Stripping Liens

*Save Their Homes:
Debtors’ Options
| “Reduce Mortgage Debt
in Bankruptcy

ore than 20 percent of American homeowners with mortgages were underwater in 2012, meaning they
owed more than their homes were worth.1 Homeowners with second or third mortgages are twice as
likely to be underwater.2 For homeowners like these, one of the principal benefits of filing bankruptcy
1S the ability, in certain circumstances, to reduce their mortgage debt by stripping off unsecured mortgage liens.
However, the ability to reduce or eliminate unsecured mortgage debt can depend on where and how the debtor

files for bankruptcy.
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Secured or Unsecured

When a consumer debtor files for bankruptcy, she has several
options including Chapter 7 liquidation, where the debtor keeps all
exempt property and the remainder is sold off to satisfy creditors,
or Chapter 13 individual reorganization, where the debtor keeps all
her pre-filing property but must repay her creditors over a three- or
five-year period.? When a homeowner files bankruptcy, her creditors
are entitled to file claims seeking recovery of the full unpaid amount,
and secured creditors are entitled to recover the value of their col-
lateral.* Section 502 of the Bankruptcy Code provides that a claim,
once filed, is deemed allowed unless a party in interest objects.?
However, if a creditor’s secured claim exceeds the value of its col-
lateral, that creditor is undersecured.

Bankruptcy Code § 506 provides the mechanism for determining
whether a claim is a secured claim or an unsecured claim. Section
506(a) provides that “[a]n allowed claim of a creditor secured by
a lien on property ... is a secured claim to the extent of the value
of such creditor’s interest in the estate’s interest in such property
... and is an unsecured claim to the extent that the value of such
creditor’s interest ... is less than the amount of such allowed claim.”®
Section 506(a) adds that a valuation of the collateral must be made
“in light of the purpose of the valuation and of the proposed disposi-
tion or use of the property.”” Following on this, § 506(d) provides
that “[t]o the extent that a lien secures a claim against the debtor
that is not an allowed secured claim, such lien is void ....”®

This power to void liens is not without limits. For example,
a Chapter 13 debtor is prohibited from modifying the rights of a
secured creditor whose claim is “secured only by a security interest
in ... the debtor’s principal residence.”™ This so-called anti-modifica-
tion provision in § 1322(b)(2) allows a mortgage lien on the debtor’s
home to ride through bankruptcy intact.

Lien Stripping

A secured claim is one that by definition, is secured by a lien
on specified collateral. If there is not enough value in the collat-
eral to secure the claim, the debtor may be able to “strip off” the
lien entirely or “strip down” the lien to the value of the collateral.
Stripping off refers to the process of entirely removing a mortgage
lien from the home because there is no value in the home beyond
what is encumbered by more senior liens. Stripping down refers
to bifurcating the claim into secured and unsecured portions—the
secured claim equals the unencumbered fair market value of the
home, and the unsecured claim reflects the balance. The effect of
either stripping off or stripping down the lien is to render a previ-
ously secured claim either wholly unsecured or partially unsecured,
with the debtor now able to treat the unsecured portion like other
unsecured claims, thus reducing the mortgage debt.!* Of these two
processes, stripping down is the more controversial.

In a pair of decisions, the U.S. Supreme Court has taken a
dim view of stripping down partially secured liens. In Dewsnup
v. Timm, the Court held that a Chapter 7 debtor could not use
§ 506(d) to strip down a partially secured junior mortgage lien to
the fair market value of the property.!! Analyzing the language of
§§ 502, 506(a) and 506(d), the Court found that “§ 506(d) does not
allow petitioner to ‘strip down’ respondents’ lien, because respon-
dents’ claim is secured by a lien and has been fully allowed pursuant
to § 502.”2 In other words, in Chapter 7 “the creditor’s lien stays
with the real property until the foreclosure,” regardless of whether

it is fully or partially secured.!® The Court reasoned that this result
is consistent with what the borrower and lender had bargained for
and that any increase in value in the home during the bankruptcy
should accrue to the lender and not the borrower.'4

The following year, in Nobelman v. American Savings Bank,
the Supreme Court held that a Chapter 13 debtor could not strip
down a partially secured junior mortgage lien to the fair market
value of the home, because the anti-modification provision in
§ 1322(b)(2) protected both the secured and unsecured portions
of the claim.'® Therefore, so long as a mortgage lien in a Chapter 13
case is secured by some value, even $1, the anti-modification provi-
sion prohibits the debtor from treating any portion of the claim as
unsecured.

