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I. INTRODUCTION

Outside of bankruptcy, there is nothing wrong with preferring one creditor over another.1 We pay our
mortgage loans so that we do not lose our houses, our car loans so that we have a means of transportation, and
our utility bills so that we do not lose heat and electricity. When the balances in our checking accounts get a
little low, we might let a credit card bill slide, knowing that the only immediate repercussion might be a late
fee. Each creditor's leverage plays a role in when and how much the creditor is paid.

When the proverbial noose of the creditors begins to tighten, the Bankruptcy Code of 1978 (the "Code")2 and
state debtor−creditor laws constrain debtor behavior in several different ways, each constraint aimed at
deterring debtors from depriving creditors of assets. In furtherance of this aim, state and federal laws allow
creditors to avoid fraudulent transfers of a debtor's property3 and the Code allows a trustee in bankruptcy to
set aside preferential transfers, those pre−bankruptcy transfers of the debtor's property which result in one
creditor receiving more than it would if it had waited until the bankruptcy distribution for payment.4

State and federal laws also protect the debtor when the noose begins to tighten. The Code and state law protect
some of an individual debtor's property from creditor process through exemption laws.5 Prior to the
enactment of the Code, Congress debated whether the Code should mandate uniform federal exemptions for
debtors who choose the protection of the Code.6 The Code reflects a compromise, under which states can
opt−out of the federal exemption scheme and require debtors located in those states to use the state
exemptions.7 Thirty−five states have opted out of the federal exemption scheme,8 resulting in a tremendous
range of property that debtors throughout the country can keep after a chapter 7 case.9

One type of debtor behavior that is not explicitly forbidden by the Bankruptcy Code and which is the subject
of a patchwork treatment by the courts is the practice of converting non−exempt property to exempt property
on the eve of bankruptcy.10 Such conversions, which result in the depletion of the debtor's estate available to
creditors,11 do not fit neatly within the proscriptions of the statutes dealing with fraudulent transfers and
preferential transfers.12 There appear to be several reasons for the diversity of opinions on the issue. Among
them are the two different types of actions that creditors typically bring, (actions to disallow the exemption
and actions opposing the debtor's discharge13 ) and the wide range of state exemption statutes.

Uniformity in the arena of pre−bankruptcy planning is desirable for several reasons. Perhaps most
importantly, the availability of bankruptcy law's debtor protections, such as the discharge,14 should be a
question of federal, not state, law. Also, the conversion of non−exempt to exempt property serves to deprive
the debtor's unsecured creditors and to the extent that courts in different parts of the country apply different
standards to conversions, creditors in different parts of the country are treated differently.15 In addition,
attorneys advising their clients prior to bankruptcy are hindered in giving advice by the non−uniformity of
treatment of the issue.16

In this article, I argue that courts should not look upon pre−bankruptcy exemption planning as a fraudulent
transfer issue, but rather as a preferential transfer issue. Part II of this article will discuss the need for a



coherent theory, Part III will discuss some of the recent pre−bankruptcy planning cases, Part IV will discuss
why uniformity in the area of exemption planning is desirable, Part V will discuss some of the scholarly
analysis of pre−bankruptcy exemption planning, Part VI will discuss exemption policy generally, Part VII will
discuss the preference avoidance power, and Part VIII will propose a statutory treatment of pre−bankruptcy
exemption planning patterned on the Code's preferential transfer provision.

II. THE NEED FOR A THEORY

Bankruptcy law has two important goals: that of a fresh start for an individual debtor17 and that of the equal
treatment of creditors.18 Exemption laws further the former goal19 and the trustee's powers to avoid
preferential transfers and fraudulent conveyances further the latter.20 Certain provisions of the Code, such as
the automatic stay,21 are directed at preserving the estate for the debtor's creditors, so that all can share
according to their priorities in bankruptcy.22

When courts, legislators and scholars point to provisions that seek to preserve the estate for the benefit of
creditors, however, they find primarily Code provisions designed to discourage debtors from transferring their
property away from themselves and to creditors (in the case of preferential transfers)23 and to third parties
other than creditors (in the case of fraudulent transfer laws).24 There is nothing in the Code specifically
designed to discourage the debtor from essentially making a "transfer" of property to himself — from his pool
of non−exempt property to his pool of exempt property. The effect of such a transfer, however, is the same as
the effect of a preferential transfer: it allows one creditor, the post−bankruptcy debtor, to receive more than it
would in a chapter 7 liquidation, while diminishing the amount of property available for the general unsecured
creditors.25

A preference analysis would avoid some of the problems inherent in the current approaches to pre−bankruptcy
planning. One reason for the lack of uniformity in the approaches to pre−bankruptcy planning is that the
creditors and the trustee in bankruptcy have a choice of actions to bring against the debtor.26 A creditor can
object to the debtor's discharge under section 727(a)(2) of the Code, which states that the court shall grant the
debtor a discharge unless the debtor, with intent to hinder, delay or defraud a creditor, has transferred his or
her property within one year before the date of filing the petition in bankruptcy.27 A creditor can also
challenge the debtor's right to claim the exemption either under the Code28 or under the applicable state's law.
29 Creditors have also looked to set aside such conversions as fraudulent transfers under section 548 of the
Code.30 Some courts have noted that a creditor or the trustee could move to have the case dismissed for cause
or substantial abuse under section 707.31

In many cases, courts hold that the debtor is entitled to take full advantage of his state's exemptions.32 The
effect is that a debtor is allowed to keep property acquired immediately before bankruptcy whether or not the
debtor needed such property before the prospect of bankruptcy appeared on the horizon. The result is to favor
those debtors who have a large number of non−exempt assets on the eve of bankruptcy and disfavor those
who do not. It is very possible that in both scenarios, the end result in bankruptcy could be the same: no assets
for unsecured creditors. Once again, the policy of encouraging repayment is thwarted. So long as the
asset−rich debtor has not done anything that would fall into the section 707 proscription on abuse of the
bankruptcy process, the asset rich debtor can file under chapter 7 and pay his creditors the same percentage of
his debts as the asset poor debtor can.

The preference analysis avoids all judgments about a state's exemption laws. The question of the need for
uniformity in exemptions has recently been debated by the National Bankruptcy Review Commission (the
"Commission").33 The result of the debates prior to the Code's enactment was the opt−out.34 The
Commission proposed elimination of the opt−out, a range within which the homestead exemption can fall and
a lump sum personal property exemption, an approach that would all but eliminate the exemption planning
problem.35 However, there is no guarantee that Congress will adopt the Commission's proposals. Even if
states have an interest in providing exemptions for debtors residing within their borders,36 because of the
unique attributes of bankruptcy law, Congress has an interest in assuring that there is a federal exemption
policy, and a preference approach to pre−bankruptcy planning would further such a policy.



