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ost attorneys are quite happy to 
stay as far away from bankruptcy 
law and bankruptcy courts as pos-
sible during their legal careers.  As 

a result, bankruptcy often remains some-
what of a mystery to non-bankruptcy at-
torneys, and it has long been the special 
province of the bankruptcy lawyer to 
field questions about the nuances of the 
bankruptcy courts, the Bankruptcy Code, 
and bankruptcy law in general.  This ar-
ticle seeks to pull back the veil on a few 
of these mysteries by addressing some of 
the questions that bankruptcy attorneys 
commonly get from clients and attorneys 
about how the bankruptcy system works.

What are the basics of  
the various “Chapters”  
of the Bankruptcy Code?

Known as “liquidation,” Chapter 71  
comes into play when a business or indi-
vidual has debts that cannot be restruc-
tured and they lack the assets to even 
begin the process.   The court appoints a 

trustee to convert the debtor’s assets into 
cash and the money is distributed among 
the creditors. In the case of individuals, 
certain exemptions may apply to protect 
certain assets.  Notably, entities are not 
eligible for a discharge in a Chapter 7 case 
and it can be more appropriate for a dis-
tressed entity to wind down under state 
law than to proceed in Chapter 7.

Chapter 112  is the primary business 
reorganization bankruptcy chapter. It is 
commonly used by corporations, partner-
ships, and sole proprietors that have a re-
alistic chance of reorganizing their finan-
cial affairs and getting back on track. This 
usually means the business or consumer 
has significant assets, a solid stream of in-
come, a viable plan for repaying its debts, 
or some combination of these. Chapter 11 
gives business owners the opportunity to 
pay back creditors over time, all while re-
maining open and continuing operations. 
The Chapter 11 bankruptcy process cus-
tomarily entails the following:
l First, the debtor submits assets, liabili-
ties, balance sheets, reports showing prof-

its and regular earnings, expenditures, 
contracts, and leases to the bankruptcy 
court so creditors and other parties-in-in-
terest can evaluate the debtor’s prospects 
of organization.
l Second, the debtor proposes a restruc-
turing plan, describing how they are going 
to repay creditors and meet other financial 
obligations such as payroll and taxes.
l Third, creditors review the plan and 
vote to approve or reject it.3

l Fourth, the court evaluates whether the 
criteria for confirmation of the plan are 
met and can approve the restructuring 
plan, allowing the debtor to begin imple-
menting it.
l Finally, under certain circumstances, 
a debtor can be discharged of debts upon 
plan confirmation.4

Chapter 135  bankruptcy allows for re-
organization for consumers and some sole 
proprietors. Individuals who earn a regu-
lar income can repay their debts through a 
plan that lasts up to five years. The amount 
the individual must repay depends on rev-
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the creditors can no longer pursue a law-
suit against the debtor and the creditors 
have full protection.  After completing the 
payments under the plan, the individual is 
discharged from all remaining debts.

The less-often-used Chapter 96 affords 
bankruptcy protections to financially dis-
tressed municipalities. For example, the 
City of Detroit filed for Chapter 9 in 2013.

Chapter 157 provides a framework 
for resolving bankruptcies involving par-
ties, debts, or assets in one more than one 
country, i.e., cross-border insolvency.

What should I do when I  
find out one of my clients  
is the creditor or a contract  
or lease counterparty to a 
debtor in bankruptcy?

It is common for a non-bankruptcy at-
torney to receive notice that a bankruptcy 
case has been filed that might affect a cli-
ent’s interests in debt repayment, an unex-
pired lease or other executory contract, or 
otherwise.  Debtors provide notice of the 
bankruptcy filing to parties-in-interest 
using one of the variations of Bankruptcy 
Form 309.  Upon receiving such a notice, 
the attorney should carefully review the 
notice to learn more about the details of 
the case.  The notice will provide infor-
mation on whether it is necessary to file 
a Proof of Claim and, if it is necessary, the 
“bar date” by which such claim must be 
filed.8

The filing of the bankruptcy case no-
tice also advises parties-in-interest of the 
automatic stay, which requires all credi-
tors to immediately cease efforts to take 
any action against the debtor or its prop-
erty with respect to existing debts and 
lawsuits.9

In addition, receipt of the notice 
should cause the attorney to identify other 
issues that might arise in the future as a 
result of the bankruptcy filing, including 
(1) the possible assumption or rejection of 
unexpired leases and executory contracts 
by the debtor, either by motion or opera-
tion of law, (2) the possible need to file a 
motion for relief from the automatic stay 
to protect interests under a credit agree-
ment or lease, or to further pursue a law-
suit in another forum, and (3) possible 
lawsuits for fraudulent transfer or prefer-
ences under Chapter 5 of the Bankruptcy 
Code.10

Can my client really be  
liable to the bankruptcy  
estate just because it got  
paid in the 90 days leading  
up to bankruptcy?

