BANKRUPTCY

R. Patrick Vance’

The Ffth Circuit was busy handing down decigons on bankruptcy issues during
the survey period. The author has reviewed seventeen of these cases and has passed on
severd where the result was too fact-intensve. This year's results do not bear out the
truismthat if you lose in the bankruptcy court, forget the gpped. Seven of the reviewed
cases resulted in reversds Eight cases were affirmed.  Two were dismissad as moat,
which hed the same effect as an affirmance.

Despitethehighreversd ratethisyear, thelesson remainsthesame: For maximum
leverage on gpped, win in the bankruptcy court. Note, however, thet this ssemingly high
reversd rate of bankruptcy court decisons can be mideading. What we do not see by
looking a the numbersis the multitude of cases decided by the bankruptcy courtsthat did
not generate an goped. These cases reflect the success of the bankruptcy courts in
resolving digoutes without calling upon the gppdlate courts

PREFERENCES

IninreLamar Haddox Contractor, Inc.,* thecourt reversed thebankruptcy and
didrict courts decisons and found no preference because the evidence to prove the
Oebtor’ sinsolvency was insuffident under adearly

erroneous Standard.? Where there is an “indder” guarantor, an avoidable preference
occurs when the debtor pay's an antecedent delot within one yeer prior to thefiling of the
bankruptcy petition and when the payment occurs while the debtor isinsolvent.®

Partner, Jones, Walker, Waechter, Poitevent, Carrére & Denégre, L.L.P. and member of the
Louisiana ?ar. Mr. Vance is a fellow of the American College of Bankruptcy and the American Law Institute.

Orix Credit Alliance, Inc. v. Harvey (In re Lamar Haddox Contractor, Inc.), 40 F.3d 118 (5" Cir.
1994).
) 2 1d.at120. A reviewing court must accept the bankruptcy court’s findings of fact unless they are
clearly erroneous. Id. (citing Wilson v. First Nat’l Bank (In re Missionary Baptist Found. of Am., Inc.), 796
F.2d 752, g56 (5™ Cir. 1986); Clay v. Traders Bank, 708 F.2d 1347, 1350 (8" Cir. 1983)).

See id. at 120-21; see also 11 U.S.C. § 547(b)(4)(B) (1988); Levit v. Ingersoll Rand Fin. Corp. (In
re V.N. Deprizio Constr. Co.), 874 F.2d 1186 (7*" Cir. 1989) (Transfer to non-insider creditor occurring within
a year of the filing for bankruptcy may be awarded as preferential when the transfer benefitted an insider.).
Deprizio was legislatively overruled by amendment to 11 U.S.C. § 550(a), effective October 22, 1994. See The
Bankruptcy Reform Act of 1994, Pub. L. No. 103-394, 108 Stat. 4106 (codified in scattered sections of 11
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Note, however, thet theordinary rule—that insolvency isarebuttable presumption
—isnot goplied when the dleged preference occurred more than ninety days prior to the
filing of the petition. Thus, if the preference fdls outsde of the ninety-day window, the
trustee must prove insolvency by a preponderance of the evidence?

Judge Duplantier,® writing for the Fifth Circuit, ddivered awake-up cdl totrustees
to think carefully about the proof presented to prove insolvency. Fird, the court looked
a 11 U.SC. § 101(32)(A) and obsarved thet a corporate debtor is insolvent when its
“finendd condition [ig such thet the sum of [itg debtsisgreater than dl of [itg] property,
at afar vduaion.”™ Thisisknown asthe“badance shest tes.”” But theinquiry does not
gop with the values on the bdlance shet. A fair vaduation requires adoser look at the
asHts

As the court obsarved, with an “Acocounting 101" lecture, financid Satements
reflect the book vaue of assets® The book vaue of an asst is ardinaily its cost minus
depreciation, and deprediaion is usudly amount determined by tax law.® Thus the far
vaue of an assat may be different then the belance sheet vdue. Impliditinthislogicisthet
the rate of deprecidion isatificda and not necessaily afar vaue

So what does the court beieve to be afar vdue? Aneven moreuncertantesis
goplied—" estimating whet the debtor’ s assets would redize if sold inaprudent manner in
current market conditions™° Thistest will proveto be mischievousin abankruptcy case
Apprasds or opiniontestimony of the actud vaue of the debtor’ s assetswill be required
by thetest. Often, by thetime preference suiits are indtituted, the debtor’ sassets arelong
gone. And ordinarily, the debtor’s assets will have been digposed of by liquidation a

U.S.C.). Except for the Deprizio issue, the issue in preference case ordinarily involves transfers made within the
90-day period before the filing of the bankruptcy case.
5 In re Lamar Haddox Contractor, Inc., 40 F.3d at 121.
Senior Judge, United States District Court for the Eastern District of Louisiana, sitting by
designatiog. Id. at 119.
Id. at 121.
See, ¢.g., In re Taxman Clothing Co., Inc., 905 F.2d 166 (7" Cir. 1990).
In re Lamar Haddox Contractor, Inc., 40 F.3d at 121.
Id.
10" “pembroke Dev. Corp. v. Commonwealth Sav. & Loan Ass’n (In re Pembroke Dev. Corp.), 124
B.R. 398, 401 (Bankr. S.D. Fla. 1991).
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digressprices. How will trusteesrecondruct the vaue of the pre-bankruptcy assetse the
time of the payment to the creditor?