Some state exemption statutes incorporate a preference approach. Several states exempt retirement plans in an
unlimited amount.37 Clearly, such states want to encourage their citizens to save for retirement.38 Some states
have prohibited debtors from contributing large amounts to their retirement plans on the eve of their
bankruptcy filings. Pennsylvania has incorporated a preference element into its exemption statute, disallowing
an exemption for contributions made within a year before the bankruptcy filing,39 and Arizona's exemption
statute denies an exemption for contributions made within 120 days before the filing.40 New York has also
incorporated a preference approach in its exemption statute, limiting an exemption for annuities to $5,000 if
the annuity was purchased within six months before the debtor's petition in bankruptcy.41

The major advantage of a preference approach would be uniformity, which results in the equal and fair
treatment of both debtors and creditors. Another advantage of a preference approach would be to eliminate
costly litigation regarding transfers made within a certain time period before the bankruptcy filing. The door
would still be open to allegations of fraud and a debtor could be denied a discharge if the debtor's behavior
was egregious. Under the preference approach all transfers made within the preference period and otherwise
satisfying the elements of a preference would be avoidable, with the result being the denial of the debtor's
exemption, a far less harsh remedy than the denial of a discharge. In addition, a preference approach would
give some comfort to lawyers advising their clients on the eve of a bankruptcy filing.42

III. THE STATE OF THE CASE LAW

The judicial approach to pre−bankruptcy planning reflects a great amount of uncertainty. Such uncertainty is
due, in part, to the two different types of actions typically brought by creditors who challenge asset
conversions, objections to discharge,43 and objections to exemptions.44 The debtor who unsuccessfully
challenges the objection to discharge is subject to a drastic penalty; he or she keeps the exempt property but
emerges from bankruptcy owing all prepetition debts.45 The debtor who unsuccessfully challenges the
objection to exemptions receives the discharge, but loses the allegedly exempt property to creditors.46 The
cases show the perpetual pull in bankruptcy between federal and state law, since when a debtor claims a
state−created exemption, the scope of the claim is determined by state law, while the debtor's right to a
discharge is governed by federal law.47

When a trustee in bankruptcy or a creditor challenges a debtor's right to acquire exempt property shortly
before bankruptcy, the courts scrutinize the debtor's sale of non−exempt property.48 It is the cash from this
sale that is used to acquire the exempt asset.49 In cases where there is no sale of property, the courts scrutinize
the debtor's use of non−exempt cash to purchase an exempt item of property. In almost all cases, proof of the
debtor's fraudulent intent in selling the non−exempt asset or using the non−exempt cash is necessary for the
creditor or trustee to prevail.50 The Code requires an intent to "hinder, delay or defraud"51 a creditor for the
debtor to be denied a discharge under section 727 and the Code's fraudulent transfer provision, section 548,
requires either actual intent to "hinder, delay or defraud"52 a creditor or constructive fraud in order for a
transfer of a debtor's property to be set aside as fraudulent.53 Although there is nothing in section 522, the
Code's section governing exemptions, regarding fraudulent intent,54 courts nevertheless apply a fraudulent
transfer standard when determining whether to allow a debtor to claim an exemption.55 There is an important
limitation on the courts' willingness to find fraudulent intent in many cases, since a debtor's fraudulent intent
in these cases is almost always limited by the principle that "a debtor's conversion of non−exempt property to
exempt property on the eve of bankruptcy for the express purpose of placing that property beyond the reach of
creditors, without more, will not deprive the debtor of the exemption to which he otherwise would be
allowed."56

In finding fraudulent intent, courts have fashioned a variety of tests that vary in their clarity. First Texas
Savings Ass'n v. Reed (In re Reed)57 illustrates the federal/state pull inherent in these cases by allowing the
debtor to keep his exemptions but denying the discharge. The court took pains to distinguish actual intent to
defraud creditors from "the intent to put assets beyond the reach of creditors, which is, after all, the function
of an exemption . . . ."58 Mr. Reed bought guns, antiques, coins and corporate stock, some of which he sold
for fair market value and some of which he sold for values not determined to be fair or unfair.59 With the
proceeds, he paid $45,000 to reduce the mortgage indebtedness on his homestead.60 All of the transactions



took place within two weeks of the debtor's chapter 7 filing.61 The court found the debtor's fraudulent intent
in the debtor's whole pattern of conduct, his rapid conversion of his assets, and the fact that he diverted some
of his money into a secret bank account.62

In searching for the debtor's fraudulent intent in determining whether to deny either the discharge or the
exemption, courts tend to weigh certain badges of fraud.63 Courts use these badges of fraud, or extrinsic
evidence of fraud, because fraudulent intent is difficult to prove directly.64 The classic badges of fraud are
listed in the Uniform Fraudulent Transfer Act ("UFTA") and include transfers to an insider of the debtor,
concealed transfers, transfers made after the debtor had been sued, transfers made while the debtor was
insolvent or shortly before the debtor became insolvent, transfers for less than a reasonably equivalent
consideration, and transfers of substantially all of the debtor's assets.65

The problem with using the badges of fraud is that one of them is rarely present in the pre−bankruptcy
planning cases in that most of the sales of non−exempt property are for a reasonably equivalent value, and
several of the badges are often present.66 One of the badges of fraud is that the transfer was made after the
debtor had been sued or threatened with suit.67 This is a badge of fraud because a creditor with a judgment
against a debtor can obtain rights in the debtor's property. The effect of filing a bankruptcy petition is the
same in that once a bankruptcy petition is filed, all of the debtor's property goes into the estate for the benefit
of creditors.68 For at least one court, however, the fact that a creditor had obtained a $103,092 judgment
shortly before the debtor's bankruptcy filing was dispositive in the court's decision to deny the debtor's claim
of an exemption in roughly $210,000 of property.69 This may seem at odds with the general rule noted earlier
that conversion of assets with the express purpose of placing property beyond the reach of creditors is
insufficient to deny a debtor an exemption, but that case, In re Schwarb, holds that such a conversion is
sufficient to deny a debtor the right to claim an exemption.70

Another badge of fraud is that the transfer was of all or substantially all of the debtor's assets.71 The UFTA
defines "asset" as the debtor's property except for property exempt under non−bankruptcy law.72 Since the
effect of a pre−bankruptcy conversion of non−exempt to exempt property is often the near total depletion of
the estate available to creditors, this badge is also present.73 Again, however, as noted above, most courts
hold that conversion of non−exempt to exempt property for the purpose of placing such property beyond the
reach of creditors, by itself, will not deprive the debtor of his exemptions.74 The result is a hodgepodge of
judicial approaches with the fact that a debtor used all of his or her non−exempt property to acquire exempt
property considered important in some cases and nearly irrelevant in others, even in cases involving identical
amounts of property transferred.75 In Albuquerque National Bank v. Zouhar (In re Zouhar),76 a case decided
under the Bankruptcy Act of 1898 (the "Act"), the court's decision to deny the debtor a discharge was based
primarily on the fact that all of his property was involved and the property converted would have been
sufficient to pay all of the debtor's debts.77 That court's exemption policy was stated as follows, "[w]hile a
bankrupt is entitled to adjust his affairs so that some planning of one's exemptions under bankruptcy is
permitted, a wholesale sheltering of assets which would otherwise go to creditors is not permissible."78

Some courts look to the amount of the property transferred as the dispositive factor, with one court saying that
the "bankruptcy court has the primary duty to distinguish hogs from pigs."79 An interesting illustration is
provided by an analysis of two cases decided by the Eighth Circuit on the same day, Hanson v. First National
Bank in Brookings,80 a case in which a creditor unsuccessfully objected to the debtor's exemptions, and
Norwest Bank Nebraska v. Tveten (In re Tveten),81 a case in which a creditor successfully objected to the
debtor's discharge. In Hanson, the debtors, who were farmers, sold non−exempt property worth roughly
$31,000 and used the proceeds to purchase exempt life insurance policies with a combined cash surrender
value of $19,955, and prepay their home mortgage loan. The South Dakota exemption law permitted debtors
to exempt a homestead without limitation and up to $20,000 of the proceeds of life insurance policies.82 In
Tveten, the debtor, a physician, sold almost all of his non−exempt property and purchased $700,000 worth of
exempt life insurance and annuity contracts.83 At the time, Minnesota law provided for an unlimited
exemption in annuity contracts payable by a fraternal benefit society.84



