Farmers, Vets,
Small Businesses, Oh My!

Bankruptcy Reforms Open Up Access

One of the first major pieces of
bankruptcy reform in well over 10
years will provide much-needed
bankruptcy relief to debtors and
businesses that many suspect
have been deprived of access to
bankruptcy protection. The federal
legislation comes in three piec-

es: the Family Farmers Relief Act
(“FFRA”), the Honoring Americans
in Extreme Need (“HAVEN") Act,
and the Small Business Reorgani-
zation Act (“SBRA”). The SBRA will
take effect February 19, 2020, and
the other pieces of the code change
were implemented when President
Donald Trump signed the law in
August 2019.

Types of bankruptcy relief
Before discussing the amend-

ments, it is useful to have a little

bit of background on the types of
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bankruptcy relief. Generally, there
are two types of bankruptcies:
liquidation and reorganization. In
both types, an “estate” is created
on the day the petition is filed.
For reorganization bankruptcies,
the estate is usually augmented
by assets acquired after the case is
filed?; for liquidation bankruptcies,

the estate is mostly set as of the

date of the petition.? The status of
a debt - that is, secured, unsecured,

perfected, priority — is also gener-
ally set as of the date the case is

filed.* The debtor then can protect

some of her assets through state
and/or federal law exemptions.®

If the debtor is in a liquidation

Table 1: Bankruptcy Filings in Perspective in South Carolina

Source: U.S. Bankruptcy Courts — Bankruptcy Cases Filed, Terminated, and Pending, Decem-

ber 31, 2014 - 18, available at www.uscourts.gov/statistics-reports/caseload-statistics-da-

ta-tables, last accessed November 19, 2019.

Total Total South
vear | Nationwide | Carolina Chapter | Chapter | Chapter | Chapter
o s 7 11 12 13
Filings Filings
2018 773,418 6,598 2,597 27 3 3,971
2017 789,020 6,554 2,587 29 5 3,933
2016 794,960 6,617 2,658 32 3 3,923
2015 844,495 6,953 2,777 25 4 4,146
2014 936,795 7,386 3,029 35 4 4,317
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Chapter 7 bankruptcy, an appoint-
ed trustee liquidates unprotected,
lien-free assets and distributes to
creditors in an order of priority.° Se-
cured debts survive the bankruptcy
and are generally unaffected; un-
secured debts receive distributions
if there are any assets to distribute
(there frequently are not), and then
these debts are discharged.” There
are very few limitations on what
types of legal entities can file for
Chapter 7 liqguidation.® For individ-
uals, however, there are income
caps.’ Although a Chapter 7 of a
legal entity may last for years, for
most consumers, a Chapter 7 bank-
ruptcy only lasts a few months
before the debtor receives the
much-coveted discharge.

If an individual cannot file for
Chapter 7 bankruptcy, that individ-
ual generally must file a Chapter 13
bankruptcy.’® In exchange for the
discharge, Chapter 13 bankrupt-
cy requires a debtor to propose a
bankruptcy plan; a court to ap-
prove the plan; and the debtor to
then successfully complete pay-
ments under the plan.'* The plan
must treat all secured debts and
pay some percentage, determined
by debtor’s assets and income, to
unsecured creditors.’? Most secured
debts, with the notable exception of
home mortgages, can be modified,
and delinquent mortgages can be
caught back up.** Debtors general-
ly do not need creditor consent to
modify debts, provided the modifi-
cation is consistent with Bankrupt-
cy Code provisions. While in the
plan, the debtor makes payments
to a Chapter 13 trustee, who mon-
itors the debtor’s progress, collects
funds, and makes distributions to
creditors.* The primary limitation
on individuals filing Chapter 13 is
the size of the debts: they must be
under $1.6 million.™

The other two types of reor-
ganization bankruptcy relevant
here are Chapters 11 and 12.
Chapter 12 is limited to “a family
farmer or family fisherman” that
can be a legal entity or a person,
and amount of debt the debtor
has.® Like Chapter 13, a Chapter
12 bankruptcy plan does not need
creditor consent provided it follows
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the provisions of the Bankruptcy
Code. Also similar to Chapter 13,
the debtor makes payments to an
appointed trustee who monitors
the debtor’s progress and makes
distributions to creditors.” Unlike
Chapter 13, Chapter 12 debtors are
not required to stay in the plan for
any particular length of time or pay
any particular amount to unse-
cured creditors.

