
HOT TOPICS IN BANKRUPTCY,
 FOR LENDING VETERANS

2012

©By: Franklin Drake

fdrake@smithdebnamlaw.com

Direct Dial: 919-250-2109

INTRODUCTION: This outline is a buffet of items of interest to Credit Unions (“CUs”) & their regulators

emerging during the “Great Recession”.  Topics span issues both elementary and advanced, so each is not

relevant to everyone.

I. Overview of the bankruptcy process, both Chapter 7 and Chapter 13.  The fundamental

purpose of bankruptcy is to permit debtors to shirk debts, either in whole or in part, while

also keeping as much of their property away from their creditors as the law allows.  It is not

designed to serve the interests of creditors, or to appear “fair” in any rational sense.

A. Chapter 7 - “Straight” bankruptcy.  This is still the most popular form of bankruptcy

statistically, unless the consumer is trying to keep a house or a car.  It permits

debtors a “fresh start”, by allowing them to discharge all of their loans forever,

whether secured or unsecured.  It does not, however, allow debtors to defeat

perfected liens on collateral. 

1. Every CU must learn the distinction between discharged, uncollectible debts

& unenforceable liens. “Debts die.  Liens live”. 

2. Petition filing can now occur 24 - 7, electronically, nationwide.    Do not be

deceived by the statement “I am filing bankruptcy”.  The petition is either

filed, or it is not filed.  If it is filed, all CUs are “stayed” from ALL

collection activity.

a. Internet-based “law firms” in Rancho Cucamonga send no-contact

demands nationwide.

b. Internet-based “law firms” in Vt. Send demands for document &

account production nationwide.

c. No such letters bar immediate civil actions against debtors, only

further direct communications.

3. The “automatic stay” (§362 stay) becomes effective when the petition is

filed, regardless of when the CU learns of the bankruptcy.  (This is true in

both Chapter 7 and Chapter 13s).  The stay forbids dunning, offsets,

repossessions, resale of previously repossessed collateral, and all lawsuits.
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4. There is no “co-debtor” stay in a Chapter 7.  If one of two co-signors files

Chapter 7, nothing forbids the CU from pursuing the non-bankrupt co-

debtor.  This does not mean that you can pursue collateral that is titled in the

name of the bankrupt debtor, either singly or jointly.  Neither will it permit

you to pursue non-titled property in the possession of the bankrupt.

5. Proofs of claim– don’t bother, unless it is an “asset” bankruptcy.  You will

receive a “Notice of Assets” in about 1% of all Chapter 7 bankruptcies you

ever see during your career.

6. Potential complaints for nondischargeability–“fraud suits”.  Judges’ attitudes

regarding creditors’ fraud suits - decidedly cool.  Unless the member obtains

a loan from a CU within approx. 60 days preceding bankruptcy, it is unlikely

CU can convince the member’s lawyer to sign a Reaffirmation, or convince

the Judge to sign a Judgment of Nondischargeability.

a. Understand you have only 60 days from the date of the first

scheduled §341 meeting in which to hire a lawyer and to file a fraud

suit in Bankruptcy Court.

b. Extensions of that 60 day deadline, but only if your attorney requests

is before the initial deadline expires.

7. Most Chapter 7s result in discharge approximately 90 - 120 days after the

petition is filed.  It is critical to understand the distinction between

“discharged” and “dismissed”.  The former means the debt is barred from

collection forever.  The latter means “open season” on the debtor because he

has been thrown out of Court.

8. Debts incurred post-petition.  If the debtor uses CU’s credit card, cash

advance account, overdraft protection account, etc., after a Chapter 7

bankruptcy is filed, that usage is not affected by the bankruptcy.  CU remains

free to begin pursuit of the member immediately, regardless of any §362

stay.

a. All loan accounts, ATM cards, credit cards, etc. should be frozen

when CU first learns of any bankruptcy anyway, but:

b. If the debtor bounces a check or runs up a credit card balance one

minute after the petition is filed, that debt is outside his bankruptcy.

9. Can a debtor “exclude” any lender from his bankruptcy?  NO.  Even if the

debtor omits a debt to the CU from his schedules, the CU is still within the

scope of the bankruptcy.   Debtors cannot selectively discharge debts by

editing their list of creditors.
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10. Automatic stay terminates upon entry of discharge and case closure, not just

entry of discharge.

a. Do not fall into the trap of stay violation by repossessing post

discharge but before the case is closed.

b. Most case closure occurs immediately following of entry of

discharge, but not always.  Check PACER before beginning lien

enforcement, or risk a Motion for Sanctions..

