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Preface

This report is the result of cooperative research between the University
of North Dakota School of Law and the North Dakota State University Department
of Agricultural Economics. The authors wish to express appreciation to the
Center for Rural Revitalization of North Dakota State University Extension
Service for its partial financial support of the study and to Ronald Anderson
and John Burbank for their support and encouragement. The authors also wish
to thank Jeff Rotering (a former colleague) for his contributions during the
initial stages of this project.

Thanks is also extended to our colleagues in the Department of
A¢ricultural Economics, North Dakota State University, and the University of
North Dakota School of Law for their helpful reviews and suggestions. A
special thanks is extended to Carol Jensen for her skills as a word processor
in preparing the final draft of this report,

The Agricultural Law Research Program is a joint research venture
between the University of North Dakota School of Law and the North Dakota
State University Department of Agricultural Economics. The program provides
information on topics of importance to agriculture in North Dakota. This
joint effort is part of Agricultural Experiment Station Project ND 1384.

This report is the fourth in a series dealing with legal issues that
arise when farm operators experience financial stress. The preceding reports
are

"Tax Implications of Liquidating a Farm Operation After the Tax Reform
Act of 1986," Ag Econ Misc. Report No. 111, October 1987;

"Legal Rights of Debtors and Creditors--Enforcing Real Estate
Mortgages," Ag Econ Misc. Report No. 118, September 1988; and

"Legal Rights of Debtors and Creditors--Impact of Debtor/Creditor
Relationship on Personal Property," Ag Econ Misc. Report No. 160,
November 1991.

Single copies of these reports can be obtained at no cost by contacting the
Department of Agricultural Economiecs, North Dakota State University, Fardo
58105-5636.

This report provides general legal information and is not intended to
substitute for competent professional assistance. Individuals with legal
questions should seek advice from qualified counsel as to how these and other
laws relate to their situation,
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Highlights

Bankruptcy is a federal court procedure intended to benefit both debtors
and creditors if a debtor is unable to pay all obligations. Filing bankruptcy
stops, or stays, all creditor’s debt-collection procedures. The stay is to
prevent some creditors from receiving more than their fair share from a
financially distressed debtor. A bankruptcy trustee is usually appointed to
assist in the fair distribution of the debtor’s property. Equitable
distribution of the debtor’s property also is furthered by the trustee’s
avoidance powers, the debtor's exempt property, and the court’'s discharging
the debtor from unpaid obligations.

There are two basic types of bankruptcy proceedings--1liquidation and
reorganization. Chapter 7 liquidation provides for the sale of the debtor's
primary assets, distribution of proceeds to creditors, and discharge of
remaining unpaid debts. Then, except for property specified as exempt by
North Dakota law, the assets of the debtor are sold and the proceeds
distributed among the creditors. Subsequently, the debtor is discharged from
most remaining debts and given the opportunity to financially "start fresh."

Chapters 11, 12, and 13 of the Bankruptcy Code permit reorganization of
the debtor’s financial affairs and payment to creditors from the debtor’s
property and future income. A debtor is granted time to devise a plan of
reorganization that may include rescheduling payments, selling some assets to
reduce debt, forgiving debt, and implementing changes to increase the
business’ efficiency and profitability. Chapter 12 bankruptcy is intended to
meet the unique problems encountered in reorganizing a farm business.



Legal Rights of Debtors and Creditors--
Bankruptcy for Financially Distressed Farmers

David M. Saxowsky and Gary J. Petersen’

The experience of some sectors of the agricultural industry during the
1980s can be described as a time when a substantial number of farmers with
excess debt encountered financial distress. Although the greatest economic
pressures may have been upon highly leveraged operators, all producers felt
the impact of the world’'s expanding capacity to produce food and diminishing
markets. Many farmers took steps to reduce costs and improve efficiency in
production and marketing. Despite these efforts, numerous farmers in the
Great Plains still face unpaid obligations or are on the verge of defaulting
because of droughts and the changing world economy.

To resolve these situations, farmers and their creditors are and will
likely continue to negotiate settlements that reduce obligations and
restructure the borrower’'s farm business. Settlement terms often include
reamortized payments, partial or total liquidation, a deed in lieuv of
foreclosure, reduced interest rates, and written-off principal. Such
settlements between the borrower and lender alter their business relationship
and serve as a relatively inexpensive and expeditious alternative to
litigation and foreclosure.

For debtors and creditors who cannot reach a settlement, bankruptcy is
considered the most extreme and expensive form of litigation and is commonly
described as the "debtor's last alternative"” for reconciling with creditors.
These operators and their creditors must have an understanding of the basic
principles of bankruptcy law. However, it is just as important for farm
operators who avoid bankruptcy by settling with their creditors to be familiar
with these principles because bankruptcy, as the last alternative for
resolving debtor/creditor issues, establishes the boundaries for negotiating
an agreement. That is, debtors and creditors will likely negotiate a
settlement that is similar to the probable result of bankruptcy.

Society recognizes that in some situations it is better off to relieve a
heavily indebted person of some financial obligations, at a cost to unpaid
creditors and others, than to continue the burden of excessive liabilities
upon a debtor. One purpose of bankruptcy is to allow our society, through its
judicial system, to discharge debt, that is, to reduce or eliminate the amount
one person owes another. Consequently, bankruptcy can be thought of as
"taking a creditor’'s property--that is, the creditor’s right to be paid--and

*Associate professor of agricultural economics, North Dakota State
University, Fargo; and agricultural research assistant, School of Law,
University of North Dakota, Grand Forks, respectively.

1



giving it to another privatet entity, the debtor, without compensation to the
creditor.” Bankruptcy also could be described as an exception to the
constitutional mandate that private property cannot be taken without
compensation. To assure that this unique authority is uniformly applied
throughout the nation, the privilege of establishing a bfnkruptcy law was
delegated in the United States Constitution to Congress.

Although bankruptcy is federal law, most of the disputed debt
obligations and property claims that will be dealt with arise from state law.
The relationship between federal bankruptcy law and state credit laws will be
addressed again in subsequent sections.

Bankruptcy statutes are organized into eight chapters, each dealing with
a particular aspect of bankruptcy law. Chapters 1, 3, and 5 address general
administration of a bankruptcy proceeding. Chapters 7, 11, 12, and 13 each
prescribes one of the four bankruptcy proceedings available for farmers.
Chapter 9 treats bankrupt municipalities and is beyond the scope of this
report.

There are two basic types of bankruptcy proceedings: ligquidation and
reorganization. Termination and liquidation of the farm business is the
result of a Chapter 7 bankruptcy in which the debtor transfers all property to
a trustee. The trustee sells the property, except for exempt property which
the debtor retains. Cash proceeds from the sale are distributed among
creditors. The debtor is then discharged from remaining unpaid obligations
and is able to financially restart.

Financial reorganization of a borrower is the goal of Chapter 11,
Chapter 12, and Chapter 13 bankruptcies. 1In some situations, the debtor and
creditors are better off if the debtor continues to operate rather than
liquidate all assets. A reorganization bankruptcy should be considered if
extending the time for repayment allows the debtor to pay a greater portion of
the debt principal.

Example. A farmer’s debt, on a per acre basis, is $400 and requires an

annual debt service payment of approximately $60 (8% annual interest for

10 years). Operating the land annually earns the farmer $45 per acre

after paying all costs except interest; this amount is not enough to

service the debt. The land's market price at this time is $240 per acre
which means the creditor would receive about 60% of the principal

($240/8400) if the land was sold now and the proceeds used to pay the

debt. But by accepting the $45 per year for 10 years, the creditor

would receive $19 per year interest (that is, the $240 at 8%) plus $260
principal ($26 per year ($45 - $19) for 10 years). The farmer would
repay 65% of the amount owed (rather than 60%) if the business is
financially reorganized.

H . . e [ . .

Generally, when private property is "taken,” it is considered taken for
the benefit of the public rather than of a private individual. This
distinction reinforces the unique character of bankruptcy law.
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In each of the reorganization bankruptcies, the debtor prepares a
written plan, detailing payment of debts from earnings and the sale of
property over a period of time. Reorganization bankruptcies grant the debtor
time to financially restructure.

The chapter under which a farmer files for bankruptcy depends on what
the farmer intends to accomplish and whether the farmer meets the requirements
of the chapter. A farmer intending to discontinue farming will file a Chapter
7 bankruptcy to liquidate the business. However, if the farmer wants to
continue to operate the business, bankruptcy will be filed under one of the
reorganization Chapters, either 11, 12, or 13.

Each bankruptcy chapter imposes several unique requirements or
limitations that the debtor must meet to file under that specific chapter.
Other than these limitations, which are explained in subsequent portions of
this report, the chapter under which debtors commence bankruptcy is the
debtor's choice.

This report presents an overview of bankruptcy law. Chapter 7
liquidation is discussed first, followed by explanations of Chapter 11
business reorganization, Chapter 13 debt adjustment, and Chapter 12 family
farm debt adjustment. There are numerous similarities among the bankruptcy
chapters. These basic features are explained in the context of a Chapter 7
proceeding but are referred to in subsequent sections. In addition, a
glossary has been included in the appendix to help readers with terminology
that applies to this area of law. Numerous issues and complexities of
bankruptcy are not discussed in this report. Persons needing more information
about bankruptcy should consult an attorney.

Chapter 7 Liquidation

Chapter 7 bankruptcy, sometimes referred to as straight bankruptcy or a
liquidation, is a legal proceeding in which the debtor’'s property is sold and
the proceeds used to satisfy the debtor’s unpaid obligations. Debts remaining
unpaid at the conclusion of the proceeding are usually discharged. This
section is organized in the sequence of events that may occur in a bankruptcy,
beginning with the commencement of a bankruptcy proceeding. Other major steps
in a Chapter 7 bankruptcy include assembling the debtor’'s property,
identifying creditors and their legal rights, distributing the property, and
discharging the debtor from remaining obligations.

Commencing a Bankruptcy Proceeding

A bankruptcy case is initiated by filing a bankruptcy petition with the
clerk of the Pnited States Bankruptcy Court for the district in which the
debtor lives.® The petition may be filed by the debtor, a voluntary
bankruptcy,,or in some situations, by one or more creditors, an involuntary
bankruptcy.”



Federal law, however, protects farmers from involuntary bankruptcy, that
is, cre?itors cannot commence a bankruptcy proceeding against an indebted
farmer.’ Congress justified this extra protection for farmers on the basis
of the industry’s price and yield uncertainty. "One drought vear or one year
of low prices, as a result of which a farmer is temporarily u?able to pay his
creditors, should not subject him to involuntary bankruptcy.”™ Therefore,
farmers enter a bankruptcy proceeding only upon their own decision.

Bankruptcy law defines farmers as persons who, during the year
immediately preceding the tax year in which bankruptcy iE filed, received more
than 80% of their gross income from a farming operation. Congress has
defined farming operation as the production or raising of crops, poultry, or
livestock, dairy farming, and the prpduction of poultry or livestock or
products in an unmanufactured state,

Courts have interpreted these definitions as requiring the debtor to be
“at risk" in a farm operation to consider the income as received from farming.
Therefore, revenue from the cash rent of land or the sale of equipment in a
liquidation may not be considered farm income. Farmers who discontinue
operating due to financial stress and cash rent their land to another operator
for several years will lose their legal status as a farmfr. Thereafter, such
former farmers may be subject to involuntary bankruptcy. Requiring the
debtor to be "at risk” in the farm business also is critical for persons
wanting to file a Chapter 12 family farm bankruptcy. The "at risk"”
requirement will be examined more closely in the section about Chapter 12
bankruptcy.

Individuals are not the only farm entities shielded from involuntary
bankruptcy. Corporations and partnerships that operate farm businesses are
also granted this protection.g This report addresses only the rules for
voluntary bankruptcy because operating farm businesses are protected from
involuntary proceedings.

The bankruptcy petition that a debtor files must include the debtor's
name and address, a statement that the debtor resides within the district of
the bankruptcy &ourt, and a statement that the debtor is gualified to petition
for bankruptcy. A debtor must also file a list of creditors, and unless
the court orders otherwise, a statemth of the debtor’s financial affairs and
a schedule of assets and liﬁbilities. A debtor has the right to supplement
and amend this information.'