As these cases were decided by the same court on the same day, it is not surprising that they contained similar
reasoning. First, in both cases, the court looked to the traditional badges of fraud and noted that converting
assets prior to bankruptcy, without more, does not show fraudulent intent.85 In both cases, the property in
both cases was sold for fair market value, lack of which is a traditional badge of fraud.86 Finally, title and
possession to both properties sold appeared to have been transferred properly.87 In Hanson, the court found
no "extrinsic evidence" of fraud, while in Tveten, it did.88

The primary difference between the two cases was the amount of property transferred, a point made by the
concurring opinion in Hanson.89 In both cases, the debtor did exactly what the state law permitted, but in
South Dakota the exemptions had dollar limits, while in Minnesota they did not.90 An important point about
the Tveten case is that the court makes a judgment about the appropriateness of the respective state exemption
laws using its own conception of what is "necessary."91 The court explained the purposes of exemption
statutes and found that Dr. Tveten's behavior went well beyond conforming with those purposes.92 The court
appears to discourage unfettered exemption planning in states that do not have dollar limits on categories of
exempt property, noting those state laws that include limits on the value of exempt property are consistent
with the federal policy in favor of allowing the debtor to make a fresh start.93

Debtors who have attempted to exempt far less than $700,000 have been denied either the exemption or the
discharge.94 The purposes behind exemption statutes were important to the court's reasoning in Zouhar, a
case in which the debtor, who was also a physician, exempted less than $50,000 of previously non−exempt
property by selling stock in his professional corporation and bought an exempt annuity.95 The applicable New
Mexico statute exempted annuities without limit.96 He also bought a home and prepaid his son's tuition in the
amount of $1860.97 The debtor earned approximately $70,000 a year, was recently divorced, and the result of
a discharge would have been freedom from his divorce obligations98 and a remaining net worth of $130,000.
99 The Act had a section analogous to section 727(a) of the Code, which denied a discharge to a debtor who
transferred his property with the intent to hinder, delay, or defraud his creditors.100 The court denied the
discharge, holding that the tuition prepayment and the mortgaging of stock to purchase an exempt annuity was
fraudulent transfers.101

The Zouhar court used much of the jargon commonly found in the pre−bankruptcy planning cases.102 The
court was concerned that allowing an exemption in this case would constitute an abuse of the bankruptcy
process in that the debtor did not desire a fresh start, but a head start.103 Like the court in Tveten, this court
saw an unlimited potential for abuse in exemption statutes that do not have monetary limits, and noted that
cases that permitted pre−bankruptcy conversions of non−exempt to exempt property "generally involved
considerably smaller sums than are involved here."104 The court found the debtor's intent to defraud in the
fact that the debtor was motivated not by the purpose for which the New Mexico legislature enacted the
exemption statute, long−term protection for the debtor and his family against death, disability or retirement,
but by the purpose of self−induced insolvency in order to shelter assets from the bankruptcy trustee.105 While
most courts say that the debtor's desire to shelter assets from creditors does not constitute fraud in itself, Dr.
Zouhar was candid in his admissions that he was trying to keep assets from the trustee.106

More than one court has cited the adage, "when a pig becomes a hog, it is slaughtered."107 However, in the
high exemption state of Florida, commonly characterized in the media as a "debtor's paradise,"108 an elderly
debtor couple who purchased a $14,000 annuity five days before filing for bankruptcy was denied a chapter 7
discharge in Crews v. First Colony Life Insurance Co. (In re Barker).109 The Florida exemption statute
exempted annuity policies without a value limit.110

Unlike the court in Tveten and Hanson, which used the financial position of the debtors before and after
bankruptcy to formulate extrinsic evidence of fraud, the court in Barker took note of, but gave no weight to,
the fact that both of the debtors were living on Social Security payments.111 They purchased the annuity
policies eleven days after they were sued for a deficiency judgment following the repossession of their mobile
home.112 The debtor husband admitted that he purchased the annuity policy in a "desperate attempt to save
the last of [their] savings," as he and his wife had no other assets to live on during his retirement years.113



Leniency toward the homestead exemption is another theme running through the cases. A year after deciding
the Tveten and Hanson cases, the Eighth Circuit was faced with the bankruptcy of one of Dr. Tveten's real
estate partners in the case of Panuska v. Johnson (In re Johnson).114 This debtor had sold various assets, all
for apparently adequate consideration to pay off $175,000 worth of debts secured by his exempt homestead
and purchase annuities and IRAs in the amount of nearly a quarter of a million dollars,115 life insurance
policies worth $4,000 and musical instruments worth $8,000.116 The court remanded the case for a finding of
extrinsic evidence of fraud with the guidance of a test fashioned from the court's reasoning in Tveten and
Hanson, illustrating the rule by example rather than setting forth fraudulent intent.117

The Johnson court makes an interesting distinction between the homestead exemption and other exemptions.
Although the Eighth Circuit, in formulating its test to determine whether the conversion of non−exempt to
exempt assets should be permissible, retained the value of the property converted as a factor, the court
specifically excepted the homestead from this factor, even in states in which the homestead exemption is
unlimited.118 In making this distinction, the court characterized the homestead exemption as the exemption
most central to the legitimate aims of state lawmakers.119 The court then distilled a test from Tveten and
Hanson and said that "extrinsic evidence [of fraud] can be composed of: further conduct intentionally
designed to materially mislead or deceive creditors about the debtor's position; conveyances for less than fair
value; or the continued retention, benefit or use of property allegedly conveyed together with evidence that the
conveyance was for inadequate consideration . . . [and in] exemptions other than the homestead exemption,
the amount of property converted."120 In formulating the test, the court conceded that "separating ordinary
pre−bankruptcy planning from fraudulent action is difficult."121 It is interesting to note that under this test, a
debtor could be denied a discharge if he or she acquired $500,000 in exempt annuities prior to bankruptcy,
assuming that they were exempt without limitation under state law, but that same debtor could acquire a
$500,000 house under the same circumstances and receive a discharge.