Yes.  Attorneys and clients alike are 
often dismayed to receive service of a law-
suit from a trustee or debtor-in-posses-
sion seeking recovery of what is known 
as a “preference.”  Preference actions arise 
under Section 547 of the Bankruptcy 
Code and exist to ensure an equal distri-
bution of the assets of the bankruptcy es-
tate among creditors.  Simply put, the pur-
pose of Section 547 is to prevent a debtor 
from “preferring” one or more creditors 
over others by making special payments to 
that creditor in the 90 days leading up to 
bankruptcy. Preference actions are often 
frustrating because the defendant in such 
actions often did not do anything “wrong.”

The prima facie elements of a cause 
of action under Section 547 are that the 
transfer of funds from a debtor be made: 
(1) to or for the benefit of a creditor; 
(2) for or on account of an antecedent debt 
owed by the debtor before such transfer 
was made; 
(3) made while the debtor was insolvent; 
(4) made—

(A) on or within 90 days before the 
date of the filing of the petition; or

(B) between 90 days and one year be-
fore the date of the filing of the petition, if 
such creditor at the time of such transfer 
was an insider; and
(5) that enables such creditor to receive 
more than such creditor would receive 
if—

(A) the case were a case under Chapter 
7 of this title;

(B) the transfer had not been made; 
and

(C) such creditor received payment of 
such debt to the extent provided by the 
provisions of this title.11

If the trustee is able to prove the prima 
facie elements of a preference claim, prac-
titioners should note that there are many 
defenses that might prevent liability, in-
cluding but not limited to the “ordinary 
course of business” defense and the “new 
value” defense.

Voting in a Chapter 11 case

For the purposes of voting in a 
Chapter 11 case, the proposed Plan 
of Reorganization divides credi-
tors into classes, each of which is 
entitled to vote on the Plan. At a 
minimum, secured and unsecured 
creditors are divided into separate 
classes, and further subdivisions 
into additional classes is permissi-
ble if an individual creditor or group 
of similarly situated creditors has 
special characteristics which merit 
its separate classification pursuant 
to the requirements of 11 U.S.C. § 
1122. The Bankruptcy Code forbids 
debtors from classifying classes of 
creditors and interest holders from 
“gerrymandering” the contours of 
classes in an unfair manner.

Once the classes have been 
settled, the Debtor solicits accep-
tances and rejections of its Plan 
by providing creditors and interest 
holders with a copy of its Plan of Re-
organization, a ballot, and in some 
cases, a disclosure statement 
that explains how the Plan works. 
A class of creditors is deemed to 
have accepted the Plan if voting 
creditors that hold at least two-
thirds in amount and more than 
one-half in number of the allowed 
claims vote to accept the Plan. 11 
U.S.C. § 1126(c). Similarly, a class of 
equity interest holders votes to ac-
cept a Plan where interest holders 
that hold at least two-thirds in the 
amount of the allowed interests of 
such class vote in favor of the Plan. 
11 U.S.C. § 1126(d). In each case, the 
tabulation is based on the number 
of creditors or equity interest hold-
ers actually voting.

The results of this voting pro-
cess help the Court and the parties 
to determine whether the Plan may 
be confirmed under the require-
ment of 11 U.S.C. § 1129.

enue, debts, and property.  Business enti-
ties cannot file a Chapter 13 petition.  The 
Chapter 13 plan must be approved by the 
court and, in contrast to Chapter 7, the in-
dividual does not have to hand over their 
property and assets to the trustee. Once 
the court approves the repayment plan, 
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What is an adversary  
proceeding?

Most practitioners know that the 
bankruptcy court is a unit of the district 
court in each federal district, but unlike 
district court, bankruptcy court uses the 
special vehicle of “adversary proceedings” 
to resolve certain disputes in the bank-
ruptcy case. “Adversary proceeding” is the 
official term for a lawsuit that takes place 
corollary to a bankruptcy case.

The Federal Rules of Bankruptcy Pro-
cedure describe the types of adversary pro-
ceedings, which include proceedings  to 
recover money or property (including in 
the case of a preference action, discussed 
previously), proceedings to determine 
lien priority, and proceeding to determine 
the dischargeability of a certain debt or 
whether a debtor should get a discharge 
of any of its debts at all.12 Ultimately, ad-
versary proceedings are a lot like regular 
lawsuits in federal district court.  In fact, 
Bankruptcy Rule 7002 incorporates many 
of the Federal Rules of Civil Procedure 
into adversary proceeding practice.