Often in the context of a family farm, the husband and wife are both
liable for their debts and co-own most of their property. Consequently, one
Jointly administered bankruptcy proceeding would simplify the procedure and
reduce the cost for debtors and creditors. Bankruptﬁy law permits married
couples to initiate a joint case, if they, so desire,” as long as creditors
are protected from conflict of interests. However, a person cannot take
their spouse into bankruptcy without the spouse’s knowledge or consent.*



Automatic Stay

Bankruptcy has several purposes. Already mentioned is the discharge of
obligations that the debtor cannot pay. Other purposes include assuring an
equitable distribution of the debtor's property among creditors and providing
debtors an opportunity to regain control of and reorganize their financial
affairs. Therefore, the first and immediate consequence of filing bankruptcy
is to stop all creditor collection actions. Preventing creditors from
attempting to force payment provides debtors time to assess their financial
situations and determine which creditors are entitled to be paid. Such an
order for relief is automatic upon a farmer filing a voluntary bankruptcy.ﬁ
This feature of bankruptcy law is referred to as the automatic stay.

The automatic stay forbids creditors from taking any action that could
interfere with the debtor or the debtor's property, such as:
. initiating or continuing a lawsuit to collect an obligation from the
debtor;
. enforcing a judgment against the debtor;
. attempting to possess the debtor’s property;
. creating, perfecting, or enforcing liens against the debtor’'s property;
. collecting claims that arose before bankruptcy; ,and
. setting off debts the creditor owes the debtor.17
Accordingly, bankruptcy prevents creditors from proceeding under state law to
collect payment of debts. Instead, the parties must comply with the
procedure established in federal bankruptcy law to resolve conflicting claims
even though state law most likely defines the claims.

The automatic stay is one reason that some persons file bankruptcy
immediately before a scheduled foreclosure sale. [t prevents the collection
action--the auction sale in this example--from being continued. However, if
the creditor has completed a foreclosure proceeding against a debtor before
the bankruptcy petition is filed, the redemption period is generally not
stayed. North Dakota is in the 8th Federal Circuit which follows the rule
that redemption is stayed only if the creditor is legally required to take

*The automatic stay does not stop certain legal actions:

. criminal cases against the debtor;

. collection of alimony, maintenance, or spousal support from property
that is not part of the bankrupt debtor’s estate;

. perfection of a security interest if, under state law, the
perfection will relate back to a date before the bankruptcy was
filed;

. litigation by a government unit to enforce regulatory powers;

. set off of debts and claims arising from transactions in commodity
futures, commodity options, securities, or other leverage

transactions; .
. federal, state, or local government issuing a notice of unpaid
taxes;

. foreclosure actions by Secretary of Housing and Urban Development.
11 U.S.C. §362(b).



additional affirmative action to regain the property.:s Since North Dakota
does not required the creditor to take such action, filing bankruptcy after a
foreclosure sale may not prevent the foreclosed property from transferring to
the buyer. In North Dakota, the property will transfer at the end of the
redempt.ion period on 60 days after the filing of the bankruptcy petition,
whichever is later.-:

Relief from Automatic Stay

The automatic stay substantially impacts creditors by stopping all their
collection actions. To prevent abuse of this automatic protection, the stay
can be discontinued or modified in some situations to allow the creditor to
collect the debt according to state law. For example, the automatic stay
terminates when a, bankruptcy case is closed or dismissed, or when a debtor is
denied discharge.J At that point, the bankruptcy proceeding is complete and
there is no reason to block creditors from attempting to collect unpaid debts.
The court also may terminate the automatic stay if 1)} the debtor has no equity
in property used as collateral and the property is not necessary for an
effective financial reorganization of the businegs or 2) there is a lack of
adequate protection for the creditors’ interest.” Relief from the automatic
stay is addressed again in the section explaining Chapter 11 because of its
ramifications for financial reorganizations.

Assembling the Debtor’s Property

When bankruptcy is filed, an estate is created consistipg of the
debtor’s property interests at the time bankruptcy was filed.”™ This is
called the bankruptcy estate. These property interests include land,
buildings, equipment, livestock, cash, ang less obvious property interests,
such as an obligation owed to the debtor.” Similarly, a bank must stop
paying checks drawn on a customer’s account as soon as the bank learns that
the customer has filed bankruptcy because the balance in that account belongs
to the estate and can he used only in accordance with bankruptcy law. The
estate also includes property the debtor acquires during the first 180 days
after bankruptcy is filed by inheritance, divorﬁe decree, property settlement,
life insurance policy, or a death benefit plan.®

The estate is entitled to regeive all income from its assets, such as
rent, interest, and sale proceeds.” The estate, however, does not include
wages the debtor earns during a Chapter 7 or Chapter 11 bankruptcy case. For
example, wages the debtor earns from an off-farm job after filing Chapter 7 or
Chapter 11 bankruptcy may not be used to pay debts that are part of the
bankruptcy. However, a debtor's wages are availab&e for the estate to pay
obligations in case of a Chapter 12 or Chapter 13. The debtor must
consider this difference in the treatment of off-farm income during a
bankruptcy when deciding which bankruptcy chapter should be used.

Trustee

An essential element for a successful liquidation is that someone be
responsible for protecting and supervising disbursement of the debtor’s



property. To meet this need, the law requires that a trustee be selected
after bankruptcy is commenced. Chapter 7 bankruptcy provides that the U.S.
Trustee appoint an interim Erustee who may become permanent unless the
creditors select their own.2 Under Chapters 12 and 13, the U.S. trustee
appoints a trustee.“” Chapter 11 differs slightly because no trustee is
appointed unless there is a showin% of fraud, dishonesty, incompetence, or
gross mismanagement by the debtor.” This section generally explains the
trustee’'s obligations and authority for administering the bankrupt estate and
the statutory powers the trustee can exercise in supervising disbursement of
the debtor’s property.

A bankruptcy trustee, like any other trustee, has a fiduciary
responsibility to act in the best interest of some person or group of persons,
known as beneficiaries, in this case, the creditors and the debtor. The
trustee repﬁesents the bankruptcy estate and can sue or be sued on behalf of
the estate. The trustee also is charged with assembling the estate
property and, if necessary, liquidating it. In summary, the trustee must
manage and, use the property to maximize the payment of debt owed to
creditors.31 The trustee receiveg no direct benefit from the property
itself, except a management fee.’> The bankruptcy court specifies the
trustee’s management fee except that in case of Chapter 12, Congress has
specified a maximum management fee.

Debtor Examination

Initial organization of estate property is accomplished at the first
creditor’s meeting. The debtor must respond, under oath, to questions from
creditors and the trustee,about operation of the bankrupt business and
location of its property.” The bankruptcy judge is not present at the
meeting., The questions may address the debtor's acts or conduct, the debtor’s
property, liabilities and financial condition of the debtor, the debtor’s
right to discharge, and any matter that affects administration of the
bankruptcy estate.

Identifying Creditors and Their Relative Legal Rights

The policy of fair treatment for creditors of a bankrupt estate guides
the procedure for paying creditors' claims. The first step is to identify all
creditors either in documents the debtor filed or in the proof of claim the
creditor files with the bankruptcy court.” A second step is to determine
whether the claim is secured or unsecured. A creditor’s claim is secured if a
valid lien is held on the property included in the debtor’s bankruptcy estate.
Secured claims include security interests, mortgages, statutory liens, and
judicial liens.

Categorizing claims is important in bankruptcy because secured claims
are satisfied before unsecured claims. Only after secured claims have been
paid will the remaining property of the bankruptcy estate be sold and the
proceeds used to pay unsecured claims. If the estate does not have enough
property to pay all debts, unsecured creditors will not be paid in full.
Similarly, unsecured claims are categorized and prioritized. Then, unsecured



claims with higher priority are paid in full before unsecured claims with
lower priority. Usually, few, if any, unsecured creditors are paid the total
amount of their claim.

A claim is secured only to the extent of the value of the encumbered
property. Any claim for more than the value of the property is considered an
unsecured claim. The bankruptcy court ¢ecides property values to determine
secured status on a case-by-case basis.’

Example. A bank holds a valid security interest in a tractor the debtor

owns. The amount of the debt is $75,000, but the tractor is valued at

only $50,000. Thus, the bank has a secured claim of $50,000 and an
unsecured claim of $25,000.

A claim must be allowed for the creditor to receive payment. A properly
filed claim is considered gllowed unless the debtor, trustee, or other
interested person objects.” If objected to, the bankruptcy court determines
the validity of the claim.

Creditors will want to establish that their claim is secured. Unsecured
creditors will argue that the claims of other creditors are unsecured. Even
though trustees will seek to assure that all claims are properly classified,
the fiduciary responsibility to unsecured creditors requires that the trustee
argue a claim is unsecured if there is any question about its classification.

Congress has granted the trustee powers to assure that creditors
claiming secured status do not frustrate the bankruptcy goal of fair treatment
for all creditors. This power is in the form of allowing the trustee to avoid
certain transactions, thereby transforming some apparent secured claims into
unsecured claims. Restated, when a bankruptcy trustee avoids a secured claim,
as explained in the next section, the claim is not eliminated, it is merely
rendered unsecured.

Trustee’s Avoidance Powers

Bankruptcy does not nullify other laws that establish or define the
relationship between a debtor and an unpaid creditor. Instead, bankruptcy is
a procedure to assure that the debtor’s property is used to pay obligations
according to the parties' rights as set forth by these other laws--primarily
state laws. The trustee is granted powers to assure that this bankruptcy
objective is met. Among the most critical is the trustee's avoidance power;
that is, the power,to invalidate certain transfers of and encumbrances on the
debtor's property.” When a transaction is avoided or invalidated, the
property belongs to the estate.

This section introduces some of the property transactions that a trustee
may avoid. It is almost always to the disadvantage of a secured or recently
paid creditor to have an interest avoided. In comparison, avoidance rarely is
detrimental to the debtor. Unsecured creditors most likely will benefit from
the trustee's avoidance power.



Example. A bankruptcy debtor with $18,000 in assets subject to the
bankruptcy estate has three creditors: creditor A who is owed $10,000
and claims a security interest in some of the debtor's property;
creditor B who is owed $5,000 on an unsecured claim; and creditor C who
is owed $15,000 on an unsecured claim. If A’'s security interest is
valid, A will be paid in full while B and C will receive 40% of the
amounts they are owed ($8,000/$20,000).

Value of Value of

Amount Encumbered Unencumbered Amount of Percent

of debt Assets Assets Repayment Repaid
creditor A $10,000 $10,000 $10,000 100
creditor B 5,000 2,000 40
creditor C 15,000 6,000 40
Estate’s assets available

for unsecured creditors $8,000

Example (cont’d). If A’s security interest is avoided, the three
creditors will receive the same percentage of their claims
($18,000/$30,000 or 60%). The amount B and C are repaid will increase
by the amount that A's repayment decreases.

Value of Value of
Amount Encumbered Unencumbered Amount of Percent
of debt Assets Assets Repayment Repaid
creditor A $10,000 $6,000 60
creditor B 5,000 3,000 60
creditor C 15,000 9,000 60
Estate’s assets available
for unsecured creditors $18,000

Preferences

Congress is skeptical of transfers of property or payments the debtor
makes to a creditor shortly before bankruptcy is filed. The suspicion is that
the debtor wants to treat one creditor more favorably than others; and to
accomplish this, the debtor makes the transaction shortly before filing
bankruptcy. Consequently, the remaining creditors would not receive the same
share of the bankruptcy estate.

To eliminate the potential for such inequitable treatment among
unsecured creditors, Congress empowers the trustee to avoid "eve of
bankruptcy" transactions. As a result, transactions that improve the position
of one creditor at the expense or harm to other creditors are invalidated.
Under the bankruptcy code, such transfers are called preferences which the
bankruptcy trustee can avoid. The trustee may avoid preference transactions
the debtor makes within 90 days before filing bankruptcy if the transaction 1)
is to or for the benefit of a creditor, 2) is for or on account of an
antecedent debt,” 3) is made while the debtor was insolvent, and 4) enables



the creditor to receive“pore than would have been received in a Chapter 7
liquidation proceeding.’

Preferential transfers include cash payments, transfers of ownership or
possession of property, and granting a security interest. Thus, the avoidance
powers allow the trustee to set aside a security interest that an otherwise
unsecured creditor obtained shortly bhefore bankruptcy. The 90-day period may
be extended to one vear for transfers made to a creditor if the creditop was
an insider and the creditor should have known the debtor was insolvent.™
Insiders include relatives of the debtor, partnerships where the debtor is a
general partner, partners of the debtor, and Eorporations of which the debtor
is a director, officer, or person in control.” Trustees avoid a
transaction by requesting that the court order the creditor to return the
property or money to the trustee.