In NCNB Texas National Bank v. Bowyer (In re Bowyer),122 the chapter 7 debtor couple withdrew $24,000
from their savings and paid down the mortgage on their homestead approximately fifteen days before they
filed their bankruptcy petition.123 The court, in a case with little reasoning, found that paying down the
mortgage constituted legitimate pre−bankruptcy planning.124 The homestead cases are troubling in light of
the fact that debtors undoubtedly need a place to live, but each state's determination of how much home a
debtor needs ranges from no home at all in Pennsylvania, New Jersey, Rhode Island, and the District of
Columbia, to a home of unlimited value in Texas, Florida, Iowa, Kansas, and South Dakota.125 This
nonuniformity of homestead exemptions has caused some well−situated debtors to relocate before filing for
bankruptcy.126

In the fraudulent conveyance challenges, the courts are almost unanimous in holding that something more
than the debtor's desire to shield assets from creditors is necessary to deny a discharge.127 However, this is
not the case when the debtor moves from one state to another. One year and five days prior to filing for
bankruptcy, the debtors in In re Coplan128 moved from Wisconsin to Florida in order to take advantage of
Florida's more generous homestead exemption.129 In ruling that the debtors' specific purpose of shielding
their assets from their creditors was sufficient to deny the debtors their exemption, the court based its decision
on section 522 of the Code, which says nothing about pre−bankruptcy planning.130 The creditors and trustee
were precluded from relying on section 548, however, because more than one year had passed between the
house purchase and the bankruptcy petition.131 The court that decided Coplan appears to look upon all
pre−bankruptcy planning with disdain, stating that, "[t]his case is plainly unlike the situation where, following
conversion of assets, an unexpected disaster occurs that pushes a debtor into bankruptcy and thus necessitates
a different treatment."132

Not all courts require that the debtor's intent be fraudulent in order to deny the debtor a discharge. In the
Barker case discussed above, the trustee challenged the debtors' claim of exemption in annuities worth about
$14,000.133 The court correctly noted that there is nothing in section 522 that would deny the debtors'
exemption claim and focused on the proper test to be applied in determining the debtors' entitlement to a
discharge.134 The court considered various factors in searching for "extrinsic evidence" of fraud sufficient to
deny a discharge, including whether: the objecting creditor has a "special equity" in the property converted;



the debtor and the transferee had a close relationship; the debtor continued to possess, benefit from or use the
property; the debtor engaged in a "sharp practice" of dealing prior to filing for bankruptcy; the debtor became
insolvent as a result of the transfers; the conversion occurred after the entry of a judgment or the debtor
received inadequate consideration.135

Interestingly, the court did not find evidence of fraud in Barker.136 Rather, the court found that the debtors, in
failing to list the questionable transfers in their schedules, attempted to hinder or delay their creditors.137

Since the Code allows the court to deny a discharge to a debtor who attempts to "hinder, delay or defraud" his
creditors, the Barkers' discharge was denied.138

A final important theme running through these cases is the willingness or unwillingness of courts to substitute
their judgments for the judgments of state legislatures in allowing exemptions. The Eighth Circuit showed an
unwillingness to do so with respect to homestead exemptions in Johnson,139 but a willingness to do so with
other unlimited exemptions in Tveten.140 The problem of unlimited state exemptions was addressed in the
case of Staats v. Beckman (In re Beckman).141 Under the Ohio exemption statute, which governed in that
case, life insurance policies purchased for the benefit of the debtor's spouse, children, dependent relatives or
creditors were exempt without a dollar limit.142 In the statute, an exemption could be denied if the policies
were purchased "in fraud of creditors," but the statute did not define that phrase.143 The debtor husband, two
days before the bankruptcy petition was filed, used $15,000 in fees earned in his dental practice to purchase a
$100,000 life insurance policy for himself and a $100,000 life insurance policy for his wife.144

In holding that the exemption was avoidable, the court analyzed the badges of fraud. One fact the court
considered was that the debtor purchased the policies just two days before the bankruptcy petition.145 The
court recognized, however, that this usually occurs in pre−bankruptcy planning cases.146 The court also
looked to the amount of insurance purchased and found that the additional insurance was not necessary for the
protection of the debtor's family.147 In doing so, the court substituted its judgment for that of the Ohio
legislature in determining what property is necessary for a debtor to keep after bankruptcy.

While some judges will substitute their judgment for that of state legislatures, others will not. This
complicates the question of whether or not bankruptcy law is, or should be, uniform. In Up State Federal
Credit Union v. Carletta (In re Carletta),148 the debtors, taking advantage of New York's exemption laws,
used $7,500 of their non−exempt cash to purchase exempt insurance policies roughly two weeks before filing
their chapter 7 petition.149 In New York, insurance policies were exempt without limit.150 The creditor
sought to deny the debtors their discharge under section 727(a).151 The court noted that it was unwilling to
place a dollar limit on an unlimited exemption, but within limits, stressing that the amount of non−exempt
property converted to exempt property is relevant to a determination of whether to deny the debtor a discharge
under section 727(a).152 The same court had noted its approval of New York's $5,000 limit on exemptions for
certain annuities a year earlier in In re Moore, saying that such a limitation demonstrated "the legislature's
intent to balance the debtor's right to a fresh start and limit the debtor's ability to deliberately 'load up' on
exempt property."153

Clearly, the law that courts apply to pre−bankruptcy asset conversions is not uniform. Part of the
non−uniformity stems from the fact that most of the states have opted out of the federal scheme of
exemptions, as permitted by the Code.154 However, since the debtor's entitlement to a discharge is a matter of
federal, not state law, such non−uniformity is impermissible as a matter of bankruptcy policy. It is necessary,
then, to discuss what uniformity really means for bankruptcy purposes in order to determine the approach that
courts and Congress should take to pre−bankruptcy planning.

IV. WHY UNIFORMITY IS DESIRABLE

The Constitution gives Congress the power to enact uniform bankruptcy laws for the United States.155

Uniformity is desirable for creditors, who receive the benefit of a collective proceeding, and for debtors, who
receive the benefits of a discharge. A lack of uniformity leads to unfair treatment. Many creditors, such as
banks and retailers, conduct business that crosses state boundaries and would benefit from a uniform rule that



would ensure their fair treatment nationwide. Local creditors would benefit as well, since the current confused
treatment of the pre−bankruptcy planning issue allows creditors in some states to fare better than those in
others, for reasons that go beyond the non−uniformity of exemptions. Most importantly, the benefits of a
discharge should go to debtors who comply with the Code, and the current state of pre−bankruptcy planning
laws makes it nearly impossible to determine the meaning of compliance.

Over the course of American bankruptcy history, the term "uniformity" has not been interpreted in a
consistent manner. An often cited definition of uniformity comes from the 1902 case of Hanover National
Bank v. Moyses,156 where a creditor challenged the Bankruptcy Act of 1898 as unconstitutional because it
incorporated state exemption laws and thus violated the uniformity clause.157 The Court in Moyses defined
uniformity for bankruptcy purposes to mean geographical uniformity, under which the bankruptcy laws would
be considered uniform if, in each state, the trustee takes, inside bankruptcy, exactly what the creditors would
take outside bankruptcy.158 Under Moyses, therefore, the Act's scheme of non−uniform exemptions passed
constitutional muster.

The Moyses conception of uniformity was explained, and perhaps refined, seven years later in the case of
Thomas v. Woods,159 a case involving the dower rights of the debtor's wife.160 The trustee claimed that if
each state's laws concerning dower were made applicable in bankruptcy, the law would not be uniform within
the Constitution's mandate.161 The court explained that the uniformity required by the Constitution "relates to
the law itself, and not to its results upon the varying rights of debtor and creditor under the laws of the several
states."162 In elaborating on the concept of uniformity, the court pointed to the history and purpose of the
Constitution's uniformity clause, which was, in part, to prevent Congress from passing laws that applied to or
favored citizens of some states but not others.163

The reasoning of Moyses and Thomas was carried forward into the Code in Storer v. Thorpe Credit, Inc., (In
re Storer),164 a case involving Ohio's exemption statute, which, by its terms, did not "affect or invalidate any
sale, contract of sale, conditional sale, security interest, or pledge of any personal property, or any lien created
thereby."165 The creditor argued that because the debtor had chosen to use Ohio exemptions, its lien, which
would have otherwise been avoidable under section 522(f) of the Code,166 was valid under the state law. The
court drew a distinction between an "exemption" and the "operation of liens upon an exemption," stating that
no state can pass a law denying a debtor the right to avoid a lien, as authorized by the Code.167

The Storer case illustrates how federal bankruptcy policy overrides state law even when a debtor chooses, or
is forced, to utilize state exemptions.168 The liens invalidated by section 522(f) are valid, perfected liens
under each state's version of the Uniform Commercial Code (the "UCC").169 The Code, in section 522(f),
reflects a federal policy that creditors should not get the benefit of non−possessory, non−purchase money
security interests in certain exempt property.170 Likewise, the policy against pre−bankruptcy conversion of
non−exempt to exempt property should be strong enough to prevail over each state's interest in allowing
debtors to exempt certain types of property.