Do all debts get  
discharged in bankruptcy?

No! The Bankruptcy Code exists to 
provide relief to the “honest but unfortu-
nate” debtor.13  Commensurate with the 
spirit of this goal, certain debts are not dis-
charged in Chapter 7 cases.14 First, certain 
debts to individual creditors are not dis-
chargeable in bankruptcy, including debts 
arising from the fraudulent conduct of the 
debtor, debts for domestic support obliga-
tions, student loan debts, and debts related 
to injury or death caused by intoxicated 
persons.15  Second, under certain circum-
stances, debtors can lose the benefit of the 
discharge of any of their debts owed to 
any creditor if, for example, they conceal 
property before or after filing, fail to keep 
records, or make false statements during 
the course of the bankruptcy case.16

What are the types of trustees 
and what roles do they play?

Depending on the type of case, there 
can be a number of different trustees in-
volved.  The Office of the U.S. Trustee is 
responsible for generally overseeing cases 
under the Bankruptcy Code so as to en-
sure the integrity and efficiency of the 

bankruptcy system for the benefit of all 
of the stakeholders in a bankruptcy case.  
As the guardian of the system, if the U.S. 
Trustee determines that a debtor is abus-
ing the bankruptcy system or proposing 
plan terms which violate the Bankruptcy 
Code, the U.S. Trustee may file motions, 
initiate adversary proceedings, and take 
positions in the case that protect the in-
terests of the bankruptcy system and the 
stakeholders in individual cases.  For ex-
ample, if the U.S. Trustee perceives that 
the debtor is engaged in misconduct dur-
ing the bankruptcy case, such as conceal-
ing property or making false statements, 
the U.S. Trustee can file an adversary pro-
ceeding pursuant to 11 U.S.C. § 727 seek-
ing to deprive the debtor of its discharge.

Other trustees play a different role in 
the case. A trustee in a Chapter 7 case col-
lects and liquidates the assets of the bank-
ruptcy estate and brings and defends ac-
tions on behalf of the debtor.  In a Chapter 
13 case, the Chapter 13 trustee scrutinizes 
the debtor’s financial affairs, evaluates the 
merits of the debtor’s plan, and, if a plan is 
confirmed, collects and distributes funds 
for the benefit of creditors.  In Chapter 11 
cases under the new Subchapter V of the 
Bankruptcy Code, a special trustee is ap-
pointed to facilitate the development of a 
consensual plan of reorganization.  Sub-
chapter V trustees play a valuable role in 
building consensus in small cases and in 
special situations may be asked to step in 
to operate the debtor’s business.17

What does Subchapter V of 
the Bankruptcy Code do?

Created by Congress in 2019, Sub-
chapter V is a new subchapter of the Bank-
ruptcy Code designed to facilitate the 
speedy, efficient reorganization of small 
business debtors.18  It is currently available 
to debtors with less than $7.5 million of 
certain noncontingent, liquidated debts.  
Subchapter V has many beneficial features 
which can allow small businesses to reor-
ganize more quickly and successfully than 
in traditional Chapter 11.  

For example, Subchapter V dispenses 
with the requirement of the participation 
of a creditors committee, eliminates the 
requirement to file a disclosure statement, 
and excuses the debtor from satisfying cer-
tain confirmation requirements, including 
the “absolute priority” rule.  Subchapter 
V also provides the debtor with the ad-

ditional benefit of being the only party in 
the case that can propose a plan – this is 
distinct from regular Chapter 11, in which 
other parties may propose a plan after the 
expiration of an exclusivity period.  The 
bottom line is that Subchapter V provides 
a less burdensome, speedier restructuring 
alternative for small businesses.

Can I use bankruptcy to get  
rid of my student loan debt?

In general, no.  At a minimum, it is 
exceedingly difficult.  Student loans are 
not dischargeable in bankruptcy pursu-
ant to Section 523(a)(8) of the Bankruptcy 
Code. While there are “hardship” excep-
tions to this general prohibition on the 
discharge of student loans, they are infre-
quently invoked and even less frequently 
invoked with any great success.19 

Under the hardship discharge test 
used by many courts, a debtor must show 
“(1) that [she] cannot maintain, based on 
current income and expenses, a ‘minimal’ 
standard of living for herself and her de-
pendents if forced to repay the loans; (2) 
that additional circumstances exist indi-
cating that this state of affairs is likely to 
persist for a significant portion of the re-
payment period of the student loans; and 
(3) that [she] has made good faith efforts 
to repay the loans.”20 This standard is rig-
idly applied, resulting in the discharge of 
very few student loans in bankruptcy.  The 
discharge of student loans is ultimately 
a political problem and the bankruptcy 
court’s ability to discharge student loans 
is limited.