Chapter 11 is the most com-
plicated of the reorganization
chapters, although in theory it is
similar to Chapters 12 and 13 in
that the debtor proposes a plan,®
pays creditors (there generally
is not a trustee)®, and receives a
discharge.?® However, Chapter 11
has quite a few hurdles that, unlike
the fairly straightforward process
of a Chapter 7, 12, or 13, make the
process a lot longer, significantly
more expensive, and more difficult.
For example, a debtor must pay
quarterly fees to the United States
Trustee (the “UST”), a governmental
oversight organization; there must
be enough cash on hand when the
plan is confirmed to pay certain
types of debts;? there must be
some creditor consent to the plan;?
and generally a debtor must give
up any property or equity owner-
ship in any assets.?

Bankruptcy reform over the
past 20 years has focused on what
types of debtors should be able
to utilize what types of chapters.
Chapter 7 is preferred by many for
its quick discharge, but it provides
limited relief for debtors who
need to restructure secured debts.
Additionally, some consumers are
barred from using it due to the
income restrictions. Chapter 13 is
preferred by those consumer debt-
ors seeking to catch up delinquent
home mortgages, however those
mortgages cannot be restructured,
and the Chapter 13 debtor must
keep making proposed payments
for three to five years to get a dis-
charge. For some consumer debt-
ors, particularly those who are or
were small business owners, they
have too much debt to qualify for
Chapter 13 relief and cannot afford
to file a Chapter 11 bankruptcy.
Chapter 12 debtors enjoy many

of the benefits of Chapter 13, but
who may file under Chapter 12 is
limited by the type of business and,
again, by debt limits. Chapter 11

is a catch-all for those who do not
qualify for the other chapters, but
it is expensive (prohibitively so for
many small and mid-level busi-
nesses), complicated, and has a lot
more rules than all the other chap-
ters. The new amendments to the
Bankruptcy Code are all attempts
to rebalance a debtor’s options to
address financial distress.

Changes for family farmers and
fisherman

The most straightforward
change to the Bankruptcy Code
is through the FFRA. The amend-
ment raises the debt limits in
Chapter 12 for family farmers from
$4,411,400%* to $10 million. The sig-
nificance of this increase cannot be
overstated. Farmers who had debts
over the debt limits had limited
options in bankruptcy: liquidation
under Chapter 7, which results in
liquidating the farm, or Chapter
11 reorganization, which requires
the farmer to give up its ownership
interest. Either way the farm is lost:
an emotional and heart-breaking
decision for most farmers that
Chapter 12 was designed to help
them avoid. The new debt limits,
which became effective as of the
signing of the bill, are designed to
eliminate this Catch-22 and will
give more family famers access to
the protections of Chapter 12. It
should be noted that this increase
in the debt limits under the FFRA
does not apply to family fishermen,
who are also allowed to be debtors
under Chapter 12.

Changes for veterans

The second, slightly less
straightforward change is the HA-
VEN Act. The HAVEN Act changes
how “income” is defined for con-
sumer debtors. As stated above, the
amount of income a person has
will affect whether the person can
file for Chapter 7 or must file for
Chapter 13, and, once in Chapter
13, income will also affect how long
the plan must be and what must be
paid to unsecured creditors.



Generally, current monthly
income includes all income from
all sources received by the debtor.
Prior to the signing of the HAVEN
Act, the only income excluded was:

(1) Benefits received pursuant to
the Social Security Act
(2) Payments to victims of war
crimes or crimes against hu-
manity
(3) Payments to victims of terrorism
or domestic terrorism.”

Courts have consistently construed
these provisions strictly.?® The HA-
VEN Act” added a new category of
income excluded from the current
monthly income calculation:

any monthly compensation,
pension, pay, annuity, or allow-
ance paid under title 10, 37, or
38 in connection with a disabil-
ity, combat-related injury or
disability, or death of a member
of the uniformed services ...

The types of benefits received cover
most military and veteran disabili-
ty payments.?® Although the ben-
efit may be exempt, importantly
the amount of the benefit that is
excluded from the calculation is
limited

... to the extent that such re-
tired pay exceeds the amount
of retired pay to which the
debtor would otherwise be
entitled if retired under any
provision of title 10 other than
chapter 61 of that title.