B. Chapter 13 bankruptcies – the resort of the debtor who cannot file a Chapter 7.

Chapter 13 was originally designed to allow debtors to repay their debts in an

orderly fashion using the protection of the Bankruptcy Courts and the assistance of

a “big brother” Trustee.  In reality, Chapter 13s are a modified form of Chapter 7,

where debtors usually repay creditors only a pittance above the value of any

collateral.

C. Petition repeat-filing frequency limitations imposed by Bk. Reform Act:

Ch. 13 to new Ch. 13 = 2 years between discharges

Ch. 7 to Ch. 13 = 4 years between discharges

Ch. 13 to Ch 7 = 6 years between discharges

Ch. 7 to Ch. 7 = 8 years between discharges

(Sources: 11 USC §727(a)(8) & (9), 11 USC §1328(f))

1. Upon first word of bankruptcy, CU must check PACER to verify a petition

has been filed, absent a formal Notice w/ petition no.  Then, immediately

check for shares on deposit, and freeze any that were on deposit upon

petition date that have not already been withdrawn and replaced.

2. Immediately calculate the net payoff on all accounts owed by the member,

including interest up through the petition date.  Then file a separate Proof of

Claim for each account.

a. Attach copies of contract (front and back) and titles on all secured

loans.

b. POCs  now electronically filed.  Scanners are as necessary as

PACER access in all CUs.

c. When seeking cross-collateralized status, attach a copy of  account’s

own note, and then also the note and title of the other account

through which CU  claims cross-collateralization.
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d. Beware of “venue chiselers”–residents of one Dist. who file  in

another Dist., to exploit the difference in collateral valuation

methods.

3. POCs can be filed without the use of a lawyer.  §341 meeting attendance is

allowed without a lawyer.  Anything else requires a lawyer.

4. Proposed plans and Orders of Confirmation.  No distribution by a trustee

occurs before a plan is confirmed.  Distribution is first to the debtor’s

attorney, then for administrative claims, then to secured creditors, then to

unsecured creditors, and not otherwise.

5. Chapter 13 bankruptcies can last up to 60 months, but not more.  There is no

restriction on how many Chapter 13s debtors may re-file, only the frequency

of discharge.   Some people appear to live under the protection of the

Chapter 13 Trustee.

6. §362 automatic stay applies in Chapters 13s just like in Chapter 7.  Do not

repossess, do not allow  sale previously repossessed collateral, do not offset

funds, after knowledge of the bankruptcy, regardless of the source.

7. Lien release in Ch. 13s is not required until discharge is entered.

Satisfaction of secured claims does not trigger title-release obligations.

a.  most Ch. 13s never reach discharge, so early release is a pointless sacrifce.

b.  dismissal allows immediate repossession unless all claims have been paid

in full beforehand

8. The §1301 Co-Debtor Stay.  A creature solely of Ch. 13s, NOT Ch. 7s, and

then only when the debt is a consumer debt, as opposed to a commercial

debt.

a. Be certain CU can distinguish between commercial & business loans

b.  Bars creditors from pursuing non-bankrupt co-debtors for any

portion of a consumer debt scheduled by a Chapter 13 debtor in his

plan, even if scheduled at less than 100%.

c. If the Ch. 13 plan proposes to pay CU less than entire debt at

contract interest , CU is immediately entitled to ask the Court for

permission to pursue the non-bankrupt co-debtor for the difference.

i. The motion has to be filed by an attorney; but

ii. There is no filing fee for a co-debtor stay relief motion, and
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iii. The Court must say yes, provided the non-bankrupt co-debtor

does not run to Bankruptcy Court himself.

d.  Make certain Order allowing pursuit of co-debtor allows suits for

judgments of the entire debt, to avoid potential later re judicata

defenses.

9. Discharge in a Chapter 13 behaves precisely like discharge in a Chapter 7:

The creditors’ right to pursue the debtor for the unpaid loan is barred forever.

A large percentage of Chapter 13 debtors are dismissed, instead of

discharged.  Make sure you understand the distinction (see above in Chapter

7 discussion).

a.  Discharge of the debtor does not inherently mean discharge of the non-

bankrupt co-debtor, nor the loss of any lien on collateral owned

solely by co-debtor.  

b.  Co-signed debts must be paid n full at contract interest during the Ch. 13,

to discharge a non-bankrupt co-debtor’s liability too.