Example. Farmer Smith is indebted to a supply firm for fertilizer that

was delivered and applied last year. Smith realizes that filing

bankruptcy may be necessary, but he does not want the unsecured supplier
to suffer a loss. Smith and the supplier must recognize that if Smith

files bankruptcy within 90 days of paying the debt or granting a

security interest, his action likely would be avoided, thereby returning

the supplier to the status of an unsecured creditor.

Not all transfers the debtor makes within 90 days of filing are
avoidable. Transfers made for new value (paying for a non-credit purchase of
goods or services), payments for debts incurred in the ordinary course of
business (fuel and electric bills), and the perfection of a purchase money
security interest within the time period Fhe Uniform Commercial Code requires
do not constitute preferential transfers.”

Avoiding Fraudulent Transfers

The bankruptcy trhstee also may avoid fraudulent transfers made within
one year bhefore filing. A transfer is fraudulent if it is made with intent
to hinder, delay, or defraud a creditor. A transfer is also considered
fraudulent if the debtor received less than a reasonably equivalent value in
exchange for the transfer and the debtor was insolvent or was made insolvent
by the transaction. The trustee may avoid as fraudulent transfers gifts,
assignments, or other transfers made to relatives to shelter certain assets
from the claims of creditors in bankruptcy. A mortgage holder’s foreclosure
of a real estate mortgage, in some instances, may be considered a fraudulent
transfer.” The treatment of fraudulent conveyances under state law may
differ and the trustee may apply the laﬂ that gives the trustee the greatest
powers to avoid fraudulent conveyances.

Avoiding Statutory Liens

The trustee may avoid liens that arise automatically by statute.u
Statutory liens subject to avoidance include 1) liens triggered by the
debtor's deteriorating financial condition, 2) liens for rent, and 3) liens
that could not be enforced against a bona fide purchaser. This last category
affects agribusinesses that sell production inputs, such as seed, fuel,
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fertilizer, and chemicals to farmers on credit. If the agribusiness relies on
a state statute to secure payment, but the lien is not enforceable against a
buyer of the commodity that was produced from the supplies, the lien can be
avoided under bankruptcy law and the supplier is unsecured.
Example. Farmer Smith purchases fuel from Supply Company and uses it to
produce a crop. Smith does not pay for the fuel, so Supply Company,
pursuant to state law, files a lien against the crop without Smith's
consent. Although this lien should protect Supply Company against other
unpaid creditors that subsequently try to seize the crop from Smith, the
lien will not protect the supplier if Smith sells the grain to an
elevator but keeps the proceeds. Since Supply Company’s lien is
ineffective against the purchasing elevator under state law, the
bankruptcy trustee also can avoid the lien.

Trustee Presumed Lien Creditor

Bankruptcy law allows a trustee to take priority over unsecured
creditors by granting the trustee the status that a perfected lien holder or
purchaser would havewif the lien was imposed or the sale occurred at the time
bankruptcy is filed. The purpose of this provision is to prevent a
subsequent creditor, an unperfected creditor, or an inconspicuous purchaser
from removing property from the bankruptcy estate. Instead, once bankruptcy
is filed, the trustee must concur before property can be sold or encumbered.
As a result, the estate’s property is preserved for the benefit of all
unsecured creditors.

Example. At the time Smith filed bankruptcy, no liens encumbered his

livestock. Without this provision, Smith could sell the livestock and

spend the proceeds as he desired, even though unsecured creditors remain

unpaid. This provision, which presumes that the bankruptcy trustee is a

lien creditor, prevents Smith (after filing bankruptcy) from spending

the proceeds without first paying as much of the unsecured debt as
possible.

This provision also protects the property from any undocumented claims
that may have arisen before bankruptcy.

Example. A debtor and creditor orally agree that the debtor will grant

the creditor a security interest in the debtor’s property. However, the

debtor files bankruptcy before the necessary documents are prepared.

Any interest the creditor may claim in the debtor's property, based on

such an undocumented pre-bankruptcy understanding, would fail under this

provision. Likewise, a claim that the debtor had agreed to sell

property but filed bankruptcy before the sale agreement was documented

would also fail.

Retaining Debtor's Rights

A lien that has been avoided under one of the provisions deﬁcribed
earlier still can be used by the trustee against other creditors.’”
Likewise, the trustee may use any legal defense the debtor may have to defeat
a creditor’s claim. This helps defeat unwarranted claims and may thereby
accumulate more property for the estate.
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Example. Assume Creditor A has sufficiently documented a tramsaction
with the debtor to prevail over Creditor B. But also assume Creditor A
has not completely documented the transaction so that the trustee, as a
presumed lien creditor, prevails over Creditor A. One way the trustee
can prevail over Creditor B is to "step into the shoes" of Creditor A to
defeat Creditor B's interest in estate property. That way, the trustee
renders A and B unsecured and seizes the assets for the benefit of all
unsecured creditors, which now includes A and B. A and B will still
receive something (whatever unsecured creditors are entitled to) but
they will not receive as much as if they had been able to collect on the
basis of their liens.

One purpose of the bankruptcy proceeding is to sort out the conflicting
claims of creditors. Secured creditors will be given the benefit of their
"secured” status if, after careful review of each creditor's claim, the
security interest is undeniably legal.

The bankruptcy trustee’s powers to avoid security interests are subject
to limitations, including time limits for exercising such powers, protection
of creditors upder state law, and seller’'s right to reclaim property in
certain cases.”

Leases and Executory Contracts

The trustee either may reject or honor the debtor’s executory contracts
and leases.’ An executory contract is an agreement under which the
obligations of both parties to the contract have not been performed. Even
given that definition, there are often disputes whether an agreement is an
executory contract. Examples of executory contracts are equipment leases,
installment sales contracts, and land contracts. If the trustee elects to
assume an executory contract, the trustee must 1) cure any default or 2)
provide adequate assurance the default can be cured, compensate the other5
party for any damages, and give adequate assurance of future performance.
A decision to assume an executory contract grants the other party a higher
priority in being paid.” An executory contract may be ﬁﬁsumed even though
the agreement states that bankruptcy voids the contract.

<>

Several additional rules apply to executory contracts. A party whose
executory contract is rejected has no cl%im against the debtor or trustee but
only a general claim against the estaje.”™ Executory contracts not assumed
within 60 days are presumed rejected.”” Financial institutions generally
will not be required to fulfill an eﬁecutory line of credit even though the
debtor tries to assume the contract. When the debtor is a lessor, the
lessee may retain possession of the leased property even though the trustee
has rejected the executory lease.”” However, after bankruptcy, the lessee
may no longer be able to enforce certain performances required of the debtor
before bankruptcy. The complexity of these issues, and bankruptcy in general,
mandate that affected persons contact an attorney.

Furthermore, a trustee has the authority to 1) prevent third parties
from terminating contracts that are advantageous to the debtor, 2) prevent
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acceleration of debts and, in some instances, extend the term and reduce the
rate of interest on secured and unsecured loans, and 3) use property of a
secured party despite an earlier default.

The trustee also may avoid or set aside transfers that are not properly
recorded or perfected under state law. If, for example, a creditor has failed
to perfect a security interest under the Uniform Commercial Code, the
bankruptcy trustee can avoid the lien in its entirety.

Disbursing the Estate Property

This section addresses disbursement of the estate, beginning with the
property that the debtor can retain because it is not available for creditors.

Exempt Property

Exempt properties are a debtor's assets that may not, according to the
law, be distributed to creditors. The philosophy for exempting some property
from the reach of creditors is to allow the debtor to financially restart.
Exemptions are available only to individuals; they are not granted to
partnerships or corporations.

The Bankruptcy Code allows debtors to choose between feder&lly specified
bankruptcy exemptions and exemptions provided by state statutes. North
Dakota law,, however, prohibits North Dakotans from using the federal
exemptions.’® Therefore, North Dakota residents are limited to the
exemptions provided by North Dakota law. These exemptions are

. family photos, a burial plot, family Bible, all school books, other
books Bot exceeding $100 in value, and all clothing of the debtor and
family™*

. food and fuel the fﬁmily needs for one year or the money needed to

provide these items™ i

. crops and gﬁain on or from 160 acres of land®

. a homestead® consisting of the house in which the debtor lives and
surrounding land within the &ection, up to a value of $80,000 over and
above liens on the property. As an alternative to the homestead
exemption, debtors may select 1) their mobile home used as %

residence’ or 2) if a resident of North Dakota, $7,500 Cﬁﬁh°

. for the head of a family: 1) $5,000 of personal property  or 2)

family books and musical instruments up to $1,500, household furnishings

up to $1,000, livestock and machinery up to 54,500, and tools or

equipment of the debtor’s trade up to $1,000 1

. for a single person: up to $2,500 of personal property

. for North Dakota residents: 1) a motor vehicle valued to $1,200; 2)
life insurance policies, pensions, and annuities payable to the debtor’s

dependents with proceeds or surrender values up to $100,000 each, for a

maximum of $200,000; 3) up to $7,500 for wrongful death, personal

injury, or pecuniary loss; apd 4) Social Security and Veteran's
disability pension benefits.®
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Exemptions are generally valued at their fair market value. If exempt
property is subject to a lien, the debtor may claim an exemption of the
property’s value in excess of the lien amount, that is, the debtor’s equity in
the property.

Example. Assume a debtor owns a car valued at $5,000 but owes $4,000 to

the Bank. The $4,000 lien means the debtor has $1,000 equity in the

car. If the debtor claims the car as exempt, other creditors may not
seize the $1,000 equity but the debtor still may lose the car unless the
$4,000 debt is reaffirmed or paid from other sources.

Generally, only unencumbered property is claimed as exempt. In the case

of a joint bankguptcy petition a married couple files, some value limitations
may be doubled."”’

A debtor may invalidate some security interests in household
furnishings, household ggpods, clothing, appliances, books, livestock, crops,
and musical instruments. Liens can be avoided on implements, professional
books, and tools of the trade to the extent the security interests are not
purchase money security interests. Purchase money security interests arise
from financing the purchase price of the specific property. Exemptions do not
protection against consensual liens or statutory liens on specific property.

Example. A farmer has granted a mortgage on the land to the local bank.

The land includes the farmstead on which the farmer lives. Even though

the house qualifies as the larmer’'s homestead, it is not exempt from the

bank’s mortgage. For this farm borrower, the homestead exemption is of
little value if the loan to the bank is repaid by liquidating the
mortgaged land.

Whether farm equipment is considered a tool of the trade depends on the
nature of the debtor’s occupation and the importance of the equipment to the
debtor’s occupation. Sope courts have held that this exemption does not apply
to large farm equipment;’™ however, the general rule appears to be that large
farm machinery are considered tools of the trade.” The test is whether the
item is reasonably necessary to the debtor's trade rather than whether the
equipment is commonly understood to be a tool of the trade.

Whether livestock may be considered tools of the trade also is unclear.
Some coths have held that livestock are tools of th% trade for ranchers and
farmers, ' while other courts have held the opposite.” Whether livestock
are tools of the trade will depend on the nature of the ranching or farming
operation and which court has jurisdiction over the debtor.

An Towa bankruptcy court has held that a personal computer the debtor
farmer used in the business was exempt. The computer, in that case, was
considered”to be equipment reasonably related to a normal farming
operation. The court stated that recent difficult times have forced
farmers to pay more attention to the business aspects of farming; thus, a
computer may be important to the operation of the farm.

Conversion of non-exempt property to exempt property before filing
bankruptcy ig legal and is not a fraudulent conveyance because property is not

transferred.’ Therefore, non-exempt cash, for example, could be used to
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purchase exempt property in the days before filing bankruptcy without negative
consequences to the debtor. Furthermore, any waiver of exeﬂptions, as part of
an agreement with a creditor for example, is unenforceable. However, the
trustee can use exempt propeﬁty to satisfy administrative expenses incurred in
establishing the exemptions. Exemptions a debtor claims in the bankruptcy
petition are alloHed unless a creditor or other interested party makes a
timely objection.”

Abandonment

The trustee may abandon properﬁy that is burdensome or of
inconsequential value to the estate. For example, an asset encumbered with
a debt that exceeds the asset’'s market value may be considered burdensome or
of inconsequential value. Property the irustee abandons is returned to the
person entitled to poasess it,” often the debtor, and the automatic stay is
no longer applicable. Accordingly, the secured creditor may proceed under
state law to foreclose against the abandoned property as if the debtor had not
initiated a bankruptcy. To the secured creditor, abandonment has an effect
similar to terminating the automatic stay.

Farmers who file bankruptcy often have real estate debt that exceeds the
value of the mortgaged land. Consequently, abandonment often becomes an issue
with the debtor arguing that the land should not be made available to the
creditor but, instead, retained as part of the estate so the business can be
successfully reorganized. The argument may be that the land is worth more
than it has been valued or that it is an integral part of the business and its
absence would certainly render the operation financially infeasible.