With some luck, there may be some extant gppraisas of assats, but most
businesses, expecidly finanddly distressed ones, will not havegppraisalsinther corporate
records. Asaresult, the trusee may have to rdy soldy upon opinion tetimony. This
gpproach will nat only be difficult to prove, but it will dso be equdly difficult to defend.
If there are no gppraisas and the trugtee relies exdusively on the opinion testimony of
manegaeman to prove insolvency, the defendant creditor will havelittle defense other then
the balance sheet. While most deltors will not have gppraisals in their records;, they will
have a bdance sheet.

What did the court rgect in this case as proof of insolvency? The court rgected
the testimony of the debtor’ s accountant who had prepared the debtor’ s tax returns and
finandd datements for over a decade™ Because the debtor's accountant has no
information as to the fair vaue of the equipment, the court conduded thet her tesimony
wasinauffident to proveinsolvency, though her opinion wasthet the debtor was* probably
bankrupt."*?

The court gated thet “ thereis evidence thet the book val ue of the assetsprobably
was nat reflective of the property’s fair value™ but the court did not tdl us whet that
evidence was. Next, the court complained that the trusteg's falure to introduce the
finendd satement that showed book vaue into the record prevented the court from
detemining the fair market vaue of the assets™  The court went on to regject the
accountant’ s tesimony, which did nat indude exhibits as condusory.> The court dso
noted that there was no testimony a dl asto thefar vaue of the property, only its book
vaue'®

E In re Lamar Haddox Contractor, Inc., 40 F.3d at 121
Id.

B g (emphasis added).

14
15 :g at 122.
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In light of the dearly erroneous sandard gpplied, the court’s condusion is
troublesome. The Ffth Circuit' s decison may sop trusteesin ther tracks and require a
burden that may be impossble to esablish. But this is double-edged joy for creditors
because rebutting opinion testimony about assets thet are no longer around will reguire
condderable recondructive andyds of the vaue of the debotor’ s assts.

CLAIMS

AtisueinInreMidland Industrial Service Corp.t’ waswhether theobligation
of the debtor to pay persond property tax in Texas was a pre-petition or post-petition
dam againg the debtor.® Midland Centrd Appraisd Digricc (MCAD) filed an
adminidrative expense cdlam under 11 U.SC. 8§ 503 againg the edtate for 1988 ad
vaorem taxes to which the debtor had objected.™

The court first observed that date law determines the question of when a tax
obligation arises® Under Texas law, property taxes are the persond obligation of the
person who owns or acquires the property on January 1 of the year for which thetax is
imposed?* Texaslaw dso providestha on January 1 of each year, atax lien attachesto
the property to secure payment of thetaxes? However, taxesfor aparticular tax year are
not actudly assessad againg the taxpayer until approximately October 1.2

MCAD argued thet thetax isnot incurred until the dateit isassessed. Inthiscase,
assessment occurred podt-petition, as the petition wasfiled in mid-January. The delotor
argued thet under sate law, the tax wasincurred on January 1, which was pre-petition.?*

17 35 F.3d 164 (5™ Cir. 1994).
3814, at 165.
¥
2014 at 166 (citing In re Columbia Gas Sys., Inc., 146 B.R. 114, 116 (Bankr. D. Del. 1992), aff'd,
37F.3d 982% (3d Cir. 1994), cert. denied, 115 S.Ct. 1793 (1995)).
> TEXASTAX CODE ANN. § 32.07 (West 1995).
Id. §§ 32.01(a).
Shaw v. Phillips Crane & Rigging, Inc., 636 S.W. 2d 186 (Tex. 1982), appeal dismissed, 459 U.S.
1191 (1983).
In re Midland Indus. Serv. Corp., 35 F.3d at 166.
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The Ffth Circuit turned to Black’ sLaw Dictionary for the definition of “incur’
and conduded that the tax daim is incurred on the date it accrues rather then the date it
isassessed.?® Under Texaslaw, lighility based on ownership accrueson January 1, which,
inthis case, was pre-petition. Accordingly, MCAD hed a pre-petition tax lien, which it
falled to enforce, but not a post-petition adminigtrative daim.

