model. Although we think we have identified every variable 
in our model that could have an effect, we cannot prove that. Second, the 
regression will report the results that happen on average. The outcome of any 
particular case is not necessarily the same (and almost certainly not exactly 
the same) as the prediction of the regression. Third, and related to the first 
point, regression is ultimately about correlation. We have no way to rule out 
the possibility of another variable that would reduce or eliminate the effects 
identified in our analyses. 

The outcome of interest in our study is categorical. Either someone files 
a chapter 7, a “no money down” chapter 13, or a traditional chapter 13. 
Because of the mathematics of regression analysis, a logistic regression is 
appropriate for a categorical outcome.110 In a logistic regression, we are 
essentially measuring the chance of observing our outcome of interest 
(chapter 7, “no money down” chapter 13, or traditional chapter 13) while 
controlling for the influence of explanatory variables. Because our study 
involves more than two categories, we need to conduct a multinomial logistic 
                                                           
 109. See ROBERT M. LAWLESS ET AL., EMPIRICAL METHODS IN LAW 257–88 (2d. ed. 2016) 
(providing an overview of regression analysis). 
 110. Another commonly used regression technique for categorical outcomes is a probit regression, 
which generally leads to very similar outcomes as a logistic regression. The principal difference between 
probit and logistic regressions is the mathematical function used to calculate the regression. See id. at 
303–04. We ran a multinomial probit regression on our data and reached the same results (i.e., the same 
variables were statistically significant). We report the more easily interpreted results from the logistic 
regression. 
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regression.111 
In a multinomial logistic regression, the outcomes are measured against 

a base case. In our regressions, we used a chapter 7 filing as the base case. 
Thus, the regression results can be interpreted as the effect of a variable on 
a “no money down” chapter 13 or a traditional chapter 13 as compared to its 
effect on a chapter 7. We report relative risk ratios (see the Appendix for the 
full results) that are interpreted as the increase (or decrease) in relative risk 
that each particular variable has as compared to the base case. For example, 
if the relative risk ratio for owning a car is 1.2 for a “no money down” chapter 
13, then someone who owns a car is 20% (1.2 times) more likely to file a “no 
money down” chapter 13 as compared to our base of a chapter 7. In 
traditional chapter 13 cases, assume this relative risk ratio moves to 1.5 times 
for persons owning a car. The interpretation is that persons owning a car are 
50% more likely to file a traditional chapter 13 as compared to our base case 
of filing chapter 7. We also can conclude that owning a car has more of an 
effect on the decision to file a traditional chapter 13 as compared to our base 
category, a chapter 7. Relative risk ratios less than 1.0 are a reduction in risk. 
A relative risk ratio of 0.8 implies that the presence of the variable makes the 
outcome only 80% as likely to occur as without the variable. 

With variables that are not “either/or” outcomes, the interpretation is 
somewhat more difficult. The relative risk ratio is the effect of a one-unit 
increase in the variable. If we saw a relative risk ratio for traditional chapter 
13 of 1.2 on monthly income as measured in dollars, that would mean each 
dollar of monthly income made a debtor 20% more likely to file a traditional 
chapter 13. This would be a huge effect, needless to say, but the example is 
offered to explain how to interpret the data presented infra. 

In our regressions, we use the natural logarithm of the financial 
variables rather than the numbers. We perform this transformation because 
the financial variables are highly skewed in our data as a result of a few 
debtors with extremely high incomes, assets, or debts and using the natural 
logarithms minimizes the skew in the data.112 For financial variables, a one-
                                                           
 111. An assumption of multinomial logistic regression is the “irrelevance of independent 
alternatives,” essentially that the subject’s decision does not depend on which alternatives are actually in 
the regression model. As applied to this study, an example of this assumption is that a debtor would be 
just as likely to choose a traditional chapter 13 or a “no money down” chapter 13 regardless of whether 
chapter 7 was on the books. This assumption might be violated in this study if, for example, debtors 
actually decided first between chapter 7 and chapter 13 and then, conditioned on choosing chapter 13, 
decided whether they would pay anything up front. Post-regression statistical tests strongly suggested 
there was no violation of the assumption of the irrelevance of independent alternatives, and therefore a 
multinomial logistic regression was appropriate. 
 112. Highly skewed variables in regressions generally bias results toward false positives. See 



Chapter 1—Attorneys’ Fees and Chapter Choice: Exploring “No Money Down” Bankruptcy

 1–3331st Annual Northwest Bankruptcy Institute

  

2017] “NO MONEY DOWN” BANKRUPTCY 1085 

unit increase is actually a one-unit increase in the natural logarithm rather 
than in the underlying variable. 

a.  Multinomial Logistic Regression: Measures Used 

We start our regression analysis with the two variables of interest: race 
and the overall chapter 13 rate in the judicial district. We then introduce three 
sets of control variables to account for possible confounding effects. 

The first set of control variables are financial characteristics that might 
make chapter 13 a good choice as well as determine the urgency of the filing 
and whether the debtor has funds to pay for attorneys’ fees. We include 
income, total assets, total debt, total priority debt, and secured debt as a 
percentage of total debt. To reduce skewness and minimize the effect of 
extreme outliers, income, asset, and debt measures are both Winsorized at 
3.5 standard deviations113 and log-transformed. Obviously, having more 
income and assets are good proxies for ability to afford an attorney’s fee. 
High-income individuals also may file chapter 13 because of the means test. 
Chapter 13 likewise allows debtors to give priority in repayment to secured 
and priority debts, while chapter 7 is better suited to quickly discharging 
large amounts of unsecured debt. 

We also include three binary variables: whether the debtor owned a 
house, reported a lender threatening foreclosure as a reason for filing, or had 
filed bankruptcy in the prior eight years.114 Chapter 13 is widely regarded as 
the “save your home from foreclosure” chapter,115 making homeownership 
an important control. The existence of foreclosure and home ownership also 
help to control for the urgency of a filing which may incline debtors more 
toward a “no money down” case. Because debtors may obtain a chapter 7 
discharge only once every eight years, debtors who filed bankruptcy in the 
last eight years should be more likely to file under chapter 13.116 

The second set of independent variables captures a debtor’s non-
                                                           
LAWLESS ET AL., supra note 109, at 290–97. 
 113. In regression analysis, extreme outliers can influence the outcome and result in false positives, 
finding a result where there is no result. A few debtors had extreme amounts of assets, debts, and income. 
A commonly used technique to deal with the outliers is Winsorization, where any outcome above a certain 
threshold is recoded at the threshold. In our calculations, we recoded any asset, debt, or income value that 
was more than 3.5 standard deviations from the mean as the value that equaled 3.5 standard deviations 
from the mean.  
 114. All of the variables came from court records with the exception of whether the debtor reported 
threatened foreclosure, which came from the CBP questionnaire.  
 115. Melissa Jacoby, Bankruptcy Reform and Homeownership Risk, 2007 U. ILL. L. REV. 323, 325–
326.  
 116. 11 U.S.C. § 727(a)(8) (2012). 
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bankruptcy efforts to address debt problems. We include three binary 
variables as self-reported by the debtor on the questionnaire and that measure 
pre-bankruptcy actions: (1) whether the debtor attempted to negotiate or 
work with creditors; (2) whether the debtor attempted to refinance debt; or 
(3) whether the debtor borrowed from family and friends.117 It is possible 
that African Americans file “no money down” chapter 13 more frequently 
than other debtors because they are less able to work with their creditors 
outside of the bankruptcy system or less likely to ask others for help. Access 
to friends and family with funds who can perhaps help pay for a bankruptcy 
lawyer may be a particularly important variable in determining who files “no 
money down” bankruptcies, especially in light of research showing African 
Americans are less likely to have such access. 

Third, we include demographic characteristics that may determine 
whether the debtor has disposable income or the general wherewithal to 
come up with the funds to pay an attorney. Specifically, we control for the 
number of dependents in the household, whether a single female headed the 
household, whether the debtor was living with a spouse or partner, whether 
the debtor had a bachelor’s degree, and the age of the debtor.118 For two-
person households, the existence of a bachelor’s degree and age were 
averaged across both respondents.119 

b.  Multinomial Logistic Regression: Results 

Table 3 presents an abbreviated version of the regression results, with 
the full results appearing in the Appendix. In summary, the results of the 
multinomial logistic regression show large effects both for high chapter 13 
districts and African-American households on the probability of filing with 
“no money down.” In the initial models without controls (column 2) and as 
compared to a chapter 7, African-American households are 2.3 times as 
likely to file a traditional chapter 13 case and 3.3 times as likely to file a “no 
money down” chapter 13 case. An increase of one percentage point in the 
chapter 13 rate for the district only slightly increases the probability of a 
traditional chapter 13 (by 6%) but vastly increases the probability of filing a 
“no money down” chapter 13. That one percentage point translates into a 
3.5-fold increase in the probability of filing a “no money down” case as 
                                                           
 117. We obtained all of these variables from the CBP questionnaire. 
 118. These variables also all came from the CBP questionnaire. 
 119. Because our regressions combine data from the 2007 CBP and the Current CBP, we ran 
separate regressions with control variables both (1) for the year of the data, and (2) for whether the data 
were from the 2007 CBP or the Current CBP. These variables were not significant, and their inclusion 
did not change the regressions. The same variables remained significant and the size of the effects for 
race and judicial district were approximately the same. 
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compared to a chapter 7. 
These effects remain even after controlling for the possible confounding 

variables in the model. Of the eight financial control variables (column 3), 
all but homeownership had the expected effects in the model. Higher income, 
higher total assets, higher priority debt, higher secured-to-total debt, a 
previous bankruptcy filing, and a debtor’s report that foreclosure prompted 
the filing all were associated with filing a “no money down” chapter 13 case. 
Also as expected, higher total debts had a negative association with filing 
with “no money down.” 

TABLE 3.  Multinomial Regressions on Probability of Case Type 

 (1) (2) (3) (4) (5) 

Base outcome: chapter 7      

Traditional chapter 13      

African-American household 2.59* 2.28* 2.08* 2.07* 2.06* 

Chapter 13 rate in district  6.71* 10.92* 10.73* 12.25* 

“No money down” chapter 13      

African-American household 5.34* 3.34* 2.83* 2.83* 2.83* 

Chapter 13 rate in district  349.53* 406.39* 419.14* 574.30* 

Control variables included      

Financial   yes yes yes 

Prebankruptcy workouts    yes yes 

Other demographics     yes 
Note: Table 3 presents the results of multinomial regressions on bankruptcy case type. The table reports 
relative risk ratios with the base outcome being a chapter 7 filing. Statistical significance at the level is 
indicated by an asterisk. The presence of control variables is indicated, not necessarily whether those 
variables were significant. Full results and summary statistics appear in the appendix. 

Homeownership did not have the expected positive association with 
“no money down” filings. However, this result largely is because 
homeownership correlated highly with other financial variables, such as total 
assets. If the total assets variable is omitted from the regression equation, 
homeownership becomes positively associated with “no money down” 
chapter 13 filings.120 
                                                           
 120. The same was true with a prior study of African American’s higher incidence of filing chapter 
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Importantly, including these financial controls in the model lowers but 
does not eliminate the “no money down” effect with regard to African-
American households. Because socio-economic realities produce financial 
variables that are correlated in one direction or another with African-
American households, it is not surprising these financial variables moderate 
the effect of race. Notably, race has a measurable effect above and beyond 
the financial variables in the model. Put another way, the race effect on “no 
money down” bankruptcies cannot be explained away by financial 
differences between African Americans and debtors of other races. 

Including debtors’ attempts to deal with creditors and other, non-race 
demographics (columns 4 and 5) does not materially change the race effects 
and actually increases the judicial district effects. The only control variable 
that had any effect was the presence of dependents under the age of eighteen. 
Children are associated with a lower probability of filing a traditional chapter 
13 and an even still lower probability of filing a “no money down” case. In 
the full model (column 5), an African-American household is approximately 
twice as likely to file a traditional chapter 13 case and 2.8 times as likely to 
file a “no money down” chapter 13 case, both as compared to a chapter 7.121 

Judicial districts’ effects become even larger in the presence of controls. 
An increase of one percentage point in the chapter 13 rate in the district 
makes a “no money down” bankruptcy 5.7 times as likely as a chapter 7. 
Figure 4 is a graphical depiction of these relationships. It uses the regression 
results to predict the probability of a chapter 7, a traditional chapter 13, or a 
“no money down” chapter 13 filing, given particular characteristics of the 
debtor. We specify all variables to their mean (average) values and then 
examine the probability of filing the different types of cases based on: 
(1) whether the debtor identifies as African American, and (2) the cases in 
the judicial district that are chapter 13 cases, in increments of ten percentage 
points from 10% to 80% (mimicking the real-world distribution). 

In all of the lines, probabilities associated with African Americans are 
marked with an “X” and those with all other debtors are marked with a circle. 
Using the points on the left-hand side of the graph as reference: (1) the top 
two lines on the graph are the probabilities that a household will file chapter 
7; (2) the next two lines are the probabilities that a household will file a 
                                                           
13 in general. See Braucher et al., Race, supra note 7, at 402–03 (reporting that homeownership became 
positively associated with filing under chapter 13 when total assets were omitted from the regression 
equation). 
 121. This effect size is roughly similar to that reported in Braucher et al., Race, supra note 7, at 400 
(reporting African-American households about twice as likely to file chapter 13 than chapter 7 after 
controlling for possible confounding variables). 
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traditional chapter 13; and (3) the bottom two lines are the probabilities that 
a household will file a “no money down” chapter 13. 

FIGURE 4.  Predictive Margins from Multinomial Regression on Probabilities 
of Filing Different Types of Cases 

 

Note: After controlling for the variables included in the multinomial regression in Table 3, Figure 4 shows 
the probability of filing a chapter 7 bankruptcy (“Chap 7s”), a “traditional” chapter 13 (with some 
prepetition payment of attorneys’ fees) (“Trad. 13”), or a “no money down” chapter 13 (“NMD 13”). 
Across the x-axis is the percentage of chapter 13s filed in the district. For each type of case, two lines are 
shown based on whether a head of household identified as African American (AfAm) or not. The graph 
shows that the probability of filing a “no money down” chapter 13 increases as the overall percentage of 
chapter 13s in a district rises and is always greater where a head of household identified as African 
American. 

In districts with lower percentages of chapter 13 versus chapter 7 
filings, all debtors have low probabilities of filing chapter 13. But in low-
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percentage chapter 13 districts, African-American households have a higher 
probability of filing chapter 13 than those of other races. This is shown in 
the difference between the top two lines on the left-hand side of Figure 4. 
This finding confirms prior research.122 

Also, in low-percentage chapter 13 districts, traditional chapter 13 
filings are more prevalent than “no money down” filings. This effect is true 
for both African-American households and those of other races. For 
example, in a district where chapter 13 proceedings are only 10% of the 
caseload, an African-American household has a 4.5% probability of filing a 
“no money down” case as compared to a 2.2% probability for all other 
households. 

As one moves toward higher-percentage chapter 13 districts, the race 
effect becomes even greater, and all households’ probabilities of filing a “no 
money down” versus a traditional chapter 13 case reverse. For districts where 
80% of the cases are chapter 13 filings, an African-American household has 
a 58.1% probability of filing a “no money down” case as compared to a 
42.3% probability for all other households. In high-percentage districts (60% 
of all cases are chapter 13s), every household’s probability of filing a 
traditional chapter 13 is lower than filing a “no money down” case. For the 
highest-percentage chapter 13 districts (80% of all cases are chapter 13), the 
lines converge for traditional chapter 13 filings. This suggests there is no 
race effect as to who files a traditional chapter 13 in these districts. The race 
effect in who files chapter 13 in these districts is driven by the “no money 
down” cases. Because these probabilities are computed from the full 
regression model, they represent the probabilities after controlling for the 
possibly confounding variables in the regression. 

Figure 4 suggests an explanation for why some judicial districts exhibit 
high chapter 13 rates, especially combined with the findings regarding the 
similarities between chapter 7 and “no money down” chapter 13 cases. In 
districts with low overall chapter 13 filing rates, traditional chapter 13 filings 
account for much of the difference between African American and other 
households’ chapter 13 rates, though these differences are smaller. As the 
chapter 13 rate in a district increases, “no money down” chapter 13 
proceedings account for a greater portion of the difference in households’ 
chapter 13 rates. In districts in which 60% or more of consumer bankruptcy 
filings are under chapter 13, almost all of the difference in the chapter 13 rate 
between African-American households and non-African-American 
households is solely attributable to “no money down” chapter 13. In short, 
                                                           
 122. Braucher et al., Race, supra note 7, at 400–05. 
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the higher chapter 13 rates in certain districts seem to result from cases 
moving from chapter 7 to “no money down” chapter 13. This phenomenon 
is then most prevalent among African-American households. 

Though “no money down” bankruptcy is most prevalent among African 
Americans, it should be noted that other individuals and families also file 
under chapter 13 with “no money down.” Over half (51.1%) of “no money 
down” chapter 13 filings are those of non-African-American households. 
And, as shown by Figure 4, in places where most consumers file chapter 7, 
people of all races use the “no money down” bankruptcy option at 
comparable rates. The concerns about a bankruptcy attorney’s influence and 
the cost of filing chapter 13 should animate the discussion of the implications 
of “no money down” bankruptcy, regardless of the racial aspect of this 
phenomenon. 

c.  Robustness: Prepay Ratio 

At this point in the Article, we have explored the categorical variable 
of whether someone files a chapter 7, a traditional chapter 13, or a “no money 
down” chapter 13. Another possibility is to assess the percentage of 
attorneys’ fees paid prior to filing, which could range from 0% to 100%. This 
continuous variable should exhibit the same patterns reflected in our 
categorical variable. 

One significant problem prevents such an analysis from being useful. 
For reasons explained in Part II, almost all debtors who file under chapter 7 
pay 100% of attorneys’ fees prior to filing. In our data, 81.1% of all chapter 
7 debtors paid the entire attorneys’ fee up front. The mean prepayment in 
chapter 7 is 86.6%. If anything, it is unclear why these figures are not closer 
to 100%, a topic that merits further research. For our purposes, this means 
that the prepayment ratio is effectively a categorical variable. High 
prepayment ratios invariably signal a chapter 7 case. 

We thus limit our focus to the prepayment ratio across chapter 13 
filings. On average, African-American households in chapter 13 prepay 
11.4% of their attorneys’ fees as compared to 22.6% for all other debtors 
(t = 6.68, p < .001). In judicial districts above the median for chapter 13 
rates, the prepayment ratio averages 11.3% as compared to 30.5% in below-
median districts, a result that is again statistically significant 
(t = 15.18, p < .001). Both of these effects are in the same direction and 
confirm the results from the categorical outcome variables. 

As with our analysis for the categorical outcome, we regressed against 
the prepayment ratio using the same control variables in Table 3. Across 
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different regression specifications, judicial district remains a strong negative 
indicator of the prepayment ratio. Race is a strong negative predictor in the 
regressions, including those that control for possible differences in the 
regression modeling across judicial districts (namely, clustering standard 
errors at the district level). When the natural logarithm of the prepayment 
ratio is used to minimize problems in the regression model, race remains a 
negative predictor, although only significant at p = .08. 

Our analysis of the prepayment ratio supports the findings from the 
categorical outcomes. Despite using fewer cases due to dropping chapter 7 
cases from the analysis, and therefore having less statistical power, we still 
observe the same patterns of outcomes as with the categorical variables. 
Judicial district and race remain correlated with “no money down” 
bankruptcies. 

D.  CASE OUTCOMES 

Having determined that those who file “no money down” chapter 13 
cases enter bankruptcy with finances more similar to chapter 7 debtors than 
traditional chapter 13 debtors, we move to examining case outcomes. We are 
interested in how debtors fare in bankruptcy in each of our three case 
categories. As previously noted, only approximately one in three chapter 13 
cases end in a discharge,123 while almost all chapter 7 cases end with a 
discharge.124 If “no money down” cases are dismissed at rates similar to other 
chapter 13 cases, then this subset of people is paying more to access 
bankruptcy, yet is much less likely to receive bankruptcy’s most significant 
benefit—forgiveness of debt. 

Data from the Current CBP, at present, are limited in regard to case 
disposition because most chapter 13 repayment plans are three to five years 
in duration. As of this Article’s writing, 74.1% of chapter 13 cases from the 
Current CBP remain pending, as shown in Table 4.125 
 
  
                                                           
 123. See supra notes 33–35. 
 124. See supra note 27 and accompanying text. 
 125. For cases filed in 2013, 2014, and the first half of 2015, we report status as of approximately 
one year after the case was filed. For cases filed in the latter half of 2015, we report status as of 
approximately one month after the case was filed. 
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TABLE 4.  Case Outcomes by Chapter, Current CBP 
 

Chapter 7 
“No Money Down” 

Chapter 13 
Traditional 
Chapter 13 

Dismissed 4.4% 23.8% 19.5% 

Discharged 78.8% 4.3% 4.9% 

Pending 16.8% 72.0% 75.6% 
Note: Table 4 reports the disposition of cases from the Current CBP. For cases filed in 2013, 2014, and 
the first six months of 2015, case status is reported as of one year after the case was filed. For cases filed 
in the latter half of 2015, case status is reported as of one month after the case was filed. 

Although most chapter 13 cases from the Current CBP are pending, the 
percentage of “no money down” chapter 13 cases that have already been 
dismissed is more than five times higher than the percentage of chapter 7 
cases that have been dismissed. If these “no money down” debtors had filed 
chapter 7, the chapter that may better suit their financial problems, most 
would likely have received a discharge of their debts. Instead, they spent 
time and at least some money (and maybe more than twice as much money 
as for chapter 7) only to have their bankruptcy cases dismissed. 

Outcomes of cases from the 2007 CBP provide a fuller picture of how 
“no money down” bankruptcies fare. As of the writing of this Article, all but 
two (less than 0.1%) of the chapter 13 cases from the 2007 CBP have 
concluded. Table 5 reports the outcomes of cases from the 2007 CBP, 
distinguished by chapter. 

TABLE 5.  Case Outcomes by Chapter, 2007 CBP 
 

Chapter 7 
“No Money 

Down” Chapter 13 
Traditional 
Chapter 13 

Dismissed 3.0% 54.6% 48.6% 

Discharged 97.0% 45.4% 51.4% 
Note: Table 5 reports the disposition of cases from the 2007 CBP. Case status is reported as of July 2016. 
Two chapter 7 cases that remained pending as of July 2016 are excluded. 

Because we count chapter 13 cases converted to chapter 7 and then 
dismissed or discharged in the “no money down” and traditional chapter 13 
outcomes, the discharge rate for chapter 13 cases is higher than prior 
findings, which only report discharges of chapter 13 filings after plan 



Chapter 1—Attorneys’ Fees and Chapter Choice: Exploring “No Money Down” Bankruptcy

 1–4231st Annual Northwest Bankruptcy Institute

  

1094 SOUTHERN CALIFORNIA LAW REVIEW [Vol. 90:1055 

completion.126 Although “no money down” chapter 13 cases were less likely 
to end in a discharge than traditional chapter 13 cases, the difference is not 
statistically significant (chi-square = 2.32, p = .128). Nonetheless, the 
dismissal rate for “no money down” chapter 13 cases is eighteen times higher 
than chapter 7 cases. If “no money down” debtors had opted for chapter 7, 
almost all of their bankruptcy cases would have ended in a discharge of their 
debts. Instead, they paid more and received less in bankruptcy. 

E.  UNDERSTANDING “NO MONEY DOWN” BANKRUPTCY 

Why would a debtor file under chapter 13 with “no money down” and 
pay almost $2,000 more in attorneys’ fees, rather than wait the seven or eight 
months necessary to save enough to file under chapter 7 and pay attorneys’ 
fees up front?127 Why would a bankruptcy attorney propose that a client file 
under chapter 13 with “no money down” when the client’s finances suggest 
that chapter 7 is the better option and the majority of chapter 13 cases end in 
conversion to chapter 7 or dismissal? Our data cannot explain the 
development and growth of “no money down” bankruptcy, but we can offer 
some potential reasons based on prior research about how people behave 
when they are chronically financially distressed and about attorney-client 
relationships. 

Put simply, the phenomenon of “no money down” bankruptcy seems to 
reflect concerns about money—for both debtors and bankruptcy attorneys. 
Each faces incentives to choose the more expensive and less successful 
chapter 13 over chapter 7. And the effects of these incentives appear to have 
increased since 2007, pushing more people to file under chapter 13 without 
paying any attorneys’ fees up front. 

To understand why debtors may find “no money down” bankruptcy 
attractive, recall that by the time most people turn to bankruptcy, they have 
struggled for years to pay their debts. Many debtors have asked family and 
friends for help; have sold their possessions; or have taken out credit card, 
payday, and other loans.128 They are broke and have been for some time. 
Research shows that living under such conditions of financial scarcity 
fundamentally changes how people think about money and expenses. Rather 
                                                           
 126. See supra note 6. 
 127. Chapter 13 plans typically provide for the payment of attorneys’ fees on an expedited basis. 
See supra note 70 and accompanying text. Assuming that a debtor will pay the mean of approximately 
$3,200 in attorneys’ fees over eighteen months, a debtor will pay about $175 in attorneys’ fees per month. 
If a debtor saved that much per month prior to filing bankruptcy, it would take a debtor about 7 months 
to save up the mean of $1,200 that attorneys charge to file a chapter 7 case. 
 128. See supra Part II.C.1. Both the 2007 and Current CBP questionnaires asked respondents how 
they dealt with their debts prior to filing bankruptcy.  
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than plan for the future, they tunnel, focusing on the here and now, 
prioritizing present needs.129 This tunneling on what is needed now 
diminishes people’s capacity to make financially sound decisions.130 Indeed, 
a lack of money can tax a person’s decision-making ability more than being 
seriously sleep deprived.131 The result is that cash-strapped people often turn 
to expensive financial products, such as payday loans, to pay pressing 
expenses.132 People who take out these loans do not necessarily lack the 
financial acumen to understand that these loans are costly.133 It is the gravity 
of their situations that causes them to accept any assistance that presents 
itself and put off dealing with the potential fallout for another day.134 And 
even if they recognize that they may be adding to their financial woes, people 
have an optimism bias that leads them to think that their financial situations 
will improve in the future.135 

By the time people decide to file bankruptcy, they also have been 
inundated with “buy now, pay later”; “easy credit”; and “cash back” offers 
                                                           
 129. SENDHIL MULLAINATHAN & ELDAR SHARIF, SCARCITY 1–16 (2013) (overviewing how the 
lack of a valuable resource—time, money, food—“captures the mind” and causes people to focus on that 
which is scarce to the exclusion of other, possibly important tasks).  
 130. Id. at 35–38 (describing the “tunneling tax”). See also Lauren E. Willis, Decisionmaking and 
the Limits of Disclosure: The Problem of Predatory Lending: Price, 65 MD. L. REV. 707, 767–69 (2006) 
(linking “abbreviated reasoning” with the emotional stress, limited cognitive capacity, and desire to 
escape the stressful situation as quickly as possible that accompany a lack of money).  
 131. MULLAINATHAN & SHARIF, supra note 129, at 49–52 (discussing the effect of scarcity on 
“fluid intelligence” and finding that money concerns reduce a person’s IQ by the equivalent of thirteen 
to fourteen points). See also MATTHEW DESMOND, EVICTED: POVERTY AND PROFIT IN THE AMERICAN 
CITY 114–15 (2016) (discussing how tenants facing eviction often are not ready when the sheriff arrives, 
and linking an inability “to accept or imagine” that the eviction will happen to how scarcity causes people 
to “prioritize the now and lose sight of the future”).  
 132. See MULLAINATHAN & SHARIF, supra note 129, at 107–08 (linking the use of payday loans 
and other types of borrowing to financial scarcity).  
 133. See MEHRSA BARADARAN, HOW THE OTHER HALF BANKS: EXCLUSION, EXPLOITATION, AND 
THE THREAT TO DEMOCRACY 116–18 (2015) (noting that evidence suggests that people who use payday 
and similar loans “borrow with forethought and care”).  
 134. See Iain Ramsay, The Alternative Consumer Credit Market and Financial Sector: Regulatory 
Issues and Approaches, 35 CAN. BUS. L.J. 325, 369–71 (2001) (discussing research showing that people 
are willing to pay higher interest rates in order to receive cash within a short period of time). 
 135. See Oren Bar-Gill, The Law, Economics and Psychology of Subprime Mortgage Contracts, 94 
CORNELL L. REV. 1073, 1079 (2009) (discussing optimism bias in the context of mortgages); Jason J. 
Kilborn, Behavioral Economics, Overindebtedness & Comparative Consumer Bankruptcy: Searching for 
Causes and Evaluating Solutions, 22 EMORY BANKR. DEV. J. 13, 18–19 (2005) (discussing the 
“overconfidence bias” that causes people to systematically underestimate the probability that an adverse 
event will happen to them). The effects of scarcity and optimism are similar to the effects of people’s 
tendency to overvalue present gratification, discount future costs, and skew the relative benefits and costs 
of future activities. See Kilborn, supra, at 21–22 (discussing “hyperbolic discounting” and “bounded 
willpower”); Donald C. Langevoort, Behavioral Theories of Judgment and Decision Making in Legal 
Scholarship: A Literature Review, 51 VAND. L. REV. 1499, 1503–06 (1998) (overviewing decision-
making biases).  
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for everything from rent-to-own furniture and cars to short-term and home 
loans. These offers frequently play on the stress caused by financial scarcity, 
as well as people’s fears about their ability to obtain credit.136 For example, 
predatory lenders have mailed homeowners “live checks”—instant loans 
with high interest rates that a consumer accepts by simply cashing the 
check—a form of “push marketing” that highlights immediate gains and 
short-term benefits and deemphasizes long-term costs.137 

When attorneys offer their clients the ability to file bankruptcy now 
with “no money down,” debtors not only are familiar with paying nothing up 
front for goods and services, but they also are primed to want to accept such 
an offer. To debtors, “no money down” bankruptcy may be akin to a long 
line of other offers for instant credit. Plus, filing bankruptcy right now will 
lighten their financial pressures, at least in the short term, with the automatic 
stay going into place upon the bankruptcy filing. The short term is what cash-
strapped individuals are focused on, most likely to the exclusion of 
considering whether they should save up to file bankruptcy in the future, 
assuming that option is even presented to them. Who would reject what 
likely looks like an interest-free loan and the ability to file bankruptcy today, 
particularly when the alternative is enduring financial hardship for many 
more months?138 

The professional context of attorney-client interactions may also lead 
debtors to expect that filing under chapter 13 right now is a good option, 
regardless of whether attorneys present chapter 7 as an alternative or only 
mention chapter 13. In other professional contexts, such as doctor-patient 
relationships and clinical trials, research has shown that patients believe their 
doctors would not suggest that they participate in anything that is unsafe or 
not in their medical best interests. That is the belief even if they have been 
told, as required by informed consent protocols, that the clinical trial may 
not help them.139 More simply, interacting with professionals is stressful for 
                                                           
 136. See Willis, supra note 130, at 772–76 (overviewing how people with poor credit or who fear 
discrimination will respond to credit offers). 
 137. See id. at 770, 816 (discussing predatory lending marketing tactics). These offers also allow 
people to avoid the potential ego threat of credit denial and discrimination by guaranteeing approval, 
which too may push them to accept loans without fully weighing benefits and costs. See id. at 772–76 
(linking “ego threats” and marketing tactics). 
 138. “No money down” bankruptcy is not interest-free even though attorneys’ fees are paid over 
the course of the chapter 13 plan with no interest added, which likely is the payment structure most salient 
to debtors. The correct comparison is to attorneys’ fees in chapter 7.  
 139. See Joshua Crites & Eric Kodish, Unrealistic Optimism and the Ethics of Phase I Cancer 
Research, 39 J. MED. ETHICS 403, 403–04 (2013) (detailing examples in which patients believed the 
likelihood that they would benefit from a trial exceeded the likelihood that other patients would benefit 
from the same trial); S. Kenyon et al., Participating in a Trial in a Critical Situation: A Qualitative Study 
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many people. People may become anxious and feel inferior140 and may be 
more likely to defer to professionals’ judgments. Being confronted with a 
large amount of new and complex information, such as what will be 
necessary to file bankruptcy and navigate the process, may heighten people’s 
tendency to defer to a professional’s judgment.141 In the context of “no 
money down” bankruptcy, debtors essentially may be inclined to substitute 
what they think is their attorney’s judgment for their own. 

Bankruptcy attorneys may think that providing a way for over-indebted 
and stressed people to file bankruptcy immediately is beneficial, and they 
may offer “no money down” chapter 13 to help clients deal with their money 
problems. At the same time, attorneys must be cognizant of their own 
financial needs. Bankruptcy attorneys make their living representing debtors. 
Securing clients now is surely, all things equal, better than telling potential 
clients to come back when they have saved enough cash. At least some 
portion of debtors will likely not return. Saving money is difficult, 
particularly over a long period of time during which new expenses may arise 
unexpectedly. Debtors’ circumstances may change such that they no longer 
need or want to file bankruptcy, and debtors may find another bankruptcy 
attorney. 

Based solely on their finances and cash flow, attorneys also may prefer 
that their clients file under chapter 13, even if some debtors are unable to pay 
attorneys’ fees prior to filing. Attorneys spend more time on chapter 13 cases 
than chapter 7 cases, which allows them to remain productive and to charge 
their clients more. The chapter 13 plan also puts their clients on a budget that 
forces them to set aside money to pay attorneys’ fees. Even better, chapter 
13 trustees oversee debtors’ compliance with plans, often collecting money 
from debtors and forwarding it to attorneys. Not only does “no money down” 
                                                           
in Pregnancy, 15 QUALITY & SAFETY HEALTH CARE 98, 100 (2006) (finding that in deciding to 
participate in a clinical trial people “relied on a generalised faith that both hospitals and health 
professionals will act in their interests and only suggest interventions that will be of benefit and carry 
minimal risks.”). 
 140. For instance, Medicaid patients report feeling uncomfortable interacting with medical 
providers and their staff. Paul Alexander Clark, Intensive Care Patients’ Evaluations of the Informed 
Consent Process, 26 DIMENSIONS CRITICAL CARE NURSING 207, 212 (2007). In the context of attorney-
client relationships, “social identity threat”—a person’s concern that he or she will be devalued because 
of social group membership—has been shown to cause anxiety and to tax a person’s cognitive capacity, 
resulting in less productive attorney-client meetings because clients have trouble communicating with 
attorneys. Cheryl R. Kaiser & Victor D. Quintanilla, Access to Counsel: Psychological Science Can 
Improve the Promise of Civil Rights Enforcement, 1 POL’Y INSIGHTS FROM BEHAV. & BRAIN SCI. 95, 97–
98 (2014). 
 141. See Jeff Sovern, Toward a New Model of Consumer Protection: The Problem of Inflated 
Transactions Costs, 47 WM. & MARY L. REV. 1635, 1678–79 (2006) (discussing how “information 
overload” can cause people to disregard relevant information). 



Chapter 1—Attorneys’ Fees and Chapter Choice: Exploring “No Money Down” Bankruptcy

 1–4631st Annual Northwest Bankruptcy Institute

  

1098 SOUTHERN CALIFORNIA LAW REVIEW [Vol. 90:1055 

bankruptcy assure attorneys that they have clients, attorneys also guarantee 
themselves a certain number of billable hours and a relatively reliable future 
income stream. “No money down” chapter 13 is simply good business. 

Although offering debtors the option to file under chapter 13 with “no 
money down” may be good business, attorneys owe a duty of professional 
responsibility to their clients. Attorneys should inform clients of their legal 
rights and options, and also go further, striving to ensure that their clients 
understand those rights and options.142 In the context of consumer 
bankruptcy, fulfilling this duty means presenting the financial and other 
benefits and drawbacks of filing under chapter 7 and chapter 13.143 Based on 
our data, there are indications that attorneys increasingly may be placing 
their business interests above their clients’ financial interests. 

That bankruptcy attorneys might prioritize their financial interests 
above their clients’ interests is consistent with prior studies of the consumer 
bankruptcy system.144 It also is consistent with research regarding the 
difficulties faced by lower-income individuals in finding attorneys to 
represent them in a variety of legal contexts145 and how a flat-rate fee 
structure may lead attorneys to not zealously advocate for clients,146 all of 
which raise concerns about access to justice. That attorneys may put their 
interests ahead of their clients’ such that African Americans in particular file 
with “no money down” further aligns with a recent study finding that African 
Americans are more likely to file employment discrimination claims without 
the assistance of an attorney, which resulted in an increased likelihood that 
their cases would be dismissed or that they would lose on summary 
judgment.147 

When it comes to possible conflicts between attorneys’ interests and 
                                                           
 142. MODEL RULES OF PROF’L CONDUCT pmbl. (AM. BAR ASS’N 1983). 
 143. Id. r. 2.1 (“In rendering advice, a lawyer may refer not only to law but to other considerations 
such as moral, economic, social and political factors, that may be relevant to the client's situation”). 
 144. See supra notes 78–81. 
 145. See, e.g., Stephen Daniels & Joanne Martin, The Texas Two-Step: Evidence on the Link 
Between Damage Caps and Access to the Civil Justice System, 55 DEPAUL L. REV. 635, 655 (2006) 
(discussing how tort reform changed how attorneys screened clients and cases, leading attorneys to reject 
cases with limited recovery prospects, including those of low wage earners); Michelle S. Jacobs, Full 
Legal Representation for the Poor: The Clash Between Lawyer Values and Client Worthiness, 44 
HOWARD L.J. 257, 261–62 (2001) (linking research regarding the “moral worthiness” of the poor with a 
lack of zealous representation of low income clients’ interests); Amy Myrick et al., Race and 
Representation: Racial Disparities in Legal Representation for Employment Civil Rights Plaintiffs, 15 
N.Y.U. J. LEGIS. & PUB. POL’Y 705, 712 (2012) (noting that “studies generally find that low income 
plaintiffs are less likely to have lawyers”). 
 146. Herbert M. Kritzer, Lawyer Fees and Lawyer Behavior in Litigation: What Does the Empirical 
Literature Really Say?, 80 TEX. L. REV. 1943, 1973–74 (2002).  
 147. See Myrick et al., supra note 145, at 712.  
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clients’ interests, there is no reason to think attorneys should be different 
from other professionals. From investment advisors and hedge fund directors 
to real estate agents, funeral directors, and physicians, research has shown 
that professionals sacrifice their clients’ interests to increase their own 
profits.148 These studies also demonstrate that professionals can take 
advantage of a wide range of people and not only low-income or minority 
clients. Investment advisors cater to a wealthy clientele yet still successfully 
play on these clients’ anxiety, relative lack of knowledge, and optimism and 
other biases to increase their profits.149 For instance, investment advisors use 
an “act now” or lose-out-on-the-opportunity pitch to close sales, a technique 
akin to a pitch for filing bankruptcy now with “no money down.”150 
Regardless of the mechanisms behind the increasing incidence of “no money 
down” bankruptcy, our data strongly suggest that these debtors are paying 
significantly more to receive significantly less from the bankruptcy system 
than other similar debtors. 

III.  IMPLICATIONS AND SOLUTIONS 

A.  THE POOR PAY MORE 

“No money down” bankruptcy fits within an increasingly visible 
pattern of lower-income or cash-strapped individuals paying more for goods 
and services and ultimately receiving less. They pay more in rent for lower 
quality housing.151 They pay more for home goods and electronics through 
rent-to-own loans, while facing the distinct possibility of losing that 
                                                           
 148. See Judith Chevalier & Glenn Ellison, Risk Taking by Mutual Funds as a Response to 
Incentives, 105 J. POL. ECON. 1167, 1167 (1997) (finding that mutual fund managers set the risk of 
portfolios to maximize fund inflows rather than risk-adjusted returns); Jonathan Gruber & Maria Owings, 
Physician Financial Incentives and Cesarean Section Delivery, 27 RAND J. ECON. 99, 99 (1996) (finding 
that physicians were more likely to recommend expensive cesarean sections when demand for this 
procedure was low); David E. Harrington & Kathy J. Krynski, The Effect of State Regulations on 
Cremation Rates: Testing for Demand Inducement in Funeral Markets, 45 J.L. & ECON. 199, 199 (2002) 
(finding that state funeral regulations affect whether funeral directors induce consumers to choose burial 
over cremation); Donald C. Langevoort, Selling Hope, Selling Risk: Some Lessons for Law from 
Behavioral Economics About Stockbrokers and Sophisticated Customers, 84 CALIF. L. REV. 627, 648–
58 (1996) (discussing how investment advisors convince clients to make riskier investments because it is 
in the advisors’ economic interests); Steven D. Levitt & Chad Syverson, Market Distortions When Agents 
Are Better Informed: The Value of Information in Real Estate Transactions, 90 REV. ECON. & STAT. 599, 
599 (2008) (finding that real estate agents price their clients’ houses for less than their own).  
 149. See Langevoort, supra note 148, at 651–58 (overviewing stockbrokers’ sales tactics).  
 150. Id. at 652–53.  
 151. See DESMOND, supra note 131, at 75, 307–08 (discussing how landlords make large profits 
from providing housing to low-income individuals, including how they do not lower rents to meet demand 
but, rather, charge tenants more in rent, neglect to fix problems with the properties, and evict tenants 
when they cannot keep up with rent payments).  



Chapter 1—Attorneys’ Fees and Chapter Choice: Exploring “No Money Down” Bankruptcy

 1–4831st Annual Northwest Bankruptcy Institute

  

1100 SOUTHERN CALIFORNIA LAW REVIEW [Vol. 90:1055 

merchandise to repossession.152 They pay higher fees and interest rates on 
their credit cards, while higher-income individuals pay less and rack up 
travel miles and other benefits from their credit card use.153 Lower-income 
individuals otherwise pay more to borrow money, taking out loans described 
as “debt traps.”154 They even pay more to use their own money, spending up 
to 10% of their income to cash checks, pay recurring bills, and send money 
to their families.155 

African Americans in particular pay more for goods and services, a 
result linked with predatory practices.156 In many of these scenarios, lenders 
make use of the “buy now, pay later” marketing tactic that plays on 
financially insecure people’s tendency to focus on fulfilling present needs 
without fully considering the long-term costs of borrowing and spending.157 

And the cash-strapped increasingly go to jail when they cannot pay their 
bills, only to find they do not have enough money to post bail and, further, 
that they owe even more in court fees when they exit the justice system.158 
                                                           
 152. See DESMOND, supra note 131, at 90 (linking the low-income rental market with rent-to-own 
companies and noting “[t]here [is] a business model at the bottom of every market”); Jim Hawkins, 
Renting the Good Life, 49 WM. & MARY L. REV. 2041, 2044 (2008) (noting that the overall cost of 
merchandise purchased through rent-to-own is twice to three times what someone would pay if they 
purchased the merchandise outright). 
 153. See Andrea Freeman, Payback: A Structural Analysis of the Credit Card Problem, 55 ARIZ. L. 
REV. 151, 153–54 (2013) (describing how the credit card industry operates “a subprime market”). As 
investigated by one of this Article’s authors, credit card issuers also target people who recently received 
a discharge in bankruptcy, charging them higher interest rates. See generally Porter, Bankrupt Profits, 
supra note 40, at 1391–96. 
 154. See BARADARAN, supra note 133, at 122–26 (detailing how low-to-moderate-income 
individuals have little access to mainstream banks and credit unions and thus turn to fringe lending, and 
how these fringe loans are expensive for consumers and profitable for lenders); Nathalie Martin, 1,000% 
Interest—Good While Supplies Last: A Study of Payday Loan Practices and Solutions, 52 ARIZ. L. REV. 
563, 577 (2010) (describing why payday loans are a “debt trap”);. 
 155. See BARADARAN, supra note 133, at 139 (noting further that for low-income individuals, the 
total price of simple financial services each month is more than they spend on food).  
 156. See Pamela Foohey, Lender Discrimination, Black Churches, and Bankruptcy, 50 HOUS. L. 
REV. 1079, 1096-1102 (2017) (overviewing studies which establish that African Americans pay more for 
consumer goods, cars, car loans, home loans, peer-to-peer loans, and small business loans, and which 
connect these results to predatory practices); Ronald H. Silverman, Toward Curing Predatory Lending, 
122 BANKING L.J. 483, 486–91 (2005) (overviewing “financial strategies” used to “victimiz[e] lower and 
moderate income persons” and noting that “second-tier” or fringe financial services often are used by 
African Americans). 
 157. See supra notes 137–38. 
 158. People are put in jail when they fail to appear for debt collection hearings, resulting in the 
issuance of a warrant for their arrest. See Jessica Silver-Greenberg, Welcome to Debtors’ Prison, 2011 
Edition, WALL ST. J. (Mar. 17, 2011), http://www.wsj.com/articles/SB1000142405274870439650457
6204553811636610; Chris Serres & Glenn Howatt, In Jail for Being in Debt, STAR TRIB. (Mar. 17, 2011, 
4:40 PM), http://www.startribune.com/in-jail-for-being-in-debt/95692619. Similarly, lower-income and 
cash-strapped individuals also have trouble meeting bail when they are arrested for misdemeanors and 
felonies, which results in them pleading guilty and accepting punitive plea deals and in their incurring 
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Now we also know that cash-strapped individuals pay more in 
attorneys’ fees to file bankruptcy, particularly if they are African American, 
only to spend more time in bankruptcy and have their cases dismissed at rates 
markedly higher than other people who enter bankruptcy in similar financial 
situations.159 Like other types of lending to cash-strapped individuals, “no 
money down” bankruptcy effectively is a “buy now, pay later” scheme. Not 
only is it economically inefficient, it also affects people’s access to justice 
and ability to use a key part of America’s social safety net, seemingly solely 
because they do not have money. 

The phenomenon of “no money down” bankruptcy also suggests a 
breakdown in attorney-client communications. “No money down” filers may 
think that chapter 13 is their only option because attorneys only mention 
chapter 13. They may assume that chapter 7 and chapter 13 are equally 
expensive. Or they may otherwise have difficulties understanding and, thus, 
balancing the benefits of essentially taking a loan from their attorneys against 
the benefits of waiting to save up or borrow enough cash to pay attorneys’ 
fees and file under a bankruptcy chapter with a vastly higher discharge rate. 
That African Americans in particular are more likely to file with “no money 
down” further suggests that these filers are not making fully informed 
decisions. A possible explanation, which our data cannot completely rule 
out, is that African Americans are much less able to borrow or save money 
for attorneys’ fees. Under this assumption, a “no money down” bankruptcy 
may be their best option. Such an explanation, however, would further 
require a theory about why this effect varies across different judicial districts 
with different chapter 13 rates.160 We cannot offer one. 
                                                           
additional court fees. See generally Megan Stevenson, Distortion of Justice: How the Inability to Pay 
Bail Affects Case Outcomes (Jan. 12, 2017) (unpublished manuscript), http://ssrn.com/abstract=2777615. 
In the context of access to bankruptcy, the existence of chronically cash-strapped individuals presents a 
separate but related question of how to deal with those people who simply are too poor to file for 
bankruptcy regardless of the timing of payment of attorneys’ fees. See generally Stephanie Ben-Ishai & 
Saul Schwartz, Bankruptcy for the Poor? 18–20 (Comparative Research in Law and Political Econ., 
Research Paper No. 2, 2007), https://ssrn.com/abstract=974779 (discussing whether the Canadian 
bankruptcy system should be more accessible to debtors in the lower-income deciles).  
 159. Cases from the Current CBP show that most chapter 13 cases remain pending one year after 
filing, while most chapter 7 cases have concluded one year after filing. See supra Part II.D, Table 4. 
 160. In the CBP questionnaires, we asked respondents whether they borrowed from family or 
friends as a tactic to deal with their debts prior to filing bankruptcy. African Americans were no less likely 
than other respondents to indicate that they turned to family and friends, which may suggest that they are 
able to borrow from family and friends at similar rates and amounts as other debtors. In addition, one 
study of low-income tenants and their struggles with eviction found that these individuals, including 
African Americans, are able to borrow from family and friends, but that they only asked for help in times 
of what they consider true emergencies. DESMOND, supra note 131, at 121 (“People were careful not to 
overdraw their account because when family members with money grew exhausted by repeated requests, 
they sometimes withheld support for long periods of time, pegging their relatives’ misfortunes to 
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Similarly, “no money down” chapter 13 debtors appear to be making 
financially imprudent decisions. We do not know whether they would be 
better off waiting to file chapter 7 until they are able to save or, alternatively, 
borrowing money to pay attorneys’ fees. If they wait, they may never file. 
This outcome, on average, may lead to worse financial outcomes than paying 
more to file under chapter 13, staying in bankruptcy longer, and likely having 
their cases dismissed. Indeed, the months or years that “no money down” 
debtors spend in chapter 13 bankruptcy, free from creditors’ calls and 
benefiting from this breathing room, may have been direly needed at the time 
they sought bankruptcy attorneys’ assistance. “No money down” debtors 
also may prefer to file under chapter 13, despite its significantly higher cost, 
because it is more oriented to creditor repayment.161 Even if these debtors 
knew how much their attorneys were charging them to file bankruptcy, they 
still might accept the “buy bankruptcy now, pay later” offer. Then again, 
studies of people who take out payday loans show that they often are so 
desperate for cash to pay expenses now that they are willing to borrow at any 
rate, which leads to exploitation of the financially vulnerable that states and 
the federal government are unwilling to tolerate.162 

Regardless of whether debtors would accept this “no money down” 
option with full knowledge of its benefits and costs, and regardless of 
whether bankruptcy attorneys offer this option because they think it will help 
their struggling clients,163 “no money down” bankruptcy is a suboptimal 
solution to debtors’ financial problems. One salient difference between “no 
money down” bankruptcy and other transactions in which cash-strapped 
individuals pay more is that attorneys facilitate their clients’ access to justice. 
Attorneys have a duty to act based on their clients’ best interests. The 
consumer bankruptcy system is one of the largest social safety institutions in 
our society. As gatekeepers, attorneys have a heightened duty to ensure that 
debtors make the most productive use of bankruptcy. 

“No money down” chapter 13 creates a fundamental tension between 
attorneys’ and debtors’ interests. A subset of people is not accessing part of 
                                                           
individual failings.”). Filing bankruptcy may be one such true emergency. 
 161. See supra notes 42–43. 
 162. See BARADARAN, supra note 133, at 124–28 (discussing states’ regulations of payday loans); 
Consumer Financial Protection Bureau Proposes Rule to End Payday Debt Traps, CFPB (June 2, 2016), 
http://files.consumerfinance.gov/f/documents/CFPB_Proposes_Rule_End_Payday_Debt_Traps.pdf 
(outlining the Consumer Financial Protection Bureau’s proposed rules to regulate payday lenders). 
 163. Bankruptcy attorneys also may think that debtors want to pay back their creditors as much as 
possible and, out of a paternalistic benevolence, suggest “no money down” chapter 13 as a way for them 
to do so. This would align with some bankruptcy attorneys’ prior comments about the morality of filing 
under chapter 13 rather than chapter 7. See supra notes 45–46.  
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our social safety net—chapter 7 bankruptcy—that best fits with their 
financial needs. As a result, African Americans specifically, and cash-
strapped individuals from all racial backgrounds generally, are penalized for 
their inability to pay. Given that attorneys facilitate “no money down” 
bankruptcy, the best way to ensure that all debtors have equal access to 
bankruptcy is to cabin attorneys’ incentives and role in chapter choice, while 
still allowing debtors access to this filing option if they so choose. 

B.  REFORMING BANKRUPTCY ATTORNEYS’ FEES 

One solution to combat the effects of the “no money down” bankruptcy 
is to allow debtors to pay bankruptcy attorneys’ fees in installments during 
their chapter 7 cases. If debtors paid about $210 per month for the six months 
it typically takes for a chapter 7 case to conclude, upon discharge they would 
have paid the approximately $1,250 attorneys’ fee.164 The $210 likely is very 
close to the amount that “no money down” debtors pay each month to their 
attorneys through their plans.165 Eliminating the differential treatment in 
chapter 7 and chapter 13 on the timing of payment of attorneys’ fees should 
allow debtors to make the chapter choice decision based on their needs. 

This solution would require amending the Bankruptcy Code, in light of 
the decision of the Supreme Court in Lamie. The change would address the 
longstanding complaint that a statutory drafting oversight, rather than 
meaningful policy concerns, is the reason that the law clearly permits the 
payment of attorneys’ fees over time in chapter 13 but not in chapter 7.166 
Bankruptcy attorneys, particularly those whose practice includes some 
chapter 7 filing, should support the change. Their volume of business should 
increase. Attorneys whose clients mostly or solely file under chapter 13 may 
worry that they will need to adapt their practices to accommodate debtors 
who want to file under chapter 7. However, these attorneys likely practice in 
high chapter 13 districts where “no money down” cases are particularly 
prevalent. People living in these areas may benefit most from increasing the 
accessibility of chapter 7. 

Given the long history of regional disparities in the distribution of 
chapter 7 and chapter 13 filings,167 merely changing how attorneys’ fees may 
                                                           
 164. See supra note 27.  
 165. See supra note 127. 
 166. Lamie v. U.S. Trustee, 540 U.S. 526, 530 (2004) (noting that a deletion of five words in the 
Code section dealing with the payment of professionals’ fees in chapter 7 “created an apparent legislative 
drafting error”). See also Cecil, supra note 58, at 98–99 (proposing that attorneys’ fees be given 
administrative priority status in chapter 7). 
 167. See supra note 104 and accompanying text.  
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be paid may not markedly shift the percentage of debtors filing under chapter 
7 versus chapter 13, particularly in high chapter 13 districts. Simply because 
attorneys can offer their clients a “no money down” chapter 7 option does 
not mean they will do so. As such, we offer two other solutions that look to 
chapter 13. 

The first solution focuses on how bankruptcy judges assess attorneys’ 
fees in chapter 13. The Code requires that judges confirm that the attorney’s 
compensation reflects beneficial and necessary services to the debtor.168 As 
discussed, almost all bankruptcy courts have issued standing orders that set 
a “no look” attorneys’ fee for chapter 13 cases. Courts further provide 
guidance about how chapter 13 plans should structure the payment of 
attorneys’ fees.169 Attorneys rely on these orders to set their fees, knowing 
that if they charge no more than the set amount, the judge almost certainly 
will approve their fees. Taking away that certainty may change how 
attorneys discuss chapter choice with their clients. 

Revisions to standing orders should center on identifying debtors more 
likely to benefit from chapter 7 who nonetheless have filed under chapter 13. 
For instance, standing orders could provide that only if the debtor has paid 
twenty-five percent (or some other percentage) or more in attorneys’ fees 
prior to filing will the “no look” fee apply. Otherwise, the judge will consider 
whether the attorneys’ fee is appropriate in light of the services provided to 
the debtor. If the debtor would benefit equally or more from filing under 
chapter 7, the attorney risks the judge finding that the attorneys’ fees were 
not appropriate. More attorneys thus may recommend that debtors with 
finances more suited to chapter 7 file under chapter 7 in the first instance. 

Alternatively, standing orders could provide that the “no look” fee only 
applies in cases in which the chapter 13 plan contemplates substantial 
repayment to creditors. This requirement would reflect the policy behind 
chapter 13—to require debtors who can pay creditors some money to do so—
while specifically targeting “fee-only” and similar plans for judicial 
scrutiny.170 This scrutiny also may cause attorneys to recommend chapter 7 
to debtors more suited to chapter 7 in the first instance. 

Coupling either of these revisions with changes to the Code to allow 
debtors to pay attorneys’ fees in installments during their chapter 7 cases 
may decrease the incidence of “no money down” chapter 13 bankruptcy. A 
                                                           
 168. 11 U.S.C. § 330(a)(4) (2012). 
 169. See supra note 70 and accompanying text.  
 170. Recall that “fee-only” plans provide for payment of attorneys’ fees and nothing else. See supra 
notes 72–76.  
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benefit of revising standing orders in this way is that debtors still will be able 
to file under chapter 13 and pay “no money down” or near “no money down” 
even if their finances suggest they are more suited to chapter 7. Attorneys 
will know that they will be required to explain to the court why their clients 
elected to file under chapter 13. This requirement may in turn incentivize 
them to carefully discuss chapter choice with their clients. 

Rather than focusing on revising standing orders to shift attorneys’ 
incentives, a similar solution would be to revise the requirements for 
confirmation of chapter 13 plans to include a condition that the plan must 
contemplate making a substantial repayment to creditors.171 Under this 
proposal, bankruptcy judges could set a standard for “substantial” that takes 
into account the debtor’s circumstances. The “substantial” requirement, 
however, necessarily will preclude confirmation of “fee-only” plans. Given 
the low incomes and high debts of “no money down” debtors, many of these 
chapter 13 plans would not be confirmable under a “substantial” repayment 
standard. These debtors’ remaining options would be to file under chapter 7 
or have no bankruptcy option at all. This leads us to conclude that reforming 
the timing of when debtors pay attorneys’ fees in chapter 7 is a superior 
approach. That reform is narrowly tailored to ensuring people are not denied 
access to bankruptcy solely because they do not have money to pay an 
attorney in full prior to filing. 

Lastly, all of the above solutions assume that people will file 
bankruptcy with the assistance of an attorney. Yet, it is the tension between 
attorneys’ and debtors’ interests that seems to have led to the increasing 
incidence of “no money down” bankruptcy. A final solution thus removes 
attorneys from the equation. A handful of pro se debtors are already able to 
navigate chapter 7 successfully, but the process as it stands is too 
complicated and technical for most laypeople.172 Making chapter 7 more 
accessible would allow all people struggling with debts to use the bankruptcy 
system irrespective of their income, savings, or ability to borrow money. 

CONCLUSION 

The consumer bankruptcy system is one of the largest social safety 
institutions. Because attorneys serve as its gatekeepers, they have the 
opportunity to advance or impede people’s access to justice. The existence 
and increasing use of “no money down” bankruptcy suggest that some 
people are receiving less from the bankruptcy system despite paying more in 
                                                           
 171. The current confirmation requirements are in 11 U.S.C. § 1325 (2012).  
 172. Littwin, supra note 2, at 1973.  
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attorneys’ fees. These debtors are more likely to come from districts with 
high chapter 13 rates and are more likely to be African American. This is not 
equal access to justice. Rather, these two characteristics align with prior 
research about bankruptcy attorneys’ role in creating regional and racial 
disparities in debtors’ chapter choice, further suggesting that attorneys play 
a very important, though likely unintentional, role in facilitating people’s use 
of bankruptcy. 

The CBP data can confirm the existence and extent of the “no money 
down” bankruptcy phenomenon but cannot fully explain it. We could 
determine that African Americans are much more likely to file under chapter 
13 with “no money down” than other similar debtors only because we 
collected demographic and other information by sending a questionnaire 
directly to debtors. As one of this Article’s authors has called for, collecting 
demographic information at the time people file, such as on the bankruptcy 
petition, would allow for a full census of bankruptcy cases.173 Although we 
think that a full census would show a racial gap both in chapter 13 cases 
generally and in “no money down” chapter 13 cases, a new analysis could 
produce different result or additional insights. Until then, “no money down” 
bankruptcy exists as yet another instance in which cash-strapped, lower-
income, and minority individuals pay more and receive less. The consumer 
bankruptcy system is not only one of the largest social safety institutions but 
also one of the most used parts of the judicial system. We must continue to 
examine the extent of the regional and racial disparities in filings, and if 
confirmed, reform this integral part of our legal system. 
  
                                                           
 173. Braucher et al., Race, supra note 7, at 424. 
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APPENDIX 

Table 3 reports results from a multinomial logistic regression on case 
type. For space reasons, abbreviated results appear in the body of the paper 
with the full results shown below. The results show relative risk ratios with 
standard errors in parentheses below. The base outcome is a chapter 7 filing. 
Statistical significance at the 5% level is shown by an asterisk. 

APPENDIX TABLE A.  Multinomial Logistic Regression Results 

 (1) (2) (3) (4) (5) 

Base Outcome: chapter 7      

Outcome: traditional chapter 13      

African-American household 2.59* 
(0.29) 

2.28* 
(0.26) 

2.08* 
(0.29) 

2.07* 
(0.29) 

2.06* 
(0.31) 

Chapter 13 rate in district  6.71* 
(2.04) 

10.92* 
(3.98) 

10.73* 
(3.94) 

12.25* 
(4.65) 

Prior bankruptcy   4.97* 
(0.87) 

4.91* 
(0.87) 

4.52* 
(0.81) 

Foreclosure as reason for bankr.   3.80* 
(0.53) 

3.97* 
(0.57) 

4.05* 
(0.60) 

Homeowner  
 

 0.97 
(0.20) 

0.99 
(0.20) 

0.99 
(0.21) 

Monthly income (ln)   3.65* 
(0.49) 

3.75* 
(0.57) 

4.66* 
(0.72) 

Total assets (ln)   0.94 
(0.06) 

0.94 
(0.06) 

0.96 
(0.07) 

Priority debts (ln)   1.09* 
(0.02) 

1.09* 
(0.02) 

1.09* 
(0.02) 

Secured debt/total debt (ln)   8.92* 
(3.74) 

9.19* 
(3.86) 

7.47* 
3.27 

Attempted to work with creditors    0.88 
(0.11) 

0.93 
(0.12) 

Attempted to refinance debt    0.83 
(0.11) 

0.78 
(0.11) 

Borrowed from family/friends    0.90 
(0.17) 

0.99 
(0.13) 
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 (1) (2) (3) (4) (5) 

Bachelors’ degree or higher     0.74 
(0.15) 

Dependents under 18     0.90* 
(0.05) 

Lived with spouse or partner     0.85 
(0.17) 

Female head of household     1.07 
(0.21) 

Age in years     1.01 
(0.01) 

Intercept 0.26* 
(0.02) 

0.15* 
(0.02) 

0.00* 
(0.00) 

0.00* 
(0.00) 

0.00* 
(0.00) 

Outcome: “no money down” 
chapter 13 

     

African-American household 5.34* 
(0.71) 

3.34* 
(0.48) 

2.83* 
(0.46) 

2.83* 
(0.46) 

2.83* 
(0.49) 

Chapter 13 rate in district  349.53* 
(131.24) 

406.39* 
(170.98) 

419.14* 
(177.63) 

574.30* 
(255.07) 

Prior bankruptcy   6.50* 
(1.28) 

6.41* 
(1.27) 

5.82* 
(1.21) 

Foreclosure as reason for bkcy.   2.82* 
(0.54) 

2.95* 
(0.57) 

3.31* 
(0.66) 

Homeowner   0.73 
(0.18) 

0.72 
(0.18) 

0.72 
(0.19) 

Monthly income (ln)   2.35* 
(0.39) 

2.42* 
(0.40) 

3.00* 
(0.56) 

Total assets (ln)   0.92 
(0.08) 

0.92 
(0.08) 

0.92 
(0.08) 

Priority debts (ln)   1.04 
(0.02) 

1.04* 
(0.02) 

1.04 
(0.02) 

Secured debt/total debt (ln)   8.70* 
(4.44) 

9.07* 
(4.63) 

7.87* 
(4.17) 

Attempted to work w/ creditors    0.78 
(0.12) 

0.77 
(0.13) 
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 (1) (2) (3) (4) (5) 

Attempted to refinance debt    0.97 
(0.18) 

0.95 
(0.18) 

Borrowed from family/friends    1.09 
(0.18) 

1.19 
(0.21) 

Bachelors’ degree or higher     0.83 
(0.21) 

Dependents under 18     0.74* 
(0.06) 

Lived with spouse or partner     1.29 
(0.33) 

Female head of household     1.40 
(0.35) 

Age in years     1.00 
(0.01) 

Intercept 0.10* 
(0.01) 

0.01* 
(0.00) 

0.00* 
(0.00) 

0.00* 
(0.00) 

0.00* 
(0.00) 

Model statistics      

N 2,660 2,660 2,604 2,604 2,487 

Pseudo R-squared 0.04 0.10 0.28 0.28 0.29 

Likelihood ratio chi-square 187.80* 457.42* 1,250.91* 1,256.44* 1,219,90* 

Summary statistics for the fully specified multinomial logistic 
regression model appear below. 

APPENDIX  TABLE B.  Summary Statistics for Full Multinomial Logistic 
Regression Model 

Variable Mean Std. Dev. Min Max 

African-American household 0.226 0.419 0 1 

Chapter 13 rate in district 0.328 0.171 0.056 0.803 

Prior bankruptcy 0.136 0.343 0 1 

Foreclosure as reason for bkcy. 0.196 0.397 0 1 

Homeowner 0.501 0.5 0 1 

Monthly income (ln) 7.698 1.271 0 9.285 
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Variable Mean Std. Dev. Min Max 

Total assets (ln) 10.592 1.779 0 13.622 

Priority debts (ln) 2.049 3.598 0 11.488 

Secured debt/total debt (ln) 0.336 0.255 0 0.693 

Attempted to work w/ creditors 0.588 0.492 0 1 

Attempted to refinance debt 0.256 0.436 0 1 

Borrowed from family/friends 0.666 0.472 0 1 

Bachelors’ degree or higher 0.152 0.319 0 1 

Dependents under 18 0.957 1.228 0 8 

Lived with spouse or partner 0.524 0.500 0 1 

Female head of household 0.331 0.471 0 1 

Age in years 45.123 13.189 20 90 
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“No Money Down” Bankruptcy
90 SO. CAL. L. REV. 1055 (2017)

Research from the Consumer Bankruptcy Project
Pamela Foohey, Indiana University Maurer School of Law

Robert Lawless, University of Illinois College of Law
Katherine Porter, University of California, Irvine School of Law
Deborah Thorne, University of Idaho, Department of Sociology

31st Annual Northwest Bankruptcy Institute, April 13, 2018

(Most) Consumers Choose Between

• Chapter 7: quick and very “successful”
–Declare and turnover assets
– Keep exempt assets (over 90% of debtors 
have no assets to turnover)

– Pay secured debts or lose collateral
– Receive immediate discharge

• Chapter 13: slow and not very “successful”
– Pay all of disposable income for 3 or 5 years
– Pay secured debt or lose collateral)
– Receive discharge after payment
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Why File Chapter 13?
• Save home
• Legal obligation
• Moral obligation
• “Local legal culture”

– Braucher (1993)
– Sullivan, Warren & Westbrook (1994)

Source: Dov Cohen, Robert M. Lawless, & Faith Shin, Opposite of Correct: Inverted Insider Perceptions of 
Race and Bankruptcy, 91 AM. BANKR. L.J. 623, 627 (2017).

Chapter 13 Rates by District, 2014‐2015
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Source: Dov Cohen, Robert M. Lawless, & Faith Shin, Opposite of Correct: Inverted Insider Perceptions of 
Race and Bankruptcy, 91 AM. BANKR. L.J. 623, 627 (2017).

Chapter 13 Rates by District, 2014‐2015

Why File Chapter 13?
• Save home
• Legal obligation
• Moral obligation
• “Local legal culture”

– Braucher (1993)
– Sullivan, Warren & Westbrook (1994)

• Debtors’ race
– Braucher, Cohen & Lawless (2012)
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Reggie + Latisha vs. Todd + Alison vs. 
No Names Specified

Source: Jean Braucher, Dov Cohen, & Robert M. Lawless, Race, Attorney Influence, and Bankruptcy 
Chapter Choice, 9 J. EMPIRICAL LEGAL STUD. 393, 412 (2012).

Reggie + Latisha vs. Todd + Alison vs. 
No Names Specified

Source: Jean Braucher, Dov Cohen, & Robert M. Lawless, Race, Attorney Influence, and Bankruptcy 
Chapter Choice, 9 J. EMPIRICAL LEGAL STUD. 393, 413 (2012).
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Reggie + Latisha vs. Todd + Alison vs. 
No Names Specified

Source: Jean Braucher, Dov Cohen, & Robert M. Lawless, Race, Attorney Influence, and Bankruptcy 
Chapter Choice, 9 J. EMPIRICAL LEGAL STUD. 393, 413 (2012).

Reggie + Latisha vs. Todd + Alison vs. 
No Names Specified

Source: Jean Braucher, Dov Cohen, & Robert M. Lawless, Race, Attorney Influence, and Bankruptcy 
Chapter Choice, 9 J. EMPIRICAL LEGAL STUD. 393, 414 (2012).
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Reggie + Latisha vs. Todd + Alison vs. 
No Names Specified

Source: Jean Braucher, Dov Cohen, & Robert M. Lawless, Race, Attorney Influence, and Bankruptcy 
Chapter Choice, 9 J. EMPIRICAL LEGAL STUD. 393, 414 (2012).

Why File Chapter 13?
• Save home
• Legal obligation
• Moral obligation
• “Local legal culture”

– Braucher (1993)
– Sullivan, Warren & Westbrook (1994)

• Debtors’ race
– Braucher, Cohen & Lawless (2012)

• Attorneys’ fees
– Lefgren, McIntyre & Miller (2010)



Chapter 1—Attorneys’ Fees and Chapter Choice: Exploring “No Money Down” Bankruptcy

 1–6531st Annual Northwest Bankruptcy Institute

Paying for Bankruptcy

• Mean Chapter 7 Attorney Fee: $1,229

• Mean Chapter 13 Attorney Fee: $3,217

• Three ways to pay: 
– Upfront in chapter 7
– Some (or all) upfront in chapter 13: “traditional” 
chapter 13

– None upfront in chapter 13: “no money down” 
chapter 13

Methodology
• 2007 Consumer Bankruptcy Project:

– National random sample (January ‐ April 2007)
– 5,000 individual chapter 7 and 13 cases
– Data instruments: court records, written 
questionnaire (50% response rate)

• 2013‐15 (Current) Consumer Bankruptcy Project:
– National random sample taken in waves of 200 
filings every three months

– 2,400 individual chapter 7 and 13 cases
– Data instruments; court records, written 
questionnaire (28% response rate)
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Increase in “No Money Down” Cases

Chapter 7

“No Money
Down”

Chapter 13
“Traditional”
Chapter 13

2007 67.1% 10.5% 22.4%

2013‐15 64.7% 14.2% 21.1%

Χ2 = 14.01, p = .001

Percent of Chapter 13 Fees Prepaid

0 0%

10 0%

20 0%

30 0%

40 0%

0% 0 1% -
4 9%

5% -
9 9%

10% -
14 9%

15% -
19 9%

20% -
24 9%

25% -
33 3%

33 4% -
49 9%

50% or
more

2007 CBP Current CBP
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Mean Attorney Fees

$1,229

$3,073

$3,359

$0 $700 $1,400 $2,100 $2,800 $3,500

Chap  7

No Money Down Chap  13

Traditional Chap  13

Financial Characteristics

Chapter 7
“No Money Down”

Chapter 13
“Traditional”
Chapter 13

Total assets

Secured debts

Unsecured debts

Total debts

Monthly income

Total debt‐to‐income ratio

% homeowners

$29,876

$16,699

$42,846

$87,901

$2,404

3.26

40.6%

$57,792

$39,902

$19,159

$82,664

$2,854

2.50

53.5%

$134,889

$133,478

$30,751

$158,738

$3,735

3.50

70.6%
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Financial Characteristics

Chapter 7
“No Money Down”

Chapter 13
“Traditional”
Chapter 13

Total assets

Secured debts

Unsecured debts

Total debts

Monthly income

Total debt‐to‐income ratio

% homeowners

$29,876

$16,699

$42,846

$87,901

$2,404

3.26

40.6%

$57,792

$39,902

$19,159

$82,664

$2,854

2.50

53.5%

$134,889

$133,478

$30,751

$158,738

$3,735

3.50

70.6%

Financial Characteristics

Chapter 7
“No Money Down”

Chapter 13
“Traditional”
Chapter 13

Total assets

Secured debts

Unsecured debts

Total debts

Monthly income

Total debt‐to‐income ratio

% homeowners

$29,876

$16,699

$42,846

$87,901

$2,404

3.26

40.6%

$57,792

$39,902

$19,159

$82,664

$2,854

2.50

53.5%

$134,889

$133,478

$30,751

$158,738

$3,735

3.50

70.6%
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Financial Characteristics

Chapter 7
“No Money Down”

Chapter 13
“Traditional”
Chapter 13

Total assets

Secured debts

Unsecured debts

Total debts

Monthly income

Total debt‐to‐income ratio

% homeowners

$29,876

$16,699

$42,846

$87,901

$2,404

3.26

40.6%

$57,792

$39,902

$19,159

$82,664

$2,854

2.50

53.5%

$134,889

$133,478

$30,751

$158,738

$3,735

3.50

70.6%

“No Money Down” by Judicial District

• No money down cases:
– Above‐median districts = 15.6% of chap. 13’s
– Below‐median districts = 45.9% of chap. 13’s

Χ2  = 130.8, p < .001

• Average district chapter 13 rate conditioned 
on case type:
– Chapter 7 = 28.9%
– Traditional 13 = 35.8%
– No money down 13 = 50.5%

F = 481.2, p < .001
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“No Money Down” by Race

0%

15%

30%

45%

60%

75%

90%

Black White Hispanic Asian Other
Chap  7 No Money Down Chap  13 Trad  Chap  13

Multinomial Logistic Regression
Independent variables of interest

District 13 rate
African‐American household

Controls
Prior bankruptcy Priority debts (ln) Bachelors’ degree or higher

Foreclosure reason for bkr. Secured debt/total debt (ln) Dependents under 18

Homeowner Tried to “work with” 
creditors

Lived with spouse/partner

Monthly income (ln) Tried to refinance debs Female head of household

Total assets (ln) Borrowed from 
family/friends

Age in years

Base case = chapter 7



Chapter 1—Attorneys’ Fees and Chapter Choice: Exploring “No Money Down” Bankruptcy

 1–7131st Annual Northwest Bankruptcy Institute

Independent variables of interest
District 13 rate

African‐American household

Controls
Prior bankruptcy Priority debts (ln) Bachelors’ degree or higher

Foreclosure reason for bkr. Secured debt/total debt (ln) Dependents under 18

Homeowner Tried to “work with” 
creditors

Lived with spouse/partner

Monthly income (ln) Tried to refinance debs Female head of household

Total assets (ln) Borrowed from 
family/friends

Age in years

more likely to file trad. or NMD 13

Multinomial Logistic Regression

Base case = chapter 7
more likely to file trad. 13

less likely to file trad. or NMD 13

Multinomial Logistic Regression
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Case Outcomes – 2007 CBP

Chapter 7

“No Money
Down” 

Chapter 13
“Traditional” 
Chapter 13

Dismissed 3.0% 54.6% 48.6%

Discharged 97.0% 45.4% 51.4%

Pending ‐‐ ‐‐ ‐‐

Opposite of Correct
Survey asked respondents to estimate the % of 
cases that were filed as chapter 13 for:
• Men, filing alone
• Women, filing alone
• Persons 65 years old and over
• Homeowners
• Persons with a prior bk filing in the last 8 yeare
• White, Black, Hispanic/Latino, Asian‐American 
households

• Pro se debtors
• Southerners (high chapter 13 districts)

Source: Dov Cohen, Robert M. Lawless, & Faith Shin, Opposite of Correct: Inverted Insider Perceptions of 
Race and Bankruptcy, 91 AM. BANKR. L.J. 623, 635‐36 (2017).
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Opposite of Correct

Source: Dov Cohen, Robert M. Lawless, & Faith Shin, Opposite of Correct: Inverted Insider Perceptions of 
Race and Bankruptcy, 91 AM. BANKR. L.J. 623, 637 (2017).

Opposite of Correct

Source: Dov Cohen, Robert M. Lawless, & Faith Shin, Opposite of Correct: Inverted Insider Perceptions of 
Race and Bankruptcy, 91 AM. BANKR. L.J. 623, 637 (2017).



Chapter 1—Attorneys’ Fees and Chapter Choice: Exploring “No Money Down” Bankruptcy

 1–7431st Annual Northwest Bankruptcy Institute

Opposite of Correct

Source: Dov Cohen, Robert M. Lawless, & Faith Shin, Opposite of Correct: Inverted Insider Perceptions of 
Race and Bankruptcy, 91 AM. BANKR. L.J. 623, 648 (2017).

Suggestions

• Allow chapter 7 attorneys fees to be paid 
over time

• More judicial oversight of chapter 13 fees
• Make chapter 7 easier to file pro se
• Collection of demographic information 
within the bankruptcy system
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Questions?
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INTERCREDITOR AGREEMENTS – DRAFTING 
CONSIDERATIONS WITH BANKRUPTCY IN MIND

By C. Edward Dobbs

Parker, Hudson, Rainer & Dobbs LLP
303 Peachtree Street, N.E.
Suite 3600
Atlanta, Georgia 30308
(404) 420-5529
edobbs@phrd.com © 2018 C. Edward Dobbs

INTRODUCTION

This presentation assumes that: 

(a) the Intercreditor Agreement ("IA") is between a first lien lender ("1st Lien") 
and a second lien lender ("2d Lien"), both having liens on the same 
collateral with each obligor granting a lien (a "Grantor") also a party to the IA

(b) the IA provides only for a lien (and not a debt) subordination;

(c) 1st Lien is a working capital lender and 2d Lien is a term lender or indenture 
trustee;

(d) 1st Lien and 2d Lien debt and liens are separately documented, with 
separate lien grants; and 

2 
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(e) all of the IA provisions are enforceable in a bankruptcy ("BK") case 
of each Grantor

Outcome of the negotiations will depend, in part, upon a variety of 
factors, including relative size of the 1st Lien and 2d Lien debt, the 
willingness of either to replace the other in the borrower's capital  
structure if IA negotiations break down, and the past experiences of the 
parties with one another 

Whether you represent the 1st Lien, 2d Lien, Grantor (Debtor), or a third 
party creditor, it is important that you understand how the words on the 
pages of an IA can impact the progress and outcome of a BK case 

3 

GENERAL BANKRUPTCY PROVISIONS

1 No Challenge to Liens
     
     Both 1st Lien and 2d Lien agree not to challenge each other's liens

Note: When each party has its own priority in a so-called "split-collateral" 
deal, each may wish to reserve right to challenge whether certain 
collateral falls into the other’s priority category

2 Stay Relief

(a)  2d Lien will not seek stay relief unless sought by 1st Lien 

(b)  2d Lien will not oppose stay relief sought by 1st Lien

4 
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3 Avoidance and Reinstatement

(a) If a payment to 1st Lien or 2d Lien is avoided, the debt intended to be paid 
is reinstated, and

(b) If IA has been terminated, IA is also reinstated

5 

CONDITIONAL AND ABSOLUTE
SUBORDINATIONS

1      Issue: What is the result in BK if 1st Lien is avoided or equitably
        subordinated?

E g – 1st Lien owed $500K
            – 2d Lien owed $1 mil 

                           – Collateral   =    $1 mil 
2     If IA Silent

       – 1st Lien avoided and preserved under §551 for benefit of estate, with result 
   that estate receives $500K from collateral

       – 2d Lien gets $500K ($1 mil  collateral minus preserved 1st Lien)

          Note: 2d Lien not hurt, but receives no windfall

6 
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3 Conditional Subordination

(a) If subordination by 2d Lien is conditioned upon 1st Lien not being avoided 
or equitably subordinated, 2d Lien argues subordination is ineffective if 
those events occur, 2d Lien assumes first priority position (receiving $1 
mil  in collateral proceeds) and BK trustee takes nothing from collateral

(b) 2d Lien might have problems if 1st Lien was a "natural first" (i e , perfected 
first), as BK trustee may argue contractual subordination was superfluous, 
conditional subordination not relevant, and avoidance and preservation 
of 1st Lien under §551 is unaffected by IA

Note: 2d Lien may press for language in IA that priorities are 
automatically reversed at any time 1st Lien is unperfected or if 1st 
Lien is avoided or equitably subordinated

7 

4 Absolute Subordination

(a) If IA provides 2d Lien's subordination is absolute, irrespective of 
avoidance or equitable subordination of 1st Lien, 2d Lien may suffer

E g – BK trustee avoids 1st Lien and gets 1st Lien’s first $500K;
– 2d Lien gets next $500K, but must turn over to 1st Lien

per IA;
– 2d Lien's claim deemed paid, vis-à-vis debtor, by

$500K;
– 2d Lien subrogated to 1st Lien's unsecured claim

(b) If 1st Lien debt is also equitably subordinated, 2d Lien is worse off than if it 
had been a general unsecured creditor, as it would be subrogated to an
equitably subordinated 1st Lien claim

5 Effect of Equitable Subordination

(a) If 1st Lien is equitably subordinated only to certain unsecured creditors 
harmed by 1st Lien's inequitable conduct, there should be carved out of

8 



Chapter 3A—Intercreditor Agreements—Drafting Considerations with Bankruptcy in Mind

 3A–531st Annual Northwest Bankruptcy Institute

1st Lien's collateral any losses suffered by those creditors (not to 
exceed 1st Lien debt) -- 2d Lien unharmed

(b) If 1st Lien is disallowed as a secured claim due to equitable subordination, 
1st Lien is "void" under § 506(d) but is preserved for estate under §551

9 

FURTHER SUBORDINATION OF 1ST LIEN

1 Issue: What if 1st Lien contractually subordinates to a third party's lien that is 
junior to 2d Lien?  What impact on 2d Lien in a liquidation of the
collateral?