Set-off

In the case that two persons owe each other a payment, the right of set-
off allows one party to reduce the amount they owe by the amount they are
owed. For example, if a debtor has a savings account and a loan at a
financial institution and defaults on the loan, the financial institution (the
creditor) may be allowed to offset the savings account balance against the
amount owed under the loan.

Example. A debtor owes a bank $100,000 but has a $20,000 balance in a

deposit account at the same bank. If the bank exercises its right to

set-off, it still would be owed $80,000 ($100,000 - $80,000) and the
account balance would be $0.

Just as a bankruptcy trustee may avoid preferences the debtor makes,
set-offs creditors make also may be avoided.” The trustee can avoid a
creditor’s set-off if

1. the debts are not mutual, :
2. the creditor’s claim was acquired or incurred within 90 days of
bankruptcy and while the debtor was insolvent,
3. the debt the debtor owes was incurred within 90 days of bankruptcy,

while the debtor was insolvent,%and solely for the creditor’s purpose of
obtaining the right of set-off,” or



4. the set-off improves the ﬁosition of a creditor within 90 days of the
debtor filing bankruptcy.

Example. Assume a debtor files bankruptcy. Ninety (90) days before
filing, the debtor owed a bank $100,000 but had a $20,000 balance in a
deposit account at the same bank. If the bank had exercised its right
to set-off at that time, it still would have been owed $80,000 ($100,000
- $80,000). However 45 days hefore bankruptcy, the bank exercised its
right of set-off, at which time the debtor owed $90,000 and the account
had a balance of $35,000. As a result of the set-off, the bank was
still owed $55,000 ($90,000 - $35,000). The bank’s position improved
$25,000 ($80,000 - $55,000) during the 90 days before bankruptcy was
filed. The trustee can recover the $25,000 from the bank.

Secured Claims

Encumbered property is used first to satisfy the debts that it secures.
The property may be transferred to the creditor or sold with the proceeds
given to the secured creditor.” A creditor will be treated as unsecured to
the extent chat the amount owed a secured creditor exceeds the value of the
collateral.”” The bankruptcy court determines the value of property on a
case-by-case basis. Liens comprising secured claims include security
interests, real estate mortgages, judicial liens, and statutory liens (that
have not been avoided).’ Statutory liens could include mechanic’s liens,
landlord’s liens, repairman’s liens, storage liens, agricultural producer’s
liens, and agricultural supplier’s liens.

A secured creditor may obtain the encumbered property from the trustee
if the debtor has no equity in the property (that is, the secured claim equals
or exceeds the value of the property) and the property is not needed by the
estate. A creditor can obtain the property through trustee abandonment or
relief from the automatic stay. Otherwise, the trustee will sell the property
free and clear of all liens and distribute the proceeds among secured
creditors with any remaining proceeds used first to pay administrative costs
and then, if any is left, distributed to unsecured creditors. In summary, a
creditor with a secured claim receives the lesser of the entire claim or the
value of the property on which the lien is held.

Example. A bank has a $50,000 security interest in the debtor’s tractor

valued at $75,000. The bank will be paid its $50,000 claim in full.

The remaining $25,000 will be used to pay administrative costs and

distributed among unsecured creditors.

Tax liens are not treated as favorably as most secured ﬁlalms. They are
paid only after other secured claims and priorities are paid. The low
priorily of taxes can result in the taxes not being paid 1{ the secured and
priority claims exceed the value of the estate's property.‘ Although
debtors are generally discharged from all debts in bankruptcy, most tax liens

remain so that the debtor/taxpayer is still liable for the taxes even after
bankruptcy.
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Unsecured Claims

A claim is unsecured if the creditor does not have a lien on the
bankrupt debtor’'s property. Unsecured, or general, creditors receive payment
of their claims from the bankruptcy estate only if property remains after
exemptions are returned to the debtor and secured claims and administrative
expenses are paid. Unsecured creditors often receive nothing in a liquidation
bankruptcy.

If a net estate remains for the payment of unsecured claims, general
creditors who desire payment must file a timely proof of claim with the
bankruptcy court. Proof forms usually accompﬁny the notice of bankruptcy sent
to creditors listed in the debtor's petition.” Alternatively, if the
trustee determines that there are no assets with which to pay unsecured
claims, the proceeding will be classified as a no-asset bankruptcy and
creditors may be told that there is no need to file a claim.

Unsecured claims are divided into categories. All claims within a
category must be satisfied before any payment can be made toward claims in the
next category. If the assets are insufficient to satisfy the claims within
any category, they are distributed pro rata among creditors in that category.
Categories relevant to a farm bankruptcy are

1. bankruptcy administration expenses, fees, and charges against the

bankruptcy estate,

2. unsecured claims for wages, salaries and commissions earned within 90

days prior to bankruptcy, limited to $2,000 per claimant,

3. claims for employee fringe benefits,

4, certain tax claims, including income taxes for the previous three years,
property taxes, withholding taxes, excise taxes, customs duties and
penalties,

5. timely filed unsecured claims and unsecured claims tardily filed by
creditors who did not know of the bankruptcy,

6. unsecured claims tardily filed,

. claims for fines, penalties, and punitive damages, and

8. intere&t on pre-bankruptcy claims accrued since the petition was

filed.

Remaining surplus, if any, is returned to the debtor.

In the interest of equity and fairness, the bankruptcy coyrt has the
power to subordinate some claims to others with lower priority.” For
example, the debt of a corporation to its sole shareholder may be subordinated
to debts to non-insiders. Thus, the debt to an outside creditor would be paid
before the debt owed the sole shareholder. The court also can enforce
subordination agreements among creditors.

Payment of claims and the distribution of property may vary according to

the chapter of bankruptcy. These differences will be discussed in subsequent
sections dealing with the specifics of each chapter of bankruptcy.
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Discharge and Closing the Proceeding

Following liquidation and distribution of non-exempt assets, the
debtor’s remaining debts are discharged, that is, the debtar is released from
the obligation of paying debts incurred before bankruptcy.” Discharge also
voids judgments taken against the debtor and prevents creditors from
attempting to collect payment of discharged debts. Discharge does not,
however, affect the liability of non-bankrupt co-debtors or guarantors.

Bankruptcy does not affect a valid lien. Although a debt is technically
discharged, a creditor still can repossess any collateral, foreclose on
mortgages, or exercise other secured creditor’s rights to enforce a valid
lien. Unsecured creditors are generally precluded from all collection
practices after discharge.

Because of public policy, certain debts are not discharged. Exceptions
to discharge vary according to the bankruptcy chapter filed. Non-
dischargeable debts include

. debts not listed in the bankruptcy petition, unless the creditor knew
about the bankruptcy,

. most taxes,

. alimony and child support,

. student loans insured, guaranteed, or funded by a governmental entity,

. debts incurred by false pretenses, misrepresentation, fraud, or
intentional use of false financial statements that the creditor
reasonably relied upon,

. debts for embezzlement, larceny, or fiduciary fraud,

. debts for willful or malicious injury or damage,

. governmental imposed fines, penalties, and forfeitures,

. consumer debts totaling more than $500 for luxury goods or services
incurred within 40 days of bankruptcy,

. cash advances totaling more than $1,000 from bank credit cards or
overdraft privileges incurred within 20 days of bankruptcy,

. debts for wrongful death or personal injury awards caused during the
debtor’s unlawful use of a motor vehicle because the debtor was under
the influence of alcohol or drugs, and

. debts not discharged due to waiver in a prior bankruptcy.gg

All debtors in bankruptcy qualify for discharge except

. non-individuals (such as corporations},

. debtors who disposed of property intending to hinder or defraud
creditors or the bankruptcy trustee, either before or after bankruptcy
is commenced,

. debtors who unlawfully dispose of financial books and records,

. debtors who fail to explain their inability to meet liabilities,

. debtors who refuse to obey court orders or to testify against themselves
after being granted immunity, and

. debtors who have prgyiously been granted discharge in bankruptcy within
the last six years.'"’
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An earlier discharge under Chapter 13 or Chapter 12, however, does not
bar a discharge under Chapter 7 within six years if the debtor 1) paid 100
percent of the unsecured claims or 2) paid 70 percent of the unsecured claims,
the pla%,was proposed in good faith, and the plan was the debtor’s best
effort.™

A trustee ﬂf creditor may object to discharge if the debtor does not
legally qualify. Furthermore, a trustee or creditor may apply for
revocation ofw? discharge on grounds of the debtor’'s fraud or refusal to obey
court orders. If discharge is denied or revoked because of a justifiable
objection, all creditors may pursue the debtor as if bankruptcy had never been
filed.

A reaffirmation is an agreement between a creditor and a bankrupt debtor
in which the debtor agrees to pay a discharged debt. Such an agreement is
valid in bankruptcy only if 1) it is entered into before discharge, 2} it does
not cause hardship, 3) it is in the best interest of the debtor, and 4) the
agreement contains a statﬁTent advising the debtor of the right to rescind the
agreement within 60 days. The bankruptcy court must advise the debtor
that 1) reaffirmation is not required by law, 2) the agreement may be

rescinded with&? 60 days, and 3) there are legal effects and consequences of
reaffirmation.

W

Closing the Proceeding

The court will close a bankruptcy case wh&g the estate has been fully
administered and the trustee has been released. A closed case mﬁﬁ be
reopened to disburse additional assets or grant the debtor relief.’

Chapter 11 Business Reorganization

The preceding section explained a Chapter 7 bankruptcy wherein the
debtor's business is liquidated with the proceeds used to pay creditors.
Complete liquidation of the business is not always necessary, however.
Chapter 11 bankruptcy allows business debtors to reorganize the business as a
going concern rather than liquidate it. In addition, in non-bankruptcy
negotiations between the debtor and creditor, the creditor will tend to have
more negotiating power over the debtor. Thus, despite the possibility that a
debtor can overcome financial difficulties, one or more creditors may force
liquidation through enforcement of their security interests.

Chapter 11 bankruptcy can act as an equalizer between parties so that a
creditor or creditors cannot unfairly dictate debt negotiations with the
debtor or other creditors. Hopefully, both the debtor and the creditors will
reach a similar outcome through bankruptcy reorganization as they would
through non-bankruptcy negotiations, that is, a reduction in the level of debt
through liquidation of some assets, a discharge from debts that are unlikely
to ever be paid, and a reaffirmation of as much debt as possible by keeping
some assets in what is likely to be a smaller-scale business.
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There are many similarities to a Chapter 7 bankruptcy. Chapter 11
reorganization is commenced, just as Chapter 7, with the filing of a petition,
In addition, the debtor must file lists of assets and liabilities and a
"statement of affairs,” which includes 1) answers to questions about the past
and present financial situation of the debtor and 2) a balance sheet showing
immediate liquidation values rather than historical costs.

Farm businesses, whether owned by one person, a partnership, or a
corporation, are eligible to file under Chapter 11. The automatic stay,
bankruptcy estate, and exemptions for a Chapter 11 are the same as for a
Chapter 7. Generally, financially reorganizing a business takes more time
than liquidating the assets, and creditors may be more aggressive in seeking
relief from the automatic stay of a Chapter 11 than they may be if the debtor
was in Chapter 7.

Relief From the Automatic Stay--Revisited

In addition to the relief from the automatic stay explained in the
section on Chapter 7, the stay may be modified or terminated at the request of
a party in interest,mk typically a creditor with a security interest in the
debtor's property. One basis for seeking modification or termination of tn?
stav is that the creditor's security interest is not adequately pt'oter:t:ed,‘L
that is, continued delay in repavment would harm the creditor. The underlying
policy is that the value of a secured creditor’s interest in the debtor’s
property should not be allowed to diminish as a result of bankruptcy’s
automatic stay.

Example. A creditor has a mortgage of $500 per acre on the debtor's

land which had a fair market value of $525 per acre when bankruptcy is

filed. By filing bankruptcy, the automatic stay prevents the creditor
from foreclosing the mortgage. If the land value decreases to $460 per
acre during the stay, the creditor will forego $40 per acre ($500
mortgage minus the $460 value of the security) solely because the
automatic stay prevented payment through foreclosure before the price of
land dropped. This loss to the creditor may persuade the bankruptcy
court to grant the creditor’'s request to lift the automatic stay so the
creditor can foreclose before falling farmland values harms hinm.
Similarly, the stay terminates for the, requesting creditor if the court does
not act on the request within 30 days.**”

Generally, a hearing that involves both the debtor and creditor is
necessary for a court to order termination of the automatic stay. However, if
the creditor can show that immediate relief is necessary to prevent
irreparable injury before the deppor can respond, the court may grant relief
without hearing from the debtor.'* In such a case, the debtor is permitted,
after learning of the termination, to request that the stay be reinstated.