The Commission, in its report completed in October, 1997, recommended eliminating the current system
under which states can opt out of the scheme of federal exemptions provided in section 522 of the Code.171

The commissioners stressed the need for balance in the Code between the objectives of fair treatment for
creditors and a fresh start for debtors.172 The commissioners recognized that the geographic uniformity
permitted by Moyses works to the detriment of creditors, particularly creditors who operate nationally, in that
creditors of financially identical debtors can receive vastly different distributions depending on where the
debtors happen to live.173 In proposing a mandatory set of federal exemptions, the commissioners point to the
different bargains struck by debtors who file for bankruptcy protection and debtors who allow creditors to
pursue their state law remedies.174 Without going into much detail, the report points to the automatic stay and
discharge as unique attributes of the federal system.175

There may be reasons why a state would want to keep its exemption laws and allow a debtor to take advantage
of them in bankruptcy. In the debates preceding the enactment of the Code in 1978, there was some sentiment
that federal exemptions which were more generous than a state's exemptions would cause debtors to file



bankruptcy petitions, while federal exemptions which were less generous than state exemptions might cause
creditors to file involuntary petitions in those states.176 However, in order to get some of the benefits of a
bankruptcy case, there should be some limitations on the debtor's ability to take advantage of such exemption
laws.

Bankruptcy is a collective proceeding that gives debtors and creditors advantages that they do not have
outside bankruptcy. The successful completion of the collective proceeding gives the individual debtor an
advantage he would not enjoy under state law — the discharge of his debts.177 Preference law, unlike
fraudulent conveyance law, has as its basis the preservation of the collective proceeding by adjusting the
rights of creditors among each other, while fraudulent conveyance law adjusts the rights of creditors vis−à−vis
the debtor.178 When a debtor makes a pre−bankruptcy transfer of non−exempt property to purchase exempt
property, the effect is both to harm individual creditors and to thwart the collective proceeding. The collective
proceeding is thwarted because the debtor, who is last on the distribution priority list, elevates himself to first
place.179

Uniformity in the approach to pre−bankruptcy planning is desirable because of the benefits that a debtor
receives from a collective proceeding. Since the availability of the discharge is a matter of federal law, there
must be some uniformity in application of the Code. A uniform approach to exemption planning does not
interfere with the idea that state laws govern property rights in bankruptcy,180 since states can keep their
exemption provisions and those provisions can be respected in bankruptcy.181

V. THE EXISTING THEORIES

Since the enactment of the Code, several commentators have attempted to fashion a reasoned approach to the
pre−bankruptcy asset conversion issue. Some view the right to exemptions as a property right that must be
respected in bankruptcy,182 others adhere to the fraudulent transfer approach,183 while others advocate a bar
date approach, which takes into account the debtor's need to keep necessities.184

All of the above theories begin from the same starting block, the block made of state and federal exemptions.
Formulating a uniform approach to exemption planning is hindered because of the idea that if a state deems
property so necessary to a debtor's existence that the property is exempt from creditor process, then the law
should allow the debtor to maximize his or her exemptions, in order to preserve the debtor's right to a fresh
start. Professor Steven Harris, in a 1982 article, expounded on this idea and justified pre−bankruptcy
exemption planning as both an exercise of the state−created property rights respected in the Code and as a
practice consistent with the notion of the fresh start.185 Professor Harris saw no federal interest in limiting
exemption planning, concluding that since Congress allowed the opt−out, Congress endorsed the policies of
the various states that encourage the acquisition and preservation of certain assets.186 The fatal flaw in such
reasoning can be found in this question: if the debtor considered the property necessary to his very existence,
why did he only find the need to acquire it when the specter of bankruptcy appeared on the horizon?187 For
guidance on this issue, one need look no further than the debate regarding the definition of "reasonably
necessary" for the purpose of determining a debtor's disposable income under a chapter 13 plan.188 In chapter
13, a debtor certainly cannot improve his standard of living, in fact, he is often required to reduce his standard
of living. 189

Most of the courts addressing pre−bankruptcy exemption planning have reached their decisions after applying
a fraudulent transfer analysis.190 This approach is criticized in some of the commentary as causing excessive
uncertainty to attorneys advising debtors due to the inconsistencies in application of the fraudulent transfer
analysis.191

In two articles published shortly after the enactment of the Code, scholars have suggested analogizing
pre−bankruptcy asset conversions. Professor Theodore Eisenberg, in a 1981 article addressing several aspects
of the Code and proclaiming the Code a "failure," suggested that the Code treat preferential transfers and asset
conversions in a similar manner. Part of his reasoning was based on bankruptcy law's inconsistency in
disregarding state law in its treatment of asset conversions.192 Professor Alan Resnick, in a 1978 article,



proposed an amendment to section 522 which would disallow an exemption in property acquired within
ninety days of the debtor's bankruptcy filing.193 However, he proposed disallowance only to the extent that
the acquisition exceeded the "reasonable needs of the debtor or his dependents."194 Such an approach would
do little to alleviate the existing uncertainty in the field of exemption planning.

In a recent article, Professors Ponoroff and Knippenberg propose a reconceptualization of pre−bankruptcy
exemption planning from a transfer−based concept to a property−based concept.195 Their criticism of the
transfer analogy is based on the fact that exemption planning, while sharing some characteristics of fraudulent
transfers and preferential transfers, lacks nearly as many common characteristics.196 As a result, they propose
the concept of "Exemption Property," a state−created property right.197 Since bankruptcy respects state
created interests in property,198 the result of prohibiting asset conversion would be a taking of a debtor's
property interest, with the concomitant grant of that interest to a creditor who did not bargain for that interest,
the general unsecured creditor.

The conception of exemption planning as a property right inherent in "Exemption Property" is appealing, but
the expansion of the idea of property is one that begs a close examination of the goals of bankruptcy.199

Certainly the "honest but unfortunate debtor" needs protection, but so do creditors. Professors Ponoroff and
Knippenberg criticize estate maximization as the goal of prohibiting asset conversion,200 but to protect the
debtor in exemption planning while ignoring the impact on creditors is to ignore the balance that bankruptcy
policy must strike, a balance between debtor interests and creditor interests.201 While it may be true that the
unsecured creditor strikes no bargain at all with respect to the debtor's property,202 outside bankruptcy, the
unsecured creditor is in an all or nothing situation. If the creditor reaches the debtor's unencumbered
non−exempt property before the other creditors, the creditor is paid in full; if not, the creditor stands to
receive nothing. In bankruptcy, the all or nothing gamble does not exist; the unsecured creditor must wait for
its distribution from the estate. The institution of security has been criticized for imposing a fictitious bargain
on involuntary creditors and for holding voluntary unsecured creditors to the terms of agreements to which
they have no access.203 The same argument could be made against the concept of Exemption Property;
although voluntary unsecured creditors could be presumed to know exemption laws,204 it is difficult to argue
that all unsecured creditors assume the risk that debtors will take full advantage of exemption laws, especially
in states where some of the exemptions do not have dollar limits.205

It is dangerous to create new property rights that bankruptcy law must respect. There is a growing body of
literature regarding the extent of property rights, and the impact of the creation of new property rights on
bankruptcy law.206 If the right to acquire exempt property is a property right inherent in the idea of
exemptions, then the right to transfer any property to a creditor can also be considered a property right.207

Labels do not make a transfer a property right; when a debtor acquires non−exempt assets on the eve of
bankruptcy, something has been transferred, either a non−exempt piece of property for cash that is then used
to acquire exempt property, or the debtor's non−exempt cash.