APPELLATE JURISDICTION

Just whenyou think you have figured out appdlate jurisdiction, another case pops
up to demongtrate anuance that reminds you of its complexity: InreAucoin.?® Consider
these facts Debtor objects to the bankruptcy court’ sorder extending acreditor’ stimeto
object to thedischarge® Debtor argues that the creditor’ s potentia objectionsrdate to
dischargeghility under 11 U.S.C. § 523,% but thet the creditor’s mation refers only to
section 727° objectionsto discharge. The bankruptcy court grantsthe creditors smotion
to extend; the didtrict court affirms and holds that the extended deadline gpplied to bath
the saction 727 and section 523 complaints. The caseis gppeded to the Fifth Circuit.*

Hash back to the 1991 Fifth Circuit decison of Inrelchinose® Inthat case the
court denied the deator’ smoation to dismissasaction 523 complant asuntimely, but Judge
Patrick Carr reversed on gpped to the digtrict court.* The Fifth Circuit affirmed on the
merits®

2514, at 166-67.

Id. at 167 & n.2 (citing In re Northeastern Ohio Gen. Hosp. Assn., 126 B.R. 513 (Bankr. N.D.
Ohio 199]2)7' In re Brent Explorations, Inc., 91 B.R. 104 (Bankr. D. Colo. 1988)).
28 In re Midland Indus. Serv. Corp., 35 F.3d at 167.
35 F.3d 167 (5™ Cir. 1994).
2 1d.at 169,
11 U.S.C. § 523 (1994).
3 11U.S.C.§727 (1994).
In re Aucoin, 35 F.3d at 169.
gi Ichinose v. Homer Nat'l Bank (In re Ichinose), 946 F.2d 1169 (5" Cir. 1991).
Id. at 1171.
B 1d at 1175-77.
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What did the Aucoin court doinwheat gppearsto beasmilar procedurd dispute?
The Aucoin court dismissed the case because it lacked jurisdiction.®  Repeat: Aucoin
case digmissed, no juridiction; |chinose decided on the merits.

Ore has to dosaly examine 28 U.S.C. 8§ 158(g) and (d) to see the difference.
Firgt, digrict courtshavejurisdiction to hear gpped sfrom find andinterlocutory judgments
aswdl as orders of the bankruptcy court®” In both Aucoin and Ichinose, the order thet
waertt to the digtrict court was interlocutory.

The Fifth Circuit, in contradt, only has jurisdiction of gopedls from find orders®
“A dedgonisfind when it endsthe litigation on the merits and leaves nothing for the court
to do but executethejudgment.”* Inlchinose, the didtrict court reversed the bankruptcy
court's order, which hed the effect of ending the litigation. The Aucoin didrict court, in
contradt, afirmed an order denying a mation that would have effectivdy ended the
liigetion. Whilebath I chinose and Aucoin darted as gpped s from aninterlocutory order
of the bankruptcy court, the didrict court’s reversd in Ichinose trandormed its
interlocutory nature into afind order.** Thus, the Aucoin and | chinose cases, when they
arived a theHfth Circuit, were proceduraly different. Althoughthetwo caseswerequite
smilar factualy —the debtor was hoping for adecison to avoid atrid onthe merits* the
tranamutationthat occurred & the digtrict court influenced the determination of whether the
Ffth Circuit hed jurisdiction to hear the gpped.

Who sad that the rules of procedure for appeds were easy? Congder
Christopher v. Diamond Bensfits Life Insurance Co.,* in whicha Chapter 11 debtor
brought a 9ngle adversary proceading seeking a dedardtion that cartain damsin Sate
court of four groups of creditors had been discharged in his bankruptcy case*

33 In re Aucoin, 35 F.3d at 170.
28 U.S.C. § 158(a) (1988).

gg In re Aucoin, 35 F.3d at 169: In re Ichinose, 946 F.2d at 1176.
28 U.S.C. § 158(d) (1988).