What is the “automatic stay” 
and what do I need to know 
about it?

In almost all cases, the filing of a 
bankruptcy petition under any title of the 
Bankruptcy Code provides for an “auto-
matic stay” that protects the debtor from 
collection activities and further prosecu-
tion of lawsuits, thus providing the debtor 
with the “breathing room” envisioned by 
the architects of the Bankruptcy Code.21  
A debtor does not have to do anything 
more than file the petition to obtain the 
stay – that’s what makes it “automatic.”

The automatic stay is extremely broad 
and designed to prevent most actions a 
creditor might naturally want to take to 
collect on a debt or a claim.  If there is 
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any doubt about whether a certain action 
might violate the stay, it is best to proceed 
with great caution and consider contact-
ing a bankruptcy attorney for further ad-
vice.  Among other things, the automatic 
stay prohibits all manner of collection 
activities, the continuation of judicial or 
administrative proceedings, the enforce-
ment of judgments, acts to perfect liens 
or recover claims, and the application of 
setoff to mutual debts.

Depending on the situation, it may be 
appropriate to pursue relief from the au-
tomatic stay by motion in order to protect 
a client’s interests.22 Bankruptcy courts 
can grant such relief upon a showing of 
“cause,” an example of which would be the 
failure by the debtor to adequately protect 
the creditor’s interest in property subject 
to the stay.23 Stay relief is also granted with 
respect to property where the debtor does 
not have any equity in such property and 
it is not necessary to the debtor’s reorga-
nization.24

Practitioners beware – the remedies 
available to the bankruptcy court for a 
violation of the automatic stay are power-
ful and can include fines and other dam-
ages, a finding of contempt of court, and 
voiding the actions taken in violation of 
the stay.  As guardians of the integrity of 
the bankruptcy system, the judges in the 
Bankruptcy District of Idaho take viola-
tions of the automatic stay seriously, and 
creditors should take great care to avoid 
violating the stay.25

When should I call  
a bankruptcy lawyer?

As is the case with all practice areas, 
don’t dabble. You should call a bankruptcy 
attorney whenever you have any doubts 
about what you are doing. Anyone who 
has spent time in bankruptcy court can 
tell you that bankruptcy judges are seldom 
impressed by the refrain “I am not really 
a bankruptcy attorney, and I don’t really 
know the Bankruptcy Code, but I am ap-
pearing in bankruptcy court on behalf of 
my client anyways.”  Over the years, Ida-
ho’s bankruptcy court has set a clear ex-
pectation that attorneys representing cli-
ent in bankruptcy cases be competent and 
knowledgeable in bankruptcy law and fa-
miliar with the many complex issues that 
arise during a bankruptcy case.  Therefore, 
if you have any doubt at all about what you 
are doing, call a bankruptcy attorney.

With that caution in mind, there are 
some limited situations in which it can be 
appropriate for a non-bankruptcy practi-
tioner to assist their client.  For example, 
Proofs of Claim can sometimes be straight-
forward and do not require too much spe-
cial knowledge of the Bankruptcy Code. 
In addition, litigators experienced in the 
Federal Rules of Civil Procedure should be 
able to make their way through adversary 
proceedings in bankruptcy court without 
much assistance because those proceed-
ings are much like a normal federal dis-
trict court case.

Other issues are left to a bankruptcy 
attorney, including deciding whether to 
file a bankruptcy petition and under what 
Chapter, evaluating the consequences 
of assumption or rejection of a contract 
lease, analyzing whether a certain action 
violates the automatic stay, or determin-
ing whether a claim is secured, entitled 
to priority, or is not dischargeable in the 
bankruptcy case.  If you have any doubt, 
Idaho’s bankruptcy bar prides itself on its 
collegiality and many bankruptcy lawyers 
will be happy to give you a quick consult 
to determine whether the issue you are 
facing is something simple or whether it is 
best left to a bankruptcy specialist.

Mysteries solved?

The answers to the questions previ-
ously posed address just a few of the more 
common mysteries of bankruptcy law that 
practitioners are likely to encounter, but 
there are many more. Even so, these expla-
nations should help attorneys spot some 
of the basic issues that frequently pop up 
in bankruptcy, provide a basic strategy for 
how to deal with them, or at a minimum, 
help identify when it might be best to con-
sult a bankruptcy attorney.
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