2 Examples of Third Party Lienors:

– landlords
– custom brokers
– carriers
– processors
– factors
– equipment vendors/lessors
– sureties on bonded jobs 
– inventory or equipment vendors

10 
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3 Options:

(a) If IA is silent and if:

– 1st Lien = $100K
– 2d Lien  = $200K
– 3d Lien  = $500K
– Collateral = $700K

A few courts hold:

– 3d Lien (elevated to first position) gets $500K
– 1st Lien gets $100K
– 2d Lien gets $100K (50% of claim)

Note:  2d Lien bears brunt of 1st Lien's subordination

11 

Better reasoned cases hold:

– 3d Lien gets $100K
(out of 1st Lien's first position)

– 2d Lien gets $200K
(unaffected by 1st Lien's election to subordinate) 

– 3d Lien gets $400K
(balance owed to it)

– 1st Lien takes nothing

Note:  1st Lien bears brunt of its subordination

(b)  If IA requires 2d Lien also to subordinate to 3d Lien or provides 
that 1st Lien remains prior to 2d Lien despite 1st Lien's 
subordination to 3d Lien:

– 3d Lien elevated to first position and gets $500K
– 1st Lien gets $100K
– 2d Lien gets $100K (50% of claim)

12 
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4 Unintentional Subordination by 1st Lien

E g – 1st Lien = $500K
– 2d Lien  = $500K
– Collateral value = $1 mil 
– Federal tax lien = $100K
– Per IRC 45-day rule, assume tax lien trumps $50K of future 

advances by 1st Lien

IRS gets $50K
1st Lien gets $450K ($50K loss)
2d Lien gets $500K (full recovery)

Note: 2d Lien should remain unaffected

13 

CAPPED 1ST LIEN DEBT

1 Two Approaches:

(a) Dollar cap; and/or
(b) Borrowing base (“BB”) cap

2 Consequences of Exceeding Cap   IA should spell out consequences of 
exceeding the cap, including:

(a) If IA contains a covenant by 1st Lien not to exceed cap, 2d Lien may assert 
breach of IA and seek to recover damages suffered or to enjoin 1st Lien's 
enforcement rights

(b) Waterfall changes –1st Lien debt in excess of cap paid to 1st Lien only 
after 2d Lien debt is fully paid; and/or

14 
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(c) 2d Lien's purchase option is triggered

Note:  Important to spell out when exceeding the cap is tested and  effect 
of later reduction of 1st Lien debt to an amount within the cap

Note:  1st Lien may seek to cap amount of 2d Lien debt in waterfall

3 Dollar Cap

(a) Both overall cap and separate subcaps for revolver, term loan and 
banking relationship debt

(b) Make provision for line of credit ("LOC") growth (and possibility of 
DIP financing)

(c) Take into account any "accordion" feature in LOC

(d) For term loans, cap may reduce by (i) payments actually made 
(with no authority to reload) or (ii) payments required to be made
(Note: clause (ii) can be dangerous for 1st Lien)

15 

(e) Make sure cap is inclusive not only of (i) principal amount of debt (loans 
and letters of credit), but also (ii) add-on's (without a cap):

(1) interest (including post-petition accruals)
(2) lender and LC issuer fees
(3) enforcement expenses
(4) indemnities
(5) protective advances

(f) Make provision for banking relationship debt (e g , cash management, 
credit cards, ACH transactions, hedges), which sometimes is the subject of 
a subcap

4 Borrowing Base Cap

(a) Revolver (principal only) limited by lesser of (i) the LOC (with a growth 
or emergency cushion) or 
(ii) a BB cap

16 
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(b) BB cap should allow for some level of overadvances or post-default 
"Agent Advances" (e g , the greater of a percentage of the BB or a

dollar amount)

(c) 1st Lien will want the right to rely upon BB certificates and to be able 
to test BB at the time of each credit extension, without regard to future 
changes in BB (i e , no "backed in" overadvance) 

Note: 2d Lien may have concerns over Grantor’s post-default 
cessation of provision of BB certificates by Grantor
or reduced frequency of reporting

(d) 1st Lien may attempt to exclude from revolver cap any revolver 
loans that would otherwise cause cap to be exceeded if loan 
proceeds are used to pay 2d Lien debt or add-on's with respect to 
1st Lien debt within the cap 

5 Combined Cap

(a) Lesser of dollar or BB cap
(b) Greater of dollar or BB cap (e g , where there is suppressed availability)

17 

CASH COLLATERAL/DIP FINANCING

1 2d Lien's Consent to Use of Cash Collateral

(a) 2d Lien will consent to the extent 1st Lien consents, provided

(b) 2d Lien is granted a replacement lien, as adequate protection, on post-
petition assets, but junior in priority to pre-petition and post-petition 
liens in favor of 1st Lien ("2d Adequate Protection Liens")

2 2d Lien's Consent to DIP Financing

(a) 2d Lien won't oppose, will be deemed to have consented to (and at a 
hearing will consent to) any priming DIP financing consented to or provided 
by 1st Lien, subject to 2d Lien being provided 2d Adequate Protection 
Liens

(b) 2d Lien may seek to condition consent upon aggregate of pre-petition 
1st Lien debt and DIP financing not exceeding any dollar or BB cap in 
IA

18 
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(c) 2d Lien may seek to reserve objection rights to economic terms of DIP 
financing that are not "market" or otherwise reasonable (e g , interest 
rate, fees, lending limits, term of commitment)

(d) 2d Lien may seek to reserve objection rights to "case management 
provisions" in DIP financing (e g , required 363 sale, plan provisions 
and milestones)

3 Some Hotly Negotiated Topics

(a) 2d Lien's right to request adequate protection payments (e g , post-petition 
interest and/or periodic principal payments, and reimbursement for post-
petition professional expenses, such as expenses of attorneys, 
accountants and other consultants)

(b) 2d Lien's reservation of right to object to DIP financing on any basis that an 
unsecured creditor could object

(c) Priming DIP financing must also prime 1st Lien's pre-petition liens 

19 

Note: If 1st Lien provides DIP financing, this may impede 1st Lien's 
ability to "roll over" 1st Lien debt over time from collections of 
pre-petition collateral or "roll up" 1st Lien debt into DIP financing 
on day one

(d) 2d Lien's subordination to professional expense "carve-out" in DIP financing 
order to the extent consented to by 1st Lien

— 2d Lien may insist that 1st Lien reserve carve-out against BB

— 1st Lien may insist upon an allocation of the carve-out in a split-
collateral deal (whether based on the ratable amount of their 
outstanding loans or relative value of their respective priority 
collateral)

(e) 2d Lien's pre-consent to DIP financing under IA not a bar to 1st Lien's 
seeking approval of DIP financing on any other terms (even if less favorable 
to 2d Lien)

20 
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(f) 2d Lien providing its own DIP financing, including with a priming lien on its own 
primary collateral (in a split-collateral deal) and on all other collateral

Note: Lien priority provisions in IA may not preclude 2d Lien from doing 
so, unless "lien" is broadly defined to include any statutory, 
judicial or contractual lien, whether created or arising before or 
during BK case   1st Lien on occasion (and reluctantly) may 
consent to 2d Lien priming DIP with respect to specified types of 
collateral or if 1st Lien declines to provide DIP financing in 
amount sufficient to meet borrower's needs in BK case 

21 

SALE OF COLLATERAL

1 2d Lien's Consent

(a) 2d Lien asked to consent to any 363 sale (or plan sale) that is 
consented to by 1st Lien (and vice versa in split-collateral deals)

(b) 2d Lien's acknowledgment of and consent to 1st Lien's credit bid rights 
(and vice versa in split-collateral deals)

(c) Usually agreed to where 2d Lien has its own primary collateral, but 
more difficult negotiation when 2d Lien is junior on all of collateral

2 Typical Consent Conditions:

(a) 2d Lien attaches to proceeds with same priority

(b) Excess over cap distributed per IA's waterfall provisions

(c) Proceeds permanently reduce 1st Lien debt

22 
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Note: May be problematical if 1st Lien provides ongoing DIP 
financing post-sale or elects (or is obligated) to fund a carve-
out

(d) 2d Lien's option to purchase 1st Lien debt triggered in 363 sale context

(e) 2d Lien preserves credit bid rights

Note: This could present problems if sale is free of all liens unless 1st 
Lien debt is required to be satisfied, in cash, at time of 
sale

(f) 2d Lien reserves right to object, on the same basis an unsecured 
creditor could object, to fairness of bid procedures, timing and process 
for conducting sale, and amount and method of payment of purchase 
price

Note: If 2d Lien debt will not be paid in full from sale and 1st Lien 
and 2d Lien encumber substantially all of the BK estate's 
assets, objections to sale will usually be lodged by creditors 
committee in any event

23 

ALLOCATION OF SPLIT-COLLATERAL PROCEEDS

1 Split-Collateral Structure: In a split-collateral deal, 1st Lien is usually first on 
working capital assets (accounts, inventory, and customer lists, and certain 
related intangibles) and 2d Lien is usually first on fixed assets, IP assets, and/or 
equity interests in each Grantor

2 If IA is Silent on Allocation

(a) Parties risk that allocation in the purchase agreement may be adopted by a 
court in an allocation contest

— Of course, a party may always withhold consent to a sale or 
other disposition of its priority collateral

— However, in some federal circuits, a BK court may force a 
sale of collateral under §363 for a price equal to what the court 
determines the value of the collateral to be

(b) The BK court may determine allocation in a contested hearing based on 
valuation evidence
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(c) If orderly liquidation values are used, 1st Lien’s inventory may have inconsequential 
value divorced from IP (such as trademarks or tradenames) unless IA authorizes 1st 
Lien’s use of IP

(d) How is the “going concern” premium to be allocated?

3    Some Allocation Options

        (a) 1st Lien and 2d Lien agree to attempt to agree  In the absence of agreement, 
1st Lien and 2d Lien agree to be bound by determination of a mutually agreed 
upon valuation expert

      (b) 1st Lien receives as deemed proceeds attributable to its priority collateral 
consisting of 

(i) accounts, the book or face value thereof, 

(ii) inventory, the book value thereof (or the higher of book value and last 
     appraised value), and 

(iii) all other 1st Lien priority collateral, the book value thereof (or value 
     determined by a mutually agreed upon valuation expert or a court, 
     in each case taking into account the methodology of sale (orderly 
     liquidation vs  going concern sale)), with deposit account balances 
     included in the sale to be shared in accordance with the 
     tracing/priority rules established elsewhere in the IA; and 

25 

 2d Lien receives any excess (which 2d Lien risks may be less than the value of
its priority collateral, but may be lion’s share of going concern premium in a 
going concern sale)

Note: Pegging the value of accounts at face amount may be 
risky for the 2d Lien, as some accounts (especially in 
a sale that is not a going concern sale) may be subject to 
offsets, counterclaims, significant deductions or write offs  
2d Lien will likely bargain for book value, after giving 
allowance for historical dilution and write offs 

Note: Limiting "accounts" to those items of 1st Lien priority 
collateral that are rights to payment for good or services 
may unintentionally overlook other payment rights in the 
form of promissory notes, chattel paper, supporting 
obligations, and general intangibles  Accordingly, the term 
"payment rights" might be a better term as its definition in 
the IA may incorporate not only accounts but also rights to 
payment that are evidenced by or consist of instruments, 
chattel paper or payment intangibles

Note: Be careful in use of "book value" as a valuation reference 
for items of collateral that may be assigned an 
unrealistically high value (such as intercompany claims) or 
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        no assigned value on the Grantor's books (such as a 
customer list)

 

(c) 2d Lien receives as deemed proceeds attributable to its priority collateral 
consisting of fixed assets their value per most recent MAI appraisal and 1st Lien 
receives any excess (which may be all, or lion’s share, of going concern 
premium)

       (d) The IA should provide that a sale of equity interests in a Grantor is deemed to 
be a sale of the assets of the Grantor and the proceeds realized from any such 
sale are to be allocated in the manner that would apply if there had been a sale 
of those underlying assets

 
       (e) Much of the formulation will depend upon the specific nature of the items of 

priority collateral involved, the importance of those items to the overall business, 
and whether such items have  assigned to them any "book value"

E g — Working capital lender provides a revolving credit facility 
            to co-borrowers engaged in trucking business

       
 

  27 

  
 
         

            — Each co-borrower grants working capital lender a 
                        security interest in rolling stock and accounts 

            receivable

       — Term lender's loan to co-borrowers is secured by intellectual 
            property (assume nominally valued trade name and website)
            and real estate of one co-borrower 

     — Co-borrowers file for BK and one without real estate sells all of 
            its assets, as a going concern, for $20 million 

       — Accounts receivable, at face value, total $5 million and
            rolling stock has fair market value of $12 million 

       — Under some allocation formulations in an IA, the working 
            capital lender would receive only $17 million of total purchase 
            proceeds (face amount of accounts plus appraised value of 
            rolling stock), with the remaining $3 million representing the 
            "going concern premium" allocated to nominally valued priority 
            collateral of term lender
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FULL PAYMENT OF 1ST LIEN DEBT

1 Full Payment Condition

Full payment of 1st Lien debt is typically a condition to 2d Lien's exercise 
of certain post-default rights and remedies

2 Definitions

"Full payment" should be defined and usually includes:

– payment of all 1st Lien loans;

– termination of the LOC;

– cash collateralization of (or supporting letter of credit for) certain 
contingent obligations in liquidated amounts (e g , letters of credit 
and guaranties); 

29 

– cash collateralization of (or supporting letter of credit for) 
outstanding hedges (up to any cap on senior 1st Lien debt);

– termination (or acceptable credit support for ongoing provision) of 
depository relationship and other cash management products;

– cash collateralization of (or lien retention for) pending or overtly 
threatened claims (or until deadline for challenging liens or claims 
under DIP financing order passes without a challenge);

– execution of full release of known and unknown claims against 1st lien 
by borrower

Note: 2d Lien may object to “full release” requirement as likely 
unavailable in BK case 

3 Full payment requirement can be helpful to 1st lien in BK case when litigation is 
threatened or ongoing

30 



Chapter 3A—Intercreditor Agreements—Drafting Considerations with Bankruptcy in Mind

 3A–1631st Annual Northwest Bankruptcy Institute

2D LIEN'S PURCHASE OPTION

1 Reasons for Purchase Option

(a) Allows 2d Lien to “control its own destiny” when differing views exist 
between 1st Lien and 2d Lien on direction of BK case (e g , liquidation vs  
reorganization)

(b) Prevent 1st Lien’s exercise of credit bid rights in 363 sale

(c) 2d Lien "loan-to-own" strategy

2 Certain Drafting Issues

(a) What events trigger option?

(i) Acceleration of 1st Lien debt
(ii) Filing of BK case
(iii) Sale of assets with mandatory release
(iv) 1st Lien’s foreclosure

31 

 (b) How long does option remain open?

Note: 1st Lien wants a narrow window (say, 10 to 15 days) to 
exercise and will require in IA that option exercise is 
irrevocable

(c) Who can exercise option?

Note: This is crucial where 2d Lien debt is held by multiple 
parties   Is option exercisable by 2d Lien agent for all or by 
any 2d Lien party (and, if so, first to act)?

(d) What is to be purchased?

Note: Is all 1st Lien debt to be purchased?  Only the portion below 
the cap? 1st Lien should make sure 2d Lien is not allowed to
purchase all 1st Lien debt, including excess over the cap, for a 
price equal to the capped amount; and DIP financing must be 
purchased as well, particularly if DIP loans do not prime 1st 
Lien's pre-petition position

(e) What is the price?

Note: Is price "par" or "market" and does it include prepayment or 
termination charges? LIBOR fees?
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(f) When is the closing?

Note: Important to 1st Lien that there be a short window to close
(say, 10 days)

(g) What are closing mechanics and terms of sale?

Note: Should address form of closing documents; and sale should 
be for cash and without recourse except for breach of limited 
warranties (e g , ownership and authority to sell) 

Other Issues

(a) Authority of 1st Lien to sell loans to others prior to 2d Lien's exercise of 
option

(b) Right of 1st Lien to terminate cash management post-sale and resign from 
any agency relationship in syndicated deal 

33 

(c) 1st Lien's right to "roll over" or "roll up" in DIP financing (which may 
eliminate purchase option)

(d) Non-assignability of purchase option by 2d Lien

(e) Failure or refusal of any 1st Lien lender in a syndicated deal to 
cooperate (obligations of 1st Lien lenders to sell should be several 
and not joint)

(f) 2d Lien's assumption of 1st Lien's funding obligations under credit 
documentation and indemnification of 1st Lien for breaches

(g) Borrower's pre-consent in credit documents to purchase option 
exercise (i e , 2d Lien is an "Eligible Assignee")

(h) 1st Lien's authority post-default to cease lending or to exercise 
remedies despite exercise of option

Note: Often limited to "exigent circumstances" 
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CHAPTER 11 PLAN ISSUES

1 Voting

(a) 1st Lien's authority to vote 2d Lien claim

(b) 2d Lien's agreement to support plan supported by 1st Lien 

2 Non-Support of Certain Plans

3 Reorganization Securities (the "X" Clause)

(a) Authority of 2d Lien to receive equity securities under plan

(b) Authority of 2d Lien to receive debt securities under plan
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I. The Universe of Intercreditor Agreements 

Intercreditor agreements are used in a variety of financing transactions to establish the 
respective rights and remedies of two or more creditors in credit facilities provided to a common 
borrower.  Intercreditor agreements are not standardized and their scope varies widely.  In 
secured financing transactions, the intercreditor agreement typically governs the relative rights 
and priorities of each creditor’s liens in the borrower’s assets.  Intercreditor agreements may also 
include payment subordination provisions, payment standstill terms, and other creditor rights and 
remedies that do not directly involve collateral.  “Report of the Model First Lien/Second Lien 
Intercreditor Agreement Task Force established by the Commercial Finance Committee of the 
Business Law Section of the American Bar Association,” 65 The Business Lawyer 809 (May 
2010) at p. 809.  Following its introductory remarks, the ABA Task Force’s Report presents the 
text of a “First Lien/Second Lien Intercreditor Agreement” (the “Model Agreement”), which 
contains provisions, including alternate provisions, that address issues on which first and second 
lien creditors typically hold different views.  The Report and Model Agreement are also 
available at http://www.abanet.org/dch/committee.cfm?com=CL190029. 

Intercreditor agreements and agreements among lenders purport to alter the rights of 
junior-lien creditors or subordinated creditors in the bankruptcy of their common debtors.  While 
there is no limit to the number of terms that can be placed in an intercreditor agreement, there are 
many provisions that frequently arise in the bankruptcy context.  Such agreements include 
waivers of the right to object to bankruptcy sales, voting restrictions on plans of reorganization, 
and waivers of rights to object to debtor-in-possession financing and the debtor’s use of cash 
collateral.  See, Section 6 of the Model Agreement. 

The effect of intercreditor agreements in bankruptcy—chiefly in Chapter 11 cases—can 
be substantial, because such agreements can subject debtor borrowers to competing claims over 
estate assets.  This is particularly true in the case of subordination agreements, which typically 
govern two or more lenders’ priority of repayments from a common debtor or recovery from 
common collateral.  Regardless of whether or not the debtor is a party to the intercreditor 
agreement, the Chapter 11 debtor will become a central participant in the process as the party 
responsible for confirming a plan of reorganization or liquidation under the Bankruptcy Code.  It 
is fundamental that such plans are the primary means of lender repayment and recovery under 
Chapter 11, so plan-related decisions made by the debtor are necessarily affected by, and have a 
direct impact on, the contract rights of creditors and the disputes that affect them. 

II. Jurisdiction, Bankruptcy Code §510(a) and State Law 

Bankruptcy courts have assumed jurisdiction over the interpretation of disputed 
intercreditor agreements based on their conclusion that bankruptcy cases cannot be finally 
administered without a resolution of the intercreditor dispute.  For example, in In re Best 
Products, Co., 168 B.R. 35 (Bankr. S.D.N.Y. 1994), the court concluded that “enforcement of a 
contractual subordination agreement clearly involves the adjustment of the debtor-creditor 
relationship, determinations of the priority of liens, and administration of the estate and so falls 
within the ambit of 28 U.S.C. §157(b)(2)(A), (K), and (O)...[Accordingly,] the resolution of the 
contractual subordination dispute is core.”  Id. at 66-7.  For similar recent “core” jurisdictional 
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analyses, see In re Energy Future Holdings Corp., 546 B.R. 566, 569-70 (Bankr. D. Del. 2016); 
Delaware Trust Co. v. Wilmington Trust, N.A., 534 B.R. 500, 511-18 (S.D.N.Y. 2015). 

A bankruptcy court derives its specific authority to interpret intercreditor agreements 
from §510(a) of the Bankruptcy Code, which provides that a “subordination agreement is 
enforceable in a case under this title to the same extent that such agreement is enforceable under 
applicable non-bankruptcy law.”  Courts have routinely confirmed that intercreditor agreements 
are subordination agreements for purposes of §510(a).  See, e.g., In re Ion Media Networks, Inc., 
419 B.R. 585, 595 (Bankr. S.D.N.Y. 2009) (an intercreditor agreement is an enforceable contract 
under section §510(a)).  To avoid any threshold question as to whether or not an intercreditor 
agreement qualifies as a subordination agreement, Section 6.11 of the Model Act suggests 
including a provision in the agreement specifically stating that the “Parties acknowledge that this 
Agreement is a ‘subordination agreement’ under section 510(a) of the Bankruptcy Code, which 
will be effective before, during, and after the commencement of an Insolvency Proceeding.” 

State laws in general plainly acknowledge the validity of subordination agreements.  For 
example, Article 9 of the Uniform Commercial Code specifically states that “this Article does 
not preclude subordination by agreement by a person entitled to priority.”  RCW 62A.9A-339; 
ORS 79.0339.  Accordingly, bankruptcy courts look to state contract law to determine the 
enforceability of subordination agreements.  See, e.g., Best Products Co., 168 B.R. at 69 (“The 
applicable non-bankruptcy law to which Section 510(a) refers is that of contracts.”). 

Consistent with this principle, in In re Howland, 545 B.R. 653 (Bankr. D. Or. 2015), 
Judge Dunn acknowledged that “[a] contractual subordination agreement is simply a contractual 
arrangement whereby one creditor agrees to subordinate its claim against the debtor in favor of 
the claim of another…A subordination agreement does not need to be in any particular form, or 
in writing [and]…A creditor can agree with the debtor to subordinate its interests to the interests 
of other creditors.” Id. at 659.  Judge Dunn continued his opinion by stating that as a threshold 
basis for interpreting the subordination issue before him, “Oregon follow[s] the Restatement 
(Second) of Contracts which generally defines a contract as ‘a promise or a set of promises for 
the breach of which the law gives a remedy, or the performance of which the law in some way 
recognizes as a duty.’”  Id. 

In Washington, courts generally enforce subordination agreements in accordance with 
their terms, sometimes even enforcing oral subordination agreements.  See, e.g., Skeel v. 
Christensen, 17 Wash. 649, 50 Pac. 466 (1897).  Also, if multiple instruments contain adequate 
statements about the intended order of priority among parties, that ordering can be enforced.  
See, Bank of Gresham v. Johnson, 143 Wash. 24, 254 Pac. 464 (1927).  Significantly, 
Washington courts have asserted that a subordination agreement will be construed in favor of the 
subordinated creditor and the senior creditor’s “priority rights under a subordination agreement 
are strictly limited to the express terms and conditions of the agreement.”  Campanella v. Rainier 
National Bank, 26 Wash. App. 418, 420, 612 P.2d 460 (1980); Ban-Co Investment Co. v. 
Loveless, 22 Wash. App. 122, 134, 587 P.2d 567 (1978).  See, also, U.S. Through Farmers Home 
Admin., U.S. Dept. of Agriculture v. Haas Fruit Co., Inc., 812 F.Supp. 173 (E.D. Wash. 1993) 
(Integrated subordination agreement did not subordinate creditor’s security interest in farm 
equipment to security interest of Farmers Home Administration (FmHA) in that equipment; 
agreement did not mention creditor’s lien on equipment and there was no separate agreement 
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pursuant to which creditor released or subordinated its interest.); but see White & Bollard, Inc. v. 
Goodenow, 58 Wash. 2d 180, 185, 361 P.2d 571 (1961) (court enforced an agreement by seller 
to subordinate to future financing obtained by the buyer even where the subordination agreement 
contained no material detail about the terms of the future financing). 

Despite, however, the Code’s declaration that a subordination agreement is enforceable in 
a bankruptcy case “to the same extent that such agreement is enforceable under applicable non-
bankruptcy law,” state law and state court decisions are typically of limited usefulness to the 
bankruptcy process, particularly in the interpretation of terms that go beyond the establishment 
of priorities: 

[T]here are seldom any state laws that address enforcement 
of the waiver or assignment in a subordination agreement of a 
subordinate lender’s ancillary bankruptcy rights.  State courts can 
be expected to have addressed enforcing the relative priorities to 
payment or to collateral as between the senior and subordinated 
lenders, but given that they don’t have jurisdiction over bankruptcy 
cases, and that most contested business reorganizations take place 
in bankruptcy court rather than state court, it is not realistic to 
expect that state courts have ever addressed, or will in the future 
ever address, the enforceability of an ancillary bankruptcy right, 
i.e. a right that should be peculiar to the bankruptcy case and a 
right granted by the Bankruptcy Code, and, therefore, not be 
addressed in state court. 

Mark N. Berman and David Lee, “The Enforceability in Bankruptcy Proceedings 
of Waiver and Assignment of Rights Clauses Within Intercreditor or 
Subordination Agreements,” 20 J. Bankr. L. & Prac. 6, Nov. 2011, at §l.A.3. 

In addition, to the extent a state court sought to address a bankruptcy matter without it being a 
general principle of state contract law, “the Supremacy Clause of the U.S. Constitution would 
dictate that such law cannot apply because it has been superseded by the Bankruptcy Code in the 
context of a bankruptcy case.”  Id. at §II.A). 

III. The Courts’ Approaches: Intercreditor Agreements and the Administration of 
Bankruptcy Cases 

 Intercreditor agreements and subordination agreements routinely seek to alter the rights 
of junior-lien creditors or subordinated creditors in a bankruptcy of their common debtors.  
Accordingly, intercreditor agreements frequently contain not only payment/collateral priority 
provisions but also waivers of rights that all creditors would normally hold in bankruptcy cases: 
for example, the right to object to bankruptcy sales; the right to vote on plans of reorganization; 
and the right to object to debtor-in-possession financing and/or the use of cash collateral.  
Although Bankruptcy Code §510 provides that “subordination agreements” are enforceable in 
bankruptcy to the same extent such agreements are enforceable under applicable nonbankruptcy 
law, the courts’ approaches to the treatment of creditor disputes arising from such bankruptcy 
waiver provisions has not been uniform.  To help remedy this lack of uniformity, the drafters of 
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the Model Agreement (Sections 6.1-6.10) proposed language addressing a number of these 
subordination issues: use of cash collateral and DIP financing (6.1); sale of collateral (6.2); relief 
from the automatic stay (6.3); adequate protection (6.4); first lien objections to second lien 
actions (6.5); claim avoidance/reinstatement of obligations (6.6); the right to receive 
reorganization securities (6.7); the right of the first- and second-lienholders to assert postpetition 
claims against each other (6.8); waivers of second lienholder claims (6.9); and plan 
classifications of first- and second-position creditor claims (6.10).  Over time, bankruptcy courts 
have addressed these and related intercreditor subordination issues in a variety of ways.  The 
central theme of the courts’ decisions, however, has been to determine the extent of the 
enforceability of waivers of bankruptcy rights that are included in intercreditor agreements. 

A. Subordinated Creditor’s Right to Seek Adequate Protection.  Following 
enactment of the Bankruptcy Code, the first reported decision to address a subordination 
agreement was In re Hart Ski Manufacturing Co., Inc., 5 B.R. 734 (Bankr. D. Minn. 1980).  In 
Hart Ski, two creditors had liens on the same collateral.  During the course of the case, the 
subordinated creditor (Beatrice) filed a motion for adequate protection or relief from stay.  The 
subordination agreement at issue in Hart Ski contained a broad provision prohibiting the 
subordinated creditor, without the written consent of Aetna (the senior creditor), from taking any 
action to “assert, collect or release the indebtedness or any part thereof or realize on any 
collateral securing the indebtedness or enforce any security agreements, real estate mortgages, 
lien instruments, or other encumbrances securing said indebtedness.”  Based on the agreement, 
the senior creditor objected to Beatrice’s motion, asserting that Beatrice had waived its right to 
seek adequate protection or file a motion for stay relief.  In its brief opinion, the court rejected 
Aetna’s objection: 

The intent of §510(a) (subordination) is to allow the consensual and contractual 
priority of payment to be maintained between creditors among themselves in a 
bankruptcy proceeding. There is no indication that Congress intended to allow 
creditors to alter, by a subordination agreement, the bankruptcy laws unrelated to 
distribution of assets. 

The Bankruptcy Code guarantees each secured creditor certain rights, regardless 
of subordination. These rights include the right to assert and prove its claim, the 
right to seek court ordered protection for its security, the right to have a stay lifted 
under proper circumstances, the right to participate in the voting for confirmation 
or rejection of any plan of reorganization, the right to object to confirmation, and 
the right to file a plan where applicable.  The above rights and others not related 
to contract priority of distribution pursuant to Section 510(a) cannot be affected 
by the actions of the parties prior to the commencement of a bankruptcy case 
when such rights did not even exist. 

Id. at 736. 

 Hart Ski reflects a judicial attitude that is opposed to allowing parties to a bankruptcy 
case to bargain around−and thereby agree to obviate or waive−the balanced components of the 
reorganization process that the Bankruptcy Code establishes.  More recent decisions, by contrast, 
have taken a less restrictive approach to intercreditor agreements.  In Aurelius Capital Master v. 
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Tousa, 2009 WL 6453077 (S.D. Fla. Feb. 6, 2009), for example, the subordinated secured 
creditor (Wells Fargo as agent for the Second Lien Lenders) objected to the court’s approval of a 
cash collateral order, because the order did not prohibit the use of cash collateral to finance the 
estate’s potential causes of action against Wells.  The bankruptcy court approved the cash 
collateral order, which the senior creditors (the First Lien Lenders) had approved, and Wells 
appealed, asking the district court to remand the issue to the bankruptcy court for a determination 
whether Wells was adequately protected against the estate’s use of cash collateral to pursue 
claims against Wells.  The intercreditor agreement at issue in the case contained a provision 
providing that the Second Lien Lenders would be deemed to consent to any cash collateral order 
approved by the First Lien Lenders and further providing that the Second Lien Lenders “will not 
request or accept any form of adequate protection or any other relief in connection with the use 
of such cash.” *5.  Based on this language, the court rejected Wells’ request for adequate 
protection, concluding that the intercreditor agreement barred Wells from seeking adequate 
protection and that “[p]ut differently, Wells Fargo had bargained away its right to object by 
entering into the Intercreditor Agreement.” *8. 

B. Subordinated Creditor’s Right to Object to Postpetition Financing.  In In re 
MPM Silicones, 518 B.R. 740 (Bankr. S.D.N.Y. 2014) (“Momentive”), the intercreditor 
agreement at issue contained a provision stating that “[n]o Second-Priority Party will contest or 
support any other person contesting (a) any request by the Senior Lenders for adequate 
protection, or (b) any objection by the Senior Lenders to any motion based on the Senior 
Lenders’ claiming a lack of adequate protection.”  The issue before the court in Momentive was 
dismissal of several causes of action asserted by the senior creditors for alleged breach of the 
intercreditor agreement by the subordinated creditors, including a claim that the subordinated 
creditors had breached the agreement by supporting a debtor-in-possession financing proposal 
that primed the senior creditors without their consent.  In dismissing the senior creditors’ claim, 
the court concluded that the senior creditors’ claim failed to state what specific actions the 
subordinated creditors took to support the approval of such a priming lien.  The court also 
concluded that the senior creditors’ failure to identify the particular section of the intercreditor 
agreement allegedly breached was significant because, based on the court’s analysis, the 
intercreditor agreement “nowhere prohibits junior lien holders from supporting a priming lien 
financing, and counsel have not identified one.  In fact, it appears that the only prohibition in the 
[intercreditor agreement] relating to priming liens bars objections to such liens that are supported 
by the senior lien holders.”  Id. at 748. 

C. Subordinated Creditor’s Right to Object to Section 363 Sales.  In In re Boston 
Generating, LLC, 440 B.R. 302 (Bankr. S.D.N.Y. 2010), the debtor filed a motion seeking 
approval of a sale of all its assets.  As presented, the anticipated proceeds of the sale would be 
sufficient to pay 98% of the first-position secured lenders’ claims (the “First Lien Lenders”) but 
would generate no dividend for junior secured creditors (the “Second Lien Lenders”) or 
unsecured creditors.  The Second Lien Lenders objected to the sale. 

Section 3.1(b)(i) of the Intercreditor Agreement before the Boston court provided that 

[u]ntil the Discharge of First Lien Obligations has occurred, 
whether or not any Insolvency or Liquidation Proceeding has been 
commenced...the First Lien Collateral Agent, at the written 



Chapter 3B—Intercreditor Agreements in Bankruptcy: A Compendium

 3B–631st Annual Northwest Bankruptcy Institute

direction of [the First Lien Lenders holding a majority of the First 
Lien Debt], shall have the exclusive right to enforce rights, 
exercise remedies...and make determinations regarding the release, 
sale, disposition or restrictions with respect to the Collateral 
without any consultation with or the consent of the Second Lien 
Collateral Agent or any Second Lien Secured Party...provided that 
the Lien securing the Second Lien Obligations shall remain on the 
proceeds of such Collateral released or disposed of subject to the 
relative priorities described in Section 2.1. 

Section 3.1(c) of the Intercreditor Agreement further stated: 

Without limiting the generality of the foregoing, unless and until 
the Discharge of First Lien Obligations has occurred, except as 
expressly provided in Sections 3.l(a)(i), 3.1(g) and 6.3(b) and this 
Section 3.1(c), the sole right of the Second Lien Collateral Agent, 
the Second Lien Administrative Agent, and any other Second Lien 
Secured Party with respect to the Collateral is to hold a Lien on the 
Collateral pursuant to the Second Lien Collateral Documents for 
the period and to the extent granted therein and to receive a share 
of the proceeds thereof, if any, after the Discharge of First Lien 
Obligations has occurred. [Emphasis added]. 

Section 3.1(g) permitted the Second Lien Agent to “file any pleadings, objections, motions or 
agreements which assert rights or interests available to unsecured creditors of the Loan Parties 
arising under any Insolvency or Liquidation Proceeding or Applicable non-Bankruptcy Law, in 
each case not inconsistent with the terms of this Agreement….” 

In their opposition to the Second Lien Lenders’ objection to the sale, the First Lien 
Lenders asserted that Section 3.1(b)(i) made two points: first, that decisions as to whether the 
Collateral should be sold free and clear of liens were the exclusive province of the First Lien 
Agent; second, that the Second Lien Lenders’ protection came not from overruling 
determinations by the First Lien Agent, but from the attachment of their liens to the proceeds of 
the sale.  The First Lien Agent also noted that the Intercreditor Agreement gave the First Lien 
Agent “the exclusive right to enforce rights, exercise remedies…and make determinations 
regarding the release, sale, disposition or restrictions with respect to the Collateral.” 

In response, the Second Lien Lenders argued that Section 3.1(b)(i) on its face did not 
prohibit the Second Lien Agent and the Second Lien Lenders from taking action on their own, 
including objecting to a §363 Sale; and that “in light of the absence of an explicit prohibition 
against filing a §363 sale objection under the Intercreditor Agreement and the fact that general 
unsecured creditors could object to the Sale Transaction, the conferral under Section 3.1(g) of the 
Intercreditor Agreement to the Second Lien Agent and the Second Lien Lenders of rights of 
unsecured creditors must be viewed as granting such parties authorization to file the Objection.” 
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In its ruling, the court acknowledged that although  

it goes against the spirit of the subordination scheme in the 
Intercreditor Agreement to allow the Second Lien Lenders to be 
heard and to attempt to block the disposition of the Collateral 
supported by the First Lien Agent, I am now constrained by the 
language of the Intercreditor Agreement.  After extensive briefing 
and oral argument as well as detailed review of the Intercreditor 
Agreement, the Court finds no provision which can be read to 
reflect a waiver of the Second Lien Agent’s right to object to a 
§363 sale motion, either in its capacity as a Secured Party or in its 
capacity as an unsecured creditor.  Here, the perfect storm of a 
poorly drafted agreement, the ill-defined scope of section 3.1(g)’s 
retained right to object as an unsecured creditor, and the fact that, 
pursuant to the Secured Parties’ own stipulation, there is “no 
exercise of remedies” leads me to conclude that the Second Lien 
Agent and Second Lien Lenders have standing to object to the 
§363 sale. 

Id. at  

As the court’s comments make plain, Boston Generating is noteworthy for its 
requirement of specific clarity in the language of subordination agreements. 

D. Standstill Provisions/Subordinated Creditor’s Right to Appointment of 
Examiner.  Standstill provisions typically require a subordinated creditor to forego enforcement 
action against the common collateral of the senior and subordinated creditors until some 
specified time after the declaration of a default.  Such provisions also purport to stay 
subordinated creditors from exercising their remedies until after the senior creditor has exercised 
its own collection remedies. 

In In re Erickson Retirement Communities, LLC, 425 B.R. 309 (Bankr. N.D. Tex. 2010), 
the court addressed two subordination agreements.  In each of the subordination agreements, the 
subordinated creditors (the Michigan Retirement System Entities) agreed, among other things, 
not just to subordinate their right to payment until the senior lenders were paid in full, but also 
not to “exercise any rights or remedies or take any action or proceeding to collect or enforce any 
of the Subordination Obligations” without “the prior written consent of the Agent until the senior 
secured lenders had been “fully satisfied.”  Each subordination agreement also provided that the 
subordinated creditors “waive, for the benefit of the Agent and the Lenders…any principles or 
provisions of law, statutory or otherwise, which are or might be in conflict with the terms of this 
Agreement and any legal or equitable discharge of [the Subordinated Creditor’s] obligations 
hereunder.”  Each of the subordination agreements also provided for an assignment to the senior 
lenders by the subordinated creditors of their interests in the subordinated creditors’ loan 
documents and also provided that in the event the subordinated creditors did not comply with the 
assignment, the senior lenders would be appointed attorney-in-fact of the subordinated creditors. 
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Despite these subordination provisions, the subordinated creditors in Erickson filed a 
motion for the appointment of an examiner pursuant to §1104(c) of the Bankruptcy Code.  In 
their objection, the senior lenders argued that the provisions of the subordination agreements 
collectively prohibited the subordinated lenders from pursuing their motion and that by operation 
of these agreements, the subordinated creditors lacked standing and/or had waived their right to 
pursue the motion because they had essentially agreed to stand still, be “silent seconds,” and 
yield in all respects to the senior secured lenders until the senior secured lenders were paid in 
full. 

The Erickson court agreed with the senior creditors’ argument and, applying general 
contract principles, ruled that a reasonable person in the shoes of the subordinated party would 
have understood that they must not take action, but must “stand still” until the senior secured 
lenders were paid in full.  Id. at 315.  The Erickson court also noted that the subordinated 
creditors were “sophisticated commercial entities who knowingly waived all legal and statutory 
rights that would be in conflict with their obligation to ‘standstill’ until the [senior lenders] had 
been paid in full.”  Id. at. 316. 

See, also, In re American Roads LLC, 496 B.R. 727 (Bankr. S.D.N.Y. 2013) (court 
enforced the standstill provision and similarly noted that the subordinated creditors were 
“sophisticated parties fully aware of the implications of such a waiver”). 

E. Subordination Provisions Affecting Chapter 11 Plan Confirmation.  
Intercreditor agreements frequently contain provisions affecting the ability of subordinated 
creditors to participate in the plan confirmation process. 

1.) Claim Classification.  Bankruptcy Code Section §1122(a) provides, in relevant 
part, that “a plan may place a claim or an interest in a particular class only if such claim or 
interest is substantially similar to the other claims or interests of such class.”  Plan proponents 
and bankruptcy courts have considerably broad discretion in deciding how to classify claims.  
See, e.g., In re Loop 76, LLC, 465 B.R. 525, 536 (9th Cir. B.A.P. 2012) (“The court has broad 
discretion in classifying claims under section 1122(a).”).  How should a plan classify a 
subordinated creditor? 

Courts have usually found it proper to classify senior and subordinated claims separately 
because of the different legal rights of senior and subordinated debt with respect to a debtor’s 
assets.  See, e.g., In re Station Casinos, Inc., 2010 WL 11492265, at * 22 (Bankr. D. Nev., 
August 17, 2010) (“due to the contractual subordination of the Subordinated Note Claims, it is 
not appropriate under the distribution mechanisms of the Plan to classify those claims in the 
same Class as the Senior Note Claims”), citing In re Hawaiian Telecom Communications, Inc., 
430 B.R. 564, 591 (Bankr. D. Haw. 2009) (“senior note claims and subordinated note claims are 
different and thus may be classified separately”); In re Greate Bay Hotel & Casino, Inc., 251 
B.R. 213, 225-26 (Bankr. D. N.J. 2000) (approving separate classification of subordinated 
noteholders’ claims from general unsecured creditors’ claims, based on a lack of substantial 
similarity, because subordinated noteholders were subordinated to payment in full of senior 
noteholders, who were not being satisfied in full by plan). 
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2.) Right to Vote on Plan.  Intercreditor agreements frequently purport to limit the 
rights of the subordinated creditor to vote in favor of a Chapter 11 plan that the senior creditor 
does not support; or to vote against confirmation of a Chapter 11 plan that the senior lender does 
support; or purport to effect an assignment of the subordinated creditor’s plan voting rights to the 
senior creditor.  The courts have treated these plan voting provisions in different ways. 

In In re 203 North LaSalle Street L.P., 246 B.R. 325 (Bankr. N.D. Ill. 2000), the court 
addressed a subordination agreement executed by Bank of America and North LaSalle Street LP.  
The agreement on its face subordinated North LaSalle’s creditor rights to the creditor rights of 
Bank of America and, in particular, contained a provision giving Bank of America, in the event 
of a bankruptcy filing, the right to “file, prove, and vote or consent in any such proceedings with 
respect to any and all claims of North LaSalle.”  Id. at 328.  Following remand of the case from 
the U.S. Supreme Court, Bank of America filed an adversary complaint seeking, among other 
things, a declaration that the Bank was authorized to vote the claim of North LaSalle in the 
pending confirmation proceeding. 

Despite the plain language of the subordination agreement, Judge Wedoff concluded that 
the Bank did not have the right to vote North LaSalle’s creditor claim: 

While the language of the subordination agreements 
governs the outcome of the Bank’s right to repayment of any 
deficiency claim, the language of the Bankruptcy Code governs the 
determination of voting rights in this case.  Section 1126(a) of the 
Code provides that [t]he holder of a claim may vote to accept or 
reject a plan under Chapter 11, and the parties acknowledge that 
North LaSalle is the holder of the claim arising under its loan.  
Unless there is some basis for deviating from the plain language of 
§1126(a), North LaSalle should therefore be allowed to vote its 
claim in the confirmation process…None of the arguments given 
by the Bank justifies any deviation from the plain language of 
§1126(a). 

First, the fact that North LaSalle agreed that the Bank could 
vote its claim as part of a subordination agreement does not 
provide a basis for disregarding §1126(a).  It is generally 
understood that pre-bankruptcy agreements do not override 
contrary provisions of the Bankruptcy Code.  Thus, in Klingman v. 
Levinson, 831 F.2d 1292, 1296 n. 3 (7th Cir.1987), the court noted 
that the Bankruptcy Code generally provides for the discharge of 
an individual’s debts, and that it would be contrary to public policy 
to allow a debtor to contract away the right to a discharge.  See,
also, In re Cole, 226 B.R. 647, 652 n. 7 (9th Cir. BAP 1998) 
(collecting decisions refusing to enforce prepetition waivers of 
bankruptcy benefits other than discharge).  Indeed, since 
bankruptcy is designed to produce a system of reorganization and 
distribution different from what would obtain under nonbankruptcy 
law, it would defeat the purpose of the Code to allow parties to 
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provide by contract that the provisions of the Code should not 
apply. 

Second, §510(a), in directing enforcement of subordination 
agreements, does not allow for waiver of voting rights under 
§1126(a).  Subordination, though not defined by the Code, has a 
common understanding in the law, reflected in Black’s Law 
Dictionary, which defines subordination as: The act or process by 
which a person’s rights or claims are ranked below those of others. 
Joseph R. Nolan and Jacqueline M. Nolan-Haley, Black’s Law 
Dictionary 1426 (6th ed.1990).  Subordination thus affects the 
order of priority of payment of claims in bankruptcy, but not the 
transfer of voting rights.  One of the decisions cited by North 
LaSalle, Beatrice Foods Co. v. Hart Ski Mfg. Co. (In re Hart Ski 
Mfg. Co.), 5 B.R. 734, 736 (Bankr.D.Minn.1980), made this point 
emphatically in the course of deciding that a subordinated creditor 
was entitled to adequate protection of its claim: 

The intent of §510(a)...is to allow the 
consensual and contractual priority of payment to 
be maintained between creditors among themselves 
in a bankruptcy proceedings.  There is no indication 
that Congress intended to allow creditors to alter, by 
a subordination agreement, the bankruptcy laws 
unrelated to distribution of assets. 

Hart Ski went on to address the very issue involved here, stating in 
dicta that the Code guarantees each secured creditor certain rights, 
regardless of subordination...including the right...to participate in 
the voting for confirmation or rejection of any plan of 
reorganization. 

Third, Fed.R.Bankr.P. 3018(c) does not allow the voting of 
a subordinated creditor’s claim by the senior creditor.  The rule 
provides that an acceptance or rejection of a Chapter 11 plan must 
be signed by the creditor or equity security holder or an authorized 
agent…The Bank in this case would not be acting at the direction 
of North LaSalle in voting its claim; it would be acting in its own 
interests, quite possibly contrary to those of North LaSalle. 
Accordingly, the Bank cannot be seen as the agent of North 
LaSalle under Rule 3018. 

Finally, far from producing any results at odds with the 
intent of Congress, the plain language of §1126(a) is completely 
consistent with reasonable bankruptcy policy.  Although a 
creditor’s claim is subordinated, it may very well have a 
substantial interest in the manner in which its claim is treated.  
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Subordination affects only the priority of payment, not the right to 
payment.  If the assets in a given estate are sufficient, a 
subordinated claim certainly has the potential for receiving a 
distribution, and Congress may well have determined to protect 
that potential by allowing the subordinated claim to be voted.  This 
result assures that the holder of a subordinated claim has a 
potential role in the negotiation and confirmation of a plan, a role 
that would be eliminated by enforcing contractual transfers of 
Chapter 11 voting rights. 

Id. at 331-2. 

Other courts following the reasoning of LaSalle and Hart Ski include: In re SW Boston 
Hotel Venture, LLC, 460 B.R. 38, 52, (Bankr. D. Mass. 2011); In re Croatan Surf Club, LLC, 
2011 WL 5909199, at *2-3 (Bankr. E.D.N.C. Oct. 25, 2011). 

By contrast, a number of courts have enforced the assignment of plan voting rights.  In In
re Aerosol Packaging, LLC, 362 B.R. 43 (Bankr. N.D. Ga. 2006), the court considered the same 
provisions of the Bankruptcy Code and Bankruptcy Rules as the LaSalle Court and came to the 
opposite conclusion.  In Aerosol, the subordinated creditor had executed an agreement 
subordinating its claims against the debtor and liens on the assets of the debtor in all respects to 
the claims and liens of the senior creditor.  The subordination agreement also authorized the 
senior creditor to take certain actions in its own name and the name of the subordinated lender, 
including the right to vote the subordinated creditor’s claims in any bankruptcy of the debtor.  
Regardless of the agreement, both the senior and subordinated creditors cast ballots for the 
subordinated creditor’s claim, with the subordinated creditor basing its legal argument on 
LaSalle. 

The Aerosol court rejected the LaSalle conclusion, asserting that §1126(a) grants a right 
to vote to a holder of a claim but it does not expressly or implicitly prevent that right from being 
delegated or bargained away by such holder.  The court found that the subordination agreement 
appeared to be enforceable under Georgia law and thus was enforceable under §510(a).  As in 
LaSalle, the court noted that Bankruptcy Rule 3018 (and 9010) permits agents and other 
representatives to take actions such as voting on behalf of other parties.  But the Aerosol court 
concluded that the senior creditor before it was acting as a duly authorized agent for the 
subordinated creditor and that its actions were “similar to the actions of a real estate lender acting 
as the agent for the borrower in executing a deed under power of sale in Georgia to convey title 
to foreclosed property at a foreclosure sale (i.e., as an agent having a power coupled with an 
interest).  In both instances, the agent acts in its own interests and not in those of the purported 
principal.”  Id. at 47.  The Court concluded that the express terms of the subordination agreement 
provided for the assignment of the subordinated lender’s right to vote its claim to the senior 
lender, with the result that the senior lender would vote such claim and take other actions in 
support of its own interests and potentially contrary to the wishes and immediate interests of the 
subordinated creditor. 

For a case reaching the same conclusion as Aerosol, see, In re Coastal Broadcasting 
Systems, Inc., 2013 WL 3285936, *5 (D. N.J. June 28, 2013). 
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3.) Objections to Plan Confirmation.  Courts have been willing to enforce the terms 
of intercreditor agreements when they are appropriately drafted to cover the adverse conduct of 
the subordinated creditor.  In Ion Media Networks v. Cyrus Select Opportunities Master Fund 
Ltd. (In re Ion Media Networks), 419 B.R. 585 (Bankr. S.D.N.Y. 2009), appeal dismissed, 480 
B.R. 494 (S.D.N.Y. 2012), the purchaser of second-lien claims that were subject to an 
intercreditor agreement objected to confirmation of a plan supported by the first-lien creditors, 
primarily on the basis that the debtors’ Federal Communications Commission licenses were not 
part of the collateral on which the senior creditors had a perfected security interest and that the 
value of those licenses should therefore be shared pro rata among all general unsecured creditors.  
The intercreditor agreement between the creditors explicitly recognized the priority of the senior 
lenders’ interests, stating: 

Each of the Secured Parties acknowledges and agrees (x) to the relative priorities as to 
the Collateral (and the application of the proceeds therefrom) as provided in the Security 
Agreement ... and acknowledges and agrees that such priorities (and the application of 
proceeds from the Collateral) shall not be affected or impaired in any manner whatsoever 
including, without limitation, on account of ... (iii) any nonperfection of any lien 
purportedly securing any of the Secured Obligations (including, without limitation, 
whether any such Lien is now perfected, hereafter ceases to be perfected, is avoidable by 
any bankruptcy trustee or otherwise is set aside, invalidated, or lapses).  [Emphasis 
added.] 

Id. at 594.  Moreover, the intercreditor agreement included language prohibiting challenges to 
this priority scheme, stating: 

[U]pon the commencement of a case under the Bankruptcy Code by or against any 
Grantor...(b) each secured party agrees not to take any action or vote in any way 
inconsistent with this Agreement so as to contest (1) the validity or enforcement of any of 
the Security Documents...(2) the validity, priority, or enforceability of the Liens, 
mortgages, assignments, and security interests granted pursuant to the Security 
Documents...or (3) the relative rights and duties of the holders of the first Priority 
Secured Obligations 

Id. at 597. 

Focusing on the use of the words “purportedly securing” in the intercreditor agreement, the court 
determined that the subordinated creditor had “agreed to grant an indisputable first lien interest 
...[in] ‘purported’  Collateral,’ and that the FCC broadcasting licenses constituted such 
“purported” collateral, regardless of whether a lien on the FCC licenses was ever properly 
granted.  Accordingly, the court denied the subordinated creditor’s objection to plan 
confirmation, noting that the intercreditor agreement contained “plain and purposeful” language 
requiring the second lien lender to remain silent in the event of a Chapter 11 case and concluding 
that the subordinated creditor therefore lacked standing to object.  Id. at 597-8.  Commenting that 
the subordinated creditor’s tactics “have caused a material increase in administrative expenses in 
these cases,” the court further suggested that the subordinated creditor could be liable for 
damages as a result of what the court characterized as violations of the intercreditor agreement.  
Id. at 590, n. 4. 
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 4.) Cram Down.  In the case of cram down plan confirmations, Bankruptcy Code 
§1129(b)(1) provides: 

(b)(1)  Notwithstanding section 510(a) of this title, if all of the 
applicable requirements of subsection (a) of this section other than 
paragraph (8) are met with respect to a plan, the court, on request 
of the proponent of the plan, shall confirm the plan 
notwithstanding the requirement of such paragraph if the plan does 
not discriminate unfairly, and is fair and equitable, with respect to 
each class of claims or interests that is impaired under, and has not 
accepted, the plan. [Emphasis added.] 

In order for a Chapter 11 plan to be confirmed under §1129(a), each impaired class of claims or 
interests must accept the plan. 11 U.S.C. §1129(a)(8).  If all creditor classes do not accept the 
plan, the plan may still be confirmed under §1129(b) by “cramming down” the impaired classes 
of claims or interests that rejected the plan, as long as at least one impaired class of claims or 
interests has accepted the plan.  But what is the effect of the phrase “[n]otwithstanding section 
510(a) of this title” in §1129(b)(1)? 

In In re TCI 2 Holdings, LLC, 428 B.R. 117 (Bankr. D. N.J. 2010), the court overruled 
the senior creditors’ objection to confirmation of a cram down plan on the grounds that the plan 
violated an intercreditor agreement, causing the plan to be unconfirmable as violative of §510(a), 
an “applicable provision” of the Code under §1129(a)(1).  In its ruling, the TCI court did not 
decide if there was a violation of the intercreditor agreement but held that even if there were such 
a violation, it would not impede a cram down confirmation of the plan.  In an opinion 
(apparently) of first impression, the court concluded that 

[t]he only logical reading of the term ‘notwithstanding’ in section 
1129(b)(l) seems to be: ‘Even though section 510(a) requires the 
enforceability of a subordination agreement in a bankruptcy case to 
the same extent that the agreement is enforceable under 
nonbankruptcy law, if a nonconsensual plan meets all of the 
§1129(a) and (b) requirements, the court ‘shall confirm the plan.’  
The phrase ‘[n]otwithstanding section 510(a) of this title’ removes 
section 510(a) from the scope of 1129(a)(l), which requires 
compliance with ‘the applicable provisions of this title.’  11 U.S.C. 
§ 1129(b)(l). 

Id. at 141. 

IV. Conclusion 

Case law makes it clear that bankruptcy courts will normally enforce the provisions of 
intercreditor/subordination agreements when those provisions merely establish the priority of 
claims, payments, and rights in collateral.  Case law is less clear on the extent to which courts 
will enforce bankruptcy waiver provisions in intercreditor agreements that go beyond 
establishing claim/payment priority.  As reflected in Hart Ski and 203 North LaSalle, the courts’ 
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initial impulse was to conclude that §510(a) did not extend to approval of such bankruptcy 
waiver provisions.  More recent opinions, however, have demonstrated the courts’ increasing 
willingness to enforce bankruptcy waivers embedded in intercreditor/subordination agreements, 
particualrly when the parties are commercially sophisticated (Erickson) and—most 
importantly—the language of the waiver provisions is absolutely clear and unambiguous 
(Momentive; Boston Generating).  This requirement is consistent with Washington case law 
holdings that “priority rights under a subordination agreement are strictly limited to the express 
terms and conditions of the agreement” (Campanella; Ban-Co Investment Co.).  Evaluating facts 
on a case by case basis, courts may also be inclined to enforce bankruptcy waivers in cases 
where the subordinated creditor uses an intercreditor agreement as a basis to engage in 
obstructionist behavior or unwarranted aggressive litigation tactics (Ion Media). 
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I. Overview of Settlements

A. Some Statistics

1. A report of the Association of Trial Lawyers of America, with a
research date of April 28, 2013, found that the annual cost to the
U.S. economy for civil lawsuits is $233 billion, the average
compensation payout for personal injury lawsuits is $60,000, the
percentage of punitive damages awards won by plaintiffs is 6%,
and the average award in a punitive damage lawsuit is $50,000.

2. According to the same report, the percentage of tort lawsuits won
by the plaintiff is 48% -- with the percent of cases won in bench
trials being 54% and the percent of cases won in jury trials being
46%. It is likely that the 52% of tort plaintiffs who lost their cases
were steadfast in their belief that they had meritorious claims.

3. Since 1960, there has been a marked decline in trial rates, and
summary judgment has been identified as contributing to that
decline. See Marc Galanter, "The Vanishing Trial: An Examination
of Trials and Related Matters in Federal and State Courts," 1 J.
EMPIRICAL LEGAL STUD. 459 (2004). Several empirical studies
have found an increase in the use of summary judgment motions
and an increase in civil case terminations through the use of
summary judgment practice as opposed to trial. See Theodore
Eisenberg & Charlotte Lanvers, "Summary Judgment Rates Over
Time, Across Case Categories, and Across Districts: An Empirical
Study of Three Large Federal Districts," Cornell Law School
Research Paper No. 08-022, prepared for The First International
Conference on Empirical Studies of Judicial Systems (May 28,
2008 draft), at 1-4 (noting a 2007 study that concluded that in
fiscal year 2006, about 4% of federal cases were terminated by
summary judgment).  Some empirical studies report that summary
judgment is sought in somewhere between 15% and 20% of all civil
cases; 88% of the motions seek to resolve the entire case while 12%
are motions for partial summary judgment; and the filing rate is
higher or lower depending upon the judicial district and the type of
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case. See Stephen S. Gensler & Lee H. Rosenthal, "Managing 
Summary Judgment,", 43 LOYOLA. U. CHI. L. J. 517, 526, N. 34 
(2012).

B. The Law Favors Settlement

1. It has long been the policy of the courts to encourage the
settlement of litigation.  See Stephen McG. Bundy, "The Policy in
Favor of Settlement in an Adversary System," 44 HASTINGS L. J. 1
(1992). This policy has been spawned in part by congestion in the
nation's courts. It is also a product of the belief of some that "a bad
settlement is almost always better than a good trial." In re Warner
Communications Sec., Litig., 618 F. Supp. 735, 740 (S.D.N.Y.
1985), aff'd, 798 F.2d 35 (2d Cir. 1986).

2. It is the strong policy in most jurisdictions for parties to attempt to
settle their differences.  See, e.g., In re Syncor ERISA Litig., 516 F.
3d 1095, 1101 (9th Cir. 2008) (noting the "strong judicial policy
that favors settlements, particularly where complex class action
litigation is concerned.); LNV Corp. v. Studle, 743 S.E.2d 578 (Ga.
App. 2013); Pickett v. Holland Am. Line-Westours, Inc., 35 P.3d
351 (Wash. 2001), cert. denied, 536 U.S. 941 (2002).

3. The same policy favoring settlements is broadly recognized in
federal courts.  See SEC v. Citigroup Global Markets, Inc., 752 F.3d
285 (2d Cir. 2014) (reversing district court's refusal to approve a
settlement because the defendant declined to acknowledge
culpability).

C. Most Cases Settle

1. Irrespective of the time or scope of studies and surveys on the
subject, it is clear that the overwhelming number of civil litigation
matters ultimately settle. See James C. Duff, ADMIN. OFFICE OF
THE U.S. COURTS, JUDICIAL BUSINESS OF THE UNITED
STATES COURTS:  2010 ANNUAL REPORT OF THE DIRECTOR
172 (2011) (stating that of some 309,000 civil cases in federal
courts terminated during a 12-month period ending in 2010,
approximately 1.1% of them were terminated by trial, after taking
into account both the granting of dispositive motions and
settlements reached by the parties).

2. Some early studies have concluded that only 7% of cases filed in
federal courts are decided by a judge or a jury.  See Marc Galanter
& Mia Cahill, "Most Cases Settled: Judicial Promotion and
Regulation of Settlements," 46 STAN. L. REV. 1339, 1340 n. 2
(1994). Other early studies, looking at both federal and state
settlement rates, indicate that only 5% of all civil cases are
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ultimately decided by a judge or jury.  See Susan C. Del Pesco  & 
Richard K. Herrmann, "The Second Face of Toxic Tort Litigation: 
Claims for Insurance Coverage," 2 WIDENER L. SYMP. J. 205, 219 
(1997). See also, Brian J. Ostrom & Neal v. Kauder, EXAMINING 
THE WORK OF STATE COURTS, 1996: A NATIONAL 
PERSPECTIVE FROM THE COURTS STATISTICS PROJECT, at 
11, National Center for State Courts (1997) (noting that less than
3% of civil cases reach a trial verdict and less than 1% of all civil 
dispositions are through jury trials).

3. These statistics do not mean that the balance of the cases that are
not resolved at trial are settled. Some may be the subject of
dispositive motions and others may simply be voluntarily
dismissed with or without prejudice by the plaintiff. See Theodore
Eisenberg and Charlotte Lanvers, "What is the Settlement Rate
and Why Should We Care?" SIXTH JOURNAL OF EMPIRICAL
LEGAL STUDIES, Issue 1, 111-146 (March 2009) (noting that while
settlement is the most common successful outcome for plaintiffs,
far exceeding the number of successes at trial, trials are a small
and diminishing fraction of case terminations, with plaintiffs
succeeding through trial in less than 5% of filed cases; but that
there are not available and reliable statistics on overall settlement
rates).

II. When to "Talk Settlement"

A. Any Time is a Good Time

1. Settlement discussions can be initiated at any time -- after an overt
threat of litigation, but before its commencement; at any time after
commencement, but prior to trial; after trial and before the jury or
judge returns a verdict or judgment; or after entry of a judgment
and during the pendency of an appeal. The choice is rarely between
settlement and litigation, but rather the point in time when it
becomes appropriate in the eyes of the parties to attempt to resolve
their differences by agreement.

2. Some may be concerned that initiating settlement discussions is a
sign of weakness. Hence, some counsel are reticent to be the one to
suggest a settlement dialogue. That may explain why so many
cases settle "on the courthouse steps," when counsel and parties
more soberly assess their case and believe that broaching the topic
of settlement is less likely to be misconstrued as a lack of resolve.

3. A court's intervention may facilitate settlement discussions among
the parties. The court may refer the parties' dispute to a court-
connected mediation program. Some courts have the power to
refer cases to mediation, but cannot order parties to resolve their
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difference in mediation. See Dept. of Transp. v. City of Atlanta, 380 
S.E.2d 265 (Ga. 1989). In addition, the court may require a 
settlement conference with the parties, either pursuant to Rule 16 
of the Federal Rules of Civil Procedure in the case of a lawsuit 
pending in federal court or a corresponding state statute or rule in 
the case of a lawsuit pending in state court.

B. Settlement Talks Prior to Litigation

1. The parties may undertake settlement discussions prior to
commencing a suit or arbitration because they are contractually
required to do so, or to engage in formal mediation. Courts have
unhesitantly enforced agreements to mediate by requiring
mediation prior to arbitration. See, e.g., Clarke's Allied, Inc. v. Rail
Source Fuel, LLC, 2012 WL 6161565 (E.D. Tex. Dec. 11, 2012). The
Commercial Rules of the American Arbitration Association now
require mediation as precursor to binding arbitration in matters
involving $75,000 or more, unless the parties to the arbitration opt
out of the mediation requirement. See AAA Commercial
Arbitration Rule 9.

2. In some cases, the parties may elect to undertake mediation prior
to the commencement of a lawsuit, but the risk of doing so is that
the parties may lack essential information for informed bargaining.
See Dwight Golann, SHARING A MEDIATOR'S POWERS:
EFFECTIVE ADVOCACY IN SETTLEMENT at 132 (American Bar
Association 2013) (citing an American Bar Association study in
which 81% of mediation users expressed the belief that the best
time to mediate is after "critical," but before full, discovery is
completed).

3. Putative plaintiffs should make certain that the applicable statute
of limitations will not run during the period that settlement
discussions are being held. To ensure that an approaching
limitations period does not bar pursuit of a claim if settlement is
not achieved, the plaintiff might insist upon the execution of a so-
called tolling agreement that extends the bar date during the
period of settlement discussions and typically an additional period
(say, 60 days) thereafter.

C. Post-Commencement Settlement Talks

1. After the commencement of a lawsuit, the court may require a
settlement conference overseen by the trial judge.

2. Settlement discussions may be required as a result of a court-
ordered mediation.
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3. The parties may voluntarily undertake to mediate their dispute,
either as part of or separate from the court's mediation program.
The parties often undertake settlement discussions without the aid
of a mediator.

D. Factors Prompting Settlement Discussions

1. If the anticipated source of recovery for the plaintiff is an
insurance policy covering the claim, both the plaintiff and the
defendant may be desirous of settling early on so that policy
coverage is not depleted by legal fees incurred in the defense of the
litigation.

2. If a litigant makes an offer of judgment or settlement pursuant to
Rule 68 of the Federal Rules of Civil Procedure ("FRCP") or
pursuant to an equivalent state rule, counsel for the offeree may be
wary of the consequences of rejecting such an offer.

3. The filing of a dispositive motion, such as a motion to dismiss, for
judgment on the pleadings, or for summary judgment, may refocus
a litigant's attention upon the strength and value of its case, as well
as the likelihood (and consequences) of the motion being granted.

4. An approaching trial date often has a sobering effect upon parties
and their counsel.

As noted English writer, Samuel Johnson, is supposed to 
have said, "Nothing concentrates one's mind so much as the 
realization that one is going to be hanged in the morning." At 
trial, parties and counsel are finally forced to test their case 
evaluations against the final judgment of a judge or jury. 
From the perspective of a defendant, the risk of imposition of
punitive or treble damages may provide ample incentive for 
it to make settlement concessions.

5. The specter of substantial litigation costs (particularly in discovery,
where most costs are typically incurred) may coax otherwise
reluctant litigants to the settlement table. However, "sunk costs"
resulting from significant past litigation activity may be an obstacle
to settlement, as parties believe they have "come this far" and they
may as well stay the course or hold out for a higher (or lower)
settlement offer in hopes of recouping their investment in the
litigation.

6. If one party has been awarded preliminary equitable relief, such as
a temporary restraining order or preliminary injunction, a
counterparty, for whom "time is of the essence," may opt for a
settlement resolution.
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7. A defendant's concern for reputational issues that may flow from
the commencement and vigorous prosecution of a suit, such as one
involving allegations of fraud, mismanagement, unethical conduct,
or discrimination may lure a defendant to the settlement table.

Recall Coca Cola's $192 million settlement in 2000 of a class 
action lawsuit alleging race discrimination in employment 
practices, with the defendant avoiding further reputational 
damage from the lawsuit and significantly repairing its 
corporate image through publicly disclosed terms of the 
settlement.

8. If a judgment for the plaintiff in the amount requested would
threaten the ongoing viability of the defendant organization, the
defendant may be prepared to make significant concessions to buy
peace.

III. Disputes Difficult to Settle

A. Lack of Information

1. Although an early initiation of settlement discussions can save
parties significant investments of time and expense in the
litigation, a disadvantage exists when a party lacks information
that is essential to informed bargaining. Lack of information often
centers around evidence of damages and the absence of expert
reports calculating lost profits or other damages.

2. Litigation attorneys are often obsessed with "leaving no stone
unturned" in the discovery process. The desire to find the
proverbial "smoking gun" can result in parties feeling unprepared
to negotiate when they have not undertaken some discovery. Like
some physicians who prescribe every conceivable diagnostic tests,
counsel may worry that the failure to discover a "smoking gun"
that is found to exist after trial or settlement can lead to
malpractice claims. As a result, an inordinate amount of time and
expense is often devoted to a wide-ranging discovery process by
both sides.

3. Parties desirous of a settlement should be prepared to exchange
documents and other information that may assist case evaluation
by the other side and informed bargaining, particularly where that
information is otherwise freely discoverable in litigation.
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B. Strong Emotions of Parties

1. Fear, anger and other emotions of a party may cloud thinking and
ultimately become a barrier to settlement.

2. Fearful people usually have pessimistic risk assessments, tend to
make risk-averse choices, feel vulnerable and not in control, and
rarely see an upside to compromise.

3. Anger may surface when a party feels that it has been mistreated
by the opponent, either prior to or during the course of the
litigation.  Through litigation, a party may seek vindication and
validation from a judge or jury of the party's "aggrieved status" or
confirmation that the party is "blameless" and recognition that the
opponent is culpable.

4. The surfacing of anger or other strong emotions in the course of a
settlement conference can elicit a similar response from an
opposing party and frustrate the goal of settlement discussions.

5. In a recent mediation, the plaintiffs, who were allegedly defrauded
into making investments in the defendant corporation by allegedly
false representations of the defendant officers and directors,
rejected substantial settlement offers from the individual
defendants because, after giving effect to the settlement, the
individual defendants would still possess some (though nominal)
assets. Anger and the desire for revenge were motivating factors, as
the aggregate settlement amount would have still left the plaintiffs
with substantial losses.

C. Desire to Establish a Favorable Precedent

1. Settlement prospects are severely diminished when one party's
primary motivation is to overturn an adverse ruling that may have
an impact beyond the case at hand or to establish a favorable
precedent for ongoing business reasons. This motivation is
frequently encountered in dealing with governmental agencies that
wish to establish a favorable precedent in various jurisdictions
throughout the country and view settlement as thwarting that goal.

2. To be weighed against the desire for a favorable precedent is the
prospect that an adverse ruling or unfavorable precedent may lead
to an untenable business environment for a party or the prospects
for significant future litigation based on the adverse ruling.
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D. Litigating on "Principle" or for Public Vindication

1. A party may be litigating on "principle" rather than economics or
other practical realities. However, parties often confuse a desire
for retribution with a desire for "justice" and therefore believe they
are negotiating out of principle when in truth vengeance is their
real motivation. For example, a defendant may feel that the claim
asserted against it is frivolous and will not "knuckle under" to a
settlement solely for the purpose of defraying defense costs -- "I
would rather pay my lawyer to teach you a lesson than pay the
same amount as 'ransom money' to you!"

2. When a party seeks public vindication, as might occur when
significant press coverage has intimated that the party has been
guilty of wrongdoing, settlement will rarely achieve the party's
desired litigation goal.

3. Those bargaining from a position of principle or for public
vindication may weary of the fight if they have sorely
underestimated the cost of establishing the principle or achieving
vindication.

E. Justice and Fairness

1. Although lawyers and lay persons often refer to the "justice
system" and the dispensation of "justice" by courts, there is little
agreement on what a just result would be in a given civil dispute or
how the interests of justice are served by a particular dispute
resolution.

2. In negotiating the settlement of a lawsuit, many parties are
motivated by a sense of entitlement to "justice" and "fair"
treatment.  In many cases, justice and fairness in their minds
means that they receive the same or substantially the same
treatment that others in the justice system receive in similar
circumstances.  For example, if multiple co-obligors are sued on
the same instrument and several of them settle, a remaining
defendant in settlement negotiations will surely want to know, for
"fairness" sake, at what price each co-defendant settled.

3. This desire for equality of treatment may extend to settling
defendants who have been told of settlement results achieved by
other defendants in unrelated, but similar, litigation brought by
the same plaintiff.  The anecdotal evidence may be a more
significant influencing factor in the negotiations than the
particular facts and merits of the defendant's case.
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4. Plaintiffs, too, in their quest for "justice" and "fair" treatment are
influenced by reported recoveries in similar cases.  The recoveries
in those cases become the benchmark against which the plaintiff
assesses the fairness of settlement offers made to it.

One can see how outlier recoveries, such as that in 
McDonald's case, can have an anchoring effect on plaintiffs 
and create unrealistic expectations.

F. Involvement of Multiple Parties

1. The larger the number of parties involved in a dispute, the more
difficult it may be to orchestrate an acceptable "global" result.

2. This is especially true when multiple parties are not aligned and
have significant adverse interests.

3. For example, there may be a claim prosecuted by a party against
multiple defendants who are alleged to be jointly and severally
liable but who have differing defenses and potential cross-claims
against one another, as well as rights of contribution and
reimbursement.  The defendants may have a common interest in
defeating the plaintiff's claim, but conflicting interests in
apportioning fault and damages. In these types of disputes, it may
be very difficult to settle with one defendant without settling with
all of the other defendants.

G. Inequality of Bargaining Power

1. When there is a substantial inequality of bargaining power among
the parties, the party in the superior position may feel that a
"scorched earth policy" in the litigation will wear down the weaker
opponent.

2. Inequality may result from a variety of factors, including a party's
relative lack of financial resources, a party's time constraints in
obtaining dispute resolution, or reputational issues that are
significant for a party to preserve.

3. When a plaintiff having a superior position is also motivated by a
desire for revenge, settlement prospects may be dim. Indeed, it
may prove difficult to coax the plaintiff to participate in a
settlement conference. Even a court's direction to mediate may not
soften the hard position of a plaintiff in that situation.
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H. Disagreements over Interpretation of Law

1. When the primary impediment to a negotiated resolution is a
disagreement over the law, its interpretation, or its application to
undisputed facts, a settlement may be difficult to reach.

2. The party believing that it has the better legal position may view
the outcome of litigation as a chance to "win it all." Settlement
prospects becomes even more remote when the counterpart holds
the same view of its case.

3. When a case may be disposed of as a matter of law, parties
confidant in their legal positions will usually file dispositive
motions and may be content to await a ruling before engaging in
serious settlement discussions.

4. Unlike fact-based disputes, where the outcome may turn on the
credibility of witnesses or the persuasiveness of expert testimony, a
law-based controversy can often be resolved on briefs and without
undue expense.

Suppose, for example, that the defendant believes that it has 
a meritorious statute of limitations defense. Both parties 
may await a ruling on that issue before electing to participate 
in settlement discussions. If the defendant prevails, the 
plaintiff may be persuaded to settle during the pendency of 
its appeal for a relatively nominal amount, unless the 
plaintiff believes that its appeal has a high likelihood of 
success. If the defendant's motion is denied, the defendant 
will be faced with the likelihood of moving forward with the 
litigation and then may be open to an amicable resolution. 

I. Contingency Fee Arrangements

1. When a plaintiff's counsel has taken a case on a contingency fee
basis, the plaintiff may feel that it has no real "skin in the game,"
other than reimbursable out-of-pocket expenses incurred by
counsel and the plaintiff's time and emotional investment in the
case.

2. Plaintiff's attorney may view the case as having a potential
"jackpot" outcome and be disinclined to recommend settlement
absent an unrealistically high settlement payout.

3. Counsel may be unduly influenced by the economics of the case,
depending upon whether counsel has the case on a contingency fee
or an hourly fee arrangement.
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4. Contingency fee plaintiff's counsel may view with disfavor
settlement proposals that entail a substitution of non-monetary
consideration, in whole or in part, for a lump sum settlement
payment.

J. Third-Party Litigation Funding

1. A plaintiff may have obtained third-party funding for the case and
ceded significant authority over settlement of the dispute to the
litigation funder.

2. Opposing counsel should always inquire whether a third-party
funding arrangement exists before entering into settlement
discussions. If a funding arrangement exists, the defendant should
condition its participation in settlement discussions upon the
active participation of the litigation funder.

3. At times the existence of litigation funding can actually facilitate a
settlement. A litigation funder normally is free of many of the
biases affecting the case assessment and decision-making of
parties and their counsel. Litigation funders tend to be more
objective, rational, free of emotion, sophisticated in risk
assessment, and economically (rather than emotionally) driven in
determining when and at what level to settle a dispute that is the
subject of litigation that they are funding. On the other hand, a
representative of a litigation funder who has encouraged the
investment in the litigation may be reluctant to acknowledge faulty
analysis in making the investment and hold out for an
unrealistically high settlement.

4. Because litigation funders sometimes take a collateral assignment
of the cause of action and proceeds realized from trial or
settlement as security for their funding or acquire a percentage
ownership interest in the claim, counsel for the defendant should
be certain to obtain the litigation funder's consent to the
settlement and to disburse settlement proceeds pursuant to mutual
agreement of the litigation funder and the plaintiff.

K. Defendant Pleads Poverty

1. In many cases, the defendant may not have the financial resources
to pay a judgment against it for even a fraction of the amount
sought to be recovered.

2. A defendant who "pleads poverty" may attempt to use lack of
financial resources and the possibility of bankruptcy to its
advantage in the settlement negotiations.  The plaintiff, on the
other hand, will usually insist upon some evidence of the
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defendant's financial wherewithal, with a warranty of accuracy of 
disclosures regarding such financial condition in the settlement 
agreement as a condition to the effectiveness of any claim releases.

3. The defendant will understandably be reluctant to disclose the
nature, extent and location of its assets unless and until the parties
are within a zone of settlement, negotiated based upon an assumed
financial ability to pay and to be backed up later with proof of the
defendant's financial worth.

4. A rational claimant will have to give careful consideration to the
possibility of the defendant's bankruptcy if a sizeable judgment is
awarded in the plaintiff's favor. In a bankruptcy of a defendant
who is rendered insolvent by a judgment, the plaintiff's ratable
share of distributions from the insolvent estate may be less, and
payable over a longer period of time, than could be achieved in a
settlement.

5. If the settlement amount that the defendant is able or willing to
pay is nominal in relation to the amount of the plaintiff's claim,
and if the claim arises from acts or inactions of the defendant that
would make the claim nondischargeable in the defendant's
bankruptcy (see 11 U.S.C. §§ 523(a) & 727)), the plaintiff may be
disincentivized to settle for such a small amount and may opt
instead to "punish" the defendant by pursuing a
nondischargeability proceeding in the defendant's ultimate
bankruptcy.

L. Saving Face

1. A client representative may have made decisions or taken actions
that have led to the dispute and that, with the benefit of hindsight,
were ill-advised.  In such a situation, the client representative may
need to "save face" within his or her organization, may view the
litigation as an opportunity to vindicate the representative's
decisions or actions, or cover up wrong-doing, and may resist any
settlement that suggests an error or omission on the
representative's part.

2. When an attorney believes that a client representative may be too
involved in the operative facts of the dispute and too emotionally
invested in the controversy, counsel might suggest that another
representative within the client organization attend the settlement
conference, either in lieu of or together with the involved
representative.

3. Similarly, an attorney may have been overly aggressive and
optimistic in the attorney's initial evaluation of the merits of the
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client's case to persuade the client to hire the attorney.  The client 
may have sent strong signals to the attorney that the client wanted 
a "warrior" attorney who "bought into" the client's assessment of 
the merits and would zealously champion the client's cause.  In 
those instances, it may be difficult for the attorney to modify the 
original case evaluation, lest the attorney be perceived by the client 
as lacking "fire in the belly." 

M. Inexperienced Counsel

1. Inexperienced litigation counsel may offer irrational settlement
advice to clients due to minimal exposure to actual trial of cases,
less appreciation for trial risks, and an inability to handicap trial
outcomes. As a result, inexperienced counsel may provide case
evaluations that are overly optimistic for the client.

2. Inexperience may also manifest itself by an attorney's substantial
underestimation of the costs and delay of litigation.

3. On other occasions, lawyers lacking experience may be anxious to
gain trial experience and "make a name" for themselves through
the case and therefore discourage settlement. Of course, the
reverse is true and some lawyers may be too eager to settle for fear
that a trial will reveal their inexperience and inadequacies.

N. Pure Money Cases

1. If a dispute involves solely the payment of money by one side to
the other, the settlement is said to involve a "zero sum game" (a
dollar received minus a dollar paid = 0). The plaintiff's gain is a
loss for the defendant, dollar-for-dollar, and vice versa. The parties
regard the "settlement pie" as fixed.

2. In a pure money dispute, each side evaluates the settlement based
solely on monetary considerations, such as the time value of
money, the net gain or loss after factoring in the cost of litigation,
the magnitude of the potential recovery (e.g., the possibility of
treble or punitive damage award), and the likelihood of success on
the merits. If each side has a starkly different case evaluation, and
neither side is sufficiently incentivized to settle, the dispute will
likely linger in court until a dispositive motion is granted or denied
(thereby perhaps sobering a party's case evaluation), newly
discovered evidence reveals previously unknown strengths or
weaknesses in a party's case, or litigation costs spiral out of
control.

3. To be contrasted with pure money disputes are those in which the
parties have other interests and needs at stake. This is often the



Chapter 4—Negotiating the Settlement of a Lawsuit

 4–1431st Annual Northwest Bankruptcy Institute

case when a dispute involves parties who hope to continue a past 
business relationship with one another that is threatened by the 
dispute. Suppose, for example, a dispute arises between a 
franchisor and franchisee, both of whom hope to continue their 
relationship after the dispute is resolved. The collateral damage to 
the relationship that would occur through ongoing litigation may 
be ameliorated by settlement. Even when an ongoing business 
relationship is not foreseeable, the parties may need to address 
non-economic issues, such as public apologies or retractions, the 
negotiation of cross-licenses in intellectual property disputes, or
cooperation in an orderly dissolution of a joint business enterprise.

4. Litigation is generally about the recovery of money -- who pays and
how much. Litigation rarely lends itself to the reconciliation of
non-monetary interests and needs of the parties. Courts are ill-
equipped to fashion remedies that address all of the needs and
interests of parties to a dispute. Because lawyers are advocates in
this litigation arena, they may fail to ferret out the needs and
interests of a client beyond monetary considerations. Thus, while
litigation may be framed in terms of a monetary recovery by the
plaintiff from the defendant, there may be other interests and
needs of the parties which can (and should) be addressed and the
satisfaction of which will facilitate resolution of the controversy.

For example, the author mediated a dispute between two 
owners of a highly successful business, which, when initially 
formed, did not provide a mechanism for one owner to buy 
out the other in the event of a disagreement. Unless the 
parties mutually agreed upon a buy-out of the shares of the 
putative defendant by the putative plaintiff, the only way of 
reconciling their differences would be through a dissolution 
of the successful business, a result that neither party desired. 
The putative defendant placed an unrealistically high value 
on his shares, stating that he did not want to be bought out 
and, if the putative plaintiff wanted to acquire his shares, the 
plaintiff would have to pay the defendant's exorbitant price. 
Underlying the dispute, however, were personal issues that
had arisen between the parties, which, if resolved, would 
have led to a resolution of their dispute and allowed the 
putative plaintiff to have full control of company operations 
while allowing the putative defendant to retain some 
economic interest in the continued success of the venture.
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IV. Case Evaluation and Preparing for Settlement

A. Elements of Case Evaluation

1. The basic elements of case evaluation include, for the plaintiff,
whether the claim will survive a motion to dismiss, survive a
summary judgment motion, prevail at trial, withstand an appeal,
and be collectible. Additional factors to be considered include the
cost of the litigation to the client and the expected timeline from
start to finish. Counsel must obtain a firm grasp of all applicable
principles of law, including affirmative defenses, possible
counterclaims, and offsets.

2. Counsel should take into account the existence (or absence) of
supporting documentary evidence, credible witnesses for a claim
or defense, and potential judge/juror biases for or against the
client (e.g., large bank suing "hapless" consumer); realistically
assess the strengths of the opposite side's case; review past
experiences of counsel (or colleagues) before the judge assigned to
the case; and consider the characteristics of the jury pool from
which a jury may be selected.  Further, counsel will have to factor
in the sophistication and experience of the adversary's counsel in
trying cases.

3. Suppose a plaintiff's trial counsel handicaps the risk of surviving a
motion to dismiss, surviving a motion for summary judgment, and
prevailing at trial at 60:40, in favor of the plaintiff.
Mathematically, the odds of an ultimate favorable outcome for the
plaintiff is 22% (.6×.6×.6 = .216). If counsel predicts a 90%
likelihood of prevailing, the odds of a favorable outcome for the
plaintiff is 73% (.9×.9×.9 = .729). If the plaintiff's estimated
recovery at trial is $1,000,000, the handicapped recovery would be
$220,000 or $730,000, depending upon which of the foregoing
percentages is used, less legal fees and other expenses (assume
$250,000), for a net handicapped recovery of $30,000 or
$480,000, again depending upon the percentage.  See Robert B.
Calihan, John R. Dent, & Marc B. Victor, "The Role of Risk
Analysis in Dispute and Litigation Management," presented at the
American Bar Association 27th Annual Forum on Franchising,
October 6 - 8, 2004 (2004 American Bar Association).

4. In case assessments, counsel should be mindful of studies that
reveal the magnitude of errors made by litigants in unsuccessful
settlement negotiation, based upon an analysis of 2,054 contested
litigation matters in which the parties conducted settlement
negotiations, rejected the adverse party's settlement proposal, and
proceeded to trial.
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The study compared the settlement positions of the parties 
with the ultimate arbitration award or verdict, and reveals a 
high incidence of decision-making errors by both sides. The 
study concludes that, in the vast majority of cases, plaintiffs 
could have achieved significantly more through settlement 
than litigation. Defendants, on the other hand, made the 
wrong decision far less often, in 24% of cases, while plaintiffs 
were wrong in 61% of cases. In only 15% of the cases, were 
both sides justified to go to trial -- meaning that the 
defendant paid less than what the plaintiff had demanded 
but the plaintiff was awarded more than the defendant's 
offer. See Randall L. Kaiser, Martin A. Asher & Blakeley B. 
McShane, "Let's Not Make a Deal: An Empirical Study of 
Decision Making in Unsuccessful Settlement Negotiations," 5 
JOURNAL OF EMPIRICAL LEGAL STUDIES, Issue 3, at 
407 - 645 (September 2008).

5. The cost of the litigation will clearly have to be part of the analysis
in case assessment. What rational business person would
knowingly commit to spend an estimated $1 million in four years
of litigation to recover the same amount of money from a
defendant on a contract claim? Of course, where sunk costs
already exist, it may be rational to continue on the same path for as
long as marginal benefits can be expected to exceed anticipated
marginal cost.

B. Difficulty of Objective Evaluation

1. Much of the outcome of litigation depends upon a number of
variables beyond the control of counsel, including the relative
expertise of adversary counsel in trial matters, the identity and
predilections of the judge, the make-up (age, race, sex, religion,
and financial status) of the jury, the availability and credibility of
witnesses, the presence or absence of potentially damning
documents, and the relative "likability" of the client or client
representative. Failure to acknowledge these variables is often the
result of unconscious biases that infect our analysis (discussed
below).

2. As a result, forecasting litigation outcomes is inherently risky and
precise outcomes are usually unpredictable. Trial counsel can
control what jurors see and hear, but not what they perceive.

Counsel for McDonald's Restaurants no doubt was shocked 
when a jury in Albuquerque, New Mexico, returned a $2.9 
million award ($2.7 million being punitive damages) to a 
customer of the restaurant chain who spilled coffee on 
herself after purchasing the coffee at a drive-thru. See
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"McDonald's Cup of Scalding Coffee: $2.9 Million Award", 
CHI. TRIB., August 18, 1994, p. 1. The trial judge later 
reduced the final verdict to $640,000 and the parties 
ultimately settled for a confidential amount before an appeal 
was decided.  See Liebeck v. McDonald's Restaurants, 1995 
WL 360309 (N.M. Dist. Ct. August 18, 1994).

3. A plaintiff may point to sizeable verdicts rendered in cases having
similar facts to those supporting the plaintiff's claim, but without
focusing on the facts in those cases that may significantly
differentiate them from the facts of the plaintiff's claim. Counsel
for a party may recall a similar case handled in the past with a
favorable result and, without considering unique aspects of the
case (including witness credibility) that would explain in part the
favorable result achieved, cite that experience as precedent for
predicting a similar outcome in the case at hand.

4. It is not uncommon for lawyers on opposite sides of the fence in
litigation to handicap their respective chances of success at better
than 50%. If both lawyers are seasoned trial attorneys, with
relatively the same level of experience, the fact that the sum of
their predictions exceeds 100% can only be explained by
perspective biases that cloud their analyses.

5. Significantly differing views on the worth of the case are evident
when a litigant is sanctioned by a judge for bringing a case deemed
"baseless" by the judge, even though the litigant's attorney opined
that the case had merit. See Charles M. Yaboln, "The Good, the Bad
and the Frivolous Case: An Essay on Probability and Rule 11," 44
UCLA L. REV. 65, 78 (1996). Often, differences in views regarding
the worth of a case may turn on the weight to be accorded to
particular evidence in trial.