Adeguate Protection
To avoid termination of the automatic stay for lack of adequate

protection, the debtor must assure the bankruptcy court that the creditor's
security interest will be preserved throughout the stay’s duration. The court
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will consider protection of a security interest adequate and approve
continuing the stay if the creditor is
. paid cash to compensate for decreases in the collateral’s value that the
creditor would not incur if bankruptcy had not been filed,
. granted a lien on substitute or additional property, or
. given some otheﬁzrelief that is equivalent to the security interest in
the collateral.

Adequate protection generally refers to a situation where a secured
creditor is protected from losing any amount of the security interest held in
secured property due to depreciation in value. For example, a creditor may be
protected from losses in value from depreciation of machinery with regular
cash payments approximately equivalent to the declining value of the secured
property. If court-approved protection of a secured creditor is inadequate,
the creditor gains an administrative expense priority for losses sustained,
that is, the creditor will be paid Hpe amount of loss before most other

ohligations of the debtor are paid.E

The automatic stay, coupled with the requirement of adequate protection
was a major hurdle for farmers seeking to reorganize their farm businesses
during the early 1980s. A creditor secured with a land mortgage would argue
that the stay prevented foreclosure of the property and that the value of the
property was decreasing. Based on this argument, creditors would often
request that the court order 1) cash payments from the debtor to compensate
for lost land value or 2) lift the stay and allow the creditor to foreclose.
The courts often agreed with the creditors based on the statutory language and
its underlying policy.

As land values dropped during the 1980s, the courts ordered bankrupt
farmers to adequately protect creditors with cash payments that often exceeded
their scheduled payment. If farmers were unable to complete the scheduled
payments, they could not meet the larger adequate protection payment. This
became a major obstacle for farm reorganizations under Chapter 11 and was one
reason why Congress enacted Chapter 12. Chapter 12 defines "adequate
protection” more narrowly thereby making it more difficult for creditors to
establish lack of adequate protection. The provisions of Chapter 12 are
addressed in a subsequent section.

Another issue to arise during the 1980s with respect to adequate
protection was whether an undersecured creditor was entitled to periodic
adequate protection payments to compensate the creditor for lost income due to
a delay in foreclosure. Creditors argued that had they been able to
foreclose, the proceeds could be reinvested and the creditor would earn some
income. The creditors concluded, therefore, that they should be compensated
for the lost opportunity to earn income. The requirement that farmers
compensate undersecured creditors for lost opportunity devastated many
farmers' hopes for restructuring, just as compensating for decreasing asset
values hampered reorganization.

The United State Supreme Court in 1988 resolved the "lost opportunity”
question by affirming a 5th Circuit decision that adequate protection does not
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require bankrupt debtors seeking to reorganize their business to pay
undersecured creditors for the income that “?uld not be earned from
reinvesting the proceeds of the collateral. This decision, however, was
rendered after Congress enacted Chapter 12 to address some of the adequate
protection issues.

Creditors Committee

Shortly after the commencement of a Chapter 11 bankruptcy case, the
court must appoint a committee of unsecured creditors to represent the
interests of all unsecured creditors. Creditors holding the seven largest
claims are usually asked to serve on the committee. The bankruptcy court may
appoint a ﬁ?mmittee of secured creditors if necessary to protect secured
interests."’

The powers and duties of the creditors' committee include
. hiring professional agents,
. consulting with the debtor or trustee about administration of the case,
. investigating the affairs and financial condition of the debtor,
. participating in the formulation of the reorganization plan,
. requesting a trustee if one has not been appointed, and
. conducting ﬂEher business of interest to the creditors it
represents.

Debtor-in-Possession

An essential element for a successful liquidation is someone to be
responsible for supervising disbursement of the debtor’s property, usually a
trustee. In Chapter 11 cases, the debtor may assume responsibility fear
administering the bankruptcy estate rather than to rely on a trustee.''
Debtors authorized to administer their own bankruptcy estate are referred to
as a debtor-in-possession. The debtor-in-possession generally has all the
powers, rights, and duties of a trustee, including the power to avg}d pre-
bankruptecy transfers and to assume or reject leases and contracts.”” A
trustee may be appointed to replace the debtor-in-possession if the debtor is
guilty of fraud, dishonesty, or gross mismanagement or, if necessary, to
protect the interest of creditors.

Like a Chapter 7 bankruptcy, the estate in a Chapter 11 does not include
non-farm wages the debtor earns during the bankruptcy proceeding.

Debtor Examination

As under a Chapter 7, the debtor in reorganization cases must respond
under oath to questions from creditors and the ﬁgustee about operation of the
bankrupt business and location of its property.l In reorganization cases,
the examination also may address operation of the business and whether it
should be continued, the source of cash or property necessary to implement a
plan of reorganization, and any topic relevant to reorganizing the business.
The creditors’ examination is one of the most emotionally difficult aspects of
bankruptcy for some debtors.
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Borrowing

Thenﬁebtor or trustee may obtain credit to continue the operation of the
business. Favored status is given to financial institutions that lend to
a business in Chapter 11 bankruptcy and are given priority over nearly every
other debt of the business.

Use of Collateral

Farm bankruptcy proceedings seldom are completed in less than several
months and often extend over two or three years if the debtor is attempting to
reorganize the business. During this time, the debtor’s property will be used
to generate income for the benefit of creditors and the debtor. Therefore,
the bankruptcy statutesv?uthorize the trustee or the debtor to continue
operating the business.’”' Likewise, the debtor/trustee is authorized to
use, seﬁ}, or lease estate property as long as it is not cash or other liquid
assets.'** Furthermore, encumbered property, such as stored grain,
livestock, or machinery, may be used, sold, or leased in the ordinary courﬁ?
of business; however, the secured creditor may demand adequate protection.’”

Use of Cash Collateral

Operating a bankrupt business requires cash just like any other
business. However, if the debtor's liquid assets {(cash collateral) are
encumbered, the trustee may not use the cash unles§‘the secured creditor
agrees or the court approves such use of the cash.™ In the request for
court approval to use the cash collateral, the debtor has to demonstrate need
and state tpg protection it will provide the creditor, usually alternative
collateral.™ Seeking permission to use encumbered liquid assets is
critical for most bankrupt farm operations and can be a major obstacle if the
debtor is unable to offer alternative collateral to protect the creditor.

Reorganization Plan

The debtor has the exclusive ggght to file a reorganization plan during
the first 120 days of a bankruptcy.‘' After that, any creditor may file a
plan. As a result, a bankruptcy court will have more than one plan to
consider if the debtor and some creditors each file a reorganization plan.
Likewise, it is not uncommon for creditors to propose plans that mandate
liquidation of the debtor’'s pﬁ?perty, and courts have accepted liquidation
plans submitted by creditors.*”’. If no plan is filed w}ﬁhin 180 days, the
bankruptcy court may order liquidation of the business.

A Chapter 11 plan for reorganization includes provisions dealing with

. designating various classes of creditor claims (such as secured claims
on chattels, secured claims on supplies, and unsecured claims},

. specifying treatment of each class of claim as long as all claims within

a class are treated equally,
. explaining how the plan will be implemented (such as selling assets and

adjusting long-term debt), and



. creditors thagiare impaired as a result of altering their contractual or
legal rights.'”’

Acceptance

Creditorsqwith allowed claims may vote on whether to accept the plan of
reorganization.’””” If a class of creditors is scheduled to receive nothing
under the plan, those creditors are deemed to have voted against the plan.
Creditors in a class that is scheduled to receive all of its allowed claims
are deemed to have voted for the plan.

Disclosure

So that all creditors and interested parties are able to make
intelligent choices as to acceptanﬁe or rejection of a plan, full disclosure
of the plan's details is required.” " Creditors and interested parties must
each receive a copy of the summary of the plan and a disclosure statement
which the court determines to contain adequate information. The adequacy of
the disclosure statement can be a point of contention between the debtor and

creditors.
Confirmation

To be confirmed by the bankruptcy court, a plan must be accepted by all
classes of impaired claims, that is, claims which will not be paid in full
under the plan. A class of claims accepts the plan if over one-half of the
voting creditors have voted for it and those that voted for it hold at least
two-thirds of the monetary amount of the claims in that class. Even if some
classes do not accept the plan, the bankruptcy court may confirm the plan if
the plan does not discriminate unfairly, and is fair and equitgble to the
injured class. This court action is referred to as cram down.*~ Only one
plan may be confirmed, and a court must confirm the plan if

. it complies with the provisions of Chapter 11,

. it is proposed in good faith,

. full disclosure has been made regarding costs and persons involved in
the plan,

. creditors either have accepted the plan or will receive as much or more
as would have been received in Chapter 7 liquidation,

. each of the classes has voted for it or is not impaired under the plan,

. each class receives its allowed claim,

. at least one-class of non-insiders has accepted the plan, and %

. confirmation of plan is not likely to be followed by liquidation.'*

Confirmation of a plan binds the debtor and all creditors, even though
their claims are impaired under the plan or they voted to reject the plan.
The debtor is discharged from all pre-confirmation debts, except those which
are included in the plan and those debts which are non-dischargeable. If a
debtor defaults on the plan, a creditor’s claims are limited to what would
have been received under the plan minus what has already been received. In
effect, confirmation creates an entirely new debtor/creditor relationship, and



any past relationship is of no effect. The confirmed plan controls all
subsequent disputes; this is case for Chapters 12 and 13 bankruptcies.

In a Chapter 11, Chapter 12, or Chapter 13 bankruptcy, the debtor will
typically retain most property. Creditors are paid out of income the debtor’s
property produces and according to the plan for reorganization. Under the
plan, unsecured creditors likely will not receive all they claim, but they
must receive at least as much as they would have in a Chapter 7 liquidation.
If not, the plan will not be approved.

Bankrupt farmers may not be involuntarily converted from Chapter 11 to
Chapter 7 liquidation. Some farmers, h?wever, have been liquidated under a

Chapter 11 plan proposed by creditors.*”

Chapter 11 bankruptcies are expensive and cumbersome for farmers seeking
relief from debts. The Chapter 11 scheme of debt restructuring appears to be
better suited to rehabilitation of non-farm businesses. Farmers and their
attorneys have had difficulty gaining approval of disclosure statements and
accumulating votes from creditors necessary to confirm reorganization plans.
Automatic stay litigation and adversary proceedings involving the use of cash
collateral and adequate protection for secured creditors may create
insurmountable difficulties for debtors. Because of these difficulties, many
farmers filing Chapter 11 bankruptcy are ultimately liquidated in spite of
their best efforts.

Chapter 12 bankruptcy proceedings have been established to deal with
some of the problems farmers encountered in Chapter 11 reorganization and to
address the unique needs of financially distressed farmers. However, before
the enactment of Chapter 12, the only alternative was Chapter 13.

Chapter 13 Debt Adjustment

Chapter 13 bankruptcy, also referred to as "adjustment of debts of an
individual with regular income,” is primarily intended for employved
individuals--wage earners. Under Chapter 13, the debtor retains possession of
the assets, creditors’ debt collection actions are stayed, and the debtor
works out a fair plan of repayment.

Eligibility

The limitations of Chapter 13 bankruptcy prevent many farmers from
taking advantage of this proceeding. A Chapter 13 bankruptcy is available
only to individuals (or an individual and spouse) with regular income. Such
income need not necessarily be from regular wages or salaries. Bankruptcy
courts have determined farm income to be sufficiently regular to qualify for
Chapter 13. To be eligible for Chapter 13, an individual debtor also must owe
less than $100,000 in unsecured debts and less than $350,000 in secured debts.
These maximum debt requirements often limit the availability of Chapter 13

bankruptcy for farmers.
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Commencing the Bankruptcy

A Chapter 13 bankruptcy proceeding is commenced, like any other
bankruptcy proceeding, by filing a bankruptcy petition. The bankruptcy estate
and exemptions are the same as in a Chapter 7 bankruptcy.