40 Askanase v. LivingWell, Inc., 981 F.2d 807, 810 (5™ Cir. 1993).

4L In're Ichinose, 946 F.2d at 1177.
4 The author speaks with some authority since he and Professor James Bailey were debtor’s

counsel inige Ichinose case.
Christopher v. Diamond Benefits Life Ins. Co. (In re Christopher), 35 F.3d 232 (5% Cir. 1994)

(per curiarm.
Id. at 233-34.
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The case was tried againg dl the defendants® At trid, the bankruptcy court
granted one group's ord moation to dismiss (the “Diamond Bendfits Group”) and later
executed awritten judgment. The debtor filed amation for renearing that was denied.*®

Subssquently, the bankruptcy court rendered judgment for the debtor againg the
other three groups of creditors (the “ Other Groups”).*” The debtor filed hisfirst notice of
gpped from this judgment within ten days, but more then ten days after the denid of
rehearing mation on the Diamond Benefits Group's judgment.  After the notice of apped
wasfiled, one of the defendantsin the Other Groupsfiled amation for additiond findings
of fact. The court denied the mation.*®

A monthlater, the Diamond Bendfits Group filed amation to dismissthe debtor’ s
gpped asbeing untimely. The mation was denied.*® The debtor then filed amation for
extendon of timeto file an goped, which was granted without a hearing or reesons. The
next day the debtor filed another —his second—noatice of goped. The Diamond Benfits
Group smultaneoudy filed a cross-goped and amoation for recongderation on the order
granting the debotor an extension of timeto file an goped. The mation for recongderation
was denied

On gpped, the didtrict court found that the first natice of goped was nullified by
the Other Groups mation for additiond finding of fact.>* Thedidtrict court aso found that
the bankruptcy court had abused itsdiscretion in granting the debtor additiond timetofile
the second natice of goped. Findly, the digtrict court found that there was no excusable
neglect for the tardiness of the second natice of goped and, accordingly, reversed the
bankruptcy court’s order extending the time for filing the goped.>

4514, at 234.
46 Id

ST

48
Id.
33 Id.
Id.
S,
52 .
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The Hfth Circuit looked firgt to Rule 8002(a) of the Federd Rules of Bankruptcy
Procedure, which reguires anotice of gpped to befiled within ten days of the bankruptcy
court’sjudgment.>® Theten daysis talled by the filing of catan mations st out in Rule
8002(b).>* Any natice of apped filed before the digposition of a Rule 8002(b) mationis
nullified because the time for goped runs anew from the time the maotion is granted or
denied>

The debtor argued thet Diamond Bendfits Group's cross gpped  was nullified
because it was filed a the same time as its motion to recondder, which the debtor
characterized as a Rule 8002(b) mation. The court of gppeds disagreed and said thet a
moation for reconsderation is not the type of motion thet will toll the goped period under
Rue8002(b).>® Thecourt andogized talling under Rule8002(b) to talling under Rule4(a)
of the Federd Rules of Civil Procedure and dited cases in support of its andogy, which
held thet amoation for reconsderation of amoation to dismiss an gpped does nat tall the
apped period under Rule 4(a).>” Thecourt found that Rule 8002(b) issmilar with regard

53 EEDR. BANKR. P. 8002(a); In re Christopher, 35 F.3d at 236.

FED. R. BANKR. P. 8002(b). Rule 8002(b) provides:
Effect of Motion on Time for Appeal. If any party makes a timely motion of a type
specified immediately below, the time for appeal for all parties runs from the entry of the
order disposing of the last such motion outstanding. This provision applies to a timely
motion:

(1) to amend or make additional findings of fact under Rule 7052, whether or not granting
the motion would alter the judgment;

(2) to alter or amend the judgment under Rule 9023;
3) for a new trial under Rule 9023; or
4) for relief under Rule 9024 if the motion is filed no later than 10 days after the entry of
judgment. A notice of appeal filed after announcement or entry of the judgment, order, or decree but
before disposition of any of the above motions is ineffective to appeal from the judgment, order, or
decree, or part thereof, specified in the notice of appeal, until the entry of the order disposing of any
of the above mations requires the party, in compliance with Rule 8001, to amend a previously filed
notice of appeal. A party intending to challenge an alteration or amendment of the judgment, order,
or decree shall file a notice, or an amended notice, of appeal within the time prescribed by this Rule
8002 measured from the entry of the order disposing of the last such motion outstanding. No
additional fees will be required for filing an amended notice. Id.

—_—

% FED. R. BANKR. P. 8002(b)(4); In re Christopher, 35 F.3d at 234.
gg In re Christopher, 35 F.3d at 235.

See Reinbold v. Dewey County Bank, 942 F.2d 1304 (8" Cir. 1991), cert. denied 503 U.S. 946
(1992); Fox v. Brewer, 620 F.2d 177 (8™ Cir. 1980).
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to the types of mationsthat will tall thetime period for goped.*® Consaquently, Diamond
Benefits Group did not need to file a second natice of apped.>®

The debtor’ s second notice of goped was dearly untimely, except for the order
granting the extengon of time. The debtor argued that the first notice of gpped from the
Diamond Benefits Group' sjudgment should not have been nullified becausethemation for
additiond findings of fact was filed by the Other Groups in response to a separate
judgment. Thus, the two judgments should be tregted individudly, requiring separate
noticesof goped. Under the debtor’ stheory, themoation for additiond findingsof fact was
not a Rule 8002(b) mation as to the Diamond Bendfits Group's judgment. One of the
flavsinthisargument isthet thefirg notice of gpped wasfiled morethen ten daysafter the
Diamond Bendfits Group' s judgmert.