The question not answered by Dewsnup or Nobelman is wheth-
er a Chapter 7 debtor and/or a Chapter 13 debtor can strip off a lien
on her home when there is no value securing the lien.

Chapter 7

Most courts that have considered the issue have concluded that
Dewsnup’s holding that a Chapter 7 debtor cannot use § 506(a)
and (d) to strip down a partially secured lien also prohibits stripping
off a wholly unsecured lien. These courts reason that a § 506(a)
valuation must be made in light of a purpose, and a valuation for a
Chapter 13 repayment plan is a valid purpose, but that a valuation
in a Chapter 7 liquidation solely to strip off a junior mortgage lien
is not.!1

A few decisions have interpreted Dewsnup narrowly to only
prohibit strip downs, and have permitted Chapter 7 debtors to strip
off unsecured mortgage liens, even in cases where the debtor has
no nonexempt assets and creditors will receive nothing.!” Recently,
the U.S. Court of Appeals for the Eleventh Circuit joined this latter
group, holding in I re McNeil that a Chapter 7 debtor could use
§ 506 to strip off a wholly unsecured junior mortgage lien.!®* The
Eleventh Circuit first found that “because Dewsnup disallowed
only a ‘strip down’ of a partially secured mortgage lien and did not
address a ‘strip off’ of a wholly unsecured lien,” it was inapplicable to
a strip off in a Chapter 7.* The court then looked to pre-Deswnup
Eleventh Circuit precedent which determined that an allowed claim
that is wholly unsecured is voidable under the plain language of
§ 506(d).2" Despite the different purposes for Chapter 7 (liquida-
tion) and Chapter 13 (repayment), the Eleventh Circuit found
nothing in Dewsnup or the Bankruptcy Code that conflicted with
its holding, and thus became the first circuit court to permit strip
offs in Chapter 7.2

Even more recently, in Wachovia Mortgage v. Smoot, the U.S.
District Court for the Eastern District of New York reversed a bank-
ruptcy court decision that had permitted a Chapter 7 debtor to strip
off a wholly unsecured junior mortgage lien, holding that Dewsnup
precludes a debtor from stripping off unsecured mortgage liens in
Chapter 7.2 This ruling effectively overturned the only decisions
other than McNeil to permit strip offs in Chapter 7.

Chapter 13

An altogether different state of the law exists in Chapter 13
where courts are generally in agreement that Chapter 13 debtors
may strip off wholly unsecured mortgage liens. These courts have
found that the anti-modification provision in § 1322(b)(2) does not
apply to a wholly unsecured mortgage lien because the claim is not
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secured by a lien on the debtor’s principal residence, due to the
lack of any value in the home to which the lien may attach. The U.S.
Court of Appeals for the Second Circuit reasoned in In re Pond that

the anti-modification exception of Section 1322(b)(2) pro-
tects a creditor’s right in a mortgage lien only where the
debtor’s residence retains enough value—after accounting
for other encumbrances that have priority over the lien—
so that the lien is at least partially secured under Section
506(a).... Because thlis] lien is wholly unsecured, defendants
are not “holders of ... a claim secured only by a security inter-
estin ... the debtor’s principal residence,” 11 U.S.C. § 1322(b)
(2), and their rights in the lien are not protected under the
anti-modification exception of Section 1322(b)(2).%

The Third, Fourth, Fifth, Sixth, Ninth, and Eleventh Circuits
have all concurred with this conclusion.?*

Recently, however, the U.S. Court of Appeals for the Tenth
Circuit held in In re Woolsey that Chapter 13 debtors could not
strip off a wholly unsecured mortgage lien.?> Woolsey presented a
peculiar issue; the debtors argued that the unsecured lien could be
avoided solely under § 506(d) and that § 1322(b)(2) was inappli-
cable to their case.?® Relying on the arguments before it, the Tenth
Circuit held that Dewsnup unambiguously precluded the use of
§ 506(d), standing alone, to avoid unsecured mortgage liens.?” The
court recognized, as noted above, that every other circuit court that
has considered the issue has permitted strip offs in Chapter 13 when
analyzing § 506(d) in conjunction with § 1322(b)(2), but the Tenth
Circuit did not join the other circuits because the debtors refused
to invoke § 1322(b)(2).%