6. Counsel for a party will often have a more optimistic view of the
outcome of litigation than would a neutral evaluator, having access
to the facts and arguments from both sides. See Richard Birke &
Craig R. Fox, "Psychological Principles in Negotiating Civil
Settlements," 4:1 HARV. NEGOTIATION L. REV. 1, 13 - 14 (1999).
Accordingly, it is not uncommon for sophisticated clients to seek a
neutral evaluation, either in collaboration with a counterpart or as
a means of independently testing the trial attorney's evaluation
against that of a disinterested party.

C. Prepare the Client for Settlement

1. Remind the client that settlement entails giving up something that
it thinks it deserves and allowing an adversary to gain something
that the client believes is an undeserved windfall for the adversary.
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2. For institutional clients, it is important to select an appropriate
representative for the settlement conference -- ideally someone
without emotional involvement in the case, but having an
understanding of the underlying facts and basic legal principles
and possessing adequate authority to negotiate a settlement.

3. The client (or client representative) must be encouraged to put
aside emotional baggage, to the extent possible.

4. Counsel should have an honest and open discussion with the client
regarding the time that it will take to get to a trial of the case, the
reasonable prospects of the court granting a dispositive motion in
the client's favor, the anticipated cost of litigation, and the
additional delays and costs from an appeal. Rarely will counsel
forecast the outcome of litigation as "It's a slam-dunk" or "It's a
sure thing." Instead, counsel typically will use words of hedging,
such as "more likely than not" or "we have a better than 50%
chance of prevailing at trial."

5. Perhaps the most difficult part of the preparation for counsel will
be to discuss with the client an honest evaluation of the merits of
the claims or defenses, the strengths and weaknesses of the client's
case, the strengths and weaknesses of the adversary's claims or
defenses, problems of proof (including the credibility of witnesses),
and counsel's experience with cases of a similar nature before the
same judge or jurors drawn from the same jury pool.

6. Plaintiff's counsel should discuss with the client the collectability
of a judgment, including the potential for a bankruptcy of the
defendant if a sizeable judgment is rendered.

7. Counsel should explore with the client the needs and interests of
the adversary that may need to be addressed for a settlement to be
reached, including non-economic considerations, such as
confidentiality, saving face, an apology, reputational concerns, or
the restructuring or repairing of an ongoing business relationship.

8. Similarly, the client and counsel should identify all non-economic
considerations of the client that will need to be woven into any
settlement. It can be quite off-putting, after a settlement in
principle has been reached, for a party to introduce new issues of a
non-economic nature that were not identified and planned for
prior to the settlement conference.

9. Counsel should develop with the client a game plan for settlement
negotiations, including who makes the first offer and the likely
reaction of the adversary to opening proposals or counter-
proposals.  At the same time, litigants should be mindful of the
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need to be flexible in order to react thoughtfully to new 
information gleaned from the settlement negotiations. In addition, 
when the client has multiple "wants" some of which may have to 
sacrificed in the negotiation process, counsel and client should 
attempt to prioritize those wants and be prepared to concede some
in exchange for a concession by the opponent to a higher priority 
want of the client.

10. Client and counsel should discuss their BATNA -- best alternative
to a negotiated agreement.1 In determining their BATNA, counsel
and parties should weigh settlement proposals against the
probability of success in the litigation, the cost of litigation,
emotional and time commitment to the litigation process (in the
case of the plaintiff) the collectability of a judgment, and
reputational issues.

11. Counsel should discuss with the client potential barriers to a
settlement (such as anger of a counterpart or lack of information
that either the client or the other side may need to conclude a
settlement agreement) and explore options to overcome those
barriers.

12. While there is certainly some justification for withholding
production of documents or summaries of testimony (including
expert witness testimony) that are unknown to an adversary, the
attorney should carefully consider (and discuss with the client) the
potential benefits that may accrue in settlement discussions
through disclosure of such information.

D. Self-Preparation by Counsel

1. Counsel should be fully informed regarding the facts, documents
and applicable legal principles. An attorney who appears to be well
prepared and conversant with the facts and law has credibility in a
negotiation and can more readily persuade both an opponent and
its counsel on the strength of positions advanced. Consider the
deflating impact on counsel and client if, in the course of a
settlement conference, opposing counsel produces a controlling
decision or statute that adversely impacts all or part of a claim or
defense.

2. If either the parties or counsel have not dealt with one another, it
can be beneficial to perform due diligence about the individual
client (or client representative) on the other side as well as

1 The term "BATNA" was coined by Roger Fisher and William Ury of the Harvard Program on 
Negotiation in a series of books beginning with Getting to Yes:  Negotiating Agreement Without Giving In,
first published in 1981 and re-issued in 1991 with an additional authorship credit to Bruce Patton.
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information about the adversary's counsel. Counsel who have 
dealt with one another before in the successful conclusion of a case 
may have a better working relationship and one more conducive to 
working collaboratively to reach a settlement.

3. Counsel should assess whether the client is risk-averse and
motivated to settle or risk-tolerant and less motivated to settle.
Risk-averse parties typically come to the table more readily than a
risk-tolerant litigant. Risk-aversion is prevalent when the size of a
potential judgment can threaten the very existence of the client
organization. See Janet Cooper Alexander, "Do the Merits Matter?
A Study of Settlements in Securities Class Actions," 43 STAN. L.
REV. 497, 532 (1991).

4. Counsel should prepare a checklist of items to be included in a
definitive settlement agreement, in term sheet format, and review
the terms with the client to make sure that all material terms of a
settlement have been identified and addressed. The term sheet
may come in handy at the settlement conference when parties are
reaching closure and the term sheet, updated with the current
negotiated points, can be quickly generated for review by the
adverse party.

V. Confidentiality and Privileges

A. Importance of Confidentiality

1. To promote candor and to maximize the effectiveness of settlement
discussions, parties and counsel must be comfortable that their
actions and statements during the bargaining session will remain
confidential and not be discoverable or admissible in evidence.  See
In re County of Los Angeles, 223 F.3d 990 (9th Cir. 2000); Lake
Utopia Paper Ltd. v. Connelly Containers, Inc., 608 F.2d 928 (2d
Cir. 1979), cert denied, 444 U.S. 1076 (1980).

2. Parties to settlement discussions, whether undertaken with or
without the intervention of a neutral facilitator, are concerned both
with external and internal confidentiality.  The former refers to a
party's maintaining confidentiality of settlement communications
with respect to non-participants and the latter refers to a neutral
(such as a mediator) not sharing with any party confidential
information obtained from another party in the course of a
mediation conference.

B. Sources of Confidentiality Requirements

1. Sources of confidentiality commitments and obligations include
local rules of courts, mediation orders entered by courts in party-
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initiated or court-connected mediations, evidentiary rules and 
statutory provisions applicable in a particular state, the Federal 
Rules of Evidence, ethical rules applicable to attorneys, and 
agreements of parties entered into in connection with a mediation 
or independent settlement discussions.

2. Pending the adoption by Congress of confidentiality rules
applicable to mediations under the under The Alternative Dispute
Resolution Act of 1998, 28 U.S.C. §§ 651 et seq., each district court
is directed under the Act (28 U.S.C. § 652(d)) to provide, by local
rule, for the confidentiality of all ADR resolution processes and to
prohibit disclosure of confidential dispute resolution
communications. See, e.g., Oregon Local Bankruptcy Rule 9019-
1(e)(2) (making FRE Rule 408 applicable to mediations and
barring parties from relying on or introducing "as evidence in
connection with any arbitration, judicial, or other proceeding the
existence of or any aspect of the mediation effort, including, but
not limited to," the views expressed or suggestions made by
another party regarding settlement of the dispute, admissions
made by another party in the course of the mediation, and
proposals made or views expressed by the mediator); Eastern
District of Washington Local Bankruptcy Rule 9019-2(h)(1)
(providing that all "written and oral communications made in
connection with or during any mediation conference, including the
mediation statement . . . shall be subject to all protections afforded
by Fed. R. Evid. 408 and by Fed. R. Bankr. P. 7068" and
authorizing the mediator to ask the parties to sign a confidentiality
agreement, which is to be retained by the mediator but not filed
with the court); Western District of Washington Local Bankruptcy
Rule 9047-1(a) (same as Eastern District of Washington Local
Bankruptcy Rule).

C. Federal Rule of Evidence 408

1. Statements made during settlement conferences and mediations in
federal court cases enjoy protection under Rule 408 of the Federal
Rules of Evidence, which is expressly recognized in many local
rules applicable to mediation communications.  See, e.g., N.D. Fla.
Local Rule 9019-2(g)(3). See also, FRCP Rule 68 (evidence of an
unaccepted offer of judgment is not admissible except in a
proceeding to determine cost) and Rule 7068 of the Rules of
Bankruptcy Procedure (which makes FRCP Rule 68 applicable in
bankruptcy cases).

2. FRE Rule 408, however, is a rule of evidence and courts are
divided on whether and when discovery of otherwise inadmissible
settlement terms and communications may be appropriate.
Compare Hasbrouck v. BankAmerica Housing Services, 187 F.R.D.
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453, 461 (N.D.N.Y. 1999), aff'd, 190 F.R.D. 42 (N.D.N.Y. 1999)
(discovery not allowed), and Allen County v. Reilly Indus., 197 
F.R.D. 352, 353 (N.D. Ohio 2000) (noting that supposed facts 
revealed from settlement discussions may be misleading due to 
party posturing, exaggeration and assumption of facts as true for 
purposes of settlement discussions) with Morse/Diesel, Inc. v. 
Fidelity & Deposit Co. of Maryland, 122 F.R.D. 447, 449 (S.D.N.Y. 
1988) (rejecting an absolute bar against discovery).  See also
Bottaro v. Hatton Assoc., 96 F.R.D. 158, 160 (E.D.N.Y. 1982) 
(applying a heightened standard to allow discovery of settlement 
terms). Contra, In re Initial Public Offering Sec. Litig., 2004 WL 
60290 at *5 (S.D.N.Y. 2004) (court allowed discovery and found 
heightened standard not permitted by the Federal Rules of Civil 
Procedure). 

D. Uniform Mediation Act

1. The Uniform Mediation Act, promulgated in August 2001 by the
National Conference of Commissioners on Uniform State Law, in
conjunction with other groups that included the Section on
Dispute Resolution of the American Bar Association, has been
approved for adoption by some 11 states and the District of
Columbia. See, e.g., WASH. REV. CODE Ann. §7.07.010 to
7.07.904 (West 2013).

2. The Act establishes an evidentiary privilege for mediation
communications, applicable to both parties and the mediator.

E. Confidentiality Agreements

1. Parties to mediations and non-mediated settlement discussions
often enter into pre-negotiation agreements by which each agrees
that information disclosed during the course of settlement
discussions are confidential and not admissible in evidence, unless
documents produced or matters discussed in the mediation are
otherwise subject to discovery.

2. It is an open question in some jurisdictions whether settlement
discussions pursuant to a confidentiality agreement remain
confidential and exempt from discovery by non-parties to the
settlement.

F. Exemptions from Confidentiality

1. Despite confidentiality provisions in local rules, rules of evidence,
bankruptcy court orders, and party agreements, the exemption of
settlement discussions from discovery or use at trial is far from
absolute.
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2. Information otherwise discoverable or admissible does not become
exempt from discovery or inadmissible simply because the
information was used by a party in mediation.  See, e.g., Uniform
Mediation Act § 6(b); FRE Rule 408.

3. Settlement discussions may be admissible to impeach testimony of
a party, to disclose or prevent the commission of a crime, or to
prevent "manifest injustice" that would result from non-disclosure.
See In re Teligent, Inc., 640 F.3d 53 (2d Cir. 2011); In re Grand
Jury Subpoena, 148 F.3d 487 (5th Cir. 1993); In re Anonymous,
283 F.3d 627 (4th Cir. 2002). In addition, some courts have
allowed discovery of matters occurring in a mediation to facilitate
enforcement or interpretation of a settlement agreement. See, e.g.,
Wilson v. Wilson, 653 S. E.2d 702 (Ga. 2007) (where one party
challenged enforceability of settlement agreement based upon
alleged incapacity to contract, mediator was permitted to testify
concerning general impression that parties had mental capacity to
mediate and reach settlement). Accord, Uniform Mediation Act
§6(b)(2). In addition, FRE Rule 408 may not prohibit the
introduction in a criminal case of statements or conduct during
compromise negotiations regarding a civil dispute by a
government regulatory, investigative, or enforcement agency. See,
e.g., U.S. v. Prewitt, 34 F.3d 436, 439 (7th Cir. 1994) (admissions
of fault made in settlement of civil securities enforcement action
admissible in subsequent criminal action for mail fraud). Nor does
the rule bar evidence of a settlement when offered to prove a
breach of a settlement agreement. See Cates v. Morgan Portable
Bldg. Corp., 708 F.2d 683 (7th Cir. 1985).

4. Confidentiality of settlement communications may be waived by all
of the parties, if the waiver is voluntary and intentional or results
from an unauthorized disclosure of settlement communications.
See Uniform Mediation Act § 5(a)-(b), comment 1. However, the
protections of FRE Rule 408 cannot be waived unilaterally as the
rule is intended to safeguard both parties from having the fact of
negotiation disclosed to a jury. See Pierce v. F. R. Tripler & Co.,
955 F. 2d 820, 828 (2d Cir. 1992).

5. It is not altogether settled whether a disclosure in a settlement
discussion or formal mediation setting by a party or counsel of
information otherwise subject to an applicable privilege operates
as a waiver of the privilege or otherwise adversely affects the
privilege nature of the information. See, e.g., S.D. Tex. Local Rule
16.4.1 ("communications made during ADR proceedings do not
constitute a waiver of any existing privileges and immunities").
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6. Nevertheless, enforcement of an alleged waiver may be difficult
since the confidentiality of settlement communications, especially
in a mediation context, is typically enforced by the courts.

G. Sanctions for Confidentiality Breaches

1. Breaches of confidentiality commitments may result in the
imposition of sanctions by a court or an action by an injured party
for violation of a confidentiality agreement.

2. Courts are particularly inclined to level sanctions for
confidentiality breaches in a mediation context.  See, e.g., Hand v.
Walnut Valley Sailing Club, 475 Fed. Appx. 277 (10th Cir. 2012)
(affirming district court's dismissal with prejudice of plaintiff's
complaint as sanctioned for plaintiff's breach of mediation
confidentiality).

VI. Some Psychological Issues in Bargaining

A. The Conflict Spiral

1. The so-called "conflict spiral" is the tendency of a conflict to
escalate when the disputants resort to heavy-handed tactics in
their negotiations. For a thorough discussion of the conflict spiral
and an alternative approach to settlement discussions, see Gary
Friedman & Jack Himmelstein, CHALLENGING CONFLICT:
MEDIATION THROUGH UNDERSTANDING (American Bar
Association 2008). If conciliatory tactics fail to achieve a desired
end, a negotiator may move to hard bargaining, threats, or
unflattering characterizations of a counterpart's stance, with the
counterpart escalating its response and with the escalation
continuing on each side until one side prevails or gives up trying.

2. Litigation attorneys are trained to be combative, and "war"
analogies in litigation abound.  Unfortunately, some litigators are
unable to put aside their sword and shield and assume the role of a
negotiator looking for a "win win" position that will foster dispute
resolution. Using the war analogy, peace achieved through a
negotiated truce rather than complete victory and unconditional
surrender by the enemy may be viewed as "defeat" by both of the
combatants.

3. In settlement negotiations, litigation counsel often attempt to
justify the merits of their side's offer, or argue the lack of merit of a
counterpart's proposal, by a heavy-handed recitation of the
manifold ways in which counsel will bludgeon the counterpart into
submission through litigation if a settlement is not achieved.
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Attempts to settle through intimidation and threats rarely work 
with sophisticated counsel and parties.  

4. A litigious stance typically begets a litigious response, with the
conflict elevated, rather than tempered through negotiation.

B. The Optimism Bias

1. Most people have an overly optimistic view of their chances to beat
the odds -- in life, gambling, work . . . and litigation. While
mathematically impossible, well over 90% of college professors
believed that they were above average in performance and almost
75% of adults surveyed believed that they would live beyond the
average life span for their generation.  See P. Cross, "Not Can But
Will Teaching Be Improved," 17 NEW DIRECTIONS FOR
HIGHER EDUCATION 1 (1977).  An addiction to gambling can be
explained in part by the gambler's conviction that he or she will
surely beat the odds and, with one more quarter in the slot, will
ultimately hit the jackpot. While smokers may realize that they are
susceptible to lung cancer, most are convinced that they are less
likely to contract the disease than other smokers.

2. The optimism bias taints our ability to detect weaknesses in our
case and the possibility of an adverse result.  An excess of
optimism affects not only litigants but also their counsel, as studies
have shown. See generally, Tali Sharot, THE OPTIMISM BIAS
(Pantheon 2012).

3. Trial attorneys are notoriously passionate advocates of their
causes, which can make them inaccurate forecasters of litigation
outcomes. Counsel's view of a case may be significantly colored by
the belief that counsel's persuasive powers will carry the day for
the client against all odds.  This tendency to overestimate one's
abilities is sometimes referred to as the "egocentric bias." See
Jennifer K. Robbennolt & Jean R. Sternlight, PSYCHOLOGY FOR
LAWYERS, at 70–71 (American Bar Association 2012).  See also
Roderick M. Kramer, "Self-Enhancement Biases and Negotiator
Judgment:  Effects of Self-Esteem and Mood," 56 ORG. BEHAV. &
HUM. DECISION PROCESSES 110 (1993) (noting that most
negotiators view themselves to be more flexible, more purposeful,
more fair, more competent, more honest, and more cooperative
than their counterparts).

4. When counsel is overly optimistic in an assessment and evaluation
of the strengths and weaknesses of the client's case, counsel may
unduly influence the client to fix a settlement range that is
unrealistically high. See Richard Birke & Craig R. Fox,
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"Psychological Principles in Negotiating Civil Settlements," for 
HARV. NEGOT. L. REV. 1, 15 (1999).

5. Even when told of the bias, litigants tend to believe that it infects
only the other side and that they are bias free.

C. Reactive Devaluation

1. Reactive devaluation is the tendency of a party to value the content
of a proposal less favorably if it is advanced by an opponent.

2. Reactive devaluation is quite prevalent in settlement discussions
involving parties with an intense dislike of one another. Each side
may view a proposal from an opponent with suspicion and as likely
entailing a loss for it and a windfall for the opponent.

3. Building sufficient trust to counter reactive devaluation may be
extremely difficult.  The use of a skilled mediator, through whom
proposals are funneled, can be helpful in facilitating settlement
negotiations.

4. In the absence of a mediator, parties may seek to circumvent
reactive devaluation by channeling proposals through a business
associate or intermediary.

5. In addition, attorneys may collaborate with one another regarding
the contours of a proposal, discuss the outlines of a proposal with
their respective clients, with the result that clients may feel that the
proposal is actually one that they fashioned rather than one
emanating solely from the adversary. See Jennifer K. Robbennolt &
Jean R. Sternlight, PSYCHOLOGY FOR LAWYERS at 274 – 275
(American Bar Association 2012).

D. Anchoring

1. Anchoring refers to the tendency of a party to rely on, and be
unduly influenced by, an initial (and often) irrelevant data point.

2. The anchor often influences later decisions by prompting a
bargainer to make adjustments in perspective and bargaining in
relation to the anchor and to assess options based upon their
degree of deviation from the anchor.

3. Research reveals that information provided prior to, or at the
beginning of, negotiations can influence a negotiator's initial offer,
aspiration level, bottom line, and guestimates of an opponent's
bottom line.
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E. Reciprocity

1. Parties tend to reciprocate by repaying, in kind, what an opponent
has conceded. A natural human impulse in most societies is to
return a favor—if I open the door for you, then further down the
hallway, you are apt to open the next door for me.

2. In settlement negotiations, parties make concessions with the
expectation that the counterpart will respond in kind. When a
concession is made and it is not reciprocated by a counterpart, the
party making the concession may believe that it is being called
upon to make additional concessions and therefore "bid against"
itself.

3. A party can elicit a reciprocal response often by highlighting
significant concessions that it has already made for the other side.

F. Perspective (or Confirmation) Bias

1. As humans, we cannot divorce ourselves from common biases that
tend to color our analyses. Part of the difficulty in pegging the
"worth" of a case is the presence of what is often referred to as
"perspective bias."

2. That bias results in a person assimilating and evaluating facts that
tend to support his or her position and overlooking, or significantly
discounting the relevance of, facts that do not support the position.
See Robert Birke & Craig R. Fox, "Psychology Principles in
Negotiating Civil Settlements," 4 HARV. NEGOT. L. REV. 1, 26-28
1999).

3. Lawyers, as advocates, tend to "buy in" to their client's cause and,
through discovery, seek information that supports their client's
position while often ignoring discovered items that may lend
support to the opponent's position.

G. Framing and Loss Aversion

1. Framing affects the manner in which individuals may perceive a
particular decision based upon how it is presented to them for
consideration or "framed." Lawyers are particularly skilled at
framing.

2. At times, issues may be framed in a way to suggest that the choices
of a counterpart are limited to one of two options, which may serve
up what is often referred to as a "false choice" by concealing other
options that may be equally available.
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3. When a choice is framed as a certain gain versus the prospect of a
higher potential gain, most people elect the certain gain over a
gamble. When, however, the choice is framed as a loss, most
people would risk the possibility of a greater loss than incur a
certain loss in a lesser sum.

4. "Loss aversion" refers to the tendency of some people to prefer
avoiding losses over the acquisition of gains. The pain of loss
impacts people differently than gaining the same thing in equal
measure. For many people, an initial gain is not as fulfilling as an
additional gain, whereas an initial loss is not as painful as an
additional loss. See generally, Deepak Malhotra & Max Bazerman,
"Psychological Influence in Negotiation: An Introduction Long
Overdue," revised and resubmitted to the JOURNAL OF
MANAGEMENT (January 8, 2008).

H. Sunk Cost Bias

1. So-called "sunk cost bias" induces us at times not to walk away
from a case or a transaction after having invested significant
resources in it, even though additional investments may not lead to
a recovery of costs already incurred.

2. A decision whether to invest additional resources typically should
not be influenced previously incurred costs if an objective analysis
would suggest that recovery of those costs is doubtful.

3. Bargainers need to be mindful of the fact that some losses are best
forgotten and cutting losses may be the optimal approach.

I. Social Proof

1. Social proof prompts us to look at what others are doing or
thinking in order to determine our own conducts or thoughts.

2. Social proof is the theory behind "laugh tracks" on television and is
a driving force behind fashion trends.

3. Social proof creeps into negotiation behavior when we are told the
amount of money that others were compensated for a similar
injury or paid in settlement of a preference claim. Social proof
often is couched in terms of what is a "market" convention in the
drafting of a particular provision in a document.

4. Being told that something is customary and the norm appeals to
our desire to have a social norm or reference point. Thus, litigants
may be incentivized to settle a case based upon what they



Chapter 4—Negotiating the Settlement of a Lawsuit

 4–2931st Annual Northwest Bankruptcy Institute

understand other cases of a similar nature have settled for in the
past.

J. Inner Voices

1. We all have an inner voice (silent verbal thinking). Your inner
voice talks to you all day long -- sometimes it rehearses a closing
argument, or a response to points made by a counterpart in
conversation; at times it simply verbalizes what you are seeing or
experiencing ("This cake is delicious."); on occasion it serves as our
conscience; and it may help us make decisions based on intuition
formed from a subconscious rapid processing of information and
perceptions.

2. Listen to your inner voice -- sometimes it pays to "follow your
gut."

3. Be mindful that your adversary's inner voice is speaking to him or
her.

VII. Bargaining Tips

A. What is a Settlement Negotiation?

1. A settlement negotiation is a process by which two sides alternate
making concessions to one another until a deal can be reached.

2. The parties in entering into a settlement negotiation should
understand that concessions must be made by each side.

B. Build Rapport

1. Building rapport enhances the quality of interaction through face-
to-face contact and can facilitate agreement.

2. We tend to like and agree with those who share interests, friends,
hobbies, goals, names, colleges, law schools, military service, or
birthdays. If we build rapport with a counterpart, they have an
inclination to like and agree with us.

3. Rapport often results from prior, satisfactory relationships
between parties or counsel. We tend to trust those with whom we
have had past satisfactory experiences.

C. Have a Strategy

1. As earlier noted, it is important for parties to prepare a strategy for
the settlement negotiations, with an end game in mind, rather than
ad libing during the settlement conference.
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2. Parties must be flexible and prepared to alter that strategy as new
perspectives are gained from the settlement conference.

3. A rational party will elect to settle or continue with the litigation by
comparing the value of the two alternatives at any point in time,
factoring in to the decision the net gain expected to be achieved
under each approach -- in other words, a BATNA analysis.

D. The First Offer Conundrum

1. Conventional wisdom is that the side that makes the first offer is at
a disadvantage because it tips the counterpart off to the first
offeror's bargaining range and ultimate expectations for a
settlement.

2. Some studies demonstrate that the side making the first offer may
have an advantage in many negotiations.  That advantage results
from the fact that the first offer often has an "anchoring" effect in
the negotiations and sets the negotiating bar in favor of the offeror.
See Jennifer K. Robbennolt & Jean R. Sternlight, PSYCHOLOGY
FOR LAWYERS at 273-274 (American Bar Association 2012). If
the plaintiff makes the first offer and it is high, the defendant often
makes an upward adjustment to its settlement range. The reverse
is true when the defendant makes the offer and it is quite low in
the eyes of the plaintiff.

3. On the other hand, the party making the second offer is afforded
an opportunity to define where the midpoint of the negotiation
may lie and the point at which the offeror is signaling to be within
its zone of settlement. See Richard Birke & Craig R. Fox,
"Psychological Principles in Negotiating Civil Settlements," for
HARV. NEGOT. L. REV. 1, 41 (1999). Thus, if the initial offer from
the defendant is $1 million and a counterpart (the plaintiff) desires
to settle for $3 million, the counterpart should counter at $5
million. Experience confirms that parties frequently try to settle in
the mid-range of their bid/ask.

4. A "process impasse" can result when the parties argue over which
side should make the first offer.  The plaintiff often states that it
has made it first offer in the complaint, although realistically that
is not an offer of settlement but simply defines the outer limits of
the demand.  The defendant often counters that the plaintiff
should make the first offer as it is the plaintiff that must come
down from the demand in its complaint.
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E. Identify the Adversary's Decision-Influencers

1. Counsel may have a view, based upon prior interaction with an
opponent in the litigation, whether the opponent or its counsel is
the primary influencer on whether the matter will settle or
continue in litigation. Passive clients, who are overwhelmed by the
litigation, may rely heavily upon counsel's advice and essentially
cede decision-making to counsel. In other cases, a sophisticated
adversary may be calling the shots, while certainly taking into
account counsel's legal advice.

2. Knowing who are the key "influencers" will assist a party in
formulating proposals and the manner in which the proposals are
conveyed. For example, if an attorney is the primary influencer,
counsel for the other side may communicate settlement proposals
in legal constructs and terms. On the other hand, when the client is
firmly in control of decision-making, proposals may be fashioned
in business constructs and terms.

3. When there are multiple influencers, including multiple counsel
present at the settlement conference for a counterpart, a party may
attempt to ascertain which of the influencers will be the most
receptive to settlement and less inclined to hold fast to entrenched
positions.

F. Refrain from Taking Offense at an Offer

1. Settlement negotiations often bog down at an early stage when one
side believes that the initial offer was made in bad faith -- a "low
ball" offer from the defendant or a "ridiculously and unrealistically
high number" from the plaintiff. Settlement negotiations often are
in peril after the initial offer, when the offeree exclaims "That offer
is ridiculous and is in bad faith - one more offer like that and we
are out of here!"

2. Sophisticated bargainers understand that no side puts its best offer
on the table at the outset, as otherwise each party could conduct a
one offer/counteroffer negotiation by a simple exchange of e-mails.

3. Each side must understand that settlement proposals are part of a
process by which each side seeks to "feel out" the other,
endeavoring to ascertain a bargaining range and the possibility of
reaching a zone of settlement.

4. It is not necessarily the content of an offer that should be troubling
to the offeree, but rather the point in time when offers ceased to be
forthcoming from a counterpart or the rate of movement signals
that a counterpart is in its zone of settlement - a zone that is not
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shared by the offeree. Negotiators should bear in mind that 
movement in negotiations begets movement, and movement by 
both sides represents progress that often leads to agreement.

G. Offer as a Communication

1. Each offer from a counterpart carries with it a clue as to the end
game that that offeror seeks.  Each side seeks to conceal from the
other its "end game," while trying to discover the counterpart's end
game.

2. An offer perceived to be unrealistically low will likely attract a
counterproposal that is unrealistically high, with the party making
the responsive proposal attempting to communicate its displeasure
with the size or nature of the opponent's proposal.

3. As the incremental amount in the plaintiff's settlement demands
decreases and incremental increases in the defendant's settlement
offers lessen, both sides are communicating to the other that they
are running out of dry powder.

4. An offer/proposal should be accompanied by an explanation for it.

For example, a defendant might seek to justify a dollar 
amount lower than the plaintiff's last settlement demand by 
saying "While we may disagree on the issue of liability, your 
side has offered no evidence to substantiate the level of 
damages that you claim and our expert at trial will firmly 
support our position."

5. At times, communications between the parties to justify their
positions are designed to focus an adversary's attention on the
consequences of rejecting what the other side believes to be a
reasonable offer.

For example, "While your client may believe that his case is 
worth at least $5 million, our offer of to settle for $1.5 million
is quite reasonable when one considers that the case is not 
likely to be tried sooner than two years from now, the cost of 
preparing for trial on each side may well exceed $500,000, 
and your case may rise or fall on the credibility of a witness 
whose integrity is open to question."

6. Advising a counterpart that a proposal, or some aspect of it, is non-
negotiable or the "final offer" can be a bad negotiating tactic unless
the non-negotiable point or final offer has been fully considered
and is, indeed, the proposer's bottom line.  Otherwise, a retraction
of a purported non-negotiable point is injurious to the credibility
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of the bargainer and encourages a more aggressive posture by the 
opponent. 

H. Highlight Progress

1. At different junctures in a settlement negotiation, the parties may
reach a temporary impasse. The impasse may result from
weariness, frustration, or indecision.

2. At each temporary impasse, one party should summarize the
progress made to date. By highlighting the progress that has been
made, the parties can see that their investment has paid dividends
and they may become psychologically and emotionally vested in
concluding a deal.

3. It is often helpful for a party to summarize significant concessions
that it has made so that the other party does not feel that it, alone,
is sacrificing value for the sake of settlement.

I. Do Not Demonize the Opponent

1. It is commonplace for a party to view itself as representing "the
forces of light" and the opponent as representing "the forces of
darkness," and to demonize both the conduct and motives of the
opponent and its agents.

2. This tendency is reinforced when it is perceived that the opponent
is being unreasonable and engaging in hard bargaining. In truth,
the opponent may simply believe that its position is well-founded
and that significant concessions by it are unwarranted.

3. Mediators often find it helpful to have each side articulate to the
mediator, in private, the best arguments available to the other side
as well as weaknesses in their own case.  By articulating the
opponent's best case, a party may come to realize that an
opponent's claim or defense may have some merit.

4. To overcome a counterpart's viewing a party as evil, it is helpful for
each party's proposal to be accompanied by a rational explanation
and an acknowledgment that, despite the strength of the party's
convictions, there are litigation risks on each side and some merit
to each party's position.  This is especially true in cases where non-
economic interests are present and the needs and interests of a
counterpart are clearly legitimate.  Acknowledging legitimacy of a
party's needs and interests will help the party to overcome the
perspective that the opponent is evil and unreasonable.
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J. Don't "Cut to the Chase" Too Quickly

1. Inexperienced, and typically impatient, bargainors often advocate
that the parties "cut to the chase" early on in the negotiation
process by revealing their best numbers.

2. The term "cut to the chase" is believed to be derived from movie-
makers in earlier times, when the director would direct the
production crew to shift filming to the chase scene, often appearing
at the end of the movie.

Sophisticated bargainors understand that the negotiation of 
a settlement is a process that takes time and patience, as 
each party seeks to identify a counterpart's needs and 
interests, risk-aversion or risk-tolerance, zone of settlement,
and case evaluation.  If getting to the bottom line quickly 
were the goal, negotiations could be accomplished by two 
emails, the first with a "take it or leave it" offer from the 
plaintiff and the second with an acceptance or rejection by 
the defendant.  The process would be efficient and cost-
effective, but likely unproductive.

3. The settlement of a lawsuit is orchestrated by human beings, not
robots, and entails a mix of intelligence, negotiating skills,
persuasiveness, and analytics, liberally seasoned with human
emotions.

K. Pay Attention to Body Language

1. There is often a conflict between a party's words and his or her
body language.  It is perhaps an everyday occurrence in America
when one spouse, in the heat of argument with the other spouse,
utters a denial through gritted teeth and pursed lips, "I am not
mad."

2. The innermost thoughts of a person are often unconsciously
communicated through the language of the body – the eyes,
mouth, hands and overall posture.

3. Changes in speech patterns, posture fidgeting, and hand gestures
are often keys to the thoughts of a party.

4. Attention to body language can provide clues to the thoughts of an
adversary and also the adversary's emotional state of mind --
nervous, apprehensive, fearful, bored, angry (red in the face, or
fists clenched), or resigned.
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L. High/Low Arbitration

1. If the parties have narrowed the bargaining range, but are unable
to reach an overlapping zone of settlement, the parties might
consider binding arbitration under a high/low agreement.

2. Pursuant to such an agreement, the plaintiff agrees that
irrespective of the amount it recovers in the arbitration, its total
recovery may not exceeded a maximum agreed upon number
(often, the plaintiff's last settlement offer); and the defendant
agrees, that irrespective of any low amount (or no amount)
recovered in the arbitration, the plaintiff will be entitled to at least
a minimum recovery (often, the last settlement offer made by the
defendant).

3. The arbitrator is not privy to the high/low numbers, and is usually
requested to decide the matter, on an expedited basis, upon a
combination of stipulated facts, briefs and oral argument, to defray
costs.

VIII. Strategic Use of Offers of Judgment

A. Overview

1. Unless otherwise provided by statute or rule of procedure, litigants
in the United States typically are required pay their own legal fees,
regardless of the outcome of the case. This approach is often
referred to as the "American Rule," as distinguished from the
"English Rule" which calls upon the losing party to pay the
attorneys' fees and other costs of the prevailing party in the
litigation.

2. One exception to the American Rule is FRCP Rule 68 and
equivalent state laws or rules that allow a party to make an offer of
judgment or settlement to a litigation opponent. If the offeree fails
to accept the offer and the judgment ultimately obtained is less
favorable to the offeree than the offer, the offeree may be liable to
pay costs (and, under certain state court rules, attorneys' fees) that
the offeror incurred following the lapse or earlier rejection of the
offer. This cost-shifting possibility provides an incentive for
parties to give careful consideration to settlement proposals or risk
potential monetary sanctions. See Marek v. Chesny, 473 U.S. 1, 10-
11 (1985).

3. As will be discussed below, FRCP Rule 68 authorizes only the
defendant to make an offer of settlement of litigation. That offer is
one for entry of a judgment against the defendant. Many state
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equivalent rules are bi-lateral, authorizing a defendant to make an 
offer of judgment and a plaintiff to make an offer of settlement.

4. When an offer of judgment or settlement is made, a lawyer is
ethically obliged to pass the offer on to the client and to confer with
the client regarding both the pros and cons of the offer and the
potential sanctions if the offer is rejected.

5. Most states have adopted offer-of-judgment rules, some patterned
after FRCP Rule 68. See Philip Michael Thompson, "Sanctioning
Hard Bargaining: A Critique of State Offer-of-Settlement Rules,"
44 GA. L. REV. 1133, 1141 (2010).  Most states have bi-lateral offer
of judgment rules, meaning that, unlike FRCP Rule 68, either the
plaintiff or the defendant may make an offer of judgment or
settlement.

6. In diversity cases, the applicable state law offer of judgment or
settlement rule may be viewed as substantive and not procedural
and therefore applied by a federal court. See, e.g., MRO
Communications, Inc. v. AT&T Co., 197 F.3d 1276, 1278 (9th Cir.
1999), cert. denied, 529 U.S. 1124 (2000) (affirming award of
$2,009,844.89); S.A. Healy Co. v. Milwaukee Metro. Sewerage
District, 60 F.3d 305, 310 (7th Cir. 1995), cert. denied, 516 U.S.
1010 (1995); Tanker Mgmt., Inc. v. Brunson, 918 F.2d 1524, 1528
(11th Cir. 1990).

B. Federal Offer of Judgment Rule

1. FRCP Rule 68 provides that, at least 14 days before the date set for
trial, "a party defending against a claim" may serve on "an
opposing party" an offer to "allow judgment on specified terms,
with the cost then accrued."

2. If within 14 days after service of the offer the opposing party serves
written notice of acceptance, either of the parties may file the offer
and notice of acceptance, plus proof of service, with the court and
the "clerk must then enter judgment."

3. An unaccepted offer is considered withdrawn, but such withdrawal
does not preclude a later offer.

4. If the judgment finally obtained by the offeree (usually the
plaintiff) is not more favorable than the unaccepted offer, then the
offeree is required to pay the costs incurred by the offeror (usually
the defendant) after the offer was made. See FRCP Rule 68(d).

5. An important distinction between an offer of judgment and a
confidential settlement agreement reached through private
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settlement is that a judgment once entered is public as opposed to 
an agreed dismissal order reflecting a confidential settlement 
agreement.

C. Strategic Timing of Offer

1. The making of an offer of judgment or settlement immediately
prior to a settlement conference or mediation may be viewed as an
aggressive litigation tactic and result in a retaliatory offer from an
opponent, with the result that the opening session of bargaining
may be chilled.

2. When an impasse is reached at a settlement conference, advising
an adversary that an offer of judgment or settlement will be
forthcoming if the settlement does not bear fruit may be an
appropriate "shot across the bow."

D. Impact of Offer

1. An offer of judgment or settlement may have the salutary effect of
causing the offeree to reassess the offeree's case in a more objective
and realistic way. If a litigant makes an incorrect "bet" on the
future outcome of its case, there can be adverse financial
consequences.

2. Particularly in jurisdictions that allow the offeror to recover legal
fees in connection with a rejected offer, the making of an offer
results in the offeree having skin in the game (including an offeree-
plaintiff who has no fee exposure to his contingency fee lawyer).

Assume, for example, that the plaintiff sues the defendant in 
state court for $1,000,000 on a personal injury claim, the 
defendant incurs legal fees of $200,000, the defendant 
makes a $500,000 offer of judgment, the plaintiff rejects the 
offer, and the jury awards the plaintiff $100,000.  In that 
instance, the plaintiff would take nothing on its claim and 
would owe the defendant $100,000, assuming the 
defendant's legal fees were found to be reasonable in the eyes 
of the court.

3. If the defendant makes an offer of judgment, the defendant should
be prepared for the possibility that the plaintiff will make a
counter-offer of settlement in those jurisdictions allowing offers of
settlement.

4. Counsel should carefully consider the potential malpractice
consequences of failing to make an offer of settlement. If the client
ultimately prevails in the litigation, the client may be unable to



Chapter 4—Negotiating the Settlement of a Lawsuit

 4–3831st Annual Northwest Bankruptcy Institute

collect reimbursement of the client's attorneys' fees.  See, e.g., 
Kregos v. Stone, 872 A.2d 901 (Conn. App. 2005), cert. denied, 275 
Conn. 901 (2005).

E. State Offer of Judgment/Settlement Rules

1. See ORCP 54E, which provides in pertinent part that if an offer is
made by the defendant in accordance with a  rule and rejected by
the claimant, and the claimant does not obtain a more favorable
result at trial, then the claimant may not recover costs or attorneys'
fees that are incurred after the date of the offer and the defendant
may recover its costs (exclusive of attorneys' fees) that are incurred
after the date of the offer.

2. Pursuant to CR 68 of the Washington Superior Court Civil Rules, a
defendant may serve on the plaintiff an offer of judgment, with
costs then accrued, and if the offer is rejected and final judgment is
not more favorable to the plaintiff than the offer, then the plaintiff
must pay the costs incurred after making the offer.

3. A plaintiff asserting a claim for damages of $10,000 or less in
Oregon or Washington may, if the "prevailing party" at arbitration
or trial, recover attorneys' fees under certain circumstances if the
offer is made before the filing of the lawsuit (in Oregon) or within
10 days prior to trial or arbitration (in Washington). By contrast, a
successful defendant in Oregon is not authorized to recover its
legal fees if the defendant beats the plaintiff's pre-litigation
demand, but a successful defendant in Washington that beats the
plaintiff's settlement offer may be entitled to a recovery of legal
fees. Compare ORS 20.080 with RCW 4.84.250, 4.84.260 &
4.84.270.

IX. Settlement Agreements

A. Enforceability of Settlements

1. To be enforceable, a settlement agreement must be definite and
certain in its terms and must satisfy the same requirements for
formation and enforceability as any other contract, including the
requirement that there be an acceptance of the terms, adequate
consideration, and a meeting of the minds on all essential terms.

2. Oral settlement agreements have been enforced by a number of
courts. See, e.g., Winston v. Mediafare Entertainment Corp., 777 F.
2d 78, 80 (2d Cir. 1985) (factors used in determining whether oral
settlement is binding include whether there was an express
reservation of right not to be bound absent a writing, whether
there has been partial performance, whether all material terms
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have been agreed upon, and whether the agreement is the type of 
contract usually committed to in writing). Courts typically will 
attempt to determine whether the parties intended to enter into a 
binding agreement.

3. The requirement of a written agreement can be satisfied through
an exchange of emails or correspondence between the parties or
counsel setting forth the terms of the settlement, unless the
settlement is expressly conditioned upon the execution of a written
settlement agreement. See, e.g., Remark, LLC v. Adell
Broadcasting Corp., 702 F. 3d 280 (6th Cir. 2012); Anderson v.
Kaiser Gypsum Co., 134 Wash. App. 1038 (Wash. App. 2006)
(exchange of e-mails created binding settlement agreement before
formal settlement agreement was even prepared).

4. Under the laws of some states, an attorney has apparent authority
to enter into a settlement agreement that binds the client and that
authority is plenary unless the authority is limited by the client and
that limitation is communicated to the opposing party. See, e.g.,
Kinan v. Cohen, 268 F. 3d 27 (1st Cir. 2001); Anderson v. Atlanta
Indep. School District, 742 S.E.2d 524 (Ga. App. 2013).

B. Content of Agreement

1. The agreement should spell out clearly the scope of matters to be
settled.

2. The settlement consideration should be detailed, including any
cash consideration to be paid, method and timing of cash
payments, and non-cash consideration forming part of the
settlement.

3. One of the more controversial sections of a settlement agreement
is the scope of releases or covenants not to sue that are to be
exchanged by the parties as part of the settlement, the date of and
conditions to effectiveness of the releases, and exemptions from
the release or covenant not to sue (such as enforcement of the
settlement agreement).

4. Although confessions of judgment are not enforceable in  some
jurisdictions, they may be enforceable in others (such as New
York) and may be prudent to obtain as part of the settlement. As
an alternative, the party should consider the possible use of a
consent judgment to be filed as part of the settlement in the
pending lawsuit, with the settlement terms annexed, or a so-called
"pocket" judgment to be filed in the lawsuit if settlement
consideration is not performed in accordance with the terms of the
settlement agreement.
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5. The settlement agreement typically will contain representations
and warranties of the parties, as well as acknowledgments that the
parties were represented by counsel (if that is the case) and are
entering into the settlement agreement knowingly and voluntarily.

6. A condition to a settlement agreement in a bankruptcy case may be
the entry of an order granting a Bankruptcy Rule 9019 motion or
confirmation of a plan that contains a so-called "bar order." The
order operates to bar certain parties (often including non-settling
parties to pending litigation) from pursuing claims against a
settling defendant to the extent that those claims were released by
the debtor or trustee pursuant to the settlement agreement or plan
or are claims for contribution or indemnity arising out of or based
upon the released claims. Although bar orders remain
controversial, they have often been approved by the courts in
appropriate cases. See, e.g., In re Munford, 97 F. 3d 449 (11th Cir.
1996) bar order that prevented non-settling defendants from
pursuing contribution claims against the settling defendant was
upheld).

C. Confidentiality Issues

1. The issue of confidentiality of a settlement agreement may arise in
a variety of contexts, including the settling party's desire to
maintain the confidentiality of information that was used in the
course of settlement negotiations or to maintain confidentiality of
certain settlement terms. The extent to which confidentiality will
be honored by a court may depend upon whether court approval
for the settlement is required.

2. If court approval for the settlement is not required, the parties may
desire to include confidentiality provisions so that the settlement
itself, and settlement consideration, remain confidential. It is not
clear whether a court will in every instance extend privacy
protection to confidential settlement agreements.  See, e.g.,
Hinshaw, Winkler, Draa, Marsh & Still v. Super. Ct., 51 Cal. App.
4th 233 (1996) (where the court held, as a matter of first
impression, that confidential settlement agreements are entitled to
privacy protection given the strong public policy favoring
settlements and placing the burden on the requesting party to
show a "compelling" interest to overturn that privacy).

3. Confidential settlement agreements in federal courts, to the extent
not requiring court approval, are often protected from disclosure
by the issuance of a protective order upon a showing of good cause.
See, e.g., Phillips ex rel Estates of  Byrd v. General Motors Corp.,
307 F.3d 1206, 1212 (9th Cir. 2002). But see Grumman Aerospace
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Corp. v. Titanium Metals Corp. of America, 91 F.R.D. 84 (E.D.N.Y. 
1981) (allowing discovery of confidential settlement agreement).

4. Settlements in bankruptcy, however, require court approval
pursuant to Bankruptcy Rule 9019 (and, according to some courts,
pursuant to Section 363 of the Bankruptcy Code). In circumstances
where confidentiality is requested by a party as a condition to the
settlement, the scope of confidentiality typically must be quite
narrow in order to provide enough information to interested
parties to determine whether the settlement is in the best interest
of the estate. Accordingly, the parties seeking confidentiality will
be called upon to present evidence to rebut the presumption of
public access to judicial records. See, e.g., In re Oldco M Corp., 466
B.R. 234 (Bankr. S.D.N.Y. 2012) (liquidating trustee and
counterparty to settlement agreement failed to show basis for
sealing proposed settlement, although certain financial
information could be redacted).

Section 107 of the Bankruptcy Code provides that, with 
limited exceptions, "a paper filed in case under this title and 
the dockets of a bankruptcy court are public records and 
open examination by an entity at reasonable times without 
charge." The presumption of open inspection of court filings 
codified in Section 107(a) evinces a strong congressional 
desire to "preserve the public's right of access to judicial 
records in bankruptcy proceedings." See In re Orion Pictures 
Corp., 21 F. 3d 24, 26 (9th Cir. 1994). However, the public's 
right of access is not absolute and, as provided in Section
107(b) of the Bankruptcy Code as well as in Bankruptcy Rule 
9018, there may be limited circumstances where preserving 
confidentiality of certain settlement terms may be 
appropriate. See, e.g., In re Dana Corp., 412 B.R. 53 
(S.D.N.Y. 2008).

X. Some Bankruptcy Considerations

A. Settlement Payment as Voidable Preference

1. Section 547 of the Bankruptcy Code provides that a payment made
by an insolvent debtor within 90 days of the debtor's bankruptcy
(or, in the case of an insider, within one year of the date of
bankruptcy) to a creditor on account of an antecedent debt owed to
that creditor may be voidable as a preference, unless a defense to
preference avoidance under Section 547(c) of the Bankruptcy Code
exists.

2. Typically, a plaintiff will have few, if any, defenses to a payment
made by an insolvent defendant within 90 days of the insolvent
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defendant's bankruptcy.  If a preferential payment is recovered in 
the defendant's bankruptcy, the plaintiff will have a claim against 
the defendant in the amount of the recovery (see 11 U.S.C. 
§ 502(h)), together with any other amounts owed at the time of
bankruptcy by the defendant to the plaintiff.

3. If the plaintiff compromises the amount of a liquidated claim in
order to reach a settlement with a financially distressed defendant,
and the amount paid to the plaintiff is recovered in the defendant's
subsequent bankruptcy, the plaintiff's claim in bankruptcy will be
for the settled amount rather than the full amount of the liquidated
claim.  Accordingly, when compromising a liquidated claim against
a financially distressed defendant (such as a claim on a promissory
note or guaranty), some plaintiffs structure the settlement to
provide for a discharge of the claim only if the discounted amount
is paid in accordance with the settlement terms and no bankruptcy
of the defendant occurs within 91 days after the last payment on
the discounted amount.

B. Settlement Payment as Fraudulent Obligation

1. Transfers that are intentionally or constructively fraudulent as to
creditors of the transferor may be avoided under applicable state
law or pursuant to the provisions of Section 548 of the Bankruptcy
Code.

2. A payment or other transfer of property in settlement of a claim
may be found to be fraudulent as to creditors of the transferor if
the transfer is made by a non-obligated party (such as a relative of
or an entity affiliated with the defendant) and the effect of the
payment or transfer is to impact adversely upon the solvency, debt
paying ability, or capital adequacy of the transferor.

3. A plaintiff's agreement to settle a viable claim at a significant
discount when the plaintiff is (or is thereby rendered) insolvent
may be avoided (and release is given by the plaintiff to the settling
defendant vitiated) as a constructively fraudulent transfer. Such a
settlement might occur when the plaintiff is disadvantaged in
bargaining power and is in significant need of a cash infusion from
a settlement, without regard to the value of the released claim.

C. Possible Liability of Counsel

1. Under Section 550 of the Bankruptcy Code, a transfer that is
avoided under one of the avoidance sections of the Bankruptcy
Code (such as Sections 544, 545, 547, 548, 549 or 553(b)) may be
recovered from (a) the initial transferee of the transfer or the entity
"for whose benefit" the transfer was made or (b) any "immediate"
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or "mediate" transfer transferee of the initial transferee.  11 U.S.C. 
§ 550(a).

2. If an attorney receives a settlement payment from an insolvent
defendant for the benefit of the attorney's client (the plaintiff),
there is a risk that the  transfer may be subject to recovery both
from the attorney as the "initial transferee" and the client as a
successor transferee.

3. However, in most instances, the attorney may avail himself or
herself of the so-called "mere conduit theory," pursuant to which a
party who is receiving an otherwise preferential payments for
immediate transmission to the actual creditor is not liable under
Section 550(a), as long as the attorney does not exercise any
control over the funds and acts in good faith. See In re Harwell,
628 F.3d 1312 (11th Cir. 2010) (material issue of fact as to whether
attorney was mere conduit with respect to settlement funds paid
into attorneys' trust account when attorney alleged to be involved
in fraudulent scheme); In re Jackson, 436 B.R. 29 (E.D. Mich.
2010) (law firm was conduit, and not initial transferee, of
garnishment proceeds received in trust account but was
"immediate transferee" to extent of payment of fees); In re S&W
International Food Specialties, Inc., 362 B.R. 36 (Bankr. N.D. Ga.
2006) (closing attorney acted as mere conduit and was not initial
transferee of fraudulent conveyance); In re Spinnaker Industries,
Inc., 328 B.R. 755 (Bankr. S.D. Ohio 2005) (law firm was conduit
as to proceeds of preferential settlement payment). However, if the
attorney deducts from the settlement payment any amounts owed
by the client as attorney's fees, the mere conduit theory may not be
a viable defense to the extent of the deduction. See In re Florida
Manufacturing & Distribution, 484 B.R. 847 (Bankr. S.D. Fla.
2012) (credit counseling company was "initial transferee," and not
just mere conduit, as to amounts company applied from payments
received from Chapter 7 debtor to pay company's monthly service
fees); In re Moon, 385 B.R. 541 (Bankr. S.D.N.Y. 2008) (with
respect to settlement proceeds paid into attorneys' trust account,
attorney was "initial transferee" as to amount of proceeds
constituting attorneys' contingency fee); In re Imperial Corp. of
America, 114 B.R. 115 (Bankr. S.D. Cal. 1992) (at the very least,
material issue of fact as to whether law firm was "transferee" or
conduit as to proceeds of settlement paid to firm for its fees). But
see In re Cargo Transportation Services, Inc., 502 B.R. 875 (Bankr.
M.D. Fla. 2013) (law firm was mere conduit of settlement
proceeds, even as to amount ultimately paid to law firm from
proceeds as contingency fee, when settlement proceeds initially
deposited in trust account and then transferred to debtor and
contingency fee was paid in accordance with court order).
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D. Dischargeability of Settlement in Bankruptcy

1. If the full settlement payment is not made prior to bankruptcy, or
is made and the amount of any pre-bankruptcy payment is
recovered as an avoidable preference, the amount owed to the
plaintiff may be subject to discharge in the defendant's bankruptcy
case, to the extent that the defendant is otherwise entitled to a
discharge under the particular chapter of the Bankruptcy Code in
which the bankruptcy case is commenced.

2. If the plaintiff's claim is not subject to discharge, such as a claim
for actual fraud perpetrated by the defendant (see 11 U.S.C.
§ 523(a)(2)), and the plaintiff gives the defendant a release of
claims as part of the settlement consideration, there is some
concern that the unpaid amount of the plaintiff's claim in
bankruptcy may be subject to discharge.

3. However, in Archer v. Warner, 538 U.S. 314 (2003), the United
States Supreme Court held that the balance owing under the
settlement of a state law fraud claim can be non-dischargeable as a
debt for money obtained by fraud under Section 523(a)(2) of the
Bankruptcy Code.

In Archer, the debtor entered into a settlement of a state law 
fraud claim pursuant to which the debtor executed a 
promissory note for the settlement amount, the creditor 
released any claims against the debtor other than the amount 
owing under the promissory note, and the creditor dismissed 
the state court litigation with prejudice. When the debtor 
failed to make any payment under the promissory note, the 
creditor brought another state court action to enforce the 
settlement, and the debtor filed for bankruptcy. The debtor 
contended that the settlement agreement constituted a 
novation and that any amount owing under that agreement 
was dischargeable in the bankruptcy case, and the 
bankruptcy court, district court and Fourth Circuit Court of 
Appeals agreed. The Supreme Court, however, relying upon 
Brown v. Felsen, 442 U.S. 127 (1979), reversed, concluding 
that the bankruptcy court can look behind the settlement to 
determine if the debt arises out of an underlying fraud. But
see In re Sager, 2014 WL 2565839 (Bankr. E.D. Pa. 2014) 
(bankruptcy court, without citing Archer, rules that plaintiff 
who settled with defendant held a contract claim and lacked 
a viable basis to contest dischargeability of $1.05 million 
judgment, apparently concluding that the court could not 
look behind the settlement agreement to determine if the 
underlying claims were non-dischargeable) (appeal 
pending).
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XI. Lawyer Ethics in Settlement Negotiations

A. Sources for Ethical Guidance in Settlement Negotiations

1. Rules of professional conduct of the state where the lawyer is
admitted to practice (including admission pro hac vice).

2. Judicial decisions issued by courts in the state whose ethical rules
apply to the lawyer.

3. Formal opinions and disciplinary rulings of the state ethics
committee or commission charged with interpreting the applicable
state's ethics rules.

4. The Model Rules of Professional Conduct (the "Model Rules") of
the American Bar Association ("ABA").

5. Formal opinions and informal opinions of the ABA Standing
Committee on Ethics and Professional Reasonability.

6. The ABA Section of Litigation's 2002 publication entitled "Ethical
Guidelines for Settlement Negotiations" (the "Guidelines").

7. THE RESTATEMENT (THIRD) OF THE LAW GOVERNING
LAWYERS (2000) (the "Restatement").

B. Advising Client Regarding ADR

1. State ethics codes and some court rules may require, or strongly
encourage, counsel to the litigants to advise clients of the
availability of alternative dispute resolution ("ADR") options. See,
e.g., Local Rule 16.3(a) of the Rules of the United States District
Court for the District of Columbia (directing counsel to meet,
within 21 days after the defendant enters an appearance in the
case, to discuss, among other things, whether mediation might be
appropriate and, in doing so, to consider their clients' goals and
objectives, whether their clients might benefit from a neutral
evaluation of the merits of the case, and whether mediation might
result in cost savings or other practical benefits).

2. The Model Rules do not affirmatively require attorneys to advise
clients regarding ADR, but comment 5 to Rule 2.1 states that
"when a matter is likely to involve litigation, it may be necessary…
to advise the client of forms of dispute resolution that might
constitute reasonable alternatives to litigation."
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C. Competence of Attorney

1. Model Rule 1.1 requires an attorney to "provide competent
representation to a client," which necessarily means that the
attorney must possess "the legal knowledge, skill, thoroughness
and preparation reasonably necessary for the representation."

2. Skilled litigators must recognize that they may not also be skilled
settlement negotiators or have other areas of expertise needed for
settlement discussions (such as real estate or tax issues implicated
in the dispute).

D. Settlement Authority

1. Model Rule 1.2(a) provides that "a lawyer shall abide by a client's
decision whether to accept an offer of settlement of a matter" and
therefore only the client has authority to settle a civil dispute.

2. Confusion may often result as to the identity of the client when the
attorney represents both the insured and the carrier, but in those
circumstances counsel generally must represent the insured with
undivided loyalty. See ABA Formal Opinion 96-403 (1996).

E. Settlement Communications

1. Counsel should not commence settlement discussions without
client consent. See Guidelines §3.1.2.

2. Model Rule 4.2 bars an attorney from communicating with, or
inquiring of, an adversary counsel's client as to whether a
settlement offer has been communicated.

3. Counsel must promptly inform the client of any settlement
proposal, even if counsel does not believe the proposal will be
acceptable to the client, and should explain the proposal to the
extent necessary to enable the client to make an informed decision.
See Model Rules 1.2(a) and 1.4(a)(2).

F. Conduct of Negotiations/Confidentiality

1. Counsel should not conduct the negotiations on the client's behalf
except to the extent authorized by the client and for so long as such
authorization remains outstanding. See Guidelines §3.2.2.

2. Counsel should not purport to agree to settlement terms without
the client's express consent, as counsel may have apparent
authority to bind the client against the client's wishes. Restatement
§27(d).
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3. Counsel should in all negotiations preserve client confidences and
only reveal such confidences when authorized to do so. See Model
Rule 1.6.

4. Counsel should prepare for a settlement negotiation with the same
diligence as counsel prepares for the trial of the case itself, in light
of the mandate in Model Rule 1.1 for the lawyer to provide the
client with "competent representation." See also Guidelines §2.2,
committee notes.

G. Misrepresentations/Omissions

1. Model Rule 4.1(a) provides that a lawyer may not knowingly make
false statements of "material fact or law."

2. A lawyer who adopts the statement of another person that the
lawyer knows to be false is guilty of misrepresentation as if the
lawyer made the false or misleading statement. If the client makes
the misrepresentation, Model Rules 1.2(d) (enjoining counsel from
assisting a client's crime or fraud) and 1.16(a)(1) (requiring
attorneys to withdraw from representation where continued
involvement would be unethical) may be implicated.

3. A so-called "supervisory lawyer" has the responsibility to make
reasonable efforts to ensure that a lawyer under his or her
supervision conforms to the rules of professional conduct. Model
Rule 5.1(b). Therefore, if a supervising attorney knows that a
subordinate has misrepresented a matter to an opposing party in
negotiation, the supervisor as well as the subordinate has a duty to
correct the resulting misapprehension. Model Rule 5.1, comment 5.

4. Model Rule 4.1(b) bars a lawyer from a knowing failure to disclose
"a material fact" when disclosure is necessary to avoid assisting a
criminal or fraudulent act by a client, unless disclosure is
prohibited by Model Rule 1.6.

H. Threats

1. Because the Model Rules did not carry forward Disciplinary Rule
7-1-5(a) of the former Code of Professional Responsibility, the ABA
ethics committee has opined that an attorney may threaten
criminal charges against an adversary to induce a settlement if the
criminal matter relates to the criminal dispute, the lawyer has a
well-founded belief that the facts and law support both the civil
claim and the potential criminal charges, and the lawyer does not
exert improper influence over the criminal justice system. See ABA
Formal Opinion 92-363 (1992). However, some states take a
contrary position.
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2. An attorney should never attempt to extract a settlement by
extortion or other unlawful means. See Guidelines §4.3.2.

3. Because an attorney has a duty to report ethical misconduct of a
fellow attorney, see Model Rule 8.3(a), an attorney should never
threaten to do so as a means of inducing favorable settlement
concessions from an opponent.

I. Cooperation and Non-Cooperation Clauses

1. While a party may condition settlement upon an opponent's
providing truthful testimony, parties may be barred from including
a settlement provision by which a party covenants not to share
with other litigants information discovered in the settled litigation.
See Model Rule 3.4(f).

2. A lawyer who asks for or accepts a non-cooperation condition may
be found to have committed an ethical violation under Model Rule
8.4(d), which enjoins attorneys from engaging in any conduct that
is "prejudicial to the administration of justice."

J. Limitations on Counsel Representation

1. It is unethical to restrict a lawyer's right to practice law by
including in a settlement a provision that an attorney may not
represent another litigant in future litigation against the same or
similar parties or decline to use information obtained from the
settle litigation. See Model Rule 5.6(b) and ABA Formal Opinion
00-417 (2000).

2. It is impermissible, as an effort to circumvent the rule, to require
in a settlement agreement that plaintiff's counsel consult with or
otherwise be engaged by the defendant in the hope that such a
relationship would create a conflict of interests in the event of any
litigation involving plaintiff's counsel against the defendant in the
future. See, e.g., Adams v. BellSouth Telecomm., Inc., 2001 WL
34032759 (S.D. Fla. 2001).

K. Representing Multiple Clients

1. When representing multiple clients in settlement negotiations, the
lawyer should obtain each client's consent to the sharing of
confidential information. See Model Rule 1.6 (requiring consent
from client to disclose confidential information); ABA Formal
Opinion 06-438 (2006).
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2. Counsel should make sure that differences in client positions are
taken into account in the settlement negotiations. See Guidelines
§3.5.

3. Counsel should discuss potential conflicts arising from differing
strengths and weaknesses in each client's position and differing
capacities of defendant clients to contribute to a settlement. See
Guidelines §3.6.

4. Counsel should refrain from negotiating different recoveries for
clients without each client's informed consent. See Guidelines §3.6.

5. Counsel should be knowledgeable concerning the provisions of,
and adhere to, Model Rule 1.8(g) when a so-called "aggregate
settlement" is involved.
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The Sale of Property that Is 
Over‐Encumbered with Tax Liens 

Under § 724

Jeffrey M. Wong, with assistance from Alexis Weyers
jeff@jeffwonglaw.com

(503)206‐8233

Hypothetical Chapter 7 Debtor
RESIDENCE

Market Value $300,000
First Mortgage $200,000
IRS Tax Lien (2nd Position) $150,000

Principal    $100,000
Interest $  20,000
Penalties $  30,000

Oregon Homestead Exemption $  40,000

UNSECURED DEBTS
Domestic Support Obligation $  20,000
Credit cards and medical debts $125,000
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The Good and Bad News  with an IRS 
Lien On a Residence. . . 

Bad News – Residence is subject to IRS seizure and 
lien eats up all of the equity.
Good News – Since the 1998 Taxpayer Bill of Rights, 
the IRS seizes very few homes. IRC § 6334(e) 
requires a District Court order for the IRS to seize 
and sell a residence.
Bad News – Lien lasts for up to ten years and can be 
renewed through a suit for judgment.  
Good News – In a bankruptcy case, a big tax lien 
exhausts the equity and deters Ch 7 Trustees from 
liquidating the residence.

Section 554(b)

“On request of a party in interest . . . the court 
may order the trustee to abandon any property 
of the estate that is burdensome to the estate or 
that is of inconsequential value and benefit to 
the estate.”
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US Trustee’s Handbook for Ch 7 
Trustees (eff. 10‐1‐12)

• “Generally, a trustee should not sell property subject to a 
security interest unless the sale generates funds for the 
benefit of unsecured creditors. A secured creditor can protect 
its own interests in the collateral subject to the security 
interest.”  4‐14

• “A trustee shall not administer an estate or an asset in an 
estate where the proceeds of liquidation will primarily benefit 
the trustee or the professionals, or unduly delay the 
resolution of the case. The trustee must be guided by this 
fundamental principle when acting as trustee. Accordingly, 
the trustee must consider whether sufficient funds will be 
generated to make a meaningful distribution to unsecured 
creditors, including unsecured priority creditors, before 
administering a case as an asset case. 28 U.S.C. § 586.” 4‐1

The Debtor’s Grounds for Insecurity

• Avoidance of Secured Tax Penalties under §
724(a).

• Subordination of the Tax Lien to Priority 
Claims under § 726(b).

• “Carve out” agreements where the IRS offers 
to forego a portion of the proceeds payable on 
its liens to the estate.
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Tax Penalty Avoidance under § 724(a)

• § 724: “The trustee may avoid a lien that secures 
a claim of a kind specified in section 726(a)(4) of 
this title.”

• § 726(a)(4) – “any allowed claim, whether 
secured or unsecured, for any . . . penalty . . . 
arising before the earlier of the order for relief . . 
. to the extent that such . . . penalty [is] not 
compensation for actual pecuniary loss.”

• § 551 – “Any transfer avoided under section . . . 
724(a) . . . is preserved for the benefit of the 
estate but only with respect to property of the 
estate.”

In re Gill, 574 B.R. 709 (9th Cir. BAP 2017)—
Liquidation of Over‐Encumbered Residence with 

Avoidance of Tax Penalties
• Debtor’s motion for abandonment denied where:

– Residence valued at $500K (but Trustee’s broker 
intended to list at $539K); $371K first mortgage and 
$161K IRS tax lien ($48K in penalties)

– BAP affirmed BK Court’s determination that Trustee 
might be able to liquidate residence and by avoiding 
penalties lien, and could recover “substantial” funds 
for the payment of unsecured debts of the estate.

• See, also, In re Bolden, 327 B.R. 657 (Bankr. C.D. 
Cal. 2005).
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In re Bolden, 327 BR 657 (Bk. CD Cal. 
2005) – Sidestepping the Homestead 

Exemption With an IRS Lien

• Sale of $924K house allowed where IRS held $2.4M tax 
claim with $339K in penalties.

• Additionally holds that because IRS liens pierce state 
homestead exemptions, estate would recover proceeds 
otherwise reserved for the debtor under the 
homestead exemption. 

• See, also, In re Hutchinson, 579 BR 860 (Bk. ED Cal 
2018), same conclusion with homestead exemption. 

• See US v. Mitchell, 403 US 190, 204, 91 S Ct 1763 
(1971) re unavailability of state exemptions with tax 
liens.

Subordination of Tax Liens to Priority 
Debts Under § 726(b)

§ 726(b) requires proceeds realized from “property 
in which the estate has an interest” that is 
encumbered by a tax lien to be applied:
• First—to secured claims senior to the tax lien.
• Second—to priority claims under §§ 507(a)(1) 
through (a)(7).

• Third—the balance of the tax lien proceeds, if 
any, to the tax lien if its value exceeded the 
priority debts paid.

• Fourth—to secured claims junior to the tax lien.
• Fifth—to any balance still owing on the tax liens.
• Sixth—to general unsecured creditors.
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In re Laredo, 334 BR 401 (ND Ill. 2005)
‐‐‐Liquidation may be Mandatory with 

Subordination under § 724(b)
• Trustee sought turnover of a debtor’s residence and a 

determination of the priority of liens and claims with the 
proceeds of, with consideration of the debtors’ homestead 
exemption and IRS tax liens on the property.

• The court held:
– The estate recovered the proceeds otherwise payable on the 

homestead exemption because of the tax lien; and 
– “Because of the substantial benefit that can be realized from the 

sale of property subject to tax liens as a result of the operation 
of § 724(b) . . . abandonment of such property is not permitted 
even though there is no equity over the liens in the property.”

– “. . . the existence of the IRS lien rendered the Property 
beneficial to the estate and not susceptible to abandonment, 
notwithstanding a lack of equity in the Property, because the 
provisions of § 724(b) can be invoked to satisfy administrative 
expenses.”

But Houses are Safer in Utah – In re 
Christensen, 561 BR. 195 (Bk Utah 2016) 

• Trustee’s fees denied with attempt to sell debtors’ home 
which was over‐encumbered with a tax lien.  The Court:
– Analogized the Trustee taking of a $10,000 “carve out” to the 

taking of a bribe.  
– Cited the US Trustee’s Handbook and discussed the history of 

Act and Code with respect to abandonment of over‐
encumbered property and deterrence of profiteering Trustees.

– Observed that Trustees are generally not authorized to liquidate 
over‐encumbered property, and held that the issue of 
subordination under § 724 is not reached unless a sale is first 
authorized under § 363.

– Refused to “eviscerate” the debtors’ homestead exemption,  
observing that "The Bankruptcy Code must be construed 
liberally in favor of the debtor and strictly against the creditor.“  
Citing In re Warren, 512 F3d 1241, 1248 (10th Cir. 2008).

• See, also, In re Bird, 577 BR 365 (10th Cir BAP 2017), 
Trustee’s fees denied in an IRS “carve out” case.
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§ 724. Treatment of certain liens

(a) The trustee may avoid a lien that secures a claim of a kind specified in section 726(a)(4) of this 
title [11 USCS § 726(a)(4)]  

(b) Property in which the estate has an interest and that is subject to a lien that is not avoidable 
under this title (other than to the extent that there is a properly perfected unavoidable tax lien 
arising in connection with an ad valorem tax on real or personal property of the estate) and that 
secures an allowed claim for a tax, or proceeds of such property, shall be distributed-- 

(1) first, to any holder of an allowed claim secured by a lien on such property that is not 
avoidable under this title and that is senior to such tax lien; 

(2) second, to any holder of a claim of a kind specified in section 507(a)(1)(C) or 507(a)(2) 
(except that such expenses under each such section, other than claims for wages, salaries, 
or commissions that arise after the date of the filing of the petition, shall be limited to 
expenses incurred under this chapter [11 USCS §§ 701 et seq ] and shall not include 
expenses incurred under chapter 11 of this title [11 USCS §§ 1101 et seq ]), 507(a)(1)(A), 
507(a)(1)(B), 507(a)(3), 507(a)(4), 507(a)(5), 507(a)(6), or 507(a)(7) of this title [11 USCS § 
507(a)(1)(C), 507(a)(2), 507(a)(1)(A), 507(a)(1)(B), 507(a)(3), 507(a)(4), 507(a)(5), 507(a)(6), 
or 507(a)(7)], to the extent of the amount of such allowed tax claim that is secured by such 
tax lien; 

(3) third, to the holder of such tax lien, to any extent that such holder's allowed tax claim that is 
secured by such tax lien exceeds any amount distributed under paragraph (2) of this 
subsection; 

(4) fourth, to any holder of an allowed claim secured by a lien on such property that is not 
avoidable under this title and that is junior to such tax lien; 

(5) fifth, to the holder of such tax lien, to the extent that such holder's allowed claim secured by 
such tax lien is not paid under paragraph (3) of this subsection; and 

(6) sixth, to the estate  

(c) If more than one holder of a claim is entitled to distribution under a particular paragraph of 
subsection (b) of this section, distribution to such holders under such paragraph shall be in the 
same order as distribution to such holders would have been other than under this section  

(d) A statutory lien the priority of which is determined in the same manner as the priority of a tax lien 
under section 6323 of the Internal Revenue Code of 1986 [26 USCS § 6323] shall be treated 
under subsection (b) of this section the same as if such lien were a tax lien  

(e) Before subordinating a tax lien on real or personal property of the estate, the trustee shall-- 

(1) exhaust the unencumbered assets of the estate; and 

(2) in a manner consistent with section 506(c) [11 USCS § 506(c)], recover from property 
securing an allowed secured claim the reasonable, necessary costs and expenses of 
preserving or disposing of such property  

(f) Notwithstanding the exclusion of ad valorem tax liens under this section and subject to the 
requirements of subsection (e), the following may be paid from property of the estate which 
secures a tax lien, or the proceeds of such property: 
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(1) Claims for wages, salaries, and commissions that are entitled to priority under section 
507(a)(4) [11 USCS § 507(a)(4)]  

(2) Claims for contributions to an employee benefit plan entitled to priority under section 
507(a)(5) [11 USCS § 507(a)(5)]  
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Tax Issues with the Disposition of 
Distressed Real Property

Jeff Wong, with assistance from Alexis Weyers, Apr. 2018 

jeff@jeffwonglaw.com

(503) 206‐8233

Hypothetical Facts

•The debtor is in default on a debt secured by 
a trust deed on real property.

•Fair market value ‐ $300,000
•Secured debt ‐ $350,000
•Debtor’s adjusted basis ‐ $260,000
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Creditor’s Options with a Default
• Foreclose 

• Judicial
• Non‐judicial (Trustee’s sale)

• Recover property under a deed in lieu of foreclosure (“DILF”)
• With forgiveness of the balance of the note (“COD” for 
“cancellation of indebtedness”)

• Without forgiveness of the balance of the note

• Agree to private sale (e.g. a “short sale”) with cooperation of 
the debtor

• Sue for a judgment on the promissory note and abandon the 
security rights under the trust deed

The Debtor’s Tax Consequences for a 
Disposition at $300,000 Market Value

CAPITAL GAIN               COD 

Amount Realized  Debt                  
‐ Adjusted Basis ‐Amt Paid to Creditor

Gain COD

$300,000 $350,000
‐ $260,000 ‐ $300,000
Gain            $  40,000 COD       $  50,000

(Potential)
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The Debtor’s Tax Consequences From 
A Foreclosure Sale at $250,000
CAPITAL GAIN              COD 

Amount Realized  Debt                         
‐ Adjusted Basis ‐Amt Paid toCreditor

Gain COD

$250,000 $350,000
‐ $260,000 ‐ $250,000
Loss       ($ 10,000)         COD         $100,000

(Potential)

Comparison of FMV vs. Distress Sale
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Pros and Cons of COD Income and Gain

COD Income Gain

Tax Rate  Ordinary Income (Max 39.6% Individuals get a 
for 2017; 37% for 2018) capped rate of 15 or 20%

depending on year 
and circumstances.

Excludible? IRC § 108 exclusions ‐‐ Individuals can exclude 
Bankruptcy, insolvency, qualified gains from personal 
real or farm property, etc.  residence;  otherwise

cannot exclude.

Offsets?      Ordinary losses only.  Ordinary OR capital losses.  

RULES WITH THE COMPUTATION 
AND TREATMENT OF CANCELLED 

INDEBTEDNESS
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When Is a Debt Cancelled?
•COD is realized when all events giving rise to 
extinguishment of a debt have occurred. See Shannon v. 
Comm’r, Tax Court Memo 1993‐554.

• Gains are realized upon a transfer of the property‐‐‐this 
is not always the date when COD is realized.  COD from 
real property indebtedness can be realized before or 
after realization of gain.

•Debts will generally be deemed cancelled after:
• A bankruptcy discharge.
• Expiration of the statute of limitations to collect the debt.
•Other legal preclusions against further collection of the 
debt (e.g. “anti‐deficiency statutes”).  

• An agreement under which the creditor agrees to forego 
further collection (e.g. a deemed satisfaction or future 
forbearance agreement with a deed in lieu of foreclosure).

Oregon Anti‐Deficiency Laws ‐ ORS 86.797
 With “residential trust deeds,” a creditor cannot recover a deficiency 

from any person after judicial or non‐judicial foreclosure.
 A residential trust deed is one involving property having four or fewer 

dwelling units, one of which is occupied (or in a purchase transaction, 
intended to be occupied) as a principal residence for the debtor, the debtor’s 
spouse, or the debtor’s minor or dependent children, when the trust deed is 
recorded.  ORS 86.705(6).

 A creditor who forecloses non‐judicially on any trust deed is thereafter 
precluded from recovering a judgment against anyone for a deficiency 
for the debt underlying the trust deed and various related debts.

 Creditors can seek a deficiency from any obligor or guarantor when they 
foreclose judicially on non‐residential property. 

 A creditor can choose to sue on the promissory note rather than 
foreclose the trust deed, but will waive its right to foreclose under the 
trust deed.

 When a creditor or related creditors obtain two or more trust deeds on 
the same date in related transactions, preclusions arising from 
foreclosure of one trust deed apply to all the trust deeds.
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Washington Anti‐Deficiency Laws ‐ RCW 61.21.100

• Except under the circumstances permitted with “commercial loans,” a 
creditor cannot obtain a deficiency judgment after a non‐judicial 
foreclosure.  

• “Commercial loans” are all loans that are not made for a “personal, family, or 
household purpose.”  RCW 61.21.005

• With commercial loans, a creditor can obtain a deficiency judgment 
after non‐judicial foreclosure:

• If and to the extent the debtor diminished the value of the property through 
waste or wrongfully retained rents or other monies that should have been 
paid to the creditor; 

• The debt was collateralized by other property; or 
• Against a guarantor of the debt as long as various required notices were 
timely given under RCW 61.24.042.  

Is the COD Taxable as Income?
• IRC section 61(a)(12) makes COD generally taxable as income. 
• In most instances, only the discharge of recourse debt is 
taxable as ordinary income.

• The discharge of non‐recourse debt can give rise to capital gain under the rule of  
Comm’r v. Tufts, 461 US 300, 103 S Ct 1826 (1983); see Treas. Reg. 1.1001‐2(c).

• COD is not taxable if payment of the debt would have given rise 
to a deduction.  IRC section 108(e)(2).

• IRC section 108 provides a variety of “exclusions” when COD is 
not taxed as income.  However, exclusion may give rise to the 
obligation to reduce tax attributes (i.e. items such as net 
operating losses and basis in property that would reduce tax in 
future years).  
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COD Exclusions – Section 108
Insolvency ‐ Must be insolvent immediately prior to discharge; income excluded only to the 

extent of  insolvency.  Sections 108(a)(1)(B) and (3).

Bankruptcy ‐ Debt must be discharged in BK;  liquidation in BK without payment is not enough.
Sections 108(a)(1)(A) and  108(d)(2).

Principal     ‐ Must be: (i) principal residence (section 121); (ii) acquisition indebtedness, 
Residence     or a refinancing thereof, (iii) a discharge related to financial condition or decline

of property value; and (iv) discharged before Jan 1, 2018 or under an 
arrangement entered into prior to this date.  Section 108(a)(1)(E) and (h).

Farm Debts ‐ Must be debt incurred by a farmer in connection with farming.  Section 
108(a)(1)(C) and 108(g). 

Business      ‐ Must be acquisition indebtedness with property used in the trade or business,
Real Property   and cannot be farm indebtedness.   The exclusion is limited to the excess of 
Indebtedness   debt over market value.  Section 108(a)(1)(D) and (c).

Other Rules ‐ Student loans, debt acquisition with related persons, purchase money reductions, 
indebtedness converted to capital, deferrals of COD for solvent C corporations.

Attribute Reduction With Excluded COD
• Whenever a taxpayer excludes COD from income with the BK, insolvency, 

or farm exclusions, he must reduce tax attributes by the amount of COD 
excluded.  IRC section 108(b)(1).

• Attributes are generally reduced in the following order (section 
108(b)(2)):
1.  Net operating losses.  
2.  Credits.  
3.  Capital losses.
4.  Basis in property 
5.  Passive activity carryovers.
6.  Foreign tax credit carryovers.

• Section 108(b)(5) allows taxpayer to elect reduction of the basis in 
property first, before other attributes are reduced. 

• In most instances, attribute reduction takes place on first day of year 
following the discharge.  Section 108(b)(4)(A).

• Attribute reduction with the qualified real property business 
indebtedness or principal residence exclusion is limited to the basis of 
property. Sections 108(c)(1)(A)  and 108(h)(1).
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Ordering Rules ‐ Section 108(a)(2)
Differences between the tax effects of the various COD 
exclusions require “ordering rules” for those instances where 
more than one exclusion could be applied.  For example, an 
insolvent debtor who loses his home during the year in which 
he obtains a bankruptcy discharge, might be able to claim the 
bankruptcy, insolvency, or principal residence exclusions.

 If discharge occurs through BK, the taxpayer must use the BK 
exclusion.

 If discharge does not occur through BK and the cancelled 
debt is principal residence debt, the taxpayer must use 
principal residence exclusion.

 If the BK and the principal residence exclusions are not 
available and the taxpayer is insolvent, the taxpayer must 
use the insolvency exception.

The Insolvency Exclusion

 Insolvency is tested immediately before the discharge of debt.  IRC 
section 108(d)(3).

 Insolvency is determined under a simple balance sheet test, with no 
exemptions recognized.  See Carlson v. Comm’r, 116 Tax Court 87 
(2001).

 The exclusion is limited to the amount of insolvency.   IRC section 
108(a)(3).  
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Insolvency Exclusion Example

 John owed $100,000 in debts to a single creditor, and had 
$30,000 in cash and $5,000 in personal goods.  His personal goods 
are exempt from creditors under state law.

 John enters into a settlement agreement with creditor settling the 
debt for payment of his $30,000.  

 John has realized $70,000 of COD. Immediately prior to the 
discharge, John was $65,000 insolvent.    

 John must report $5,000 of COD income, and can exclude $65,000 
of the COD.   

COD with Flow‐Through Entities
• Often in real property transactions, a flow‐through entity is the primary obligor 
and the entity owners are guarantors.

• Collection prospects with guarantors can defer the date of COD realization
• Payments made by an owner guarantor are generally treated as a contribution of 
capital that increases the owner’s basis in the entity

• With S corporations, taxable COD flows through to owners.   However, attribute 
reduction from excluded COD is applied at the corporate level.  Losses for the 
year of the discharge are treated as net operating losses subject to reduction.  
IRC section 108(d)(7)(A) and (B).  

• With partnerships, the taxability of COD is determined at the partner level, and 
attribute reduction is applied at the partner level.  IRC section 108(d)(6). 

• For purposes of the insolvency exclusion, solvency is tested at the corporate 
level with S corporations, but at the partner level with partnerships.  IRC section 
108(d)(6) and (7). 

• Insolvent partnerships and LLC’s that elected partnership tax accounting can thus pass 
taxable COD to partners/members, because solvency is tested at the partner level.

• The capital accounts of owners of flow‐through entities are not increased by the 
flow through of excluded COD to them. Babin v. Comm’r, 23 F3d 1032 (6th Cir. 
1994) re partnerships, IRC section 108(d)(7)(A) re S corporations.  
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Attribute Reduction in Individual 
Chapter 7 or 11 Cases 
• IRC section 108(d)(8) states that in individual Chapter 7 and 11 cases 
to which section 1398 applies, attribute reduction is applied by the 
estate and not the debtor. 

• This provision takes into consideration the estate’s receipt and 
holding of all tax attributes the debtor had on the petition date under 
section 1398(g) and (i) for the duration of the estate’s existence.

• This provision seems to make estates potentially liable for gains taxes 
incurred from the sale of real property in many cases, for example:

• Debtor files a Chapter 7 case in 2016 and receives a discharge in that year.
• Debtor receives the discharge of significant debts, giving rise to an attribute 
reduction requirement that reduces the estate’s net operating losses, capital 
losses, and basis in property to $0, on the first day of 2017.

• Trustee liquidates real property owned by the debtor in 2017, with no basis 
in the property or losses to offset the gains.

• Was this result was intended by Congress?  Do Trustees take this 
requirement into consideration when they liquidate property after a 
discharge?  In 34 years of practice, I have never seen the IRS apply 
this rule to impose increased gains tax on a bankruptcy estate.  

Special Gain Computation Rules 
with Real Property Dispositions

•Sale v. Surrender to Creditor

•Non‐Recourse Financing – the rule of Comm’r v. Tufts, 
461 US 300, 103 SCt 1826 (1983); see Treas. Reg. 
1.1001‐2(c).

•Deemed Assumption of Senior Encumbrances; see 
Treas. Reg. 1.1001‐2(a).
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The “Amount Realized” for Computing 
Gain with Sale vs. Surrender to Creditor 

(Assumes Recourse Debt)

Sale  ‐ Sale Price Less Costs of Sale

Surrender  ‐ Lower of Debt or Fair Market Value of 
Property – Gehl v. Commissioner, 102 TC 784 
(1994), aff’d 50 F.3d 12 (4th Cir. 1995); 
Treas. Reg. § 1.1001‐2(c), Example 8; Rev. Rul. 
90‐16.