The court distinguished a Sixth Circuit opinion thet involved severa consolidated
casss and treeted each party asbeinginvolved in ssparateactions® In Christopher, the
four groupswere dl co-defendants in the same action.®!  Thus, the separate judgments
were not trested as separate for gpped purposes and required anotice to be filed within
ten days of the digposition of the lagt Rule 8002(b) mation. Using this andyds, bath
notices of goped filed by the debtor were found to be untimely.

Nevethdess the court extended the Supreme Court's holding in Pioneer
Investment Services Co. v. Brunswick Associates Ltd., Partnership, © interpreting
Federa Ruleof Bankruptcy Procedure 9006(b)(1) to thiscasein examining theexcusable
neglect of the debitor’s attorney who filed untimely notices of apped.® In Pioneer, the
Suprame Court hdd that an attorney’ s inadvertence could congtitute excusable neglect
where aproof of daim was untimdy filed because the bar date was buried in a tack of
paper on his desk.®* The Supreme Court stated that excusable neglect is an equitable

% nre Christopher, 35 F.3d at 235.
9,

€0 Stacey v. Charles J. Rogers, Inc., 756 F.2d 440 (6" Cir. 1985) (relied upon by debtor).

g; In re Christopher, 35 F.3d at 235.
113 S.Ct. 1489 (1993).

o Ine Christopher, 35 F.3d at 235-36.
If this excuse is widely accepted, most attorneys will be excused from following the rules of
procedure.
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condderation “teking account of al rdevat drcumdances surrounding the party’s
omisson.”® Because the ditrict court had exduded attorney negligence in examining
excusable neglet, the Ffth Circuit remanded the case back to the bankruptcy court to
render findings of fact to support its extenson of time for thefiling of the sscond natice of

apped.%®

The debtor may be saved onremandinthiscase. But what do welearn for future
cases? Itisthe same dld lesson: Better sife than sorry. Thefiling of anatice of gpped
will be nullified if thereisaRule 8002(b) motion filed and digposed of, whether it isdenied
or granted. Wheremultiple partiesareinvolved and the court rendersordersor judgments
on sEparate pieces of paper a different times, a determination must be made asto how
and why these co-defendants are in the same case. I the proceeding is a consolidated
case, each judgment requires a separate notice of gppedl. On the other hand, it gppears
that if the multiple co-defendants are in a Sngle lawsuit, the separate judgments are
ignored, and the court looks to the last digpogtion of a Rule 8002(b) mation.

Many atorneyswho aredert to this problem fear md practice and, consequently,
compulsively filenatices of gpped whenindoubt. Thesefearsof mdpractice causederks
to be flooded with superfluous natices of goped. Hopefully, this adminidrative flood will
ingoire asgmpler solution to this problem.

PROFESS ONAL FEES

Section 329(a) of the Bankruptcy Code requires adebtor’'s atorney to file with
the court a gatement of compensation paid or agreed to be paid “if such payment or
agreamant was made after oneyear before the date of thefiling of the petition.”®” Atissue
inArensv. Boughton® wasappdlant’ sargument thet thissection prevented abankruptcy
court from ordering the disgorgement of fees pad more then a year before the
bankruptcy.®® Debtor's counsd was obligated by alocd rule” and Bankruptcy Rule

65 Pioneer Inv. Servs. Co.,, 113 S. Ct. at 1498.

gg In re Christopher, 35 F.3d at 236.
11 U.S.C. § 329(a) (1994).

gg Arens v. Boughton (In re Prudhomme), 43 F.3d 1000 (5" Cir. 1995).
Id. at 1002.

0 BANKR. W.D. La. R. 40.
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2014(a)™ to disdose the compensation arrangement, al connectionswith the debtor, and
any compensation pad in the eighteen-month, pre-petition period.

The bankruptcy judge, Henley Hunter, ordered the debotor’ s atorney to disgorge
a$75,000 retainer after an evidentiary hearing prompted by acreditor.” The court found
thet the fee was paid in contemplation of bankruptcy, thet it was excessive, and thet the
debtor’s atorney breeched his duty to disclose the retainer as wel as a contingency
interest in the debtor’s cause of action against one of her creditors™ The order was
affirmed a both the didtrict and appdlate court levels™

Whenit comesto candor of counsd, thecourtsare, not surprisngly, very forgiving.
The Ffth Circuit rdied on severd theories to afirm. One badgis for the court’s decison
was thet despite the timing of the payment, the retainer was paid in contemplation of a
bankruptcy peiition.” The court’'s obsarvation —in a court of equity, a daute of
limitations may betalled by the inequitable conduct of the parties—reveded what was a
the heart of this decison. The court obvioudy was upset that the retainer was not
disclosed and labded the atorneys conduct as concedl ment.