Understanding this exclusion
requires, first, an understanding
that Veterans Affairs (VA) disability
compensation and military retire-
ment are two different types of
military compensation, and second,
an understanding of how military
retirement is calculated.” General-
ly, a person receives military retire-
ment upon retiring after 20 years
of active service, and the amount
of the retirement is based on how
long the person was in the service.®
A Chapter 61 retiree is someone
who was medically retired from
military service with a 30 percent

or greater rated disability, regard-
less of how long the person was in
the service.’! Thus, for Chapter 61
retirees, the amount of the retire-
ment pay may be higher than “the
amount of retired pay that the
debtor would be entitled to receive
if retired under another provision
of Title 10,” and only a portion of
the retirement would be protected.
An alternate reading of the lan-
guage could lead to the conclusion
that any medical retirement is
protected, as the veteran would not
otherwise be entitled to retirement
benefits. This ambiguity will need
to be resolved through the courts.

Changes for small business
debtors

As stated above, Chapter 11 is
difficult for some debtors because
it is expensive and complicated.
However, there are some provi-
sions in it designed to assist small
business debtors. The code defines
small business debtors as debtors
engaged in commercial or business
activity with debts of no more than
$2,725,625.32 The most important

differences between a small busi-
ness Chapter 11 case and a regular
Chapter 11 case are (1) extending
the “exclusivity period” a debtor
has to file a plan (as opposed to a
creditor filing a plan) from 120%* to
180 days®; (2) waiving or modifying
the paperwork the debtor must file
to get a plan confirmed;* and (3)
setting a deadline of 45 days after
a plan is filed to confirm the plan
(versus no deadline to confirm a
plan in a regular Chapter 11).%¢ This
latter requirement, in particular, is
very challenging for a lot of small
business debtors to meet. All of
these small business provisions are
mandatory.

SBRA was passed in response
to criticisms that small business-
es in Chapter 11 were continuing
to struggle.®” The SBRA goes into
effect 180 days from the date that
it was signed into law, on Febru-
ary 19, 2020. These provisions are
voluntary, and in many instances
would replace the existing small
business provisions.3®

The first major category of
changes in Subchapter V involves

January 2020 37



what parties control the path of
the bankruptcy case. Generally,

in Chapter 11, the debtor retains
control of the operation of the
business, has the first right to file
a plan, and, upon confirmation,
makes distributions to creditors.
Although there is a mechanism

to replace the debtor and debtor’s
management with a trustee, this
rarely occurs.® If it does happen,
the trustee takes complete control
of the bankruptcy case, including
the filing of a bankruptcy plan and
the operation of the business.

Subchapter V provides for a
trustee to be appointed automati-
cally.* The role of this trustee is not
as expansive as a normal appoint-
ed Chapter 11 trustee: the debtor
remains in possession of its assets
and operates the business.** The
trustee’s role is more closely akin
to a Chapter 12 or 13 trustee who
primarily collects funds, disburses
payments to creditors, and mon-
itors the debtor’s progress.*? Like
in Chapter 11, the debtor can be
removed from having control over
the business for “fraud, dishonesty,
incompetence, or gross misman-
agement.”® If that happens, the
trustee takes control of the oper-
ation of the business;* existing
management is out.

The final amendment relevant
to this category of changes is who
may file a bankruptcy plan and
when a plan must be filed. In a
Chapter 11 case, the debtor initial-
ly has the exclusive right to file a
plan, but, upon expiration of the
exclusivity period*, any party in
interest may file a plan.*® In a case
under Subchapter V, only the debt-
or may file a plan, which is, again,
similar to a Chapter 12 or 13 case.”’