If voidable preference law allows the general unsecured creditors to reach the right to transfer property to
creditors,208 asset conversion law must do the same in the absence of a compelling competing interest. That
interest, of course, is that of the debtor; a preferential transfer or a fraudulent transfer inures to the benefit of
creditors while asset conversion inures to the debtor himself. Whether the asset conversion is conceptualized
as a transfer or as a property right, the basic conflict remains. Who is more deserving of the transferred
property right, the prepetition creditors who bargained for repayment, or the debtor, for his post−bankruptcy
life? 209

VI. EXEMPTION THEORY

It is said that bankruptcy law, with its attendant discharge, exists to provide relief to the honest but
unfortunate debtor. The lack of definition of that honest but unfortunate debtor has not gone unnoticed.210 In
denying debtors' access to chapter 7 and in denying debtors a discharge, courts have fashioned a patchwork
conception of the honest but unfortunate debtor. Even the Code itself attempts, at least in the areas of good
faith filing 211 and exceptions to discharge,212 to define who is not an honest but unfortunate debtor. As far as



exemptions go, however, the only attempt under the Code to limit exemption planning is to limit the dollar
amount of each itemized exemption.213 In opt−out states and in states in which the debtor has the choice of
either state or federal exemptions, there may be no dollar limit on the items that a debtor may exempt.

It has been said that state and federal exemption laws promote five social policies:

(1) To provide the debtor with property necessary for his physical survival;

(2) To protect the dignity and the cultural and religious identity of the debtor;

(3) To enable the debtor to rehabilitate himself financially and earn income in the future;

(4) To protect the debtor's family from the adverse consequences of impoverishment;

(5) To shift the burden of providing the debtor and his family with minimal financial support
from society to the debtor's creditors.214

Consistent with the foregoing policies, exemption laws should be seen as allowing a debtor to shield certain
property from creditors; not as entitling debtors to a fixed amount of that property.215

The federal policy underlying the fresh start is a major reason that a uniform approach to exemption planning
is essential.216 State exemptions are based on various state policies, including the protection of an individual
debtor's welfare. However, state debtor−creditor law does not contemplate a collective proceeding and state
laws assume that a debtor will eventually satisfy his or her debts.217 Although some argue for the
abandonment of the idealized honest but unfortunate debtor as a driving bankruptcy concept, it seems that the
discharge should be seen as a privilege, not a fundamental right, and that there must be some limits on who is
deserving of that discharge.218 Bankruptcy policy should encourage debtors with non−exempt property to
contribute as much property as reasonably possible to satisfy the claims of prepetition creditors. In furtherance
of that goal, the standard of an honest but unfortunate debtor should not be abandoned, but rather expanded,
and debtors with non−exempt assets available for conversion on the eve of bankruptcy should not be viewed
as unfortunate.

Federal exemption policy of course contemplates a collective proceeding. The interests of the creditor play a
larger role in bankruptcy law than under state debtor−creditor law.219 Under bankruptcy law, creditors
compete for scarce resources, represented by the estate.220 Creditors assume certain risks, based on the type
of credit they extend. The Code reduces the risks assumed by some unsecured creditors through the scheme of
priorities set forth in the Code.221 Some of the risk assumed by unsecured creditors arises out of each state's
exemption laws. It is in the federal interest to regulate this risk somewhat in the interest of regulating the
consumer credit system.222 Therefore, while it is not unreasonable to expect creditors to have some
familiarity with state exemption laws, it is consonant with bankruptcy policy to mitigate the risks by imposing
a uniform system of allowing and disallowing exemptions.

While the Code balances state and federal policies in allowing exemptions, the concept of the "fresh start" is
clearly born of federal bankruptcy policy,223 since a "fresh start" does not exist under state law. The concept
begs a federal definition, one complicated by the range of stinginess to generosity evidenced by the state law
exemptions.224 In the asset conversion cases, some courts attempt to distinguish the fresh start from the
running start. In the cases dealing with exemption of retirement accounts under section 522, courts distinguish
between the fresh start applicable to the debtor's present existence and the fresh start applicable to the debtor's
future.225 A fresh start encompassing the debtor's future well being stretches beyond the bankruptcy goal of
relieving a debtor from prepetition impecuniousness.226 Allowing debtors to squirrel away property on the
eve of bankruptcy inches towards protecting not only the debtor's present ability to provide for himself, but
his future ability to provide for himself.227



Congress certainly contemplated the safety of the debtor's future in enacting the Code. Employers cannot
discriminate against employees solely on the basis of an employee's bankruptcy filing,228 nor can
governmental units discriminate against persons who have filed for bankruptcy protection.229 Private parties,
other than the debtor's employer, may consider a person's bankruptcy in deciding whether or not to do
business with that person; as a result, a bank may refuse to extend credit and a landlord may choose not to rent
an apartment to a former debtor in bankruptcy.230 Permissible asset conversion, however, has the effect of
forcing creditors to provide for a debtor's future. By allowing a debtor to remove property from the reach of
prepetition creditors on the eve of bankruptcy, proponents of permissible conversion effectively force those
creditors to subsidize a debtor's future to a greater extent than the creditor would absent the conversion.231

Exemptions exist to leave the debtor with real and personal property that the state or federal government
deems necessary to the debtor's survival. Permitting a debtor to acquire exempt property on the eve of his or
her bankruptcy filing conflicts with the idea that exempt property is necessary property. A case decided under
the 1867 Act, In re Jordan,232 found the law regarding bankruptcy exemptions uniform only when laws allow
each debtor to exempt that property that is necessary for survival in that debtor's locality.233 The preference
approach to exemption planning takes local interests into account, recognizing as necessary property that the
debtor owned for a certain amount of time prior to filing his petition.