The court dso zeroed in on Bankruptcy Rule 2017(a), which providesthat acourt
“may determine whether any payment of money . . . by the debtor . . . in contemplation of
the filing of a petition . . . to an atorney for sarvices.. . . to be rendered is excessive, "
Therde hasno time limit and isindicative of the court’ s broad discretion in awvarding and
denying attorney’ sfeesin bankruptcy cases

What' s the lesson to debtor’s counsd? Be forthright, candid, and err onthesde
of totd disdosure. Otherwise, your actionswill be judged severdy and dl fees could be
disgorged as punishment, as was done to debtor’ s counsd in this case

PROPERTY OF THE ESTATE

71
72
73
74
75

76

FED R. BANKR. P. 2014(a)

Arens, 43 F.3d at 1002,
Id. at 1002-03.

Id. at 1005.
Id. at 1003.
FED. R. BANKR. P. 2017(a).
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ThetrusteeinInre Smpson’” brought afraudulent transfer adversary proceading
agang the debtor who, the day before he filed his bankruptcy case, had executed a
disdamer of hisinheitance™ Under Texas inheritance law, the effect of the disdaimer
was to pass the property on to the debtor’ s son.™

Thetrustee argued that atransfer of property had occurred under section 548(a)%°
and that the inheritance should be part of the bankruptcy estate.  Despite the broad
definiionof property in section 541,2* the court stated thet an “interest in property” isnot
adefined term under contralling federd law.® Therefore, one must look to Sate law.®

Hence, Texaslaw dictated theresult. Texaslaw isdso amilar to thelaw gpplied
by at leest two other dircuits™ that have consdered whether adisdaimer was afraudulent
trander. Under Texaslaw, avdid disdamer reates back to the deeth of the decedert,
and the property passesasif the beneficiary died beforethe decedent.®® Texaslaw holds
that under the rdation back doctrine, abeneficiary never possessed renounced property.
Fdlowing the Seventh and Tenth Circuits, the Fifth Circuit rgected the reasoning of
ancther Texas cas=®® that found thet the rdation back doctrine was alegd fiction.

What' sthelesson of thiscase? Timingiseverything. Congder that under section
541(8)(5), property of the edate indudes an interest of the debtor that the debtor
“aoquires or becomes entitled to acquire” within 180 days after a bankruptcy petition
by inheritance® Thus, adebtor anticipating an inheritance that he doesnot wishtoshare
withhis creditors may attempt to hald off thefiling of his bankruptcy petition until after his

7
78
79
80

81
82

83

Simpson v. Penner (In re Simpson), 36 F.3d 450 (5™ Cir. 1994).
Id. at 452.
Id.
11 U.S.C. § 548(a) (1994).
Id. § 541.
Simpson, 36 F.3d at 452.
See Barnhill v. Johnson, 503 U.S. 393, 398 (1992) (noting that in a bankruptcy case, in the
absence ofginy controlling federal law, “property” and “interests in property” are creatures of state law).
Jones v. Atchison (In re Atchison), 925 F.2d 209 (7" Cir.) (applying lllinois law), cert. denied,
502 U.S. 88650 (1991); Hoecker v. United Bank, 476 F.2d 838, 841 (10t Cir. 1973) (applying Colorado law).
86 Simpson, 36 F.3d at 452. o
Lowe v. Brajkovic (In re Brajkovic), 151 B.R. 402, 409 (Bankr. W.D. Tex. 1993).
8 11usc. § 541(a)(5) (1994) (emphasis added).
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loved onedies Otherwise, oncethe petitionisfiled, if hisloved one dieswithin 180 days,
he may not be adle to renounce hisinterest in the inheritance,

EXTENSON OF TIME

Rogersv. Corrosion Products, Inc.28 should st off bdls and whidles to every
lavyer who has nat yet filed that cause of action againg a delotor, bdieving that the
precriptive period has been suspended by the automatic stay. Go lift the say now and
filethe suit. Otherwise, you may discover that you have amdpractice quit to defend.