Additionally, in a typical Chap-
ter 11 case, there is no statutory
deadline within which a Chapter 11
debtor must file the plan.* Sub-
chapter V will substantially expe-
dite this timeline by requiring that
a debtor file the plan no later than
90 days from the petition date.*

The second category of chang-
es involves fees and professional
compensation. Generally speaking,
in all bankruptcies, an attorney is
not allowed to file a bankruptcy on
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behalf of a debtor that has unpaid
attorney’s fees which have not been
waived by the attorney. Subchapter
V allows an attorney to represent
a debtor filing under Subchapter V
so long as that attorney is owed no
more than $10,000 as of the peti-
tion date.*°

Additionally, Chapter 11 debt-
ors are generally required to pay a
quarterly fee to the UST. These fees
are calculated based on a percent-
age of the total distributions made
by the debtor during the quarter.>?
Subchapter V exempts debtors
that elect this provision from the
requirement of paying the UST
quarterly fees.”? Small business
debtors, who frequently are cash-
strapped enough they cannot af-
ford the large retainers required for
a Chapter 11 case, or the quarterly
fees, will greatly benefit from these
provisions.

The final category of chang-
es relates to the bankruptcy plan
itself. Chapter 11 debtors are
required to file a “disclosure state-
ment” with the bankruptcy plan.>
The purpose of the disclosure
statement is to facilitate creditors’
understanding of the bankruptcy
plan, and ultimately whether the
creditor will accept or reject the
plan. The disclosure statement
itself can be very lengthy, as is
contains detailed historical opera-
tional and financial information; a
summary of the Chapter 11 case;
an analysis explaining why credi-
tors will fare better in a Chapter 11
reorganization rather than a liqui-
dation, and future projections of
the debtor’s business to show the
debtor’s ability to make the pay-
ments required under the plan.>*
After the disclosure statement is
served on all creditors, the court
must hold a hearing to approve the
disclosure statement for the Chap-
ter 11 case to towards the ultimate
goal of confirming the bankruptcy
plan.>

The creation, serving, and ap-
proval of the disclosure statement
is expensive and time-consuming.
Thus, in 2005, amendments to the
Bankruptcy Code allowed the court
to determine that the disclosure
statement is not necessary for

small business cases, and to re-
quire, instead, that information be
provided in the plan.*® Subchapter
V takes this a step further and in-
stead presumes a disclosure state-
ment is not necessary unless the
court orders otherwise; instead all
information should be in the plan.*”
This amendment will allow the
debtor to save significant time and
money on professional fees and
expenses.

The final, and perhaps both
most technical and important
change in Subchapter V is to the
“absolute priority rule.” The Bank-
ruptcy Code classifies creditors in
different categories which mandate
how creditors are treated in the
bankruptcy plan.’® In corporate
bankruptcies, the “absolute priority
rule” governs. This rule requires
that a senior class of creditors
must be paid in full (or consent
to lesser treatment) before junior
classes of creditors and equity
holders can receive any money or
property under the plan.>® If the
debtor is an individual or a small
business, the practical result is that
all other creditors have to be paid
in full or consent to being paid less
for the debtor to maintain owner-
ship of any of his or her assets, or
in the case of a business, for the
equity owners to keep their owner-
ship interest in the debtor.

Subchapter V provides that a
debtor can obtain confirmation of a
Chapter 11 plan over dissenting (or
silent) classes of creditors so long
as the plan is “fair and equitable”
with respect to the classes whose
interests are being affected.®® The
plan is fair and equitable if (i)
it proposes to commit all of the
debtor’s disposable income for the
entire term of the plan to making
plan payments (or the equivalent
thereof); (ii) the debtor is able to
make the payments under the plan
or there is a reasonable likelihood
that the debtor will be able to make
the payments; and (iii) the plan
provides appropriate remedies,
which could include the liquidation
of nonexempt assets, to protect
creditors if the payments are not
made.°* Thus, it allows a debtor’s
equity holders to retain their equity



or individual debtors to retain their
assets, even if unsecured creditors
are not paid in full.®?

The aforementioned changes
only represent a portion of the
differences between a Chapter 11
case and a case being filed under
the newly added Subchapter V.

For a more detailed description of
some of the differences, please visit
www.bealLLC.com or www.scbar.
org/sclawyer.