10. Beware CU failures to update credit bureau reports w/ notations that debts

have been discharged in bankruptcy.

a.  CU will ignore the update requirement in hopes of recovery.

b.  Update duty is affirmative, not only upon request. 

II. Freezing funds–how, when, how much and why.  There are critical distinctions to be made

between the powers of federally chartered credit unions and state chartered credit unions.

Share-freezing is the single greatest advantage that CUs have over banks when their debtors

bankrupt.

A. Federally chartered credit unions.  12 U.S.C. §1757(11) & 12 C.F.R. §701 et seq.

provide federal credit unions with an automatic statutory lien on all shares on

deposit automatically when they are deposited, regardless of the status of the loan

accounts owed to the CU by the member.

1. Freeze all pre-petition shares on deposit at the time you learn of the Chapter

13 bankruptcy in all accounts in which the member is a named depositor,

whether individual or joint.  This includes Certificates of Deposit.

2. Bounce all incoming drafts, and disable his ATM card.

3. Include the dollar value of frozen shares as the secured portion of the claim

in the Chapter 13.

4. Do not work an offset once you learn of the bankruptcy.
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a. Exception: if the debtor declares that he is about to bankrupt, but has

not yet filed, (according to Pacer), and if his account is in default,

you may offset deposits immediately, without violating the stay.

b. Beware of the statement “I am filing bankruptcy”.  It is meaningless.

Check Pacer before exercising your lien rights, and then only if the

account is in payment default.

B. State chartered credit union.  The source of your authority to freeze shares is state

law, not federal law – e.g., Miss. Code §81-13-57 (2010).

1. As with federal CU’s, be certain a POC is filed  asserting the value of the

shares as the secured portion.  No offset, unless and until the stay is first

terminated.

2. CUs cannot claim a UCC Article 9 security interest in member’s deposit

accounts.  There is a specific exception in the Uniform Commercial Code

that does not permit a member to grant a security interest in a depository

account.  CUs only source of lien is either a common law right of offset, a

contractual pledge of shares or the above statutory rights.

C. Beware common “freeze” traps”

1. Debtors who withdraw all of their deposits before bankruptcy, then file their

petition, and then return their deposits to their account.  None of that deposit

is subject to the freeze.

2. Automatic payroll deposits arriving post-petition.  None of this is subject to

the freeze.

3. Dividends paid post-petition on pre-petition frozen deposits.  Dividends are

in the nature of post-petition deposits, and are not subject to your freeze.

4. The overeager offsetter.  “Freeze” does not mean “offset”.  Freeze means

lockdown.  It does not mean segregation into a new, special account.

D. When to work the offset.

1. In Chapter 7s–after the discharge is entered and the case is closed.

2. In Chapters 13s–never, so long as the debtor’s plan provides for secured

treatment to the extent of the frozen shares and dividends are paid according

to the plan, with interest.  Once discharge is entered, then release the frozen

shares.



-7-

3. Dismissed petitions–immediately upon dismissal and case-closure, whether

Chapter 7 or Chapter 13.

III. Attending the creditors meeting–when and why.

 A. Secured creditors profit most from attending §341 meetings.

 1. Chapter 7–CU can determine whether the debtor will voluntarily surrender

collateral immediately or later, or if CU must file a motion for relief.

Statements of Intention sometimes reflect “retain & pay” - not an option.

 2. In a Chapter 13, CU can determine the extent to which its  claim will be

treated as secured–i.e., how your collateral has been valued, and whether you

need to file an objection to confirmation.

 3. In both bankruptcies, CU can determine the status of collision insurance.

 B. Reaffirmations.  Occasionally, an opportunity will arise where a debtor wishes to

keep collateral securing an account upon which he is in default.  You are entitled to

require the debtor to reaffirm a debt under such circumstances.

 1. Do a “roll up” reaffirmation of multiple accounts if you can.

 2. Remember Reaffs require AOC Form B27 “Reaffirmation Agreement Cover

Sheet” (as of 12/1/09) & revised, “simplified “ AOC Form B240A

“Reaffirmation Documents” (as of 4/10), with copies of contracts attached.

See attached.