Do | haveyour atention? Let’ slook at what the plantiff’ slawyer thought wasthe
effect of section 108(c).%° That section provides, in pertinent part:

[1]f goplicable nonbankruptcy law . . . fixes a period for commendng . .
.adavil ation in acourt other thanabankruptcy court on adam agangt
the debtor . . . and such period has not expired beforethe dete of thefiling
of the petition, then such period does not expire until thelater of —(1) the
end of such period, induding any sugpension of such period occurring on
or ater the commencement of the case; or (2) 30 daysafter notice of the
termination or expiration of the stay under section 362.. .. %

Aninvauntary petition had been filed againgt adebtor by severd of itscreditors®
A Louidana dtizen had been injured while working & the debtor’s plant prior to the
bankruptcy filing. After the involuntary petition was dismissed, the plaintiff filed his suit
more then one yeer ater hisinjury,* but less than ayeer after the digmissal.®

88

g 42 F.3d 292 (5™ Cir.), cert. denied, 115 S. Ct. 2614 (1995).

11 U.S.C. § 108(c) (1994).
et
91 Rogers, 42 F.3d at 293.
9 Louisiana requires delictual actions to be brought within a year. La. CIV. CODE ANN. art.
3492 (We%%1994).
Rogers, 42 F.3d at 293.
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Theplantiff’ sresponseto the deotor’ ssummeary judgment motion wasthet section
108(a) sugpended the running of prescription during the pendency of the bankruptcy.®
Not s0, said the Fifth Circuit® Since there is no state™ or federd law that suspends
prescription for ddictud dams thet arise in Louisang, the plaintiff ether has to file suit
within the prescriptive period® or within thirty days of the termination of the stay which
occurred upon dismissd of the case®

The court noted thet the Second and Ninth Circuits have d so addressed thisissue,
aswdl as numerous other federd courts® It will come as no surprisethat decisons are
divided. Neverthdess, the Fifth Circuit opted to base its decision on the “plain words of
the statute” and found that section 108(C) does not creete a separate talling provision.'®

Why ask now to lift the gay and filethe sLit? After dl, if prescription runsduring
the pendency of the bankruptcy, section 108(c)(2) grantsthirty days after thetermination
or expiraion of the automatic stay tofileyour suit.*** Canyou say that you dwaysreceve
every natice that is sent out in bankruptcy cases? Rdying on natice of termination or
expirdion of the automatic Say can make one an insomniac.

DISCHARGE
914, at 296.
% Id. at 297.

The Louisiana Civil Code provides that “[p]rescription runs against all persons unless exception
is established by legislation.” La. CIV. CODE ANN. art. 3467 (West 1994). The plaintiff conceded that no
applicable legislation suspends prescription in his case. Rogers, 42 F.3d at 294 n.1. However, in spite of the
absolute terms of article 3467, Louisiana judicial doctrine recognizes an exception. The Fifth Circuit reviewed
the judicial doctrine, contra non valentem agere non currit praescripto, and decided that the doctrine did not suspend
prescriptio&i because of a bankruptcy petition. 1d. at 294-95.
This requires that the plaintiff file a motion to life the stay of section 362 with the bankruptcy
court and B%quest permission to file the suit in the appropriate court for proper jurisdiction.
11 U.S.C. § 108(c) (1994).
Rogers, 42 F.3d at 296-97.
Id. at 297.
11 U.S.C. § 108(c)(2) (1994).
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Ancther plain languege caseis In re Fein.'°? The court of gopeds hdd that
section’523(a) (1), which excepts priority taxesfrom discharge® meanswhat it says'®
Even though the IRS did not participate in the debtor’ s Chapter 11 case, @ther by filing
aproof of daim or by appeding the confirmation order,'% the court held that the debtor's
priority tax lidhilities were not discharged '’

Dennis v. Dennis'® was decided based on the court’s interpretation of section
523(a)(5) prior to the Bankruptcy Reform Act of 1994.1%° Although the case could have
been decided after the amendments to section 523 with less andyticd effort,''° the case
isdill indructive

At issue was whether an agreement by the debtor to pay the income taxes on his
ex-gpouse’s one-hdf of her share of his penson was dischargesble™  The divorce
disoute was governed by Texaslaw, which does nat have dimony. ™2 Udng thisstatelaw
peculiarity, the debtor gpparently argued that Snce the Texas county court had found thet
the obligation to pay taxes was part of the divison of community property between the
parties and did not congtitute dimony or child support, the obligation fell outsde of the