VII. THE LAW OF PREFERENTIAL TRANSFERS

Laws prohibiting the transfer of a debtor's property to thwart creditors predate, by many years, the laws
prohibiting preferential transfers of a debtor's property. The 1571 Statute of 13 Elizabeth introduced
fraudulent transfer law into English law. It was not until 1869 that the Parliament added the concept of a
voidable preference into the English law of bankruptcy.234 Fraudulent transfer law exists both inside and
outside bankruptcy, whereas preference law exists only in bankruptcy. Unlike fraudulent transfer law, which
is subjective, preference law looks only at the financial condition of the debtor and the effect of a transfer of
his property on third party creditors.235 In 1976, Professors Jackson and Kronman identified the two principal
aims of the law of preferences as the protection of the contractual arrangements fashioned by the debtor and
his creditors before bankruptcy, and the minimization of the inevitable social costs associated with bankruptcy
by spreading its impact among all classes of creditors.236

The purpose behind the Code's grant of power to avoid preferential transfers is twofold: to discourage the
creditors' race to the courthouse and to further the goal of equality of distribution among creditors.237

Professor Countryman pointed out in his 1985 article entitled "The Concept of a Voidable Preference in
Bankruptcy" that, because of the Code's classification of creditors, there is no bankruptcy policy of equality,
but there is a policy of preserving classes and equality within those classes that the preference concept is
designed to protect.238 Under the Code, the debtor occupies a class that is not entitled to payment until all
other allowed claims are paid in full.239 In the law of preferences, it is the effect of the transaction, not the
intent of the debtor or the creditor, that is controlling.240 A debtor's transfer of non−exempt property in order
to acquire exempt property on the eve of bankruptcy thwarts the Code's scheme of distribution and should be
avoided whether or not the debtor had any fraudulent intent,241 a state of mind that is difficult to prove. A
preferential transfer is not rendered fraudulent because it indirectly hinders or delays creditors.

A Supreme Court case from early in this century lends some weight to the idea that a pre−bankruptcy asset
conversion is more correctly viewed as a preferential transfer rather than a fraudulent transfer.242 In Van
Iderstine v. National Discount Co.,243 the Court illustrated some of the differences between fraudulent
transfers and preferential transfers under the Act.244 The court characterized fraudulent transfers as
"inherently and always vicious" and "malum per se," and characterized preferential transfers as "innocent and
valid, except when made in violation of the express provisions of a statute" and "malum prohibitum—and
then only to the extent that it is forbidden."245 The Court's formulation recognizes that preferential transfers
are ones that are valid save but during a specified period, while fraudulent transfers are always wrong.246 The
Court's sentiment was echoed in Rutter v. General Motors Acceptance Corp.,247 which differentiated between
preferential and fraudulent transfers by stating that fraudulent transfers involve moral turpitude and prevent
discharge while preferential transfers do not.248 Likewise, the acquisition of exempt property is permissible



and encouraged, but the acquisition of the exempt property should not be permitted, or encouraged, during a
specified period before a bankruptcy petition is filed.

VIII. A PROPOSED PREFERENCE PROVISION

Preferential transfers are defined in section 547 of the Code.249 In order for a trustee to set aside a transfer as
preferential, it must be: (1) a transfer; (2) of the debtor's property; (3) to or for the benefit of a creditor; (4) on
account of an antecedent debt; (5) made within 90 days before the bankruptcy petition (one year if the
transferee is an insider); (6) made while the debtor was insolvent (but there is a 90 day presumption of
insolvency); and (7) one that enables the transferee to receive more than it would in a chapter 7 case.250

A transfer is "every mode, . . . of disposing of or parting with property or with an interest in property."251 In
order to characterize the conversion of non−exempt property to exempt property as a preferential transfer it is
necessary to focus on the second transfer in the usual asset conversion, the acquisition of the exempt property,
rather than the first, the sale of non−exempt property, which is the focus of the fraudulent transfer analysis.252

In cases in which the debtor simply pays down a debt, or uses cash to purchase exempt property, there is only
one transfer on which to focus.

Support for this characterization can come from the definition of "transfer" under the UFTA. Under the
UFTA, a "transfer" is defined as "every mode, direct or indirect, absolute or conditional, voluntary or
involuntary of disposing of or parting with an asset or an interest in an asset."253 An "asset" is "property of a
debtor," but the term asset does not include exempt property.254 If such definitions were to apply to voidable
preferences under the Code, then any conversion of non−exempt to exempt property would be a transfer
because in all cases, an asset changes hands.

Since the pool of non−exempt property is liquidated to satisfy the claims of creditors255 and it is the
preservation of that pool that is the primary concern to the unsecured creditors, any definition of a preferential
transfer should be broad enough to include any transfers of non−exempt property out of the pool of
non−exempt property.

Since a preferential transfer is a transfer made to or for the benefit of a creditor, it is necessary to characterize
the pool of exempt property as a creditor of the debtor. In order to do that, one should think of the pool of
exempt property as the post−bankruptcy debtor. A creditor is defined as an "entity that has a claim against the
debtor that arose at the time of or before the order for relief concerning the debtor."256 An entity includes
"person, estate, trust, governmental unit, and United States trustee."257 Since the definition is inclusive, not
exclusive, the pool of exempt property could easily be considered an entity. A claim is any right to payment.
258 During the debtor's pre−bankruptcy life, the pool of exempt property has a claim against the pool of all
property of the debtor. This claim matures at the time the bankruptcy case is commenced because at that time,
the debtor has the right to exempt certain property. Therefore, the "payment" can be considered the acquisition
of exempt property during the debtor's pre−bankruptcy life. No definition of payment appears in the Code, so
there is no need to limit payment to the payment of money. The transfer of value into the pool of exempt
property can be considered the payment.

The transfer is not to a creditor, but rather for the benefit of a creditor. When the debtor's non−exempt cash is
used to acquire an exempt asset, the cash goes into the hands of a third party, but the result of the transfer is
that the pool of exempt property is increased, and the post−bankruptcy debtor receives a benefit.

The next element of a preference is also satisfied since the creditor receives more than it would in a chapter 7
case had the transfer not been made and the creditor received payment of the debt to the extent permitted by
chapter 7 of the Code.259 The secured or unsecured status of the creditor is relevant to this "more than" test. A
fully secured creditor is not preferred by payments before bankruptcy because a creditor's claim is a secured
claim "to the extent of the value of such creditor's interest in the estate's interest in such property."260 In other
words, a fully secured creditor would be paid 100% of its claim in a chapter 7 liquidation, so that no
pre−bankruptcy payment would improve its position. Unsecured creditors, on the other hand, are paid



pro−rata according to their priorities under the Code, and no class of unsecured creditors is entitled to
payment until the class above it is paid in full.261 As a result, most payments to unsecured creditors within the
preference period result in an improvement in position for the creditor. When a debtor sells non−exempt
property in order to acquire exempt property, the estate is also depleted, a result that some courts require as an
essential element to the "more than" test.262

For purposes of a preference approach to pre−bankruptcy planning, the pool of exempt property should be
considered an unsecured rather than a secured creditor. Although the wisdom of allowing a secured creditor to
receive more than an unsecured creditor in a bankruptcy distribution is the subject of some debate,263 secured
creditors receive more than unsecured creditors in a bankruptcy distribution because secured creditors have an
interest in specific property of the debtor.264 The interest in the property is not enough for bankruptcy
purposes, however, because the property right must be perfected in order for the claim to be a secured one for
bankruptcy purposes.265 Although there are exceptions,266 in most cases, the act of perfection must be a
public act by the creditor, either filing a notice in public records,267 taking possession of the property,268 or in
the case of motor vehicles, noting the interest on the certificate of title.269 If a secured creditor's interest is
perfected within the preference period, that perfection results in a preference, if all the other requirements of
section 547 are met, even though the transfer, the granting of the security interest, had been made previously.
270

A debtor can generally give a creditor a security interest in exempt property, and except in cases covered by
section 522(f) of the Code, that security interest is valid in bankruptcy. The security interest has priority over
the debtor's right to the exemption, since the exemption attaches only to the debtor's equity in the property.271

If one were to consider a debtor's right to exempt certain property a perfected right, such a grant of a security
interest would be subordinate to the debtor's right to the exemption.