The Amount Realized with Non‐
Recourse Financing (The Tufts Rule)

When property subject to non‐recourse debt is 
disposed of (transferred), the amount realized is 
the higher of the debt or the sale price (less 
costs of sale).  Treas. Reg. section 1.1001‐2(c).
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Assumption of Senior Encumbrances 
with Foreclosure by a Junior Creditor

•When a junior creditor forecloses or acquires the 
property in resolution of its debt, the purchaser (or 
acquiring creditor) is deemed to have assumed senior 
encumbrances and the amounts of those debts are 
included in the debtor’s amount realized.  Treas. Reg. 
section 1.1001‐2(a).  

Special Tax Computation Rules for 
Creditors with Real Property 

Dispositions
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Creditor’s Tax Consequences with a DILF

• A creditor’s acceptance of a property in satisfaction of the mortgage 
debt under a DILF is generally deemed a purchase of the property at 
its fair market value.  See, e.g., Commissioner v Spreckles, 120 F.2d 
517, 520 (9th Cir. 1941).

• If the debt exceeded market value at the time of acquisition, the 
creditor gets basis in the property equal to the market value. See, 
e.g., McFadden v. Comm’r, TC Memo 2002‐166 and PLR 8621003.  

• If the balance of debt is forgiven with the DILF, the creditor gets a bad debt 
loss under section 166 for the discharged balance.

• Individual debtors who are not in the business of lending money must treat 
the bad debt as a short term capital loss.  Section 166(d).  Individuals in the 
business of lending money and entities can treat the bad debt as an ordinary 
deduction.

• If the market value exceeded the amount of the debt at the time of 
acquisition, the creditor gets a basis equal to the debt.

Creditor’s Tax Consequences with a Sale of 
Collateral for Less than the Amount of the Debt

• Interest income is realized to the extent that interest is recovered 
from the sale.

• 12 USC section 3751 requires banks to apply proceeds to interest before 
principal with foreclosures on single family residences.

• If it is clear that the creditor will have no further recovery on the 
debt, the creditor gets a bad debt loss under section 166 equal to the 
excess of debt over the amount paid thereto from the sale over the 
under IRC section 166.  

• If the creditor acquires the property through the sale, the creditor 
gets a basis equal to the amount paid for the property.
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Cornell Law School

U.S. Code › Title 26 › Subtitle A › Chapter 1 › Subchapter B › Part III › § 108

26 U.S. Code § 108 - Income from discharge of indebtedness
(a) EXCLUSION FROM GROSS INCOME

(1) IN GENERAL Gross income does not include any amount which (but for this subsection) would be includible in gross income
by reason of the discharge (in whole or in part) of indebtedness of the taxpayer if—

(A) the discharge occurs in a title 11 case,

(B) the discharge occurs when the taxpayer is insolvent,

(C) the indebtedness discharged is qualified farm indebtedness,

(D) in the case of a taxpayer other than a C corporation, the indebtedness discharged is qualified real property business
indebtedness, or

(E) the indebtedness discharged is qualified principal residence indebtedness which is discharged—

(i) before January 1, 2018, or

(ii) subject to an arrangement that is entered into and evidenced in writing before January 1, 2018.

(2) COORDINATION OF EXCLUSIONS

(A) Title 11 exclusion takes precedence
Subparagraphs (B), (C), (D), and (E) of paragraph (1) shall not apply to a discharge which occurs in a title
11 case.

(B) Insolvency exclusion takes precedence over qualified farm exclusion and qualified real property business
exclusion
Subparagraphs (C) and (D) of paragraph (1) shall not apply to a discharge to the extent the taxpayer is
insolvent.

(C) Principal residence exclusion takes precedence over insolvency exclusion unless elected otherwise
Paragraph (1)(B) shall not apply to a discharge to which paragraph (1)(E) applies unless the taxpayer
elects to apply paragraph (1)(B) in lieu of paragraph (1)(E).

(3) INSOLVENCY EXCLUSION LIMITED TO AMOUNT OF INSOLVENCY

In the case of a discharge to which paragraph (1)(B) applies, the amount excluded under paragraph (1)(B)
shall not exceed the amount by which the taxpayer is insolvent.

(b) REDUCTION OF TAX ATTRIBUTES

(1) IN GENERAL

The amount excluded from gross income under subparagraph (A), (B), or (C) of subsection (a)(1) shall be
applied to reduce the tax attributes of the taxpayer as provided in paragraph (2).

(2) TAX ATTRIBUTES AFFECTED; ORDER OF REDUCTION Except as provided in paragraph (5), the reduction referred to in paragraph
(1) shall be made in the following tax attributes in the following order:

(A) NOL
Any net operating loss for the taxable year of the discharge, and any net operating loss carryover to such
taxable year.

26 U.S. Code § 108 - Income from discharge of indebtedness | US Law | LII... https://www.law.cornell.edu/uscode/text/26/108
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(B) General business credit
Any carryover to or from the taxable year of a discharge of an amount for purposes for determining the
amount allowable as a credit under section 38 (relating to general business credit).

(C) Minimum tax credit
The amount of the minimum tax credit available under section 53(b) as of the beginning of the taxable
year immediately following the taxable year of the discharge.

(D) Capital loss carryovers
Any net capital loss for the taxable year of the discharge, and any capital loss carryover to such taxable
year under section 1212.

(E) Basis reduction

(i) In general
The basis of the property of the taxpayer.

(ii) Cross reference
For provisions for making the reduction described in clause (i), see section 1017.

(F) Passive activity loss and credit carryovers
Any passive activity loss or credit carryover of the taxpayer under section 469(b) from the taxable year of
the discharge.

(G) Foreign tax credit carryovers
Any carryover to or from the taxable year of the discharge for purposes of determining the amount of the
credit allowable under section 27.

(3) AMOUNT OF REDUCTION

(A) In general
Except as provided in subparagraph (B), the reductions described in paragraph (2) shall be one dollar for
each dollar excluded by subsection (a).

(B) Credit carryover reduction
The reductions described in subparagraphs (B), (C), and (G) shall be 33⅓ cents for each dollar excluded
by subsection (a). The reduction described in subparagraph (F) in any passive activity credit carryover
shall be 33⅓ cents for each dollar excluded by subsection (a).

(4) ORDERING RULES

(A) Reductions made after determination of tax for year
The reductions described in paragraph (2) shall be made after the determination of the tax imposed by
this chapter for the taxable year of the discharge.

(B) Reductions under subparagraph (A) or (D) of paragraph (2)
The reductions described in subparagraph (A) or (D) of paragraph (2) (as the case may be) shall be made
first in the loss for the taxable year of the discharge and then in the carryovers to such taxable year in the
order of the taxable years from which each such carryover arose.

(C) Reductions under subparagraphs (B) and (G) of paragraph (2)
The reductions described in subparagraphs (B) and (G) of paragraph (2) shall be made in the order in
which carryovers are taken into account under this chapter for the taxable year of the discharge.

(5) ELECTION TO APPLY REDUCTION FIRST AGAINST DEPRECIABLE PROPERTY

(A) In general
The taxpayer may elect to apply any portion of the reduction referred to in paragraph (1) to the reduction
under section 1017 of the basis of the depreciable property of the taxpayer.

26 U.S. Code § 108 - Income from discharge of indebtedness | US Law | LII... https://www.law.cornell.edu/uscode/text/26/108
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(B) Limitation
The amount to which an election under subparagraph (A) applies shall not exceed the aggregate adjusted
bases of the depreciable property held by the taxpayer as of the beginning of the taxable year following
the taxable year in which the discharge occurs.

(C) Other tax attributes not reduced
Paragraph (2) shall not apply to any amount to which an election under this paragraph applies.

(c) TREATMENT OF DISCHARGE OF QUALIFIED REAL PROPERTY BUSINESS INDEBTEDNESS

(1) BASIS REDUCTION

(A) In general
The amount excluded from gross income under subparagraph (D) of subsection (a)(1) shall be applied to
reduce the basis of the depreciable real property of the taxpayer.

(B) Cross reference
For provisions making the reduction described in subparagraph (A), see section 1017.

(2) LIMITATIONS

(A) Indebtedness in excess of value The amount excluded under subparagraph (D) of subsection (a)(1) with respect to
any qualified real property business indebtedness shall not exceed the excess (if any) of—

(i) the outstanding principal amount of such indebtedness (immediately before the discharge), over

(ii) the fair market value of the real property described in paragraph (3)(A) (as of such time), reduced by the
outstanding principal amount of any other qualified real property business indebtedness secured by such property (as
of such time).

(B) Overall limitation
The amount excluded under subparagraph (D) of subsection (a)(1) shall not exceed the aggregate
adjusted bases of depreciable real property (determined after any reductions under subsections (b) and
(g)) held by the taxpayer immediately before the discharge (other than depreciable real property acquired
in contemplation of such discharge).

(3) QUALIFIED REAL PROPERTY BUSINESS INDEBTEDNESS The term “qualified real property business indebtedness” means
indebtedness which—

(A) was incurred or assumed by the taxpayer in connection with real property used in a trade or business and is secured
by such real property,

(B) was incurred or assumed before January 1, 1993, or if incurred or assumed on or after such date, is qualified
acquisition indebtedness, and

(C) with respect to which such taxpayer makes an election to have this paragraph apply.

Such term shall not include qualified farm indebtedness. Indebtedness under subparagraph (B) shall include
indebtedness resulting from the refinancing of indebtedness under subparagraph (B) (or this sentence), but only to the
extent it does not exceed the amount of the indebtedness being refinanced.

(4) QUALIFIED ACQUISITION INDEBTEDNESS

For purposes of paragraph (3)(B), the term “qualified acquisition indebtedness” means, with respect to any
real property described in paragraph (3)(A), indebtedness incurred or assumed to acquire, construct,
reconstruct, or substantially improve such property.

(5) REGULATIONS

The Secretary shall issue such regulations as are necessary to carry out this subsection, including regulations
preventing the abuse of this subsection through cross-collateralization or other means.
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(d) MEANING OF TERMS; SPECIAL RULES RELATING TO CERTAIN PROVISIONS

(1) INDEBTEDNESS OF TAXPAYER For purposes of this section, the term “indebtedness of the taxpayer” means any
indebtedness—

(A) for which the taxpayer is liable, or

(B) subject to which the taxpayer holds property.

(2) TITLE 11 CASE

For purposes of this section, the term “title 11 case” means a case under title 11 of the United States Code
(relating to bankruptcy), but only if the taxpayer is under the jurisdiction of the court in such case and the
discharge of indebtedness is granted by the court or is pursuant to a plan approved by the court.

(3) INSOLVENT

For purposes of this section, the term “insolvent” means the excess of liabilities over the fair market value of
assets. With respect to any discharge, whether or not the taxpayer is insolvent, and the amount by which the
taxpayer is insolvent, shall be determined on the basis of the taxpayer’s assets and liabilities immediately
before the discharge.

[(4) REPEALED. PUB. L. 99–514, TITLE VIII, § 822(B)(3)(A), OCT. 22, 1986, 100 STAT. 2373]

(5) DEPRECIABLE PROPERTY

The term “depreciable property” has the same meaning as when used in section 1017.

(6) CERTAIN PROVISIONS TO BE APPLIED AT PARTNER LEVEL

In the case of a partnership, subsections (a), (b), (c), and (g) shall be applied at the partner level.

(7) SPECIAL RULES FOR S CORPORATION

(A) Certain provisions to be applied at corporate level
In the case of an S corporation, subsections (a), (b), (c), and (g) shall be applied at the corporate level,
including by not taking into account under section 1366(a) any amount excluded under subsection (a) of
this section.

(B) Reduction in carryover of disallowed losses and deductions
In the case of an S corporation, for purposes of subparagraph (A) of subsection (b)(2), any loss or
deduction which is disallowed for the taxable year of the discharge under section 1366(d)(1) shall be
treated as a net operating loss for such taxable year. The preceding sentence shall not apply to any
discharge to the extent that subsection (a)(1)(D) applies to such discharge.

(C) Coordination with basis adjustments under section 1367(b)(2)
For purposes of subsection (e)(6), a shareholder’s adjusted basis in indebtedness of an S corporation
shall be determined without regard to any adjustments made under section 1367(b)(2).

(8) REDUCTIONS OF TAX ATTRIBUTES IN TITLE 11 CASES OF INDIVIDUALS TO BE MADE BY ESTATE

In any case under chapter 7 or 11 of title 11 of the United States Code to which section 1398 applies, for
purposes of paragraphs (1) and (5) of subsection (b) the estate (and not the individual) shall be treated as the
taxpayer. The preceding sentence shall not apply for purposes of applying section 1017 to property
transferred by the estate to the individual.

(9) TIME FOR MAKING ELECTION, ETC.

(A) Time
An election under paragraph (5) of subsection (b) or under paragraph (3)(C) of subsection (c) shall be
made on the taxpayer’s return for the taxable year in which the discharge occurs or at such other time as
may be permitted in regulations prescribed by the Secretary.

(B) Revocation only with consent
An election referred to in subparagraph (A), once made, may be revoked only with the consent of the
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Secretary.

(C) Manner
An election referred to in subparagraph (A) shall be made in such manner as the Secretary may by
regulations prescribe.

(10) CROSS REFERENCE

For provision that no reduction is to be made in the basis of exempt property of an individual debtor, see
section 1017(c)(1).

(e) GENERAL RULES FOR DISCHARGE OF INDEBTEDNESS (INCLUDING DISCHARGES NOT IN TITLE 11 CASES OR INSOLVENCY) For purposes of
this title—

(1) NO OTHER INSOLVENCY EXCEPTION

Except as otherwise provided in this section, there shall be no insolvency exception from the general rule that
gross income includes income from the discharge of indebtedness.

(2) INCOME NOT REALIZED TO EXTENT OF LOST DEDUCTIONS

No income shall be realized from the discharge of indebtedness to the extent that payment of the liability
would have given rise to a deduction.

(3) ADJUSTMENTS FOR UNAMORTIZED PREMIUM AND DISCOUNT

The amount taken into account with respect to any discharge shall be properly adjusted for unamortized
premium and unamortized discount with respect to the indebtedness discharged.

(4) ACQUISITION OF INDEBTEDNESS BY PERSON RELATED TO DEBTOR

(A) Treated as acquisition by debtor
For purposes of determining income of the debtor from discharge of indebtedness, to the extent provided
in regulations prescribed by the Secretary, the acquisition of outstanding indebtedness by a person
bearing a relationship to the debtor specified in section 267(b) or 707(b)(1) from a person who does not
bear such a relationship to the debtor shall be treated as the acquisition of such indebtedness by the
debtor. Such regulations shall provide for such adjustments in the treatment of any subsequent
transactions involving the indebtedness as may be appropriate by reason of the application of the
preceding sentence.

(B) Members of family
For purposes of this paragraph, sections 267(b) and 707(b)(1) shall be applied as if section 267(c)(4)
provided that the family of an individual consists of the individual’s spouse, the individual’s children,
grandchildren, and parents, and any spouse of the individual’s children or grandchildren.

(C) Entities under common control treated as related
For purposes of this paragraph, two entities which are treated as a single employer under subsection (b)
or (c) of section 414 shall be treated as bearing a relationship to each other which is described in section
267(b).
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(5) PURCHASE-MONEY DEBT REDUCTION FOR SOLVENT DEBTOR TREATED AS PRICE REDUCTION If—

(A) the debt of a purchaser of property to the seller of such property which arose out of the purchase of such property is
reduced,

(B) such reduction does not occur—

(i) in a title 11 case, or

(ii) when the purchaser is insolvent, and

(C) but for this paragraph, such reduction would be treated as income to the purchaser from the discharge of indebtedness,

then such reduction shall be treated as a purchase price adjustment.

(6) INDEBTEDNESS CONTRIBUTED TO CAPITAL Except as provided in regulations, for purposes of determining income of the debtor
from discharge of indebtedness, if a debtor corporation acquires its indebtedness from a shareholder as a contribution to
capital—

(A) section 118 shall not apply, but

(B) such corporation shall be treated as having satisfied the indebtedness with an amount of money equal to the
shareholder’s adjusted basis in the indebtedness.

(7) RECAPTURE OF GAIN ON SUBSEQUENT SALE OF STOCK

(A) In general If a creditor acquires stock of a debtor corporation in satisfaction of such corporation’s indebtedness, for
purposes of section 1245—

(i) such stock (and any other property the basis of which is determined in whole or in part by reference to the adjusted
basis of such stock) shall be treated as section 1245 property,

(ii) the aggregate amount allowed to the creditor—

(I) as deductions under subsection (a) or (b) of section 166 (by reason of the worthlessness or partial
worthlessness of the indebtedness), or

(II) as an ordinary loss on the exchange,

 shall be treated as an amount allowed as a deduction for depreciation, and

(iii) an exchange of such stock qualifying under section 354(a), 355(a), or 356(a) shall be treated as an exchange to
which section 1245(b)(3) applies.

The amount determined under clause (ii) shall be reduced by the amount (if any) included in the creditor’s gross
income on the exchange.

(B) Special rule for cash basis taxpayers
In the case of any creditor who computes his taxable income under the cash receipts and disbursements
method, proper adjustment shall be made in the amount taken into account under clause (ii) of
subparagraph (A) for any amount which was not included in the creditor’s gross income but which would
have been included in such gross income if such indebtedness had been satisfied in full.

(C) Stock of parent corporation
For purposes of this paragraph, stock of a corporation in control (within the meaning of section 368(c)) of
the debtor corporation shall be treated as stock of the debtor corporation.

(D) Treatment of successor corporation
For purposes of this paragraph, the term “debtor corporation” includes a successor corporation.

(E) Partnership rule
Under regulations prescribed by the Secretary, rules similar to the rules of the foregoing subparagraphs of
this paragraph shall apply with respect to the indebtedness of a partnership.

26 U.S. Code § 108 - Income from discharge of indebtedness | US Law | LII... https://www.law.cornell.edu/uscode/text/26/108

6 of 12 4/4/2018 12:00 PM



Chapter 5—The Income Tax Consequences of Selling Property

 5–2931st Annual Northwest Bankruptcy Institute

(8) INDEBTEDNESS SATISFIED BY CORPORATE STOCK OR PARTNERSHIP INTEREST For purposes of determining income of a debtor
from discharge of indebtedness, if—

(A) a debtor corporation transfers stock, or

(B) a debtor partnership transfers a capital or profits interest in such partnership,

to a creditor in satisfaction of its recourse or nonrecourse indebtedness, such corporation or partnership shall be
treated as having satisfied the indebtedness with an amount of money equal to the fair market value of the stock or
interest. In the case of any partnership, any discharge of indebtedness income recognized under this paragraph shall be
included in the distributive shares of taxpayers which were the partners in the partnership immediately before such
discharge.

(9) DISCHARGE OF INDEBTEDNESS INCOME NOT TAKEN INTO ACCOUNT IN DETERMINING WHETHER ENTITY MEETS REIT QUALIFICATIONS

Any amount included in gross income by reason of the discharge of indebtedness shall not be taken into
account for purposes of paragraphs (2) and (3) of section 856(c).

(10) INDEBTEDNESS SATISFIED BY ISSUANCE OF DEBT INSTRUMENT

(A) In general
For purposes of determining income of a debtor from discharge of indebtedness, if a debtor issues a debt
instrument in satisfaction of indebtedness, such debtor shall be treated as having satisfied the
indebtedness with an amount of money equal to the issue price of such debt instrument.

(B) Issue price
For purposes of subparagraph (A), the issue price of any debt instrument shall be determined under
sections 1273 and 1274. For purposes of the preceding sentence, section 1273(b)(4) shall be applied by
reducing the stated redemption price of any instrument by the portion of such stated redemption price
which is treated as interest for purposes of this chapter.

(f) STUDENT LOANS

(1) IN GENERAL

In the case of an individual, gross income does not include any amount which (but for this subsection) would
be includible in gross income by reason of the discharge (in whole or in part) of any student loan if such
discharge was pursuant to a provision of such loan under which all or part of the indebtedness of the
individual would be discharged if the individual worked for a certain period of time in certain professions for
any of a broad class of employers.

(2) STUDENT LOAN For purposes of this subsection, the term “student loan” means any loan to an individual to assist the
individual in attending an educational organization described in section 170(b)(1)(A)(ii) made by—

(A) the United States, or an instrumentality or agency thereof,

(B) a State, territory, or possession of the United States, or the District of Columbia, or any political subdivision thereof,

(C) a public benefit corporation—

(i) which is exempt from taxation under section 501(c)(3),

(ii) which has assumed control over a State, county, or municipal hospital, and

(iii) whose employees have been deemed to be public employees under State law, or

(D) any educational organization described in section 170(b)(1)(A)(ii) if such loan is made—

(i) pursuant to an agreement with any entity described in subparagraph (A), (B), or (C) under which the funds from
which the loan was made were provided to such educational organization, or

(ii) pursuant to a program of such educational organization which is designed to encourage its students to serve in
occupations with unmet needs or in areas with unmet needs and under which the services provided by the students (or
former students) are for or under the direction of a governmental unit or an organization described in section 501(c)(3)
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and exempt from tax under section 501(a).

The term “student loan” includes any loan made by an educational organization described in section 170(b)(1)(A)(ii) or
by an organization exempt from tax under section 501(a) to refinance a loan to an individual to assist the individual in
attending any such educational organization but only if the refinancing loan is pursuant to a program of the refinancing
organization which is designed as described in subparagraph (D)(ii).

(3) EXCEPTION FOR DISCHARGES ON ACCOUNT OF SERVICES PERFORMED FOR CERTAIN LENDERS

Paragraph (1) shall not apply to the discharge of a loan made by an organization described in paragraph
(2)(D) if the discharge is on account of services performed for either such organization.

(4) PAYMENTS UNDER NATIONAL HEALTH SERVICE CORPS LOAN REPAYMENT PROGRAM AND CERTAIN STATE LOAN REPAYMENT PROGRAMS

In the case of an individual, gross income shall not include any amount received under section 338B(g) of the
Public Health Service Act, under a State program described in section 338I of such Act, or under any other
State loan repayment or loan forgiveness program that is intended to provide for the increased availability of
health care services in underserved or health professional shortage areas (as determined by such State).

(5) DISCHARGES ON ACCOUNT OF DEATH OR DISABILITY

(A) In general In the case of an individual, gross income does not include any amount which (but for this subsection)
would be includible in gross income for such taxable year by reasons of the discharge (in whole or in part) of any loan
described in subparagraph (B) after December 31, 2017, and before January 1, 2026, if such discharge was—

(i) pursuant to subsection (a) or (d) of section 437 of the Higher Education Act of 1965 or the parallel benefit under
part D of title IV of such Act (relating to the repayment of loanliability),

(ii) pursuant to section 464(c)(1)(F) of such Act, or

(iii) otherwise discharged on account of the death or total and permanent disability of the student.

(B) Loans described A loan is described in this subparagraph if such loan is—

(i) a student loan (as defined in paragraph (2)), or

(ii) a private education loan (as defined in section 140(7) [1] of the Consumer Credit Protection Act (15 U.S.C.
1650(7) [1] )).

(g) SPECIAL RULES FOR DISCHARGE OF QUALIFIED FARM INDEBTEDNESS

(1) DISCHARGE MUST BE BY QUALIFIED PERSON

(A) In general
Subparagraph (C) of subsection (a)(1) shall apply only if the discharge is by a qualified person.

(B) Qualified person
For purposes of subparagraph (A), the term “qualified person” has the meaning given to such term by
section 49(a)(1)(D)(iv); except that such term shall include any Federal, State, or local government or
agency or instrumentality thereof.

(2) QUALIFIED FARM INDEBTEDNESS For purposes of this section, indebtedness of a taxpayer shall be treated as qualified farm
indebtedness if—

(A) such indebtedness was incurred directly in connection with the operation by the taxpayer of the trade or business of
farming, and

(B) 50 percent or more of the aggregate gross receipts of the taxpayer for the 3 taxable years preceding the taxable year
in which the discharge of such indebtedness occurs is attributable to the trade or business of farming.

(3) AMOUNT EXCLUDED CANNOT EXCEED SUM OF TAX ATTRIBUTES AND BUSINESS AND INVESTMENT ASSETS

(A) In general The amount excluded under subparagraph (C) of subsection (a)(1) shall not exceed the sum of—
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(i) the adjusted tax attributes of the taxpayer, and

(ii) the aggregate adjusted bases of qualified property held by the taxpayer as of the beginning of the taxable year
following the taxable year in which the discharge occurs.

(B) Adjusted tax attributes
For purposes of subparagraph (A), the term “adjusted tax attributes” means the sum of the tax attributes
described in subparagraphs (A), (B), (C), (D), (F), and (G) of subsection (b)(2) determined by taking into
account $3 for each $1 of the attributes described in subparagraphs (B), (C), and (G) of subsection (b)(2)
and the attribute described in subparagraph (F) of subsection (b)(2) to the extent attributable to any
passive activity credit carryover.

(C) Qualified property
For purposes of this paragraph, the term “qualified property” means any property which is used or is held
for use in a trade or business or for the production of income.

(D) Coordination with insolvency exclusion
For purposes of this paragraph, the adjusted basis of any qualified property and the amount of the
adjusted tax attributes shall be determined after any reduction under subsection (b) by reason of amounts
excluded from gross income under subsection (a)(1)(B).

(h) SPECIAL RULES RELATING TO QUALIFIED PRINCIPAL RESIDENCE INDEBTEDNESS

(1) BASIS REDUCTION

The amount excluded from gross income by reason of subsection (a)(1)(E) shall be applied to reduce (but not
below zero) the basis of the principal residence of the taxpayer.

(2) QUALIFIED PRINCIPAL RESIDENCE INDEBTEDNESS

For purposes of this section, the term “qualified principal residence indebtedness” means acquisition
indebtedness (within the meaning of section 163(h)(3)(B), applied by substituting “$2,000,000 ($1,000,000” for
“$1,000,000 ($500,000” in clause (ii) thereof) with respect to the principal residence of the taxpayer.

(3) EXCEPTION FOR CERTAIN DISCHARGES NOT RELATED TO TAXPAYER’S FINANCIAL CONDITION

Subsection (a)(1)(E) shall not apply to the discharge of a loan if the discharge is on account of services
performed for the lender or any other factor not directly related to a decline in the value of the residence or to
the financial condition of the taxpayer.

(4) ORDERING RULE

If any loan is discharged, in whole or in part, and only a portion of such loan is qualified principal residence
indebtedness, subsection (a)(1)(E) shall apply only to so much of the amount discharged as exceeds the
amount of the loan (as determined immediately before such discharge) which is not qualified principal
residence indebtedness.

(5) PRINCIPAL RESIDENCE

For purposes of this subsection, the term “principal residence” has the same meaning as when used in
section 121.

(i) DEFERRAL AND RATABLE INCLUSION OF INCOME ARISING FROM BUSINESS INDEBTEDNESS DISCHARGED BY THE REACQUISITION OF A DEBT

INSTRUMENT

(1) IN GENERAL At the election of the taxpayer, income from the discharge of indebtedness in connection with the reacquisition
after December 31, 2008, and before January 1, 2011, of an applicable debt instrument shall be includible in gross income
ratably over the 5-taxable-year period beginning with—

(A) in the case of a reacquisition occurring in 2009, the fifth taxable year following the taxable year in which the
reacquisition occurs, and

(B) in the case of a reacquisition occurring in 2010, the fourth taxable year following the taxable year in which the
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reacquisition occurs.

(2) DEFERRAL OF DEDUCTION FOR ORIGINAL ISSUE DISCOUNT IN DEBT FOR DEBT EXCHANGES

(A) In general If, as part of a reacquisition to which paragraph (1) applies, any debt instrument is issued for the applicable
debt instrument being reacquired (or is treated as so issued under subsection (e)(4) and the regulations thereunder) and
there is any original issue discount determined under subpart A of part V of subchapter P of this chapter with respect to the
debt instrument so issued—

(i) except as provided in clause (ii), no deduction otherwise allowable under this chapter shall be allowed to the issuer
of such debt instrument with respect to the portion of such original issue discount which—

(I) accrues before the 1st taxable year in the 5-taxable-year period in which income from the discharge of
indebtedness attributable to the reacquisition of the debt instrument is includible under paragraph (1), and

(II) does not exceed the income from the discharge of indebtedness with respect to the debt instrument being
reacquired, and

(ii) the aggregate amount of deductions disallowed under clause (i) shall be allowed as a deduction ratably over the
5-taxable-year period described in clause (i)(I).

If the amount of the original issue discount accruing before such 1st taxable year exceeds the income from the
discharge of indebtedness with respect to the applicable debt instrument being reacquired, the deductions shall be
disallowed in the order in which the original issue discount is accrued.

(B) Deemed debt for debt exchanges
For purposes of subparagraph (A), if any debt instrument is issued by an issuer and the proceeds of such
debt instrument are used directly or indirectly by the issuer to reacquire an applicable debt instrument of
the issuer, the debt instrument so issued shall be treated as issued for the debt instrument being
reacquired. If only a portion of the proceeds from a debt instrument are so used, the rules of
subparagraph (A) shall apply to the portion of any original issue discount on the newly issued debt
instrument which is equal to the portion of the proceeds from such instrument used to reacquire the
outstanding instrument.

(3) APPLICABLE DEBT INSTRUMENT For purposes of this subsection—

(A) Applicable debt instrument The term “applicable debt instrument” means any debt instrument which was issued by—

(i) a C corporation, or

(ii) any other person in connection with the conduct of a trade or business by such person.

(B) Debt instrument
The term “debt instrument” means a bond, debenture, note, certificate, or any other instrument or
contractual arrangement constituting indebtedness (within the meaning of section 1275(a)(1)).
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(4) REACQUISITION For purposes of this subsection—

(A) In general The term “reacquisition” means, with respect to any applicable debt instrument, any acquisition of the debt
instrument by—

(i) the debtor which issued (or is otherwise the obligor under) the debt instrument, or

(ii) a related person to such debtor.

(B) Acquisition
The term “acquisition” shall, with respect to any applicable debt instrument, include an acquisition of the
debt instrument for cash, the exchange of the debt instrument for another debt instrument (including an
exchange resulting from a modification of the debt instrument), the exchange of the debt instrument for
corporate stock or a partnership interest, and the contribution of the debt instrument to capital. Such term
shall also include the complete forgiveness of the indebtedness by the holder of the debt instrument.

(5) OTHER DEFINITIONS AND RULES For purposes of this subsection—

(A) Related person
The determination of whether a person is related to another person shall be made in the same manner as
under subsection (e)(4).

(B) Election

(i) In general An election under this subsection with respect to any applicable debt instrument shall be made by
including with the return of tax imposed by chapter 1 for the taxable year in which the reacquisition of the debt
instrument occurs a statement which—

(I) clearly identifies such instrument, and

(II) includes the amount of income to which paragraph (1) applies and such other information as the Secretary may
prescribe.

(ii) Election irrevocable
Such election, once made, is irrevocable.

(iii) Pass-thru entities
In the case of a partnership, S corporation, or other pass-thru entity, the election under this subsection
shall be made by the partnership, the S corporation, or other entity involved.

(C) Coordination with other exclusions
If a taxpayer elects to have this subsection apply to an applicable debt instrument, subparagraphs (A),
(B), (C), and (D) of subsection (a)(1) shall not apply to the income from the discharge of such
indebtedness for the taxable year of the election or any subsequent taxable year.

(D) Acceleration of deferred items

(i) In general
In the case of the death of the taxpayer, the liquidation or sale of substantially all the assets of the
taxpayer (including in a title 11 or similar case), the cessation of business by the taxpayer, or similar
circumstances, any item of income or deduction which is deferred under this subsection (and has not
previously been taken into account) shall be taken into account in the taxable year in which such event
occurs (or in the case of a title 11 or similar case, the day before the petition is filed).

(ii) Special rule for pass-thru entities
The rule of clause (i) shall also apply in the case of the sale or exchange or redemption of an interest
in a partnership, S corporation, or other pass-thru entity by a partner, shareholder, or other person
holding an ownership interest in such entity.

(6) SPECIAL RULE FOR PARTNERSHIPS
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In the case of a partnership, any income deferred under this subsection shall be allocated to the partners in
the partnership immediately before the discharge in the manner such amounts would have been included in
the distributive shares of such partners under section 704 if such income were recognized at such time. Any
decrease in a partner’s share of partnership liabilities as a result of such discharge shall not be taken into
account for purposes of section 752 at the time of the discharge to the extent it would cause the partner to
recognize gain under section 731. Any decrease in partnership liabilities deferred under the preceding
sentence shall be taken into account by such partner at the same time, and to the extent remaining in the
same amount, as income deferred under this subsection is recognized.

(7) SECRETARIAL AUTHORITY The Secretary may prescribe such regulations, rules, or other guidance as may be necessary or
appropriate for purposes of applying this subsection, including—

(A) extending the application of the rules of paragraph (5)(D) to other circumstances where appropriate,

(B) requiring reporting of the election (and such other information as the Secretary may require) on returns of tax for
subsequent taxable years, and

(C) rules for the application of this subsection to partnerships, S corporations, and other pass-thru entities, including for
the allocation of deferred deductions.

(Aug. 16, 1954, ch. 736, 68A Stat. 32; June 29, 1956, ch. 463, § 5, 70 Stat. 403; Pub. L. 88–496, § 1(a), June 8, 1960, 74 Stat. 164;
Pub. L. 94–455, title XIX, §§ 1906(b)(13)(A), 1951(b)(2)(A), Oct. 4, 1976, 90 Stat. 1834, 1836; Pub. L. 96–589, § 2(a), Dec. 24, 1980,
94 Stat. 3389; Pub. L. 97–354, § 3(e), Oct. 19, 1982, 96 Stat. 1689; Pub. L. 97–448, title I, § 102(h)(1), title III, § 304(d), Jan. 12,
1983, 96 Stat. 2372, 2398; Pub. L. 98–369, div. A, title I, § 59(a), (b)(1), title IV, § 474(r)(5), title VII, § 721(b)(2), title X, § 1076(a), July
18, 1984, 98 Stat. 576, 839, 966, 1053; Pub. L. 99–514, title I, § 104(b)(2), title II, § 231(d)(3)(D), title IV, § 405(a), title VI, § 621(e)(1),
title VIII, §§ 805(c)(2)–(4), 822(a), (b)(1)–(3), title XI, § 1171(b)(4), title XVIII, § 1847(b)(7), Oct. 22, 1986, 100 Stat. 2105, 2179, 2224,
2266, 2362, 2373, 2513, 2856; Pub. L. 100–647, title I, § 1004(a)(1)–(4), (6), Nov. 10, 1988, 102 Stat. 3385, 3387; Pub. L. 101–508,
title XI, §§ 11325(a)(1), (b), 11813(b)(6), Nov. 5, 1990, 104 Stat. 1388–466, 1388–551; Pub. L. 103–66, title XIII, §§ 13150(a)–(c)(5),
13226(a)(1), (2)(B), (b)(1)–(3), Aug. 10, 1993, 107 Stat. 446–448, 487, 488; Pub. L. 104–188, title I, § 1703(n)(2), Aug. 20, 1996, 110
Stat. 1877; Pub. L. 105–34, title II, § 225(a), Aug. 5, 1997, 111 Stat. 820; Pub. L. 105–206, title VI, § 6004(f), July 22, 1998, 112 Stat.
795; Pub. L. 107–147, title IV, § 402(a), Mar. 9, 2002, 116 Stat. 40; Pub. L. 108–357, title III, § 320(a), title VIII, § 896(a), Oct. 22,
2004, 118 Stat. 1473, 1648; Pub. L. 110–142, § 2(a)–(c), Dec. 20, 2007, 121 Stat. 1803, 1804; Pub. L. 110–343, div. A, title III,
§ 303(a), Oct. 3, 2008, 122 Stat. 3807; Pub. L. 111–5, div. B, title I, § 1231(a), Feb. 17, 2009, 123 Stat. 338; Pub. L. 111–148, title X,
§ 10908(a), Mar. 23, 2010, 124 Stat. 1021; Pub. L. 112–240, title II, § 202(a), Jan. 2, 2013, 126 Stat. 2323; Pub. L. 113–295, div. A,
title I, § 102(a), Dec. 19, 2014, 128 Stat. 4013; Pub. L. 114–113, div. Q, title I, § 151(a), (b), Dec. 18, 2015, 129 Stat. 3065; Pub. L.
115–97, title I, § 11031(a), Dec. 22, 2017, 131 Stat. 2081; Pub. L. 115–123, div. D, title I, § 40201(a), Feb. 9, 2018, 132 Stat. 145.)

[1]  So in original. The designation “(7)” probably should be preceded by “(a)”.
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Cornell Law School

U.S. Code › Title 26 › Subtitle A › Chapter 1 › Subchapter O › Part II › § 1017

26 U.S. Code § 1017 - Discharge of indebtedness
(a) GENERAL RULE If—

(1) an amount is excluded from gross income under subsection (a) of section 108 (relating to discharge of indebtedness), and

(2) under subsection (b)(2)(E), (b)(5), or (c)(1) of section 108, any portion of such amount is to be applied to reduce basis,

then such portion shall be applied in reduction of the basis of any property held by the taxpayer at the beginning of the
taxable year following the taxable year in which the discharge occurs.

(b) AMOUNT AND PROPERTIES DETERMINED UNDER REGULATIONS

(1) IN GENERAL

The amount of reduction to be applied under subsection (a) (not in excess of the portion referred to in
subsection (a)), and the particular properties the bases of which are to be reduced, shall be determined under
regulations prescribed by the Secretary.

(2) LIMITATION IN TITLE 11 CASE OR INSOLVENCY In the case of a discharge to which subparagraph (A) or (B) of section 108(a)(1)
applies, the reduction in basis under subsection (a) of this section shall not exceed the excess of—

(A) the aggregate of the bases of the property held by the taxpayer immediately after the discharge, over

(B) the aggregate of the liabilities of the taxpayer immediately after the discharge.

The preceding sentence shall not apply to any reduction in basis by reason of an election under section 108(b)(5).

(3) CERTAIN REDUCTIONS MAY ONLY BE MADE IN THE BASIS OF DEPRECIABLE PROPERTY

(A) In general
Any amount which under subsection (b)(5) or (c)(1) of section 108 is to be applied to reduce basis shall be
applied only to reduce the basis of depreciable property held by the taxpayer.

(B) Depreciable property
For purposes of this section, the term “depreciable property” means any property of a character subject to
the allowance for depreciation, but only if a basis reduction under subsection (a) will reduce the amount of
depreciation or amortization which otherwise would be allowable for the period immediately following such
reduction.

(C) Special rule for partnership interests
For purposes of this section, any interest of a partner in a partnership shall be treated as depreciable
property to the extent of such partner’s proportionate interest in the depreciable property held by such
partnership. The preceding sentence shall apply only if there is a corresponding reduction in the
partnership’s basis in depreciable property with respect to such partner.

(D) Special rule in case of affiliated group For purposes of this section, if—

(i) a corporation holds stock in another corporation (hereinafter in this subparagraph referred to as the “subsidiary”),
and

(ii) such corporations are members of the same affiliated group which file a consolidated return under section 1501 for
the taxable year in which the discharge occurs,

then such stock shall be treated as depreciable property to the extent that such subsidiary consents to a
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corresponding reduction in the basis of its depreciable property.

(E) Election to treat certain inventory as depreciable property

(i) In general
At the election of the taxpayer, for purposes of this section, the term “depreciable property” includes
any real property which is described in section 1221(a)(1).

(ii) Election
An election under clause (i) shall be made on the taxpayer’s return for the taxable year in which the
discharge occurs or at such other time as may be permitted in regulations prescribed by the Secretary.
Such an election, once made, may be revoked only with the consent of the Secretary.

(F) Special rules for qualified real property business indebtedness In the case of any amount which under section
108(c)(1) is to be applied to reduce basis—

(i) depreciable property shall only include depreciable real property for purposes of subparagraphs (A) and (C),

(ii) subparagraph (E) shall not apply, and

(iii) in the case of property taken into account under section 108(c)(2)(B), the reduction with respect to such property
shall be made as of the time immediately before disposition if earlier than the time under subsection (a).

(4) SPECIAL RULES FOR QUALIFIED FARM INDEBTEDNESS

(A) In general Any amount which under subsection (b)(2)(E) of section 108 is to be applied to reduce basis and which is
attributable to an amount excluded under subsection (a)(1)(C) of section 108—

(i) shall be applied only to reduce the basis of qualified property held by the taxpayer, and

(ii) shall be applied to reduce the basis of qualified property in the following order:

(I) First the basis of qualified property which is depreciable property.

(II) Second the basis of qualified property which is land used or held for use in the trade or business of farming.

(III) Then the basis of other qualified property.

(B) Qualified property
For purposes of this paragraph, the term “qualified property” has the meaning given to such term by
section 108(g)(3)(C).

(C) Certain rules made applicable
Rules similar to the rules of subparagraphs (C), (D), and (E) of paragraph (3) shall apply for purposes of
this paragraph and section 108(g).

(c) SPECIAL RULES

(1) REDUCTION NOT TO BE MADE IN EXEMPT PROPERTY

In the case of an amount excluded from gross income under section 108(a)(1)(A), no reduction in basis shall
be made under this section in the basis of property which the debtor treats as exempt property under section
522 of title 11 of the United States Code.

(2) REDUCTIONS IN BASIS NOT TREATED AS DISPOSITIONS

For purposes of this title, a reduction in basis under this section shall not be treated as a disposition.

(d) RECAPTURE OF REDUCTIONS

(1) IN GENERAL For purposes of sections 1245 and 1250—

(A) any property the basis of which is reduced under this section and which is neither section 1245 property nor section
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1250 property shall be treated as section 1245 property, and

(B) any reduction under this section shall be treated as a deduction allowed for depreciation.

(2) SPECIAL RULE FOR SECTION 1250
For purposes of section 1250(b), the determination of what would have been the depreciation adjustments
under the straight line method shall be made as if there had been no reduction under this section.

(Aug. 16, 1954, ch. 736, 68A Stat. 301; Pub. L. 94–455, title XIX, §§ 1906(b)(13)(A), 1951(c)(1), Oct. 4, 1976, 90 Stat. 1834, 1840;
Pub. L. 96–589, § 2(b), Dec. 24, 1980, 94 Stat. 3394; Pub. L. 99–514, title IV, § 405(b), title VIII, § 822(b)(4), (5), Oct. 22, 1986, 100
Stat. 2224, 2373; Pub. L. 100–647, title I, § 1004(a)(5), Nov. 10, 1988, 102 Stat. 3386; Pub. L. 101–508, title XI, § 11704(a)(12), Nov.
5, 1990, 104 Stat. 1388–518; Pub. L. 103–66, title XIII, § 13150(c)(6)–(8), Aug. 10, 1993, 107 Stat. 448; Pub. L. 104–188, title I,
§ 1703(n)(5), Aug. 20, 1996, 110 Stat. 1877; Pub. L. 105–206, title VI, § 6023(11), July 22, 1998, 112 Stat. 825; Pub. L. 106–170, title
V, § 532(c)(2)(S), Dec. 17, 1999, 113 Stat. 1931.)
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Cornell Law School

U.S. Code › Title 26 › Subtitle A › Chapter 1 › Subchapter V › § 1398

26 U.S. Code § 1398 - Rules relating to individuals’ title 11 cases
(a) CASES TO WHICH SECTION APPLIES

Except as provided in subsection (b), this section shall apply to any case under chapter 7 (relating to liquidations)
or chapter 11 (relating to reorganizations) of title 11 of the United States Code in which the debtor is an individual.

(b) EXCEPTIONS WHERE CASE IS DISMISSED, ETC.

(1) SECTION DOES NOT APPLY WHERE CASE IS DISMISSED

This section shall not apply if the case under chapter 7 or 11 of title 11 of the United States Code is dismissed.

(2) SECTION DOES NOT APPLY AT PARTNERSHIP LEVEL

For purposes of subsection (a), a partnership shall not be treated as an individual, but the interest in a
partnership of a debtor who is an individual shall be taken into account under this section in the same manner
as any other interest of the debtor.

(c) COMPUTATION AND PAYMENT OF TAX; BASIC STANDARD DEDUCTION

(1) COMPUTATION AND PAYMENT OF TAX

Except as otherwise provided in this section, the taxable income of the estate shall be computed in the same
manner as for an individual. The tax shall be computed on such taxable income and shall be paid by the
trustee.

(2) TAX RATES

The tax on the taxable income of the estate shall be determined under subsection (d) of section 1.

(3) BASIC STANDARD DEDUCTION

In the case of an estate which does not itemize deductions, the basic standard deduction for the estate for the
taxable year shall be the same as for a married individual filing a separate return for such year.

(d) TAXABLE YEAR OF DEBTORS

(1) GENERAL RULE

Except as provided in paragraph (2), the taxable year of the debtor shall be determined without regard to the
case under title 11 of the United States Code to which this section applies.

(2) ELECTION TO TERMINATE DEBTOR’S YEAR WHEN CASE COMMENCES

(A) In general Notwithstanding section 442, the debtor may (without the approval of the Secretary) elect to treat the
debtor’s taxable year which includes the commencement date as 2 taxable years—

(i) the first of which ends on the day before the commencement date, and

(ii) the second of which begins on the commencement date.

(B) Spouse may join in election
In the case of a married individual (within the meaning of section 7703), the spouse may elect to have the
debtor’s election under subparagraph (A) also apply to the spouse, but only if the debtor and the spouse
file a joint return for the taxable year referred to in subparagraph (A)(i).

(C) No election where debtor has no assets
No election may be made under subparagraph (A) by a debtor who has no assets other than property

26 U.S. Code § 1398 - Rules relating to individuals’ title 11 cases | US Law... https://www.law.cornell.edu/uscode/text/26/1398

1 of 4 4/4/2018 12:03 PM



Chapter 5—The Income Tax Consequences of Selling Property

 5–4031st Annual Northwest Bankruptcy Institute

which the debtor may treat as exempt property under section 522 of title 11 of the United States Code.

(D) Time for making election
An election under subparagraph (A) or (B) may be made only on or before the due date for filing the
return for the taxable year referred to in subparagraph (A)(i). Any such election, once made, shall be
irrevocable.

(E) Returns
A return shall be made for each of the taxable years specified in subparagraph (A).

(F) Annualization
For purposes of subsections (b), (c), and (d) of section 443, a return filed for either of the taxable years
referred to in subparagraph (A) shall be treated as a return made under paragraph (1) of subsection (a) of
section 443.

(3) COMMENCEMENT DATE DEFINED

For purposes of this subsection, the term “commencement date” means the day on which the case under title
11 of the United States Code to which this section applies commences.

(e) TREATMENT OF INCOME, DEDUCTIONS, AND CREDITS

(1) ESTATE’S SHARE OF DEBTOR’S INCOME

The gross income of the estate for each taxable year shall include the gross income of the debtor to which the
estate is entitled under title 11 of the United States Code. The preceding sentence shall not apply to any
amount received or accrued by the debtor before the commencement date (as defined in subsection (d)(3)).

(2) DEBTOR’S SHARE OF DEBTOR’S INCOME

The gross income of the debtor for any taxable year shall not include any item to the extent that such item is
included in the gross income of the estate by reason of paragraph (1).

(3) RULE FOR MAKING DETERMINATIONS WITH RESPECT TO DEDUCTIONS, CREDITS, AND EMPLOYMENT TAXES Except as otherwise
provided in this section, the determination of whether or not any amount paid or incurred by the estate—

(A) is allowable as a deduction or credit under this chapter, or

(B) is wages for purposes of subtitle C,

shall be made as if the amount were paid or incurred by the debtor and as if the debtor were still engaged in the trades
and businesses, and in the activities, the debtor was engaged in before the commencement of the case.

(f) TREATMENT OF TRANSFERS BETWEEN DEBTOR AND ESTATE

(1) TRANSFER TO ESTATE NOT TREATED AS DISPOSITION

A transfer (other than by sale or exchange) of an asset from the debtor to the estate shall not be treated as a
disposition for purposes of any provision of this title assigning tax consequences to a disposition, and the
estate shall be treated as the debtor would be treated with respect to such asset.

(2) TRANSFER FROM ESTATE TO DEBTOR NOT TREATED AS DISPOSITION

In the case of a termination of the estate, a transfer (other than by sale or exchange) of an asset from the
estate to the debtor shall not be treated as a disposition for purposes of any provision of this title assigning tax
consequences to a disposition, and the debtor shall be treated as the estate would be treated with respect to
such asset.

(g) ESTATE SUCCEEDS TO TAX ATTRIBUTES OF DEBTOR The estate shall succeed to and take into account the following items
(determined as of the first day of the debtor’s taxable year in which the case commences) of the debtor—

(1) NET OPERATING LOSS CARRYOVERS

The net operating loss carryovers determined under section 172.

(2) CHARITABLE CONTRIBUTIONS CARRYOVERS
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The carryover of excess charitable contributions determined under section 170(d)(1).

(3) RECOVERY OF TAX BENEFIT ITEMS

Any amount to which section 111 (relating to recovery of tax benefit items) applies.

(4) CREDIT CARRYOVERS, ETC.
The carryovers of any credit, and all other items which, but for the commencement of the case, would be
required to be taken into account by the debtor with respect to any credit.

(5) CAPITAL LOSS CARRYOVERS

The capital loss carryover determined under section 1212.

(6) BASIS, HOLDING PERIOD, AND CHARACTER OF ASSETS

In the case of any asset acquired (other than by sale or exchange) by the estate from the debtor, the basis,
holding period, and character it had in the hands of the debtor.

(7) METHOD OF ACCOUNTING

The method of accounting used by the debtor.

(8) OTHER ATTRIBUTES

Other tax attributes of the debtor, to the extent provided in regulations prescribed by the Secretary as
necessary or appropriate to carry out the purposes of this section.

(h) ADMINISTRATION, LIQUIDATION, AND REORGANIZATION EXPENSES; CARRYOVERS AND CARRYBACKS OF CERTAIN EXCESS EXPENSES

(1) ADMINISTRATION, LIQUIDATION, AND REORGANIZATION EXPENSES

Any administrative expense allowed under section 503 of title 11 of the United States Code, and any fee or
charge assessed against the estate under chapter 123 of title 28 of the United States Code, to the extent not
disallowed under any other provision of this title, shall be allowed as a deduction.

(2) CARRYBACK AND CARRYOVER OF EXCESS ADMINISTRATIVE COSTS, ETC., TO ESTATE TAXABLE YEARS

(A) Deduction allowed
There shall be allowed as a deduction for the taxable year an amount equal to the aggregate of (i) the
administrative expense carryovers to such year, plus (ii) the administrative expense carrybacks to such
year.

(B) Administrative expense loss, etc.
If a net operating loss would be created or increased for any estate taxable year if section 172(c) were
applied without the modification contained in paragraph (4) of section 172(d), then the amount of the net
operating loss so created (or the amount of the increase in the net operating loss) shall be an
administrative expense loss for such taxable year which shall be an administrative expense carryback to
each of the 3 preceding taxable years and an administrative expense carryover to each of the 7
succeeding taxable years.

(C) Determination of amount carried to each taxable year
The portion of any administrative expense loss which may be carried to any other taxable year shall be
determined under section 172(b)(2), except that for each taxable year the computation under section
172(b)(2) with respect to the net operating loss shall be made before the computation under this
paragraph.

(D) Administrative expense deductions allowed only to estate
The deductions allowable under this chapter solely by reason of paragraph (1), and the deduction
provided by subparagraph (A) of this paragraph, shall be allowable only to the estate.

(i) DEBTOR SUCCEEDS TO TAX ATTRIBUTES OF ESTATE

In the case of a termination of an estate, the debtor shall succeed to and take into account the items referred to in
paragraphs (1), (2), (3), (4), (5), and (6) of subsection (g) in a manner similar to that provided in such paragraphs
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(but taking into account that the transfer is from the estate to the debtor instead of from the debtor to the estate).
In addition, the debtor shall succeed to and take into account the other tax attributes of the estate, to the extent
provided in regulations prescribed by the Secretary as necessary or appropriate to carry out the purposes of this
section.

(j) OTHER SPECIAL RULES

(1) CHANGE OF ACCOUNTING PERIOD WITHOUT APPROVAL

Notwithstanding section 442, the estate may change its annual accounting period one time without the
approval of the Secretary.

(2) TREATMENT OF CERTAIN CARRYBACKS

(A) Carrybacks from estate
If any carryback year of the estate is a taxable year before the estate’s first taxable year, the carryback to
such carryback year shall be taken into account for the debtor’s taxable year corresponding to the
carryback year.

(B) Carrybacks from debtor’s activities
The debtor may not carry back to a taxable year before the debtor’s taxable year in which the case
commences any carryback from a taxable year ending after the case commences.

(C) Carryback and carryback year defined For purposes of this paragraph—

(i) Carryback
The term “carryback” means a net operating loss carryback under section 172 or a carryback of any
credit provided by part IV of subchapter A.

(ii) Carryback year
The term “carryback year” means the taxable year to which a carryback is carried.

(Added Pub. L. 96–589, § 3(a)(1), Dec. 24, 1980, 94 Stat. 3397; amended Pub. L. 99–514, title I, § 104(b)(14), title XIII, § 1301(j)(8),
title XVIII, § 1812(a)(5), Oct. 22, 1986, 100 Stat. 2105, 2658, 2833.)
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      86.797 Effect of sale; actions for deficiency; restrictions. (1) If, under ORS 86.705 to 86.815, a trustee sells property covered by a 
trust deed, the trustee’s sale forecloses and terminates the interest in the property that belongs to a person to which notice of the sale was 
given under ORS 86.764 and 86.774 or to a person that claims an interest by, through or under the person to which notice was given. A 
person whose interest the trustee’s sale foreclosed and terminated may not redeem the property from the purchaser at the trustee’s sale. A 
failure to give notice to a person entitled to notice does not affect the validity of the sale as to persons that were notified.

(2) Except in accordance with subsection (4) of this section, an action for a deficiency may not be brought after a trustee’s sale under
ORS 86.705 to 86.815 or after a judicial foreclosure of a residential trust deed, and a judgment to foreclose a residential trust deed under 
ORS 88.010 may not include a money award for the amount of the debt against the grantor, the grantor’s successor in interest or another 
person obligated on:

(a) The note, bond or other obligation secured by the trust deed for the property that was subject to the trustee’s sale or the judicial
foreclosure; or

(b) Any other note, bond or other obligation secured by a residential trust deed for, or mortgage on, the property that was subject to
the trustee’s sale or the judicial foreclosure when the debt, of which the note, bond or other obligation is evidence:

(A) Was created on the same day as, and used as part of the same purchase or repurchase transaction as, the note, bond or other
obligation secured by the foreclosed residential trust deed; and

(B) Is owed to or was originated by the beneficiary or an affiliate of the beneficiary in the residential trust deed that was subject to the
trustee’s sale or the foreclosure.

(3) Notwithstanding ORS 88.103, if a judicial foreclosure of a trust deed that is not a residential trust deed results in a judgment that
includes a money award, the judgment must provide that execution may issue for the amount by which the unpaid balance of the money 
award exceeds the net sale proceeds that are payable to the judgment creditor from the sale of the property that is subject to the 
foreclosure if:

(a) The net sale proceeds are insufficient to satisfy the money award; and
(b) The plaintiff requests the provision in the complaint.
(4) This section does not preclude:
(a) An action that forecloses, judicially or nonjudicially:
(A) Other property covered by the trust deed that is the subject of the foreclosure; or
(B) Another trust deed, mortgage, security agreement, consensual or nonconsensual security interest or lien that covers other real or

personal property that is also used as security for the note, bond or other obligation that is secured by the trust deed for the property that 
was sold.

(b) An action against a guarantor for a deficiency that remains after a judicial foreclosure.
(5) A guarantor of an obligation secured by a residential trust deed may not recover a deficiency from the grantor or a successor in

interest of the grantor. [Formerly 86.770; 2015 c.291 §3]

      86.705 Definitions for ORS 86.705 to 86.815. As used in ORS 86.705 to 86.815:
      (6) “Residential trust deed” means a trust deed on property upon which are situated four or fewer residential units, one of which the 
grantor, the grantor’s spouse or the grantor’s minor or dependent child occupies as a principal residence at the time the trust deed is 
recorded or, in the case of a purchase money loan, one of which is intended to be the principal residence of the grantor, the grantor’s 
spouse or the grantor’s minor or dependent child after the trust deed is recorded.

Chapter 086 https://www.oregonlegislature.gov/bills_laws/ors/ors086.html
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I. INTRODUCTION 

  Divorce and bankruptcy often go hand in hand. When a married couple also has 
community property and is facing divorce and/or bankruptcy, the unique interplay between 
these three areas of law can result in challenges for the bankruptcy attorney, who may be 
introduced into the mix late in the game or after an estranged spouse has already filed.  

The following will be covered in these materials:  

1) The fundamentals of community property;  

2) Bankruptcy Code provisions which may be operative where there is community 
property;  

3) Bankruptcy Code provisions which may be operative when there is a divorce; and 

4) A review of cases that reinforce the basics, demonstrate a trick or two, and warn of 
traps for the unwary.  

II. FUNDAMENTALS OF COMMUNITY PROPERTY  

Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Texas, Washington and 
Wisconsin are all community property states; Alaska is an opt‐in community property state.  

Unless otherwise noted, we will be referring to community property law in the State of 
Washington (the Revised Code of Washington, or “RCW”).  Attached as an exhibit is an article 
from the Washington Law Component materials which was written by the WSBA Board of Bar 
Examiners and reprinted with the permission of the Washington State Bar.  The article outlines 
community property basics, including:  

A. Community property is property that is equally owned in undivided one‐half interests 
by each spouse because of their marital status.1  

B.  Community property is distinguishable from the separate property of the spouses 
and from other types of property ownership, such as  tenancy in common and joint tenancy 
with right of survivorship.  

C. Property will be treated as either separate or community property, based upon 
various considerations, including:  

1. The character of the source of the item.  

2. The actions of a spouse that may affect a change in the character of the item. 

3. The presumption of community property if the character of the source of the item is 
unclear.  

                                                            
1 RCW 26.16.030 
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D. Separate property, as defined in RCW 26.16.010.020, consists of: 

1. All of the assets a spouse owned before marriage or acquired after dissolution of a 
marriage.2  

2. The assets received by a spouse during, before, or after a marriage by gift, bequest, 
devise, or inheritance.3 

3. Damages for personal injuries suffered by a spouse. The pain and suffering portion of 
a personal injury award recovered by one spouse from a third party will be the separate 
property of the injured spouse.4  

4. An asset the spouses agree to be separate property. Washington favors community 
property, thus evidence of an agreement changing community property into separate property 
must be clear and convincing.5  

5. The earning and accumulations of a spouse when living separate and apart. RCW 
26.16.140. The separation must be intended to be permanent, meaning that the spouses are in 
fact living apart in separate households with no intention to reunite. Where there is a desire to 
reunite, such as when spouses live apart due to military service or employment, the character 
of the spouses’ earnings and accumulations are not affected by the separation.6  

E. Community Property, as defined in RCW 26.16.030, consists of: 

1. All assets acquired during the marriage (excluding personal injury damages to a 
spouse, gifts, bequests and devise) unless the evidence establishes they are separate 
property;  

2. All assets that the spouses agree to be community property; and  

3. All assets that are converted into community property due to commingling.  

F. The Community Property Presumption 

1. All property acquired during the marriage is presumed to be community property 
unless there is no question of its separate character.7  

                                                            
2 RCW 26.16.010 and 26.16.020 
3 RCW 26.16.010 and 26.16.020 
4 In re Marriage of Brown, 100 Wn.2d 729, 739, 675 P.2d 1207 (1984).  
5 In re Diafos, 110 Wn. App. 758, 767, 37 P.2d 304 (2001).  
6 In re Marriage of Short, 125 Wn.2d 865, 870‐71, 890 P.2d 12 (1995).  
7 Short, 125 Wn.2d at 870; In re Marriage of Mueller, 150 Wn. App. 498, 501, 1667 P.3d 568 (2007).  
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2.  Joint gifts are presumed to be community property.8  

The community property presumption may be overcome by clear and convincing 
evidence that a) the acquisition falls into one of the statutory separate property categories, b) 
the acquisition can be traced to a separate property source, or c) the parties agreed to some 
form of ownership other than community property.9  

G. Rights of Creditors to Reach Community Property 

1. Contractual Obligations 

  The basic presumption is that a debt incurred by either spouse is a community debt. An 
exception to this is found in RCW 26.16.205. Pursuant to that section, the expenses of the 
family and the education of the children, including stepchildren, are chargeable upon the 
community property and the separate property of both spouses. However, with regard to 
stepchildren, the obligation ceases upon the dissolution of the marriage.  

2. Tort Liability 

  If the tortious act was committed in the course of managing the community property or 
during an activity performed for the benefit of the community, there will be community 
liability.  Whether the tort was either intentional or negligent is irrelevant.  

H. Dissolution of Marriage  

  1. Disposition of Community Property upon Dissolution 

  a. Separation Agreements.  

  Spouses often convert community property into separate property as part of a 
separation agreement. The court has the power to change the allocation of property made in 
the agreement only when the court finds that the separation agreement was “unfair at the time 
of its execution.”10 

  b. Powers of the Court 

  The law clearly recognizes the power of the courts to distribute property in an equitable 
manner that looks to how the parties will be left upon the termination of the marriage, which 
includes the power of the court to invade the separate property ownership of one spouse for 
the benefit of the other spouse.11  

                                                            
8 In re Salvini’s Estate, 65 Wn. 2d 442, 448, 397 P.2d 811 (1964). 
9 In re Marriage of Gillespie, 89 Wn. App. 390, 400‐02, 948 P.2d 1338 (1997); RCW 26.09.080. 
10 RCW 26.09.070 (1) and 26.09.070(3). 
11 In re Marriage of Hadley, 88 Wn. 2d 649, 655‐56, 565 p.2d 790 (1977).  
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  2. Liability upon Dissolution of Community 

  a. If spouses have separated 

    If the spouses have separated, damage or injury caused by one will usually 
create only separate liability in the acting spouse since it was not for the community benefit.12  

b. After Dissolution 

After dissolution, enforcement of a community property contract or tort liability existing 
prior to dissolution can be enforced against the former community property.13  

c. Upon Death of a Spouse 

Upon the death of a spouse, the immunity of community property to separate 
obligations disappears, permitting separate obligations of the surviving spouse to be enforced 
against their respective shares of the former community property.14  

III. BANKRUPTCY PROVISIONS OPERATIVE WHERE THERE IS COMMUNITY PROPERTY 

Several provisions of the Bankruptcy Code make specific mention of community 
property. A brief description of each is outlined below.  

A. 11 USC §541 – Property of the Bankruptcy Estate 

The commencement of a case under section 301, 302 or 303 of this title creates an 
estate.  Such estate is comprised of all the following property, wherever located by and by 
whomever held:  

……. 

(2) All interests of the debtor and the debtor’s spouse in community property as of the 
commencement of the case that is  ‐‐‐‐‐‐ 

(A) under the sole, equal , or joint management and control of the debtor; or 

(B) liable for an allowable claim against the debtor, or for both an allowable claim 
against the debtor and an allowable claim against the debtor’s spouse, to the extent that such 
interest is so liable.  

B. 11 USC §101 (7) ‐‐‐ Definition of Community Claim 

The term “community claim” means a claim that arose before the commencement of 
the case concerning the debtor for which property of the kind specified in section 541(a)(2) of 

                                                            
12 Casa del Rey vs. Hart, 31 Wn. App. 532, 539‐40, 643 P.2d 900 (1982). 
13 Oil Heat Co. of Port Angeles vs. Sweeney, 26 Wn. App. 351, 353‐354, 613 P.2d 900 (1982).  
14 Edmonds v. Ashe, 13 Wn. App. 690, 695, 537 P.2d 812 (1975). 
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this title is liable, whether or not there is any such property at the time of the commencement 
of the case.  

C. 11 USC §342(a) – Notice 

There shall be given such notice as is appropriate, including notice to any holder of a 
community claim, of an order for relief in a case under this title.  

D. 11 USC §524(a)(3), (b) Discharge Injunction Protecting After‐Acquired Community 
Property 

(a) A discharge in a case under this Title ‐‐‐‐ 

……. 

(3) operates as an injunction against the commencement or continuation of an action, 
the employment of process, or an act, to collect or recover from, or offset against, property of 
the debtor of the kind specified in section 541 (a)(2) of this title that is acquired after the 
commencement of the case, on account of any allowable community claim, except a 
community claim that is excepted from discharge under section 523, 1228(a)(1), or 1328(a)(1), 
or that would be so excepted, determined in accordance with the provisions of sections 523 (c) 
and 523 (d) of this title, in a case concerning the debtor’s spouse commenced on the date of 
the filing of the petition in the case concerning the debtor, whether or not discharge of the 
debt based on such community claim is waived.  

E. 11 USC §726(c) –Distribution of Community Property in the Estate 

This section creates sub‐estates for distribution of community property and separate 
property to creditors holding community claims and non‐community claims.  Depending on the 
existence of different classes of property, some creditors may be able to access assets through 
a distribution by the trustee, in assets that would otherwise be unavailable to execute upon 
under state law.  

This section is beyond the scope of this presentation. For an excellent discussion of this 
section of the Code, please refer to Collier on Bankruptcy, Sixteenth Edition, 726.05 Distribution 
Rules Where There is Community Property. 

IV.  Bankruptcy & Divorce: Timing May be Everything 

  This section will focus on the interplay between divorce and bankruptcy, including a 
discussion of concepts that should be familiar to all bankruptcy practitioners including DSOs, 
non‐DSOs, the automatic stay, preferences and fraudulent transfers in the context of questions 
concerning the timing of a bankruptcy filing vs. the filing of a divorce, and the impact of divorce 
and/or bankruptcy on third‐party creditors. 
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A. The Fundamentals 

Marital debts in bankruptcy are divided into two categories: Domestic Support Obligations and 
Non‐Domestic Support Obligations.  

1. Domestic Support Obligations 

Under BAPCPA15, debts such as support and spousal maintenance are defined as “Domestic 
Support Obligations,” or DSO’s.  See 11 U.S.C. § 101(14A).  DSO’s are not limited to what might 
traditionally be considered “support” or “maintenance.”  Courts have found other marital 
obligations, such as a spouse’s responsibility to continue to pay a third‐party mortgage lender, 
to be “in the nature of support,” and thus classified as DSO’s.16  Such examples include: 

Education Expenses see In re Harrell, 754 F.2d 902 (11th Cir. 1985.) 

Mortgages see In re Johnson, 397 B.R. 289 (Bankr. M.D.N.C. 2008); In re Herbert, 321 
B.R. 628 (EDNY 2005). 

Child Care see In re Rouse, 212 B.R. 885 (Bankr. E.D. Tenn. 1997). 

Health Insurance see In re Robinson, 193 B.R. 367 (Bankr. N.D.Ga. 1996). 

Car Payments see In re Krueger, 457 B.R. 465 (Bankr. D.S.C. 2011). 

Attorney fees of former spouse In re Booch, 95 B.R. 852 (Bankr. N.D.Ga. 1988). 

BAPCPA’s amendments relative to the definition of DSOs have increased the ability of DSO 
creditors to collect such debts.17 Notably, the language in the divorce decree is not binding on 
the bankruptcy court, which may look behind such language to determine the true nature of a 
marital debt.18  Bankruptcy courts look to federal law to determine whether a claim is in the 
nature of support.19  

Factors courts consider include the language of the agreement itself, the financial condition of 
the parties at the time of the agreement, and the function of the obligation at the time of the 
agreement.20   

2. Non‐DSO Marital Debts 

Non‐DSO marital debts, such as property settlements and debts owed to third parties [that are 
not in the nature of support] are not specifically defined in 11 U.S.C. § 101.  The definition of 
non‐DSO marital debts can instead be inferred by a careful reading of 11 U.S.C. § 523(a)(15): 
                                                            
15 The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (Pub.L. 109‐8, 119 Stat. 23)(enacted 
April 23, 2005). 
16 Pre‐BAPCPA cases are still valid to the extent they determine what qualifies as support. 
17 In re Westerfield, 403 B.R. 545, 548 (Bankr. E.D.Tenn. 2009). 
18 Cummings v. Cummings, 244 F.3d 1263 (11th Cir.2001). 
19 Williams v. Williams, 703 F.2d 1055, 1056 (8th Cir. 1983). 
20 See Long v. Calhoun, 715 F.2d 1103, 1109‐10 (6th Cir. 1982). 
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(a)  A discharge under section 727, 1141, 1228(a), 1228(b), or 1328(b) of this title does not discharge 
an individual debtor from any debt— 

(15)  to a spouse, former spouse, or child of the debtor and not of the kind described in paragraph 
(5)21 that is incurred by the debtor in the course of a divorce or separation or in connection with 
a separation agreement, divorce decree or other order of a court of record, or a determination 
made in accordance with State or territorial law by a governmental unit. 

 
If a marital debt is not a DSO, it will still likely be excepted from discharge under Section 
523(a)(15).  In Chapter 7, a creditor‐spouse need not object to discharge in order for a non‐DSO 
marital debt, such as a marital property settlement, to survive the debtor‐ spouse’s bankruptcy. 
Under Section 523(a)(15), the nondischargeability of such debts in Chapter 7 is self‐executing.  
Note that this exception does not apply in Chapter 13 cases.22 
 

3. The Automatic Stay and Establishment and Enforcement of Marital Liabilities 
 
Although the automatic stay applies to nearly all actions against the debtor and property of the 
estate, many aspects of divorce/dissolution are not subject to the stay.  Specifically, § 362(b) 
provides that the stay does not apply to the commencement or continuation of a civil action or 
proceeding for the establishment of paternity, the establishment or modification of an order for DSO’s, 
concerning child custody or visitation, for the dissolution of marriage, or regarding domestic violence.   
 
Note that division of property is not mentioned above.  Section 541 of the Bankruptcy Code 
provides that all of the debtor’s property interests become property of the bankruptcy estate, 
including the debtor’s interest in community property.  If a bankruptcy petition is filed prior to 
or during a dissolution action, the Bankruptcy Court has exclusive jurisdiction over the 
property.23 Under Section 362(a), division of estate property is stayed and either 1) the 
bankruptcy court must grant relief from the stay for the purpose of effectuating the division of 
property, or 2) an order dividing the property should not be completed until the bankruptcy has 
closed.24  Otherwise, actions taken by state court to divide property which is property of the 
bankruptcy estate are void or voidable.  See In re Willard, 15 B.R. 898 (BAP 9th Cir. 1981).    
 

4. Preferences and Fraudulent Transfers  
 
Another issue to be mindful of is that the division of marital assets may be considered a 
preference under 11 U.S.C. § 547 or a fraudulent transfer under 11 U.S.C. § 548 in a later‐filed 
bankruptcy.  Both preferential and fraudulent transfers may be avoided by the trustee on 
behalf of the bankruptcy estate.25  If the dissolution action did not go to trial, some courts will 

                                                            
21 11 U.S.C. § 523(a)(5) provides that “a discharge under section 727, 1141, 1228(a), 1228(b), or 1328(b) of this title does 
not discharge an individual debtor from any debt— 
  (5) for a domestic support obligation…”  
22 See 11 U.S.C. § 1328(a)(2). 
23 In re Teel, 34 B.R. 762 (BAP 9th Cir. 1983). 
24 11 U.S.C. § 362 
25 11 U.S.C. §§ 547, 548. 
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consider whether the transfers in the settlement are a reasonable reflection of what would 
have happened at trial.26  In the case of fraudulent transfers, the 9th Circuit has held that, “a 
state court's dissolution judgment, following a regularly conducted contested proceeding, 
conclusively establishes “reasonably equivalent value” for the purpose of § 548, in the absence 
of actual fraud.”27 

5. Third‐Party Creditors 

A decree of dissolution is a contract between the spouses and does not affect third party 
creditors. This can create considerable confusion, especially for the party being pursued for a 
marital debt that his former spouse was ordered to pay.  

Hold harmless language in a decree can be crucial.  Hold harmless provisions or “indemnity” 
clauses are separate obligations between the spouses which may create a nondischargeable 
obligation to the former spouse.28  A hold harmless provision creates a new obligation 
independent of the original liability.29 An example of a hold harmless clause is as follows: 

“If one spouse fails to pay a debt as ordered and the creditor attempts to collect 
from the other spouse, the spouse who was ordered to pay must hold the other 
spouse harmless from any collection action.  This includes reimbursing the other 
spouse for any of the debt he or she paid and for attorney’s fees/costs related to 
defending the collection action.” 

In order to determine the dischargeability of a hold harmless obligation, it must first be 
determined whether the obligation is a DSO.  If it is a DSO then it is not dischargeable under 
Section 523(a)(5).30  Courts will look behind the language in the decree to determine the intent 
of the obligation and whether it is in the nature of support, i.e. the obligation to pay a 
mortgage.31  If the obligation is to pay a non‐support debt, such as a credit card, then it is 
nondischargeable in Chapter 7 under 11 U.S.C. § 523(a)(15) but dischargeable in Chapter 13 
under 11 U.S.C. 11 U.S.C. § 1328(a)(2).  For a discussion of the purpose and history of hold 
harmless provisions, see In re Proyect, 503 B.R. 765 (Bankr.N.D.Ga. 2013). 

V.  Putting it All Together: Cases that Illustrate What May Happen Where You Have a Full 
House: Divorce, Bankruptcy and Community Property 

The following section will discuss a number of cases that reinforce the basics, 
demonstrate a trick or two and warn of traps for the unwary.  

                                                            
26 In re Dunham, 2000 WL 33679421 (Bankr. D.N.H.). 
27 In re Bledsoe, 569 F.3d 1106 (9th Cir. 2009). 
28 In re Forgette, 379 B.R. 623 (Bankr. W.D. VA. 2007). 
29 In re Owens, 191 B.R. 669, 673‐74 (Bankr.W.D.Ky. 1996). 
30 See In re Coil, 680 F.2d 1170, 1171‐1172 (7th Cir. 1982). 
31 See Johnson, supra, at 298.   
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In re Griffith, 449 B.R. 909 (W.D. Wisc 2011). The Griffith case demonstrates a 
community property/bankruptcy basic.  

Bobbie Jo‐Anne Griffith filed Chapter 7. Her husband did not. She claimed various items 
as exempt under the federal exemptions within the limit of her exemptions including the 
homestead, two vehicles and a pontoon. The Chapter 7 trustee objected to Griffith’s 
exemptions and argued that the husband’s share of the equity was non‐exempt property of the 
bankruptcy estate. His argument was premised on the idea that the debtor and her husband 
each own a half interest in the property and so the debtor could not exempt her husband’s half.  

This case stands for the proposition that a debtor’s interest in property is created and 
defined by state law. Under Wisconsin law, both the Debtor and her husband have an 
undivided one half interest in marital property. Wisc. Stat. §766.31 (3). The husband’s interest 
in the various items of community property become part of the bankruptcy estate pursuant to 
11 USC §541(a)(2). While the trustee concedes this, he claimed that the debtor can only assert 
an exemption as to the portion she personally “owns”.  The trustee cited In re Page, 171 B.R. 
349, 352 (Bankr. W.D. Wisc 1994) for the proposition that the Debtor cannot exempt the equity 
attributable to the interest of the non‐filing spouse. The Debtor, by contrast, cited In re Xiong, 
No. 05–43121–SVK, 2006 WL 1277129, 2006 Bankr. LEXIS 717 (Bankr. E.D. Wis. May 3, 2006), 
and argued that since each spouse holds an undivided interest in the entirety of their marital 
property, a single spouse may utilize an exemption to the full extent allowed under applicable 
law.  In Xiong, the court concluded that the rational way to reconcile the federal homestead 
exemption and Wisconsin marital property law is to permit the debtor to exempt all of the 
equity in the indivisible marital property assets, up to the statutory value limits for one debtor.  

Citing additional authority for its conclusion, the Griffith court cited In re Passmore, 156 
B.R. 595 (Bankr. E.D. Wis. 1993),  in which the issue was the nature of the debtor’s interest in 
his non‐filing spouse’s wages. The court in Passmore noted:  

“A spouse owns an undivided one‐half interest in all assets and funds classified as 
marital property. The debtor does not own one‐half of the post‐petition garnished funds; he 
owns an undivided interest in all such funds. His interest cannot be partitioned by a creditor nor 
unilaterally severed by a spouse…. Community property interests in a single asset or category of 
funds simply cannot be severed or treated separately in the bankruptcy context.”32  

Thus, the court in Griffith reached the conclusion that exemption rights are to be 
construed liberally in favor of the debtor in view of Congress’ goal of providing a meaningful 
fresh start for debtors. Allowing the debtor to protect the equity in community property assets 
up to the dollar limits afforded to one debtor under applicable law is consistent with that 
policy.  

                                                            
32 156 B.R. at 599.  
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When dealing with community property, where there are two debtors filing, there are 
three potential buckets of assets: husband’s separate property, wife’s separate property, and 
the community’s property. Where there is a joint case and both debtors have exemptions, it is 
relatively straightforward except where 11 U.S.C. § 726 comes into play, which is beyond the 
scope of this presentation. Griffith makes it clear that community property should be treated as 
an indivisible interest subject to exemption by the filing spouse.  

In the case of In re Strickland, 153 B.R. 909 (Bankr.D.N.M. 1993), husband filed Chapter 
7, wife did not. During her marriage to Debtor, wife incurred debt to attorney Wess for his help 
in dealing with her ex‐spouse regarding child custody and support issues. After filing, husband 
added Wess as a creditor in his bankruptcy. Wess did not file a complaint for non‐
dischargeability of the debt and Debtor got his discharge.   Several months later, Wess sued 
non‐debtor wife on the original obligation.  Wess knew of wife’s marriage to Debtor.  

The first issue presented was whether this was a community debt or a separate debt of 
wife’s. “Community claim” is defined in 11 USC §101 (7) as:  

The term community claim means claim that arose before the commencement of the 
case concerning the debtor for which property of the kind specified in section 541(a)(2) of this 
title is liable, whether or not there is any such property at the time of the commencement of the 
case.  

This statute requires reference to the community property law of the relevant 
jurisdiction. Notice to all such potential community claimants is required under 11 USC §342(a).  

Because the debt was contracted and incurred by wife during the marriage, it was 
presumed to be a community debt. Even though the debtor did not sign the fee agreement 
with Wess, it was not identified to Wess in writing at the time of its creation as the separate 
debt of the wife, nor was the debt designated as a separate debt of wife by a judgment or 
decree, the Strickland court concluded the statutory definition of separate debt had not been 
met.  

Making this determination was not dispositive of the second issue: Was Wess enjoined 
from collecting against wife’s separate property?  The debtor argued that the discharge 
received by him, that discharged the community and its after acquired property, likewise 
discharged the debt to Wess, thereby relieving his spouse of her liability on the debt.  

The court went through a fairly straightforward analysis and concluded that for a 
creditor to properly object to a community property discharge, it must proceed against the 
non‐filing spouse in a hypothetical case involving the non‐filing spouse if only one spouse has 
filed.33  If the debt is hypothetically nondischargeable as to the nondebtor spouse, then the 
community does not receive a discharge and creditors may proceed against after‐acquired 

                                                            
33 Midi Music Center v. Smith, (In re Smith), 140 Bankr. 904, 909‐10 (Bankr. D.N.M. 1992). 
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community property.  It is the duty of the scheduled creditors to object to the hypothetical 
discharge within the time limits set in the code.  Any attempts to collect from the community 
property of the debtor and non‐debtor spouse would violate Section 524.  The court went on to 
say that the discharge does not discharge personal liability for the non‐filing spouse. Hence, a 
creditor may collect from the non‐debtor spouse’s separate property  

Because Wess received notice in the debtor’s bankruptcy proceeding and he did not 
object to the community property discharge by proceeding against the debtor’s wife, he may 
not proceed against community property or after‐acquired community property. However, he 
may assert a claim against the wife personally or against any of her separate property.  

In the case of Gonzales v. Costanza (In re Costanza), 151 Bankr. 588 (Bankr. D.N.M. 
1992), the court addressed the nature of the community property discharge.  

11 USC §524(a)(3)  provides:  

(a) A discharge in a case under this title … 

(3) operates as an injunction against the commencement or continuation of an action, 
the employment of process, or an act to collect or recover from, or offset against, property of 
the debtor of the kind specified in section 541(a)(2) of this title that is acquired after the 
commencement of the case, on account of any allowable community claim, except a community 
claim that is excepted from discharge under section 523, 1228(a)(1) or 1328(a)(1) of this title, or 
that would be so excepted, determined in accordance with the provisions of sections 523(c) and 
523 (d) of this title, in a case concerning the debtor’s spouse commenced on the date of the 
filing of the petition in the case concerning the debtor, whether or not discharge of the debt 
based on such community claim is waived.  

In the Gonzales case, Edward Costanza pled guilty to fraud upon four individuals 
(referred to as “Plaintiffs”). Thereafter Costanza’s wife filed Chapter 7 and listed these Plaintiffs 
in her bankruptcy. Plaintiffs failed to file a non‐dischargeability action against either Debtor or 
hypothetically against her husband in wife’s bankruptcy. Thereafter, discharge was entered in 
the case.  Plaintiffs then filed a motion for summary judgment seeking a determination that the 
liability as against husband was not discharged in the bankruptcy. The court held that even 
though the personal liability of the husband was not discharged,  the discharge of wife 
operated as a permanent injunction against collection of the debt of the husband against 
community property. The community was entitled to a fresh start.  

The footnotes in this case provide clarification about the provisions of Section 524:  

When a creditor seeks to object hypothetically to the dischargeability of a particular debt 
of the debtor's spouse it is proceeding under § 524(a)(3). When a creditor seeks to have the 
entire discharge denied in a hypothetical case against the debtor's spouse it is proceeding under 
§ 524(b). Collier, 3 Collier on Bankruptcy P 524.01[2], 524‐13 to 16 (15th ed. 1992).  
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Section 524 of the Bankruptcy Code is titled "Effect of discharge." Section 524(a)(3) 
HN3[ ] does not grant a discharge; it creates an injunction for the marital community. The 
community does not receive a discharge under § 524, because discharge is determined by §§ 
523 and 727. Section 524 prevents collection from community property if a discharge is 
granted.  

Finally, the court goes on to muse about what would happen if the devil were married 
to Snow White by reference to a law review article:  

For those who wish to pursue the matter, there may be no better source than the article 
written by Alan Pedlar, Community Property and the Bankruptcy Act of 1978, 11 St. Mary's L.J. 
349 (1979). The article suggests the possibility that "the Devil himself could effectively receive a 
discharge in bankruptcy if he were married to Snow White." Id. at 382. To this I would add: if he 
does not treat her better than his creditors, she will, by divorcing him, deny his discharge, 151 
B.R. 588 at 589.  

This comment points out the fact that once community property ceases to be 
community property, the injunction no longer applies. When Snow White finally comes to her 
senses and divorces the devil, any community property he is awarded in the divorce now 
becomes his separate property, and is fair game for creditors, even if those creditors failed to 
file a hypothetical claim for non‐dischargeability against him in Snow White’s earlier 
bankruptcy.   

Section 524(a)(3) is only available to the marital community. Upon dissolution of the 
marriage its protection no longer exists. Collier, 3 Collier on Bankruptcy, P 524.01[2] at n. 16 
(15th ed. 1992); Pedlar, Community Property and Bankruptcy Reform Act of 1978, 11 St. Mary's 
L.J. 349 (1979) at n. 134. This concept demonstrates the scope of Section 524 and distinguishes 
it from the discharge granted under Section 727 as modified by Section 523.  

If community property is protected by virtue of the injunction under Section 524, what 
is the remedy if, after discharge, it turns out that the debtor was as dishonest as her bad‐actor, 
non‐filing spouse?  

The case of Lincoln Nat’l Life Ins. Co v Silver, 367 B.R. 795, (Bankr. D.N.M. 2007) is 
instructive.  In April 1995, a substantial judgment was entered against debtor’s spouse for fraud 
in favor of Lincoln. In October of 1995, the debtor and spouse “amicably” divorced. Most of the 
assets were awarded to the debtor. However, she and her husband continued to cohabit, and 
the debtor wife transferred title to assets through several entities while retaining possession of 
the entities. Debtor wife filed bankruptcy in May of 1996, giving notice to Lincoln, who had the 
fraud judgment against husband; Lincoln failed to sue the husband hypothetically for non‐
dischargeability of the debt and Debtor wife received her Discharge. Thereafter, Lincoln 
determined that Debtor wife had failed to disclose various transfers or turnover property to the 
trustee and sued for revocation of her discharge.  
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The first issue presented is whether Lincoln had standing to file such a revocation 
action. This turned on whether Lincoln is a creditor of debtor wife. The debtor wife did not 
dispute that the judgment was entered and was valid and Lincoln conceded the debt was not a 
separate debt of the wife. Thus, whether Lincoln is a creditor of debtor wife depends on 
whether the Lincoln judgment is a community debt and therefore a liability of debtor wife.  