 3. Reaffirmations are not enforceable unless they are fully signed by the debtor,

the debtor’s attorney and the creditor, and filed with the USBC before entry

of discharge.

 a. Some debtors’ att’y refuse to sign Reaffs.  In that event, a hearing is

unavoidable.

 b. BR 4008(a) requires Reaffs to be filed WITH cover sheets and

within 60 days following the originally scheduled §341 meeting.

 c. Late-filed Reaffs (pre-discharge) can be excused “at any time and in

[the Court’s] discretion.  Timely is always better than tardy.

 4. The best way to get a reaffirmation is to attend the §341 meeting, since it is

the only time the debtor and his attorney can be found at the same place at

the same time in public, when they are forced to acknowledge each other.

 5. Post-discharge “resurrection” of unreaffirmed debts will violate the

permanent injunction against collection.
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 a. Rewriting discharged loans in some “roll-up” contract is recognized

as inappropriate.

 b. Voluntary payment agreements are usually treated like undischarged

debts - another violation.

 c. Liens survive discharge, even when debts don’t.  Repossess at will

after case-closure.  

 C. Unsecured creditors–attendance at a §341 meeting is normally pointless.

 1. 40% of Chapter 13 bankruptcies convert to Chapter 7 or are dismissed

before unsecured creditors receive their entire dividend.

 2. Chapter 7 unsecured creditors can expect nothing from the average Chapter

7 bankruptcy.  Attendance at a §341 meeting is usually a waste of time,

unless the debtor got the loan on the eve of filing or lied materially on a

credit application.

 a. Potential fraud suits under §523 are best pursued at §341s by

counsel, not lenders.

 b. If necessary, a BR 2004 exam will demonstrate fraud sufficient to

support a Reaffirmation in lieu of an AP.

 c. Lenders can get hoodwinked into reaffs rescinded timely but after

§341 meeting bar dates.

IV. Denial of privileges policies—every CU should adopt and uniformly enforce a “no

privileges” policy to ALL CU members who cause any loss to the CU.

A. Uniformity of enforcement is imperative.  Without it, the CU leaves itself open to

charges of discrimination and favoritism.

B. “No privileges” does not mean literally that.

1. Members are still entitled to vote.

2. Members still get a single interest-bearing share account.

C. Uniform enforcement of a “no privilges policy” will accomplish its purpose of

expelling unwanted members.  Members remain members only because they can

obtain credit at favorable rates, and a checking account.  Without those, they will

leave.  Do not expect a “no services” policy to induce debtors to reaffirm debts they

otherwise will discharge.

D. Adoption of the policy.
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1. Should be a part of the bi-laws, minutes & policy manuals adopted by the

Board of Directors.

2. Publicize the policy to the membership at the annual meeting, quarterly

newsletters, monthly statements, etc.

E. When to close existing accounts: Do not close an open share account without

warning.  It leaves the CU open to vengeful debtors and their lawyers.

1. Disable ATM cards immediately upon receipt of bankruptcy notices,

whether Chapter 7 or 13.

2. Unless a Chapter 7 debt is reaffirmed or a Chapter 13 debt is paid in full at

contract interest, CU suffered a loss.  In that event, inform the debtor’s

attorney in writing warning CU will close the share draft account within 30

days following the date of the letter.  Then do it on the 31st day, unless the

member has closed it himself before hand.

3. Deny all further privileges of service to the member, including check

cashing, travelers checks, notary services, loans, Christmas clubs, raffle

tickets and refrigerator magnets.

4. Do not allow jointly held accts to remain open w/ other “righteous”

members.  That defeats the policy. 

V. How to deal with employees who file bankruptcy.

A. As much as you might like to, you cannot fire them, according to 11 U.S.C. §525(b).

That section provides:

“No private employer may terminate the employment

of . . . an individual who is . . . . or has been a debtor

[in bankruptcy] solely because such debtor [has filed

bankruptcy or] has been insolvent [or] has not paid a

debt that is dischargeable [in bankruptcy].

B. In other words, find a reason other than the fact that they filed bankruptcy.  Some

states  still allow “employment at will” (e.g., NC, SC), but that does not mean that

employer does not need a legitimate, sufficient reason to fire a bankrupt employee.

C. Bankrupt employees subject to sacking should be handled exactly as you would

handle any other employee within a “protected class”–race, religion, national origin,

age, etc.  Build a complete file to support the discharge for reasons sufficient beyond

their bankruptcy, which will withstand scrutiny by unsympathetic, even hostile, eyes.



-10-

D. §362 automatic stay applies to employees just like other members.  Do not discuss

their account with them at all, for any reason, during the term of the bankruptcy.  Do

not discuss discharged debts with them after a discharge has been entered.