7 + 13 Equals a Chapter 20 Split

With limited exceptions, Chapter 7 debtors cannot strip off
wholly unsecured mortgage liens in bankruptcy, while Chapter 13
debtors can. The picture becomes more complex in a so-called
Chapter 20 case. Chapter 20 refers to a debtor who files for Chapter
7 and receives a discharge of his personal obligations and then later
files a Chapter 13 to reorganize his mortgage debt. In Chapter 7,
the debtor can eliminate his personal liability on the mortgage debt
but, generally, cannot modify a mortgage or strip off unsecured
mortgage liens, so the debtor must file a subsequent Chapter 13
if he seeks to modify the mortgage holder’s i rem rights against
the property.? If the debtor files for Chapter 13 within four years
of receiving the Chapter 7 discharge, he cannot receive a discharge
in the Chapter 13 case. As a result, the Chapter 13 case allows the
debtor to repay his debts over three or five years, but he cannot
discharge those debts.?® The question that has created a split among
courts is whether a Chapter 20 debtor can strip off a wholly unse-
cured junior mortgage lien in his Chapter 13 case, even though that
debtor cannot receive a discharge of his debts. This dispute turns
on when the lien is avoided.

About half of the courts to consider the issue have concluded
that a Chapter 20 debtor cannot strip off an unsecured lien because
the lien is not avoided until the debtor receives his discharge or the
debt is paid in full.** These courts point to § 1325(a)(5)(B), which
requires that for “each allowed secured claim,” the debtor’s plan
must provide that the lien remains “until the debt is discharged
or paid in full”; this section further provides that the lien “remains
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intact if the case is dismissed or converted.”? Thus, these courts
conclude that until and unless the debtor receives a discharge
(which he cannot in Chapter 20), an unsecured lien is not avoided
and cannot be stripped off.

The other half of courts faced with this issue have allowed the
Chapter 20 debtor to strip off an unsecured junior lien. These
courts reason that § 1325(a)(5) simply does not apply to a wholly
unsecured claim because—as noted in the discussion of Chapter 13
above—if there is no value to secure the junior lien, the claim is not
an “allowed secured claim,” it is an unsecured claim.?® These courts
find further support in the language of § 1325(a)(5)(B)(i)D),
which provides that a lien is retained if the case is dismissed or con-
verted; however, this provision does not address the scenario where
a Chapter 20 debtor completes his plan payments, his case is fully
administered, and the case is closed without dismissal or conver-
sion and without the debtor receiving a discharge.* As the Eighth
Circuit Bankruptcy Appellate Panel (BAP) noted in In re Fisette,
“nothing in the Bankruptcy Code conditions a Chapter 13 debtor’s
ability to modify a wholly unsecured creditor’s lien under § 1322(b)
(2) on his eligibility for a discharge,” nor does the Bankruptcy Code
include eligibility for a discharge as a requirement for confirma-
tion of a Chapter 13 plan.*® Accordingly, the BAP concluded that
a Chapter 20 debtor may strip off an unsecured junior mortgage
lien on the debtor’s principal residence, and that the lien is avoided
upon completion of the debtor’s Chapter 13 plan payments, not
upon discharge.?

The BAP’s decision in Fisette was appealed to the U.S. Court of
Appeals for the Eighth Circuit, which recently dismissed the appeal
for lack of jurisdiction; because the BAP had ordered the case
remanded to the bankruptcy court for further consideration of the
debtor’s plan, the Eighth Circuit found that the BAP decision was
not a final order for appeal purposes.’” However, in rejecting the
appeal, the Eighth Circuit noted, but did not decide, several issues
that can arise when a Chapter 20 debtor seeks to avoid wholly unse-
cured mortgage liens, including whether the plan was proposed in
good faith and whether the plan is otherwise confirmable.?

Conclusion

The state of the law on lien stripping in bankruptcy remains in
flux. While most courts do not permit a debtor to strip off a wholly
unsecured junior mortgage lien in Chapter 7, but do allow it in
Chapter 13, there is some contrary authority. In addition, the law
on lien stripping in Chapter 20 cases remains nearly evenly split,
with the Eighth Circuit’s decision in Fisette having raised, but not
reached, several important issues. For now, bankruptcy practitio-
ners and other attorneys who are counseling clients in financial
distress need to be aware of a debtor’s options for avoiding junior
mortgage liens in bankruptcy, as well as the current law of their
circuit, their district, or even their judge. ©
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