Analyzing New Mexico community property law, the court determined that a 
community debt can be made by one spouse, thereby creating the presumption that the tort of 
husband was a community debt. Under the New Mexico statute there was only one exception, 
“a debt which arises from …. a separate tort committed during the marriage.” Referring to the 
general approach across various community property states, the court analyzed whether the 
act in which the spouse was engaged in at the time of the tort was one which was of actual or 
potential benefit to the community. If it is of benefit, the tort is a “community tort,” and thus a 
community debt. By contrast, if the activity engaged in was of no benefit to the community, the 
tort is a separate tort.  

After establishing that the presumption arose that this was a community debt, the 
burden shifted to debtor wife to prove that the community enjoyed no benefit from the 
activities of her husband’s thievery. The debtor and her former husband had multiple upscale 
properties and had extensively renovated one of them.  Debtor wife presented virtually no 
evidence on this point and failed to prove a lack of benefit to the community. The court 
determined Lincoln had standing to attack the debtor’s discharge.  

After an exhaustive analysis of the specific facts in this case, the court ultimately 
concluded that the debtor wife hid certain things from the trustee and perhaps wasn’t as lily 
white as she appeared to be. The court revoked her discharge which operated to dissolve the 
injunction against community property ‐‐‐ but remember that most of the community property 
had been awarded to wife in the sham divorce. One can only wonder what Lincoln’s next move 
was after its victory to revoke the debtor’s wife discharge was successful.  

What happens when husband and wife aren’t colluding fraudsters, but one files 
bankruptcy as they face divorce?  Now that we have the basics of community property and 
bankruptcy down, let’s add in a divorce.  

Kapila v. Morgan, 286 B.R. 678 (Bankr.E.D. 2002) demonstrates an estranged spouse’s 
worst nightmare. Wife and minor children reside in the family residence in Wisconsin. Husband 
and wife separate and he heads to Florida. Husband files Chapter 7 in Florida and claims no 
exemption in the Wisconsin family residence. Having received no notice of the bankruptcy, wife 
files for divorce and obtains a judgment awarding her the marital residence.  

Enter the Florida bankruptcy trustee who takes the position that the award of the 
marital residence to wife is void as it violates the bankruptcy stay. The court agrees, concluding 
that although debtor’s wife didn’t know about the bankruptcy, the award of the marital 
residence to her was nevertheless void.  
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The trustee successfully argued the residence is community property. With only one 
option left to seize anything out of the property for her and her children, the wife argued that 
she could claim debtor’s homestead exemption after debtor failed to claim an exemption.  
Debtor used the federal exemptions. The court concluded:  

Section 522(1) provides that a dependent of the debtor, including the 
debtor's spouse, whether or not actually dependent, may file a list of claimed 
exemptions if the debtor fails to do so. However, he did so. Since the right is his 
alone, she may not supplement that list, even if she disagrees with his choices.  In 
re Homan, 112 B.R. 356 (B.A.P. 9th Cir. 1989). Of course, we have no way of 
knowing whether the debtor intended to harm her by these choices or even 
whether claiming the Wisconsin homestead of his children would have been an 
option….34 

Having considered and eliminated the wife’s last hope, the court determined that the 
Trustee could sell the Wisconsin property.  

However, there was a happy ending and ultimately some good came out of this case.  

The Wisconsin bankruptcy judge that authored the Kapila case, Margaret Dee McGarity, 
was apparently so distraught by the ruling that she was forced to make based upon the law, 
that she wrote a law review article on the topic of community law and bankruptcy (which 
helped the tumblers lock into place for the Oregon bankruptcy lawyer who co‐wrote these 
materials) which ably demonstrated some of the unintended consequences that arise from the 
interplay of bankruptcy, divorce and community property.   Please refer to her law review 
article, Community Property in Bankruptcy: Law of Unintended Consequences, La. L Rev (2011) 
where, Footnote 22, she reveals the happy ending in the Kapila case: she ran into the trustee at 
a seminar where he reported to her that the parties settled and the wife got to keep the house.  

Our final case for discussion represents yet another twist that can result when 
bankruptcy law is applied to state law community property interests and the liability of such 
interests for the obligations of the spouses.  

In In re Pfalzgraf, 236 B.R. 390 (Bankr. E.D. Wisc. 1999), the Pfalzgrafs  filed a joint 
Chapter 13. Husband owed child support to two former spouses and reimbursement to a child 
support agency. After failing to negotiate less than full payment to one of the former spouses, 
the trustee objected to confirmation on the grounds that the plan was not feasible. Husband 
dismissed his case and the trustee still argued that the now dismissed spouse’s non‐assigned 
child support debts were entitled to priority because of state community property law. The 
court overruled the objection and found the plan feasible, holding that the former spouse had 
an allowable claim against debtor, but debtor’s spouse’s child was not a child of debtor and the 
support claims were not entitled to priority status and need not be paid in full.  

                                                            
34 at 684. 
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Thus, though there was a community claim against wife who remained in bankruptcy, its 
status was diminished to a non‐priority claim under 507(a)(7).  

In conclusion, the full house of bankruptcy, community property, and divorce can often 
lead to unintended consequences that no amount of planning can prevent.  Be knowledgeable 
of the nuances of the application of these laws and be prepared. If you are creditor and have a 
dishonest debtor in your cross hairs, don’t forget that the bankruptcy filing of the apparently 
sweet wife who has divorced her bad actor husband shouldn’t be ignored. For that matter, 
don’t ignore the bankruptcy of any spouse where you may have a claim against the non‐filer. 
And finally, community torts or separate torts, pay attention with more than your taste buds!  



Chapter 6—Playing Your Cards Right With This Full House

 6–1631st Annual Northwest Bankruptcy Institute



Chapter 6—Playing Your Cards Right With This Full House

 6–1731st Annual Northwest Bankruptcy Institute

COMMUNITY PROPERTY AND DOMESTIC 
PARTNERSHIPS 
 

I. Community Property 
 

(All references to spouses and marriage in this section relate equally to domestic partners 
and domestic partnerships. See § II below) 

 
A. Community property is property that is equally owned in undivided one-half interests by 

each spouse because of the marital status. Lyon v. Lyon, 100 Wn.2d 409, 413, 670 P.2d 272 
(1983); RCW 26.16.030. 

 
B.  Community property is distinguishable from the separate property of the spouses and from 

other types of property ownerships such as tenancy in common and joint tenancy by right 
of survivorship. 

 
C.  Property owned by married individuals will be treated as either separate or community 

property, based on the following considerations (RCW 26.16.010-.030): 
 

1.  The character of the source of the item. 
 

2. The actions of a spouse that may affect a change in the character of the 
item. 

 
3. The presumption of community property if the character of the source of the 

item is unclear. 
 

D.  Characterization of Property Owned by Spouses 
Generally, property takes on the character of the item used to acquire or produced  it. The 
character of the item, however, may change based on actions taken by the  spouses. For 
example, separate property may be changed to community property  by agreement of the 
spouses.  

 
1. Separate Property – RCW 26.16.010-.020 

Separate property consists of: 
 
a.  All of the assets a spouse owned before marriage or acquired after 
 dissolution of the marriage. RCW 26.16.010 and 26.16.020. 

 
b.  The assets received by a spouse before, during or after a marriage 
 by gift, bequests, devises, or inheritance. RCW 26.16.010 and 
 26.16.020. 

 
c.  Damages for personal injuries suffered by a spouse. The pain and 

suffering portion of a personal injury award recovered by one 
spouse from a third party will be the separate property of the injured 
spouse. In re Marriage of Brown, 100 Wn.2d 729, 738, 675 P.2d 1207 
(1984). 
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d.  An asset that the spouses agree to be separate property. Washington 
favors community property, thus evidence of an agreement 
changing community property into separate property must be clear 
and convincing. In re Diafos, 110 Wn. App. 758, 767, 37 P.3d 304 
(2001). 

 
e.  The earnings and accumulations of a spouse when living separate 

and apart. RCW 26.16.140. The separation must be intended to be 
permanent, meaning that the spouses are in fact living apart in 
separate households with no intention to reunite. Where there is a 
desire to reunite, such as where the spouses are living apart because 
of employment or military service, the character of the spouses’ 
earnings and accumulations are not affected by the separation. In re 
Marriage of Short, 125 Wn.2d 865, 870-71, 890 P.2d 12 (1995).  

 
f. The proceeds from one of the above, which is often referred to as the 

“rents, issues, and proceeds of separate property,” even when 
received during marriage. RCW 26.16.010 and 26.16.020. 

 
2. Community Property – RCW 26.16.030 

Community Property consists of: 
 
a. All assets acquired during marriage (excluding personal injury 

damages to a spouse, gifts, bequests, and devises) unless the 
evidence establishes that they are separate property; 

 
b. All assets that the spouses agree to be community property; and 
 
c. All assets that are converted into community property due to 

commingling. 
 
3. The Community Property Presumption 

 
a.  All property acquired during marriage is presumed to be 

community property unless there is no question of its separate 
character. Short, 125 Wn.2d at 870; In re Marriage of Mueller, 140 
Wn. App. 498, 501, 167 P.3d 568 (2007). 
 
i. Joint gifts presumed to be community property. In re 

Salvini’s Estate, 65 Wn.2d 442, 448, 397 P.2d 811 (1964). 
 
ii. If separate property and community property have been 

commingled such that it is difficult to ascertain and identify 
the source, the commingled property will be presumed to be 
community property. In re Marriage of Chumbley, 150 Wn.2d 
1, 5-6, 74 P.3d 129 (2003). 
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iii. Income derived from community funds or services used to 
enhance value of separate property may be deemed 
community property in the absence of contemporaneous 
segregation of the income between the separate and 
community funds. In re Marriage of Elam, 97 Wn.2d 811, 816-
17, 650 P.2d 213 (1982). 

 
 Rebutting the Presumption – Clear and Convincing 

Evidence. 
The community property presumption may be overcome by 
clear and convincing evidence that (a) the acquisition falls 
into one of the statutory separate property categories; (b) the 
acquisition can be traced to a separate property source or (c) 
the parties agreed to some form of ownership other than 
community property. In re Marriage of Gillespie, 89 Wn. 
App. 390, 400-02, 948 P.2d 1338 (1997); RCW 26.09.080. 

 
iv. Gifts between Spouses 

Either spouse may, at any time during marriage, make a gift 
of a separate property to the other spouse or to the 
community. In addition, either spouse may relinquish his or 
her share of the community property to the other spouse. 
RCW 26.16.050. 
 

b.  Rights of Creditors to Reach Community Property 
 
i.  Contractual Obligations 
 

The basic presumption is that a debt incurred by 
either spouse is a community debt. Oil Heat Co. of 
Port Angeles v. Sweeney, 26 Wn. App. 351, 353, 613 
P.2d 169 (1980). 
An exception to this may be found in RCW 26.16.205. 
Under this RCW, the expenses of the family and the 
education of the children, including stepchildren, are 
chargeable upon the community property and 
separate property of both spouses. However, with 
regard to stepchildren, the obligation ceases upon 
the dissolution of the marriage.  
 

    ii. Tort Liability 
If the tortious act was committed in the course of 
managing the community property or during an 
activity performed for the benefit of the community, 
there will be community liability. It is irrelevant 
whether the tort was either intentional or negligent. 
Clayton v. Wilson, 168 Wn.2d 57, 63, , 227 P.3d 278 
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(2010); Farman v. Farman, 25 Wn. App. 896, 901, 611 
P.2d 1314 (1980). 

 
E. Dissolution of Marriage (applies equally to domestic partnerships)  

 
1. Disposition of Community Property upon Dissolution 

 
   a. Separation Agreements 

Spouses often convert community property into separate property 
as part of a separation agreement. The court, however, has power to 
change the allocation of property made in the agreement only when 
the court finds that the separation agreement was “unfair at the time 
of its execution.” RCW 26.09.070(1) and 26.09.070(3). 

 
b. Powers of the Court 

In the case of termination of the marriage by dissolution or decree of 
invalidity, the law clearly recognizes the power of the courts to 
distribute property in an equitable manner that looks to how the 
parties will be left upon the termination of the marriage, which 
includes the power of the court to invade the separate property 
ownership of one spouse for the benefit of the other spouse. Webster 
v. Webster, 2 Wash. 419-20,  26 P. 864 (1891); In re Marriage of 
Hadley, 88 Wn.2d 649, 655-56, 565 P.2d 790 (1977). 

 
c. Effect of Dissolution on Testamentary Rights 

Upon dissolution, all provisions granting rights and interests to a 
former spouse in a testator’s will are revoked, unless the will 
expressly provides otherwise. RCW 11.12.051. 

 
2.  Liability upon Dissolution of Community 
 

a. If spouses have separated 
If the spouses have separated, damage or injury caused by one will 
usually create only separate liability in the acting spouse since it 
was not for the community benefit. Casa del Rey v. Hart, 31 Wn. App. 
532, 539-40, 643 P.2d 900 (1982). 

 
b. After Dissolution 

After dissolution, enforcement of a community property contract or 
tort liability existing prior to the dissolution can be enforced against 
the former community property. Oil Heat Co. of Port Angeles v. 
Sweeney, 26 Wn. App. 351, 353-54, 613 P.2d 169 (1980). 

 
c. Upon Death of a Spouse 

Upon the death of a spouse, the immunity of community property to 
separate obligations disappears, permitting separate obligations of 
the surviving spouse to be enforced against their respective shares 
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of the former community property. Edmonds v. Ashe, 13 Wn. App. 
690, 695, 537 P.2d 812 (1975). 
 

II. State Registered Domestic Partnerships 
A. Context 

 
1. In 2007, the Legislature passed SB 5336, authorizing domestic partnerships. 

Domestic partnerships acted as a civil contract between two adults—
including same-gendered couples—who met the requirements. 

 
2.  In 2008, the Legislature passed HB 3104, which provided expanded rights 

and responsibilities for state registered domestic partners, including 
dissolutions, community property, estate planning, taxes, court process, 
service to veterans, public assistance, conflicts of interest for public 
officials, and guardianships. 

 
3.  In 2009, voters approved Referendum 71 (effectuating SB 5688), which 

provided that state registered domestic partners were to be treated the same 
as married spouses, to the extent consistent with federal law. 

 
4.  In 2012, voters approved Referendum 74 (effectuating SB 6239), which 

preserves domestic partnerships only for seniors. All existing state-
registered domestic partnerships—including same-gendered partnerships—
automatically converted to marriages on June 30, 2014, unless at least one 
of the partners was over 62 years old.  

 
B. Rights and Obligations 

 
1.  For all purposes under state law, state registered domestic partners are 

treated the same as married spouses. RCW 26.60.015 see also Senate Bill 
5688, Referendum 71.  

 
2.  With the exception of RCW 26.04 (governing marriage—domestic 

partnerships are not marriages under current law), references in the Revised 
Code of Washington, Washington Administrative Code, Court Rules, or 
under any policy, common law, and any other privilege, immunity, right, 
benefit, or responsibility granted by law to an individual because he or she 
is a spouse or an in-law in a specified way to another individual is granted 
on equivalent terms as if the state registered domestic partnership is or 
were a marriage. RCW 26.60.015.  

 
3.  Registered Domestic Partners have spouse-like rights in: 

 
a. Medical or death-related rights  
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i. Hospital visitation, medical decision-making, privacy and 
shared room in long-term health care facility, and receipt of 
health information about his or her partner; RCW 26.60.070.  

 
ii. Intestate succession; RCW 11.04.015. 
 
iii. Administration of his or her partner’s estate; RCW   

  11.28.030. 
 
iv. Seeking damages for wrongful death or loss of consortium. 

RCW 4.20.020. 
 
b. Public employee benefits; RCW 41.05.066 
 
c. Spousal privilege; RCW 5.60.060 

 
i.  Not all rights and responsibilities are conferred on state 

registered domestic partnerships. Rights and responsibilities 
conferred under state law cannot conflict with federal law. 
RCW 1.12.080 

 
ii.  The terms spouse, marriage, marital, husband, wife, widow, 

widower, next of kin, and family are interpreted as applying 
equally to state registered domestic partnerships. RCW 
1.12.080. 

 
C.  Requirements Prior To Registration – RCW 26.60.020; RCW 26.60.030 

 
1. Both persons share a common residence (only one of the domestic partners 

needs to have legal ownership of the common residence, either domestic 
partner may have an additional residence or residences that are not shared, 
and a domestic partner may leave the common residence if he or she has an 
intent to return). 

 
2. Both persons are at least eighteen years old and at least one is 62+ years old 

(effective June 30, 2014); 
 
3. Neither person is married or in a state registered domestic partnership with 

another person; 
 
4. Both persons are capable of consenting to the domestic partnership; and 
 
5. The persons are not closely related (nearer of kin to each other than second 

cousins, and neither person is a sibling, child, grandchild, aunt, uncle, niece, 
or nephew to the other person). 

  
D.  Registration – RCW 26.60.040 
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The Secretary of State maintains forms entitled “declaration of state registered domestic 
partnership.” RCW 43.07.400. In order to register the domestic partnership, the parties to 
the agreement must: 

   
1. Each sign the declaration; 
 
2. Have each signature notarized; 
 
3. Pay the filing fee and submit the declaration to the Secretary of State. 

 
E. Reciprocity - RCW 26.60.090 

A legal union, other than a marriage, of two persons that was validly formed in another 
jurisdiction and that is substantially equivalent to domestic partnership is recognized as a 
valid domestic partnership registered in the State of Washington, regardless of whether it 
bears the name domestic partnership. 

 
F. Community and Separate Property - RCW 26.60.080, 26.16.020. 

 
1. Community assets and liabilities are created in the same manner as a marriage, 

beginning on the date the domestic partnership is registered with the state, or 
June 12, 2008, whichever is later. RCW 26.60.080.  

 
2. The rights and interests in the community-like property acquired during a 

domestic partnership are extended to the surviving party after the death of one 
of the parties, including the rights to inherit under the intestate laws. RCW 
11.04.015. 

 
3. Property and pecuniary rights owned by a person in a state registered domestic 

partnership before registration are treated in the same manner as the separate 
property of a spouse in a marriage. See RCW 26.16.020.  

 
G. Children of Registered Domestic Partnerships 

 
1.  Presumption of parentage - State registered domestic partners are entitled     

to the legal presumption that both partners are parents of children born into 
the domestic partnership. RCW 26.26.106; 26.26.116. 

 
2. Adoption - A state registered domestic partner may adopt the other 

partner’s child. For a state registered domestic partner to adopt the other 
partner’s child, no pre-placement report is required, as in step-parent 
adoptions. RCW 26.33.140, 26.33.220, 26.33.902. 

 
3. De facto parentage – Persons may petition for a determination of de facto 

parentage under In re the Parentage of L.B., 155 Wn.2d 679, 122 P.3d 161 
(2005). In L.B., the Washington Supreme Court established four 
requirements that an unrelated person must meet to establish a de facto 
parent-child relationship: 
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a. The natural or legal parent consented to and helped create and 
maintain the other person’s parent-like relationship with the child; 

 
b. the person and the child lived together in the same household; 
 
c. the person took on obligations of parenthood and did not expect to 

be paid back; and 
 
d. the person has been in a parental role long enough for the child to 

have a bonded, dependent relationship that is like a parent-child 
relationship. 

 
Id. at 708 . Establishment of a de facto parent-child relationship 
gives the non-biological parent the right to petition to establish a 
residential schedule, or the custodial parent the right to seek 
support of the child. RCW 26.18 et. seq.; 26.26.111; 26.26.130.  

 
H. Dissolution – RCW 26.09 et. seq. 

References to dissolution of marriage in the RCW apply equally to state registered 
domestic partnerships that have been terminated, dissolved, or invalidated, unless the 
Code expressly states otherwise and the interpretation does not conflict with federal law. 
RCW 1.12.080.  

 
1.  Through the dissolution process, state registered domestic partners can 

obtain: 
 

a. Dissolution of the domestic partnership in family court; RCW 
26.09.030 

 
b. Just and equitable division of separate and community property; 

RCW 26.09.080 
 
c. Just and equitable division of separate or community debts; RCW 

26.09.080 
 
d. Establishment of a parenting plan; RCW 26.09. 050; RCW 26.26.106 
 
e. Establishment of an order of child support; RCW 26.09.100 
 
f. Establishment of an order of spousal maintenance; RCW 26.09.090 
 
g. Protection under domestic violence and crime victim laws. RCW 

26.09.060(3); RCW 26.50.010. 
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PLAYING YOUR CARDS RIGHT WITH 
THIS FULL HOUSE:

DIVORCE
BANKRUPTCY  &

COMMUNITY PROPERTY

COMMUNITY PROPERTY 
FUNDAMENTALS

• Community Property (CP) is equally owned in undivided 
one-half interests

• Distinguished from other interests, i.e. JTWROS
• Is it CP or Separate Property (SP)?

• Look to the character of source of the property
• Has a spouse’s actions changed the character?
• Property is presumed to be CP if source is unclear
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• Separate property
• Assets owned prior to marriage or acquired after 

dissolution
• Assets received by bequest/devise/inheritance (at any 

time)
• Damages for PI suffered by spouse
• Assets spouses agree are SP 
• Earnings & accumulations post-separation

• After marriage is “defunct”

Community Property
• Assets acquired during marriage
• Assets spouses agree are CP
• Assets converted to CP due to commingling

CP Presumption
• All property acquired during marriage presumed CP, 

including joint gifts
• Rebuttable by C & C evidence 
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RIGHTS OF CREDITORS 
TO REACH CP

1. Contractual obligations
• Presumed community debt
• Did it benefit the marital community?

2. Tort liability
• If the tort was committed in the course of managing CP or 

for benefit of community, it is a community liability 
• Whether intentional or negligent is not relevant

COMMUNITY PROPERTY 
UPON SEPARATION OR 

DISSOLUTION OF MARRIAGE

After Separation
• post-separation liabilities are generally the separate 

liability of the acting spouse
After Dissolution
• enforcement of CP contract or tort liability may be 

enforced against the former CP
Upon Death 
• Immunity of CP to separate obligations disappears
• Separate obligations of surviving spouse may be enforced 

against the former CP
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COMMUNITY PROPERTY 
& BANKRUPTCY

§ 541  property of the estate
• Includes all interests of debtor & debtor’s spouse in CP
§ 101  community claim defined
• Arose before commencement of case and for which CP / 

property of estate under §541(a)(2) is liable
§ 342  notice
• Notice of case must be given to any holder of a 

community claim
§ 524  discharge
• Enjoins any act to recover from CP acquired after 

commencement of case 

BANKRUPTCY & 
DIVORCE
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MARITAL DEBTS: THE 
FUNDAMENTALS

Marital Debts : DSO’s and Non-DSO’s
§ 101(14A) defines Domestic Support Obligation
BUT courts have found other marital obligations to be “in the 
nature of support” and thus a DSO
• Education expenses
• Mortgages
• Child Care
• Health Insurance
• Car Payments
• Attorney Fees

Non-Domestic Support Obligations
• Not specifically defined in the code
• Chapter 7

• § 523(a)(15) renders non-DSO marital debts non-
dischargeable in chapter 7

• Non-dischargeability is self-executing
• Chapter 13

• § 523(a)(15) is not applicable in chapter 13
• Non-DSO marital debts are dischargeable
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ENFORCEMENT OF MARITAL 
LIABILITIES DURING 

BANKRUPTCY 

• The stay of § 362 does not apply to:
• paternity actions
• establishment/modification of DSO’s
• dissolution
• custody
• domestic violence 

• The stay DOES apply to property division
• Bankruptcy Court has exclusive jurisdiction
• Limited relief from stay is required OR state court order is 

void or voidable

PREFERENCES & 
FRAUDULENT TRANSFERS

• Division of marital assets could amount to preferential or 
fraudulent transfers in a later-filed bankruptcy

• Property division could be subject to avoidance by a 
trustee

• In re Bledsoe, 569 F.3d 1106 (9th Cir. 2009):
• A judgment following a regularly conducted trial 

establishes “reasonably equivalent value” for purposes of  
§ 548 (in the absence of actual fraud)
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3RD PARTY CREDITORS
• Decree of Dissolution does not affect 3rd party creditors
• Hold harmless language in the decree can be crucial 
• Is a hold harmless obligation dischargeable?

• Is the obligation a DSO?
• Courts will look behind the language to determine the 

intent
• If it is a DSO, i e  obligation to pay mortgage in lieu of 

support, then the obligation is non-dischargeable in all 
instances

• If it is a non-DSO, then it is non-dischargeable in chapter 7 
but dischargeable in chapter 13

THE MORAL OF THE STORY: PLAY YOUR 
CARDS RIGHT!
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From Churches to Hospitals: 
Topics in Nonprofit Organizations’ Chapter 11 Cases

Professor Pamela Foohey
Indiana University Maurer School of Law; Bloomington, IN

Thomas Stilley
Sussman Shank LLP; Portland, OR 

Carolyn Wade
Oregon Department of Justice; Salem, OR

Introductions and Role of Department of Justice

About the Charitable Activities Section  

Our work includes:

registering charities and professional fundraising firms.

issuing licenses related to nonprofit gaming.

investigating and enforcing violations of state law governing charitable 
organizations.

Charitable Registration & Reporting

We maintain roughly 21,000 files on charities operating in Oregon. Charitable 
organizations that solicit funds, hold assets, or otherwise do business in Oregon are 
required to register. Once registered, charities are required to file annual financial 
reports. These files are available to the public through our online database.

Professional Fundraiser Registration and Reporting

Any individual or company that is paid to solicit donations on behalf of a nonprofit 
organization or charitable cause must register with the Charitable Activities Section. A 
nonprofit’s employees and volunteers are exempt from this requirement. Commercial and 
professional fundraising firms on contract with nonprofits must also file campaign 
notices and financial reports.

Nonprofit Gaming Regulation

We regulate nonprofit gaming and administer laws that allow nonprofit tax-exempt 
organizations to use bingo, raffle, and Monte Carlo events to raise funds for their 
programs. In addition to licensing, we ensure compliance with operating rules.
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Investigation & Enforcement

We investigate and take legal action in matters involving:

misuse of charitable assets.

misleading charitable solicitations.

breaches of fiduciary duties by officers, directors and trustees of charities.

These investigations derive from a variety of sources, including financial reports filed with 
the Oregon DOJ, whistleblower complaints and information from outside sources. When 
we take action during a bankruptcy, we are not bound by the automatic stay—it’s part of 
our police power, which falls under the exception at §362(b)(4).  And breaches by 
fiduciaries are usually non-dischargeable under §523(a)(4), as fraud or defalcation while 
acting in a fiduciary capacity.

Charitable Asset Supervision

We exercise the Attorney General’s legal authority over charitable assets. Under the 
Uniform Trust Code, the Oregon Nonprofit Corporations Act, the Uniform Prudent 
Management of Institutional Funds Act, and other applicable laws, charitable fiduciaries 
are required to provide advance notice to the Attorney General of certain transactions or 
court proceedings relating to charitable assets.

For example, the Attorney General is entitled to advance notice of any proposed 
modification of the terms of a charitable trust or restricted gift. Nonprofit hospitals also 
must obtain the Attorney General’s approval before transferring their assets to 
unrelated organizations.

The Attorney General should receive notice of any bankruptcy that involves a charity or 
charitable assets.  Send notice to:

Elizabeth Grant
Assistant Attorney General
Oregon Department of Justice
100 SW Market St.
Portland, OR 97201

Education & Outreach

We offer resources to help nonprofit officers understand their roles, rights and 
responsibilities. Our Wise Giving Guide helps donors ensure their contributions make 
the greatest possible impact.

The general rule that assets will be distributed to creditors will be followed, but when a 
charitable donee goes out of existence or is unable to perform a charitable trust or 
restricted gift, the courts will try to identify those charitable assets that are restricted in 
such a manner that they will survive the bankruptcy proceeding.  
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Overview

Every year, across the United States, a mean of 123 nonprofit entities file chapter 11. About 
two-thirds of these nonprofits (a mean of 79) are religious organizations, defined as any 
organization whose operations are primarily motivated by faith-based principles, most 
prominently churches. Of those 79 religious nonprofits, on average, one is a Catholic 
diocese. The other third of the nonprofits (a mean of 44) are comprised of a variety of 
other types of nonprofits, including homeowners’ associations, hospitals, cultural 
institutions, a monorail, and energy cooperatives. 

Of general note, yearly filings by religious organizations track consumer bankruptcy 
filings under chapter 7 and chapter 13, not business bankruptcy filings under chapter 11, 
but lagged by one year. That is, if bankruptcy filings with predominately consumer debts 
increase in a given year, filings by religious organizations increase in the next year, as
evident by this graph, which reports religious organizations’ chapter 11 cases filed 
between the beginning of 2006 and the end of 2017:

In contrast, yearly filings by all other nonprofits track business bankruptcy filings under 
chapter 11, also lagged by one year. If business bankruptcy filings increase in a given year, 
non-religious nonprofits’ chapter 11 filings increase in the next year, as evident by this 
graph, which similarly reports other nonprofits’ chapter 11 cases filed between 2006 and 
2017:
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Note: For both graphs, overall bankruptcy filing data is from the Administrative Office of 
United States Courts, Table F-2, U.S. Bankruptcy Courts – Business and Nonbusiness
Cases Filed, by Chapter of the Bankruptcy Code. Nonprofit filing data is from Professor 
Pamela Foohey’s nonprofit chapter 11 database, on file with author; jointly-administered 
cases are counted as one case. 

Between 2006-2017, ten distinct nonprofits filed in the Western District of Washington, 
four filed in the District of Oregon, and one filed in the Eastern District of Washington: 

Grace Apostolic Temple, No. 2:06-bk-10527 (Bankr. W.D. Wash. Mar 01, 2006)
Employees' Benefit Association, No. 3:06-bk-34147 (Bankr. D. Or. Dec 29, 2006)
Lavender Moon Society, No. 2:07-bk-13586 (Bankr. W.D. Wash. Aug 01, 2007)
Sobhani Center for Inner Peace, No. 3:07-bk-44209 (Bankr. W.D. Wash. Dec 06, 
2007)
Sobhani Center for Inner Peace, No. 3:08-bk-42130 (Bankr. W.D. Wash. May 09, 
2008)
Society of Jesus, Oregon Province, No. 3:09-bk-30938 (Bankr. D. Or. Feb. 17, 2009)
Life Tabernacle United Pentecostal Church of Bellevue, No. 2:09-bk-11745 (Bankr. 
W.D. Wash. Feb 27, 2009)
To God Be The Glory-A Place To Worship, No. 2:10-bk-22258 (Bankr. W.D. Wash. Oct 
10, 2010)
Surviving Change, No. 2:10-bk-25355 (Bankr. W.D. Wash. Dec 23, 2010)
Seattle Full Gospel Central Church, No. 2:11-bk-20695 (Bankr. W.D. Wash. Sept 08, 
2011)
Cascadia School, No. 3:12-bk-48344 (Bankr. W.D. Wash. Dec 12, 2012)
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Lake Retreat Camp and Conference Center, No. 2:12-bk-22664 (Bankr. W.D. Wash. Dec 
21, 2012)
Spokane Country Club, No. 2:13-bk-01959 (Bankr. E.D. Wash. May 09, 2013)
The Michael King Smith Foundation, No. 3:16-bk-30233 (Bankr. D. Or. Jan 26, 
2016)
DePaul Industries, No. 3:16-bk-32293 (Bankr. D. Or. June 10, 2016)
Lively Hope Church of God in Christ, No. 3:17-bk-42381 (Bankr. W.D. Wash. Jun 21, 
2017)
Roman Catholic Bishop of Great Falls, Montana, No. 17-60271 (Bankr. D. Mont. 
March 31, 2017)

Of the 90 federal districts, this makes these three districts among the districts that have 
received a relatively low number of filings. But the District of Oregon has the privilege of 
being home to the first diocese to file, the Archdiocese of Portland, in July 2004. The 
Diocese of Spokane, Washington filed soon after, in December 2004, in the Eastern
District of Washington. The Boston Archdiocese likely is the first diocese to consider using 
chapter 11 to deal with the repercussions of sexual abuse claims, as dramatized in the film 
Spotlight, but it never filed. 

The remainder of this set of materials contains a range of research about nonprofits’ 
chapter 11 cases, from an overview of questions and concerns that arise in churches and 
other religious organizations chapter 11 cases, to where these entities’ cases fit within the 
universe of companies that file chapter 11, to details about handling key issues that often 
occur in bigger cases, such as those of Catholic dioceses.

Religious Organizations’ Chapter 11 Cases (excluding Catholic dioceses)

Find attached two papers that focus on chapter 11 cases filed by religious organizations, 
other than Catholic dioceses. These papers situate these chapter 11 cases within the 
universe of chapter 11 business filings, discuss the results of interviews with debtor 
attorneys and leaders of religious organizations about the promises and pitfalls of these 
cases, and overview what court records show about secured creditors role in these cases.

When Churches Reorganize, 88 AM. BANKR. L.J. 277 (2014)

Secured Credit in Religious Institutions' Reorganizations, 2015 U. ILL. L. REV. slip op. 51 
(2015)

For more detailed discussion of religious organizations’ chapter 11 cases, see also Pamela 
Foohey, Bankrupting the Faith, 78 MO. L. REV. 719 (2013), Pamela Foohey, When Faith Falls 
Short: Bankruptcy Decisions of Churches, 76 OHIO ST. L.J. 1319 (2015), and Pamela Foohey, 
Lender Discrimination, Black Churches, and Bankruptcy, 50 HOUS. L. REV. 101 (2017).

Catholic Dioceses

On July 6, 2004, on the eve of a trial seeking $135 million in damages, the Archdiocese of 
Portland, Ore., became the first Catholic diocese in the history of the United States to seek 
the protection of the bankruptcy court. On Sept. 20, 2004, the Diocese of Tucson became 
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the second, and Spokane followed closely thereafter on Dec. 6, 2004. As of January 2018, 
fifteen additional dioceses and religious orders have followed suit.1 Just recently, the 
Diocese of St. Cloud announced that it planned to file Chapter 11.  All of these filings 
resulted from the wave of lawsuits brought against the dioceses because of the sexual 
abuse of minors by members of the Catholic clergy and the need to deal with both current
and future claims.  Taking a clue from the asbestos and Dalkon Shield manufacturers that 
had successfully used Chapter 11 to resolve their liability for both known and unknown
claims, the dioceses sought relief under Chapter 11 to provide a process for negotiations 
that would hopefully result in fair compensation of tort claimants while permitting the 
dioceses to continue their mission and preserve their places of worship. 

1. Setting the Parameters for Negotiations

The overriding issues in any case that is overwhelmed with known and unknown sex 
abuse claims are: (1) how large are the potential tort claim pools, (2) what is the value of 
the property of the estate, and (3) is there insurance coverage for the claims.

Determining the claims’ value:

Known Claims – Number of claims ascertainable, but claims values are unliquidated
o Providing notice to known and unknown creditors

Court approved notice process – satisfying due process under the 14th

Amendment
Mullane v. Central Hanover Bank & Trust standard

o Notice must be “reasonably calculated under all the 
circumstances, to apprise interested parties of the action 
and give them an opportunity to object.

Mailing to known creditors
Print and media advertising

o Does publication in local and national newspapers still 
satisfy due process – see In re New Century TRS 
Holdings, Inc., Case No. 13-1719-SLR (D. Del., Aug 19, 
2014) (Court ordered publication in the Wall Street 
Journal and such local papers as the debtor deemed 
appropriate.  Debtor then published in the Wall Street 
Journal and one local paper where the debtor’s main 
office was located.  The District Court found such notice 
insufficient when debtor had over a million mortgage 
loans throughout the country)

o Best to choose publication locations based on an analysis 
of where unknown creditors are likely to be located and 
obtain the court’s approval to limit publishing in specific

                                                           
1 Spokane, Davenport, San Diego, Fairbanks, Oregon Province of the Jesuits, Wilmington, 
Milwaukee, Saint Paul and Minneapolis, Duluth, New Ulm, Gallup, Stockton, Helena, Great 
Falls-Billings, and Crozier Fathers and Brothers.
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locations and not leave it to the debtor’s discretion where 
to publish

Location challenges – e.g., Alaskan villages
Supplemental advertising by plaintiffs’ attorneys
Newspaper, television, and internet news coverage

Future Claims – Number and value of claims are not ascertainable, but can be 
estimated

o Appointment of Future Claimants Representative
o Future Claims Estimation – Developing a model from past history of asserted 

abuse claims, known perpetrators, and likelihood of additional claims being 
asserted in the future

o Hamilton, Rabinovitz & Aschluler developed first future claims estimation 
model in Portland for Debtor and FCR

o Tucson didn’t use a future claims estimator – statute of limitations precluded 
most future claims

o Jesuits – FCR did his own claims estimation – settlement with claimants’
attorneys and future claimants representative for approximately $160 million 
to be divided up by a post-confirmation claims resolution process

Determining value of property of the estate:

Necessary to satisfy §1129(a)(7) – best interest of creditors test and provide a basis 
for negotiating a lump sum settlement with tort claimants and the FCR

Potential Charitable Trust Funds and Property
o Canon and Civil Law regarding property rights – necessity to comply with 

both
o Designated gifts
o Endowment funds

Archdiocese of Portland – Perpetual Endowment Fund (written trust 
agreement)
Jesuits – Apostolic Fund, Formation Fund, Aged & Infirm Fund, and 
Foundation Fund (no separate declaration of trust document at 
inception but defined in religious order statutes/rules);

o Parish and school property
Separate incorporation?
How was property acquired/donations?
Tracing issues.
Separate funds and operation?
Religious Freedom Restoration Act

Would loss of property create a substantial burden on the free 
exercise of religion?
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2. Negotiations leading to confirmation of a Plan

Portland – all claims mediated, litigation over $50 million endowment fund, and 
insurance litigation over coverage

o Judges Hogan and Velure mediated settlement with all parties after Judge 
Perris ruled that endowment fund was not property of the estate, 
settlements paid with both insurance and Archdiocesan funds

o Insurance policy buy backs
o $20 million future claims fund

Jesuits – no claims mediated or litigated prior to confirmation; committee 
lawsuit over $82.5 million in trust funds (see attached complaint); Jesuit high 
schools, Seattle University, and Gonzaga University separate entity issue

o Judge Zive mediated settlement with Debtor, Committee, FCR, and 
insurers to establish the amount of funds available to pay tort claims

o Approximately $160 million made available for payment of claims ($118 
million from insurance) with amounts per claim to be determined by a 
claims mediator following confirmation

Fairbanks and Milwaukee
o Fairbanks – court determination of no insurance coverage – couldn’t 

produce insurance policies for relevant time frame – bad result for both 
Diocese and Claimants

o Milwaukee
Wisc. Ct. of App. ruled there was no insurance coverage because the 
abuse was not an “occurrence” under the policy – not an “accident,”
finding that negligent supervision claims were not accidental 
because the diocese permitted children to be in the presence of 
known abusers. This resulted in a substantially reduced insurance 
settlement of approximately $11 million.
Perpetual Cemetery Trust – District Court held that tapping 
cemetery funds would violate the free exercise clause of the First 
Amendment and RFRA – finding that Catholics believe in 
resurrection which teaches that the body reunites with the soul and 
Catholic cemeteries occupied a role in the exercise of that belief 
under Canon Law.

Lesson is that any litigation over property of the estate is a risk for all parties, 
with a negotiated settlement where all parties make substantial concessions is 
likely the best outcome

Other Nonprofits and Universal Issues in Nonprofits’ Chapter 11 Cases

1. Absolute Priority Rule

Section 1129(b)(2)’s “fair and equitable” requirement, with respect to unsecured claims, 
requires that the Plan satisfy the “absolute priority rule”, which in turn requires that each 
holder of a claim in a rejecting class receive or retain property of a value, as of the effective 
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date of the plan, equal to the allowed amount of such claim, or that holders junior to the 
claims of such class will not receive or retain any property under the plan.

Authority from the Ninth Circuit Court of Appeals holds that the absolute priority rule 
(i.e., that old equity cannot receive or retain any property on account of such equity 
interest if senior creditors are not paid in full) does not apply in the case of a non-profit 
debtor, because there are no persons or entities having an ownership or profit interest in 
the debtor.  In re General Teamsters, Warehousemen and Helpers Union, Local 890, 265 
F3d 869, 873-876, (9th Cir. 2001).  In that case, the Ninth Circuit relied on the Seventh 
Circuit decision in In re Wabash Valley Power Ass’n, 72 F3d 1305 (7th Cir 1995), in which 
the court held that control alone, without an ownership interest, fails to qualify as the 
equity interest needed to trigger the absolute priority rule analysis.2

This can be a powerful tool in confirming a plan in a nonprofit case where the debtor is 
unable to provide a substantial dividend to general unsecured creditors, but is able to 
meet the best interest of creditors test and negotiate acceptable repayment terms with its 
secured and priority creditors.

Conflicting authority, however, exists in other circuits.3 In those circuits, the courts look 
to whether the nonprofit is organized to provide a personal benefit to the directors or 
management group.  On the one hand are the hospital, museum, and charity debtors 
where the directors and management do not compromise the nonprofits’ own patrons.  
On the other hand are those nonprofits organized as a mutual benefit entity, such as a
cooperative, homeowners’ association, or country club.  In the mutual nonprofit context, 
the members or patrons control the organization for their own benefit, giving them an 
equity-like interest which could be viewed as property under the Bankruptcy Code.

2. What’s an Asset of the Estate

A substantial portion of the public support provided to charitable organizations is 
restricted by donors for specified charitable purposes or uses, including donations, often 
in the millions of dollars, in the form of permanent endowment funds or charitable trusts, 
thereby making such funds unavailable to the recipient organization for its general 
charitable purposes. Donations earmarked for specified charitable purposes should be 
distinguished from donations made for general charitable purposes, where the charity 
may use the gift as it determines in carrying out its charitable mission.

Although bankruptcy law itself does not exclude charitable assets from the claims of 
creditors, it protects the public interest in such assets from the claims of creditors by 
respecting property rights that are created under the applicable state law, thereby 
protecting the public interest in charitable assets. Therefore, when a charity declares 
bankruptcy, courts will try to identify those charitable assets that are restricted in such a 
manner that they survive bankruptcy. Those assets so identified will be excluded from 
the bankruptcy estate and, accordingly, will be insulated from the claims of 
creditors. This issue is not only relevant when a charity emerges from bankruptcy in a 

                                                           
2 This is the rule in the Fourth, Seventh, and Ninth Circuits. See also In re Henry May  Newhall 
Mem’l Hosp., 282 B.R. 444, 453 (B.A.P. 9th Cir. 2002); In re Whittaker mem’l Hosp. Ass’n, 149 
B.R. 812, 816 (Bankr. E.D. Va. 1993).
3 See S. Pac. Trans.. Co. V. Voluntary Purchasing Groups, Inc., 252 B.R. 373, 386 (E.D. Tex. 
2000) (patronage stock qualified as property that the debtor’s members could not retain); In re 
E. Me. Elec. Coop., Inc., 125 B.R. 329, 338 (Bankr. D. Me. 1991) (same); In re S.A.B.T.C. 
Townhouse Ass’n, 152 B.R. 1005 (Bankr. M.D. Fla. 1993).
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Chapter 11 reorganization and continues its operations, but also when a charity is forced 
to cease operations and close down its doors in a Chapter 7 liquidation.

Donations are not considered restricted where they can be used at any time, in any 
manner, and for any of the charitable purposes of the charity, including a charitable 
purpose it did not have at the time of the gift. Therefore, an outright gift to a charity, 
expressly or impliedly to be used for its general purposes, becomes the property of the 
charity which it can use as it determines in its sole and absolute discretion in carrying out 
its charitable mission. Donors to charity, however, may desire to earmark the 
contribution for a specified use or purpose of the charity, such as to support medical 
research, perhaps on a particular disease, to establish a scholarship fund in a certain field 
of study, to endow a chair for a professor, or for the construction of a new building to be 
named after the donor. Even a contribution to a medical research organization might be 
specifically earmarked such as specifying that it must be used to conduct a certain type of 
research such as using stem cells to repair heart damage.

Whether donor-restricted assets held by a charity in bankruptcy will be subject to the 
claims of creditors depends upon the terms and conditions placed on the use of the assets 
by the donor and the applicable state law that determines a charity’s underlying property 
interest in the assets. The exclusion of restricted assets from a charity’s bankruptcy 
estate, often referred to as the “charitable trust doctrine,” can be a potent weapon to 
insulate such assets from the claims of creditors. This doctrine, therefore, offers 
important asset protection to those charities holding substantial endowments restricted 
for specific purposes or uses, in many cases consisting of hundreds of millions of dollars.

The question of a debtor's property rights is a question of state law. The definition of a 
trust is set out in Restatement (3d) of Trusts §2:  

A trust, as the term is used in this Restatement when not qualified by 
the word “resulting” or “constructive,” is a fiduciary relationship with 
respect to property, arising from a manifestation of intention to 
create that relationship and subjecting the person who holds title to 
the property to duties to deal with it for the benefit of charity or for 
one more persons, at least one of whom is not the sole trustee.

Section 28 defines “Charitable Purpose” to include:

(a) the relief of poverty;
(b) the advancement of knowledge or education;
(c) the advancement of religion;
(d) the promotion of health;
(e) governmental or municipal purposes; and
(f) other purpose that are beneficiary to the community.

So it is the purpose to which the trust property is devoted that determines whether a trust 
is charitable. Scott clarifies the differences between a private trust and a charitable trust:

In the case of a private trust, property is devoted to the use of 
specified persons who are designated beneficiaries of the trust. In 
the case of a charitable trust, property is devoted to the 
accomplishment of purposes which are beneficial or may be 
supposed to be beneficial to the community. 

IV Scott on Trusts (3rd), §348, p. 2770.
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Stated another way, "a charitable gift in a legal sense means a gift of property or money 
to the use of the public, or an indefinite portion of the public, as distinct from specific 
individuals, for any beneficial or salutary purpose." 15 Am. Jur.2d §6 at 17. 

Donors may impose restrictions on the use of their contributions, which may be as broad 
or narrow as the donor imposes, subject, of course, to the charity’s acceptance of such 
restrictions and potential limitations under the law.

The restrictions may also limit the charity’s ability to expend the principal by limiting 
expenditures by the charity to the annual income generated by the charity or to an annual 
spending rule based upon a specified percentage of the value of the principal. The 
restrictions may be memorialized in different types of documents, such as an inter vivos
gift agreement, the terms under a will, an endowment fund agreement, or the provisions 
of a charitable trust. Restrictions may also arise even in the absence of a written 
document, such as where gifts are solicited from donors based on the charity making 
representations regarding the specific use or purpose to which contributions will be put, 
so the donors contribute in reliance of such representations.

Even in the absence of a formal document creating a separate and distinct charitable trust 
whose trustees have legal ownership of the trust property, an implied or constructive 
charitable trust can arise under state law where property is contributed to a charitable 
organization and it is directed by the terms of the gift to devote the property to one or 
more specified purposes for which it is organized. In the constructive or implied trust 
situation, the charity itself is considered to be the trustee, essentially holding legal but not 
equitable title to the property.

When a charity holds only the bare legal title to charitable trust funds but not the 
beneficial interest, the trust funds will be excluded from the charity’s bankruptcy estate 
and, therefore, will not be subject to the claims of its creditors. See, e.g., In re Parkview 
Hospital, 211 B.R. 619 (Bankr. N.D. Ohio 1997).

Section 541(c)(2) of the Bankruptcy Code provides that a “restriction on the transfer of a 
beneficial interest of the debtor in a trust that is enforceable under applicable 
nonbankruptcy law is enforceable in a case under this title.” The application of a 
spendthrift provision to exclude assets from the bankruptcy estate is consistent with the 
nature and extent of a debtor’s interest in property being determined under bankruptcy 
law by reference to state law, even when the beneficiary is a charitable corporation, and 
even when the interests of the debtor were created by family settlement agreement rather 
than by the testator’s will. See, In re St. Joseph’s Hosp., 133 BR 453 (Bankr. S.D. Ill, 1991).

Those assets that are excluded from the bankruptcy estate are instead subject to the 
doctrine of cy pres, or “next nearest,” that is, if they cannot be applied to the interest the 
grantor intended, they will be applied to the charitable purpose that is the next nearest to 
her intent.

In In re Bishop College, 151 B.R. 394 (Bankr. N.D.Tex., 1993), two testamentary trusts, 
established by alumni and held by outside banks, named Bishop College to receive annual 
distributions from charitable remainder trusts. The wills directed that after the death of 
the life beneficiaries, the bank trustee was to liquidate the estates, invest the proceeds and 
pay annual distributions to the college for its general purposes. The college filed a 
voluntary petition under Chapter 11. The bank trustee continued to distribute income to 
the college until it ceased functioning as an educational institution, closed its doors, and 
converted its bankruptcy to a Chapter 7. The trustee in bankruptcy then filed an 
adversary proceeding seeking the turnover of both the income and principal of the trust 
funds. See, In re Bishop College, 151 B.R. 396-397. The court denied the trustee's 
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petition, specifically holding that the extent of the debtor's rights in the property was 
governed by state law. In re Bishop College, supra at 398.

The court found that the settlors of the trusts intended the creation of a permanent fund, 
the income of which was to be dedicated to educational purposes. In re Bishop College,
supra at 400. The court rejected the trustee's claim to the corpus by reasoning that the 
separation of corpus from income is characteristic of charitable trusts and reflected the 
intent of the settlors. In re Bishop College, supra at 399. Since the gifts were by their 
nature charitable endowments, the law of charities in Texas applied.

Under Texas law, the closure of the college and cessation of its educational programs 
triggered the application of the doctrine of cy pres to the income interest which had been 
distributable to the college. The court found that the donors had a general charitable 
intent to benefit educational purposes. In re Bishop College, supra at 400. Since the 
college had ceased educating its students, it had failed; the cy pres doctrine had been 
triggered under state law.

The "mere continued existence of the college corporation as a legal entity [was] 
insufficient to support a finding that Bishop College in its present form can carry out the 
general charitable purpose for which the Trusts were intended." Id. Under applicable 
state charities law, the trust would be cy pres'ed and applied for a charitable purpose as 
close to the donor’s intent as possible in the hands of another charitable institution, or 
the trust would fail and revert as a resulting trust back to the donors' heirs at law. In either 
case, the Chapter 7 Trustee had no claim to the assets of the trusts. Consequently, the 
trust was not property of the estate and not available to creditors. In re Bishop College,
supra at 401.

Section 363(d)(1) of the Bankruptcy Code limits the right of trustees of certain nonprofit 
entities to use, sell and convey the assets of the non-profit. Section 363(d)(1) was added 
in the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005, as was a 
companion provision, Section 541(f). The purpose was to restrict the use, sale or lease 
of a non-profit entity's property except in accordance with applicable nonbankruptcy 
law, so that a nonprofit entity cannot escape supervision by its state’s Attorney General, 
who is given standing to appear and be heard on this issue.

Section 541(f) of the Bankruptcy Code provides that “property that is held by a debtor 
that is a corporation described in section 501(c)(3) of the Internal Revenue Code of 1986 
and exempt from tax under section 501(a) of such Code may be transferred to an entity 
that is not such a corporation, but only under the same conditions as would apply if the 
debtor had not filed a case under this title.”
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Court records: 654 cases filed by debtors 
primarily operating places of worship
• 625 (96%) were Christian churches

Interviews: 
• 76 bankruptcy attorneys who represented            
109 of the debtors 

• 45 leaders (pastors, school principals) from           
43 debtors (38 operated places of worship)

RELIGIOUS ORGANIZATION CASE DATA

MEDIAN CASE IN DATASET
• Operates Christian place of worship
• Non‐denominational of congregationalist
• Formed 15 years prior to filing
• Files when cannot pay mortgage on real property
• Balance sheet solvent when it files
• Median value of assets and debts:

Assets Debts
Building $1,193,899 $890,860
Other $52,785 $50,093
Total $1,285,930 $1,045,229
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DEMOGRAPHICS

60%
N %

Historically Black Christian 26 24.3
Black Christian 58 54.2
White Christian 4 3.7
Asian Christian 2 1.9
Mixed Christian 1 0.9
Unclear Christian 10 9.3
Jewish / Muslim / Buddhist / Hindu 6 5.6
TOTAL 107 100.0

Demographics of Interviewed 
Attorneys' Religious Organization 

Clients Operating Places of Worship

78%

Nationwide, 21% of congregations have 
predominately black members, including 5% 
that are from historically black denominations

N %
Historically Black Christian 115 17.6
Black Christian 280 42.8
White Christian 21 3.2
Hispanic Christian 6 0.9
Asian Christian 4 0.6
Mixed Christian 10 1.5
Unclear Christian 189 28.9
Jewish 19 2.9
Muslim / Buddhist / Hindu 10 1.5
TOTAL 654 100.0

Demographics of Religious 
Organization Chapter 11 Debtors 

Operating Places of Worship

OUTCOMES – COURT RECORDS

N %
Reorganization Plan Confirmed 162 23.5
Other Success 64 9.3
Liquidation Plan Confirmed 11 1.6
Dismissed 376 54.6
Pending 76 11.0
Total 689 100.0

Outcomes of Religious Organization Debtors' 
Chapter 11 Cases From Court Records

34%

Average recovery to unsecured creditors 
under confirmed plans was 65%.
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N %
Reorganization Plan Confirmed 34 31.2
Agreement with Creditors During Case 21 19.3
Dismissed; Issues Resolved Later 2 1.8
Dismissed; Asset Foreclosed or Issues Unresolved 52 47.7
Total 109 100.0

Outcomes of Religious Organization Debtors' Chapter 11 Cases 
Handled by Interviewed Attorneys

OUTCOMES – INTERVIEW DATA

52%

As of fall 2014, 65 (60%) of the 109 religious 
organizations were still operating 

REPRESENTING CHURCHES 
IN CHAPTER 11

• Unique governing structures
• Expectations must be managed
• Their cases are harder

– Unpredictable revenue stream
– Cash collateral conflicts
– Problems with licenses and permits

• But their cases also are easier
• Where’s my money?
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51 

SECURED CREDIT IN RELIGIOUS 
INSTITUTIONS’ REORGANIZATIONS 

Pamela Foohey* 

I. INTRODUCTION 

The high-profile Chapter 11 cases of American Airlines, General 
Motors, and Lehman Brothers have underscored the increasing influence 
of secured creditors in the reorganizations of large corporations. Drawing 
from the outcomes of these and other prominent cases, scholars and prac-
titioners increasingly assume that most businesses enter Chapter 11 with 
a high percentage of secured debt, which leads to a high percentage of 
cases ending in the sale of the debtor’s assets under § 363 of the Bank-
ruptcy Code (“363 sales”)1 rather than with confirmation of reorganiza-
tion plans through the more traditional use of the Chapter 11 process.2 
This perception of the evolving landscape of Chapter 11 raises questions 
about the extent to which blanket liens and rapid 363 sales permit se-
cured creditors to capture going-concern value.3 Indeed, partially in re-
sponse to claims about “the end of bankruptcy,”4 the American Bank-
ruptcy Institute (“ABI”) formed a commission to study current uses of 
Chapter 11 and to offer recommendations for the reform of business re-
organization.5 

However, evidence and discussions about “the end of bankruptcy” 
center on secured creditors’ role in the reorganizations of very large cor-

        
 *  Associate Professor, Indiana University Maurer School of Law. I thank Kara Bruce, Andrew 
B. Dawson, Dalié Jiménez, and Robert M. Lawless for their thoughtful comments on this Essay. 
 1. 11 U.S.C. § 363(b) (2012).  
 2. See Jay Lawrence Westbrook, Secured Creditor Control and Bankruptcy Sales: An Empirical 
View, 2015 U. ILL. L. REV. 831, 837–38 (2015). 
 3. See Edward J. Janger, The Logic and Limits of Liens, 2015 U. ILL. L. REV. 589, 595–96 (2015) 
(discussing the extent of secured creditors’ liens and implications for allocation of value in Chapter 11). 
For a short history of the debate about the rise of 363 sales, see Stephen J. Lubben, The Board’s Duty 
to Keep Its Options Open, 2015 U. ILL. L. REV. 817, 819–22 (2015).  
 4. Douglas G. Baird & Robert K. Rasmussen, The End of Bankruptcy, 55 STAN. L. REV. 751 
(2002).   
 5. ABI Commission to Study the Reform of Chapter 11, AM. BANKR. INST., 
http://commission.abi.org/ (last visited Apr. 4, 2015). In spring 2014, the ABI and the University of Illi-
nois College of Law co-hosted a symposium of bankruptcy scholars with the purpose of discussing se-
cured creditors’ rights and role in modern Chapter 11. I served as a moderator during the symposium. 
Papers presented during the symposium are forthcoming in the University of Illinois Law Review.    
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porations.6 Though most of the asset value administered in Chapter 11 
comes from cases filed by large companies, the vast majority of cases are 
filed by smaller businesses.7 The few analyses of cross-sections of Chapter 
11 proceedings suggest that secured creditor control is not nearly as om-
nipresent as asserted and that 363 sales are not as dominant as assumed.8 
In considering the ABI commission’s recommendations and future pro-
posals for legal reforms, it is crucial to understand how Chapter 11 serves 
the full range of distressed businesses, not merely the large corporations 
that are the usual subjects of discussions about the importance of 363 
sales and secured creditor control. 

This Essay adds empirical evidence to the debate by highlighting 
how one subset of debtors—religious organizations—whose main credi-
tors typically are secured lenders have used the reorganization process.9 I 
report data culled from all the Chapter 11 cases filed in districts in the fif-
ty United States and the District of Columbia by religious institutions 
from the beginning of 2006 to the end of 2013—a total of 689 cases filed 
by 618 unique religious organizations.10 I also draw from in-depth inter-
views I conducted with seventy-six attorneys who represented 109 of the 
454 unique religious organizations that filed their Chapter 11 cases be-
tween 2006 and 2011.11 

By focusing on 363 sales and other indices of creditor control (such 
as successful motions to lift the stay), plan proposal and confirmation 
rates, recoveries to creditors, and postbankruptcy survival rates, I estab-
lish that the traditional negotiated Chapter 11 case is alive and thriving 
among these debtors. The data suggest that these cases preserved signifi-
cant value for secured creditors, while distributing value to unsecured 
creditors. My findings thus contradict the predicted outcomes of these 
cases based on claims about the effect of secured creditors’ ability to 
reach going-concern value through blanket liens. They also demonstrate 

        
 6. See Baird & Rasmussen, supra note 4, at 756 (concluding with “a few brief observations about 
small firms and corporate reorganizations.”).  
 7. See Elizabeth Warren & Jay Lawrence Westbrook, The Success of Chapter 11: A Challenge to 
the Critics, 107 MICH. L. REV. 603, 609 (2009) (reporting data from systematic samples of a cross-
section of Chapter 11 cases filed in 1994 and 2002 and noting that only 6 percent of cases filed in 2002 
involved more than $100 million in assets).  
 8. See Warren & Westbrook, supra note 7, at 604–06. Westbrook, supra note 2, at 833–35 (re-
porting data from a cross-section of Chapter 11 cases filed in 2006).  
 9. I use terms such as “religious organization” to mean any organization whose operations are 
motivated in a meaningful way by religious beliefs and principles. See Pamela Foohey, Bankrupting the 
Faith, 78 MO. L. REV. 719, 720 n.3 (2013).  
 10. For a description of methodology, see id. at 730–32. I used the same methodology to identify 
cases filed in 2012 and 2013. The dataset is on file with the author. 
 11. For a description of how I solicited and conducted an initial round of interviews with those 
attorneys who represented religious organization debtors that filed in the 10 federal jurisdictions with 
the greatest percentages of religious organizations’ Chapter 11 filings between 2006 and 2011, see Pam-
ela Foohey, When Churches Reorganize, 88 AM. BANKR. L.J. 277, 281–83 (2014). I used the same 
methodology to solicit and conduct a second round of interviews with attorneys who represented reli-
gious organization debtors that filed in the remaining federal jurisdictions between 2006 and 2011. 
Transcripts of interviews are on file with the author. 
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that recommendations for legal reforms must keep in mind that a variety 
of businesses use Chapter 11 and that any calls for changes to Chapter 11 
need to account for the divergences in these uses or be narrowly tailored 
to different types of debtors. 

I offer this analysis as a supplement to research about large cases. 
Concentrating on religious organizations’ cases necessarily presents a 
narrow view of secured creditors’ role in Chapter 11 cases. Even so, the 
results show that further empirical examinations may yield insights that 
diverge from current understandings of how creditor control impacts 
modern reorganization, and what that control means for reforms of 
Chapter 11. 

II. RELIGIOUS ORGANIZATION DEBTORS’ FINANCIAL 

CHARACTERISTICS 

The religious organizations that filed under Chapter 11 during the 
study time frame had financial profiles consistent with smaller businesses. 
They also entered bankruptcy with one or two prepetition interests secur-
ing nearly all of their assets. This characteristic suggests that the religious 
organization debtors may be comparable to the supposed common Chap-
ter 11 debtor that is controlled by a secured creditor through a prepeti-
tion security interest covering almost all of its assets. Table 1 summarizes 
the religious organizations’ key financial characteristics upon entering 
Chapter 11.12 

 
 
 
 
 
 
 
 
 
 
 
 

        
 12. Monetary numbers are reported in constant December 2013 dollars using the Consumer Price 
Index (CPI-U) tables as published on a monthly basis. Archived Consumer Price Index Detailed Report 
Information, BUREAU OF LAB. STAT., http://www.bls.gov/cpi/cpi_dr.htm (last visited Apr. 3, 2015). As-
set and debt figures are based on 593 debtors’ schedules that included figures for both assets and debts. 
If an organization filed more than once during the study’s time frame, its assets and debts are included 
in the calculation as many times as it filed and submitted schedules. The mean and median number of 
priority and unsecured creditors figures exclude 7 cases with over 200 priority creditors or over 200 
general unsecured creditors. As evident in Table 1, the data is skewed by several debtors with large 
amounts of assets and debts. 
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TABLE 1:  FINANCIAL CHARACTERISTICS OF RELIGIOUS 
ORGANIZATION CHAPTER 11 DEBTORS 

  Mean Median 

Total Assets, $ 2,885,887 1,285,930 

     Real Property, $ 2,556,313 1,193,899 

     Personal Property, $ 334,263 52,785 

Total Debts, $ 2,262,654 1,045,229 

     Debts Secured by Real Property, $ 1,825,089 890,806 

     Total Secured Debts, $ 1,881,950 924,957 

     Priority and Unsecured Debts, $ 380,703 50,093 

Total Debts to Assets 1.4 0.8 

Real Property Secured Debts to Real Property 0.9 0.7 

Number of Creditors Secured by Real Property 1.0 1.0 

Number of Secured Creditors 3.0 2.0 

Number of Priority and Unsecured Creditors 10.0 5.0 
 

 
Notably, the debtors’ main assets were real property, generally a 

church building, which they claimed was worth a median of 96% of their 
total assets. They owed creditors holding security interests in these build-
ings a median of 93% of the debtors’ total debt. Typically one creditor 
was secured by this real property, often along with some or all of the 
debtor’s personal property.13 Overall, three-quarters of the debtors held 
equity cushions in their real property, while 69% claimed that they en-
tered bankruptcy solvent.14 

Consistent with their financial profiles, the vast majority of the reli-
gious organizations stated that they filed for bankruptcy with the primary 
goal of saving their buildings from foreclosures in order to preserve their 
equity and congregations.15 Significantly, most of the debtors were small 
Christian congregationalist or nondenominational churches that were un-
able to look to overarching governing bodies for financial support.16 Col-

        
 13. One-third of debtors had loans secured by their real property outstanding to two or more 
creditors. But even in cases with multiple secured creditors, on average, the debtor owed one creditor 
76% of the balance due on the real property. Evidencing the breadth of some secured creditors’ collat-
eral, some creditors’ liens led to cash collateral fights. See Foohey, supra note 11, at 295–96.  
 14. See id. at 277 n.7 (defining “equity cushion”). 429 of 572 debtors with scheduled real property 
claimed that the property was worth more than they owed to creditors secured by it. 408 of 593 debtors 
claimed that the value of their assets was greater than the total amount that they owed to creditors. 
 15. Of the 530 debtors that cited a reason for their filing in any document submitted to the court, 
442 (83%) stated they filed to save their property from foreclosure.  
 16. Of the 689 debtors, 51% were nondenominational Christian churches and 44% were churches 
affiliated with Christian denominations. See Foohey, supra note 9, at 736–37 (discussing nondenomina-
tional and congregationalist churches). The remaining 5% of debtors were from the Jewish, Buddhist, 
Hindu, and Islamic traditions, or operated schools or homeless shelters.  
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lectively, these characteristics suggest that secured creditors may view the 
Chapter 11 process as an opportunity to sell their collateral. At the very 
least, usually one creditor had the potential to wholly control the case 
through its secured position, making the religious organizations’ cases 
comparable to the effectively one-party collective proceedings that are 
thought to dominate Chapter 11. 

III. 363 SALES AND OTHER INDICES OF CREDITOR CONTROL 

If 363 sales are on the rise, it seems reasonable to posit that 363 sales 
of substantially all of the debtor’s assets would have occurred in at least a 
significant minority of religious organizations’ cases.17 Contrary to this 
assumption, as detailed in Table 2, only 9% of the religious organizations’ 
cases involved any 363 sale.18 Most of these sales were not of substantially 
all of the debtors’ assets, but of spare real property, such as smaller 
homes or vacant lots, or of vehicles. 

The few sales that occurred seemed to be part of traditional Chapter 
11 reorganizations and liquidations. In 48% (30) of the cases involving 
sales, the debtor went on to propose a reorganization plan. In 15% (9) of 
the cases involving sales, the debtor later or concurrently proposed a liq-
uidation plan. 

 
TABLE 2: 363 SALES AND SECURED CREDITOR MOTIONS IN RELIGIOUS 

ORGANIZATIONS' CHAPTER 11 CASES

N %

363 Sale of Asset(s) 62 9.0 

Secured Creditors Filed One or More Motions to Lift Stay 342 49.6 

Parties Resolved One or More Motions to Lift Stay 180 26.1 

Court Denied One or More Motions to Lift Stay 42 6.1 

Court Granted One or More Motions to Lift Stay 172 25.0 

Secured Creditor Filed Motion to Dismiss 88 12.8 

Court Granted Motion to Dismiss 49 7.1 

 

        
 17. The debtor’s status as a religious organization could have led creditors to view a 363 sale as 
preferable to foreclosing under state law. Selling nonperforming assets through bankruptcy may bring 
less public scrutiny, while removing what had become a precarious loan from the creditor’s books. See 
Foohey, supra note 11, at 294–95 (summarizing attorneys’ thoughts as to why secured creditors would 
not want to follow through with threatened or initiated foreclosures). Alternatively, the debtor’s status 
could have counseled the creditor against pushing for a sale, even under section 363, if the possibility 
existed that the organization’s leaders and members could fix its problems such that the organization 
had sufficient funds to pay the creditor going forward. 
 18. Table 2 reports the frequency (N) of each event and percentage (%) of all 689 religious or-
ganization Chapter 11 cases in which the event occurred.  
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Although creditor control is not apparent in the frequency of 363 
sales, creditor control may be observable in other aspects of the cases. 
Creditors may have filed motions to lift the automatic stay so they could 
foreclose on the assets outside of bankruptcy,19 or sought dismissal of the 
cases. In some respects, religious organizations’ Chapter 11 cases resem-
ble single-asset real estate cases.20 Some creditors pointed out this simi-
larity to bankruptcy courts in motions to lift the stay or dismiss based on 
an argument that the cases were disputes between the debtor and one or 
two parties that should not be resolved through bankruptcy’s collective 
action proceeding. 

But when the prevalence and outcomes of motions to lift the stay 
and motions to dismiss are considered, clear secured creditor control is 
not evident. Also as summarized in Table 2, in half of the cases, creditors 
secured by real property filed one or more lift stay motions.21 However, 
in 65% of the cases in which these motions were filed, the parties came to 
an agreement for adequate protection payments during the pendency of 
the proceeding or the court denied at least one of the motions. 

Creditors secured by real property filed even fewer motions to dis-
miss. They requested that the court dismiss the case in only 13% of the 
proceedings. Courts granted 56% of these motions. Considered together, 
bankruptcy courts either lifted the stay or dismissed the case, thereby al-
lowing secured creditors access to their collateral, in 32% of all religious 
organization Chapter 11 cases. In religious organizations’ cases, contrary 
to predictions based on claims about “the end of bankruptcy” that reli-
gious organizations’ secured creditors would use their control positions to 
sell or gain access to their collateral, secured creditors’ effectively blanket 
liens did not result significant numbers of sales or successful attempts to 
access collateral. 

IV. PLANS: PROPOSAL, CONFIRMATION, AND CREDITOR RECOVERIES 

The frequency with which religious organization debtors filed and 
confirmed plans supports the lack of other indices of significant secured 
creditor control. As summarized in Table 3,22 in 45% of the religious or-
ganization cases, debtors filed reorganization or liquidation plans. This 
result again is at odds with the claim that debtors rarely use Chapter 11 to 
achieve a negotiated settlement via a reorganization plan. Bankruptcy 
courts confirmed reorganization or liquidation plans in 25% of all reli-

        
 19. The automatic stay generally suspends creditors’ collection activities. See 11 U.S.C. § 362(a) 
(2012). 
 20. See Foohey, supra note 9, at 768–70 (discussing religious organization cases’ similarities to 
single-asset real estate cases).  
 21. In 67 cases, creditors secured by real property filed more than one motion to lift the stay. 
These creditors filed at total of 432 motions to lift the stay. 
 22. Table 3 reports the frequency (N) of each event and percentage (%) of all 689 religious or-
ganization Chapter 11 cases in which the event occurred.  
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gious organization Chapter 11 cases.23 In this set of bankruptcies, a siza-
ble portion of cases were resolved by the “traditional” means of a negoti-
ated settlement via a reorganization plan. 

 
TABLE 3: OUTCOMES OF RELIGIOUS ORGANIZATIONS' CHAPTER 11 CASES

BASED ON COURT RECORDS

N %
Reorganization Plan Filed and Confirmed 162 23.5 
Liquidation Plan Filed and Confirmed 11 1.6 
Court Approved Consensual Resolution Among Parties 64 9.3 
Reorganization Plan Filed, Not Confirmed, Case Dismissed 112 16.3 
Liquidation Plan Filed, Not Confirmed, Case Dismissed 2 0.3 
No Plan, Case Dismissed 262 38.0 
Reorganization Plan Filed and Pending 20 2.9 
No Plan, Case Pending (as of September 2014) 56 8.1 
Total 689 100.0 

Reorganization plans provided substantial recoveries to unsecured 
creditors. Given that most of the religious organization debtors claimed 
to hold equity cushions in their real property and that many claimed to be 
solvent,24 the reorganization plans proposed should have provided recov-
ery to unsecured creditors, up to 100% recovery in some cases. Con-
sistent with this financial profile, proposed plans restructured secured 
loans and often arranged to pay unsecured creditors a large portion of 
their claims over the course of the plan—an average of 61% and a medi-
an of 100% of the dollar value of their claims.25 

Of confirmed reorganization plans, 48% provided unsecured credi-
tors with a 100% dividend over the length of the plan.26 The average re-
covery to unsecured creditors under confirmed plans was 65% of the dol-
lar value of their claims. If secured creditors had foreclosed on their 

        
 23. This percentage reflects a plan confirmation rate similar to previous reports of plan confirma-
tion in Chapter 11 cases filed by smaller businesses. See Foohey, supra note 11, at 300. Larger debtors 
historically have higher confirmation rates. See Anne Lawton, Chapter 11 Triage: Diagnosing a Debt-
or's Prospects for Success, 54 ARIZ. L. REV. 985, 1018 (2012) (using a random-sample of Chapter 11 
cases filed in 2004 to analyze plan confirmation rates and finding that debtors with total debts of $5 
million or more had a 55% plan confirmation rate versus a 29% plan confirmation rate for debtors with 
total debts of less than $5 million, for a combined plan confirmation rate of 34%). 
 24. See supra note 14.  
 25. Of 294 proposed reorganization plans, 29 (10%) did not include recoveries to unsecured cred-
itors because the debtor did not owe them any money, and 23 (8%) did not clearly disclose recoveries 
to unsecured creditors and are omitted from the calculations. If the plan stated a recovery range, I 
based calculations on the range’s midpoint. If the plan stated a dollar value recovery, I calculated the 
recovery based on the value of unsecured claims as stated in the plan or disclosure statement.   
 26. Of 162 confirmed reorganization plans, 78 paid unsecured creditors in full.   
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collateral, given the results of auctions, it is unlikely that unsecured credi-
tors would have received similar percentage recoveries, if they received 
anything at all. Again contrary to claims about “the end of bankruptcy,” 
in this subset of cases, not only did the presence of one or two secured 
creditors with liens on effectively all of the debtors’ assets result in the 
consensual resolutions that typify a “traditional” Chapter 11 proceeding, 
but those resolutions also preserved (and perhaps created) considerable 
value for unsecured creditors. 

V. POSTBANKRUPTCY OUTCOMES 

Interviews with religious organization debtors’ attorneys revealed 
that the Chapter 11 process facilitated even more negotiated settlements 
outside of the plan process than was evident by relying on court records 
alone. As presented in Table 4, of the 109 cases that interviewed attor-
neys handled, 31% resulted in a confirmed reorganization plan and an 
additional 21% ended with a consensual resolution between the debtor 
and its creditors.27 

 
TABLE 4: OUTCOMES OF RELIGIOUS ORGANIZATIONS’ CHAPTER 11

CASES HANDLED BY INTERVIEWED ATTORNEYS

N %

Reorganization Plan Confirmed 34 31.2 

Agreement with Creditors During Case 21 19.3 

Dismissed; Issues Resolved Later 2 1.8 

Dismissed; Assets Foreclosed / Sold or Issues Unresolved 52 47.7 
Total 109 100.0 

 
According to attorneys, these consensual resolutions allowed the re-

ligious organizations to continue operating in their prepetition locations 
and pay unsecured creditors. Thus, more than half of the cases handled 
by interviewed attorneys were resolved by the “traditional” means of a 
negotiated settlement. Though the attorneys interviewed may have repre-
sented debtors whose cases had slightly higher successful negotiation 
rates than the overall population of debtors,28 this figure again suggests 

        
 27. If the attorney did not know what happened to a debtor, the resolution of that debtor’s case is 
categorized as unresolved. In 2% of cases in which the court dismissed the case before the debtor came 
to a resolution with its creditors, the debtor and its creditors began negotiations while the case pended 
and asked the court to dismiss the case when it became clear that finalizing their agreement would be 
easier and less expensive without seeking court approval of the settlement.  
 28. That interviewed attorneys handled cases with a higher overall reorganization plan confirma-
tion rate than the plan confirmation rate among all religious organization debtors indicates that those 
attorneys who agreed to be interviewed may have represented debtors with characteristics that made 
them more likely to succeed than the entire population of religious organization debtors.  



Chapter 7—From Churches to Hospitals: Topics in Nonprofit Organizations’ Chapter 11 Cases

 7–2731st Annual Northwest Bankruptcy Institute

No. 1] RELIGIOUS INSTITUTIONS’ REORGANIZATIONS 59 

that the specter of significant secured creditor control that impedes the 
Chapter 11 process may not be as prevalent as assumed. 

These negotiated settlements most often allowed the religious or-
ganizations to remain operating in their prepetition locations. As pre-
sented in Table 5, at the time of the interviews, which spanned from April 
2013 through April 2014, 60% of the attorneys’ religious organization 
debtor clients remained operating. 

 
TABLE 5: POST-BANKRUPTCY OPERATIONS OF INTERVIEWED ATTORNEYS’

RELIGIOUS ORGANIZATION DEBTOR CLIENTS

N %
Operating in Pre-Petition Location 51 46.8 
Relocated and Operating 14 12.8 
No Longer Operating 13 11.9 
Attorney No Longer in Contact with Client 31 28.4 
Total 109 100.0 

 
Ninety percent (all but two) of the debtors with confirmed plans 

were operating from their original locations. The other two organizations 
had moved, but remained open.29 The other debtors that had relocated 
usually had used whatever money they received from postdismissal fore-
closures and sales of their real property to lease spaces in close proximity 
to their prepetition locations. Religious organization debtors’ longer-term 
survival again suggests that these more traditional Chapter 11 cases po-
tentially created more value for secured and unsecured creditors than if 
the debtors’ assets had been disposed of through 363 sales. 

VI. CONCLUSION 

The outcomes of religious organizations’ Chapter 11 cases show that 
the presence of creditors with security interests covering almost all of the 
debtors’ assets does not automatically lead to widespread 363 sales, as 
typically is assumed. Rather, in this subset of cases, debtors and secured 
creditors negotiated during the proceeding, resulting in plans and settle-
ments. Recoveries to creditors through these plans and settlements, and 
religious organization debtors’ longer-term survival, further suggest that 
these debtors’ use of Chapter 11 allowed for the preservation of going-
concern value. 

Scholars have raised concerns that blanket liens and rapid 363 sales 
may allow secured creditors to capture going-concern value that possibly 

        
 29. This calculation excludes 6 cases in which the debtor confirmed a plan because the attorneys 
had lost contact with the organizations.  
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belongs to unsecured creditors.30 Management and the Chapter 11 pro-
cess itself also may create value to which secured creditors perhaps do 
not have claims.31 The results of the religious organization cases bolster 
arguments that secured creditors’ stake in Chapter 11 cases requires clos-
er scrutiny. 

Religious institutions’ cases provide a perspective of reorganization 
that does not align with prevailing views of how Chapter 11 currently 
works. Though religious organizations may be unique, other subsets of 
debtors whose cases also are not consistent with prominent descriptions 
of the rise of 363 sales and secured creditor control may exist. Further 
empirical investigations of cross-sections and subsets of Chapter 11 cases 
may show that modern reorganization is much more diverse and intricate 
than apparent through analyzes and explanations of what happens in the 
largest Chapter 11 proceedings. Knowing how the full range of business 
debtors and their creditors use the Chapter 11 system is particularly cru-
cial before any legal reforms to Chapter 11 that will affect all business 
debtors are enacted. Without such understandings, reforms may inad-
vertently disrupt productive, value-creating reorganizations. 

 
 
 
 
 

Preferred Citation: Pamela Foohey, Secured Credit in Religious Institu-
tions’ Reorganizations, 2015 U. ILL. L. REV. SLIP OPINIONS 51, 
http://www.illinoislawreview.org/wp-content/uploads/2015/05/Foohey.pdf 

 
 
 

        
 30. See sources cited supra note 3.    
 31. See Michelle M. Harner, The Value of Soft Variables in Corporate Reorganizations, 2015 U. 
ILL. L. REV. 509, 512–13 (2015) (discussing how “soft variables” may create value and considering the 
optimal treatment of “soft variables” in Chapter 11).    



Chapter 7—From Churches to Hospitals: Topics in Nonprofit Organizations’ Chapter 11 Cases

 7–2931st Annual Northwest Bankruptcy Institute

When Churches Reorganize

by

Pamela Foohey*

INTRODUCTION

Every year approximately ninety religious organizations1 seek to reorgan-
ize under chapter 11 of the Bankruptcy Code.2  In the first part of my work
studying religious organizations’ financial distress,3 I reviewed all of the chap-
ter 11 cases filed by these debtors between 2006 and 2011—approximately
500 cases.4  The vast majority of these cases involved small Christian congre-
gations5 struggling to hold onto their buildings after falling behind on mort-
gage payments.6  In about three-quarters of the cases, the debtors claimed
they held equity cushions in their real property,7 indicating that there may be
value to be preserved through the reorganization process.8  Based on the doc-

*Associate Professor, Indiana University Maurer School of Law; Visiting Assistant Professor, Univer-
sity of Illinois College of Law, 2012-2014.  This Article was written in connection with the Empirical
Studies in Bankruptcy panel hosted by the Section on Creditors’ and Debtors’ Rights at the AALS’ 2014
Annual Meeting.  My thanks to Kenworthey Bilz, Dalié Jiménéz, Robert M. Lawless, Peter Molk, Jennifer
K. Robbennolt, Arden Rowell, Stephen Rushin, Michael Sousa, and Verity Winship for their comments
on this paper and the underlying research, and Nicole Stringfellow for helpful research assistance.  I also
give a special thanks to all of the attorneys and religious organizations’ leaders who took the time to speak
with me.

1I use terms such as “religious organization,” “religious institution,” and “faith-based organization” inter-
changeably and to mean any organization whose operations are motivated in a meaningful way by faith-
based beliefs and principles.

2Pamela Foohey, Bankrupting the Faith, 78 MO. L. REV. 719, 732-33 n.83 (2013) (detailing the num-
ber of religious organizations that filed under chapter 11 per year between 2006 and 2011); Ken Walker,
Churches: The New Risky Bet, CHRISTIANITY TODAY, Nov. 2013, at 24 (stating that approximately 90
religious congregations filed under chapter 11 in 2012); Pamela Foohey, Are Churches Slowly Recovering?,
CREDIT SLIPS (Jan. 25, 2014, 9:25 a.m.), http://www.creditslips.org/creditslips/2014/01/are-churches-
slowly-recovering.html (finding that religious organizations filed 107 chapter 11 cases in 2012 and 89
chapter 11 cases in 2013).

3Financial distress occurs when an organization has difficulty paying its financial obligations to its
creditors as they become due. See Charles J. Mooney, Jr., A Normative Theory of Bankruptcy Law: Bank-
ruptcy As (Is) Civil Procedure, 61 WASH & LEE L. REV. 931, 951 n.91 (2004).

4See generally Foohey, Bankrupting the Faith, supra note 2.
5See id. at 738 tbl.3; infra notes 55-56 and accompanying text.  I use the term “congregation” to mean a

group of individuals (the congregants) who meet together regularly for religious worship.
6Foohey, Bankrupting the Faith, supra note 2, at 725-26.
7Id. at 741 n.125.  An equity cushion is the difference between the value of the property and the value

of all liens recorded against it. See David Gray Carlson, Postpetition Interest Under the Bankruptcy Code,
43 U. MIAMI L. REV. 577, 593 n.62 (1989).

8At a minimum, the “value” that may be preserved through reorganization is this equity cushion. See
Elizabeth Warren and Jay Lawrence Westbrook, The Success of Chapter 11: A Challenge to Critics, 107

277
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uments submitted in connection with their cases, I ultimately concluded that
chapter 11 has the potential to offer an effective solution to many religious
organizations’ financial problems.9

In analyzing the filing data, I noticed that one leader typically oversaw
the organization.  This leader’s commitment to stabilizing the business as-
pects of the organization and revitalizing the congregation usually was crucial
to the debtor’s survival.10  The presence of this key leader offered an oppor-
tunity to supplement the quantitative filing data with more in-depth qualita-
tive data about the organizations and their cases.  Thus, I conducted
extensive interviews with the leaders of religious organizations that filed
under chapter 11 and the bankruptcy attorneys who represented them.

Relying on these interviews, this Article expands upon my prior consider-
ation of faith-based institutions’ chapter 11 cases and, in doing so, makes
three main contributions.  First, I identify a subset of organizations that
seemed more likely to turn to bankruptcy: small congregationalist and non-
denominational churches, often with predominately African-American mem-
bership.  I also pinpoint salient questions about these churches’ access to
credit and use of bankruptcy for future study.

Second, given that religious organizations continue to file under chapter
11 in not insignificant numbers, I highlight practical considerations for the
attorneys, judges, and parties who will be involved in future cases filed by
faith-based institutions.  Finally, I track the post-bankruptcy outcomes of the
religious organizations represented by the interviewed attorneys.  A sizable
majority of these debtors remained operating either in their original building
or in a new location months after the closing of their bankruptcy cases.  The
chapter 11 process thus appeared to have offered a useful way to deal with
the organizations’ financial distress.  These outcomes provide evidence of the
effectiveness of chapter 11 that are important to ongoing debates about busi-
ness bankruptcy policy.

I. RESEARCHING CHAPTER 11 RELIGIOUS ORGANIZATION
CASES

My empirical inquiry into financially distressed religious organizations be-
gan with a study of the universe of chapter 11 cases filed nationwide by faith-

MICH. L. REV. 603, 625 (2009) (noting that “[a] reorganization is also thought to produce substantial
positive externalities”).