1. Do not attempt to revive a discharged debt as part of a new loan.

2. Do not attempt to recoup a discharged debt from wages, salary increases,

bonuses, etc.

E. Invoke the same “denial of services” policy used when any other member files

bankruptcy and causes a loss.

F. Most employees will find the “arctic chill” uncomfortable enough to leave at their

next opportunity anyway.

VI. §722 redemptions in Chapter 7 bankruptcy–the new darling of debtors and their lawyers

seeking to shirk the debt while keeping the collateral.

  A. “722 Redemption, Inc.”, an Ohio-based mortgage lender, has begun making loans

to bankrupts nationwide in Chapter 7 bankruptcies, to permit members to redeem

collateral from lenders, a remedy previously unavailable on a practical basis.

  B. See also United Services CU’s redemption funding offers: www.us-cu.org.

Associative memberships permit worldwide application.

C. 11 U.S.C. §722 has always allowed debtors to redeem collateral for value from

Chapter 7 creditors, by the tender of a lump sum equal to the value of the collateral.

Few debtors have taken advantage of it because no one has usually had that kind of

money available.  If they did, they were not in bankruptcy.

1. Lenders like “722 Redemption, Inc.” & USCU have changed the lending

landscape.  Debtors can now borrow amounts from such lenders (at high

APRs), payoff the creditor immediately, and redemption funder takes a new

lien on the collateral.

2. So long as the redemption amount is near what CU would receive upon

repossession and resale, redemption is beneficial.

a. Redemptions avoid the costs of repossession and resale.

b. There is no risk of a claim of “commercial unreasonableness”, or

problems of failure of notice of resale or of analyses of deficiency.

D. Redemption values appear to be uniformly N.A.D.A. wholesale, less mileage

deductions, plus value of options.  Debtors will attempt to use the Kelly Blue Book.

VII.  The interplay of charge-offs & bankruptcies furnishes an endless source of confusion for lenders.
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A.  IRS Forms 1099C are not required to be sent to debtors as a consequence of bankruptcy discharge

1.  Sent once accounts are charged off from payment delinquency, not because loans are

included in bankruptcy petitions. 

2.  To send or not to send; when in doubt, don’t.

B.  Charge-offs triggered by Ch. 13s.

1.  Charge-off is considered a bookkeeping entry by USBC’s & Trustees.  They are

unconcerned with lender’s internal accounting requirements.  Charge off or not, at will.

USBC permission is not necessary.

2.  Rescheduling loans to mimic Ch. 13 plans, so charge-ff is avoided, is dangerous &

usually futile.

a.  Most Ch. 13s are delayed in disbursement, so payment plans are often not

complied with.  Rescheduling presumes plan payment regularity that is rare.

b.  When lender revises loan terms to mimic confirmed plan, APR change is usually

included.  IF Ch. 13 is dismissed, terms should revert to status quo ante, but usually

do not.  Result: unrecaptured loan proceeds after collateral recovery.

THE UNIVERSAL BANKRUPTCY CHECKLIST, FOR ALL SECURED LENDERS:

I.  Sign up for PACER access at www.pacer.com   Be ready to pay $0.08/pg to look.

II. Sign up for the Nat’l Creditors Registration System at www.ncrsuscourts.com.

III.  At the first whiff of bankruptcy, run the member’s SSN in PACER to find a filing.

IV.  After bankruptcy filing is confirmed, determine which Chapter: 7 or 13

V.  Freeze all deposits still on hand present from  petition date, not date of receipt of notice.

VI.  Recall the repo man.

VII  Disable all member’s Visa cards, ATM cards, debit cards & on-line passwords

VIII.  Cease all initiated communications with member.  

IX.  Change borrower’s address field from her own to her lawyer’s - or the CU’s.

X.  Scrutinize your own collateral lien documents for accuracy & completeness.

XI.   Depending on the Chapter, retrieve the right portions of petition via PACER:
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A.  Ch. 7 - get the “Statement of Intention”.

b.  Ch. 13: get the “proposed plan” & Schedule B

XII.  Depending on the Chapter, prep the correct documents:

A.  Ch.; 13: one  POC per debt, and e-file each ASAP.  Delay benefits no one.

B.  Ch. 7:   Reaffirmation(s) of any secured loans, unless the Statement of Intent says
“Surrender”.

COMPLETE THE LAST 10  STEPS BEFORE YOUR NEXT BREAK! 

 