Automatic Stay

The automatic stay which takes effect at the commencement of a Chapter
13 bankruptcy prohibits creditors’ actions to collect payments from the
debtor, and prohibits actions to collect consumer debts from non-bankrupt..co-
debtors such as co-signers, guarantors, and spouses with joint liability.-
This stay does not apply to business debt; therefore, a co-debtor on a farm
debt is not protected from a creditor’s collection action even though the
other debtor has filed a Chapter 13 bankruptcy. The co-debtor stay, however,
is intended to encourage bankrupt debtors to pay their own consumer debts by
prohibiting creditors from pursuing co-debtors when bankruptcy is filed. A
creditor may be relieved from the co-debtor stay if
1.  the non-exempt co-debtor actually received the benefit of the debt
rather than the bankrupt debtor,
2. the Chapter 13 plan does not intend to fully pay the debt (stay will be
lifted to the extent of the deficiency in the plan), or
3. the stay will irreparably harm the crgditor’s interest (co-debtor will
be leaving the country, for example}.*

Role of Trustee

The trustee in a Chapter 13 bankruptcy has all the powers and
authorities of any bankruptcy trustee except the authority to operate the
debtor’s business.”' Instead, the debtor continues to operate the business
or work the job unless the bankruptcy court orders otherwise. In addition,
the trustee has the duty of overseeing the debtor's performance under the
plan, advising the debtoge and appearing at bankruptcy hearings involving the
plan or property values.’** Another difference is that the btor has the
same power and duty to use, sell, or lease estate property,'” but the
Chapter 13 trustee does not.

Plan of Reorganization

Like the other rehapilitative bankruptcy chapters, a rehabilitation plan
is filed with the court.'™ ,However, under Chapter 13, only the debtor can
file a rehabilitation plan.' The bankruptcy court may dismiss a Chapter 13
proceeding or convert it toug Chapter 7 liquidation if the debtor does not
file a plan within 45 days.'™ The Chapter 13 rehabilitation plan must

1. provide for the transfer of all or part of future earnings to the
trustee for distribution to creditors,

2. equally treat each claim within a particular class of claims, and

3. provide for full payment of priority claims, thﬁt i1s, those claims which
are secured and must be paid before all others.‘"



The plan may provide for less than full payment of allowed unsecured
claims, as long as claims within each class are treated equally. Furthermore,
the plan may modify the rights of seﬁyred creditors, except for the holder of
a mortgage on the debtor’s dwelling.'®

Confirmation

Creditors and other interested parties may object to a plan at the
confirmat%pn hearing; however, confirmation does not depend on the creditor’s
approval.”’~ The bankruptcy court alone determines whether a Chapter 13
rehabilitatﬁgn plan is to be confirmed or rejected. The court must confirm
the plan if"

1. the plan complies with Chapter 13,

2. the plan is proposed in good faith,

3. bankruptcy filing and other fees are paid,

4. under the plan, creditors receive at least as much as they would receive
in a Chapter 7 liquidation,

5. secured creditors have accepted the plan or their liens are protected,
and

6. the debtor will be able to make the payments to creditors as the plan
specifies.

As under Chapter 11, confirmation of a Chapter 13 Qghabilitation plan
binds the debtor and creditors to the terms of the plan.'"

Discharge

When the debtor completes performance and payments under the confirmed
plan, remaining debts are discharged. This is different from a discharge
under a Chapter 11 bankruptcy where discharge occurs when the plan is
confirmed. If a Chapter 11 plan is not fulfilled, the debtor is not
responsible for discharged debts. In comparison, a Chapter 13 debtor is
liable for all debts if the plan is not fulfilled because discharge is not
granted when the plan is confirmed. Chapter 13 discharge, however, is much
broader than discharge under other bankruptcy chapters. The only debts not
discharged are

. allowed claims not provided for in the plan,

. child and spousal support obligations,

. student loans less than seven years past due,

. death or personal injury debts caused by debtor’s operation of a motor
vehicle while under the influence of a%gohol or drugs, and

debts related to criminal restitution.:

The bankruptcy court may grant a discharge even if the debtor has not
fully performed under the rehabilitation plan. Such a discharge, referred to
as a hardship discharge, will be granted only if complete performance of the
plan is rendered impossible or impractical by circumstances beyond the
debtor’s control. Payments prior to a hardship discharge must have given
creditors at,}east as much as they would have received under a Chapter 7
liquidation.'” Moreover, a hardship discharge is 5$Rject to all of the
exceptions to discharge under Chapter 7 bankruptcy.’™ Thus, a Chapter 13
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hardship discharge eliminates the broad discharge debtors have under Chapter
13 rehabilitation.

Following a Chapter 13 bankruptcy proceeding, a debtor may not receive
another bankruptcy discharge for at least six years unless the debtor can show
that the plan was a best effort and that payments under the plan totaled at
least 70 percent of unsecured claims.'’:

Conversion and Dismissal

A debtor under Chapter 13 rehabilitation has a non-waivable right to
dismiss the Chapter 13 proceeding at any time or to convert it to a Chapter 7
liquidation. Furthermore, a creditor may petition the bankruptcy court to
dismiss the proceeding or to convert to Chapter 7 for any of the following
reasons:

+ debtor's unreasonable delay,

. debtor’'s failure to pay bankruptcy filing fees and charges,

. debtor’'s failure to file a rehabilitation plan on time,

. debtor’s failure to make timely payments under a plan or other material
default,

. the bankruptcy court's denial or revocatiﬂp of plan confirmation, and

. termination of the plan by its own terms.'™

If a Chapter 13 proceeding is converted to Chapter 7 liquidation,
property the debtor acquires between the Chapter 13 filing and the conversion
becomes property of the bankruptcy estate. Claims arising out of such
acquisi&}ons of property become allowed claims of the Chapter 7 bankruptcy
estate.'”” Farmers in Chapter 13 bankruptcy may not be involuntarily
converted to Chapter 7 liquidation.

Compared to Chapter 11, Chapter 13 bankruptcy, in spite of its
limitations, has been a less expensive, faster, and less complex alternative
for small farmers. Chapter 12 bankruptcy is designed to meet the unique needs
of farmers seeking bankruptcy relief but desiring to continue the farm
business.

Chapter 12 Family Farm Debt Adjustment

Chapter 11 and Chapter 13 bankruptcies have failed largely to provide an
adequate rehabilitation option for farmers. Many farmers who filed under
Chapter 11 were eventually forced to liquidate either under Chapter 7 or under
a reorganization plan requiring liquidation. Chapter 13 rehabilitation has
not provided relief because many farmers do not qualify.

Chapter 12 bankruptcy, also referred to as "adjustment of debts of a
family farmer with regular annual income," became available for farmers in
November 1986. It was specifically designed to deal with the unique
circumstances of family farmers and agriculture’s financial situation of the
1980s. Chapter 12 blend concepts from Chapter 11 and Chapter 13, but also
includes some new concepts to deal with uniquely agricultural problems. This
chapter is set to expire September 30, 1993.
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Eligibility

Only family farmers are eligible to file for Chapter 12 bankruptcy. A
family farmer may be an individual, an individual and spouse, a corporation,
or a partnership. Total debts of the farm operation must not exceed $1.5
million ang at least 80% of the debt must have arisen out of the farming
operation.”™ Il the debtor is an individual or individual and spouse, at
least 50% of the family’s gross income must come from farming. A corporation
or a partnership may be a family farmer only il 1) one family or the relatives
of members of one family hold more than 50% of the outstanding stock or equity
in the entity, and 2) more than 80% of the value of the assets consist of
assets related to the farming operation.

An additional requirement for all family farmers is that there must be
regular annual income sufficient Lo make the payments owed after debt
restructuring and reorganization.™* This requirement is similar to the
Chapter 13 regular income requirement; however, the addition of the word
annual eases eligibility for farmers. In determining whether a family farmer
has sufficient annual income to qualify for filing under Chapter lZﬁvone court
has stated that both off-farm and farm income should be considered.'

The Bankruptcy Code’s definition of a Chapter 12 family farmer is more
restrictive than its definition of a farmer. Chapter 12 is intended to
provide relief to debtors who actively operate small-scale farming operations
as a sole proprietorship, partnership, or corporation. Congress enacted the
family farmer limitation to "ensure that only family fﬁgmers -~ not tax
shelters or large corporate entities -- will benefit."”

To qualify for relief under Chapter 12, the definition of farming
operation also must be satisfied. The risk involved in a particular
enterprise often is used to determine if the enterprise is a farming operation
within the Bankruptcy Code’s definition. An Illinois bankruptcy court has
stated that Congress intended special bankruptcy treatment and protection for
those farmers "whose income is derived from operations that are ﬁgbject to
climate, farm price fluctuation, and uncertain crop production.””" Thus, a
farmer who is no longer actively producing crops or livestock and whose sole
source of income is cash farmland rent likely will not be eligible to file
under Chapter 12.

Relief From Stay

Like other forms of bankrup&ﬁy, filing a Chapter 12 petition stays
creditor’'s collection activities. A secured creditor may be granted
relief from the stay if the bankruptcy court determines that the security is
not adequately protected or that a particular asset of the debtor is not
necessary for effective reorganization of the farming operation.

The concept of adequate protection is more favorable to the bankrupt
farmer in Chapter 12 than under other forms of bankruptcy. For example, under
Chapters 7, 11, and 13, a creditor is entitled to be paid an amount equal to
the depreciation or decrease in value of the encumbered property. This was an
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obstacle for farmers as land values fell rapidly during the 1980s. Under
Chapter 12 when the creditor’s collateral is farmland, an adequate protection
pavment will be no more than a reasonable rental rate for the land regardless
of how much its value has decreased.- This provision of Chapter 12 has

been heneficial for bankrupt farmers.

The automatic stay under Chapter 12 protects the bankrupt farmer and
non- banhrupt coe-debtors who are obligated with the farmer on consumer
debts.’” This is similar to the co-debtor stay under Chapter 13. If a
creditor files a motion to lift the co-debtor stay, it is automatically lifted
unless either the debtor farmer or the co-debtor files a written objection
within 20 davs.

Role of Trustee

3 Chapter 12 trustee has duties and powers similar to those of a trustee
under Chapter 13. The trustee collects and distributes the income of the
debtor farmer according to the Chapter 12 rehabilitation plan. Ais
compensation for services, the trustece retains a percentage of the amounts
collected and distributed.”™ The deblor may be allowed to make payments
directly to creditors if this is a more practical method of fulfilling the
plan, but the trustee is still paid Lhe required fee. The trustee fee is
considered a disadvantage of Chapter 12

Like Chapter 11, a farmer in Chapter 12 bankruptcy may remain in
possession of and continue to operate the farm enterprise. The debtor farmer
has many of the powers of a Chapter 7 trustee, including

. anthority to assume or reject unperformed contracts and unexpired
leases, and

. authority to avoid certain transfers, such as preferences, fraudulent
conveyances, and improperly perfected security interests, which occurred
in the days before filing.:

A Chapter 12 bankruptcy estate encompasses all the debtor’s property at
the time of filing plus property and income received during the bankruptcy
case unti]l the case is either closed, dismissed, or converted to another
chapter.'” This differs from Chapters 7 and 1! where income the debtor
receives after bankruptey was filed is not part of the estate nor available to
pay debts that arose hefore the bankruptcy. Exposing this income to creditors
can be considered another disadvantage of Chapter 12

A Chapter 7, 11, 12, or 13 trustee may sell property of the estate
outside the ordinary course of business, free and clear of other interests and
liens, only if the creditors holding the interests or liens consent to the
sale or the sale price is sufficient to fully pay all the claims.'™ Sales
outside the ordinary course of business are the sale of items which are not
normally sold as part of the farm operation, such as equipment and land.

Unique to Chapter 12 is a provision which allows a trustee to sell
farmland or farm equipment free of the claims and interests of creditors after
notice to the creditors and a hearing." " The claims and interests of
creditors then attach to the proceeds of the sale. For these two types of
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collateral, Chapter 12 eliminates the requirement that the creditor either
receive full payment or agree to accept a lower payment. However, the farmer
may not use the cash resulting from such sales without the consent of the
secured creditor or permission of the bankruptcy court. The additional
flexibility this provision provides in reorganizing the farm business benefits
bankruptl farmers.

Plan of Reorganization

The debtor alone has the right to file a Chapter 12 rehabilitation plan.
Creditors are not allowed to submit reorganization plans {such as the
liquidation plans a creditor may file in a Chapter 11 bankruptcy). The debtor
must file the plan within 90 days of commencement, but the court may extend
this period if an extension is "substantially justified."**

The Chapter 12 plan must provide that all or part of the debtor's income
be suhmitted to the trustee so it can be paid creditors according to the
plan.”” In addition, Lhe plan must provide for full payment of all priority
claims (administrative expenses, taxes, wages) and equal treatment of
similarly classified credilors. As in Chapter 13, the plan may modify the
rights of secured creditors; however, a Chapter 12 plan may modify the rights
of a helder of a mortgage on..the debtor's dwelling, something which is
prohibited under Chapter 13.,°°

The plan may provide for pavment of unsecured debt at the same time that
secured debts are being paid. For example, an agricultural supplier who has
not been paid but does not have a valid lien can be paid concurrent with
secured creditors. Thus, secured creditors do not necessarily receive their
payments first. Furthermore, the plan may provide for the sale and
liquidation of all or part of the property or, alternatively, the distribution
of property among creditors having security interests in the property. This
provision is in contrast to Chapter 11 where liguidating plans {except those
filed by creditors) are discouraged, except as a last resort.