Universal changes

The enactment of the SBRA
also provides amendments to 11
U.S.C. § 547 and 28 U.S.C. § 1409(b),
which will affect recovery of pref-
erential transfers in cases under all
chapters of the Bankruptcy Code.
Section 547 of the Bankruptcy
Code allows a trustee or debtor to
bring litigation to avoid transfers
received by anyone within 90 days
of the bankruptcy filing (one year
for an insider), on account of an
antecedent debt, while the debtor
was insolvent, which allows the
recipient to receive more than it
would have in a Chapter 7 liquida-

rHE NATIONAL ACADEMY OF
DiIsTINGUISHED NEUTRALS

SOUTH CAROLINA CHAPTER

Check available dates or schedule
appointments online with the
state’s top-rated civil mediators

FERRLARTY 3000
u W

www.SCMEDIATORS.org

For information on NADN, visit www.nadn.org/about

tion.®® There are statutory defenses
to these claims.®

The SBRA amends Section
547(b) to require the trustee/
debtor to perform reasonable due
diligence and consider the recipi-
ent’s known or reasonably know-
able affirmative defenses under
subsection (c) before bringing the
action to avoid the preference.®
Unfortunately, the SBRA does not
amend the Code to explain what
the consequences are for a trustee
or debtor in possession (DIP) that
does not perform any due diligence
or consider the recipient’s defenses
before bringing the action.

This new language in Section
547 will require the plaintiff in the
action to plead in its complaint
that it has performed reasonable
due diligence and considered the
defendant’s defenses before bring-
ing the action. Once the SBRA goes
into effect, attorneys that represent
defendants in a preference ac-
tions should revise their discovery
requests to include an investigation
into what due diligence the trustee/
debtor performed before bringing

the action.

The SBRA also amends 28
U.S.C. § 1409(b) to provide that a
trustee/debtor seeking to recover a
non-consumer debt in an amount
less than $25,000 must bring the
action in the district where the
defendant resides.®® Currently, the
ceiling under Section 1409(b) is
$13,650.%7

The amendments to 11 U.S.C.
§ 547 and 28 U.S.C. § 1409(b) will
heighten the standard of plead-
ing in preference litigation and
could discourage trustees/debtors
from pursuing preference claims
of $25,000 or less if the recipient
of the transfers is not located in
the same district where the case
is pending. These changes seem
incongruous with the intent of
the SBRA to help small businesses
reorganize and represent the only
creditor-friendly changes made by
the enactment of the legislation.

Conclusion

The raising of the debt limits
for family farmers and the passage
of the HAVEN Act open the door for
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bankruptcy relief for two groups of
debtors to use federal bankrupt-
cy law. Given the agrarian nature
of much of South Carolina, and
its strong military and veteran’s
population, these reforms will be of
great relief to financially-distressed
South Carolinians.

The SBRA, through the enact-
ment of Subchapter V, has made
a lot of debtor-friendly changes to
the Chapter 11 process as it per-
tains to small business debtors. By
hybridizing Chapter 11 with Chap-
ters 12 and 13, the SBRA will; lower
the administrative costs of small
business bankruptcies, expedite
the timeline for filing and confirm-
ing a plan, and make it easier for
small business debtors to confirm
a Chapter 11 plan. It remains to be
seen what type of relief this new
law will have: in our experience,
it is very common for corporate
debtors or individuals operating
businesses to have combined debt
that significantly exceeds $2.7
million. By setting the maximum
debt ceiling at $2.725 million, Con-
gress seems to have substantially

limited the number of individuals
and businesses to whom this relief
will be available. However, for the
businesses or individuals that will
be eligible to file under Subchapter
V, these provisions will substan-
tially increase the likelihood that
their reorganization efforts will be
successful.

Adam Floyd is a certified specialist in
Bankruptcy/Debtor-Creditor Law by the
South Carolina Supreme Court. He has
practiced in the area of bankruptcy and
restructuring in South Carolina for 10
years and has been an attorney with
Beal, LLC since July 2017.

Katherine Rea is the staff attorney
to Pamela Simmons-Beasley, Chapter
13 Trustee, Columbia, South Caroli-
na. Prior to working for Trustee Sim-
mons-Beasley, she was the law clerk to
Hon. David R. Duncan (Bankr. D.S.C.)
and Hon. Cynthia A. Norton (Bankr.
W.D.Mo,).
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lishes a floor on the value of transfers that
the trustee/debtor can seek to avoid under
Section 547.

5411 U.S.C. § 547(c) (2018).

811 U.S.C. § 547(b), as amended by H.R.
3311, 116th Cong. (2019).

%28 U.S.C. § 1409(b), as amended by H.R.
3311, 116th Cong. (2019).

5728 U.S.C. § 1409(b) (2018).
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