It is helpful to think of a state's exemption statute as giving the pool of exempt property an unperfected claim
against the debtor. In theory, a creditor could look at the debtor's assets and see what non−exempt and exempt
property the debtor owns. The debtor's ownership of the exempt property can be deemed a perfected transfer.
However, the right granted by the statute to exempt certain property is best seen as an unperfected right, since
there is the possibility that the debtor might never need some of the property listed as exempt. This position is
supported by the Uniform Commercial Code, under which a secured party's interest in collateral cannot attach
until the debtor has rights in the collateral.272 This argument is admittedly most compelling in the case of
unlimited exemptions, since viewing such a statute as giving a debtor a perfected right to exempt property
could lead to "no−asset" cases in most bankruptcy cases.273

Even if one were to classify a state's exemption statute as the kind of public notice necessary for perfection of
a security interest, it would be the debtor's acquisition of the property that would be the act necessary for
perfection. Just as floating liens on inventory can be avoided as preferential transfers,274 so should
acquisitions of exempt property during the preference period. The actual acquisition need not be avoided, just
the "lien," or exemption claim.

A transfer is only preferential if it is made for or on account of an antecedent debt. Here is where the idea of a
debtor's right to his state's exemptions is useful. If one views the statute governing exemptions as one that
gives the pool of exempt property a claim against all other assets of the debtor, then such a claim remains
unsatisfied until the debtor acquires property that can be classified as exempt. The Code defines "debt" as
"liability on a claim."275 As a result, any transfer of the debtor's property into the pool of exempt property is a
transfer on account of an antecedent debt.

In order to apply preference laws to pre−bankruptcy exemption planning, the transfer must be made while the
debtor is insolvent. Under the Code, there is a presumption that the debtor is insolvent during the 90 days
prior to the date of filing the petition in bankruptcy. The 90 day presumption of insolvency is rebuttable.276

The Code defines "insolvent" in the case of an individual, as the financial condition in which the sum of the
person's debts is greater than all of the person's property, exclusive of fraudulently transferred property and



exempt property.277 The definition of insolvency should be expanded for the purposes of a preference section
addressing pre−bankruptcy planning. Under the UFTA, a debtor who is not generally paying his or her debts
as they become due is presumed insolvent.278 A pre−bankruptcy planning preference provision should add the
UFTA insolvency test to the Code's insolvency test and provide that the debtor is insolvent if the debtor's
financial condition satisfies either test. The "generally not paying" test is already in the Code in the section
dealing with involuntary petitions.279 If the preference avoidance power is designed to avoid transfers made
in contemplation of bankruptcy, then the expanded definition of insolvency would better further the desired
goal, since an individual who is generally not paying debts is likely contemplating bankruptcy. A debtor who
is solvent based on the Code's balance sheet test should not be permitted to render himself insolvent shortly
before his bankruptcy filing.

The last element to be satisfied deals with the timing of the transfer. A transfer that meets all of the other
elements of a preference is avoidable if made within 90 days before the petition is filed unless the creditor is
an insider, in which case, the transfer is avoidable if made within one year of the filing.280 When the transfer
results in the acquisition of exempt property, the time frame should be that applicable to the insider transferee.
Again, the definition of "insider" is inclusive, not exclusive,281 and includes a relative of the debtor, a
partnership in which the debtor is a partner, a general partner of the debtor and a corporation of which the
debtor is a director, officer or person in control.282 Since the post−bankruptcy debtor is a later incarnation of
the debtor himself, the creditor fits nicely in to the definition of "insider" of the pool of non−exempt property.
283

Pursuant to the Code's preference avoidance power, the trustee may recover the transferred property from the
transferee or the entity for whose benefit the transfer was made.284 For purposes of exemption planning, the
trustee should be able to avoid the exemption — that is, get the property back from the creditor for whose
benefit the transfer was made, not from the actual transferee. Thus, the property would be restored to the
pre−bankruptcy debtor, or the pool of non−exempt property.

The existing preference avoidance provisions in section 547 of the Code contain some exceptions; that is,
certain transfers that would otherwise be preferences are not avoidable.285 A preference provision dealing
with pre−bankruptcy asset conversions should likewise contain exceptions; there are certain acquisitions of
exempt property that the Code need not prohibit.

Some of the existing commentary addressing pre−bankruptcy asset conversions extols the debtor's right to
keep "necessities," exemption laws providing the definition of what is necessary.286 A workable preference
provision should contain a much narrower definition of necessity. The Code contains, as do several state
exemption statutes, an exemption for professionally prescribed health aids.287 Any conception of the fresh
start assumes a debtor is alive and perhaps well to enjoy it. The purchase of a wheelchair is unlikely to raise
eyebrows; even if some creditors object, woe to the creditor who actually attempts to set aside such a purchase
as preferential.

Another exception to the preference avoidance power is for transfers that constitute transfers for "substantially
contemporaneous" value given by the creditor to the debtor.288 Likewise, transfers of exempt property for
exempt property would also be excepted from the proposed section, since these transfers result in no overall
loss to the estate.

In the business bankruptcy context, payments made on debts in the ordinary course of the debtor's business
are not avoidable.289 In the consumer context, it is possible to view home mortgage payments in the same
light. Making regular payments on a home mortgage loan, while perhaps increasing the debtor's equity in an
exempt asset, is again not the kind of asset transfer on which Congress should frown. A similar argument can
be made for regular payments into a retirement plan. Support for such an exemption from preference
treatment comes from the legislative history of the Code. Courts often cite that history for the proposition that
"the conversion of non−exempt assets into exempt assets on the eve of bankruptcy is not, standing alone,
fraudulent."290 However, those considering the Code before its enactment were not unanimously supportive
of bankruptcy planning, and the same letter from which the last quote is taken also distinguishes the ordinary



life maintenance payments of the debtor from "the deliberate enlargement of exemptions out of the usual and
customary manner of living and in contemplation of bankruptcy."291 The author, then Bankruptcy Judge
Phelps, considered the former to be within the realm of permissible pre−bankruptcy activity and the latter to
be a form of cheating which "shocks one's conscience" and "bring[s] the whole bankruptcy process into
disrepute."292

IX. CONCLUSION

The preference analogy, like those that have come before, is imperfect. Any restriction on exemption planning
raises a cry that such a restriction favors the more sophisticated debtors over the those who are less
sophisticated. There is nothing in the proposed preference provision that would prevent a debtor from filing a
bankruptcy petition one year and a day after converting a substantial amount of property from non−exempt to
exempt status. Certainly the fraudulent transfer analogy remains available when the debtor's conduct is so
egregious as to raise a question of his eligibility for a discharge.293 However, the cases show that in many
asset conversions the debtor is converting a wealth producing, liquid asset, such as cash, into an illiquid asset,
such as a home or a retirement account. If the debtor can live without the liquid asset for a year and a day, the
transfer should remain untouched. However, if the debtor needs to file bankruptcy as a result of the transfer, it
is conceivable that the transfer should not have taken place at all.

A preference approach to pre−bankruptcy planning would further the desirable goal of uniformity in the
bankruptcy laws and would provide some certainty to courts and to debtors' attorneys. Such an approach
would also balance two interests that sometimes appear at odds with each other: the state interest in allowing
its residents the exemptions chosen by the state and the federal interest in a uniform policy governing an
individual's bankruptcy discharge.
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