9Foohey, Bankrupting the Faith, supra note 2, at 767-71.
10Id. at 771-72.  The religious organizations’ cases thereby have hallmarks of two purposes of reorgani-

zation as applied to small businesses: preserving going-concern value by keeping businesses intact or al-
lowing owner-operators to remain with their current business entities. See id. at 771 (summarizing these
two models of reorganization).  For further analysis of what this straddling of the two purposes means for
assessing religious organizations’ cases and for bankruptcy policy, see id. at 772-74.
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based institutions during the six-year period from January 1, 2006, to Decem-
ber 31, 2011.  I chose this timeframe for two reasons.  First, I wanted to
analyze cases filed after the substantial overhaul of the Bankruptcy Code
brought about by the Bankruptcy Abuse and Consumer Protection Act of
2005 (BAPCA), which took effect on October 17, 2005. 11  Second, I chose
the ending date of December 31, 2011, in order to assess the success rate of
the cases studied based on the hypothesis that only a small minority of these
cases would remain pending at the time I analyzed the dataset in December
2012.12

Using filings available via the Public Access to Court Electronic Records
(PACER) service, I identified 497 chapter 11 cases filed by 454 unique relig-
ious organizations.13  In creating the dataset, I searched filings from bank-
ruptcy courts located in the fifty United States and the District of
Columbia.14  I removed from the study cases involving debtors that duplicate
services provided in the private market, such as senior living communities,
YMCAs, and hospitals.15  I also eliminated cases filed by the Catholic dio-
ceses and related entities because these cases more closely resemble mass tort
cases, where the focus is on handling widespread litigation.16

To confirm and augment the quantitative data from court filings, I later
interviewed leaders of these religious organizations and their attorneys, focus-
ing on a subset of debtors that also would allow me to explore how social
networks may influence religious organizations’ bankruptcy filings.17  Specifi-

11Pub. L. No. 109-8, 199 Stat. 23 (codified as amended in scattered sections of 11 U.S.C.).
12See Foohey, Bankrupting the Faith, supra note 2, at 745 (noting that 26 cases (5.2%) in the dataset

remained pending as of the end of November 2012).
13For a detailed description of the methodology used to assemble the dataset, see id.at 730-32.
14Id. at 730.
15Id. at 731-32.
16See Jonathan C. Lipson, When Churches Fail: The Diocesan Debtor Dilemmas, 79 S. CAL. L. REV.

363, 363-65 (2005) (analogizing the diocese cases to mass tort bankruptcy cases).
17Scholars have relied on theories of social networking and context to explain patterns of consumer

bankruptcy filing over time.  Several empirical studies suggest that consumer bankruptcy filing rates in-
crease in a given year if filing rates in the same geographic location rose in the prior year, which sometimes
is referred to as social spillover. See, e.g., Astrid Dick, Andreas Lehnert, & Giorgio Topa, Social Spillovers
in Personal Bankruptcies 1 (New York Federal Reserve, Working Paper, June 2008), available at http://ny
fedeconomists.org/topa/DLT_062808.pdf (studying the extent of social spillover following changes in
state law making it easier to file and finding some evidence of local spillover); David B. Gross & Nicholas S.
Souleles, An Empirical Analysis of Personal Bankruptcy and Delinquency, 15 REV. OF FIN. STUDIES 319,
339-40 (2002) (finding that the “probability that someone files for bankruptcy increases with the number
of people in her state who filed in the recent past”); Scott Fay, Erik Hurst, & Michelle J. White, The
Household Bankruptcy Decision, 92 AM. ECON. REV. 706, 716 (2002) (predicting that if a district exper-
iences an increase in filings in one year, it will experience a greater increase in filings the next year).  These
studies posit that direct information sharing among neighbors and indirect observation of others in a
neighborhood using bankruptcy may explain the increase in filings over time.  See Dick, Lehnert, & Topa,
supra at 1.  I hypothesized that the same social mechanisms may be at work in religious organizations’
filing.
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cally, in analyzing the dataset, I found that the religious organization cases
clustered in certain geographic areas.  As shown in Table 1 below, a slight
majority (51%) of the cases were filed in only ten of the ninety federal
districts.18

Table 1: Ten Districts With Greatest Percentage of Religious
Organization Filings During Study Timeframe

Religious
Organization All Chapter

Cases 11 Cases Congregations

District N % N % N %
N.D. Georgia 53 10.7 1,791 2.9 5,830 1.7
M.D. Florida 38 7.7 2,879 4.7 9,093 2.6
W.D. Tennessee 27 5.4 323 0.5 2,861 0.8
C.D. California 24 4.8 4,791 7.8 10,750 3.1
N.D. Texas 22 4.4 1,868 3.1 8,796 2.6
S.D. Texas 21 4.2 1,684 2.8 7,438 2.2
D. Maryland 18 3.6 1,210 2.0 5,336 1.6
N.D. Illinois 18 3.6 1,504 2.5 6,215 1.8
E.D. North Carolina 17 3.4 1,689 2.8 6,065 1.8
S.D. Florida 16 3.2 697 1.1 3,977 1.2
Total 254 51.1 18,436 30.1 66,361 19.3

The concentration of religious organization filings in these districts is not
simply a reflection of where the majority of all chapter 11 cases are filed.19

Nor do these areas of the country have a higher concentration of religious
organizations than other regions across the United States.20  Given the lack

18Where applicable, I report “Ns,” the number of cases or debtors in the analysis.  In Table 1, N for
Religious Organization Cases Filed is 497, and N for All Chapter 11 Cases is 61,260, and N for Congrega-
tions is 344,894. See supra note 5 for the definition of congregations.

19Foohey, Bankrupting the Faith, supra note 2, at 734-35.  In particular, 48% of all chapter 11 cases
filed during the study’s timeframe came from 10 districts.  Four of these districts are among the districts
from which the majority of religious organizations’ cases originated. Id. at 734 n.90.  The distribution of
filings also is not the same as where chapter 7 or chapter 13 cases are filed across the country. See
Bankruptcy Statistics, UNITED STATES COURTS, http://www.uscourts.gov/Statistics/BankruptcyStatis
tics.aspx (last visited Feb. 5, 2014).

20Because many have few members and lack permanent locations, it is difficult to determine the precise
number and regional distribution of religious organizations.  The Association of Statisticians of American
Religious Bodies’ 2010 U.S. Religious Census: Religious Congregations & Membership Study provides the
most comprehensive data, including reporting the number of congregations per state county. See Listings
and Rankings (All Years), 2010 U.S. RELIGION CENSUS: RELIGIOUS CONGREGATIONS & MEMBERSHIP

STUDY, http://www.rcms2010.org/compare.php (last visited Feb. 5, 2014).  I use this data to compare the
distributions of congregations across the United States and religious organization chapter 11 filings.  Over-
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of an easy explanation for the clumping, I theorized that religious organiza-
tions’ leaders may speak with other pastors, friends, and relatives (that is,
their social networks) in deciding to address their churches’ financial distress
with bankruptcy.  Focusing on religious organizations that filed in these ten
districts offered the benefit of gathering data to answer the question of the
effect of social networks in future work.21

To solicit interviews, I mailed letters to both the attorneys and the lead-
ers of these religious organization debtors, detailing my study and requesting
an interview.22  I asked to interview them about the chapter 11 cases specifi-
cally and the religious organizations generally.  One week later, I followed up
on my letters with a telephone call.23  I conducted telephonic interviews dur-
ing spring 2013 based on scripted, open-ended questions.24  Participants were
not offered any compensation.25

A. ATTORNEYS

Out of the 254 chapter 11 cases filed in these ten districts, the debtors
were represented by 168 different debtor’s attorneys.  From these attorneys,
I randomly selected ninety (54%)to send letters.26  However, I was not able

all, congregations tend to be spread more evenly across the United States, with no more than 3% of total
nationwide congregations located in any one federal district. See id.

21The effect of leaders calling upon their social networks on the geographic concentration of religious
organizations’ chapter 11 filings is one of the subjects of my next article.  For now, I posit this explanation
for the concentration. See also infra Part II.A.

22The mailing addresses came from the debtors’ bankruptcy court filings.  I verified and updated the
addresses via internet searches of the debtors’ operating names and the names of the debtors’ leaders and
attorneys as disclosed on their chapter 11 petitions.

23The phone numbers of the debtors and attorneys generally came from the debtors’ bankruptcy court
filings.  I verified and updated the phone numbers via internet searches.

24As with other studies based on semi-structured interviews, I occasionally asked questions out of
order and asked follow-up questions. See, e.g., Sara Sternberg Greene, The Broken Safety Net: A Study of
Earned Income Tax Credit Recipients and a Proposal for Repair, 88 NYU L. REV. 515, 526-27 (2013)
(describing methodology for a study assessing the earned income tax credit program based on interviews of
program recipients); Jean Braucher, Lawyers and Consumer Bankruptcy: One Code, Many Cultures, 67
AM. BANKR. L. J. 501, 512-13 (1993) (interviewing bankruptcy attorneys and trustees “using non-direc-
tive, open-ended questions, not always phrased the same way or asked in the same order”).  One interview
with a leader was conducted in March 2014.  All other interviews took place between April and July of
2013.  Each of the respondents consented to my audio recording of the interview.  I transcribed and coded
all of the interviews myself.  To preserve interviewees’ anonymity, I omit identifying details.  Instead, I
identify each interview subject with a descriptive title such as “Central California Attorney One” or
“Central California Leader One.”  Interview scripts and transcriptions are on file with the author.

25In addition, prior to soliciting interviews, I obtained approval of the interview and data retention
procedures from the University of Illinois’s Institutional Review Board.

26Because of the disparity in the number of attorneys who represented debtors in each district during
the study timeframe, I did not sample equally from the districts.  Rather, I randomly selected an average of
9 attorneys from each district.  This random selection technique ultimately yielded a regionally diverse
pool of interviewees.
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to locate seven of these attorneys.27  Of those remaining, I interviewed
thirty-five attorneys, representing a response rate of 42%.  By district, six of
the attorneys practiced in the Central District of California, six practiced in
the Middle District of Florida, two practiced in the Southern District of
Texas, and three practiced in the each of the other districts.  In the aggregate,
these attorneys handled a total of fifty-eight religious organization cases filed
during the six-year study timeframe and an additional twelve religious organi-
zation cases filed outside the study’s timeframe.

The attorneys concentrated their practices in the area of bankruptcy law,
and mainly represented debtors rather than creditors.  Some predominately
represented individuals with consumer debts, while others primarily repre-
sented small businesses and individuals with business debts.  The diversity of
the attorneys and of their religious organization clients suggests that I inter-
viewed a representative sample of attorneys both from the ten districts in
which they practiced and from the overall population of attorneys who have
represented religious organizations in chapter 11.  Nonetheless, in considering
the results of the interviews, it is important to remain cognizant of the possi-
bility that I reached a non-representative sample of attorneys.

B. LEADERS

The leaders of these religious organizations proved much more difficult to
reach.  Of the 229 separate organizations that filed in the ten districts with
the highest concentrations of cases during the study timeframe, three debtors
were led by the same individual, leaving 226 individual leaders as potential
interview candidates. 28  I successfully contacted ninety-three (41%) of the
leaders.29  Ten agreed to speak with me, for a response rate of 11%.30

Of the ten leaders interviewed, three were affiliated with religious organi-

27These attorneys seemingly either had left law practice or moved to government or in-house posi-
tions.  Regardless, the letters I sent them were returned as undeliverable and I could not find telephone
numbers for them, rendering them unreachable.

28All three of these leaders opened another church with a different incorporation and operating name
after the chapter 11 case of their previous religious organization ended.  Though these three leaders are the
same people (and thus could speak about both churches), the religious organizations themselves are unique
debtor entities.

29I was unable to contact the other 133 leaders because their organizations’ phones were disconnected
and, to the extent that the letters were not returned as undeliverable, they did not respond to the mailed
letter on their own initiative.

30Several factors may contribute to this very low response rate, including difficulties in reaching orga-
nizations that employ leaders on a part-time basis, a specific reluctance of leaders to discuss bankruptcy
given that most religious writings condemn bankruptcy, and a more general reluctance of leaders to discuss
their organizations’ financial situations with an outsider. See Todd J. Zwyicki, Bankruptcy Law as Social
Legislation, 5 TEX. REV. LAW & POL. 393, 398-99, n.25 (2001) (noting that repaying debt is a tenant of
most religions), Robert Cornwall, Part-Time Pastor, Full-Time Church, by Robert LaRochelle, THE CHRIS-

TIAN CENTURY (March 28, 2011), http://www.christiancentury.org/reviews/2011-03/part-time-pastor-
full-time-church-robert-larochelle (last visited Feb. 5, 2014) (noting that a majority of congregations in the
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zations located in the Central District of California, three were from organi-
zations located in the Middle District of Florida, and another two leaders
were from organizations in the Western District of Tennessee.  The remain-
ing two leaders were affiliated with organizations in the Northern District of
Georgia and the Northern District of Illinois.

Reflecting the general breakdown of religious organization debtors’ affilia-
tions overall, all ten leaders came from Christian congregations, most of
which were non-denominational or congregationalist.31  The membership of
nine of the ten congregations was predominately African American.32  As
detailed in the next section, the attorneys I interviewed noted that a dispro-
portionate percentage of religious organizations that contacted them regard-
ing bankruptcy were Black non-denominational or congregationalist Christian
churches.33  Thus, the background of the ten leaders I interviewed seems
consistent with the general makeup of religious institutions that file under
chapter 11.  Given this, I have relied on these interviews to augment the
attorneys’ observations about representing religious organizations, though in
light of the response rate, I remain cognizant that the leaders interviewed
may not be representative of religious organization debtors and leaders
generally.

II. THE CHURCHES BEHIND THE FILINGS

The driving force behind the chapter 11 filings of the religious organiza-
tions studied was to protect the organization’s real property from foreclosure,
thereby saving money that congregants had invested in buildings and the
congregations themselves.34  The underlying financial problems that caused
the organizations to become delinquent on their mortgages generally related
to the effects of the Great Recession or management missteps.35  In addition
to confirming these two main causes of financial distress, my interviews with

United States have fewer than 100 members and cannot afford to employ full-time pastors or similar
leaders).

31See Foohey, Bankrupting the Faith, supra note 2, at 737 tbl.2.
32One leader did not discuss the racial makeup of the congregation, though an internet search reveals

that the congregation is predominately African American based on recent pictures of church services.
Assuming this congregation is predominately African American, all of the interviewed leaders came from
Black Churches. “Black Church” refers to predominately African American congregations and includes
historically African American congregations and churches with predominately African America member-
ship from denominations generally associated with predominately white membership. See C. ERIC LIN-

COLN & LAWRENCE H. MAMIYA, THE BLACK CHURCH IN THE AFRICAN AMERICAN EXPERIENCE 1
(1990).

33See infra Part II.A.
34More than 75% of debtors identified concerns about real property as motivating their filings.

Foohey, Bankrupting the Faith, supra note 2, at 756; see also id. at 767-70 (discussing how reorganization
preserved economic value and established communities).

35Id. at 758-67.
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religious organizations’ leaders and their bankruptcy attorneys highlighted
three related characteristics of these organizations that may have contributed
to their susceptibility to financial distress of a magnitude that led them to file
under chapter 11.

A. LACK OF AFFILIATION WITH PARTICULAR LARGER

DENOMINATIONS

A specific religious organization’s tendency to consider filing for bank-
ruptcy may relate to its denomination or lack of affiliation.  Nondenomina-
tional churches and certain Christian denominations were overrepresented
among the approximately 500 religious organizations that filed during the
study timeframe.  A large majority of the debtors with affiliations were asso-
ciated with congregationalist denominations,36 such as Pentecostal churches
and those of several Baptist sects.37  Similar to nondenominational churches,
congregationalist churches typically are not subject to an overarching denom-
inational governing structure, particularly one to which they can turn for
financial assistance.38  For nondenominational and congregationalist churches
left to address their financial problems alone, bankruptcy may have repre-
sented their last remaining option.

The bankruptcy attorneys I interviewed thought that their religious or-
ganization clients’ effective lack of affiliation was a significant factor in lead-
ing these clients to turn to chapter 11.  Table 2 summarizes the affiliations of
the interviewed attorneys’ clients that filed during the study timeframe.39

36Id. at 737.
37The Pentecostal movement emphasizes lay control through the authority of the founding pastor. See

Joel Robbins, The Globalization of Pentecostal and Charismatic Christianity, 33 ANN. REV. OF ANTHRO-

POLOGY 117, 134 (2004).  Though an individual Baptist church may belong to a convention, Baptist sects
are “loosely knit,” effectively rendering each church autonomous.  LINCON & MAMIYA, supra note 32, at
43-44.

38Foohey, Bankrupting the Faith, supra note 2, at 737.
39Interviewed attorneys represented a total of 58 of the 254 debtors that filed in the ten districts with

the greatest percentages of religious organization filings during the study timeframe. See supra Part I.A.
Table 2 combines certain Christian denominations to protect the identity of the interviewed attorneys
because only one or two churches affiliated with various denominations filed during the study timeframe.
The “other religions” category includes all non-Christian debtors, again combined to protect attorneys’
identities.
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Table 2: Religious Affiliation of Attorneys’ Clients That
Filed During Study Timeframe

N %
Nondenominational Christian 26 44.8
Baptist 16 27.6
Church of God in Christ 5 8.6
Christian - Other Denominations 4 6.9
Other Religions 3 5.2
Apostolic 2 3.4
Christian - School 2 3.4
Total 58 100.0

Adding together nondenominational Christian churches, churches from vari-
ous Baptist branches, and Apostolic and Church of God in Christ churches,
both of which are part of the Pentecostal movement,40 85% of the attorneys’
clients were not part of a larger overarching organization that typically is
equipped (or expected) to provide financial support as needed.  Likewise,
some of the attorneys who represented other subsets of religious institution
debtors, such as Jewish Chabads, described a comparable governance struc-
ture in which the debtor, though part of a specific movement, could not look
to other affiliated organizations for financial assistance.41

Attorneys viewed the lack of or lax affiliation as significant not only from
the standpoint of financial assistance, but also because the autonomy given to
nondenominational and congregational churches often resulted in ineffective
internal governance.  As one attorney noted, “churches that are more closely
tied to a larger denominational structure are more likely to be subjected to
greater oversight.”42  A Lutheran church debtor “seemed to be much more of
a corporate operation with a functioning board.”43  Similarly, one attorney
viewed the decision making in Presbyterian churches as different from the
“loosely functioning” boards of more autonomous churches.44  Indeed, the
greatest risk of succumbing to financial distress appeared to exist in nonde-

40See 3 DAVID E. BERNARD, A HISTORY OF CHRISTIAN DOCTRINE: THE TWENTIETH CENTURY A.D.
1900-2000, at 358-59 (1999) (listing Apostolic and Church of God in Christ as Pentecostal churches).

41See Interview with S. Fla. Attorney Three (April 26, 2013) (stating that “Chabads work differ-
ent[ly] than normal synagogues” and noting that a chabad “basically need[s] a couple [of] big donors to
support [it]”); Interview with S. Fla. Attorney One, at 2-4 (April 25, 2013) (discussing chabads).  The
Chabad-Lubavitch movement is worldwide, but each house is organized around one rabbi. See About
Chabad-Lubavitch, http://www.chabad.org/library/article_cdo/aid/36226/jewish/About-Chabad-Luba
vitch.htm (last visited Feb. 5, 2014).

42Interview with N. Ill. Attorney One, at 2 (April 24, 2013).
43Interview with C. Cal. Attorney One, at 4 (April 26, 2013).
44Interview with S. Tex. Attorney Two, at 3-4 (June 17, 2013).
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nominational and congregationalist churches that also vested all authority in
one leader, usually the pastor (and sometimes his or her family).  These
churches, attorneys observed, were “most likely to run into trouble.”45

Moreover, approximately one third of the attorneys who represented
Christian churches mentioned another demographic skew to their religious
organization clients.  The churches they represented were mainly Black
Churches.46  Some of these attorneys had only represented Black Churches,47

and some of the attorneys hypothesized that these churches approached them
for representation because they were African American themselves.48

This racial demographic skew bears additional study.  Though Black
Churches disproportionately may be comprised of small congregationalist and
nondenominational churches, they still may be filing under chapter 11 more
often than they appear in these subsets of religious organizations.  Further
investigating why Black Churches turn to bankruptcy may expose variations
in the lending market, both in terms of the secured lenders’ willingness to
fund Black Churches’ building purchases and their willingness to negotiate
modifications of the loans when the churches experience difficulty remaining
current on their obligations.49  Thus, banks and other lenders may influence
the demographic skew of religious organization debtors.  Further study also
may reveal that Black Churches learn about chapter 11 from their social net-
works such that they are more likely to use the bankruptcy system, likewise
influencing the demographic skew of religious organization debtors.50

Finally, specific to these African American congregations, attorneys high-
lighted a consistent dynamic that further impacted the churches’ ability to
withstand financial distress.  The organizations’ boards yielded control of the

45Interview with N. Ill. Attorney One, supra note 42, at 2; see also Interview with W. Tenn. Attor-
ney Three, at 2 (May 15, 2013) (“In each of these cases, the church was dominated by one family of the
minister.”); Interview with N. Ga. Attorney One, at 3 (May 10, 2013) (“[T]his [church] was family
owned and family run.”); Interview with E. N.C. Attorney One, at 2 (May 3, 2013) (“This was basically a
one guy show.”).

46Of the thirty-two attorneys who represented Christian debtors, ten  (32%) mentioned
demographics. See supra note 32 for the definition of “Black Church.”

47See, e.g., Interview with S. Tex. Attorney Two, supra note 44, at 2 (“Without exception, [my and
my partners’ clients] are all black churches.  All of them.  And they’re all congregationalist churches.”);
Interview with E. N.C. Attorney Three, at 2 (May 15, 2013) (“All of these [churches] . . . have black
congregations.”); Interview with C. Cal. Attorney Three, at 5 (April 22, 2013) (“I deal with black
churches.”).

48See, e.g., Interview with N. Ga. Attorney Three, at 1 (June 20, 2013) (“[There are not a lot of
African American corporate bankruptcy lawyers in the nation.”); Interview with Md. Attorney One, at 1
(May 6, 2013)  (“[T]here’s not a lot of African American attorneys doing chapter 11.”); Interview with S.
Tex. Attorney One, at 1 (May 2, 2013) (“There are very few lawyers, African American lawyers in [my]
area.”).

49See infra Part III.B for further discussion of lenders’ pre-bankruptcy actions.
50See supra notes 17-21 and accompanying text.
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church to one person, who became the “driving force”51 behind the congrega-
tion and who “called the shots.”52  One attorney commented, “the minister is
a king, and his wife is the queen . . . without exception in every single black
church I’ve dealt with.”53  Attorneys thought that the lack of accountability
this vesting of power sanctioned invited mismanagement that could put un-
due strain on church finances.54

B. SIZE OF THE CONGREGATION

A religious organization’s size also may influence its propensity to seek
bankruptcy protection.  The religious institutions that filed during the study
timeframe were overwhelmingly small based on their assets and debts.  They
owned a building worth a median of $1.2 million and personal property val-
ued at a median of approximately $50,000.55  Three-quarters of the debtors
qualified as small businesses as defined by the Code.56  The amount of the
organizations’ assets and debts likely reflected a smaller membership and reve-
nue base.  Consequently, small churches may be more vulnerable to economic
fluctuations, poor business decisions, and membership attrition.

The term “small church” encompasses two subcategories: “family run”
congregations of fifty or fewer members and “pastoral” congregations of fifty
to 150 members.57  Both subcategories of churches tend to be nondenomina-
tional or congregationalist.  A family church’s leadership is “organized around
one or two matriarchs or patriarchs who are often the heads of extended
biological families in the church,”58 which attorneys noted in describing some
of their clients as “family owned and family run.”59  The patriarch or matri-

51Interview with Md. Attorney One, supra note 48, at 2.
52Interview with E. N.C. Attorney Three, supra note 47, at 3; see also LYLE E. SCHALLER, THE SMALL

CHURCH IS DIFFERENT 29 (1982) (“Regardless of how long they have been in existence, black congrega-
tions frequently are strongly pastor-centered.”).

53Interview with S. Tex. Attorney Two, supra note 44, at 2.
54Interview with E. N.C. Attorney Three, supra note 47, at 3 (“[T]here wasn’t enough supervision

over finances.”); Interview with N. Ill. Attorney Four, at 3 (May 14, 2013) (“Some of these pastors are
living large . . . .”); Interview with W. Tenn. Attorney Two, at 4 (May 1, 2013) (“Their biggest problem
was just gross, gross mismanagement [related to the lead minister’s actions].”).

55Foohey, Bankrupting the Faith, supra note 2, at 738 tbl.3.
56Id. at 739 n.106.  The Code provides that a small business debtor is a debtor with aggregate debts as

of the petition date not exceeding $2,343,300 (as of April 2010).  11 U.S.C. § 101(51D) (2012).
57“Small churches” generally are defined by the number of congregants, but also may be defined by the

number of pastors and number of buildings owned. See John M. Koessler, The Dynamics of Small Church
Ministry, 3 THE MASTER’S SEMINARY J. 175, 176 n.2 (1992) (discussing varying definitions of a “small
church”); ALICE MANN, THE IN-BETWEEN CHURCH: NAVIGATING SIZE TRANSITIONS IN CONGREGA-

TIONS 77 (1998) (categorizing churches that have less than 100 members as family-sized and pastoral-
sized).

58MANN, supra note 57, at 77; see also STEVEN E. BURT AND HAZEL A. ROPER, RAISING SMALL

CHURCH ESTEEM 23 (1992) (“Not only does the Family Church feel like family to its participants, in some
instances, the church literally is family.”).

59Interview with N. Ga. Attorney One, supra note 45, at 3; see supra note 45.
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arch typically controls the key operations of the church,60 though indepen-
dent congregations or congregations with loose affiliations tend to be “very
pastor-centered, with the laity in a supportive role to that strong and mag-
netic ministerial personality.”61  Likewise, in a pastoral church, the pastor is
the central figure.62  This type of church is the “one guy show” attorneys
sometimes represented.63

Scholars of congregational systems have noted that a small church’s size
limits its finances, which in turn may hinder its sustainability and growth,64

and which makes the cost of the building the church’s largest expense.65  At-
torneys likewise linked the size of the religious organization to serious finan-
cial instability.66  They thought that small churches were impacted more
severely by economic downturns,67 and were more likely to have difficulty
finding and negotiating competitively priced loans.68

My interviews with leaders support the apparent denominational, demo-
graphic, and size skew of the religious organization debtors.  A majority of
the leaders interviewed were affiliated with congregationalist or nondenomi-
national churches, and nine of the ten leaders were from predominately Afri-

60See MANN, supra note 57, at 77 (noting that “the pastor functions in a chaplain role, leading worship
and giving pastoral care”); Roy M. Oswald, How to Minister Effectively in Family, Pastoral, Program, and
Corporate-Sized Churches, 17 ACTION INFORMATION 5, 5 (1991) (“It is the patriarchs and matriarchs
who control the church’s leadership needs.”), available at http://enrichmentjournal.ag.org/200702/200702
_000_various_size.cfm.

61SCHALLER, supra note 52, at 29.
62MANN, supra note 57, at 77 (“The pastor is the central figure, holding together a small circle of

leaders.”).
63Interview with E. N.C. Attorney One, supra note 45, at 2.  Small churches historically have been

nondenominational or congregationalist; see W. CURRY MAVIS, ADVANCING THE SMALLER LOCAL

CHURCH 11 (1957) (identifying one of small churches’ limitations as “a lack of denominational or commu-
nity status”).

64See LYLE SCHALLER, THE SMALL MEMBERSHIP CHURCH 100 (1994) (“Money, rather than ministry
and mission, becomes the most influential factor in policy making.”); JACKSON W. CARROLL, SMALL

CHURCHES ARE BEAUTIFUL 125 (1977) (“Churches with membership of less than two hundred persons
are likely to have resources insufficient or barely adequate to maintain the institution and carry on a
program.”).

65See ANTHONY G. PAPPAS, ENTERING THE WORLD OF THE SMALL CHURCH 9 (2000) (describing
the cost of the church building as “a threat”); LYLE SCHALLER, 44 WAYS TO INCREASE CHURCH ATTEND-

ANCE (1987) (listing real estate considerations as one of six main areas that church leaders need to con-
sider); Dean B. McIntyre, The Small Church Primer: Strengths, Weaknesses, Worship, and Music in the
Small-Membership Church, GBOD, http://www.gbod.org/lead-your-church/general-resources/resource/
the-small-church-primer-strengths-weaknesses-worship-and-music-in-the-small (last visited Feb. 5, 2014)
(describing how the purchase of an old building can lead a small church into serious financial problems).

66Ten attorneys described their clients as either very small, small, or as having a membership of fewer
than 200 congregants.

67See Interview with E. N.C. Attorney Three, supra note 47, at 3; Interview with N. Tex. Attorney
Two, at 4 (May 2, 2013).

68Interview with N. Tex. Attorney Three, at 3 (May 13, 2013) (“[A] small church or small fledgling
church or medium size church can’t get commercial business lending because they don’t have the proven
track record, the cash flow . . . .”).
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can-American congregations.69  With the exception of one, they each
pastored a “small church,” with an active membership between 100 and 200
members at the time of the bankruptcy filing.70

These leaders admitted that their congregations encountered difficulty
paying the mortgage in the wake of the Great Recession and struggled with
general mismanagement.71  Leaders further spoke of internal dynamics that
they thought stalled the churches’ responses to their financial declines.72

They also identified trouble in obtaining loans as smaller organizations, 73 as
well as their churches’ independence from overarching institutions as salient
factors in difficulties they faced as leaders in resolving their churches’ finan-
cial problems.74  In the case of one church affiliated with a more organized
denomination, which theoretically could have intervened with financial assis-
tance, the leader detailed how the church was required to pay dues to its
parent organization every year, regardless of the church’s financial situation
that year.75  Overall, denomination and size (and possibly racial
demographics), particularly when combined, may render certain subsets of

69See supra Part I.B.
70Two of the churches previously had memberships of between 400 and 500, but membership had

declined significantly by the time the churches filed.  One church had “faithful” membership of about 60,
though approximately 200 people were on the membership roster.  Interview with W. Tenn. Leader Two,
at 3 (Mar. 17, 2014).  Some leaders likewise described their churches as small. See, e.g., Interview with M.
Fla. Leader Three, at 1 (May 14, 2013) (“We’re just a small congregation. . . . The oldest person in my
church is the mother of my church . . . .”); Interview with C. Cal. Leader Two, at 1 (May 10, 2013) (“[I]t’s
a small congregation.”); Interview with M. Fla. Leader Two, at 1 (May 3, 2013) (noting operational
problems that accompanied the “small church”).

71See, e.g., Interview with C. Cal. Leader Two, supra note 70, at 1 (“[I]f the economic climate of a
country is such that people are losing their jobs, and so forth, the church can’t function.”); Interview with
M. Fla. Leader Two, supra note 70, at 1 (discussing how a previous pastor had mismanaged the church);
Interview with C. Cal. Leader One, at 2 (Apr. 17. 2013) (detailing how previous management had created
many of the church’s problems).

72See Interview with W. Tenn. Leader Two, supra note 70, at 2 (“[W]hen you go through a crisis,
information tends to travel, that is negative information. People tend to shun or reject. But then when
they pretty much find out what’s going on . . . [they] find themselves coming back.”); Interview with M.
Fla. Leader One, at 2 (Apr. 18, 2013) (commenting that the trustee board was slow to act “when it came
time to turn things around”); Interview with W. Tenn. Leader One, at 2 (May 1, 2013) (describing how a
church split was one of the main factors leading to the church filing for bankruptcy).

73See Interview with M. Fla. Leader Three, supra note 70, at 3 (hypothesizing that banks thought of
churches as risky small businesses); Interview with N. Ill. Leader One, at 3 (May 6, 2013) (describing the
church’s mortgage lender as “totally heartless”); Interview with N. Ga. Leader One, at 2 (Apr. 17, 2013)
(detailing how the church had a balloon note with “an interest rate that was floating and the bank at the
time was not interested in giving us a lower rate”); see also Interview with S. Tex. Attorney One, supra
note 48, at 3 (commenting that religious organizations encounter similar problems as consumers, such as
the escalating interest rates of variable loans).  Religious organization debtors’ chapter 11 filings likewise
identified the effects of the Great Recession on their ability to find capital as one of the reasons they fell
behind on mortgage payments. See Foohey, Bankrupting the Faith, supra note 2, at 758-62.

74See Interview with C. Cal. Leader Two, supra note 70, at 1 (contrasting the Catholic Church’s
“infrastructure” with less hierarchical Pentecostal assemblies).

75Interview with C. Cal. Leader One, supra note 71, at 2-3.
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religious organizations more susceptible to fluctuations in revenue and ex-
penses that affect their ability to pay their debts, thereby causing them ulti-
mately to turn to bankruptcy.76

C. MANAGEMENT MISSTEPS

Though the Great Recession took its toll on religious organizations, as it
did on small businesses generally,77 the nature of religious organizations
seemed to create additional and unique avenues for management failure.  Like
managers of for-profit businesses, leaders sometimes mismanaged the business
aspects of the church, entering into unprofitable side ventures and misjudging
cash flow versus expenses.78  However, the leaders of many of the smaller
congregations lacked business acumen, even more so than owners of small
businesses.  Consequently, these organizations’ books and records often were
in disarray, and their leaders generally were less sensitive to the business
aspects of the churches, including not foreseeing and planning for the impact
of the recession on the congregation’s giving.79

Even more unique to religious organizations, beloved pastors sometimes
mishandled the churches’ spiritual matters and made missteps in their per-
sonal lives that alienated their congregants.80  When members lost faith in
their churches’ leaders, they reduced their contributions.81  Alternately,
members simply left the congregation, likewise resulting in a reduction in
cash flow.82  Considered together with the challenges of guiding a small con-
gregation through financial problems, the unique issues of managing religious
organizations may have made certain organizations even more susceptible to
finding themselves in financial distress that eventually required them to turn
to the bankruptcy system.

76Denomination and size merely may correlate with religious organizations’ chapter 11 filings.  A more
detailed study is necessary to assess whether size, denomination, and racial demographics are predictive of
higher bankruptcy filing rates.

77See Robert W. Fairlie, Entrepreneurship, Economic Conditions, and the Great Recession, 22 J. OF

ECON. & MGMT. STRATEGY 207, 207 (2013) (“Business bankruptcy filings and closures increased sharply
in the recent recession.”).

78Foohey, Bankrupting the Faith, supra note 2, at 762-67.
79See, e.g., Interview with C. Cal. Attorney Six, at 4 (May 10, 2013) (“[T]heir books are in even

worse shape than most businesses.”); Interview with N. Ill. Attorney Three, at 6 (May 9, 2013) (“[M]any
of these churches . . . are not particularly sophisticated with respect to finances”); Interview with M. Fla.
Attorney Three, at 5 (May 8, 2013) (noting how a client’s leaders’ “lack of business acumen” proved
frustrating); Interview with C. Cal. Attorney One, supra note 43, at 3 (describing how the church’s
leaders “overextended themselves in terms of their operating expenses . . .”).

80Foohey, Bankrupting the Faith, supra note 2, at 762-67.
81Id.
82Id.; see also Interview with S. Tex. Attorney One, supra note 48, at 3 (“The neighborhood was in

transition, and they lost membership. And then they had a number of members who were laid off.”);
Interview with M. Fla. Attorney One, at 3 (May 2, 2013) (noting that in the cases handled, the church
either suffered a loss of membership or its members were dealing with their own financial troubles).
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III. CHALLENGES IN REPRESENTING RELIGIOUS
ORGANIZATIONS IN CHAPTER 11

The characteristics of many of the religious organizations that sought to
reorganize likewise influenced the chapter 11 process, and presented bank-
ruptcy attorneys with several stumbling blocks during their representations
of religious organization debtors.  In discussing these difficulties, attorneys
highlighted practical considerations they thought other attorneys, judges, and
parties involved in future cases may benefit from bearing in mind.

A. UNCLEAR GOVERNING STRUCTURE: WHO IS THE CLIENT?

Attorneys identified religious organizations’ governing structure as the
leading “special consideration” to take into account in representing a religious
organization in chapter 11.83  All of the attorneys’ clients were overseen by a
board, usually called the trustee board.84  To file a chapter 11 petition, the
organizations’ articles of incorporation typically required this board to give
written authorization.85  However, some churches’ bylaws gave authority to
the “body” or laity, possibly requiring consensus among all members.86  As an
initial matter, this prompted questions about who had the ability to authorize
a filing.87

The main challenge, however, related to the board frequently granting
significant control over the operations of the church to one pastor, who often
also effectively controlled the board.88  In these instances, attorneys’ primary
contact was usually this pastor.89  The resulting mismatch between who at-

83One open-ended question I asked attorneys was: “Are there any special considerations that must be
thought through when representing religious organizations?”

84State law provides that nonprofit corporations must be governed by boards. See ELIZABETH

SCHMIDT, NONPROFIT LAW: THE LIFE CYCLE OF A CHARITABLE ORGANIZATION 47 (2011).
85See, e.g., Interview with W. Tenn. Attorney Three, supra note 45, at 2 (“In order to satisfy the

requirements of the Bankruptcy Code, I had to make sure that the board functioned appropriately.”);
Interview with Md. Attorney One, supra note 48, at 2 (“[O]nce [the church] get to the point of making a
corporate resolution, you’re basically dealing primarily with that lead person who signed the resolution.”).

86See Interview with W. Tenn. Attorney One, at 2 (May 2, 2013) (noting that where a church
belonged to the “body” under its bylaws, the church had authorized the pastor to make all the decisions).

87See Interview with N. Tex. Attorney Two, supra note 67, at 3 (noting that in one case, the secured
creditor filed a motion questioning whether the church had secured proper authorization to file).

88See, e.g., Interview with N. Ga. Attorney Two, at 2 (May 21, 2013) (“[A]ll of them have had
[boards], some to a lesser extent than others.”); Interview with Md. Attorney One, supra note 48, at 2
(comparing churches to “small business, sole proprietors . . . because there’s usually one person that’s the
driving force behind [the church]”); Interview with N. Ga. Attorney One, supra note 45, at 3 (describing
how the lead pastor controlled the board, which was comprised of family members); see also supra Part
II.A.

89In two other less common scenarios, the lead pastor or reverend was not the attorneys’ primary
contact.  In the first scenario, the pastor had moved to a different congregation or the congregation essen-
tially had ousted the pastor.  The senior deacon or trustee board then was left in charge. See Interview
with Md. Attorney Two, at 2 (May 7, 2013) (noting that two senior deacons were the attorney’s primary
contacts after the lead pastor had left the congregation).  Second, the religious organization employed a
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torneys interacted with and reported to, and who had the ability, at least on
paper, to make decisions for the organization resulted in questions about who
truly “was speaking with authority.”90  Even if a church’s board members and
congregants were deferential to their pastor, attorneys still struggled to make
sure that everyone who needed to be involved was in “alignment” with the
decisions that were being made.91

In this way, attorneys described religious organization chapter 11 cases as
requiring “consensus building” 92 and “acting almost as a referee,”93 much
more so than in small business cases.  It took time to determine the pecking
order of authority,94 to get a “feel for what is going on” besides the pastor’s
story,95 and more generally to be sensitive to the different cultures that exist
within religious organizations.96  The “slippery” nature97 of these organiza-
tions left attorneys feeling that they had more than one client,98 and that an
entire community was at stake.99  Because of the community aspect of the
representation, attorneys enjoyed being part of these cases, even if they had
to expend time and energy navigating the governing structure and culture.100

But they nonetheless focused on how crucial it is to be “smart” about inter-
acting with the leader who comes to them, with the board members who may
have the final say, and with the members whose input (monetary and other-
wise) may be vital to saving the congregation.101

stricter governing structure whereby the head of the trustee board or the president of the congregation
was the attorney’s main contact. See Interview with N. Ill. Attorney Six, at 4 (May 28, 2013) (describing
interacting with the president of the congregation of a church affiliated with a more organized
denomination).

90Interview with E. N.C. Attorney One, supra note 45, at 2.
91Interview with E. N.C. Attorney Two, at 5 (May 13, 2013). See also Interview with N. Ill. Attor-

ney Three, supra note 79, at 1 (describing how it was “difficult” to get in contact with all the people who
ran the church); Interview with Md. Attorney Two, supra note 89, at 2 (noting that it took extra time to
make sure that the governing body was “on the same page” as to what the church should do).

92Interview with C. Cal. Attorney Two, at 2 (Apr. 18, 2013).
93Interview with W. Tenn. Attorney One, supra note 86, at 4.
94Interview with S. Tex. Attorney Two, supra note 44, at 3; see also Interview with N. Ill. Attorney

One, supra note 42, at 6 (noting that answers to questions about who owns the church entity “are simpler
for small businesses, and they can be very convoluted for churches. Who is the client, who has the author-
ity, that sort of thing”).

95Interview with C. Cal. Attorney Three, supra note 47, at 2.
96Interview with C. Cal. Attorney Two, supra note 92, at 2.
97Interview with S. Fla. Attorney Two, at 5 (Apr. 23, 2013).
98See Interview with W. Tenn. Attorney Two, supra note 54, at 6 (“[W]ith the church, you’re

dealing with at least two people, possibly ten people.”); Interview with C. Cal. Attorney Six, supra note
79, at 4 (“There’s more collective input.”).

99See Interview with N. Ga. Attorney Two, supra note 88, at 1 (“You have to take into consideration
the congregation, the other leaders in the church, the implication for the church and the community.”).

100See infra Part III.E.
101See, e.g., Interview with Md. Attorney Three, at 5 (May 24, 2013) (noting that “my approach is

going to be different the next time” in representing a church); Interview with C. Cal. Attorney Six, supra
note 79, at 5 (noting that in future representations “I’ll know what to look for”); Interview with S. Fla.
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B. THE CHURCH BUILDING AS AN ALBATROSS

Regardless of the underlying causes of religious organizations’ financial
distress, the primary goal of the vast majority of congregations studied was to
save their building from foreclosure.102  Attorneys representing religious or-
ganization debtors offered two insights into the unique issues surrounding
saving the building that may have significantly influenced some of their cli-
ents’ paths to bankruptcy, the reorganization processes, and case outcomes.

First, attorneys emphasized the strong emotional attachment that congre-
gations have to their buildings.  Congregants seemed to view their church
building as “somewhere they can go and be proud and worship and invite
other churches to visit and raise their families in.  They are looking for a
home.”103  Filing for bankruptcy was not merely about saving equity in a
building, but about “keep[ing] the congregation and keep[ing] the church
together.”104  The loss of a particular building may have equaled the loss of
the congregation.105  In short, “they fall in love with that one church.”106

Because leaders and congregants often were “not driven by normal busi-
ness considerations,”107 they may have behaved irrationally when faced with
a foreclosing lender.  Bankruptcy provided a venue for them to realize that
they needed to downsize, to “get over” 108 losing their “spiritual homes.”109

At the same time, the automatic stay110 and the chapter 11 process gave
leaders an opportunity to try to sell the buildings at higher than fire sale
prices, potentially preserving some of the organizations’ equity, which they
could use to rebuild their congregations.111

Attorney Two, supra note 97, at 5 (stating that “I’d be a lot smarter about” representing churches in the
future).

102See, e.g., Interview with Md. Attorney One, supra note 48, at 2 (“[A]t least in this area, it’s all been
about the real estate.”); Interview with M. Fla. Attorney One, supra note 82, at 4 (noting that both cases
handled were about the mortgage); Interview with C. Cal. Attorney Three, supra note 47, at 5
(“[C]hurches . . . got a little too ambitious and took on more debt than they could service.”).

103Interview with C. Cal. Attorney Three, supra note 47, at 6.
104Interview with E. N.C. Attorney One, supra note 45, at 4.
105See Interview with E. N.C. Attorney Two, supra note 91, at 6 (“[I]t would have been really

disruptive to the church had they lost their buildings.”); Interview with W. Tenn. Attorney Two, supra
note 54, at 7 (“[I]f you don’t have a building, I don’t think you stay together very long.”).

106Interview with N. Tex. Attorney Three, supra note 68, at 4.
107Interview with S. Fla. Attorney Two, supra note 97, at 4.
108Interview with C. Cal. Attorney Three, supra note 47, at 6.
109See Foohey, Bankrupting the Faith, supra note 2, at 767-68 (discussing how congregants “seem to

become intertwined with the institutions’ buildings”).
110See 11 U.S.C. § 362(a) (2012) (imposing a stay on various actions by creditors to collect on their

claims against the debtor).
111See, e.g., Interview with Md. Attorney Two, supra note 89, at 2  (describing how a client sold its

building during its case); Interview with N. Ill. Attorney Two, at 2 (May 7, 2013) (describing how a
client planned to sell property); Interview with N. Ill. Attorney One, supra note 42, at 4 (“[T]he auto-
matic stay give[s churches] some breathing space to . . . make transitions”).
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Second, attorneys theorized that although mortgage lenders had
threatened or initiated foreclosure proceedings, on balance, lenders did not
want to foreclose on a church.112  Banks may have worried that a church
building would prove difficult to sell given that it is “built to be a church”113

and that the bank would not be able to “do anything with a church building
except have a church in it.”114  Foreclosing on a religious organization also
could invite bad publicity. For example, one attorney questioned, “in the end,
who’s going to foreclose on a church in a small town?”115

When pressed as to why banks would initiate proceedings they were not
eager to conclude, one attorney hypothesized that federal legislation may re-
quire them to “pursue all of their rights and remedies,” including foreclo-
sure.116  Alternatively, mortgage lenders may threaten foreclosure in order to
convince religious organizations’ leaders that they need to make concessions.
In some instances, leaders seemed to become so entrenched in their refusal to
compromise on any item having to do with their members’ “spiritual homes”
that they became “convinced that the bank was the devil.”117  Conversely,
lenders’ unwillingness to make deals with religious organizations, for
whatever reason, may have impeded the productivity of negotiations, eventu-
ally requiring foreclosure.118

Moreover, though banks might have initiated foreclosure proceedings,
some of the church leaders interviewed indicated that they learned of the
possibility of filing bankruptcy from their lenders.119  One explanation for
why lenders would start a foreclosure but suggest a bankruptcy filing to their
borrowers is that a chapter 11 proceeding offered the lender a way to gain
access to the debtor’s financial records, allowing it to better assess the relig-
ious organization’s continued viability.120  As an added bonus, the chapter 11
process would force the churches to conform to budgeting requirements and

112But see Interview with M. Fla. Attorney One, supra note 82, at 4 (hypothesizing that banks may
wait to initiate foreclosure proceedings, but once started, would follow through).

113Interview with W. Tenn. Attorney Three, supra note 45, at 2.
114Interview with W. Tenn. Attorney Two, supra note 54, at 3; see also id. (“[S]ometimes, some of the

banks, if you just say, well, here are the keys, they’ll back off and work with you.”).
115Interview with N. Tex. Attorney Two, supra note 67, at 5; see also Interview with N. Ill. Attorney

Four, supra note 54, at 4 (“[M]any banks are reluctant to foreclose on some of these churches for various
reasons . . . goodwill and their reputation in the community and so forth.”).

116Interview with N. Ga. Attorney Three, supra note 48, at 4; see also W. Tenn. Attorney Two, supra
note 54, at 9 (“These big banks, federal regulations don’t permit them to work with people.”).

117Interview with W. Tenn. Attorney Two, supra note 54, at 7.
118One explanation relates to leaders’ poor record keeping skills. See supra note 79 and accompanying

text.  Lenders may have foreclosed because they had little way of knowing the financial stability of the
religious organization debtors and effectively decided to cut their losses and move on.

119Interview with M. Fla. Leader Three, supra note 70, at 3; Interview with W. Tenn. Leader One,
supra note 72, at 3; Interview with M. Fla. Leader One, supra note 72, at 2.

120Debtors must file schedules detailing assets, debts, and financial affairs, and monthly reports of net
income.  11 U.S.C. § 521(a) (2012).
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reorganization plans, as required by the Code.121

In short, prior to filing, religious organizations’ buildings become an alba-
tross for some debtors and lenders.  Overly emotional attachment of leaders
and congregants to their “spiritual homes” may have impeded progress in re-
structuring their mortgages, while lenders also may have heeded their own
interests that likewise stalled negotiations.  Post-filing, lenders’ apparent de-
sire not to foreclose on churches may have opened the door for successful
negotiations during the chapter 11 proceedings.  Leaders’ ultimate goal of pre-
serving their congregations similarly may have led to productive outcomes as
leaders came to realize what was achievable.

C. LICENSES AND PERMITS; CASH COLLATERAL DISPUTES

Although saving the building was the primary goal of reorganization, at-
torneys identified two other significant hurdles that threatened the reorgani-
zation effort.  First, in an attempt to generate revenue to meet expenses, some
organizations undertook side businesses, such as operating daycares and delis.
These side operations required the maintenance of licenses and permits and
timely inspections.  Unfortunately, some leaders were not versed in the intri-
cacies of these requirements or were not sufficiently attentive to the business
aspects of the church to keep up with the requirements.  Lapsed licenses,
revoked permits, and unanticipated problems with local ordinances plagued a
few attorneys.122

Second, more prevalently, religious organizations faced disputes about
cash collateral upon filing.123  Some attorneys were surprised when lenders
asserted that monies coming into the church from congregants’ donations
were part of their collateral and that the lenders had a right to influence how
the funds were spent on a monthly basis.124  Approaching the issue from a
religious perspective, one attorney thought it “offensive” and “crass” that the

121Monthly reporting may function as a budgeting tool. See Interview with W. Tenn. Leader Two,
supra note 70, at 7 (referencing the reporting requirements and noting that keeping records is “extremely
important”); Interview with M. Fla. Leader Two, supra note 70, at 4 (discussing how the chapter 11
process allowed the church to make budget adjustments).  To be confirmed, bankruptcy courts must find
proposed plans feasible, among other requirements. 11 U.S.C. § 1129(a); see also Interview with C. Cal.
Leader One, supra note 71, at 6 (describing how the confirmed plan helped the church “stay on top of the
finances as it relates to chapter 11”).

122See Interview with S. Fla. Attorney Three, supra note 41, at 4 (noting that questions arose as to a
deli license); Interview with C. Cal. Attorney Four, at 2 (Apr. 18, 2013) (discussing how some religious
organizations donate or sell food and noting that “they might not be aware about these special licenses that
they need”).

123Cash collateral refers to “cash, negotiable instruments, documents of title, securities, deposit ac-
counts, or other cash equivalents” that are property of the estate and subject to a security interest. 11
U.S.C. § 363(a) (2012).  The debtor-in-possession or trustee must obtain permission from the secured
party or an order from the bankruptcy court to use cash collateral in the ordinary course of business during
the chapter 11 case.  11 U.S.C. § 363(c).

124See Interview with N. Ill. Attorney Five, at 2 (May 16, 2013) (noting issues with cash collateral);
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bank claimed a security interest in the “general church revenues” because “the
church is the body of Christ, it’s the people.”125

While not all lenders claimed a lien on the collections and pledges,126 one
attorney counseled that if there is any possibility that lenders might claim a
right to donations and pledges, the debtor should preemptively file a motion
requesting that the court “determine that the tithes and offerings are not cash
collateral.”127  This advice reflected the attorney’s concern that not having
control over cash flow post-petition could severely impact the church’s abil-
ity to reorganize.128  Attorneys’ emphasis on cash flow reflected their greater
concern about creating confirmable plans for organizations whose revenue
came from members’ voluntary donations.

D. ESTABLISHING REALISTIC EXPECTATIONS REGARDING FUTURE

REVENUES

The most serious obstacle that attorneys faced in these cases related to
the need to demonstrate that the debtors would have positive cash flow in
the future.  Perhaps the most distinctive characteristic of many of the relig-
ious organizations was that their income defied projection.  Attorneys con-
trasted for-profit business cases, where the debtor could extrapolate future
revenue from past performance, with religious organization cases, where
“[p]ast performance [didn’t] seem to matter in the church if the congregation
want[ed] to survive.”129  Religious organizations in the end are businesses
that principally offer religious services, but “the individuals who take advan-
tage of those services are not obligated to pay anything.”130  Put differently,
“[a] church sells salvation and peace of mind.  And the parishioners contrib-
ute voluntarily for that.”131  And although “that’s functionally equivalent to a
small business selling its product or service,”132 attorneys thought that the
nature of religious organizations’ services made it more difficult to determine
“how much [money] is going to go in the basket each Sunday.”133

Crucially, the concomitant complexity in making projections translated to

Interview with S. Fla. Attorney One, supra note 41, at 3 (noting that the biggest conflict in the case was
over cash collateral).

125Interview with E. N.C. Attorney Two, supra note 91, at 3.
126See Interview with N. Ga. Attorney Three, supra note 48, at 2 (discussing how helpful it is that

“the church’s tithes and offerings . . . are not usually cash collateral”); Interview with S. Tex. Attorney
One, supra note 48, at 3 (noting that the lenders’ attorney did not “push” about cash collateral).

127Interview with N. Ga. Attorney Three, supra note 48, at 2.
128Id.
129Interview with C. Cal. Attorney Six, supra note 79, at 6.
130Interview with M. Fla. Attorney Three, supra note 79, at 2.
131Interview with C. Cal. Attorney One, supra note 43, at 3.
132Id.
133Interview with N. Ill. Attorney Four, supra note 54, at 2; see also Interview with N. Ga. Attorney

Two, supra note 88, at 3 (noting that income projections may not materialize); Interview with N. Ill.



Chapter 7—From Churches to Hospitals: Topics in Nonprofit Organizations’ Chapter 11 Cases

 7–4931st Annual Northwest Bankruptcy Institute

2014) WHEN CHURCHES REORGANIZE 297

attorneys worrying about crafting plans that bankruptcy courts, creditors,
and the United States Trustee would find credible.134  Their concerns
seemed to derive from two primary considerations.  The first relates to relig-
ious organizations’ “customers.”  Congregants did not necessarily behave like
typical consumers.  “Everything [was] dependent on the congregation.”135  If
a “critical mass” of members wanted to see the church survive, money almost
magically flowed into the church.136  For example, in the context of a church
with a larger membership base—that is, one that could achieve a critical mass
of committed members—if the church needed more money, “the congregation
just came up with it.”137  Moreover, if congregants did not have sufficient
liquid funds available, members would do “what they [had] to do in order to
keep their church afloat,” including personally guaranteeing loans.138

On the other hand, if congregants became disillusioned, they tended to
leave the church as a group, resulting in the church perishing swiftly and the
bankruptcy court dismissing the case quickly. 139  This dynamic overall did
not reflect the standard model for projecting revenues.  And this led attor-
neys to note that “how the church is going to pay for things” is “something
that has to get a little more attention, a little more thought.”140

Attorneys also thought that leaders had unrealistic expectations about
what chapter 11 could achieve for their organizations.  Leaders assumed that
upon filing, bankruptcy was “going to solve all of our problems.”141  They

Attorney One, note 42, at 3-4 (noting that “[churches’] revenues are not as predictable” because they are
relying on donations).

134See, e.g., Interview with W. Tenn. Attorney Three, supra note 45, at 2 (contrasting small businesses
with churches, as to which “[y]ou don’t have the ability to make close projections regarding income”);
Interview with N. Ga. Attorney One, supra note 45, at 4 (noting that the bank “wanted to just have a
good understanding that there was going to be a revenue stream to satisfy [the church’s] debt); Interview
with C. Cal. Attorney Five, at 3 (May 7, 2013) (commenting that someone “could throw in one of these
religious things and mess everything up”).

135Interview with E. N.C. Attorney Three, supra note 47, at 2.
136Interview with C. Cal. Attorney Two, supra note 92, at 6; see also Interview with N. Ill. Attorney

Six, supra note 89, at 2 (“[A] lot of [the plan process] was getting support from members of the church
. . . .”).

137Interview with C. Cal. Attorney Six, supra note 79, at 4.
138Interview with N. Ill. Attorney Four, supra note 54, at 4; see also Interview with N. Ga. Attorney

One, supra note 45, at 4 (noting that a bishop personally guaranteed a church’s obligation); Interview with
W. Tenn. Attorney One, supra note 86, at 4 (“[B]anks want people to personally guarantee loans.”).  Very
few religious organizations’ loans initially were guaranteed or co-signed by leaders or congregants. See
Foohey, Bankrupting the Faith, supra note 2, at 760.

139See Interview with Md. Attorney Three, supra note 101, at 4 (noting that the operating reports
every month showed negative disposable income and thus a plan was not feasible); Interview with N. Ill.
Attorney Five, supra note 124, at 3 (“[I]f they don’t have the money coming in, the case isn’t going to last
much to begin with.”).

140See Interview with Md. Attorney Two, supra note 89, at 5.
141Interview with Md. Attorney Three, supra note 101, at 2-3. See also Interview with C. Cal.

Attorney Three, supra note 47, at 5 (“Whether it’s a nonprofit or a consumer, you’re still dealing with
people. And people have funny ideas about stuff.”).
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believed “God will provide a donor if they need the money,”142 had unrealis-
tic ideas about how they would cut expenses,143 and “[didn’t] like to think of
[the churches] as businesses.”144  Attorneys sometimes “[did] not get the
level of cooperation that [they thought they] should, which caused “delays”
and “problems.”145  This further contributed to the difficulty in putting forth
a realistic proposal for restructuring the mortgage.

E. ATTORNEY COMPENSATION

Though many chapter 11 debtors may pay their bankruptcy attorneys
reluctantly, some religious organization clients seemed to believe they had a
religious right to a break on fees.  Some leaders asked for a reduction in attor-
neys’ fees, claiming that attorneys were “doing it for the better good of the
community”146 or should “have mercy” on the congregation.147  Attorneys
likewise had taken on the representations with the assumption that there
was a “little bit higher risk of not being paid in full” as compared to small
business clients.148  In fact, attorneys were willing to cut religious organiza-
tions breaks: 63% of the attorneys reduced their hourly rate, lowered their
retainer, were “more generous” with time, or otherwise adapted their fees.149

Some attorneys explicitly mentioned that the religious nature of the organiza-
tion motivated them to tailor their fees.150  In contrast, a few attorneys did
not believe the nature of the client’s business should influence the fees they
charged.151

142Interview with N. Ill. Attorney Five, supra note 124, at 4.
143See Interview with N. Ill. Attorney Four, supra note 54, at 4 (“[P]reacher says, I can do this, I can

increase the tithes, and I can increase the offerings, and I can cut ten percent of money and staff, cut my
salary, so forth.”); Interview with M. Fla. Attorney One, supra note 82, at 2 (“You just have to make sure
they are being realistic . . . .”).

144Interview with N. Ill. Attorney One, supra note 42, at 2; see also Interview with N. Tex. Attorney
Three, supra note 68, at 2 (“[Church leaders] don’t really understand the financial part of the business.”);
Interview with N. Ill. Attorney Two, supra note 111, at 4 (“[Leaders] don’t think like a business.”).

145Interview with Md. Attorney One, supra note 48, at 3. See also Interview with C. Cal. Attorney
Five, supra note 134, at 3 (commenting that religious organization leaders sometimes “want to play
attorney”).

146Interview with N. Ill. Attorney Five, supra note 124, at 2.
147Interview with Md. Attorney Three, supra note 101, at 2; see also Interview with C. Cal. Attor-

ney Six, supra note 79, at 2 (noting that clients “tried to box me in from the beginning” regarding fees).
148Interview with E. N.C. Attorney One, supra note 45, at 2; see also Interview with S. Fla. Attorney

Three, supra note 41, at 2 (“Did I know I was going to eat something at the end?  Yes.”).
149Interview with C. Cal. Attorney Two, supra note 92, at 2.
150See Interview with N. Ill. Attorney Four, supra note 54, at 2 (“I try to give the churches a dis-

count.”); Interview with Md. Attorney Two, supra note 89, at 2 (“I did discount my fee just because of
the nature of the organization.”); Interview with W. Tenn. Attorney One, supra note 86, at 1 (“I did adapt
them because of the nature of the situation.”).

151See Interview with N. Ill. Attorney One, supra note 42, at 2 (noting that there is a misconception
that nonprofits should pay less); Interview with S. Fla. Attorney Two, supra note 97, at 2 (“I treat it like
an entity like any other entity, be it a church or a charitable organization or foundation.”); Interview with
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The uniqueness of religious organization chapter 11 cases and the in-
creased risk of nonpayment of fees theoretically could cause attorneys to hesi-
tate to take on future representations of religious organization debtors.  But
even those attorneys who adapted their fees and who acknowledged that
these cases were “complex” 152 and required “extra effort” 153 said that they
would represent another religious organization if approached.154  Indeed, a
subset of the attorneys interviewed found the work particularly “re-
warding”155 and “more fulfilling” as compared to their other debtor work.156

Representing religious organization debtors gave these attorneys a greater
sense of helping their communities.157  In some instances, it provided them
with the chance to integrate their professional lives with their own faith.158

Moreover, regardless of the attorneys’ individual views, their combined ex-
periences show that even in the face of the hurdles detailed above, the chap-
ter 11 process assisted religious organizations in retaining their buildings and
maintaining their communities, in turn potentially affording creditors greater
recoveries.

IV. SUCCESS THROUGH THE REORGANIZATION PROCESS

“Success” in chapter 11 is relative and often difficult to define.  Scholars
traditionally have measured success based on the percentage of cases in which
a plan is confirmed.159  In the context of religious organizations’ chapter 11
cases, considering debtors’ primary goal of preserving their communities and

C. Cal. Attorney One, supra note 43, at 3 (explaining that there was nothing different between a church
and a small business that needed to reorganize).

152Interview with N. Ga. Attorney Two, supra note 88, at 1; see also Interview with W. Tenn.
Attorney One, supra note 86, at 4 (characterizing the cases as “challenging”); Interview with S. Fla.
Attorney One, supra note 41, at 5 (same).

153Interview with N. Tex. Attorney One, at 4 (May 1, 2013).
154Thirty out of thirty-two attorneys who were continuing their chapter 11 practices said they would

represent a religious organization again.  One other attorney was retiring and two other attorneys were
focusing on consumer cases going forward.  Attorneys who indicated that they may hesitate to take on
another religious institution’s reorganization case alluded to the internal dynamics and lack of revenue
unless the congregation backed the church, the probability of which seemed random, as prompting their
reluctance.

155Interview with S. Fla. Attorney One, supra note 41, at 5.
156Interview with C. Cal. Attorney Four, supra note 122, at 5.
157See Interview with N. Ill. Attorney Four, supra note 54, at 6 (“Many churches that come to me are

people that have nowhere else to go.”); Interview with N. Tex. Attorney One, supra note 153, at 4 (“I
really want to make it work because these people contribute to the community and they’re good people.”).

158See Interview with E. N.C. Attorney Two, supra note 91, at 6 (describing the representation in
terms of “ministry”); Interview with S. Tex. Attorney Two, supra note 44, at 7 (noting the benefit of
being able to speak “the language of religion”).

159See Foohey, Bankrupting the Faith, supra note 2, at 752; Lynn M. LoPucki, The Debtor in Full
Control—Systems Failure Under Chapter 11 of the Bankruptcy Code? (pt. 1), 57 AM. BANKR. L. J. 99, 106
(1983) (“From the viewpoint of the courts or policy makers, confirmation and consummation of a plan are
probably both necessary elements of success.”).
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secondary goal of saving their buildings (which may be necessary to achieve
their primary goal),160 success may be broadened to include outcomes
whereby congregations continued operating post-bankruptcy.  Such outcomes
would include a settlement between the debtor and its creditors during the
case, a settlement achieved out-of-court after the case was dismissed, or a sale
of assets that yielded sufficient funds for the congregation to continue operat-
ing, albeit possibly in a different location.  From this broader perspective of
success, the chapter 11 process seemed highly successful in achieving these
goals for religious organizations.

Solely from reviewing court records, 34% of the religious organization
cases studied ended productively.161  The court confirmed a plan in 25% of
the cases, and in 9% of the cases, the debtor and its creditors negotiated a
settlement during the pendency of the case that allowed the organization to
continue operating post-bankruptcy.162  In the context of chapter 11 gener-
ally, this percentage reflects a success rate on par with or greater than previ-
ous reports of success in cases filed by for-profit businesses.163

Bankruptcy court records reflect that judges dismissed the other cases for
various reasons, including because the debtor failed to file documents timely,
secured creditors or the UST argued that the reorganization was not feasible,
or the debtor filed a motion to dismiss that contained little or no explanation
of why it sought dismissal. 164  The filing data also show that the court dis-
missed these cases relatively quickly,165 thereby reducing administrative ex-
penses, possible general loss of value, and the time during which creditors

160See Foohey, Bankrupting the Faith, supra note 2, at 767-68 (noting that the survival of a congrega-
tion often seemed tied to saving the church building).

161Id. at 756 tbl.6.
162Id.  If confirmed liquidation plans are added to the calculation, 35% of cases ended productively. Id.
163See, e.g., Anne Lawton, Chapter 11 Triage: Diagnosing a Debtor’s Prospects for Success, 54 ARIZ. L.

REV. 985, 1004 (2012) (reporting a 34% confirmation rate in a sample of chapter 11 cases filed in 2004);
Warren & Westbrook, supra note 8, at 615 (reporting a 30.3% confirmation rate in a sample of chapter 11
cases filed in 1994 and a 33.4% confirmation rate in a sample of chapter 11 cases filed in 2004); Douglas G.
Baird & Edward R. Morrison, Serial Entrepreneurs and Small Business Bankruptcies, 105 COLUM. L. REV.
2310, 2324 (2005) (studying small businesses that filed under chapter 11 in the Northern District of
Illinois during 1998 and reporting a 22% confirmation rate, plus an additional 8% of cases that ended in a
consensual agreement between the debtor and creditors, for a combined success rate of 30%); Edward M.
Flynn, Statistical Analysis of Chapter 11, Administrative Office of the United States Courts 10-11 (Oct.
1989) (unpublished report) (reporting a 17% confirmation rate for chapter 11 cases filed between 1979 to
1986).

164Foohey, Bankrupting the Faith, supra note 2, at 745-49.
165For example, the median time frame in which bankruptcy courts disposed of cases was seven and

one-half months and, in cases in which no plan had been proposed, the median was four and one-half
months. Id. at 747 tb1 4.  A prior study of chapter 11 characterized the median time of seven months as
“remarkably quick.”  Warren & Westbrook, supra note 8, at 631-32; see also Foohey, Bankrupting the
Faith, supra note 2, at 745-46 (discussing reasonable benchmarks of how long it takes to sell a business
privately or reorganize under previous bankruptcy laws).
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were unable to collect on their debts. 166

But one can glean only so much information from court records in terms
of analyzing the successes of chapter 11.  The interviews with attorneys indi-
cate that many more cases ended productively than is evident from examining
the filing data, and that a sizable majority of the religious organizations sur-
vived post-bankruptcy, even if they had to relocate the congregation.  Table
3 summarizes the outcome of the fifty two religious organization chapter 11
cases that attorneys discussed in detail during the interviews.167

Table 3: Outcomes of Religious Organization Cases
Handled by Interviewed Attorneys

N %
Reorganization Plan Confirmed 12 23.1
Agreement with Creditors 18 34.6
Dismissed; Resolved Issues Later 3 5.8
Dismissed; Closed or Unresolved 19 36.5
Total 52 100.0

In 23% of these fifty two cases, the court confirmed a reorganization plan.
This percentage aligns with the reorganization plan confirmation rate among
all religious organization debtors that filed during the study timeframe.168

But in another 35% of the cases, the debtor and its creditors came to an
agreement during the pendency of the proceedings, a percentage that is al-
most four times greater than what I was able to verify through a conservative
review of court records.  Fifteen (83%) of the eighteen court-approved agree-
ments involved a refinancing or similar form of settlement with the mortgage
lender.169  This suggests that relying on court records alone fails to capture a
significant portion of bankruptcy cases that end constructively.170

Additionally, in three cases that the court dismissed without an agree-

166See Foohey, Bankrupting the Faith, supra note 2, at 743.
167The attorneys I interviewed handled a total of seventy cases.  Because of time limitations, I only

could discuss with each attorney at most three cases during a given interview because I wanted to discuss
each case in-depth.  As some attorneys represented as many as five religious organizations during the study
timeframe, I asked these attorneys to focus on at most three cases.

168This suggests that the attorneys I interviewed had handled cases that constituted a representative
sample of religious organization debtors generally.

169In the other three cases, the debtor entered into a payment agreement with the Internal Revenue
Service, a financing agreement with a new lender, and an agreement with its secured creditor whereby it
sold its property and then used the proceeds to move to a new location.

170Though attorneys may have a tendency to exaggerate the productiveness of cases, the 35% figure is
based on whether the debtor and its creditors entered into a consensual agreement that resolved the case.
Another possible source of corroboration would be a future review of the registries of deeds in order to
determine what percentage of debtors still owned their buildings post-bankruptcy.
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ment in place, the debtor subsequently resolved its financial issues and was
able to stay indefinitely in its pre-filing location.171  Adding these cases yields
a 64% success rate.  Of course, it is unknown whether the debtors could have
attained the same outcomes through negotiated arrangements outside of
bankruptcy, particularly if the attorneys are correct in their supposition that
lenders ultimately do not want to foreclose on a church building.  Nonethe-
less, the interviewed leaders indicated that they tried to work with their
creditors before turning to bankruptcy.172  The chapter 11 process, thus, may
have greatly facilitated the negotiations.173

At the time of the interviews in spring 2013, the attorneys indicated that
thirty seven (71%) of the fifty two religious organizations remained operat-
ing,174 although at least seven had moved locations and two were in the
midst of foreclosure.175  This percentage is higher than the 64% success rate
because several of the churches moved locations after the court dismissed
their cases, effectively restarting.  Significantly, these results contradict the
results of a prior study of small businesses’ chapter 11 filings in the Northern
District of Illinois during 1998, which found that nearly 60% of the busi-
nesses closed post-bankruptcy.176

Nonetheless, although a majority of debtors were operating months or
years after their cases ended, their continued operation did not necessarily
mean that they would be able to meet the specifics of their plans and agree-
ments over the long term.177  Interviewed leaders seemed concerned about
their churches’ survival, explaining that staying current with expenses re-
mained a struggle: “we are able to pay as we go and keep our nose clean.”178

171In one case, a parent association stepped in to save the debtor, who ran a Christian school; and in
the two other cases, the mortgage lender and the debtor came to an agreement post-dismissal.

172See, e.g., Interview with W. Tenn. Leader Two, supra note 70, at 4 (stating that the church tried to
negotiate with the mortgage lender, among other non-legal actions); Interview with N. Ill. Leader One,
supra note 73, at 2-3 (noting that the leadership thought their mortgage creditor would modify their loan);
Interview with M. Fla. Leader Two, supra note 70, at 1 (detailing how the leadership was unsuccessful in
renegotiating the mortgage loan); Interview with C. Cal. Leader Two, supra note 70, at 2  (“We went to
the bank several times and tried to get a modification or work some terms out.”).

173The fact that some lenders told religious organizations’ leaders to consider bankruptcy further sug-
gests that negotiated agreements may not have been possible in some instances. See supra note 119 and
accompanying text.

174As to six debtors, the attorneys had lost contact with their clients such that they did not know
whether the organization was operating as of the time of the interview.

175Not all of the attorneys discussed exactly where their clients were operating as of the time of the
interviews.

176Edward R. Morrison, Bankruptcy Decision Making: An Empirical Study of Continuation Bias in
Small-Business Bankruptcies, 50 J. L. & ECON. 381, 382 (2007).

177See Baird & Morrison, supra note 163, at 2324-25 (finding that 44% of the studied small business
debtors that confirmed reorganization plans defaulted on their plans with about two and a half years of
confirmation).

178Interview with M. Fla. Leader Two, supra note 70, at 4-5; see also Interview with C. Cal. Leader
Two, supra note 70, at 2 (explaining that the church planned to sell its building with the hope of retaining
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Reorganization may have prevented or at least delayed foreclosure, but the
churches still needed to resolve the underlying operational problems that had
landed them in bankruptcy.

Yet most of the leaders considered their bankruptcy cases productive be-
cause they helped the churches begin to address these underlying issues,179

which may bode well for the churches’ continued operations.  For instance,
one leader thought that the congregation was stronger post-bankruptcy.  The
members “stood firm as a church,” which “increase[d] their faith and in-
crease[d] their tithing as well.”180  Even if they foresaw relinquishing their
buildings in the future, leaders claimed that their cases “gave them more time”
to be in their physical spaces, and in turn gave them more time to convince
the most committed members to understand that moving the congregation to
a new smaller location may be for the best.181  Attorneys similarly noted that
the church filings “focuse[d] everybody’s attention on what need[ed] to be
done.”182  Some attorneys added that, even in those cases that resulted in the
church dissolving, the process helped leaders and members realize sooner that
their ministries were not viable, which in turn aided them in making the
necessary shut-down transitions.183

These continued successes suggest that for those religious institutions not
part of larger organizations to which they could turn for financial assistance,
or that had reached an impasse in negotiations with their creditors, filing
under chapter 11 offered a potentially worthwhile option.  Importantly, the
longer-term results provide evidence that at least one set of what ultimately
are small businesses are using chapter 11 in a way that appears to be produc-
tive for debtors and their creditors. 184  In contrast to prior assertions that

some money to use to “relocate to something more affordable”); Interview with M. Fla. Leader One, supra
note 72, at 4 (discussing how the case only is “going to be successful if we come out on the other end of
the mortgage”); Interview with N. Ill. Attorney Three, supra note 79, at 5 (noting that post-reorganiza-
tion, religious organizations are “struggling; they’re all in a struggle capacity”).

179Seven of the ten leaders stated that they thought their church’s case was successful.
180Interview with M. Fla. Leader Three, supra note 70, at 6.
181Interview with C. Cal. Leader Two, supra note 70, at 8; see also Interview with W. Tenn. Leader

One, supra note 72, at 4 (noting that the building was “personal,” but that they ultimately “decided to
turn it back over to the bank”).

182Interview with C. Cal. Attorney One, supra note 43, at 3.
183See, e.g., Interview with Md. Attorney Three, supra note 101, at 4-5 (noting that operating reports

showed negative income every month, which led the attorney to discuss the church’s survival prospects);
Interview with E. N.C. Attorney One, supra note 45, at 4 (“[W]e bought them . . . time in which to try to
make things happen”); Interview with N. Ill. Attorney One, supra note 42, at 4 (“If you solve the
problems, and if you make transitions, then you have used the chapter 11 process well.”).  Seen from this
broader perspective, almost all of the debtors may have benefited from the chapter 11 process.  Depending
on what could have been achieved without resorting to bankruptcy, most creditors on balance also may
have benefitted from being forced to participate in the chapter 11 process.

184See supra note 56 and accompanying text (noting that third-quarters of the studied religious organi-
zations qualified as small business debtors).
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the chapter 11 process wastes resources and usually is unproductive, 185 the
religious organizations’ chapter 11 cases studied predominately can be catego-
rized as successful.  Other subsets of small businesses likewise may find chap-
ter 11 beneficial to themselves and their creditors—a question that bears
additional study, particular in light of BAPCPA’s amendments directed to-
ward small business debtors.186

CONCLUSION

This Article sought to expand on my prior conclusion based on case fil-
ings that chapter 11 had the potential to offer religious organizations an effec-
tive solution to their financial distress.  The results of my interviews with
religious organizations’ leaders and their bankruptcy attorneys substantiate
this conclusion.  They also reveal a success rate considerably higher than evi-
dent from examining court records alone, and considerably higher than previ-
ously reported success rates in chapter 11 cases filed by small businesses, a
result that is important to ongoing debates about small businesses’ use of
bankruptcy.

Going forward, attorneys may call upon the findings detailed above to
establish realistic benchmarks of what their religious organization clients can
hope to achieve in chapter 11.  This may reduce unproductive friction during
the cases, and result in more constructive (and possibly swifter) negotiations
and allow leaders with unsustainable congregations to realize that they may
need to move on sooner, potentially increasing the success rate in the fu-
ture.187  Attorneys also may leverage the findings to convince lenders and
other creditors to negotiate outside bankruptcy, thereby saving the costs of
chapter 11.  If a creditor’s tactics drive a religious organization to file under
chapter 11, there is a substantial chance that the case will end with a con-
firmed plan or other agreement that allows the organization to continue oper-
ating.  In short, as one attorney remarked, “there’s a space to help [religious
organizations] with the [chapter 11] process so they can either maintain the

185See Warren & Westbrook, supra note 8, at 604-05 (“[Critics] claim that the current Chapter 11
system suffers from high failure rates and endless delays that prevent the system from yielding much
value.”); Morrison, supra note 176, at 381-82 (noting that critics argue that “Chapter 11 prevents or
retards the reallocation of assets.”).

186See James B. Haines Jr. & Philip J. Hendel, No Easy Answers: Small Business Bankruptcy After
BAPCPA, 47 B.C. L. REV. 71 (2005) (overviewing the small business provisions that BAPCPA added to
the Code).  This Article is the first to report longer-term outcomes of chapter 11 cases filed by small
businesses post-BAPCPA.

187Generally, shorter cases reduce the costs of reorganization to both debtors and creditors. In a relig-
ious reorganization case, however, it could be argued that there is value to be realized from remaining in
chapter 11 longer.  The chapter 11 process forces the debtor to be subject to greater financial accountabil-
ity and controls, giving these leaders more practice at managing their organizations’ budgets, which may in
turn increase the probability that the churches will be able to meet their obligations in the future.
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asset or sell the asset to the benefit of the church.”188

Finally, the results of the interviews call attention to another aspect of
these chapter 11 cases that was not obvious from an examination of court
records.  Black Churches seem to turn to chapter 11 in the face of financial
distress more often than churches with other membership demographics.
The racial demographic skew among religious organization debtors presents
two main avenues for future study: why Black Churches turn to bankruptcy,
and the role of secured lenders in funding this subset of churches.

188Interview with Md. Attorney Two, supra note 89, at 5.
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GETTING THE TAXES RIGHT

Jeff Wong, with assistance from Alexis Weyers, April 2018
jeff@jeffwonglaw.com

(503)206‐8233

Getting the Taxes Right

•Dischargeability
•Priority
•Secured status
•Getting sufficient and correct 
information about the taxes

• Reading IRS transcripts
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Taxes That Cannot Be Discharged by an Individual
• Taxes that are entitled to priority (section 523(a)(1)(A))

• Except, in some instances, priority taxes in a Chapter 13 case that are not withholding 
liabilities can be discharged if the government fails to claim them

• Taxes for which no return was filed (section 523(a)(1)(B))

• Taxes for which the return was filed late less than two years prior to the 
bankruptcy filing (id); but beware of “SFR cases,” where the tax agency assessed 
a tax through its audit procedures before the taxpayer filed a return, e.g. In re 
Smith, 828 F3d 1094 (9th Cir. 2016)

• Taxes associated with a fraudulent return, or which the taxpayer willfully 
attempted to evade or defeat (section 523(a)(1)C))

• Applies to both evasion of assessment (false returns) and evasion of payment (e.g. 
hidden assets)

• Non‐pecuniary loss penalties that are less than three years old (section 
523(a)(7))

• While not a “dischargeability” issue, liens the IRS perfected before the case was 
filed remain on property the debtor retains, regardless of whether the 
underlying taxes are discharged.

Taxes Entitled to Priority per § 523(a)(1)(A)
• All taxes other than property taxes (e.g. income, employment, or excise 
taxes), are entitled to priority for the three year period following the due 
date of the return, including consideration of extensions.  Section 
507(a)(8) (the “Three Year Rule”)

• Withholding taxes, regardless of age. Section 507(a)(8)(C)

• There are two special Income tax rules:  
• The 240 Day Rule, section 507(a)(8)(A)(ii)
• Assessable but not yet assessed rule, section 507(a)(8)(A)(iii)

• Tolling rules – some events suspend the priority periods
• Prior BK case or CDP Appeals cause tolling, section 507(a)(8)
• Offer in compromise only tolls 240 day period, section 507(a)(8)(A)(ii)
• Innocent spouse claims do not cause tolling even though they suspend tax 
collection

• Installment arrangements do not cause tolling
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Example of “Three Year Rule”

• John owes tax for 2014 year

• John requested extension to file until 10/15/15, and files his return 
on 9/1/15

• John’s 2014 tax return is entitled to priority until 10/16/18

The “240 Day Rule”
• Under section 507(a)(8)(A)(ii), income tax liabilities are nondischargeable for 
a period of 240 days after the date they are assessed.  

• Asessment is the formal recordation of a tax due as a liability owed by the 
taxpayer.  The rule serves the purpose of giving taxing authorities an 
extended priority period in instances where a taxpayer’s failure to timely file 
a return or an audit delays assessment beyond the three year priority period.

• Example:
• John filed his 2013 income tax return showing $0 due

• The IRS commenced an audit in 2016 and John’s dispute goes to Tax Court

• Tax Court decided John owed a 2013 tax deficiency in December 2017

• The 2013 deficiency was assessed on January 2, 2018

• The 2013 deficiency is entitled to priority until August 19, 2018, which is the 241st 
day after January 2, 2018
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The “Assessable but Unassessed Rule”
• Like the 240 day rule, this rule serves the purpose of extending the period a tax 
is entitled to priority beyond the three year period in instances when 
assessment is delayed, especially when the delay is caused by an audit or 
litigation over the tax.  With two exceptions, a tax that can be assessed under 
the applicable statute of limitations, but has not yet been assessed, is entitled to 
priority even if the case is filed more than three years after the return became 
due.

• Example:
• John filed his 2013 income tax return showing $0 due
• The IRS audited John’s 2013 return in 2016 and John files a Tax Court case to resolve 
the audit dispute.  Under IRC section 6213, the IRS is precluded from making an 
assessment of the tax until the Tax Court has decided the case.

• The Tax Court ruled that John owed additional 2013 tax in December 2017, but no 
decision has yet been entered and the tax has not been assessed.

• John’s tax liability is entitled to priority through the date it is assessed, unless ‐‐
• John failed to file his return or filed a late return more than two years prior to his bankruptcy case; 
or 

• John commited fraud or willfully attempt to evade or defeat the tax (see BC section 
507(a)(8)(A)(iii)).  

• These exceptions were intended to prevent prejudice to general unsecured creditors in instances 
wehre delays with the assessment are due to the taxpayer’s bad acts.  

• Once the assessment is made, the tax will have priority for another 240 days per 
section 507(a)(8)(A)(ii).  

Withholding Taxes

• Are entitled to priority regardless of age

• They include:
• The withholding (trust fund) portion of 941 liabilities and employee income 
tax withholdings reported under Oregon Form OQ employment tax returns

• Oregon worker’s benefit fund contributions that are withheld from an 
Oregon employee’s wages

• Certain federal excise taxes and state sales taxes, including WA sales taxes 
that are collected from customers (see Washington v. Shank, 792 F.2d 829 
(9th Cir. 1986))  



Chapter 8—Getting the Taxes Right: Priority, Dischargeability, and Secured Status with Tax Claims

 8–531st Annual Northwest Bankruptcy Institute

Tolling for Three Year and 240 Day Rules
• John files his 2012 return on 4/15/2013 and does not pay the $10,000 
shown as due

• On 4/16/2014, John files a Chapter 13 case and stays in Chapter 13 until 
4/15/2016 (exactly 2 years)

• John’s 2013 tax liability is entitled to priority under the Three Year Rule 
until the 90th day following July 15, 2018, which is the 90th day following 
April 16, 2018 (which is two years after John’s Chapter 13 case was 
dismissed)

• IRS Collection Due Process appeals also causes tolling, for the period 
that the CDP appeals are pending

• Offers in Compromise only cause tolling of the 240 Day Rule with income 
taxes—the tack on period is 30 days (see BC section 507(a)(8)(A)(ii)(I))

• The 2 year period for late returns under BC section 523(a)(1)(B) is not 
tolled by any events. 

• Innocent spouse claims do not cause tolling, despite the fact that they 
stay collection.

The 2 Year Rule with Late Returns § 523(a)(1)(B)

• John suffers a significant injury and fails to timely file his federal income 
tax return for 2014 by April 15, 2015

• John late files a good faith tax return with no prompting by the IRS on 
June 5, 2016

• John’s tax is not dischargeable if his bankruptcy case is filed before June 
6, 2018 

• As long as the “hanging paragraph” rule of McCoy is not applied 
(discussed below with SFR issues), John’s tax is dischargeable if his 
bankruptcy case is filed on or after June 6, 2018
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The “SFR Cases” Under the Two Year Rule

• The federal courts are split four or more different ways regarding the 
dischargeability of tax years when ‐

(1) the debtor failed to timely file a return; 

(2) the IRS assessed taxes against the debtor pursuant to an audit; 

(3) the debtor files a late return after the assessment; and 

(4) the debtor files BK more than two years after the late returns 
were filed.