Also under Chapler 12, the plan can provide for payment of debt from
property of the debtor, not just property of the bankruptcy estate. Again,
exposing additional property to creditors may be a disadvantage of Chapter 12.
A plan of reorganization is to specify payments for three to five years,
excepi that pavment of secured claims may be scheduled to extend beyond the
maxvimum of five years.

Payment of unsecured debt can be scheduled for 3 to 3 years. Any
unsecured debt not scheduled to be repaid during that period is expected to be
discharged if the plan is otherwise fulfilled. Payments for secured debt can
extend bevond 3 years but not longer than is reasonable considering the nature
of the collateral.

Another issue under Chapter 12 is determining what interest rate should
be used to discount payments to determine their present value. The bankruptcy
court will confirm a Chapter 12 plan only if the present value of paymenis to
be received by secured creditors equals or exceeds the amount they would
receive if the business was liquidaled in a Chapter 7 proceeding. “[[]n
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determining the discount rate, the court must consider the prevailing market
rate for a loan of a term equal to the pavout period, with due consideration
for the quality of the security and the risk of subsequent default.”* In
other words, an appropriate rate should reflect "the market rate for loans of
similar terms and quality and also [take] into account the somewhat reduged
risk inherent in situations where the borrower is a Chapter 12 debtor.™ -
Based on these statements, creditors often argue that the debtor’s limited
equity Justifies a higher interest rate. Debtors, for obvious reasons, argue
for a lower interest rate.

Confirmation

A {hapter 12 plan must be confirmed within 45 days after the plan is
filed. The bankruptcy court will conflfirm the plan if the following statutory
criteria are met"”

. the plan complies with Chapter 12,

. all fees are paid,

. the plan was proposed in good faith,

. creditors will receive at least as much under the plan as they would
under Chapter 7 liquidation,

. secured creditors retain their liens and receive either the value of
their collateral or the amount that is owed, whichever is less, or the
debtor surrenders the encumbered property to the secured creditor, and

. the debtor demonstrates the feasibility of making all payments as the
plan specifies,

Creditors do not have the right to vote on a Chapter 12 p#?n; however,
creditors and the trustee may object to confirmation of a plan.'’ Any
objections to the plan trigger a requirement that the plan meet criteria
specified in the statues to be confirmed. For example, if an unsecured
creditor of the trustee objects to confirmation, the bankruptcy court must
find that 1) either the claim of the objecting party and every creditor in the
same class will be paid in full or 2) the plan provides that a]l the debtor’'s
disposable income will be applied to pavments under the plan. "

Disposable income is that portion of a debtor's income not reasonably
necessary for the maintenance and support of the debtor and the debtor's
dependents or for the continuation and operation of the debtor's farm
enterprise. In spite of valid objections, the bankruptcy court may confirm
the Chapter 12 plan if one of these conditions is met. This provision
protects debtors by allowing them to withdraw from the business the resources
necded to meet reasonable family living expenses. This explicit protection
for the debtor’s family is not included in Chapter 11.

The bankruptcy court’s confirmation of the plan binds the debtor and all
creditors to the new relationship the provisions of the plan establish.'"
Furthermore, confirmation of the plan vests all of the property of the
hankruptcy estate in the debtor. The debtor’'s status as debtor-in-possession
is terminated, and the debtor holds the property free and clear of any claim

or interest the plan provides, except for non-dischargeable and iong~-term
obligations.



After confirmation, the court may modify the plan at the request of the
debtor, trustee, or an unsecured creditor.’ Such a modification will be
made if the bankruptcy court determines this is in the best interests of the
parties. Modifications may increase or reduce the amounts of payments on
claims, may extend or reduce the time for payments, or may alter the amount of
distributions to creditors.

Chapter 12 includes provisions for the deblor farmer to obtain credit
following plan confirmation so that the farm enterprise can continue to
operate. The debtor is permitted to secure post-confirmation financing with
assets which revert to the debtor at confirmation. Acquiring additional
secured credit is limited by the amount to which theqprovisions of the

confirmed plan already encumber the debtor's assets.’

Discharge

The bankruptcy court grants a discharge of debts as soon as practicable
after the debtor has made all pavments undpr the plan. As under Chapter 7,
certain debts are excepted from discharge.”” In addition, long-term secured
debts, those on which the last pavment is due after the completion of the
plan, are not discharged.

A hardship discharge, as under Chaprer 13, may be granted to a debtor
under Chapter 12 in certain situations. Such a discharge may be granted
before all plan payments are made if the debtor can show that 1) failure to
make all the payments is due to circumstances beyond the debtor’'s control, 2)
creditors have received at least as much as they would have under Chapter 7
liquidation, and 3) uplike under Chapter 13, modification of the Chapter 12
plan is impractical.”” A Chapter 12 dischargs may be revoked upon the
request of any party within one year of the discharge if the debtor obtained
the discharge through, fraud, which was not known to the requesting party
before the discharge.'"

Conversion and Dismissal

I"vlike under Chapters 11 and 13, the bankruptey court may involuntarily
convert a farmer from Chapter 12 rehabilitation to Chapter 7 liquidation.
Such a conversion may be ardered if the debtor has committed fraud in
connection with the case.'™ The court can dismiss a Chapter 12 bankruptcy
case for several reasons, including

. debtor’s unreasonable delay,

. non-payment of bankruptcy fees and charges,

. failure to file a plan on time,

. debtor's failure to properly make pavments under the plan, or

. the estate is continually declining in value with no reasonable
likelihood of rehabilitation.‘”

Generally, Chapter 12 bankruptcy favors farmer debtors over creditors
relative to Chapters 11 and 13. Adequate protection for secured creditors
under Chapter 12 forces creditors to absorb more losses than under other
chapters. The problem of creditors having to confirm the plan, which is
encountered under Chapter 11, does not occur under Chapter 12. In addition,
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Chapter 12 offers the advantage of allowing the sale of secured property free
and clear of liens without the consent of lienholders.

Because this form of bankruptcy is designed to address the needs of
farmer debtors, Chapter 12 is a useful bankruptcy device for farmers needing
debt relief and desiring to remain in farming.

(hqp}er 12 of the Bankruptcy Code is offective only through September
30, 1993. Unless reinstated by Congress, no new Chapter 12 bankruptcy
proceedings may be commenced after that date. Chapter 12 bankruptcies filed
before October 1, 1993 will be allowed to proceed as if Chapter 12 had not
been repealed.

Parting Thoughts

A few closing thoughts may be helpful in completing this introduction to
bankruptcy.

Converting Cases From One Chapter o Another

Creditors generally prefer liquidation rather than long-term
reorganization because liquidation assures the creditors will receive the
proceeds as qrickly as possible before the value of the debtor’s assets are
eroded. By comparison, reorganization plans denerally postpone pavment and
thereby continue to ezpose creditors to the risk of not being paid.
Acenrdingly, creditors are allowed to request that thg court convert 1
reordantzation bankruptcy to a Chapter 7 liquidation. i However, federal
law protects farmers from such conversion for the same reason that a farmer
cannot be involuntarily declared bankrupt.” Therefore, the bankruptcy
court. cannot convert a reorganization bankruptcy (Chapters 11, 12, or 13)
filed by a farmer to a Chapter 7 liquidaticon., The primary except:on to this
rule is if the farmer has filed a Chapter 12 and the creditor convinces the
court that the farmer has cemmitted fraud.'” By comparison, a farmer whese
has filed a reorganization banhrupLC‘ may request that it be converted to
Thapter 7 liquidation at any time.®

Bankruptcy law also allows a Chapter ~ liquidation to be converted to a
rnoxuxnlzat&on bankruptcy., A debtor can convert a Chapter 7 to Chapters 11,

2, 13."" However, creditors may only request a Chapter 7 be converted
to xhapter 11; the may not request that a Chapter 7 be converted to a Chapter
12 or Chapter 13.- This limitation upon creditors is seldom significant

bevause few farm lenders prefer the debtor to reorganize ratler than
iiguidate,

A Chapter 13 (debt adjustment) proceeding cannot be con\ertvd tn a
Chapter 11 or Chapter 12 unless the farmer requests the conversion.
Likewise, a Chapter 11 (husiness [OOngh 21t101) can be comerted to 2 Chapter
12 or Chapter 13 only at the debtor’'s reguest. ™ There are no statutory
provisions to convert a Chapter 12 (family farm debt adjustment) to either a
Chapter 11 or Chapter 13.



Dismissing a Bankruptcy Case

An alternative to converting a bankruptcy proceeding from one Chapter to
another is for the creditor to request that the proceeding be discontinued or
dismissed. A bankruptcy court may order dismissal if it determines that 1)
discontinuing the bankruptcy best serves the interests of the debtor and
creditors or 2} there is a pending bankruptcy in another jurisdiction, and the
court deems dismissal as the bhest economical and expeditious administration of
the estate.'”™ The court’s authority to dismiss a case is intended to be
broad enough to end the bankruptcy of a debtor whose financial situation is
not. so desperate as to warrant bankruptcy protection. A dismissal returns a!l
parties to, where they were before bankruptcy, unless the court orders
otherwise." Accordingly, a dismissal entitles creditors to resume
collecting unpaid obligations as non-bankruptcy law permits.

A Chapter 7 bankruptcy will bhe dismissed if there is unreasonable delay
by the dobtor, failure to pay fees, or failure to provide required
information.””~ Reorganization bankruptcies can be dismissed if there is 1)
continuing loss to the estate and little or no reasonable likelihood of
reorganizing, 2) delay by the debtor, 3) fajlure to propose a plan, 1) denial
of plan confirmation or revocation of a confirmed plan, 5) termination,
material default, or inability to implement the confirmed plan, 6) nonpayment
of fees,’ k or 7) debtor’'s death or 1nsan1ty - Chapter 12 can be
dismissed if there is gross mismanagement.'’ Fipally, Chapters 12 and 13
also may be dismissed upon the debtor's quuest.’

Tncome Tax Consequences of Bankruptcy

The bankruptcy estate in a Chapter 7 or Chapter 11 bankruptcy is a
separate tax-payving entity that is treategd.as the debtor would have been
treated if bankruptcy had not been filed.”" This feature gives the debtor
several income tax advantages. One advantage is that taxable gain, triggered
by transferring assets from the bankruptcy estate to third parties, is treated
as income of the bankruptcy estate. The debtor is not personally liable for
income taxes on that gain. Unpaid income tax liability of the bankruptcy
estate does not become a personal liability of the debtor later.

Another advantage is that the debtgr can elect to end a tax year the day
before the bankruptcy petition is filed.”* That election makes the income
taxes due on the income earned before bankruptcy a seventh priority item in
the bankruptcy estate. Consequently, assets of the bankruptcy estate will be
used to pay those taxes before they are used to pay unsecured creditors.
However, if the estate does not have enough assets to pay those taxes, the
debtor remains liable for the unpaid portion.

There is no separate taxable entity under Chapter 12 or Chapter 13.°
Thus, there is no opportunity to shift tax liability to the estate; the debtor
is left without the option of ending a tax year the day before the bankruptcy
petition is filed. The tax attributes of the individual debtor in Chapter 12
or Chapter 13 remain with the debtor and do not transfer to the bankruptcy
trustee, as in Chapters 7 and 11. This feature may be either an advantage or
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a disadvantage to a debtor in bankruptecy, depending upon the particular
situation.

Income from cancellation of indebtedness occurs when debt is
extinguished in exchange for property with a value less than the amount of the
debt.

Example. Assume that a $500,000 note is entirely satisfied in exchange

fur farm property valued 2t $300,000. The result is income to the

debtor in the amount of $200,000. This income could be taxable.

In bankruptecy, however, income resulting from the cancellation of
indebtedness is non-taxable.” Consequentlv, persons who have debts
ditscharged under any bankruptey chapter do not have to treat the discharg
d=bt as income. Tax attributes, such as net aperating losses, tax credit
capital loss carryvovers, basis, and foreign tas credits are reduced to th
extent of the discharged debt; but if the discharged debt exceeds tax
wteributes, the excess has no tax consequences to the debtor.

d

2
g,
<

Becnuse taxation of debtors (n bankruptey is so complex and because once
a transaction is complete, its tavw elfects cannot be altered, competent tax
wlvice shonld Le sg?ght before enzaging in any debt reduction transactions or
filing bankhruptey.