Common SFR Scenario

• Taxpayer fails to timely file an income tax return.
• IRS opens a new tax account for the unfiled year, and issues the 
Taxpayer one or more notices requesting the filing of a return.

• When the Taxpayer does not respond, IRS computes a tax and issues 
the Taxpayer a notice of deficiency under IRC section 6212.  The tax 
asserted usually exceeds the tax that is actually due.

• The Taxpayer fails to timely file a Tax Court case in response to the 
notice of deficiency, and IRS assesses the tax.

• The Taxpayer responds to the bills and collection threats the IRS 
makes for the assessed tax by filing a return.

• IRS accepts the return in its “audit reconsideration” process, and 
abates the excessive amount of tax, penalties, and interest.
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The 9th Circuit’s In re Smith Decision on “SFR” 
Assessments 

• In In re Smith, 828 F.3d 1094 (2016), the 9th Circuit held that the 
debtor’s filing of a late return seven years after it was due and after 
the IRS had already assessed a tax pursuant to an audit was not a 
sufficient attempt to comply with the tax laws to constitute a return 
under the definition of “return” within the Court’s prior decision in In 
re Hatton, 220 F3d 1057 (9th Cir. 2000).  

• To constitute a return under Hatton, a document must 
• (1) purport to be a return; 
• (2) be executed under penalties of perjury; 
• (3) contain sufficient information to compute a tax; and 
• (4) represent an honest and reasonable attempt to comply with the tax law.   

The 9th Circuit in Smith did not . . . . .

• Accept, reject, or even mention decisions like In re McCoy, 666 F.3d 924 
(5th Cir. 2012), that categorically deny bankruptcy “return” status in 
bankruptcy cases to purported “returns” that are filed late, on the basis 
of the “hanging paragraph” of section 507(a)(8) (see next slide).

• The IRS appears to have abandoned the hanging paragraph argument before 
Smith (supra) was appealed to the 9th Circuit; see In re Smith, 527 BR 14, note 6 
(N.D. Cal. 2014).

• Categorically hold that all returns filed after the IRS has made an audit 
assessment cannot qualify as returns for purposes of the two year rule.

• Agree with cases such as In re Colsen, 446 F.3d 886 (8th Cir. 2006) which 
refused to “create a more subjective definition of ‘return’” and allowed 
the discharge of a year with a late, post‐assessment return filing. 
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The “Hanging Paragraph” of Section 523(a)
“For purposes of this subsection, the term ‘return’ means a 
return that satisfies the requirements of applicable 
nonbankruptcy law (including applicable filing requirements). 
Such term includes a return prepared pursuant to section 
6020(a) of the Internal Revenue Code of 1986, or similar 
State or local law, or a written stipulation to a judgment or a 
final order entered by a nonbankruptcy tribunal, but does 
not include a return made pursuant to section 6020(b) of the 
Internal Revenue Code of 1986, or a similar State or local 
law.”  (italicized emphasis added)

• The 5th Circuit in McCoy construed the phrase “including 
applicable filing requirements” to mean that only timely filed 
returns are “returns” for purposes of section 523(a)(1).  
Theoretically, this means that a return filed one day late cannot 
be deemed a return for purposes of dischargeability.

Taxes Associated With Fraud or Willful Evasion –
Section 523(a)(1)(C)
• The federal tax and most state tax statutes provide an unlimited 
statutory period for auditing returns associated with fraud or willful 
evasion.  IRC section 6501(c)(1) and (2). 

• Bankruptcy Code continues the “no rest for the wicked” theme by 
making fraud and evasion tax liabilities nondischargeable in all Chapters 
of bankruptcy for both individuals and entity debtors.

• A tax can become nondischargeable for both fraudulent underreporting 
in the return (evasion of assessment) and the concealment of assets or 
filing of a false financial statement in the collection process (“evasion of 
payment”).  US v. Merrill, 336 BR 804 (D. Or. 2005).

• The 9th Circuit case of Hawkins v. Franchise Tax Board, 769 F.3d 662 
(2014) settles an old question:  failure to file or pay, despite financial 
ability to do so, of itself, is not evasion for purposes of 
nondischargeability—evasion requires an affirmative act intended to 
evade tax.
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And What About Worker’s Compensation?

• Significant differences exist from state to state with whether 
worker’s compensation is treated as a tax in bankruptcy cases.

• WA – worker’s compensation is administered and collected 
by the State and is treated as a tax. See In re E.A. Nord Co., 
75 BR 634 (Bankr. W.D. Wash. 1987).

• OR – early caselaw deemed worker’s compensation to be a 
tax (In re Beaman, 9 BR 539 (Bankr. Or. 1980), but later 9th
Circuit cases indicate that it might not be a tax because it is 
not paid to a government. In re George, 361 F.3d 1157 (9th 
Cir. 2004).

Worker’s Compensation Non‐Complying 
Employer Penalties

• Most reported bankruptcy cases address the treatment of non‐
complying employer penalties that are incurred from injuries during a 
period without worker’s compensation coverage, rather than unpaid 
premiums.  Query whether the components of these penalties are 
penalties as described in section 523(a)(7) or a tax.

• Components typically include:  (a) one or more fines or penalties for engaging 
workers without WC coverage; and (b) reimbursement to the State agency 
responsible for WC for the actual medical costs paid for the care of the injured 
worker.

• In most or all states, the penalties are payable to the government 
department responsible for administering worker’s compensation.  For 
purposes of section 523(a)(7), are these penalties (a) compensation for 
actual pecuniary loss; and/or (b) penalties “related to” a tax?      
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The Many Negatives of Section 523(a)(7) with 
Penalties

• Section 523(a)(7) exempts from discharge penalties to the extent they 
are:
“. . . payable to and for the benefit of a governmental unit, and is not compensation for 
actual pecuniary loss, other than a tax penalty— (A) relating to a tax of a kind not
specified in paragraph (1) of this subsection; or (B) imposed with respect to a 
transaction or event that occurred before three years before the date of the filing of the 
petition . . .” (italicized emphasis added)

• This language appears to state that portions of a non‐
complying employer penalty that compensate the government 
for pecuniary loss are:  

• Dischargeable if the penalty is compensation for pecuniary loss and 
workers compensation is not a tax; 

• Non‐dischargeable if the penalty is not compensation for pecuniary loss 
and worker’s compensation is not a tax;  

• But if worker’s compensation is a tax, the penalty is nondischargeable if‐
• (A) it is related to a tax that is nondischargeable (under section 523(a)(1)); or 
• (B)  imposed for an injury that occurred less than three years prior to the 
petition date.

Secured Federal Tax Claims – Part 1

• Federal tax liens for unpaid taxes arise on the date of 
assessment.  IRC sections 6321 and 6322.

• They attach to “all property and rights to property, whether 
real or personal,” belonging to the taxpayer.  IRC section 6321.

• While there are various exemptions from levy, there are 
virtually no exemptions from the tax lien.  State homestead 
exemptions do not apply and the federal tax lien attaches to 
retirement savings that are exempt for other creditors.    
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Secured Federal Tax Claims – Part 2

• For perfection under section 506(a), a notice of federal tax lien 
must be filed as prescribed by the Federal Tax Lien Registration 
Act for the State of the taxpayer’s residence. 

• In Oregon and Washington, the lien notice must be filed with ‐‐‐
• Oregon and Washington real property – the county in which the real 
property is located.

• Oregon personal property – the Secretary of State UCC office.
• Washington personal property – the Department of Licensing.  

See ORS 87.806 and RCW 60.68.  

Secured Federal Tax Claims – Part 3 

• The federal tax lien is a super‐lien that has special priorities that are not 
shared by other encumbrances, such as ‐‐‐

• Generally, the tax lien has first priority on assets acquired by a taxpayer after the 
lien has been perfected, and in some instances, after the lien has come into 
existence through assessment, regardless of whether the lien is perfected.

• The tax lien is perfected by filing with the designated state office for personal 
property against cars, boats, and planes, without recordation with the state and 
federal offices (e.g. the Department of Motor Vehicles for cars) all other 
creditors must record with. 

• The tax lien’s super‐powers sometimes give rise to unusual issues with 
determining the collateralization for a federal tax lien.
See Ten Things Every Tax Lawyer Should Know About Federal Tax Liens 
included with these slides, for other observations about federal tax liens.
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Secured Oregon Tax Claims

• Like the federal tax lien, an Oregon tax lien for income, excise, or 
employment withholding taxes arises with assessment and attaches 
to all property and rights to property, both real and personal, 
belonging to the taxpayer.  ORS 314.417.

• State exemptions are, however, valid against the ODR tax lien.  

• For purposes of section 506(a), the ODR must file a “warrant” against 
the taxpayer in the county in which the taxpayer resides.  Filing the 
warrant perfects the tax lien on personal property belonging to the 
taxpayer and any real property within that county.  

• Oregon tax liens have a duration of ten years but can be renewed like 
a judgment.  OAR 150‐314‐0279

Secured Washington Tax Claims
• Liens in favor of the Washington Department of Revenue arise when the 
Department files a warrant with the clerk of a superior court in a county 
where the taxpayer has real or personal property.  RCW 82.32.210.

• Upon filing,  the lien attaches to most personal and real property of the 
taxpayer.  RCW 82.32.210(4).  

• Filing perfects the lien on specified items of personal property.  RCW 
82.32.210 and 82.32.212.  Various exemptions are recognized from the 
lien.  WAC 458‐20‐217.

• To perfect the lien on real property, a notice of lien  must be filed in the 
county where the real property is located.  RCW 82.32.212(1).   

• A WDR tax lien has a duration of ten years but can be renewed like a 
judgment.  WAC 458‐20‐217(2)(c)
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Information for Determining Dischargeability 
and Priority
• Always needed–

• Breakdown of principal tax, penalties, and interest (to determine non‐priority penalty 
portion)

• Needed for all taxes that are potentially nonpriority/dischargeable (income, 
non‐withholding excise and employment, unemployment, and B&O) –

• Return due date (for the three year rules of section 507(a)(8))
• Was a return filed, and if so, on what date (for the two year rule of section 
523(a)(1)(B))?

• Is there fraud or evasion associated with the tax? (for the fraud or evasion exception 
of section 523(a)(1)(C))?

• Are there any extending events? 
• Prior bankruptcy filing (last paragraph of section 507(a)(8))
• Collection due process appeal with IRS taxes (last paragraph of section 507(a)(8))

• Additionally needed for IRS and ODR income taxes –
• Assessment date (240 day rule, BC section 507(a)(8)(A)(ii))
• Extended 240 day period due to offer in compromise (section 507(a)(8)(A)(ii))
• Additional tax amounts that might still be assessed (unassessed but assessable rule, 
BC section 507(a)(8)(A)(iii))

Determining Return Due Dates

• All due dates are prescribed by statute and rules.

• Due dates are non‐extendable for all forms of tax except:
• Federal and Oregon income tax (six month automatic extension upon 
application).

• Washington B&O tax, 30 day extension available on application, longer 
extension requires case‐by‐case determination.

• IRS, ODR, and WDR estate and inheritance taxes.

• Federal transcripts reflect extensions of the return due date for 
income and estate taxes.  See Exhibit 1, sample transcript.
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Determining the Principal Tax, Penalties, and 
Interest Due with a Federal Tax

• IRS billing, lien, and levy notices rarely reflect the correct breakdown of 
tax, penalties and interest.  The breakdown must be requested from the 
IRS, or be computed/estimated from transcripts.

• “Account balance” at the top of the transcript and on billing notices usually 
reflects the cumulative tax, penalties, and interest that have already been 
assessed, less any payments received.

• “Accrued interest” and “Accrued penalty” at the top of a transcript or in a billing 
or other notice usually reflects only the amounts that have been accrued but not 
assessed.

• The breakdown of principal tax, penalties, and interest must be computed from 
transcripts by adding the cumulative penalty and interest amounts assessed to 
the stated “accrued” interest and penalties, then taking payments and credits 
into consideration.

• The IRS generally applies undesignated payments and credits to a tax year in the 
following order:  tax, then penalties, and then interest.  See Rev. Proc. 2002‐26.

IRS Transcripts
• Transcripts are paper printouts of the information contained in a tax 
module or account within the IRS’ computer records.  

• IRS transcripts can generally be recovered within 1‐2 days through the 
IRS Transcript Order Line, (800) 908‐9946.

• Two types of transcripts commonly ordered:
• Account transcripts – show liabilities due, return filing and other important 
dates, IRS activities in the account.

• Income transcripts – show 1099 and W‐2 information received by the IRS for a 
particular year to assist with determining income tax liability.

• To order transcripts for someone other than yourself, you need a 
properly completed and executed:

• Power of Attorney Form 2848 (must be a specified type of representative and 
have a Centralized Authorization File number (“CAF”)); or 

• Taxpayer Information Authorization on Form 8821 (usually, but not always, 
allows retrieval of transcripts by a paralegal or secretary‐‐but must first have a 
CAF); and 

• A fax machine‐‐‐you will transmit the authorization form to the transcript office, 
who will receive it, verify your identity with questions about the taxpayer and 
you, and then take your transcript order and transmit to you by fax or regular 
mail.



Chapter 8—Getting the Taxes Right: Priority, Dischargeability, and Secured Status with Tax Claims

 8–1531st Annual Northwest Bankruptcy Institute

The IRS Computer System

• Built in the 1960’s, augmented and upgraded regularly.

• The core system and software is archaic and cumbersome, but a 
complete system replacement is too expensive.

• Transcripts are generated from the Integrated Data Retrieval System 
(IDRS), which allows IRS offices across the country to retrieve and 
modify data.

• Tax liabilities and return filings are recorded in separate “modules” or 
“accounts,” which are categorized by type of tax, taxpayer 
identification number, and tax period.

Reasons Why Reading IRS Transcripts is Often 
Like Reading Tea Leaves . . . .

• The IRS’ codes and their meanings and explanations have changed from 
time to time, making interpretation of transcripts subject to variation 
with the time period the transcript entries were input or retrieved.

• Different Service Centers have used different procedures for the 
inputting of some information, resulting in variations with transcripts 
throughout the country.

• IRS input clerks make mistakes.
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What Information Can be Gleaned from an 
IRS Transcript? 

Tax, Penalty, Interest Sort of          
Return Due Date Yes
Return Filing Date Usually, may require leaf reading
Assessment Date (income tax) Yes
Still Assessable (income tax)     Maybe     
Fraud/Evasion? Maybe       
Extending Events:

Prior bankruptcy Maybe*
Offer in compromise Yes
CDP Hearing Yes

* PACER is the best source.  If the IRS was not given notice of the prior case, the case 
might not be reflected in the transcript.

Code 150 – “Return Filed and Tax Assessed”

• To open a new module or account, the IRS must input a “150” code.  The 
150 code will always be the first entry on a transcript.  The original 
explanation for this code was “Return filed and tax assessed.”

• The date associated with the 150 code is typically either (a) the date of 
the first tax assessment, or (b) the date the account was opened.  It is 
ALMOST NEVER the date the return was filed.

• In the 80’s, during the proliferation of cases under the Bankruptcy Code 
and the increased attention paid to whether and when returns were 
filed, a number of additional sub‐codes were created which could be 
associated with the 150 code to reflect, for example, the opening of an 
account under a “Substitute for Return” rather than a return filing.
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Was a Federal Return Filed? ‐ Code 150 
Variations
• If: (1) the 150 code says “Return Filed and Tax Assessed” or “Tax Return Filed,” 
(2) the assessment date for the 150 code is before, or within two months, after 
the return due date, and (3) there are no late‐filing penalties assessed, the 
return was timely filed.  Verify by reference to the “Return Due Date or Return 
Received Date (Whichever is Later)” line.  See, e.g., Exhibit 1, Graham’s 
transcript for 2007.    

• If the 150 code says “Tax Return Filed” or “Return Filed and Tax Assessed,” and 
late‐filing penalties have been assessed, refer to the “Return Due Date or Return 
Received Date (Whichever is Later)” line to see if the date specified is within two 
months prior to the 150 code, and check for late‐filing penalty assessments.  If 
these conditions are met, the return was filed late, possibly on the date 
reflected on the “Return Due Date . . .” line. Verify that the late filing penalty 
amount comports with the lateness of the return (at 5% of the unpaid tax per 
month to a maximum of 25%).  

• If the 150 code reflects “Substitute for Return,” the IRS opened a tax account 
before the taxpayer filed a return to conduct a return filing investigation/audit, 
and any return filed was filed late.  Further analysis is required to verify that a 
return was filed, and if so, the date it was filed.  See, e.g., Exhibits 3 ‐ 5 and 
notes thereto on the Exhibit List for details on transcripts in these scenarios. 

Determining Assessment Dates

• Only relevant with income taxes in situations where an assessment 
may have been made within 240 days before the intended or actual 
petition date, per BC section 507(a)(8)(A)(ii).

• Clearly reflected on all IRS and ODR income tax transcripts and 
printouts.

• The 150 Code date on an IRS transcript is always the date of 
assessment, not the date the return was filed.  Subsequent 
assessments are generally posted under Codes 299 or 300.
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Why Don’t Federal Transcripts Clearly Reflect the 
Breakdown of Principal Tax, Penalties, and 
Interest?
• Penalty and interest rules:

• Interest accrues on unpaid liabilities from the payment due date until the tax is 
satisfied.  Interest is compounded daily and runs on principal, interest, and 
penalties.  IRC section 6601 et seq.

• Penalties for late payment accrue incrementally each month at .5% of the tax 
due per month. IRC section 6651(a).  

• IRS has its own rules for application of payments to penalties, tax and interest.  
Internal Revenue Manual 20.1.2.2.8.2.

• The IRS computer periodically computes accrued interest and penalties, 
assesses (records) them, and adds the new amounts to the “account 
balance.”

• IRS software does not automatically break the account balance down to 
principal, interest, and penalties.  The correct breakdown of these 
components is rarely reflected on IRS billing, lien, and levy notices.

Determining Return Filing Dates

• Federal – straightforward when return is timely filed, tricky 
with late returns, and very tricky, if not treacherous, in 
instances where the IRS did a “substitute for return.”  See 
Exhibits 1 ‐ 5 and notes thereto on the Exhibit List.

• Oregon – generally identifiable in printouts. 

• Washington – need to inquire with tax agency.  
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Determining Whether There Are Extending 
Events

• IRS transcripts often reflect a taxpayer’s filing of bankruptcy, but PACER 
is a more reliable and accurate index for prior filings and dates.

• Extension is for the period of the in personam automatic stay, plus 90 days.

• IRS transcripts reflect a taxpayer’s filing of an offer in compromise.
• The 240 day period following assessment of an income tax is extended for the 
period the offer was “pending,” plus 30 days.  Section 507(a)(8)(A)(ii).

• IRS transcripts reflect a taxpayer’s filing of a collection due process 
hearing.  See Exhibit 2, sample transcript 

• The three year and 240 day periods are extended for the period that the hearing 
process stayed collection, plus 90 days. (Last paragraph of section 507(a)(8)).  

Transcripts Do Not Reliably Reflect Whether the 
Period for Assessment is Still Open

• Only relevant when the taxpayer may be liable for income taxes that 
have not yet been assessed by the petition date, per section 
507(a)(8)(A)(iii).

• The assessment limitations period is not reflected on IRS or ODR 
transcripts.

• The normal three year limitations period can be extended by –
• Agreement
• Failure to file a tax return
• Substantial understatement of income
• Fraud or willful attempt to evade the tax.
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Transcripts Rarely Reflect Fraud or Evasion 
Associated with the Tax

• IRS transcripts sometimes reflect assessment of the civil fraud penalty, 
but a fraud penalty assessment posting within a transcript is not 
dispositive of fraud, and conversely, many fraud and evasion 
determinations are not reflected in transcripts.

• ODR printouts do not reflect the assertion or assessment of fraud 
penalties.

• IRS transcripts and ODR printouts will not reflect the existence or 
assertion of criminal charges or acts by the taxpayer to evade collection 
that can make the tax nondischargeable.

Substitutes for Returns

• Originally this was internal IRS lingo for the blank return submitted to a Service 
Center for the opening of a new tax account when no return had been filed. 
Now often misused to refer to the process by which the IRS pursues the 
assessment of income taxes when a taxpayer does not file a tax return.  

• In actuality, the IRS cannot assess an income tax on the basis of a “substitute for 
a return;” it generally must issue the taxpayer a “notice of deficiency” which 
proposes the assessment of a tax, allowing the taxpayer to contest the proposed 
assessment in the US Tax Court.  26 USC section 6211 through 6213.  It is also 
possible, however, to make a lawful assessment on the basis of the taxpayer’s 
written consent to an assessment following an audit.  

• Transcripts often do not reflect the date that a notice of deficiency was issued.  
If the taxpayer files a tax return after an SFR account has been opened:

• The date that the return amount is recorded may alternately be posted as a Code 
599, “Tax return filed,” or a Code 300, “Additional tax assessed by examination.” 
Other, alternate postings are also possible.  

• The “Return Due Date or Return Received Date (Whichever is Later)” is sometimes 
updated to reflect the return filing date.  See, e.g., Exhibit 3.  But not always! See, e.g., 
Exhibit 5—Code 599 reflects return filed on 11‐23‐12 but “Return Received Date” 
reflects “Nov. 02, 2010.”  The return was, indeed, filed on 11‐23‐12, and a FOIA 
request revealed that the notice of deficiency was issued on 3‐12‐12.   Nov. 2, 2010 
appears to have been the date the IRS opened its delinquent return investigation for 
this tax year when no return was filed.
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How to Determine Whether and When a 
Return Was Filed with an SFR Situation

• Talk to client and/or client’s tax return preparer about whether a return was 
filed and if so, when.  Get a copy of the return and any proof of mailing.  

• Review transcript to see if it indirectly reflects the posting of the return 
client or the preparer says was filed.  

• Transcript should reflect either an assessment or abatement of tax and related 
penalties and interest within six months after alleged filing date.   Check “Return 
Due Date or Return Received Date (Whichever is Later)” line to see if it reflects a 
filing date a few weeks or months before the assessments/abatements – these 
should correspond to the tax reflected on the return filed.  See, e.g., Exhibit 5.

• If the transcript does not reflect a corresponding assessment or abatement, 
either:  (1) the return was not actually filed; or (2) the IRS did not act upon the 
return after it was filed.

• Check the “Return Due Date or Return Received Date (Whichever is Later)” 
line to see if the date comports with other facts known about the filing date 
of the return.  Understand, however, that the date shown on this line is NOT 
always the correct date  (e.g. Exhibit 5 shows a date that was neither the 
due date or the filing date for the return).

FOIA Requests are the Last Resort

• If return filing is still in doubt, make a Freedom of Information Act 
information request to the IRS for all documents associated with that tax 
account.  Include a copy of the transcript and note any pertinent 
“document locator numbers” (the long number with dashes that follows 
many transcript entries at the left margin).   Instructions for FOIA 
requests can be found on the IRS’ website, irs.gov.

• Delivery time has been only three to five weeks in several instances.
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ODR Transcripts

• Are generally available now from the ODR’s new, state‐of‐the‐art 
computer system.

• Allows registered professionals to access and read tax accounts online 
with clients for whom the professionals have powers of attorney.  

• If you are not registered, call the ODR in Salem to request information 
(and understand the attention you have brought to the account may 
result in collection actions).

No Washington Transcript Practice

• There is no regular practice in Washington for the retrieval of tax 
account transcripts from the Washington taxing authorities.

• Reasons:
• Computer systems are archaic and data must be interpreted for priority and 
dischargeability determinations.

• Absence of income tax in WA reduces the number of bankruptcy cases that 
involve an unpaid tax to approximately 2,000 each year.  These cases are 
administered by bankruptcy specialists of the WA Departments of Revenue, 
Employment Security, and Labor & Industries.

• Primary tax in WA is sales tax, which is always entitled to priority and 
nondischargeability, regardless of age.

• WA tax agencies rarely pursue collection of taxes that were more than three 
years old when a BK case was filed.  
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11 USCS § 523

§ 523. Exceptions to discharge

(a) A discharge under section 727, 1141, 1228(a), 1228(b), or 1328(b) of this title [11 USCS § 727, 1141,
1228(a), 1228(b), or 1328(b)] does not discharge an individual debtor from any debt-- 

(1) for a tax or a customs duty-- 

(A) of the kind and for the periods specified in section 507(a)(3) or 507(a)(8) of this title [11 USCS § 
507(a)(2) or 507(a)(8)], whether or not a claim for such tax was filed or allowed; 

(B) with respect to which a return, or equivalent report or notice, if required-- 

(i) was not filed or given; or 

(ii) was filed or given after the date on which such return, report, or notice was last due, under 
applicable law or under any extension, and after two years before the date of the filing of the 
petition; or 

(C) with respect to which the debtor made a fraudulent return or willfully attempted in any manner to 
evade or defeat such tax; 

(2) for money, property, services, or an extension, renewal, or refinancing of credit, to the extent obtained 
by-- 

(A) false pretenses, a false representation, or actual fraud, other than a statement respecting the 
debtor's or an insider's financial condition; 

(B) use of a statement in writing-- 

(i) that is materially false; 

(ii) respecting the debtor's or an insider's financial condition; 

(iii) on which the creditor to whom the debtor is liable for such money, property, services, or credit 
reasonably relied; and 

(iv) that the debtor caused to be made or published with intent to deceive; or 

(C) (i) for purposes of subparagraph (A)-- 

(I) consumer debts owed to a single creditor and aggregating more than $ 675 for luxury goods or 
services incurred by an individual debtor on or within 90 days before the order for relief under 
this title are presumed to be nondischargeable; and 

(II) cash advances aggregating more than $ 950 that are extensions of consumer credit under an 
open end credit plan obtained by an individual debtor on or within 70 days before the order for 
relief under this title, are presumed to be nondischargeable; and 

(ii) for purposes of this subparagraph-- 

(I) the terms "consumer", "credit", and "open end credit plan" have the same meanings as 
in section 103 of the Truth in Lending Act [15 USCS § 1602]; and 

(II) the term "luxury goods or services" does not include goods or services reasonably 
necessary for the support or maintenance of the debtor or a dependent of the debtor; 

(3) neither listed nor scheduled under section 521(a)(1) of this title [11 USCS § 521(a)(1)], with the name, if 
known to the debtor, of the creditor to whom such debt is owed, in time to permit-- 
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(A) if such debt is not of a kind specified in paragraph (2), (4), or (6) of this subsection, timely filing of a 
proof of claim, unless such creditor had notice or actual knowledge of the case in time for such timely 
filing; or 

(B) if such debt is of a kind specified in paragraph (2), (4), or (6) of this subsection, timely filing of a proof 
of claim and timely request for a determination of dischargeability of such debt under one of such 
paragraphs, unless such creditor had notice or actual knowledge of the case in time for such timely 
filing and request; 

(4) for fraud or defalcation while acting in a fiduciary capacity, embezzlement, or larceny; 

(5) for a domestic support obligation; 

(6) for willful and malicious injury by the debtor to another entity or to the property of another entity; 

(7) to the extent such debt is for a fine, penalty, or forfeiture payable to and for the benefit of a governmental 
unit, and is not compensation for actual pecuniary loss, other than a tax penalty-- 

(A) relating to a tax of a kind not specified in paragraph (1) of this subsection; or 

(B) imposed with respect to a transaction or event that occurred before three years before the date of 
the filing of the petition; 

(8) unless excepting such debt from discharge under this paragraph would impose an undue hardship on 
the debtor and the debtor's dependents, for-- 

(A) 

(i) an educational benefit overpayment or loan made, insured, or guaranteed by a governmental 
unit, or made under any program funded in whole or in part by a governmental unit or nonprofit 
institution; or 

(ii) an obligation to repay funds received as an educational benefit, scholarship, or stipend; or 

(B) any other educational loan that is a qualified education loan, as defined in section 221(d)(1) of the 
Internal Revenue Code of 1986 [26 USCS § 221(d)(1)], incurred by a debtor who is an individual; 

(9) for death or personal injury caused by the debtor's operation of a motor vehicle, vessel, or aircraft if such 
operation was unlawful because the debtor was intoxicated from using alcohol, a drug, or another 
substance; 

(10) that was or could have been listed or scheduled by the debtor in a prior case concerning the debtor 
under this title or under the Bankruptcy Act in which the debtor waived discharge, or was denied a 
discharge under section 727(a)(2), (3), (4), (5), (6), or (7) of this title [11 USCS § 727(a)(2), (3), (4), (5), 
(6), or (7)], or under section 14c(1), (2), (3), (4), (6), or (7) of such Act; 

(11) provided in any final judgment, unreviewable order, or consent order or decree entered in any court of 
the United States or of any State, issued by a Federal depository institutions regulatory agency, or 
contained in any settlement agreement entered into by the debtor, arising from any act of fraud or 
defalcation while acting in a fiduciary capacity committed with respect to any depository institution or 
insured credit union; 

(12) for malicious or reckless failure to fulfill any commitment by the debtor to a Federal depository institutions 
regulatory agency to maintain the capital of an insured depository institution, except that this paragraph 
shall not extend any such commitment which would otherwise be terminated due to any act of such 
agency; or 

(13) for any payment of an order of restitution issued under title 18, United States Code; 

(14) incurred to pay a tax to the United States that would be nondischargeable pursuant to paragraph (1); 

(14A) incurred to pay a tax to a governmental unit, other than the United States, that would be 
nondischargeable under paragraph (1); 
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(14B) incurred to pay fines or penalties imposed under Federal election law; 

(15) to a spouse, former spouse, or child of the debtor and not of the kind described in paragraph (5) that is 
incurred by the debtor in the course of a divorce or separation or in connection with a separation 
agreement, divorce decree or other order of a court of record, or a determination made in accordance 
with State or territorial law by a governmental unit; 

(16) for a fee or assessment that becomes due and payable after the order for relief to a membership 
association with respect to the debtor's interest in a unit that has condominium ownership, in a share of 
a cooperative corporation, or a lot in a homeowners association, for as long as the debtor or the trustee 
has a legal, equitable, or possessory ownership interest in such unit, such corporation, or such lot, but 
nothing in this paragraph shall except from discharge the debt of a debtor for a membership association 
fee or assessment for a period arising before entry of the order for relief in a pending or subsequent 
bankruptcy case; 

(17) for a fee imposed on a prisoner by any court for the filing of a case, motion, complaint, or appeal, or for 
other costs and expenses assessed with respect to such filing, regardless of an assertion of poverty by 
the debtor under subsection (b) or (f)(2) of section 1915 of title 28 [28 USCS § 1915] (or a similar non-
Federal law), or the debtor's status as a prisoner, as defined in section 1915(h) of title 28 [28 USCS § 
1915(h)] (or a similar non-Federal law); 

(18) owed to a pension, profit-sharing, stock bonus, or other plan established under section 401, 403, 408,
408A, 414, 457, or 501(c) of the Internal Revenue Code of 1986 [26 USCS § 401, 403, 408, 408A, 414,
457, or 501(c)], under-- 

(A) a loan permitted under section 408(b)(1) of the Employee Retirement Income Security Act of 1974 
[29 USCS § 1108(b)(1)], or subject to section 72(p) of the Internal Revenue Code of 1986 [26 USCS 
§ 72(p)]; or 

(B) a loan from a thrift savings plan permitted under subchapter III of chapter 84 of title 5 [5 USCS §§ 
8431 et seq ], that satisfies the requirements of section 8433(g) of such title [5 USCS § 8433(g)]; 

   but nothing in this paragraph may be construed to provide that any loan made under a 
governmental plan under section 414(d) [26 USCS § 414(d)], or a contract or account under section 
403(b) [26 USCS § 403(b)], of the Internal Revenue Code of 1986 constitutes a claim or a debt under 
this title; or 

(19) that-- 

(A) is for-- 

(i) the violation of any of the Federal securities laws (as that term is defined in section 3(a)(47) of 
the Securities Exchange Act of 1934 [15 USCS § 78c(a)(47)]), any of the State securities laws, 
or any regulation or order issued under such Federal or State securities laws; or 

(ii) common law fraud, deceit, or manipulation in connection with the purchase or sale of any 
security; and 

(B) results, before, on, or after the date on which the petition was filed, from-- 

(i) any judgment, order, consent order, or decree entered in any Federal or State judicial or 
administrative proceeding; 

(ii) any settlement agreement entered into by the debtor; or 

(iii) any court or administrative order for any damages, fine, penalty, citation, restitutionary payment, 
disgorgement payment, attorney fee, cost, or other payment owed by the debtor  
For purposes of this subsection, the term "return" means a return that satisfies the requirements 
of applicable nonbankruptcy law (including applicable filing requirements)  Such term includes a 
return prepared pursuant to section 6020(a) of the Internal Revenue Code of 1986 [26 USCS § 
6020(a)], or similar State or local law, or a written stipulation to a judgment or a final order entered 
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by a nonbankruptcy tribunal, but does not include a return made pursuant to section 6020(b) of 
the Internal Revenue Code of 1986 [26 USCS § 6020(b)], or a similar State or local law  

(b) Notwithstanding subsection (a) of this section, a debt that was excepted from discharge under subsection 
(a)(1), (a)(3), or (a)(8) of this section, under section 17a(1), 17a(3), or 17a(5) of the Bankruptcy Act, under 
section 439A of the Higher Education Act of 1965, or under section 733(g) of the Public Health Service Act 
in a prior case concerning the debtor under this title or under the Bankruptcy Act, is dischargeable in a case 
under this title unless, by the terms of subsection (a) of this section, such debt is not dischargeable in the 
case under this title  

(c)

(1) Except as provided in subsection (a)(3)(B) of this section, the debtor shall be discharged from a debt of 
a kind specified in paragraph (2), (4), or (6) of subsection (a) of this section, unless, on request of the 
creditor to whom such debt is owed, and after notice and a hearing, the court determines such debt to 
be excepted from discharge under paragraph (2), (4), or (6), as the case may be, of subsection (a) of 
this section  

(2) Paragraph (1) shall not apply in the case of a Federal depository institutions regulatory agency seeking, 
in its capacity as conservator, receiver, or liquidating agent for an insured depository institution, to 
recover a debt described in subsection (a)(2), (a)(4), (a)(6), or (a)(11) owed to such institution by an 
institution-affiliated party unless the receiver, conservator, or liquidating agent was appointed in time to 
reasonably comply, or for a Federal depository institutions regulatory agency acting in its corporate 
capacity as a successor to such receiver, conservator, or liquidating agent to reasonably comply, with 
subsection (a)(3)(B) as a creditor of such institution-affiliated party with respect to such debt  

(d) If a creditor requests a determination of dischargeability of a consumer debt under subsection (a)(2) of this 
section, and such debt is discharged, the court shall grant judgment in favor of the debtor for the costs of, 
and a reasonable attorney's fee for, the proceeding if the court finds that the position of the creditor was not 
substantially justified, except that the court shall not award such costs and fees if special circumstances 
would make the award unjust  

(e) Any institution-affiliated party of an insured depository institution shall be considered to be acting in a fiduciary 
capacity with respect to the purposes of subsection (a)(4) or (11)  



Chapter 8—Getting the Taxes Right: Priority, Dischargeability, and Secured Status with Tax Claims

 8–2731st Annual Northwest Bankruptcy Institute

Page 5 of 7 

Jeffrey Wong 

11 USCS § 507

§ 507. Priorities

(a) The following expenses and claims have priority in the following order: 

(10) First: 

(B) Allowed unsecured claims for domestic support obligations that, as of the date of the filing of the 
petition in a case under this title, are owed to or recoverable by a spouse, former spouse, or child of 
the debtor, or such child's parent, legal guardian, or responsible relative, without regard to whether 
the claim is filed by such person or is filed by a governmental unit on behalf of such person, on the 
condition that funds received under this paragraph by a governmental unit under this title after the 
date of the filing of the petition shall be applied and distributed in accordance with applicable 
nonbankruptcy law  

(B) Subject to claims under subparagraph (A), allowed unsecured claims for domestic support 
obligations that, as of the date of the filing of the petition, are assigned by a spouse, former spouse, 
child of the debtor, or such child's parent, legal guardian, or responsible relative to a governmental 
unit (unless such obligation is assigned voluntarily by the spouse, former spouse, child, parent, legal 
guardian, or responsible relative of the child for the purpose of collecting the debt) or are owed 
directly to or recoverable by a governmental unit under applicable nonbankruptcy law, on the 
condition that funds received under this paragraph by a governmental unit under this title after the 
date of the filing of the petition be applied and distributed in accordance with applicable 
nonbankruptcy law  

(ii) If a trustee is appointed or elected under section 701, 702, 703, 1104, 1202, or 1302 [11 USCS § 
701, 702, 703, 1104, 1202, or 1302], the administrative expenses of the trustee allowed under 
paragraphs (1)(A), (2), and (6) of section 503(b) [11 USCS § 503(b)] shall be paid before payment 
of claims under subparagraphs (A) and (B), to the extent that the trustee administers assets that are 
otherwise available for the payment of such claims  

(11) Second, administrative expenses allowed under section 503(b) of this title [11 USCS § 503(b)], 
unsecured claims of any Federal reserve bank related to loans made through programs or facilities 
authorized under section 13(3) of the Federal Reserve Act (12 U.S.C. 343), and any fees and charges 
assessed against the estate under chapter 123 of title 28 [28 USCS §§ 1911 et seq ]  

(12) Third, unsecured claims allowed under section 502(f) of this title [11 USCS § 502(f)] 

(13) Fourth, allowed unsecured claims, but only to the extent of $ 12,850 for each individual or corporation, 
as the case may be, earned within 180 days before the date of the filing of the petition or the date of the 
cessation of the debtor's business, whichever occurs first, for-- 

(ii) wages, salaries, or commissions, including vacation, severance, and sick leave pay earned by an 
individual; or 

(C) sales commissions earned by an individual or by a corporation with only 1 employee, acting as an 
independent contractor in the sale of goods or services for the debtor in the ordinary course of the 
debtor's business if, and only if, during the 12 months preceding that date, at least 75 percent of the 
amount that the individual or corporation earned by acting as an independent contractor in the sale 
of goods or services was earned from the debtor  

(14) Fifth, allowed unsecured claims for contributions to an employee benefit plan-- 

(B) arising from services rendered within 180 days before the date of the filing of the petition or the date 
of the cessation of the debtor's business, whichever occurs first; but only 
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(B) for each such plan, to the extent of-- 

(ii) the number of employees covered by each such plan multiplied by $ 12,850; less 

(ii) the aggregate amount paid to such employees under paragraph (4) of this subsection, plus the 
aggregate amount paid by the estate on behalf of such employees to any other employee benefit 
plan  

(15) Sixth, allowed unsecured claims of persons-- 

(iii) engaged in the production or raising of grain, as defined in section 557(b) of this title [11 USCS § 
557(b)], against a debtor who owns or operates a grain storage facility, as defined in section 557(b) 
of this title [11 USCS § 557(b)], for grain or the proceeds of grain, or 

(iv) engaged as a United States fisherman against a debtor who has acquired fish or fish produce from 
a fisherman through a sale or conversion, and who is engaged in operating a fish produce storage 
or processing facility-- 

   but only to the extent of $ 6,325 for each such individual  

(16) Seventh, allowed unsecured claims of individuals, to the extent of $ 2,850 for each such individual, 
arising from the deposit, before the commencement of the case, of money in connection with the 
purchase, lease, or rental of property, or the purchase of services, for the personal, family, or household 
use of such individuals, that were not delivered or provided  

(17) Eighth, allowed unsecured claims of governmental units, only to the extent that such claims are for-- 

(C) a tax on or measured by income or gross receipts for a taxable year ending on or before the date of 
the filing of the petition-- 

(II) for which a return, if required, is last due, including extensions, after three years before the date 
of the filing of the petition; 

(II) assessed within 240 days before the date of the filing of the petition, exclusive of-- 

(ii) any time during which an offer in compromise with respect to that tax was pending or in 
effect during that 240-day period, plus 30 days; and 

(II) any time during which a stay of proceedings against collections was in effect in a prior case 
under this title during that 240-day period, plus 90 days; or 

(II) other than a tax of a kind specified in section 523(a)(1)(B) or 523(a)(1)(C) of this title [11 USCS 
§ 523(a)(1)(B) or 523(a)(1)(C)], not assessed before, but assessable, under applicable law or by 
agreement, after, the commencement of the case; 

(B) a property tax incurred before the commencement of the case and last payable without penalty after 
one year before the date of the filing of the petition; 

(B) a tax required to be collected or withheld and for which the debtor is liable in whatever capacity; 

(B) an employment tax on a wage, salary, or commission of a kind specified in paragraph (4) of this 
subsection earned from the debtor before the date of the filing of the petition, whether or not actually 
paid before such date, for which a return is last due, under applicable law or under any extension, 
after three years before the date of the filing of the petition; 

(B) an excise tax on-- 

(B) a transaction occurring before the date of the filing of the petition for which a return, if required, 
is last due, under applicable law or under any extension, after three years before the date of the 
filing of the petition; or 

(ii) if a return is not required, a transaction occurring during the three years immediately preceding 
the date of the filing of the petition; 
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(ii) a customs duty arising out of the importation of merchandise-- 

(B) entered for consumption within one year before the date of the filing of the petition; 

(10) covered by an entry liquidated or reliquidated within one year before the date of the filing of the 
petition; or 

(11) entered for consumption within four years before the date of the filing of the petition but 
unliquidated on such date, if the Secretary of the Treasury certifies that failure to liquidate such 
entry was due to an investigation pending on such date into assessment of antidumping or 
countervailing duties or fraud, or if information needed for the proper appraisement or 
classification of such merchandise was not available to the appropriate customs officer before 
such date; or 

(12) a penalty related to a claim of a kind specified in this paragraph and in compensation for actual 
pecuniary loss  

   An otherwise applicable time period specified in this paragraph shall be suspended for any period 
during which a governmental unit is prohibited under applicable nonbankruptcy law from collecting a 
tax as a result of a request by the debtor for a hearing and an appeal of any collection action taken 
or proposed against the debtor, plus 90 days; plus any time during which the stay of proceedings 
was in effect in a prior case under this title or during which collection was precluded by the existence 
of 1 or more confirmed plans under this title, plus 90 days  

(18) Ninth, allowed unsecured claims based upon any commitment by the debtor to a Federal depository 
institutions regulatory agency (or predecessor to such agency) to maintain the capital of an insured 
depository institution  

(13) Tenth, allowed claims for death or personal injury resulting from the operation of a motor vehicle or 
vessel if such operation was unlawful because the debtor was intoxicated from using alcohol, a drug, or 
another substance  

(b) If the trustee, under section 362, 363, or 364 of this title [11 USCS § 362, 363, or 364], provides adequate 
protection of the interest of a holder of a claim secured by a lien on property of the debtor and if, 
notwithstanding such protection, such creditor has a claim allowable under subsection (a)(2) of this section 
arising from the stay of action against such property under section 362 of this title [11 USCS § 362], from the 
use, sale, or lease of such property under section 363 of this title [11 USCS § 363], or from the granting of a 
lien under section 364(d) of this title [11 USCS § 364(d)], then such creditor's claim under such subsection 
shall have priority over every other claim allowable under such subsection  

(c) For the purpose of subsection (a) of this section, a claim of a governmental unit arising from an erroneous 
refund or credit of a tax has the same priority as a claim for the tax to which such refund or credit relates  

(d) An entity that is subrogated to the rights of a holder of a claim of a kind specified in subsection (a)(1), (a)(4), 
(a)(5), (a)(6), (a)(7), (a)(8), or (a)(9) of this section is not subrogated to the right of the holder of such claim 
to priority under such subsection  
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EXHIBIT LIST 
Getting the Taxes Right – Reading IRS Transcripts

     Number Description 

1 Sample IRS Income Tax Transcript for “Graham” Showing Extended Due Date 
for 2007 Income Tax Return and Issuance of CDP Notice of Intent to Levy. 

- Extended due date for return was 10/15/2008
- CDP notice of intent to levy issued 3/22/10, no appeal filed

2 Sample IRS Income Tax Transcript for “D” showing CDP appeal filed and 
closed for the 2007 year. 

- Return timely filed on or before 4/15/2008, assessed 6/2/08
- CDP Notice of Lien Filing issued 12/12/08
- CDP Appeal Filed 1/20/09  (this is more than 30 days after the lien
notice; date input was presumably the date the notice was actually
received after apparent timely mailing on or before 1/14/09, which was the
Monday after Saturday, 1/12/09)
- CDP Appeal resolved and closed 6/22/09

 3 Sample IRS Income Tax Transcript for “Linda” showing 2008 return filed after 
substitute for return process initiated, but before IRS issuance of a notice of  
deficiency. 

- Return due 4/15/09
- Return filed 6/4/2010, reflecting exactly $12,000 in tax due.
- CDP Notice of Lien filed on 12/30/10, but no appeal filed.

 4 Sample IRS income tax transcript for “Kevin” showing tax assessed under a 
notice of deficiency and no return filed for 2006. 

- Return due 4/15/07
- FOIA request revealed notice of deficiency issued on 3/21/12
- Notice of deficiency amount assessed on 11/12/12, after Kevin failed to
file a US Tax Court petition within 90 days after the notice of deficiency
was issued
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5 Sample IRS income tax transcript for “Kevin” showing tax assessed under a 
 notice of deficiency for 2008, and tax subsequently abated (reduced) after IRS 
 accepted a late return Kevin filed showing a smaller amount due.  

- Return due 4/15/09 
- FOIA request revealed notice of deficiency issued on 11/7/11. 
- Notice of deficiency amount assessed on August 6, 2012, after Kevin 
failed to file a US Tax Court petition within 90 days after the notice of 
deficiency was issued  
- Return filed on 11/23/12 
- Tax abated on 4/15/13 to amount shown on Kevin’s late filed tax return  
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TEN FACTS ABOUT TAX LIENS EVERY DEBTOR-CREDITOR LAWYER  
SHOULD KNOW

Jeffrey M. Wong 
jeff@jeffwonglaw.com 

Updated 3/18 

The lien established in section 6321 is the foundation for collection of all taxes imposed 
by the Internal Revenue Code.   It is one of the most formidable debt collection devices ever 
established by American law.  No other encumbrance has a more devastating effect on an 
individual’s creditworthiness and financial relationships. 

Problems with collection of a tax arise more frequently than tax audits.  Collection 
problems, unlike tax audits, can affect persons other than the taxpayer.  The federal tax lien laws 
are unique and complex.  Here are ten fundamental aspects of the tax lien every tax lawyer 
should know.

1.  The tax lien comes into existence with assessment of the tax.  Section 6322 states that the 
lien imposed by § 6321 shall arise at the time the assessment is made.  Once the lien has arisen, it 
attaches to all property belonging to the taxpayer and thereby empowers collection through levy.  
In the absence of jeopardy, the IRS cannot actually seize property unless the taxpayer fails to file 
a collection due process appeal under § 6330 after the IRS has issued a formal final notice of 
intent to levy.  The IRS need not, however, file a notice of the tax lien to seize.  The “secret lien”
(that is, the tax lien before its existence is published through the filing of a notice of lien) 
empowers seizure, and will have priority over many competing interests from the date of 
assessment. US v. City of New Britain, Connecticut, 347 US 81, 74 S Ct 367 (1954).   

2.  The rights of the government under a federal tax lien are determined exclusively under 
federal law.  The federal tax lien attaches to “all property and rights to property, whether real or 
personal, belonging to [the taxpayer].”  IRC § 6321.  “[S]tate law controls in determining the 
nature of the legal interest which the taxpayer [has] in the property.” Morgan v. Commissioner,
309 US 78, 82, 60 S Ct 424, 426 (1940).  “However, once the tax lien has attached to the 
taxpayer’s state-created interests, we enter the province of federal law, which we have 
consistently held determines the priority of competing liens asserted against the taxpayer’s
‘property’ or ‘rights to property.’” Acquilino v. US, 369 US 509, 513-14, 80 S Ct 1277, 1280 
(1960).   Further, ‘[t]he question of whether a state-law created right constitutes ‘property’ or 
‘rights to property’ under section 6321 is a matter of federal law.” Drye v. US, 528 US 49, 50, 
120 SCt 474, 477 (1999). 

3.  There are exemptions from levy, but no exemptions from the tax lien.  Case law 
uniformly holds the word “all” really means all regarding the property attached by the lien.  
Section 6334 defines thirteen categories of property that are exempt from administrative seizure 
or levy, but exemptions from levy should not be confused with exemptions from lien.  Treas. 
Reg. § 301.6321-1 defines the sole exemption recognized from the federal tax lien: “any interest 
in restricted land held in trust by the United States for an individual noncompetent Indian (and 
not for a tribe).”  Property exempt from levy is still subject to the federal tax lien, and the IRS 
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bears the right to pursue such items through judicial foreclosure and is entitled to a secured claim 
in bankruptcy for any such property. 

State law property exemptions do not apply to the federal tax lien.  US v. Mitchell, 403 US 190, 
204, 91 S Ct 1763 (1971).    The tax lien thus pierces homestead and wage exemptions that 
curtail the rights of other creditors.  It attaches to IRA accounts and beneficial interests subject to 
spendthrift clauses, and reaches social security and worker’s compensation payments.   See IRC 
§ 6334(c), and Drye v. United States, supra.

4.  The normal ten-year life of a tax lien can be extended indefinitely.    The lien exists until 
the tax liability Ais satisfied or becomes unenforceable by reason of lapse of time.  IRC § 6322.  
The normal statute of limitations for collection under a lien is 10 years after the assessment of 
the tax.  IRC § 6502(a)(1).  The statute is extended when taxpayers pursue various forms of relief 
from collection of the tax, such as the filing of bankruptcy (§ 6503(h)), an innocent spouse claim 
(§ 6015(e)(2)), a collection due process appeal (§ 6330(e)), or an offer in compromise.  Treas. 
Reg. § 301.7122-1(i).   

Additionally, the government may choose to “reduce the tax liability to judgment” at any time 
before the normal limitations period expires, and thereby gain additional time to pursue 
collection.  To do so, the government commences a suit to obtain a judgment finding the 
taxpayer liable for the tax.  The judgment allows the IRS to pursue collection of the tax for 
another ten years, and the government may renew the judgment thereafter indefinitely.  Section 
6322 continues the tax lien for the period of the judgment, thereby allowing continued collection 
through administrative levy and perfection through the filing of notices of tax lien. 

5.  In Oregon, the IRS must file a notice of tax lien in the Secretary of State’s UCC office to 
perfect the lien on personal property, and with the recording office for the county where 
real property is located to perfect on real property.  The IRS must file a notice of federal tax 
lien before the lien will compete in priority with certain other interests.  IRC § 6323(a).  Section 
6323(f) allows each state to designate the state office where a notice of federal tax lien must be 
filed to perfect the lien on real and personal property.  Oregon has designated the Secretary of 
State’s UCC registration office as the filing location for perfection of a federal tax lien on 
personal property, and the recording office for the county where real property is located for 
perfection on real property.  ORS 87.806.   

6.  Perfection of a tax lien is only material with four types of interests and bankruptcy.
Under § 6323(a), a tax lien is not Avalid as against any purchaser, holder of a security interest, 
mechanic’s lienor, or judgment lien creditor until notice thereof . . . has been filed by the 
Secretary.”  In other words, a federal tax lien does not compete for priority with these types of 
interests until the IRS has perfected the tax lien by filing a notice of the lien with the appropriate 
office.     

By negative implication, notice of the tax lien need not be filed/recorded for the lien to “be valid 
as against” (have priority over over) interests that are not identified in § 6323(a).  For example, 
an unrecorded federal tax lien has priority over state tax liens, agricultural liens, and landlords 
liens that arise after the federal tax lien comes into existence.  Transferees of property who do 



Chapter 8—Getting the Taxes Right: Priority, Dischargeability, and Secured Status with Tax Claims

 8–4731st Annual Northwest Bankruptcy Institute

not pay sufficient value to qualify as a “purchaser” under § 6323(a) (e.g. recipients of gifts) 
receive the property with any pre-existing federal tax liens still attached, regardless of whether 
the liens were perfected.  

In cases where lien priority is not determined by the filing date of a lien notice, the tax lien’s
priority is measured by reference to the assessment date, when the tax lien became “choate.” US
v. City of New Britain, Connecticut, 347 US 81, 74 S Ct 367 (1954).  A lien becomes choate 
“when the identity of the lienor, the property subject to lien and the amount of the lien are 
established.” City of New Britain, 347 US at 84, 74 S Ct at 369.  Assessment of the federal tax 
satisfies the three choate requirements, and the federal tax lien’s priority is accordingly measured 
by the assessment date.  The date an agricultural, landlords, state tax, or other statutory lien 
becomes choate is determined by reference to the provisions of state law that create the lien.  
Thus, a federal tax lien for a tax that was assessed before a competing state tax lien was assessed 
prevails over the state tax lien, even if the state recorded a lien notice or warrant for the tax and 
the IRS did not. 

Bankruptcy can change that.  In instances where the taxpayer files bankruptcy, the IRS cannot 
have a secured claim within the bankruptcy case unless it filed a notice of lien against the 
taxpayer before bankruptcy was commenced.  11 USC § 506(a).  If no lien notice was filed, any 
taxes due will be treated as unsecured claims in the bankruptcy case, despite the secret lien.       

7.  An attorney’s lien prevails over a federal tax lien, regardless of when the tax lien arose 
and was perfected.   Section 6323(b) grants ten types of interests “super-priority” over federal 
tax liens.  These interests will always prevail over a federal tax lien, regardless of when the lien 
came into existence and was perfected.  Attorneys who have liens or enforceable contracts 
against judgments or amounts recovered through settlement are granted super-priority to the 
extent of the “reasonable compensation” for obtaining the recovery.   However, in cases where 
the judgment or settlement is obtained against the federal government, plaintiff=s attorney cannot 
claim the super-priority with any portions of the recovery that the government is entitled to offset 
against taxes owed by plaintiff. 

8.  Purchasers of motor vehicles or securities who do not have actual knowledge of a tax 
lien can acquire the securities or motor vehicle free and clear of the lien.  Registration with 
the department of motor vehicles is the standard means of perfecting interests in motor vehicles 
in all fifty states.  Congress did not want to confound vehicle sales for consumers by requiring 
them to check for filed notices of tax lien before they purchase a car.  Purchasers of vehicles are 
granted super-priority over federal tax liens as long as they do not have actual knowledge the lien 
exists.  IRC § 6323(b)(2). 

9.  Federal tax liens generally prevail over all other interests on after-acquired property.
The Supreme Court’s decision in US v. McDermott, 507 US 447, 113 S Ct 1526 (1993), confirms 
the priority of the federal tax lien on property a taxpayer acquires after a federal tax lien is 
perfected.  The tax lien was held to prevail over a judgment lien against the taxpayer on real 
property the taxpayer acquired after the tax lien had been perfected.  The tax lien and competing 
judgment lien attached to the real property when the taxpayer acquired it.  Section 6323(a) was 
deemed to give priority to the tax lien since it had been perfected prior to the date the liens 
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attached, even though both interests attached simultaneously.   

When the tax lien competes with interests that do not require the filing of a notice of tax lien (see
6 above), the tax lien generally prevails over competing interests from the date the tax is 
assessed. US v. City of New Britain, Connecticut, 347 US 81, 74 SCt 367 (1954).  If the filing of 
a notice of lien is not material to the tax lien’s priority against another interest, the tax lien will 
generally have priority over all property the taxpayer acquired after the tax was assessed.  US v. 
Graham, 96 F.Supp. 318, 321 (SD Cal 1951); aff’d sub nom. California v. US, 195 F2d 530 (9th

Cir 1952) cert. denied, 344 US 831.   

10.  Qualifying commercial and construction lenders and sureties get forty-five days of 
relief from the after-acquired property rule.  Section 6323(c) carve out a series of limited 
exceptions to the general rule that the tax lien prevails on receivables and inventory a taxpayer 
acquires after a tax lien has been perfected for certain commercial lending arrangements, 
sureties, and construction loans.  These provisions are sufficiently complex for the Fifth Circuit 
to have stated in one of the earliest cases under the statute: “We enter with some trepidation the 
tortured meanderings of federal tax lien law.” Texas Oil & Gas Corp. v. US, 466 F2d 1040 (5th

Cir. 1972).

These relief provisions are intended to strike a balance between the prejudice commercial lenders 
can suffer when a tax lien takes over first priority with new accounts receivable and inventory, 
and the importance of facilitating the IRS’ collection of tax. Under § 6323(c), qualifying lending 
arrangements are granted first priority on collateral the taxpayer acquires within 45 days after the 
lien notice filing.  In the absence of actual knowledge of the lien filing, lenders can also receive 
first priority on qualifying collateral for additional loans or disbursements made during the 45-
day period.  Revenue Ruling 68-57 provides additional relief from the after-acquired property 
rule for purchase money security interests. 



Chapter 8—Getting the Taxes Right: Priority, Dischargeability, and Secured Status with Tax Claims

 8–4931st Annual Northwest Bankruptcy Institute



Chapter 8—Getting the Taxes Right: Priority, Dischargeability, and Secured Status with Tax Claims

 8–5031st Annual Northwest Bankruptcy Institute



Chapter 9

From Fade Away to Liquidating Plan—
Considerations When Advising How 

to Liquidate a Distressed Business
Barry davidson

Davidson Backman Medeiros PLLC
Spokane, Washington

riChard hooPer

Pivotal Solutions
Renton, Washington

Brad t. summers

Lane Powell PC
Portland, Oregon

Contents

I. Advising the Liquidating Business and Business Owner . . . . . . . . . . . . . . . . . . . . . 9–1

A. The Fade Away Liquidation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9–2
1. Is There a Duty to File Bankruptcy? Could a Failure to File Bankruptcy Be a 

Breach of Fiduciary Duty?  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9–2
2. What Are the Advantages and Disadvantages of the Fade Away? .  .  .  .  .  .  .  .  .  .  .  . 9–3
3. The Takeaway? .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 9–4

B. Chapter 7 Bankruptcy Liquidation.  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 9–4
1. What are the Advantages of a Chapter 7 Bankruptcy Liquidation? . . . . . . . . . . . 9–4
2. What are the Disadvantages of a Chapter 7 Bankruptcy Liquidation?.  .  .  .  .  .  .  .  .  . 9–5
3. The Takeaway? .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 9–5

C. Liquidation Under an Assignment for the Benefit of Creditors.  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 9–5
1. What Are the Advantages to a Liquidation Through an Assignment for the 

Benefit of Creditors? .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 9–6
2. What Are the Disadvantages to a Liquidation Through an Assignment for the 

Benefit of Creditors? .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 9–6
3. The Takeaway? .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 9–7

D. Liquidations Under the Washington Receivership Statute . . . . . . . . . . . . . . . . . . . . 9–7
1. What Are the Advantages to a Liquidation Through a Receivership? .  .  .  .  .  .  .  .  .  . 9–9
2. What Are the Disadvantages to a Liquidation Through a Receivership? . . . . . . . 9–10
3. The Takeaway? .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  9–10

E. Liquidation Under Chapter 11 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9–10
1. What Are the Advantages to a Liquidation Under Chapter 11?  . . . . . . . . . . . . 9–12
2. What Are the Disadvantages to a Chapter 11 Liquidation? . . . . . . . . . . . . . . . 9–12
3. The Takeaway? .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  9–12



Chapter 9—Considerations When Advising How to Liquidate a Distressed Business

 9–ii31st Annual Northwest Bankruptcy Institute



Chapter 9—Considerations When Advising How to Liquidate a Distressed Business

 9–131st Annual Northwest Bankruptcy Institute

I. ADVISING THE LIQUIDATING BUSINESS AND BUSINESS OWNER 
 
 What are the legal options for liquidating a distressed business?  Which option 
is the most appropriate in a given situation? 
 
 An evaluation of a failing business must start with a review of outstanding 
liabilities, including secured debt, tax claims, wage claims, and unsecured debt.  
Personal guarantees, bonds, leases and other contractual obligations should be 
identified and considered.  Lien searches should be obtained, corporate authority 
should be verified, and the priorities of secured creditors should be analyzed. 
 
 Is the business operating?  Are the goals of management consistent with the 
interests of creditors?  Will management continue to function through the 
liquidation?  Do any insiders wish to start a competing business?  Is there a potential 
buyer?  Could the business be sold as a going concern?  Would a sale generate 
sufficient proceeds to provide a meaningful distribution to general unsecured 
creditors?  Will the business need court protection while assets are sold?  Would a 
buyer require an asset sale to be free and clear of liens? 
 
 The evaluation must also consider the goals of the client.  A well-governed 
business entity that respects the best interests of creditors may have very different 
objectives than a business owner facing personal exposure for unpaid wages, tax 
liabilities, or personal guarantees.   
 
 In every case, the potential client should understand the legal effects of: 
 

 An informal “Fade Away” of the business, with a liquidation conducted by 
existing management;  
 

 A liquidation conducted by an assignee through an Assignment for the Benefit 
of Creditors under Washington law;  
 

 A liquidation conducted by a receiver under Washington or Oregon law;  
 

 A Chapter 7 bankruptcy liquidation conducted by a bankruptcy trustee; or 
 

 A liquidation under Chapter 11 bankruptcy conducted by the company acting 
as a debtor in possession. 
 

 These materials will examine these alternatives in order of their typical 
complexity and expense, recognizing that the liquidation of any business can involve 
unintended consequences.  Depending on events that occur during a liquidation, it 
can become necessary to take a different approach. 
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 A. THE FADE AWAY LIQUIDATION.   
 
 Some businesses and business owners opt to go out of business by fading away 
with no legal process, and without the expense and complexity of an Assignment for 
the Benefit of Creditors, a receivership, or a bankruptcy under Chapter 7 or 
Chapter 11.  In a typical fade away, counsel may be requested to contact creditors on 
behalf of the business, and serve as a contact point for creditor inquiries.  Counsel 
may also be asked to serve as a disbursing agent for creditor distributions. 
 
  1. Is there a duty to file bankruptcy?  Could a failure to file 
bankruptcy be a breach of fiduciary duty?  Although several courts have considered 
that issue, none have found the existence of such a duty.  See Lichenstein v. Wilkie 
Farr & Gallagher, 2014 decision of NY Appellate Division, First Department: 
 

“Officers and directors do not breach the duty of loyalty by exercising 
their business judgment and continuing to operate an insolvent 
corporation rather than entering bankruptcy and preserving assets to 
pay creditors.”  Id., citing, Mukumal v. Bakes, 378 F. Appx 890, 901 
(11th Cir. 2010), cert. denied, 131 S.Ct. 1785 (2011). 

 
  Nevertheless, the business judgment rule “protects only directors who 
are disinterested, meaning they do not, for example, stand to gain any personal 
financial benefit in the sense of self-dealing ‘as opposed to a benefit which devolves 
upon the corporation or all stockholders generally.’”  Id., quoting, Aronson v. Lewis, 
473 A. 2d 805, 812 (Del. 1984), overruled on other grounds, Brehm v. Eisner, 746 A. 
2d 244 (Del. 2000). 
 
  A fade away in Oregon brings into play the Oregon trust fund doctrine, 
See In re Kallmeyer, 242 B.R. 492 (9th Circuit BAP 1999). 
 

“Oregon has adopted the trust fund doctrine which provides that 
directors of a corporation owe its creditors a fiduciary duty if either of the 
following occurs: (1) the corporation suspends its business and becomes 
insolvent or (2) the corporation’s assets are placed in the possession of 
the court and it ceases to be a going concern.  Once that occurs, the 
corporation’s directors hold its assets in trust for equal distribution 
among its creditors and ‘cannot use those assets to prefer themselves as 
creditors . . . to the prejudice of general creditors.”   
 

  Directors who fulfill their fiduciary duties by preserving the corporation’s 
assets and properly distributing them to corporate creditors will not be subject to 
liability.  However, a director who breaches their fiduciary duty by misappropriating 
corporate assets for personal gain will be held liable under the trust fund doctrine. 
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  In contrast, the Washington trust fund doctrine under common law was 
abolished by RCW 23B.14.050, Effects of Dissolution, which provides that dissolution 
of a corporation does not transfer title to the corporation’s property or subject its 
directors or officers to standards of conduct different from those prescribed in 
chapter 23B.08 RCW.  The corporation property remains its own, and is not 
transferred into a trust.  See In re McMahon-Jones, 461 B.R. 835, 843-847 (Bankr. 
W.D. Wash. 2011). 
 
  2. What Are The Advantages And Disadvantages Of The Fade Away? 
  

a. Advantages Of The Fade Away. 
 

 No collective proceeding such as bankruptcy or receivership 
to bring claims against third parties. 
 

 Minimal legal costs, with no requirement for court approval. 
 

 Minimal or little publicity.   
 

b. Disadvantages Of The Fade Away. 
 

 Lack of transparency.  A Fade Away is less likely to be 
challenged by an involuntary bankruptcy or receivership if 
the Fade Away is conducted through the oversight of the 
company’s attorneys, with an open and transparent sharing 
of financial information, and periodic updates to all 
creditors. 

 
 Creditor uncertainty with no “formal burial.” 

 
 Disgruntled investors turmoil. 

   
 Could still lead to an involuntary bankruptcy petition or 

receivership. 
   

 No automatic stay. 
 

 No investigation or recovery of preference claims.  In 
bankruptcy, preferences are recoverable in accordance with 
11 U.S.C. § 547(b) of the Bankruptcy Code, which generally 
allows the recovery of a transfer of property to or for the 
benefit of a creditor on account of an antecedent debt, made 
while the Debtor was insolvent, made within ninety (90) days 
before the date of filing, or within one (1) year before the date 
of filing if the creditor was an insider, and resulting in the 
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creditor receiving more than that creditor would have 
received under a liquidation pursuant to Chapter 7 of the 
Code.  

 
 No investigation or recovery of Uniform Fraudulent Transfer 

Act or Uniform Voidable Transfer Act avoidance claims.  In 
either bankruptcy or receivership, avoidable transfers can be 
recovered for the benefit of creditors.  Transfers made by a 
debtor are fraudulent as to a creditor whose claim arose 
before the transfer was made if the transfer was made to an 
insider for other than a present, reasonably equivalent value, 
the debtor was insolvent at that time and the insider had 
reasonable cause to believe that the debtor was insolvent. 

 
  3. The Takeaway?   
 
  The expense of liquidating through a fade away are minimal compared to 
the costs of compensating a trustee, assignee, or receiver.  If there are no avoidable 
transfers to be recovered, and if available funds are distributed in accordance with 
the priorities established under state law, a fade away can yield proceeds to creditors 
that are at least as much as any other means of liquidation, and may occur much 
sooner.   
 
 B. CHAPTER 7 BANKRUPTCY LIQUIDATION.  Many distressed business 
owners are surprised to learn that a Chapter 7 filing is not required in order to 
liquidate the business assets.  If a fade away is impractical, a decision to file 
Chapter 7 can relieve the business of the administrative tasks of a liquidation, 
although the Chapter 7 process will require an initial expenditure of time and 
resources to comply with the bankruptcy laws and the demands of the Chapter 7 
trustee. 
 
  1. What Are The Advantages Of A Chapter 7 Bankruptcy Liquidation? 
 

 Relatively inexpensive compared to receivership or Chapter 11. 
 

 Allows for the sale of assets free and clear of liens. 
 

 Usually over quickly, assuming no complications. 
 

 Results in a transparent “formal burial.” 
 

 Provides independent administration to comfort disgruntled 
creditors and investors. 

 
 Provides automatic stay to prevent a creditor free for all.  
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 Requires the trustee to assume responsibility for the liquidation. 
 

 Provides for assets to be administered for the benefit of all 
creditors in accordance with their respective priorities. 

 
  2. What Are The Disadvantages Of A Chapter 7 Bankruptcy 
Liquidation? 
 

 No continued operation of business during liquidation. 
 

 Creates a collective proceeding where creditors can air their 
grievances and call attention to any buried bodies. 

 
 Preferences may be pursued against trade creditors with whom 

management might want to do business in the future. 
 

 Preferences may be pursued against your client representatives as 
insiders. 

 
 You and your client get a seat at the table, but have no control 

over the process. 
 

 No provision for compensation of counsel from the estate. 
 
  3. The takeaway?   
 
  A Chapter 7 bankruptcy is good option if management wishes to 
liquidate the assets of the business under court supervision, and allow an 
independent trustee to be responsible for the administration of the assets, regardless 
of the impact on insiders or preference recipients.  The expenses of liquidation shift 
to the bankruptcy estate and the trustee, who is fully accountable to the court and to 
creditors.  However, although the trustee can often sell assets free and clear of liens, 
there is no opportunity to sell a business as a going concern. 
 
 C. LIQUIDATION UNDER AN ASSIGNMENT FOR THE BENEFIT OF 
CREDITORS. 
 
 An Assignment For The Benefit Of Creditors under Washington law is a non-
judicial proceeding for the benefit of all creditors, in proportion to the amount of their 
respective claims.  An Assignment For The Benefit Of Creditors requires the assignor 
to assign all non-exempt property to an assignee, and consent to the appointment of 
the assignee as a general receiver. 
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 The assignee is obligated to liquidate all property, collect all claims and 
demands, and pay and discharge all reasonable expenses, costs, and disbursements 
in connection with administration of the assignment. 
 
 To the extent of available funds, the assignee must pay, after payment of 
administrative expenses, all debts and liabilities of the assignor, according to their 
priority as established by law, on a pro rata basis within each class. 
 
 In the event that all debts and liabilities are paid in full, the remainder of the 
estate is returned to the assignor. 
 
 The assignor irrevocably appoints the assignee as the assignor's attorney in 
fact, with full power and authority to do all things which may be necessary to fulfill 
the assignment, to the same extent as such acts and things might be done by 
assignor.  The assignee is granted the power to sue; to execute all necessary deeds, 
instruments, and conveyances; and to convey any or all of the real or personal 
property of the estate. 

 
 The assignor, the assignee, or any creditor of the assignor may file a petition 
with the clerk of the superior court to appoint the assignee as receiver of the assets of 
the assignor.  That petition must include a copy of the assignment and the schedules 
affixed thereto, and a request that the court fix the amount of the receiver's bond to 
be filed with the clerk of the court. 
 
 The superior court must appoint the assignee as general receiver of the 
assignor's property upon the filing of the petition.  All further proceedings involving 
the administration of the assignor's property and the claims of the assignee's 
creditors will then be governed by the provisions of RCW 7.60 applicable to general 
receiverships. 
 
  1. What Are The Advantages To A Liquidation Through An 
Assignment For The Benefit Of Creditors? 
 

 Minimal legal expense, with no requirement for court approval. 
 

 Provides a neutral third party to administer the liquidation. 
 

 Provides transparency and accountability.  
 

  2. What Are The Disadvantages To A Liquidation Through An 
Assignment For The Benefit Of Creditors? 
 

 No collective proceeding such as bankruptcy or receivership to 
bring claims against third parties. 
 



Chapter 9—Considerations When Advising How to Liquidate a Distressed Business

 9–731st Annual Northwest Bankruptcy Institute

 Still no “formal burial.” 
 

 Could still lead to an involuntary bankruptcy petition or 
receivership. 

   
 No automatic stay. 

 
 No investigation or recovery of preference claims.   

  
 No investigation or recovery of Uniform Fraudulent Transfer Act or 

Uniform Voidable Transfer Act avoidance claims.   
 
  3. The takeaway?   
 
  An Assignment For The Benefit Of Creditors is a reasonable option for 
liquidating the assets of a business through an independent third party that is 
chosen by the distressed business.  There is no ability to sell assets free and clear of 
liens, or assert claims for recovery of preferences or fraudulent transfers.  In many 
cases, an Assignment For The Benefit Of Creditors in Washington is a step toward 
the expedited appointment of a receiver. 
 
 D. LIQUIDATIONS UNDER THE WASHINGTON RECEIVERSHIP STATUTE. 
 
 A receivership case in Washington is commenced by filing an action in the 
superior court, often at the request of a secured lender, or at the request of an 
assignor, assignee, or any creditor of the assignor following an Assignment For The 
Benefit Of Creditors.   
   
 The receiver must be either a general receiver or a custodial receiver.  A general 
receiver takes possession and control of all or substantially all of a person's property 
with authority to liquidate that property and, in the case of a business over which the 
receiver is appointed, the authority to wind up affairs.  A custodial receiver is a 
receiver without the authority to liquidate property, and takes charge of limited or 
specific property pending further court action.   
 
 A receiver has the power to operate the business in the ordinary course, and 
assert any rights or claims of the person over whose property the receiver is 
appointed.  The receiver must make an early determination regarding the continued 
operation of the business as a means to enhance the recovery, or the closing of the 
business to terminate losses and proceed to a sale. 
 
 These “hold or liquidate” decisions, from a receiver’s viewpoint, are often made 
in a crisis mode.  Lenders are generally reluctant to risk additional dollars to fund an 
uncertain “recovery” of the business pending sale.  Lenders may also wish to achieve 



Chapter 9—Considerations When Advising How to Liquidate a Distressed Business

 9–831st Annual Northwest Bankruptcy Institute

their recovery as soon as possible, which may or may not be consistent with the 
interests of other creditors. 
 
 Any attempted recovery of the business should generate enough funds to cover 
all of the receivership costs, including those of the receiver and the professionals, 
while not burdening the secured lenders with new debt that could potentially have a 
priority position.  
  
 The hold or liquidate decision is based on the receiver’s analysis of the financial 
performance of the business, and whether business issues can quickly be corrected.  
The decision is typically made under time pressure, with limited information - 
perhaps in a few days, but not more than sixty (60) days.  Considerations include: 
 

 What are the real and personal property assets of the business? 
 

 What is the value of those assets? 
 

 Does the business have a niche or specialty that will aid in any go-
no-go decision? 

 
 Are there human resources (including ownership) that are capable 

and willing to correct the business? 
 
 If the decision is made to sell the business: 
 

 How do you value the business and its assets (appraisers, brokers, 
internet comparisons, experience)? 
 

 Are those values supportable to the court and the creditors? 
 

 Should the sale be private or public sale, recognizing there are time 
constraints either way.  

 
 Should the business close during the sale effort? 
 
 Should the business be sold as a going concern?  (See above 

considerations.) 
 
 What court approvals will be required? 
 
 What access and experience will be found in the receivership 

court? 
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 War stories: 
 

 Hughes Ransom Mortuary - a one-year recovery all paid by income 
to improve valve. 
 

 TS Property Management and Cascade Community Management - 
property management companies in Oregon.  Both embezzlement 
in the $4 million plus range with immediate shut down. 
 

 Elite Care Sylvan Park - assisted living in Vancouver.  Several 
months to correct issues, coordination with state DSHS regulators, 
sale of the business which included real and personal property. 

 
  1. What Are The Advantages To A Liquidation Through A 
Receivership? 
 

 Creates a collective proceeding to bring claims against third 
parties.  
 

 Provides a neutral third party to administer the liquidation. 
 

 Provides transparency and accountability.  
 

 Assets are protected by a receivership stay, although more limited 
than the bankruptcy stay. 

 
 Business can be operated and sold as a going concern. 

   
 Assets can be sold free and clear of liens, with less stringent 

requirements than a bankruptcy sale free and clear of liens. 
 

 Provides protections for arms-length good faith purchasers. 
   

 Greater flexibility than a Chapter 11 liquidation. 
 

 Typically less expensive than a Chapter 11 liquidation. 
 

 Insulates responsible parties from non-trust fund tax liabilities 
under Washington state law. 

 
 Allows compensation of professionals at 30 day intervals (or less by 

court order) 
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  2. What Are The Disadvantages To A Liquidation Through A 
Receivership? 

 
 Could still lead to an involuntary bankruptcy petition. 

 
 No investigation or recovery of preference claims.   

  
  3. The takeaway?   
 
  A receivership is often an effective and streamlined alternative to a 
liquidation under Chapter 7 or Chapter 11, usually with less administrative expense.  
The assets of a business are liquidated with court approval with the receiver acting as 
an independent third party.  Business operations can be continued or terminated in 
the discretion of the receiver.  In appropriate cases, the business can be sold as a 
going concern, and the assets can sold free and clear of liens.   
  
 E. LIQUIDATION UNDER CHAPTER 11. 
 
 A liquidation under a Chapter 11 bankruptcy can occur through an asset sale 
under 11 U.S.C. § 363, or through the provisions of a liquidating plan.  If the 
business can withstand the complexities and expense of a Chapter 11 case, a court 
approved sale under Chapter 11 provides a recognized framework for maximizing the 
value of assets for the benefit of all creditors, with safeguards for the rights of 
creditors and other parties in interest. 
 
 Although the court can approve a private sale, it is generally better practice to 
propose a competitive bidding process to ensure that the assets to be sold under 
Chapter 11 have been fairly exposed to the market, and that the purchase price 
represents full value for the assets.   
 
 The process for establishing sale procedures can be established through the 
entry of a procedures order providing the following relief: 
 

 Approving the manner of service of the notice of the sale hearing. 
 

 Scheduling the sale hearing and setting certain dates and 
deadlines related thereto.  

 
 Scheduling a hearing on the approval and establishment of bidding 

procedures in the event of a competitive bid by a qualified bidder. 
 

 Establishing procedures for payment of a break-up fee and 
expense reimbursement. 
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 Establishing procedures for the assumption and assignment of 
executory contracts and unexpired leases. 

 
 A sale order under Chapter 11 should: 
 

 Authorize the sale of the assets pursuant to an asset purchase 
agreement free and clear of all liens, claims, encumbrances, and 
other interests. 

 
 Approve the procedures for the assumption and assignment of 

contracts. 
 

 Grant protections to a good faith purchaser pursuant to 11 U.S.C. 
§ 363(m).   

 
 In conjunction with the sale order, the Court should be asked to find: 
 

 Notice of the asset sale was appropriate and was properly served 
on creditors and parties in interest. 

 
 The asset sale is in the best interests of creditors. 

 
 The asset sale was proposed in good faith. 

 
 If applicable, that the buyer is not an affiliate or insider of the 

debtor. 
 
 Ideally, an interested party would present an asset purchase agreement that 
would be acceptable to the debtor, subject to overbids.  That party would be 
designated as a “Stalking Horse Bidder,” with the debtor authorized to consider 
overbids from qualified bidders.   
 
 The debtor would be authorized, with Court approval, to accept higher and 
better bids through the sale hearing.  When considering whether to accept a qualified 
bid as the winning bid or as a back-up bid, the debtor, first and foremost, should 
consider whether a bid is in the best interests of creditors, and the extent to which 
the bid provides for the payment of all outstanding and anticipated liabilities, both 
pre-petition and post-petition.  The debtor should also consider the extent to which 
contracts would be assumed by a bidder, whether the bidder would retain existing 
employees and pay employee liabilities, and whether the bidder would be willing to 
accept liability for payment of use tax and other expenses of sale.   
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  1. What Are The Advantages To A Liquidation Under Chapter 11? 
 

 Creates a collective proceeding to bring claims against third 
parties.  
 

 Provides an experienced judiciary to administer the liquidation, 
with reliable access for early hearing dates. 
 

 Provides transparency and accountability.  
 

 Assets are protected by the bankruptcy stay. 
 

 Business can be operated and sold as a going concern. 
   

 Assets can be sold free and clear of liens. 
 

 Provides protections for arms-length good faith purchasers. 
   

 Insulates responsible parties from non-trust fund tax liabilities 
under Washington state law. 

 
 Provides exemption from Washington real estate excise tax for real 

property that is sold pursuant to a confirmed plan.  
 

  2. What Are The Disadvantages To A Chapter 11 Liquidation? 
 

 The complexity, time and expense of administering a Chapter 11 
case and the sale process should not be underestimated. 

 
 What to do after 363 sale?  Liquidating plan or dismissal? 

 
 Compensation of professionals limited to 120 day intervals (or less 

by court order upon showing of cause). 
 
  3. The takeaway?   
 
  In a well-funded case, a liquidation under a Chapter 11 bankruptcy will 
provide all parties in interest with a recognized and tested process for the competitive 
marketing of assets under court supervision, with clear benefits for complex cases 
and real estate liquidations.  In less complex matters, a liquidation through the 
supervision of a receivership court can offer many of the same protections and 
safeguards, often with less administrative expense. 
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Criminal Fines and Restitution 
in Bankruptcy

Honorable Marc Barreca

U.S .  BANKRUPTCY  COURT,  WESTERN  D ISTR ICT  OF  WASHINGTON

General Overview

•Recent focus on Penal Debt Systemic Problem –
Ferguson, Mo.
•Discharge of Crime‐Related Debt in Chapter 7
•Discharge of Crime‐Related Debt in Chapter 13
•Automatic Stay and Contempt proceedings, 
criminal fine collection efforts
•Fair Credit Collection Practices Act and Consumer 
Protection Act Claims

2
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Discharge Exception for Civil and Criminal Fines, 
Penalties and Forfeitures; §523(a)(7)

§ 523(a)(7) excepts from discharge certain fines, 
penalties, or forfeitures that are payable to and for 
the benefit of a governmental unit, a term defined 
in § 101 of the Code.
§ 523(a)(13) expressly excepts from discharge 
debts for payment of an order of restitution issued 
in a prosecution under title 18 of the United States 
Code.  The Supreme Court interpreted the scope of 
§ 523(a)(7) broadly to include restitution.  Kelly v. 
Robinson, 479 U.S. 36 (1986).

3

Elements of Nondischargeable Debts 
under § 523(a)(7)

(1) arise as a punishment or sanction for some type 
of wrongdoing by the debtor and not merely an 
enhanced monetary remedy for what is essentially 
a breach of contract; 
(2) not compensation for actual pecuniary loss;
(3) payable to a governmental unit, and 
(4) for the benefit of a governmental unit.

4



Chapter 10—Bench Banter on Timely Topics

 10–331st Annual Northwest Bankruptcy Institute

Discharge Exception §523(a)(7)

Fines – financial obligations ostensibly established 
to serve a punitive function – are not dischargeable 
in a Chapter 7 bankruptcy. This includes traffic and 
parking fines. 

In re Stevens, 184 B.R. 584 (Bankr. W.D. Wash. 
1995)

5

Discharge Exception for Debts for Restitution or 
Fine in Chapter 13; §1328(a)(3)

§ 1328(a)(3) excludes from discharge in Chapter 13 
cases debts “for restitution or a criminal fine, included 
in a sentence on the debtor’s conviction of a crime.”
An examination of applicable criminal law will often be 
necessary.
Assessments that are neither restitution nor fines, such 
as costs, may be dischargeable in Chapter 13. See In re 
Ryan, 389 B.R. 710 (B.A.P. 9th Cir. 2008) (costs imposed 
in criminal case dischargeable); But see In re Bravo 
(partially punitive mandatory costs excepted from 
discharge) (W.D.Wa. 17‐43092 at docket 39).

6
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Discharge of Civil Fines in Chapter 13

Fines and restitution must be included in a 
criminal sentence in order to be excepted from 
discharge in Chapter 13. 
Municipal court fines and traffic fines are 
frequently found to be dischargeable in Chapter 13 
if the underlying nature of the action is determined 
to be civil rather than criminal.

7

Civil Contempt Proceedings Exempt from 
Automatic Stay

Two tests: Pecuniary interest and Public Policy. 
If the court determines that the government’s 
action is intended either to protect the 
government’s pecuniary interest in the debtor’s 
property or to be adjudicate private rights, the      
§ 362(b)(4) government regulatory exemption will 
not apply and the automatic stay will be imposed.
Conversely, if the government actions are intended 
to effectuate public policy interest, the matter is 
not stayed. 

8
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Civil Contempt Proceedings and 
the Automatic Stay

Bankruptcy courts have held that civil contempt 
proceedings, which allow the debtor to purge the 
contempt by paying the amount due to the creditor, 
are stayed. In re Daniels, 316 B.R. 342 (Bankr. D. 
Idaho 2004) But see, In re Dingley, 2017 852 F3d. 
1143 (9th Cir. 2017). Pursuant to § 362(d)(4), no 
sanctions against creditor under § 362(k) for 
seeking enforcement of civil contempt order.