Yegotint ions

Most farm borrowers and their lenders are able to resolve financial
difficulties without the debtor filing bankruptey. Bankruptey is usuvally
considered to be the "last resort” for debtors. Therefore, bankruptcy sets
the parameters for negotiated settlements., The parties recognize that if they
are net able to reach a settlemenl that is satisfactory to the debtor,
bankruptey is a likely option. Similarly, a debtor must recognize that the
most I can force a creditor to forsake is what the creditor must give up
through bankruptcy. Therefore, bankruptcy, as a last resort, sets the
parameters for settling the unpaid claims. The parties must understand
bankruptcy, its costs, implications, and outcomes to negotiate a soluticen that
is 1cceptable to all parties and that leaves none of them in any worse
pesition than they would have been if the debtor commenced a bankruptcy :ase.

Conclusion

Farmers experiencing financial difficulties often will negotiate with
creditors to arrange for restructuring of debts or alternative repavment
plans.  1f such negotiations fail to remedy a farmer’s financial problems,
bankruptcy may be considered. This report explains bankruptcy proceedings and
seme of the specific characteristics of Chapter 7, Chapter 11, Chapter 13, and
Chapter 12 bankruptcy proceedings. The information presented in this report
is no' intended s a substitute for competent legal advice. Persons
contemplating bankruptey or needing additional information on this topic
should consult an attorney.
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Glossary

Abandonment: Bankruptcy trustee declaration of no interest in certain
estate property which allows any secured creditors to enforce their liens as
if bankruptcy had not been filed.

Adeguate Protection: Situation where 3 secured creditor is protected from
depreciaticn in its collateral during the bankraptey imposed automatic stav,

Affidavit: A written statement declared nnder oath and used to present
evidence.

Antecedent Debt: A debl that arose more than 10 :lavs before a lien was
granted or more than J) davs before pavment was ¢ompleted.

Attachment: Refers to when a securily agreement bocomes effeclive; he
point in time when a creditor legaliy acyiires a security interest itu the
debtor's property. Attachment occnrs alter 1) there is a security
agreement, 2) the crediter has given the debtor semething of value {such as
loan proceeds or sold an item on credit). and 3) the debtor has an ownership
interest in the property that will he cncumbored.

Automatic Stav: Once a debtor is Jdeclared bankrupt, federal law prohibits
creditors from taking any further acts to reclaim property, perfect liens,
collect judgments, or secure payments except as federal bankruptey law
allows. Restated, 2all proceedings under stat. !aw are stopped upon
declaraticn of bankruptcy.

Avoidance Power: Bankruptcy trustee power to invalidate certain transfers
of and encumbranzes on the debtor’s properts,

Bankruptcy: A legal proceeding in federal c¢nurt wherein a debtor who is
unable to pay debts on time is protected from further legal action by
creditors seeking pavment of their obligaticns. In exchange for this
prctection, the debtor will arrange to pay as many debts as possible either
through liquidation {Chapter 7) or reorganization (Chapters 11, 12, and 12}.

Bankruptcy Estate: Includes all proper:iy and interests in property the
debtor holds at the time of filing the Lkankruptcy petition, as well as
earnings, proceeds, and products of this property.

Bankruptcy Petition: Formal bankruplcy docnument by which a person declares
bankruptcy and initiates the bankruptlcy process,

Chapter 7: Bankruptcy proceeding wherein the debtor’s nonexempt property is
sold {liquidated) with the proceeds used t:- satisfy unpaid cbligatious.
Debts remaining after liquidation are usually discharged. Also referred to
as straight bankruptcy.

Chapter 11: Rankruptcey proceeding in which debtors are allowed to continue
operaling their businesses in exchange for developing and fulfilling a
detailed plan as to how and when debts will be repaid. Reorganization plans
often involve delaving payments, extending pay-back periods, reducing amount
of indebtedness or interest rate, and partial liquidation,
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Chapter 12: Bankruptcy proceeding designed for "family farmers” wherein a
farmer files a plan in which the farmer proposes to submit farm income to a
trustee who distributes the income to creditors. The goal is to
rehabilitate (reorganize) the farm business rather than liquidate the
operation.

Chapter 13: Bankruptcy proceeding which provides for the adjustment of
debts of an individual with regular income. The debtor makes payments to a
trustee who makes a distribution to creditors according to an approved plan.

Creditor: Person or entity that has loaned money, sold property, or
provided a service with the understanding that the payment will be made at a
later time. Someone who is owed a pavment.

Debtor: Person or entity that has borrowed money or purchased property or
services but is not expected to complete payment until a later time.
Someone who owes a payment.

Debtor-in-possession: A debtor in a Chapter 11 reorganization who assumes
the responsibilities of a trustee and retains management of the bankrupt
business.

Deficiency: The amount a debtor still owes to a creditor after property
upon which the creditor had a lien has been sold and the proceeds used to
pay the creditor. Deficiency arises only when proceeds from sale of
encumbered property are less than the amount of the debt.

Deficiency Judgment: Court recognition that a deficiency remains after the
encumbered property of the debtor has been sold and the proceeds paid to the
creditor. After a deficiency judgment, the creditor may proceed against
additional property of the debtor to collect the remaining indebtedness.

Discharge: Available only from a federal bankruptcy court; it relieves the
debtor of all obligations that the debtor is unable to fulfill. Once
discharged, the debt is no longer a legal obligation and the creditor cannot
attempt to collect pavment. Some debts, by federal law, cannot be
discharged. Discharges can be granted no sooner than six years after an
earlier discharge.

Encumbrance: A lien.

Encumbered Property: Property that has a lien imposed upon it.

Execution: Procedure to enforce a judgment whereby the sheriff is
instructed to seize the debtor's property to satisfy the unpaid obligation.
The seized property usually is sold with proceeds (minus cost of sale)
remitted to the creditor. :

Exempt Property: Property that, according to state law, cannot be seized to
satisfy obligations of the debtor.

Farmers: Persons who, during the year immediately preceding the tax year in
which bankruptcy is filed, received more than 80% of their gross income from
a farming operation,
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Farming Operation: The production or raising of crops, poultry, or
livestock, dairy farming, and the production of poultry or livestock or
products in an unmanufactured state.

Financing Statement: A statement filed for public record in the office of
the county register of deeds or the secretary of state listing the debtor's
property upon which a creditor has imposed a security interest. Filing a
financing statement perfects the security interest.

Foreclosure: A legal procedure to terminate a debtor's equitable redemption
right. Generally, it is used in reference to a state court proceeding
wherein the debtor is declared delinquent in making payments to a creditor
and encumbered property is ordered sold with the proceeds used to satisfy
the deht.

Guarantor: A person who obligates oneself to pay the debt of another if
that other person (the primary debtor) fails to repay the debt.

Impaired claim: A creditor’s claim that will not be paid in full under a
Chapter 11 reorganization plan.

Involuntary Bankruptcy: A bankruptcy proceeding creditors of the debtor,
rather than by the debtor, initiates. Federal law prohibits farmers from
being forced into an involuntary bankruptcy.

Judgment Lien: A lien automatically imposed upon all real property of the
debtor after a state court determines that the debtor is indebted to the
creditor. The lien encumbers only real property in the county in which the
court is located, but the lien can be imposed on real property in other
counties by recording the judgment in the other counties.

Lien: A right to have property sold or otherwise used in satisfaction of a
debt. The right to have the encumbered property used to fulfill an
obligation secures pavment of the debt. Although the right is held, it can
be exercised only if the debtor does not meet the terms of the obligation.

Lienholder: Any person or entity whose debt is secured by a lien on the
debtor's property. Any creditor who has the right to have a debtor’s
property sold or otherwise used to satisfy a debt.

Liguidation: Converting noncash assets to cash by selling them. Also used
to denote a Chapter 7 Bankruptcy.

Loan_Agreement: An agreement between a debtor and creditor wherein the
debtor promises to repay the debt. The loan agreement contains the terms of
the understanding, such as due dates for payments, rate of interest,
obligation for the creditor to extend additional credit at a future time.

Mortgage: A voluntary real property lien that the debtor has granted to a
creditor. Chattel mortgage (less frequently used today) refers to a lien
upon personal property. Mortgages generally are used to secure repayment of
a debt to a creditor who has sold land on credit or loaned cash to the
debtor.



Mortgagee: A creditor who holds a mortgage upon real property of the
debtor.

Mortgagor: A debtor who owns land that has been mortgaged to a creditor; a
debtor/mortgagor grants a lien (mortgage) to a creditor/mortgagee.

Note: Same as a loan agreement.

Order for Relief: A bankruptcy court order limiting creditor debt
collection activities,

Party in Interest: Any person with a legal interest in the bankrup'cy
proceeding, and includes the debtor, trustee, and creditors.

Perfection: The act of a creditor providing public notice that the creditor
has a security interest in property of the debtor and that th- creditor is
entitled to have the property or its proceeds returned to the creditor if
the debtor fails to fulfill the secured obligation.

Personal Property: All property that is not considered real property;
property that is movable, includes both tangible and intangible.

Preference: A transfer of property from the debto: to the creditor or
imposition of a lien upon property of the debtor 1) within 90 days before
bankruptcy and 2) to satisfy or secure an antecwdent debt. Preferences can
be avoided by a bankruptcy trustee, rendering the creditor unsecured. The
creditor must return any payment considered a preference to the bankruptcy
estate.

Priority: Determining which creditor is first entitled to proceeds from
sale of encumbered property. Creditors without priority will receive only
the amount that remains (if any) after fulfilling obligations of creditors
with priority.

Purchase Monev Security Interest: A security interest that arises
automatically for a person who sold some property on credit or furnished
cash for the purchase of property. A purchase money security interest is
considered perfected for 20 days after the debtor acquires possession of the
property. It is an acknowledgment by the law that filing to perfect a
security interest takes some time and that the person who extended credit
for the purchase of the property will retain priority as long as the
security interest is perfected within a reasonable length of time.

Reaffirmed: Debtor promises to repay an obligation that the court has
discharged or is empowered to discharge.

Real Property: Land, buildings, and all property attached to real estate.

Redemption: The right of a debtor (and subordinated creditors) to reacquire
property that has been seized to satisfy the claim of a secured creditor.
The right to redeem farmland generally expires one year after date of
foreclosure sale. The right to redeem personal property terminates upon the
sale or acceptance of the property as fulfilling the debt. The amount that
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must be paid to redeem land is the amount the property sold for but, for
personal property, is all obligations the property secures.

Redemptioner: Other creditors of the debtor who hold liens upon land that
is being foreclosed, but the liens are subordinate to the mortgage that is
being enforced.

Reorganization: Refers to a Chapler 11 or Chapter 12 bankruptcy proceeding.

Secured Creditor: A creditor with a lien upon property of the debtor.
Usually refers to creditors with security interest in personal property.

Security Agreement: A written contract between the debtor and creditor
wherein the debtor grants the creditor a lien in some property. LUsually
used in reference to a security interest.

Security Interest: Refers to a lien granted by a debtor upon personal
property, such as livestock, equipment, crops, and inventory.

Set-off: 1In situations where each party owes the other a payment, the
parties may partially or totally settle their accounts by reducing the
amount they are owed by the amount they owe the other party.

Statutory Lien: A lien that automatically arises according to state law
rather than by agreement wherein the debtor grants a lien to the creditor.
These liens generally arise when material or services, sold on credit,
benefit or improve specific property of the debtor. The lien encumbers the
improved property. State law usually requires the creditor to file a notice
with the county register of deeds in order to establish a statutory lien.
Examples are mechanic’s lien, repairman’s lien, agricultural supplier’s
lien, and agricultural processor’s lien.

Straight Bankruptcy: Refers to a Chapter 7 bankruptcy.

Subordinated Mortgage: A mortgage that does not have priority relative to
another mortgage upon the same land.

Superior Mortgage: A mortgage that has priority over another mortgage that
encumbers the same land.

Voluntary Bankruptcy: A bankruptcy proceeding initiated by the debtor.

Voluntary Lien: A lien that arises from an agreement between the debtor and
creditor wherein the debtor grants a lien to the creditor. The lien, in
conjunction with a promise to repay a debt, is exchanged for the creditor
providing a cash loan or otherwise extending credit. Also referred to as a
consensual lien.
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