9

Proceedings involving Penal Debt 
and Bankruptcy

•Declaratory judgment actions for determination of 
dischargeability.  Bankruptcy jurisdiction for 
§523(a)(7) determination is concurrent with state 
courts.  See In re Rein, 270 F3d. 895 (9th Cir. 2001)
•Automatic stay violation motions
•Discharge injunction violation motions
•Fair Debt Collection Practices Act, Consumer 
Protection Act and Collection Agency Act actions
•Classification issues in Chapter 13 plans

10
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In re: Tukhi, 568 B.R. 107 (B.A.P. 9th Cir. 2017)
Dismissal sanction based on local rule violation or failure to prosecute.

RULING

The BAP vacated a judgement of dismissal issued by the bankruptcy court and the matter was
remanded for completion of pretrial proceedings and the setting of a trial date.

FACTS

Tukhi commenced his bankruptcy case and Olomi timely filed a nondischargeability complaint
against Tukhi. Olomi stated a single claim for relief under § 523(a)(6) for a debt allegedly
arising from a willful and malicious injury. According to Olomi, Tukhi intentionally struck him
with an automobile.

The nondischargeability action proceeded without incident—even smoothly—up until the time
the parties' joint pretrial stipulation was due. In the bankruptcy court's scheduling order, the court
set a pretrial conference date and entered a scheduling order that contained the following
warning:

The parties are placed on notice that it is the Court's policy to strictly
enforce the Local Bankruptcy Rules relating to pre-trial conferences and this
Court's procedures supplement to those rules, which are published on the
court's website. Failure to comply with the provisions of this order may
subject the responsible party to sanctions, including judgment of dismissal or
the entry of a default and a striking of the answer. 

The bankruptcy court obviously considered it extremely important to obtain the litigants'
compliance with its pretrial procedures. For example, at the initial status conference the
bankruptcy court warned the litigants that failure to comply with pretrial procedures likely would
result in terminating sanctions.

Notwithstanding these warnings, and the unequivocal requirement set forth in the local rule for
the preparation, service and filing of a joint pretrial stipulation in advance of the pretrial
conference, Olomi attended the pretrial conference without having first served or filed the
requisite pretrial stipulation. When the court asked Olomi's counsel where his pretrial stipulation
was, counsel explained that he had mistakenly prepared a joint status report because he was
inexperienced in practicing before this court, which explanation the court seemed to accept but
nonetheless concluded that dismissal was the appropriate remedy.  The court reasoned that
dismissal was justified because: (1) the pretrial conference and the pretrial procedures were very
important; (2) Olomi had been warned of that importance and of the consequences for failure to
comply; and (3) lesser sanctions in the form of monetary sanctions would amount to nothing
more than a “toll charge” for violating the very important pretrial procedures. The bankruptcy
court reiterated the same reasoning in its written order of dismissal.
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Olomi filed a motion for reconsideration, supported by a declaration from his counsel that
purported to explain counsel’s failure to comply with the pretrial procedures established by local
court rule.  The bankruptcy court took the matter under submission and ultimately issued a nine
page memorandum decision denying the reconsideration motion.  Interestingly, in making this
ruling, the court analyzed the dismissal as if it were based on a failure to prosecute under Rule
7041 and Civil Rule 41(b); in contrast, at the time of the pretrial conference, the court had based
the dismissal on violation of Local Rule 7016.

DISCUSSION

A. Dismissal Based on Local Rule Violation

In its original dismissal ruling, the bankruptcy court relied on one of the sanction provisions in
its local rules. On its face, the applicable rule authorized the bankruptcy court to dismiss Olomi's
action based upon his violation of the provision in the rule that imposed a duty on him as
plaintiff to prepare, sign and serve a draft pretrial stipulation.

Several BAP cases have held that dismissal sanctions based on local rule violations must be
supported by a finding of a degree of culpability higher than mere negligence or fault, such as
“willfulness, bad faith, recklessness, or gross negligence” or a “repeated disregard of court
rules.” In re Roessler–Lobert, 567 B.R. 560, 573 (9th Cir. BAP 2017); see also Kostecki v. Sutton
(In re Sutton), 2015 WL 7776658, at *8 (Mem. Dec.) (9th Cir. BAP Dec. 3, 2015); Taylor v.
Singh (In re Singh), 2016 WL 770195, at *4–5 (Mem. Dec.) (9th Cir. BAP Feb. 26, 2016).

In its holding, the BAP relied upon its prior decision in Roessler–Lobert and Zambrano v. City
of Tustin, 885 F.2d 1473, 1480 (9th Cir. 1989). In addition to requiring the above-referenced
finding assessing the culpability and/or state of mind of the rule violator, Zambrano indicated
that any sanctions order based on a local rule violation needed to be “proportionate to the offense
and commensurate with principles of restraint and dignity inherent in judicial power.”
Zambrano, 885 F.2d at 1480. The bankruptcy court also needed to consider: “(1) the public's
interest in expeditious resolution of litigation; (2) the court's need to manage its docket; (3) the
risk of prejudice to the defendants; (4) the public policy favoring disposition of cases on their
merits[;] and (5) the availability of less drastic sanctions.” In re Roessler–Lobert, 567 B.R. at
568, 573–74, (citing Henderson v. Duncan, 779 F.2d 1421, 1423 (9th Cir. 1986)).

The bankruptcy court, here, did not consider the three-part Zambrano test. Prejudgment, the
court did not consider the culpability or state of mind of Olomi or his counsel, nor did the court
apply the traditional five-factor dismissal sanctions standard originating from Henderson. In
addition, nothing in the court's comments indicated that it ever considered, pre- or postjudgment,
whether the dismissal sanction was proportionate to the offense.

B. Dismissal Based On Delay In Prosecution

As previously stated, the bankruptcy court offered a different legal basis for its dismissal
sanction when it ruled on Olomi's reconsideration motion. According to the court's ruling
denying the reconsideration motion, dismissal was appropriate under Civil Rule 41(b) as made
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applicable in adversary proceedings by Rule 7041. The elements for a Civil Rule 41(b) dismissal
for failure to prosecute are different than those set forth above for a dismissal for violation of
local court rules. See In re Roessler–Lobert, 567 B.R. at 568, 573–74.  Dismissal for failure to
prosecute must be supported by a showing of unreasonable delay and by consideration of the five
Henderson factors. Id. While no showing of heightened culpability is required, the delaying
party's mental state typically is relevant, and the bankruptcy court should consider any excuse
offered by the delaying party in the process of determining whether the delay was unreasonable
and whether there is a risk of prejudice to the adverse party. Id. at 568.

The court examined the bankruptcy court's postjudgment findings on each of the five Henderson
factors, which are: 1) The public’s interest in expeditious resolution of litigation, 2) the court’s
need to manage its docket, 3) the risk of prejudice to the defendants, 4) the public policy
favoring disposition of cases on their merits and, 5) availability of less drastic sanctions.  From
its analysis, the court concluded that only two of the five Henderson factors militated in favor of
dismissal.  There was no demonstration of a genuine risk of prejudice to the defendant, nor were
effective alternative lesser sanctions shown to be unavailable.  Furthermore, the policy favoring
decisions on the merits strongly militated against dismissal.  

At bottom, the bankruptcy court appeared to have given inordinate weight to its concern over its
overcrowded docket and the systemic effect a more lenient sanctions policy might have had on
its ability quickly and efficiently to move cases on its docket towards resolution. The court
expressed its sympathy for the bankruptcy court's frustration with litigants who do not pay
adequate attention to court procedures and the very real impact their inattention has on the
court's ability expeditiously to administer justice. Even so, the court concluded that this
sympathy could not permit it to gloss over the established legal standards for imposing
terminating sanctions on litigants.
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Below is a Memorandum Decision of
the Court.

_____________________
Mary Jo Heston
U.S. Bankruptcy Judge

__________________________________________________________________

(Dated as of Entered on Docket date above)

Entered on Docket April 3, 2018
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expressio unius est excluso alterius 
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Identifying the Analytical Errors Made in 
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Gonzaga University School of Law
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Spot the Errers:
An Interactive Exercise in Identifying the Analytical Errors

Made in Recent Cases Involving Secured Transactions

Northwest Bankruptcy Institute
April 14, 2018

The materials that follow consist of ten problems, each of which presents a
slightly simplified version of the facts underlying a recent judicial decision.  During the
program, the moderators will explain the court’s analysis in the case.  They will then ask
the institute attendees to identify whether the court erred and, if so, in what way or ways. 
Not every decision covered contains an error.
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Problem One

based on In re Tuscany Energy, LLC, 561 B.R. 910 (Bankr. S.D. Fla. 2016), and
In re Tuscany Energy, LLC, 2018 WL 549642 (Bankr. S.D. Fla. 2018)

Debtor borrowed $5 million from State Bank and, to secure the debt, granted State
Bank a security interest in substantially all of its existing and after-acquired personal
property.  State Bank perfected the security interest by filing a proper financing
statement in the appropriate office.  Two months before filing a Chapter 11 bankruptcy
petition, Debtor transferred $200,000 from a deposit account at Local Bank to Law Firm
as a retainer for legal services to be rendered in the bankruptcy case.

In the bankruptcy case, Law Firm filed a fee application seeking payment of
$150,000 in fees and expenses, and asking to apply the retainer to the amount that the
court approves.  State Bank objected to the use of the retainer to pay Law Firm’s fees
and expenses, claiming the retainer was cash collateral in which State Bank had a
perfected, first-priority security interest.

Does State Bank have a prior perfected security interest in the retainer?

Problem Two

based on In re Delano Retail Partners, LLC, 2017 WL 3500391 (Bankr. E.D. Cal. 2017)

Wholesaler loaned Debtor $2 million, and to secure the debt received a perfected
security interest in Debtor’s inventory, equipment, leases, chattel paper, deposit
accounts, and other assets.  Prior to filing a Chapter 7 bankruptcy petition, Debtor
transferred cash proceeds of inventory, totaling $560,000, to Lawyer, who placed the
proceeds in Lawyer’s client trust account (a single account for all of lawyer’s clients). 
Debtor also leased equipment to a related entity.

After the petition, Lawyer transferred $380,000 from the client trust account to the
bankruptcy trustee.  The trustee also collected $150,000 from the related entity in post-
petition rent.  Trustee retains the funds and Wholesaler claims a perfected security
interest in them.

Does Wholesaler have a perfected security interest in all or part of these funds?
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Problem Three

based on Fishback Nursery, Inc. v. PNC Bank, 2017 WL 6497802 (Bankr. N.D. Tex. 2017)

BNF Operations, LLC is a Texas entity.  Bank acquired and perfected a security
interest in all of BNF’s farm products.  Thereafter, Nursery sold agricultural products
to Debtor, shipping them to BNF’s facilities in Oregon, Tennessee, and Michigan.  The
sales agreements selected Oregon law as the governing law and provided that Nursery
retained a security interest in the products sold.  Nursery promptly filed financing
statements in the appropriate offices in Oregon, Tennessee, and Michigan.  Each
financing statement identified the debtor as “BNF Operations, LLC, abn Zelenka
Farms.”  Nursery also filed a notice of lien in Oregon.

During BNF’s bankruptcy, the debtor’s assets are sold free and clear, with any
liens on the assets sold attaching to the proceeds and retaining their priority.  Nursery
claims a perfected agricultural lien on the proceeds, with priority over Bank’s security
interest.

Which creditor, Nursery or Bank, has priority in the proceeds?

Problem Four

based on ACF 2006 Corp. v. Ladendorf, 826 F.3d 976 (7th Cir. 2016)

In 2008, Lender made a loan to Law Firm, which is organized as a professional
corporation.  The loan was secured by Law Firm’s existing and after-acquired accounts. 
Lender perfected the security interest at that time.

Previously, Lawyer, a principal of Law Firm, embezzled $4.5 million from clients’
trust funds.  In 2014, Client obtained a judgment for theft against Lawyer and Law Firm. 
Under applicable state law, Client is entitled to lien on Lawyer’s property “from the date
. . . of the conversion.”  Another statute in the state provides that “[t]he relationship
between a professional corporation performing professional services and the client or
patient is the same as between the client or patient and the individual performing the
services.”

In 2016, Law Firm became entitled to legal fees in a case.  As between Client and
Lender, whose lien interest in that account has priority?
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Problem Five

based on  In re Lexington Hospitality Group, LLC, 2017 WL 5035081 (Bankr. E.D. Ky. 2017)

Debtor borrowed $6.1 million from Lender to buy a hotel.  To secure the debt,
Debtor executed a Mortgage and Security Agreement that granted Lender a mortgage
on real property and a security interest in Debtor’s existing and after-acquired personal
property, including accounts and payment intangibles.  Lender recorded the mortgage
and filed a financing statement that described the collateral as “[a]ll . . . goods, . . .
accounts, deposits, . . . and all other property.”

Two years later, Debtor filed a Chapter 11 bankruptcy petition.  During a dispute
about the use of cash collateral, question arose about whether Lender had a perfected
security interest in cash and cash proceeds of credit card receivables arising from the
post-petition operation of the hotel.

Does Lender have a perfected security interest in such post-petition property?

Problem Six

based on Bayer Cropscience LP v. Stearns Bank, 837 F.3d 911 (8th Cir. 2016)

In 2002 Bank One acquired and perfected a security interest in Debtor’s existing
and after-acquired general intangibles.  In 2006, Bank Two acquired and perfected a
security interest in the Debtor’s commercial tort claim against Corporation.  In 2012,
Corporation agreed to pay $2.1 million to settle the claim.  After a portion of the
proceeds were distributed, a priority dispute between the two banks arose.  Corporation
brought an interpleader action and deposited the remaining amount due – approximately
$1 million – with the court.

Which bank has priority in the funds deposited with the court?
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Problem Seven

based on BMW Financial Services, N.A., LLC v. Felice, 75 N.E.3d 368 (Ill. Ct. App. 2017)

Debtor executed a retail installment contract for the purchase of a Porsche.  The
contract granted a security interest in the Porsche to Lender.  Shortly thereafter, the state
issued a certificate of title for the Porsche, identifying Lender as a lienholder.  Debtor,
without Lender’s knowledge or consent, later submitted a lien release letter to the state,
which issued a duplicate certificate of title that did not name Lender as a lienholder.
However, the duplicate certificate stated, “This is a duplicate certificate and may be
subject to the rights of a person under the original certificate.” Debtor then sold the
Porsche to Dealer for $47,000.  Dealer subsequently sold the Porsche to Customer for
$59,000.

Lender brought a replevin action to recover the Porsche.  Dealer repurchased the
Porsche from Customer.

As between Lender and Dealer, who has superior rights to the Porsche?

Problem Eight

based on In re Story, 2016 WL 5210572 (Bankr. W.D.N.C. 2016)

Debtors purchased a heating and air conditioning unit for household use with
financing from Lender, which obtained a purchase-money security interest in the unit. 
Lender never filed a financing statement.  Debtors then installed the unit in their home,
at which point the unit became a fixture.  After Debtors filed a Chapter 13 bankruptcy
petition, Lender filed a proof of claim for a fully secured claim.  Debtors proposed a
plan that treated the debt to Lender as an unsecured claim.  Lender filed an objection.

Is Lender’s security interest perfected?
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Problem Nine

based on In re Thornton, 2016 WL 3092280 (Bankr. S.D. Ind. 2016)

Debtor purchased a double-wide manufactured home with financing from Lender.
To secure the debt, Debtor granted Lender a security interest in the manufactured home
and “all goods that are or may hereafter by operation of law become accessions to it.” 

After Debtor filed a Chapter 13 bankruptcy petition, the parties disputed the value
of the collateral, which depended in part on whether the items listed below, apparently
purchased with the home, are subject to Lender’s security interest:  a fireplace, a smoke
detector, a furnace, a water heater, a built-in dishwasher, a shower and tub, a
refrigerator, an ice maker, an oven, a gas washer, and a dryer.

In which of those items, if any, does Lender have a security interest?

fireplace refrigerator

smoke detector ice maker

furnace oven

water heater gas washer

built-in washer gas dryer

shower and tub

Problem Ten

based on In re National Truck Funding LLC, 2018 WL 543005 (Bankr. S.D. Miss. 2018)

Debtor leases trucks to independent trucking companies.  Most of the leases are
pursuant to a weekly renewable rental program with an option to purchase.  Lender has
a security interest in many of Debtor’s trucks, and that security interest is perfected
through compliance with the applicable certificate of title statute.  Lender did not file
a financing statement.

Debtor filed for bankruptcy protection under Chapter 11 and continued to operate
the business as debtor in possession.  Debtor receives, postpetition, payment via check
and wire transfer from lessees pursuant to prepetition leases.

Does Lender had a perfected security interest in the payments?
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THE CLASSIFICATIONS OF PERSONAL PROPERTY

Article 9 has numerous different classifications of personal property and virtually all of Article
9’s rules – attachment rules, enforcement rules, perfection rules, priority rules, and even some
choice-of-law rules – are dependent on the type of collateral.  The main reason for this is that
industry practices have developed for different types of collateral, and to accommodate these
practices, while still having a unitary system of secured credit, different rules are necessary. 
Regardless of the reasons, however, the classifications appear so pervasively throughout Article 9
that mastery of them is one of the unavoidable challenges of learning Article 9 and contributes
greatly to its complexity.

There are twelve main classifications of personal property in Article 9 and numerous
subclassifications.  To make matters even more confusing, some subclassifications cut across more
than one main classification.  What follows is a brief overview of the terms.

First, collateral might be tangible – that is, have mass – and thus constitute “goods.”  See
§ 9-102(a)(44).  All goods must be one of the following, mutually exclusive classifications:

consumer goods  § 9-102(a)(23)
equipment  § 9-102(a)(33) 
farm products  § 9-102(a)(34) or
inventory  § 9-102(a)(48).

In addition to whichever of these four sub-classifications of goods applies, goods might also fall
under one or more of the following more specialized terms used in Article 9, some of which are
defined and some of which are not:

accessions  § 9-102(a)(1)
as-extracted collateral  § 9-102(a)(6)
commingled goods  § 9-336(a)
crops
fixtures  § 9-102(a)(41) or
livestock
manufactured homes  § 9-102(a)(53).
timber

Second, collateral might be either purely intangible or “quasi-intangible,” the latter being an
object, such as a piece of paper, that represents an obligation owed to the person owning or
possessing the object.1  Within these groups are:

   1  The terms “intangible” and “quasi-intangible” are not used in Article 9.  They are used here merely
to help compare and contrast the various types of collateral that Article 9 does recognize.
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accounts § 9-102(a)(2)
chattel paper § 9-102(a)(11)
commercial tort claims § 9-102(a)(13)
deposit accounts § 9-102(a)(29)
documents (of title) §§ 9-102(a)(30), 1-201(b)(16)
instruments § 9-102(a)(47)
investment property § 9-102(a)(49)
general intangibles § 9-102(a)(42)
letter-of-credit rights § 9-102(a)(51) and
letters of credit §§ 9-102(b), 5-102(a)(10)
money § 1-201(b)(24).

Accounts include some as-extracted collateral and health-care-insurance receivables,
§ 9-102(a)(6), (46).

Chattel paper might be either electronic or tangible, § 9-102(a)(31), (79).
A document of title might be either electronic or tangible, § 1-201(b)(16).  Each type of

document of title can also be negotiable or nonnegotiable, § 7-104.
General intangibles include two subcategories:  payment intangibles and software,

§ 9-102(a)(61), (76).
Instruments include checks and promissory notes, §§ 3-104(f), 9-102(a)(65), (b). 

Instruments may be either negotiable or nonnegotiable, § 3-104.
Investment property consists of:  commodity accounts; commodity contracts; security

accounts; securities; and security entitlements, §§ 9-102(a)(14), (15), (b),
8-102(a)(15), (17), 8-501(a).  

The diagram on the next page depicts the relationship of the classifications and subclassifications
of personal property.  The following problem illustrates one of the many situations in which the
classifications of collateral can be very important.
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Chart 1
Article 9 Classifications of Collateral
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THE SCOPE OF ARTICLE 9

Subject to a few exceptions,2 Article 9 applies to any transaction, regardless of its form, that
creates a security interest in personal property.  § 9-109(a)(1).  Thus, unless an exception applies,
Article 9 applies to a transaction that purports to create a security interest as well as to numerous
transactions that do not purport to create one.

For example, if a seller of goods on credit retains title to the goods until full payment is
received, the transaction creates a security interest.3  The rule can also apply to a transaction
structured as a lease of goods.  After all, a credit sale of goods can look very similar to a lease.  In
both, one party transfers rights to and possession of property while the other pays for those rights
over time.  Because a lessor of goods by definition retains title to the goods, if a transaction is
structured as a lease but is in economic reality a sale, the UCC treats the transaction as a sale and,
seller – by referring to itself as “lessor” and thereby retaining title – has a security interest.

The distinction between a true lease – that is, a transaction structured as a lease and which the
law regards as a lease – and a transaction structured as a lease but which in reality and under law is
a sale with a security interest is not always easy to draw.  The UCC distinguishes between them
through a sort of economic reality test.  See § 1-203.  In a true sale, the seller does not expect to get
the property back if the buyer pays.  In a true lease, the lessor does expect to get the property back
after the lessee pays and the lease term expires.  Accordingly, the UCC  bases the determination on
whether there is a reasonable likelihood that the party denominated as “lessor” truly retains a
valuable, residual economic interest in the goods.  § 1-203(a).  This often revolves around whether
the lease term equals or exceeds the entire economic life of the goods or whether some provision of
the lease agreement is likely to trigger an event that prevents the goods from ever reverting back to
the lessor while they still have economic life.  If either of these is true, the UCC definitively treats
the transaction as a sale with a retained security interest.  § 1-203(b).  If neither of these things is
true, the issue falls back to a test based on all the facts and circumstances, but the transaction is more
likely to be regarded as a true lease.

Despite the similarities between credit sales and leases, the law treats the two structures very
differently.  For example, as the first chart below shows, a lessor need not file a financing statement
to protect its residual interest in the goods leased.  In contrast, a seller of goods who retains security
interest must normally file a financing statement to perfect that security interest.  The differences are
even more pronounced in bankruptcy, as illustrated by the subsequent chart.

   2 See § 9-109(d).

   3 See §§ 1-201(b)(35), 2-401(1).
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Chart 2
The Significance of the Sale/lease Distinction in General

Credit Sale
(no security interest)

Sale & Security Interest True Lease

Governing Law Article 2 Articles 2 & 9 Article 2A

Can Seller/Lessor get
goods back for
nonpayment?

No Yes Yes

Tax/Accounting
Realization Event

Yes Yes No

Tax/Accounting
Depreciation Allowance

Buyer Buyer/Lessee Lessor

Tax/Accounting
Payments

No Effect No Effect
Income to Lessor &
deduction to Lessee

Rights of Creditors of
Buyer/Lessee

Can potentially get the
goods

Can potentially get the
goods if Lessor/Seller
did not perfect a security
interest4

Cannot get the goods but
might be able to attach
lessee’s leasehold
interest

Must Lessor/Seller file
a financing statement to
protect its interest

Not applicable, because
no interest is retained

Yes5 No

   4 Some transferees can take free of even a perfected security interest.  See, e.g., § 9-320(a), (b).

   5 No filing is needed to perfect a purchase-money security interest in consumer goods.  § 9-309(1).
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Chart 3
The Significance of the Sale/lease Distinction in Bankruptcy

Lease Security Interest

Pre-Bankruptcy Termination of
Debtor’s Interest in Property

Effective upon notice properly
given in accordance with lease
contract.

Effective upon completion of
Article 9 foreclosure process.  

Treatment Options
Reject, assume, or assume and
assign lease contract in its entirety. 
11 U.S.C. § 365(a), (f). 

Sell collateral free of lien with lien
attaching to proceeds, retain items
of collateral subject to lien and
pay value of such collateral to
secured creditor; or
surrender/abandon some or all of
the collateral.

Deadline For Debtor’s Exercise
of Treatment Options

The earlier of the date set by the
court upon request of the lessor or
the date of the order confirming
the plan.  11 U.S.C. § 365(d)(2) 

The earlier of the date the
collateral is no longer property of
the estate or the date of the order
confirming the plan.

Conditions to Exercise of
Treatment Options

If a monetary default under the
lease contract has occurred,
assumption requires that the
debtor cure that default,
compensate the lessor for any
pecuniary loss resulting from the
default and provide adequate
assurance of future performance
of obligations under the lease.  11
U.S.C. § 365(b)(1).  Court
approval is required for either
assumption or rejection of lease
contract.  11 U.S.C. § 365(a).

No statutory precondition other
than realistic prospect of effective
reorganization.

Right to Receive Scheduled
Payments 

Lessor is entitled to receive
scheduled lease payments first due
60 days after the petition date. 11
U.S.C. § 365(d)(10).

No right to receive scheduled
payments.

Contract Interest
Included in payment required
under 11 U.S.C. § 365(d)(10).

Right to contract interest only to
the extent collateral value exceeds
claim. 11 U.S.C. § 506(b). 
Creditors have no right to receive
interest on an undersecured claim
unless the confirmed plan
provides otherwise.
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Lease Security Interest

Adequate Protection 

Granted upon request to the extent
necessary to protect the lessor’s
interest in the leased property
during first sixty days of
proceeding.  11 U.S.C. § 363(e).

Granted upon request to the extent
necessary to protect the secured
party against diminution in value
of its interest in collateral. 
11 U.S.C. § 363(e).

Sale by Debtor of  Property Not permitted.
Permitted under 11 U.S.C.
§ 363(b), (c), (f).

Amount of Claim
Contract claim without regard to
value of leased property. 

Claim is secured to the value of
collateral, unsecured as to any
amount in excess of such value. 11
U.S.C. § 506.

Priority of Claim

Priority claim for:  (i) lease
payments due 60 days after
petition date and prior to rejection
of lease contract, (ii) all amounts
due under lease contract assumed
by debtor.  11 U.S.C.
§ 365(d)(10).  General unsecured
claim for amounts due as result of
rejection. 11 U.S.C. § 365(g)(1).

When the court orders adequate
protection of a creditor’s interest
in collateral, super administrative
priority is granted to any
administrative claim arising from
the debtor’s retention, use, sale or
lease of such collateral to the
extent the creditor’s interest is not
protected.  11 U.S.C. § 507(b).

Aircraft Equipment and Vessel
Financing

Generally, lessor and secured
creditor treated similarly with
respect to possession and cure,
pursuant to 11 U.S.C. § 1110.

Generally, lessor and secured
creditor treated similarly with
respect to possession and cure,
pursuant to 11 U.S.C. § 1110.

Article 9 also applies to several transactions that do not resemble secured transactions.  Chief
among these are many consignments of goods, see §§ 9-102(a)(20), 9-109(a)(4), and to most sales
of accounts, chattel paper, payment intangibles, and promissory notes, see § 9-109(a)(3), (d)(4)–(7). 
Thus, the term “debtor” in Article 9 includes not merely the owner of collateral, but also a consignee
of goods and a seller of receivables.  See § 9-102(a)(20).  Similarly, the term “secured party”
includes a consignor and a buyer of receivables.  See § 9-102(a)(73).
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ATTACHMENT OF A SECURITY INTEREST

IN GENERAL

Assuming that Article 9 applies to the transaction, section 9-203 tells how to create the security
interest so that it is enforceable against the debtor.  This process is called “attachment” of the
security interest.  It might be helpful to think of it as a giant, invisible hand (the lien) grabbing on
(attaching) to particular pieces of the debtor’s property (the collateral) to secure obligations owed
to the creditor.

Subsection (b) contains the three requirements for attachment of a security interest:

• There must be a security agreement that, in most cases, is authenticated by the debtor
and reasonably describes the collateral.  A description of collateral by its Article
9 classification is generally sufficient, see § 9-108(b), (e).

• Value must be given.  “Value” is a defined term, see § 1-204, and includes any
consideration sufficient to support a contract or a preexisting debt.  In general,
though, it is useful to think of the value given as the secured obligation (i.e., the
debt that the collateral secures).

• The debtor must have rights in the collateral or the power to transfer such rights to the
secured party.

These three requirements may be satisfied in any order, but attachment does not occur until all three
are met.  Upon attachment, the consensual lien (that is, the in rem liability of the collateral) arises.

One implication of the foregoing is that a security interest can attach to property that the debtor
does not own at the time the debtor authenticates the security agreement but which the debtor
acquires later.  In fact, Article 9 states this rule expressly.  Subject to some minor exceptions, a
security interest may attach to after-acquired property:  that is, to property acquired after the security
agreement is authenticated.  See § 9-204(a), (b).  The security agreement simply has to specifically
refer to after-acquired property.  This is a very important rule, particularly when the collateral
consists of inventory or accounts, which are likely to constantly and frequently turn over.  Were the
rule otherwise, the secured party would need the debtor to authenticate a new or amended security
agreement every time the debtor acquired new property that the parties intended to serve as
collateral, something that might occur on a daily or intra-day basis.

Article 9 similarly allows collateral to secure not only an obligation existing or created when
the debtor authenticates a security agreement, but also loans or other advances that the secured party
makes in the future.  See § 9-204(c).  Some secured parties make new advances or otherwise extend
credit, particularly under a revolving credit facility, at very frequent intervals.  If the law required
a new security agreement for each advance, it would severely hamper legitimate and routine
commercial transactions.
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PROCEEDS & OTHER SPECIAL RULES

If an Article 9 security interest attaches to collateral, it will also attach – automatically – to four
additional things:

• Identifiable proceeds of the collateral, see §§ 9-102(a)(64), 9-203(f), 9-315(a)(2).  This
includes whatever is received from the sale, lease, license, exchange, or other
disposition of the collateral.

• Supporting obligations, see § 9-102(a)(78), 9-203(f).  This includes a guaranty of a
receivable in which there is a security interest.

• Supporting liens, see § 9-203(g).  For example, if a mortgage secures a right to
payment and the mortgagee/creditor grants a security interest in that right to
payment,6 the secured party also acquires a security interest in the mortgage.

• “Commingled goods,” that is, a product of mass that results when collateralized goods
is physically united with other goods in such a way that their identity is lost in a
product or mass,  see § 9-336(a), (c).

The first of these rules is by far the most important.  “Proceeds” is a very broad concept, but
it is not limitless.  In structuring a secured loan, it is vital for the lender’s attorney to understand what
assets the debtor has or is likely to acquire, and to make sure that all such assets that are intended to
serve as collateral are either described in the security agreement or will necessarily constitute
identifiable proceeds of other collateral.

ANTI-ASSIGNMENT RULES

When a contract that creates rights also purports to make those rights non-assignable, two
fundamental principles of law come into conflict:  the principle of freedom of contract and the
principle that property rights should be freely alienable.  Article 9 sides strongly in favor of free
alienability.  It does this through a wonderful bit of alchemy.  It transforms many non-assignable
contract rights into assignable rights, thereby allowing the owner to convey a security interest in
them.  See §§ 9-406 through 9-409.  Morever, it purports to do the same with respect to legal
restrictions on assignment.  It purports to allow the right-holder to create a security interest in the
right despite other law to the contrary. 

However, these anti-assignment rules do not always give the secured party the ability to
enforce the security interest by compelling the counter-party to render performance to the secured
party.  Specifically, for some types of property – e.g., accounts and chattel paper – the

   6 Remember, Article 9 applies to most sales of a right to payment and treats the interest of the buyer as
a “security interest.”
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anti-assignment rules of Article 9 fully trump contractual and legal restrictions on assignment.  The
secured party can therefore acquire a security interest in the property and can fully enforce the
debtor’s rights against the account debtor.  For other types of property – e.g., general intangibles –
the anti-assignment rules might permit a security interest to attach, and therefore potentially come
ahead of the debtor’s bankruptcy trustee, see § 9-408 cmt. 7, but leave the secured party without the
right to enforce the obligation of the account debtor.  See § 9-408(d) cmt. 2.

Article 9’s anti-assignment rules are cumbersome and difficult to decipher.  The chart that
follows depicts most of them, organized by the nature of the restriction and by type of property
involved.  For each type of restriction – contractual or legal; applying to a sale of the property or
applying to the use of the property as collateral for a loan – it indicates for each of various types of
collateral whether the rules completely override the restriction (rendering it “ineffective” to limit or
affect an assignment of the property), do not apply (leaving the restriction “unaffected by Article
9”),7 or do something in between:  override the restriction but leave the secured party with little
ability to enforce its rights to the property (“partly ineffective”).

Two caveats are in order.  First, while a secured party can comfortably rely on the rules in
Article 9 to override contractual and common-law restrictions on assignment, one cannot blithely
assume they these rules will override state statutory restrictions.8  Moreover, Article 9’s rules will
undoubtedly not override legal restrictions on assignment arising under federal or international law.
Second, some states have very important non-uniform variations on these rules.9  Consequently, care
must be taken if there is any chance the law of one of those jurisdictions might apply. 

   7 If the restriction on assignment is unaffected by Article 9’s anti-assignment rules, the restriction will
usually be effective.  On occasion, however, other law might invalidate a restriction.  For example, a term
in a partnership agreement that prohibited partners from assigning their partnership interests to anyone of
a particular race or gender would likely be unenforceable.

   8 See Fenway Fin., LLC v. Greater Columbus Realty, LLC, 995 N.E.2d 1225 (Ohio Ct. App. 2013)
(§ 9-406 did not override Ohio statute that prohibits a brokerage from paying real estate commission to a
creditor of a broker).  Compare Texas Lottery Comm’n v. First State Bank of DeQueen, 254 S.W.3d 677
(Tex. Ct. App. 2008), aff’d, 325 S.W.3d 628 (Tex. 2010) (§ 9-406(f) trumps a Texas statute prohibiting
assignment of state lottery winnings even though the lottery statute was more recent and more specific
because § 9-406(f) makes clear that it takes precedence over other law), with Stone Street Capital, LLC v.
California State Lottery Comm’n, 80 Cal. Rptr. 3d 326 (Cal. Ct. App. 2008) (the California Lottery Act,
which restricts the assignment of lottery winnings, trumps § 9-406(f) because the specific rules in the Lottery
Act control over the more general rules in Article 9, even though Article 9 was enacted more recently).

   9 See N.Y. Uniform Commercial Code §§ 9-406, 9-408 (McKinney) (omitting uniform § 9-406(f) and
§ 9-408(c)); See Del. Stat. tit 6, §§ 9-406(i)(5), 9-408(e)(4) (excepting from such rules assignments of any
interest in a partnership or limited liability company).
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Chart 4
Article 9’s Anti-Assignment Rules

Accounts &
Chattel
Paper

Payment
Intangibles

& Prom.

General
Intangibles

Health-Care-
Insurance

Receivables

Contractual
Restriction

Regarding
Sale

Prohibits
or Requires
Consent

Ineffective
§ 9-406(d)(1)

Partly
Ineffective

§ 9-408(a)(1), (d)

Unaffected by
Article 9

Partly
Ineffective

§ 9-408(a)(1), (d)

Makes a
Default

Ineffective
§ 9-406(d)(2)

Ineffective
§ 9-408(a)(2)

Unaffected by
Article 9

Ineffective
§ 9-408(a)(2)

Regarding
Encumbrance

Prohibits
or Requires
Consent

Ineffective
§ 9-406(d)(1)

Ineffective
§ 9-406(d)(1)

Partly
Ineffective

§ 9-408(a)(1), (d)

Partly
Ineffective

§ 9-408(a)(1), (d)

Makes a
Default

Ineffective
§ 9-406(d)(2)

Ineffective
§ 9-406(d)(2)

Ineffective
§ 9-408(a)(2)

Ineffective
§ 9-408(a)(2)

Legal
Restriction

Regarding
Sale

Prohibits
or Requires
Consent

Ineffective
§ 9-406(f)(1)

Partly
Ineffective

§ 9-408(c)(1), (d)

Unaffected by
Article 9

Partly
Ineffective

§ 9-408(c)(1), (d)

Makes a
Default

Ineffective
§ 9-406(f)(2)

Ineffective
§ 9-408(c)(2)

Unaffected by
Article 9

Ineffective
§ 9-408(c)(2)

Regarding
Encumbrance

Prohibits
or Requires
Consent

Ineffective
§ 9-406(f)(1)

Partly
Ineffective

§ 9-408(c)(1), (d)

Partly
Ineffective

§ 9-408(c)(1), (d)

Partly
Ineffective

§ 9-408(c)(1), (d)

Makes a
Default

Ineffective
§ 9-406(f)(2)

Ineffective
§ 9-408(c)(2)

Ineffective
§ 9-408(c)(2)

Ineffective
§ 9-408(c)(2)
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PERFECTION OF A SECURITY INTEREST

IN GENERAL

Once a security interest attaches, it is enforceable against not only the debtor, but also generally
effective against creditors of the debtor and purchasers of the collateral.10  That general rule,
however, is subject to many, many, exceptions.  To truly be protected against such third parties – and
to be entitled to protection if the debtor becomes the subject of a bankruptcy proceeding – a security
interest must be perfected.

Perfection of a security interest requires just two things:  attachment plus satisfaction of one
other applicable step.  See § 9-308(a), (b).  That applicable step – known as a perfection method –
is in many instances the provision of some form of notice to the commercial world of the secured
party’s interest in the collateral.  It is the rough equivalent for personal property of what recording
a mortgage is for real property.

Except to the extent other law preempts Article 9’s perfection rules,11 Article 9 permits a
security interest to be perfected in five principal ways:

• By filing in the appropriate office a financing statement that identifies the debtor, the
secured party, and the collateral;

• By taking possession of the collateral, which includes obtaining an agreement from a
bailee of the collateral to retain the collateral for the secured party’s benefit;

• By taking “control” of the collateral, a term defined differently for different types of
collateral;12

• By complying with a certificate of title statute;13 and
• Automatically, simply by having the security interest attach.14

For some types of collateral, the secured party may perfect in only one of these ways.  For other types
of collateral, the secured party has the option of multiple ways to perfect, although the method used
might affect the priority of the security interest.  Unfortunately, instead of organizing the perfection
rules by type of collateral, Article 9’s perfection rules are organized primarily by perfection
method,15 with the result that it is somewhat cumbersome to ascertain which methods apply to which

   10 See § 9-201(a).

   11 See § 9-311.

   12 See §§ 9-104, 9-105, 9-106, 9-107.

   13 See § 9-311(a)(2), (d).

   14 Automatic perfection can be for a temporary period, typically 20 days, see, e.g., § 9-312(e), (f), (g),
§ 9-315(c), (d), of it can be permanent.

   15 See §§ 9-309 through 9-313.
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types of collateral.  The chart below addresses this problem.  It identifies the secured party’s
perfection options with respect to each classification of collateral.

Chart 5
Perfection Method by Type of Collateral

Filing Possession Control Automatic

Accounts �

�
(if not a significant portion of
accounts or a sale of lottery

winnings)

Certificated Securities � � �

�
(temporary or if secured party

is the broker or securities
intermediary)

Chattel Paper � �
(if tangible)

�
(if electronic)

Commercial Tort Claims �16

Consumer Goods17 18 �19 �
�

(PMSI or security interest
arising under Arts. 2 or 2A)

Deposit Accounts �
�

(if secured party is the
depositary bank)

Documents of Title � �
(if tangible)

�
(if electronic)

�
(temporary)

Equipment17  18 � �
�

(security interest arising under
Arts. 2 or 2A)

   16 A description only by type of collateral is insufficient in a financing statement.  See § 9-108(e)(1).

   17 Except for motor vehicles covered by a certificate of title statute.  Perfection in such goods is
accomplished by having the security interest noted on the certificate.

   18 Except when a federal filing system preempts Article 9’s filing system, such as when the collateral is
aircraft, ships, copyrights or rolling stock.

   19 A description only by type of collateral is insufficient in a financing statement with respect to a
consumer transaction.  See § 9-108(e)(2).
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Filing Possession Control Automatic

Farm Products � �
�

(security interest arising under
Arts. 2 or 2A)

General Intangibles18 �

Goods Held By Issuer of
Nonnegotiable Document

� �20

Goods Held by Bailee � �21

Health Care Insurance
Receivables

�
�

(if granted to the health care
provider)

Instruments � �
�

(temporary; permanent for
sales of promissory notes)

Inventory18 � �
�

(security interest arising under
Arts. 2 or 2A)

Investment Property (other

than Certificated Securities)
�19 �

�
if secured party is the broker or

securities intermediary)

Letter of Credit Rights �

Money �

Payment Intangibles � �
(if a sale)

Software18 �
�

(if embedded in
goods)

Supporting Obligations �

   20 Can be obtained by the bailee’s receipt of notification of the secured party’s interest.  § 9-312(d).

   21 Can be obtained by the bailee’s authenticated acknowledgment that it holds for the secured party’s
benefit.  § 9-313(c).
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WHERE TO FILE A FINANCING STATEMENT

If a security interest is to be perfected by filing a financing statement in the appropriate state
office, rather than by filing in a federal office, complying with a certificate of title statute, or taking
possession or control of the collateral, then the secured party will need to know where to file.  The
following charts explain where.

Basic Rule:  Subject to a few exceptions, in order to perfect a security interest by filing a
financing statement, the financing statement must be filed in the jurisdiction where the debtor is
“located.” 

Chart 6
Where to File – Exceptions to the Basic Rule

Type of Collateral Where to File Code Section

Goods subject to a fixture
filing22

Jurisdiction where the goods are
located

§ 9-301(3)(A)

Goods consisting of timber to
be cut

Jurisdiction where the goods are
located

§ 9-301(3)(B)

As-extracted collateral 
Jurisdiction where the wellhead
or minehead is located

§ 9-301(4)

Farm products (with respect to
an agricultural lien)

Jurisdiction in which the farm
products are located

§ 9-302

Caveat 1:  One note of caution is in order.  For transactions in intermediated securities that
involve a choice between the laws of different nations, the UCC’s choice-of-law rules are both
reinforced and partially preempted by the Hague Convention on The Law Applicable to Certain
Rights in Respect of Securities Held with an Intermediary.  The Hague Convention’s rules can be
triggered if, among other things, any of the parties to a securities account, the issuer of any of the
securities credited to the account, or an adverse claimant to the securities is located in a different
nation. They can also be triggered if the terms of the account agreement select as governing law the
law of a nation other than the U.S.  Consequently, a cautious lawyer must always proceed on the
assumption that the Convention might apply, if not at the inception of a planned transaction, at least
sometime thereafter.

   22 A security interest in goods may be perfected by filing a financing statement where the debtor is
located, even if that is not where the fixtures are located.  A fixture filing is needed for additional priority
protection.
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For the most part, the Convention’s rules are designed to work well with Article 9 and to point
to the same state’s or nation’s law as Article 9 does.  However, in some situations and for some
transactions, the Convention might point to a different state’s or nation’s law.  When it does, the
Convention supersedes Article 9’s choice-of-law rules pursuant to the Supremacy Clause in the U.S.
Constitution.  Familiarity with the Convention is therefore essential when seeking to perfect a
security interest in investment property.23

Location of the Debtor:  For the purpose of the Basic Rule, the debtor’s location depends upon
the type of entity the debtor is.

Chart 7
Location of the Debtor

Type of Debtor Location of the Debtor Code Section

Individual (including a sole
proprietorship) whose
principal residence is in the
United States

Jurisdiction of the individual’s principal residence. § 9-307(b)(1)

Individual whose principal
residence is not in the
United States

If the debtor’s principal residence is in a jurisdiction
whose law affords public notice of security interests, the
law of the jurisdiction of the individual’s principal
residence governs (and the secured party must comply
with “perfection” requirements in that jurisdiction rather
than file a financing statement under the UCC).  If the
foregoing is not applicable, the District of Columbia.

§ 9-307(b)(1), (c)

“Registered organization”
organized under the law of
a State24 of the United
States

The State in which the organization is registered.
§§ 9-102(a)(71),
9-307(e)

“Registered organization”
organized under the law of
the United States

1.  In the state that the law of the United States
designates, if the law designates a state of location.
2.  In the state that the registered organization
designates, if the law of the United States authorizes the
registered organization to designate its state of location.
3.  In the District of Columbia, if neither paragraph (1)
nor (2) applies.

§§ 9-102(a)(71),
9-307(f)

   23 For a brief discussion of the Convention, see Carl S. Bjerre and Sandra M. Rocks, Say Hello to the
Hague Securities Convention, 7 THE TRANSACTIONAL LAWYER 1 (Feb. 2017).

   24 “State” includes the District of Columbia, Puerto Rico, the U.S. Virgin Islands, and any other territory
or insular possession of the United States.  § 9-102(a)(77).
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Type of Debtor Location of the Debtor Code Section

Organization (other than a
registered organization
organized under the law of
a State or of the United
States)

1.  If the debtor has only one place of business and that
place of business is in the United States, the jurisdiction
of its place of business.
2.  If the debtor has more than one place of business, and
its chief executive office is in the United States, the
jurisdiction of its chief executive office.
3.  If the debtor’s sole place of business or chief
executive office, as applicable, is located in a
jurisdiction whose law affords public notice of security
interests, the law of the jurisdiction of the organization’s
sole place of business or chief executive office, as
applicable.25

4.  If none of the above is applicable, the District of
Columbia.

§§ 1-201(a)(25),
(27), 9-307(b)(2)
& (3), & (c)

A branch or agency in the
United States of a bank that
is not organized under the
law of the United States or
a State

In the State in which the branch or agency is licensed, if
all branches and agencies of the bank are licensed in
only one state.  If not all branches and agencies of the
bank are licensed in only one state:
1.  In the state that the law of the United States
designates, if such law designates a state of location.
2.  In the state that the branch or agency designates, if
the law of the United States authorizes the branch or
agency to designate its state of location.
3. In the District of Columbia, if neither paragraph (1)
nor (2) applies.

§ 9-307(f) & (i)

Foreign air carrier under
the Federal Aviation Act of
1958, as amended

The jurisdiction of the designated office of the agent
upon which service of process may be made on behalf of
the carrier.

§ 9-307(j)

United States In the District of Columbia. § 9-307(h)

Unusual Situations

A person that ceases to exist, have a residence, or have a
place of business continues to be located in the
jurisdiction specified by § 9-307(b) & (c) (i.e., the
general rules on location of debtor).

A registered organization continues to be located in the
jurisdiction specified by § 9-307(e) or (f)
notwithstanding:  (1) the suspension, revocation,
forfeiture, or lapse of the registered organization’s status
as such in its jurisdiction of organization; or (2) the
dissolution, winding or cancellation of the existence the
registered organization.

§ 9-307(d) & (g)

   25 In such a case, the secured party must comply with “perfection” requirements of that foreign
jurisdiction, rather than perfect by filing a financing statement under the UCC.
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Caveat 2: A non-U.S. forum might not be bound by the Article 9 choice-of-law rules outlined
above.  Thus, even though the Article 9 choice-of-law provisions point to the law of a state in the
United States as the law governing perfection of a security interest – and thus provide, indirectly,
where to file – a non-U.S. forum might reach a different conclusion and not recognize as effective
any perfection obtained under the UCC.  In addition, a transaction or debtor might not have sufficient
contacts with any state or the United States to make the application of Article 9 appropriate. 
Therefore, in a transaction with contacts to a non-U.S. jurisdiction (e.g., a debtor or property located
outside the United States) the requirements (including the choice-of-law rules) of the law of the other
jurisdiction should also be reviewed.

Where within the Applicable State to File:  In general, the financing statement should be filed
in the central office designated for that purpose by the applicable state.  § 9-501(a)(2).  However, in
cases involving certain realty-related collateral, the financing statement should be filed in a different
office.

Chart 8
Exceptions to Centralized State Filing

Type of Collateral Where to File Code Section

As-extracted collateral or timber to
be cut

The office designated for the filing
or recording of a record of a
mortgage on the related real property

§ 9-501(a)(1)(A)

The financing statement is filed as
a fixture filing and the collateral is
goods that are or will be fixtures

The office designated for the filing
or recording of a record of a
mortgage on the related real property

§ 9-501(a)(1)(B)

Transmitting Utility
The office designated by the
applicable state

§ 9-501(b)

CONTENTS OF A FINANCING STATEMENT

Article 9 requires that a filed financing statement list the name of the debtor, the name of the
secured party or its representative, and a description of the collateral.  § 9-502(a).  If the collateral
consists of as-extracted collateral or timber to be cut, a financing statement that is to be filed as a
fixture filing must also provide a description of the real property to which the collateral is related. 
§ 9-502(b). 

An error in any of this required information will potentially undermine the efficacy of the
financing statement.  The governing standard is in § 9-506(a), which provides that a financing
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statement is effective despite minor errors or omissions if those error or omissions do not render the
filing seriously misleading.  However, there are more detailed rules with respect to an error in the
debtor’s name.  See § 9-506(b), (c).  That is because the debtor’s name is most critical information
in a financing statement.  Financing statements are indexed under – and searched for by – the
debtor’s name.  An error in the debtor’s name can make the financing statement difficult or
impossible to discover in response to a proper search.  If it does, the financing statement, even
though filed, is ineffective.

Article 9 has, for the most part, fairly simple rules on what the debtor’s name is.  For a
registered organization – that is, a corporation, limited liability company, or limited partnership –
the debtor’s name is its registered name.  That is, the name indicated in the organic documents filed
with the state under whose law the organization is organized.  See § 9-503(a)(1).  Note, this might
be different than the name that appears in a publicly searchable electronic database maintained by
the Secretary of State’s office.

When the collateral consists of property held in trust, the rules for where to file a financing
statement and what name to use for the debtor are slightly different.  Some trusts, such as Delaware
statutory trusts, are legal entities separate and distinct from their settlors, trustees, and beneficiaries,
and under applicable law such a trust holds title to the trust estate.26   Accordingly, when such a trust
uses personal property as collateral for an obligation, the trust itself is the debtor for the purposes
of Article 9, and any filing should generally be based on the location of the trust.27  Other trusts, such
as most common-law trusts, are not treated as distinct legal entities.  Under applicable law, the
trustee of such a trust holds legal title to the trust estate.  In such cases, the trustee is the “debtor,”
and filings should be based on the location of the trustee.

Oddly, the rules on what name to use for the debtor (when the collateral consists of property
held in trust) – which themselves are rather complicated – are independent of whether the debtor is
the trust or the trustee.  See § 9-503(a)(3).  The charts that follow – along with the answer keys for
them – depict thirteen variations on how to complete and where to file a financing statement, based
on the type of trust, type of trustee, and type of settlor. 

   26 See Del. Code tit. 12, §§ 3801(a), 3805(f).

   27 See U.C.C. §§ 9-301, 9-307.
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Chart 9
The Debtor’s Name – Trustee is the Debtor

UCC 1
Financing
Statement

Box

Trust with a Name

Individual
Trustee

Registered
Organization

Trustee 

Organization
(Not Registered)

Trustee

Box 1a A A A

Box 1b N/A N/A N/A

Box 1c C C C

Box 5 E E E

Box 10 N/A N/A N/A

Where to File G H I

UCC 1
Financing
Statement

Box

Trust Without a Name

Individual
Trustee

Registered
Organization

Trustee

Organization
(Not Registered)

Trustee

Individual
Settlor

Organization
Settlor

Individual
Settlor

Organization
Settlor

Individual
Settlor

Organization
Settlor

Box 1a N/A B N/A B N/A B

Box 1b B N/A B N/A B N/A

Box 1c C C C C C C

Box 5 E E E E E E

Box 10 F F F F F F

Where to File G G H H I I
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Chart 10
The Debtor’s Name – Trust is the Debtor

UCC 1
Financing
Statement

Box

Trust with 
a Name

Trust without
a Name

Trust is a
Registered

Organization

Trust is Not
a Registered
Organization

Trust is Not
a Registered Organization

Individual
Settlor

Organization
Settlor

Box 1a A A N/A B

Box 1b N/A N/A B N/A

Box 1c D D D D

Box 5 N/A E E E

Box 10 N/A N/A F F

Where to File J K K K

KEY

A Name of trust G
Trustee’s location,
§ 9-307(b)(1) or (c)

B Name of settlor or testator H
Trustee’s location, § 9-307(e)
or (f)

C Mailing address of trustee I
Trustee’s location,
§ 9-307(b)(2), (b)(3), or (c)

D Mailing address of trust J Trust’s location, § 9-307(e)

E
Check first item (collateral is
held in trust )

K
Trust’s location, § 9-307(b)(2),
(b)(3), or (c)

F
 Information to distinguish debtor (whether trust or trustee) from
other trusts with same settlor or trustee, § 9-503(a)(3)(A)

Unfortunately, while only the debtor’s name, the secured party’s name, and a description of
the collateral are necessary for a filed financing statement to be effective, other additional
information is needed to prevent the filing office from rejecting a financing statement.  See
§ 9-516(b).  Such information includes the address of the debtor and the address of the secured party.
Moreover, while an error in such information does not undermine the efficacy of a filed financing
statement (i.e., the financing statement remains effective against a subsequent lien creditor, such as
the bankruptcy trustee), they can impair the filer’s priority over a subsequent secured party or other
purchaser.  See § 9-338.
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The filing office is not supposed to inspect submitted financing statements for errors, merely
for omissions.  If any of required information is missing, the filing office is supposed to reject the
financing statement.  However, to deal with the possibility of filing office error, Article 9 contains
rules on what happens if the filing office improperly accepts a financing statement it should have
rejected, see § 9-520(c), or improperly rejects a financing statement that it should have accepted, see
§ 9-516(d).  The following chart summarizes these rules.

Chart 11
Effect of Errors in a Filed Financing Statement

Error
Efficacy if Filing Office

Accepts the Financing Statement
Efficacy if Filing Office

Rejects the Financing Statement

Missing Name of
Debtor

Ineffective under § 9-502. Ineffective.  § 9-516(b)(3)(A).

Missing Name of
Secured Party

Ineffective under § 9-502. Ineffective.  § 9-516(b)(4).

Missing Collateral
Description

Ineffective under § 9-502.

Presumably ineffective.  Efficacy under
§ 9-516(d) should be limited to the extent
the filing would be effective under
§ 9-502 if accepted.

Missing Address
for Debtor

Effective under §§ 9-502, 9-516(a),
9-520(c).

Ineffective.  § 9-516(b)(5)(A).

Missing Address
for Secured Party

Effective under §§ 9-502, 9-516(a),
9-520(c).

Ineffective.  § 9-516(b)(4).

Incorrect Name of
Debtor

Under §§ 9-502, 9-506(c), effective if
disclosed in response to a proper search;
otherwise ineffective.

Under § 9-516(d), effective against lien
creditors but presumably only to the
extent it would be effective under § 9-506
if accepted; ineffective against purchasers
for value who relied on absence of record
from files.

Incorrect Name of
Secured Party

Should be accepted.  Under §§ 9-502,
9-506(a), effective unless seriously
misleading.
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Error
Efficacy if Filing Office

Accepts the Financing Statement
Efficacy if Filing Office

Rejects the Financing Statement

Incorrect Address
for Debtor

Should be accepted.  Generally effective,
§ 9-502, but under § 9-338 not against
purchasers for value who reasonably rely
on the incorrect information.

Under § 9-516(d), effective against lien
creditors; ineffective against purchasers
for value who reasonably relied on
absence of record from files.Incorrect Address

for Secured Party

Should be accepted.  Effective. § 9-502. 
§ 9-338 does not apply because this is
§ 9-516(b)(4) information, not (b)(5)
information.

PERFECTION BY CONTROL

Control is a method of perfection for investment property, deposit accounts, letter-of-credit
rights, electronic chattel paper, and electronic documents of title.  See §§ 9-310(b)(8), 9-314.  For
deposit accounts and letter-of-credit rights as original collateral (i.e., not as proceeds of other
collateral), control is the exclusive method of perfection.  See § 9-312(b).  “Control” is defined
differently for each of these types of collateral:

Perfection by Control

Deposit Account § 9-104

Electronic Chattel Paper § 9-105

Investment Property §§ 9-106 and 8-106

Letter-of-Credit Rights § 9-107

Control is a conceptual analog to possession for certain types of intangible collateral, property
for which physical possession is impossible.  Accordingly, many of the rules associated with it are
the same as those for possession.  Thus, just as possession can be through an agent, see § 9-313 cmt.
3, so too can control, see §§  9-104 cmt. 3.  Similarly, just as perfection by possession will be lost
when the secured party relinquishes possession, control is sufficient to perfect a security interest only
as long as the secured party retains control.  See § 9-314(b), (c).  More important, just as perfection
by possession can occasionally provide a better priority than perfection by filing, a secured party can
often obtain a better priority by perfecting through control than through some other permissible
method.  See §§ 9-327, 9-328, 9-329.  Finally, a secured party in control of the collateral has many
of the same rights and duties as a secured party in possession.  See §§ 9-207, 9-208.  One notable
difference from the possession-based rules, however, is that a secured party can still have control
over these types of assets even if the debtor has access to them.  See §§ 9-104(b), 8-106(f).
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With respect to deposit accounts, if the secured party is the depositary bank, it automatically
has control.  See § 9-104(a)(1).  For a secured party that is not the depositary bank, there are only two
methods for obtaining control:  (i) enter into a control agreement with the depositary bank and the
debtor; or (ii) become the depositary bank’s customer on the deposit account.  Nothing requires a
depositary bank to enter into a control agreement, see § 9-342, and obtaining the assent of most
banks has proven to be much more difficult than the drafters of revised Article 9 anticipated. 
Depositary banks want to ensure that their own rights are protected and that they will incur no
liability to the secured party for their own errors or delays in complying with the secured party’s
instructions.  Perhaps more important, they want to ensure that the control agreement does not
interfere with their normal processes for posting credits and debits to a deposit account.  To deal with
this problem, an ABA Task Force produced a model deposit account control agreement, and
commentary thereto, for use in commercial transactions involving a security interest in a deposit
account.28  This model is the product of much negotiation and is intended to be generally acceptable
to both the lending community (specifically, their legal counsel) and the operational departments of
depositary institutions.  Nevertheless, most large banks have their own form control agreement and
are reticent or unwilling to vary it or to use any other document.

For control of investment property, the method of control depends upon the type of investment
property and the identity of the secured party.

MAINTAINING PERFECTION

With a few exceptions, financing statements are effective only for five years.  See § 9-515(a).
To maintain the efficacy of a financing statement for a longer period, the secured party must file an
amendment constituting a continuation statement.  See § 9-513.  To be effective, a continuation
statement must be filed within the last six months of the five-year efficacy period of the initial
financing statement.  For example, if a financing statement were filed on September 14, 2012, an
effective continuation statement would need to be filed sometime between February 14, 2017 and
September 14, 2017:  the shaded area in the illustration below.

Financing
Statement Filed

Window
Opens

Original Filing Lapses
& Window Closes

9/14/12 2/14/17 9/14/17

A continuation statement filed either before that six-month window opens or after it closes is
ineffective.  If a continuation statement is timely filed, the financing statement’s effectiveness is
extended for another five-year period from the date that the financing statement would have
otherwise lapsed if not continued.  Continuing with the example above, the financing statement

   28 See Joint Task Force on Deposit Account Control Agreements, Initial Report of the Joint Task Force
on Deposit Account Control Agreements, 61 BUS. LAW. 745 (2006); Joint Task Force on Deposit Account
Control Agreements, Additional Report, 64 BUS. LAW. 801 (2009).
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would remain effective until September 14, 2022.  The secured party may extend the financing
statement’s effectiveness indefinitely by filing a new continuation statement every five years (in the
six-month window).

Other events occurring after a financing statement is filed to perfect a security interest can
impact the efficacy of the financing statement or otherwise make it desirable to update the public
record.  Article 9 therefore contemplates several different types of filings.  The following charts
describe those types of filings and indicate when a change to the public record is necessary to
maintain perfection.

Chart 12
Types of Filings

Type of Filing Code When Needed

Financing Statement § 9-502 At conception of deal

Amendment

Continuation
Statement

§ 9-515
To continue effectiveness of filing
beyond five years

Termination
Statement

§ 9-513
When secured obligation has been fully
satisfied; to remove cloud from title

Other § 9-512
To change a name or address; to add or
release collateral; to assign the filing
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Chart 13
Changes in Collateral Affecting the Validity of a Financing Statement

Change in How the
Collateral is Used

First Generation
Non-cash Proceeds

(i.e., a trade)

Proceeds Acquired
with Cash Proceeds

Change does not affect the
description of the collateral
or the perfection method

No new filing is
needed.

No new filing is
needed.

No new filing is
needed.

Change affects the
description of the collateral
(i.e., its classification)

No new filing is
needed, § 9-507(b).

No new filing is
needed, § 9-315(d).

New filing is needed
within 20 days,
§ 9-315(d).

Change affects the method of
perfection

New action is needed
immediately.  See
§ 9-311.

New filing is needed
within 20 days,
§ 9-315(d).

New filing is needed
within 20 days,
§ 9-315(d).

Chart 14
Changes in the Debtor Affecting the Validity of a Financing Statement

Debtor Name or Location
Change

Sale or Trade
(collateral with new owner)

Change does not render the filing
seriously misleading

No new filing is needed N/A

Change makes the filing seriously
misleading

Filing is needed to remain
perfected in collateral acquired
more than four months after
change, § 9-507(c).

No new filing is needed,
§ 9-507(a).

Change affects the governing law
(makes a new jurisdiction the
place to file against the collateral)

New filing is needed within four
months,  § 9-316(a)(2), (h).

New filing is needed within one
year,  § 9-316(a)(3).
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Chart 15
Perfection in Collateral Following a Reorganization of the Debtor

Transferred Assets
Assets Owned by

New Debtor Before
Reorganization

Assets Acquired by
New Debtor After

Reorganization

Attachment
Yes, generally. 
§ 9-315(a)(1).

Determined by non-Code law.
§ 9-203(d), (e).

Perfection

if new entity is located in
same jurisdiction as

original debtor

Yes.  § 9-507(a) Yes.  § 9-508

Yes, if filing is not
seriously misleading.  If

filing is seriously
misleading, effective only
as to collateral acquired
within four months after
reorganization.  § 9-508.

Perfection

if new entity is located in
different jurisdiction than

original debtor

Yes, for one year. 
§ 9-316(a)(3)

New filing is needed within four months. 
§ 9-316(i).

SEARCHING FOR EXISTING LIENS

Any search for perfected security interests must begin by ascertaining all the methods in which
a such a security interest could be perfected.  It must also take into account all the events that might
have occurred after such a security interest was perfected, and whether the security interest could
remain perfected despite those events.

In addition to searching for perfected security interests, prospective buyers and lenders also
need to search for other liens that might encumber the collateral.  For most types of property, the list
of possible liens is extensive.  The one that is probably of greatest concern is a federal tax lien, which
attaches upon“assessment” to all real and personal property of the taxpayer.

The federal tax lien is very powerful; it takes priority over many other encumbrances,
including security interests.  Pursuant to 26 U.S.C. § 6323(a), however, that priority does not kick
in unless and until the IRS files a notice of federal tax lien in accordance with 26 U.S.C. § 6323(f). 
This notice, which is analogous to a financing statement, “must identify the taxpayer.”  Treas. Reg.
§ 301.6323(f)-1(d)(2).
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Most courts construing this requirement have adopted a “constructive notice” approach as the
general rule.  Under this approach, a notice is effective if the name of the taxpayer on it is sufficient
for a third party searcher to find the notice and understand that it might relate to the taxpayer.29  This
approach is somewhat similar to Article 9’s “seriously misleading” standard.  See § 9-506(a). 
However, it lacks the clear rules in § 9-506(b)–(d) that require a filed financing statement to either
have the debtor’s correct name or be retrieved pursuant to a search under the correct name.

There are some significant implications that flow from this.  In most states, a notice of a
federal tax lien is to be filed in the same office as the UCC records and indexed with them. 
However, a searcher who, in reliance on revised § 9-506(b)–(d), searches only under the debtor’s
correct name might not discover a filed notice of tax lien that has a slight error in the
debtor/taxpayer’s name.  Nevertheless, such a notice might still be effective.  For example, the
United States Court of Appeals for the Sixth Circuit has ruled that a notice of tax lien that used
common abbreviations for parts of the taxpayer’s name was effective.30

Beyond this, searchers must be careful about where they search for notices of tax liens.  Tax
lien notices are to be filed in the state in which the taxpayer’s property is located.  Personal property
is then deemed located at the residence of the taxpayer.31  While the combination of these rules
makes the place to file and search for notices of tax liens appear similar to that for most Article 9
financing statements, in fact the office might be different for any or all of the following three
reasons:  (i) a taxpayer’s residence is not necessarily in the same jurisdiction as a debtor’s location
under § 9-307; (ii) the relevant office within the state of the taxpayer’s residence might be different
from the office in which UCC records are filed; and (iii) notices of tax liens might be kept in a
database or indexing system separate from UCC records even if filed within the same office.

For example, for purposes of filing a notice of tax lien, a corporate or partnership taxpayer is
deemed to reside where its principal executive office is located.32  This is not necessarily the state
where that entity is deemed located for Article 9 purposes.  Cf. § 9-307.  Within a particular state,
the state might have designated an office other than the secretary of state’s office to file notices of

   29 See In re Hudgins, 967 F.2d 973 (4th Cir. 1992).

   30 In re Spearing Tool and Mfg., Co., 412 F.3d 653, 656-57 (6th Cir. 2005), cert. denied, 549 U.S. 810
(2006).  The court did distinguish earlier decisions that involved searches using a paper index, on which
entries with misspellings could nevertheless readily be discovered.  The court seemed to recognize that such
decisions are inapposite to electronic searches of a computer database.  This suggests that while the Sixth
Circuit was willing to impose on creditors the burden of searching under the finite number of possible
abbreviations of the debtor’s name, it would not compel them to search against the infinite number of
possible misspellings.  Id. at 656.  Cf. In re Crystal Cascades Civil, LLC, 398 B.R. 23 (Bankr. D. Nev. 2008),
aff’d, 415 B.R. 403 (9th Cir. BAP 2009) (making similar observations and ruling that a notice of tax lien
against Crystal Cascades Civil, LLC that omitted the word “Civil” was ineffective).

   31 26 U.S.C. § 6323(f).

   32 See 26 U.S.C. § 6323(f)(2).
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tax liens or the state might have failed to designate the office, in which case the designated office
is the United States District Court clerk’s office for the judicial district where the property is
located.33  Even if the same office is designated by the state, such as the secretary of state’s office,
the secretary of state might maintain two different databases, with separate types of search logic, for
tax liens and financing statements.

It is also worth noting that the federal statutes that preempt the UCC filing system in favor of
a federal filing, such as those for copyrights and aircraft, do not apply to notices of tax liens.34  Thus,
a notice of federal tax lien filed in the appropriate state office will be effective as to the types of
property otherwise covered by a central, federal filing system for all types of assignments, including
security interests.  Moreover, 26 U.S.C. § 6323(f) does not require the IRS to take any action to file
a new notice if the debtor moves or changes its name and the cases are not consistent in deciding
whether the IRS has to do anything to maintain the effectiveness of its filing.  Accordingly, to be
safe, it is wise to assume the IRS has no such duty and that notice of tax lien will continue to be
effective once it is filed in the correct place.

   33 See 26 U.S.C. § 6323(f)(1)(B).  Massachusetts is apparently the only state that has not designated a
state office in which to file notices of federal tax liens.  Cf. Mass. Gen. Laws ch. 36, § 24 (apparently dealing
only with real property).  As a result, such notices are to be filed with the Clerk of U.S. District Court.  See
SSG, Inc. v. Omni Medical Health & Welfare Trust, 71 A.F.T.R.2d ¶ 93-2022, 93-1 U.S.T.C. ¶ 50,353 (D.
Mass. 1993); In re Tourville, 216 B.R. 457 (Bankr. D. Mass.1997); Rev. Rul. 85-89, 1985-2 I.R.B. 18, 1985-2
C.B. 326.

   34 See 26 U.S.C. § 6323(f)(5).
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PRIORITY

Article 9 has dozens of different priority rules, most of which are located in Subpart 3 of Part
3.  §§ 9-317–9-339.  See also §§ 9-110(4), 9-312(c)(2), 9-316(b), (e), 9-340, 9-515(c), 9-516(d). 
Most of these rules are easy to understand and apply.  The main “trick” to resolving a priority
conflict is to ascertain which rule or rules apply (yes, more than one rule can govern a single
dispute).  For the most part, this depends on six factors:

• Whether, when and how the secured party perfected.
• What type of entity the competing claimant is (see charts that follow).
• Whether one or both interests is a purchase-money security interest.
• Whether the secured obligation includes future advances.
• The type of property involved (e.g., goods, chattel paper, deposit accounts).
• Whether property has been commingled or become an accession or fixture.

The two most important factors are the type of property involved and the type of competing
claimant.  The competing claimant might be another entity with a lien – either a judicial lien,
consensual lien (i.e., a security interest), or statutory lien – or it could be someone either further up
or down the chain of title.  These variations are depicted in the diagrams below and on the next page. 
In these diagrams, a diagonal line represents a contingent claim to the collateral (i.e., a lien, for
which many of the rights are conditioned on default) and a vertical line represents a noncontingent
transfer of ownership rights (e.g., a sale, lease, or gift).

Debtor Debtor Debtor

Secured
Party

Lien
Creditor

Secured
Party

Secured
Party

Secured
Party

Statutory
Lienor

Governing Provisions Governing Provisions Governing Provisions
§§ 9-317(a), (e), 9-323(b) §§ 9-312(c)(2), 9-316(b), (e), (h),

(i), 9-322, 9-323(a), 9-324, 9-325,
9-326, 9-327, 9-328, 9-329,
9-330, 9-331, 9-332, 9-334,

9-335, 9-336, 9-337(2), 9-338(1),
9-339, 9-515(c), 9-516(d)

§ 9-333(b)
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Seller/Lessor

Debtor Debtor

Secured
Party

Secured
Party

Buyer/Lessee

Governing Provisions Governing Provisions
§§ 2A-305, 2A-307(1), 2-401,

2-403, 2-702, 9-110(4),
9-319(a)

§§ 2A-307(2), (3), 9-316(b), (e), (h),
(i), 9-317(b), (c), (e), 9-320, 9-321,

9-323(a), (c)–(g), 9-330, 9-331,
9-332, 9-337(1), 9-338(2), 9-515(c),

9-516(d)

Note, some of the rules are expressed in terms of the rights of a “purchaser.”  Be aware that a
purchaser can be a buyer, a donee, or a secured party.  See § 1-201(b)(29), (30).  Also be aware that
sometimes other law – such as federal law – applies and can affect or determine priority.

The most important rules with respect to disputes between secured parties – the default rules
when nothing more specific applies – are all contained in § 9-322(a).  That section has three priority
rules, which are best explored in reverse order of their presentation in the statute.  Subsection (3)
provides that if the conflicting security interests are unperfected, priority goes to the first to attach. 
This rule is simply a codification of the “first in time, first in right” principle.  The priority rule of
subsection (2) is a major deviation from that principle, but not one which should be surprising.  It
grants priority to a perfected security interest over an unperfected one.

The final and most important rule in § 9-322(a) is in subsection (1), which governs the priority
of two or more perfected security interests.  It provides that the security interest first perfected or as
to which a financing statement is first filed will have priority.  This is known as the “first-to-file-or-
perfect” rule.  The security interest that is first in priority under that rule will win the priority contest
as long as there is no time thereafter when there is neither a filing covering the collateral nor
perfection of the security interest.

The reason why subsection (1) does not simply give priority to the first to perfect lies in the
mechanics of the filing system.  If the rule were first to perfect, there would be no way for a secured
lender to be assured of its priority.  No matter how early on it filed, its priority would not be
established until it made the loan and its security interest attached.  Given that there will always be
some time lag between searching for prior liens and actually making the loan (and typically the
security interest will not attach and thus cannot be perfected until the loan is made), there would
always be the risk that another creditor could sneak in and perfect during that interval.  Under the
first-to-file-or-perfect rule, filing preserves a creditor’s place in line (sort of like having a friend save
you a seat at the movie theater or a place in the supermarket checkout line).  A lender may file when
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the debtor first inquires about a loan,35 leisurely conduct a search of the filing office to ensure its
filing is first in time, and then, whenever it later chooses, make the loan and acquire its security
interest.

Because the first-to-file-or-perfect rule sets the priority for security interests that attach after
the financing statement is filed, it implicitly also sets the priority for security interests in after-
acquired property.  Consider the following example.

In late May, Manufacturer approaches Bank for a loan to modernize its main
manufacturing facility.  On June 1, Bank files a sufficient financing statement against
Manufacturer in the correct location, listing equipment as the collateral, which
Manufacturer has authorized Bank to do in an authenticated record (perhaps in the loan
application).  On June 7, Bank conducts its search of the UCC records.  That search
reveals Bank’s own filing and no others against Manufacturer.  On June 9, Bank
approves the loan and so notifies Manufacturer.  On June 11, Manufacturer authenticates
a security agreement granting Bank a security interest in all of Manufacturer’s existing
and after-acquired equipment in return for a $1 million loan, which Bank advances that
day.  On August 1, Manufacturer acquires some new equipment.

Bank Files
Financing
Statement

Bank 
Searches

Bank Makes Loan
& Gets Security

Agreement

Manufacturer
Acquires New

Equipment

June 1 June 7 June 11 August 1

Bank’s priority in the equipment Manufacturer acquired before Bank made the loan and
Bank’s priority in the equipment Manufacturer acquired on August 1 is the same.  For
all of the equipment, Bank’s priority dates from when it first filed its sufficient financing
statement:  June 1.  This is so even though Bank’s security interest in the equipment
Manufacturer acquired on August 1 did not attach (and was not perfected) until August
1.

   35 See § 9-502(d) (permitting filing before attachment).
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ENFORCEMENT

DEFAULT

Article 9 conditions many of the secured party’s enforcement rights upon the existence of a
“default.”  However, Article 9 does not define “default.”  Compare §§ 9-601(a), 9-607(a), 9-609(a). 
Instead, what constitutes a default is governed by the parties’ security agreement or loan agreement. 
Accordingly, drafting a default clause is very important.  Part of the transactional attorney’s job in
defining default is to imagine all the things that could go wrong as the transaction continues into the
future.  Most obviously, the debtor could fail to make payments as required on the obligation.  Thus,
failure to pay in accord with the agreement is almost invariably included in the definition of default. 
But many other things could go wrong or circumstances could arise to increase the risk that the
secured party will not be repaid.  Perhaps the collateral value will depreciate or the debtor will
dispose of the collateral so that, if the debtor later fails to pay, the value of the collateral will not be
sufficient to satisfy the loan amount.  Perhaps the collateral will become encumbered with a lien that
has priority over secured party’s security interest.  If the debtor is operating a business, a change in
management or ownership might affect the debtor’s ability or willingness to pay.  Accordingly, most
security agreements, particularly those that secure commercial loans, have a very robust definition
of default.

Some enforcement rights are available not only upon default but also whenever the debtor and
the secured party so agree.  Chief among these is the right to collect on collateral.  See § 9-607(a). 
Thus, for example, a debtor who grants a security interest in accounts might authorize the secured
party to collect accounts even prior to default.  A secured party might want this authority for any of
the following reasons:

• It keeps the secured party informed about who the account debtors are, how to contact
them, and what they owe – information that would be essential but perhaps
difficult to acquire after default.

• It allows the secured party to monitor the collectability and genuineness of the
accounts – facts that might be particularly important if the secured party is relying 
on the new receivables when making additional advances.

• It helps protect against a loss of priority by protecting against dissolution of the
proceeds – if, for example, the debtor uses the proceeds of collection to pay
employee, taxes, or other creditors.

Moreover, if the secured transaction is a sale of receivables, default is not a particularly relevant
concept, and the secured party should be authorized to collect the receivables.
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METHODS OF ENFORCEMENT

Article 9 provides three different methods for a secured party to foreclose a security interest.36 
The principal method is through a disposition:  that is, a sale, lease, or license of the collateral.  See
§ 9-610.  A disposition may be by public sale – that is, an auction – or by private sale (anything other
than an auction.  The one critical requirement is that all aspects of the disposition must be
commercially reasonable.  See § 9-610(b).

A second method, used somewhat rarely, is “acceptance” of the collateral in full or partial
satisfaction of the secured obligation.  This method, colloquially referred to as “strict foreclosure,”
requires the debtor’s consent after default.  See §§ 9-620, 9-621.

The final method, which applies when the collateral consists of an obligation owed to the
debtor (e.g., accounts, chattel paper, instruments, or payment intangibles), is collection.  See § 9-607. 
In essence, the secured party simply instructs the account debtor or other person obligated on the
collateral to make payment directly to the secured party.

DEFENSES TO COLLECTION

Under general principles of contract law, the rights of a contract assignee are no better than
the rights of the assignor.  Thus, an assignee takes subject to all defenses that the counter-party
would have against the assignor.37  The rules in Article 9 are the same.  See § 9-404(a)(1).  Thus, the
account debtor may assert against the secured party any defense to payment the account debtor could
assert against the debtor.

In addition, the account debtor may also set off against its obligation to the secured party any
other claim it has against the debtor which arose prior to the account debtor’s receipt of notification
of the assignment.  § 9-404(a)(2).  For example, if the debtor sold a tractor on credit to the account
debtor, and the debtor’s secured party seeks to enforce that obligation, the account debtor could
assert any defense to payment arising from the tractor sale (such as if the tractor were defective,
giving rise to a right to reject or revoke acceptance of it), regardless of whether that arose before or
after the account debtor learned of the assignment.  The account debtor could also use as a defense
to payment any claim it has against the debtor arising out of a completely separate transaction that
arose before the account debtor learned of the secured party’s interest in its obligation.  Note, the
distinction between defenses to payment and claims arising out of separate transactions is much like
the difference between compulsory and permissive counterclaims.

   36 In addition, the secured party has the right to repossess or replevy tangible collateral.  See § 9-609. 
That right, while occasionally important, is usually merely a precursor to one of the other enforcement
methods.  Acquiring possession and control does not, by itself, enable the secured party to extract value from
the collateral.

   37 See Restatement (Second) of Contracts § 336.
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ANALYTICAL APPROACH TO ARTICLE 9 ISSUES

Because issues about priority almost always require first an analysis of perfection, and issues
of perfection require that attachment first be determined, most priority issues and many other issues
under Article 9 should follow the same systematic analysis, outlined below.

1
IDENTIFY THE COLLATERAL

All analysis is collateral-specific:  a secured interest might attach to some items of property but not to
others.  Similarly, a security interest might be perfected in some items but unperfected in others.  Isolate
each item of collateral in order to consider the issues for that type of collateral.

2
CLASSIFY THE COLLATERAL

See § 9-102

For each item of collateral identified in Step 1, determine why type of collateral it is by connecting it
to the applicable Article 9 definition.  With respect to goods, first determine how the debtor is using
them (or, if the debtor is about to purchase them, how the debtor plans to use them).  With respect to
rights to receive money, consider the definitions of accounts, instruments, chattel paper, and general
intangibles.  Remember also that what appears to be one obligation might in fact be several (e.g., the
purchase price, sales taxes, and freight charges). 

3
DETERMINE WHETHER ARTICLE 9 APPLIES TO THE COLLATERAL

See § 9-109

For each item of collateral, determine whether a security interest in that item is within the scope of
Article 9.  For example, most but not all security interests in accounts are subject to Article 9. Compare
§ 9-109(a) with (d)(4), (5), (6), (7). If Article 9 does not apply, the creditor might still be able to acquire
a consensual lien on the property, but Article 9 will not indicate how to get it, how to perfect it (if the
term perfection has any meaning outside of Article 9), or how to enforce it.  The creditor will have to
consult other statutes or the common law, which might provide little guidance.
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4
DETERMINE IF AND WHEN ATTACHMENT OCCURRED

See §§ 9-109(a), 9-203, 9-204, 1-204, 9-102(a)(74)

Attachment requires:  (i) that the debtor have rights or the power to convey rights in the property; (ii)
value (typically an extension of credit constituting the secured obligation); and (iii) a security
agreement.  The security agreement typically must be authenticated by the debtor but form does not
matter; conditional sales contracts as well as some leases and other transactions create security
interests.  Identify and resolve ambiguities in the security agreement’s description of the collateral. 
Remember, a security interest cannot attach to property before the debtor acquires rights in it.

5
DETERMINE WHICH STATE’S LAW GOVERNS

See §§ 9-301 through 9-307; § 9-316

Revised § 1-301 generally permits parties to select their own governing law, but not with respect to
perfection issues.  With regard to perfection by any method, the Article 9 rules control which state’s
law govern. If perfection is by filing, Article 9 controls which state’s law governs the filing, for both
filing and searching.

6
DETERMINE HOW TO PERFECT

See §§ 9-309 through 9-314

Depending on several factors, principally the type of collateral involved, perfection may be by:  filing,
see § 9-310; possession, see § 9-313; compliance with a certificate of title statute or national
registration system, see § 9-311; control, see § 9-314; or automatic, see §§ 9-309 & 9-312(e)-(h).  Note,
even if a creditor has alternative ways to perfect, one method might produce a better priority than the
other methods

7
IF PERFECTING BY FILING, DETERMINE WHERE TO FILE

See § 9-501

Go to § 9-501, as enacted in the state whose law governs perfection.  It will identify the office in which
to file.  For the most part, that will be the secretary of state’s office.  For fixtures, a central filing is
adequate but filing a fixture filing in the office in which local real estate records are filed is necessary
for a high priority as against someone who has an interest in fixtures that is governed by real estate law. 
See § 9-334.
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8
EVALUATE CONTENTS OF ANY FILING

See §§ 9-502 through 9-510, & 9-516

A filing must contain the names of the debtor and the secured party as well as a description of the
collateral.  § 9-502(a).  Other information, if missing, will prompt the filing office to reject the filing. 
§ 9-516(b).  The debtor’s name is the most important, see § 9-503, but minor errors that are not
seriously misleading will not invalidate a filing, see § 9-506.  

9
EVALUATE THE CONTINUITY OF PERFECTION

See §§ 9-315, 9-316, 9-507 & 9-515

If perfection is by filing a financing statement, most filings are effective for only five years.  A
continuation statement must be filed in the six months prior to expiration of the five-year period to
maintain continuous perfection for another five-year period.  See § 9-515.  Other post-filing events
might render a security interest unperfected.  See, e.g., § 9-507.  The most important events are when
the collateral is transferred to a new owner, causing the governing law to change, see § 9-316(a), and
when the security interest attaches to proceeds.  When proceeds are involved, revisit the first five steps
of this chart (in other words, because new property is involved, start the analysis over).  Then, with
respect to the efficacy of any existing filing, apply the rules in § 9-315(c), (d). If perfection is by a non-
filing method, subsequent events may also cause the loss of perfection. See §§ 9-313, 9-314.

10
CLASSIFY THE COMPETING CLAIMANT AND

IDENTIFY THE MAIN PRIORITY RULES FOR THAT CLAIMANT

See §§ 1-201(b)(9), (29), (30), 9-102(a)(52)

The competing claimant might be a lien creditor, a buyer, a purchaser, a holder in due course, or a
secured party.  A buyer might or might not qualify as a buyer in ordinary course of business.  Both
buyers and secured parties also qualify as purchasers.  The classification of the competing claimant is
the most important factor in isolating the correct priority rule.  The rights of a lien creditor are governed
mostly by § 9-317.  The rights of a holder in due course are protected by § 9-330.  The rights of buyers
are governed mostly by §§ 9-317, 9-320 & 9-331.  The rights of a secured party are governed by
§ 9-322(a) subject to numerous exceptions, as set forth in Steps 11 through 13.
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11
DETERMINE THE EXTENT TO WHICH ANY INTEREST IS A PMSI

See §§ 9-103, 9-317(3) & 9-324

For each secured party, determine the extent, if any, that its interest qualifies as a PMSI.  In this respect,
note that it might be that only some – but not all – of the collateral constitutes purchase-money
collateral.  Similarly, it might be that only some – but not all – of the secured obligation qualifies as
a purchase-money obligation. 

12
DETERMINE THE EXTENT TO WHICH THE SECURED OBLIGATION INCLUDES

FUTURE ADVANCES

When dealing with two (or more) secured parties, it rarely matters the extent to which either secured
obligation includes future advances.  See § 9-323 cmt. 3.  When dealing with a buyer or lien creditor,
however, it is very common for the secured party to have priority with respect to some portion of the
secured obligation but to lose that priority with respect to some or all advances made after the
competing claimant acquired its interest.  See § 9-323(b), (d).

13
CHECK FOR “SPECIAL” PRIORITY RULES

See §§ 9-325 through 9-339

Some types of collateral are subject to special priority rules.  These include:  deposit accounts, see
§ 9-327; investment property, see § 9-328; instruments and chattel paper, see §§ 9-330 & 9-331; certain
proceeds, see § 9-322(c)-(e); fixtures and crops, see § 9-334; accessions; see § 9-335; and commingled
goods, see § 9-336.  Other important special rules cover claimants whose interests were created at
different levels in the chain of title, see § 9-325, and the rights to money coming out of a collateralized
deposit account, see § 9-332.
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