102 Eein v. United States (Inre Fein), 22 F.3d 631 (5" Cir. 1994).
18‘31 11 U.S.C. § 523(a)(1) (1994).
Id. § 507(a)(7).
10> Fein, 22 F.3d at 632-33.
Taxes were not addressed in the plan.
1o% Fein, 22 F.3d at 634, _ _ _
Dennis v. Dennis (In re Dennis), 25 F.3d 274 (5™ Cir. 1994), cert. denied, 115 S. Ct. 732 (1995).
ﬁg Pub. L. No. 103-394, 108 Stat. 4106 (1994) (codified in scattered sections of 11 U.S.C.).
Section 523(a)(15) was added by the Bankruptcy Amendments Act of 1994:
A discharge . . . does not discharge an individual debtor from any debt . . . not of the kind
described in paragraph (5) that is incurred by the debtor in the course of a divorce or
separation or in connection with a separation agreement, divorce decree or other order of a
court of record, a determination made in accordance with State or territorial law by a
governmental unit unless—
(A\) the debtor does not have the ability to pay such debt from income
or property of the debtor not reasonably necessary to be expended for the
maintenance or support of the debtor or a dependent of the debtor and, if the
debtor is engaged in a business, for the payment of expenditures necessary for the
continuation, preservation, and operation of such business; or
(B) discharging such debt would result in benefit to the debtor that outweighs
the detrimental consequences to a spouse, former spouse, or child of the debtor.
11 U.S.C.flzl3(a)(15)_(1994).
Dennis, 25 F.3d at 275.

12 4. at 277,
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soope of section 523(a)(5) and, thus, was dischargesble™® The Fifth Circuit conduded
thet, given the peculiar facts of the caseand despitethe Sate court’ scharacterization of the
obligation, the dbligation was dther dimony, mantenance, or Support, and as such, the
obligation was not dischargeable under section 523(8)(5).14

The bankruptcy court said “it dill smdl[ed] likedimony or support” and found the
debt not dischargesble®  The didtrict court reversed, reasoning that the doctrine of
collaterd estoppd prohibited the bankruptcy court from looking behind the Texas county
court’ sorder.** TheFifth Circuit reversed thedistrict court and reingtated the bankruptcy
court' sdecison.**

Judge Johnson, writing for the pand, reminded us that dnce 1970, the
Oeterminationaof whether adelt isnon-dischargegbleisameatter of federd bankruptcy law,
not sate law.!® “Bankruptcy courts must therefore look beyond the labdls which sate
courts —and even parties themsdves—give obligations which debtors seek to have
discharged.”*!® As a result, a Soouse can argue to the contrary in state court yet ill
preval in preventing the dischargesbility of an dimony indebtednessin bankruptcy court.

The court cautioned thet in dischargelitigation, the bankruptcy courtsshould gpply
collaterd estoppd only in limited drcumgtances. Those drcumdances contemplate thet
the Sate court has mede spedific factud findings onissuesthet encompassthe sameprima
fadie dements as the bankruptcy issue!®

1314 at 279.
114 Id.

U514, at 277.
ue 4
1714, at 279.
118 See Grogan v. Garner, 498 U.S. 279, 284 (1991); Brown v. Felsen, 442 U.S. 127, 136 (1979);
Joseph v. J. Huey O'Toole, P.C. (In re Joseph), 16 F.3d 86, 87, (5™ Cir. 1994); Biggs v. Biggs (In re Biggs), 907
F.2d 503, ?&4 (5'" Cir. 1990).
Dennis, 25 F.3d at 277-78; see Davidson v. Davidson (In re Davidson), 947 F.2d 1294, 1296
(5" Cir. 1991); Benich v. Benich (In re Benich), 811 F.2d 943, 945 (5™ Cir. 1987); Nunnally v. Nunnally (In re
Nunnally)lgé)ﬁ F.2d 1024, 1027 (5% Cir. 1975).
See Sheerin v. Davis (In re Davis), 3 F.3d 113, 114-15 (5" Cir. 1993); Browning v. Navarro,
887 F.2d 553, 561 (5" Cir. 1989); Harold V. Simpson & Co. v. Shuler (In re Shuler), 722 F.2d 1253, 1256 (5"
Cir. ), cert. denied., 469 U.S. 817 (1984).
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Collatera estoppd iscartanly ingpplicableto agtate court that does not recognize
dimony asaremedy. Under Texaslaw, the court could characterizethe agreement to pay
taxes as nothing other than a property settlement.*#* The bankruptcy court was reguired
to provide plenary review of the issue to determine the nature of the obligation.*?

EXEMPTIONS

While the Ffth Circuit was cautioning the bankruptcy courtsto conduct aplenary
review in discharge cases even where the state courts hed ruled on germane issues™® in
In re Youngblood, the court dgpped the bankruptcy court’s hands for failing to totaly
defer to the IRS in deciding whether an IRA was exempt property under Texas law.**

The bankruptcy court entertained the argument of a creditor that the debtor’s
pension plan was not a“qudified” plan because it hed violaed the “exdusive bendfit”
rule'® Even though the IRS had twice before determined the debtor’s plan to be
“qudified,” the bankruptcy court conducted an evidentiary hearing and held thet the
debtor’ s plan was nat qudified and thet the proceeds of the plan that ralled over into the
debtor’ s IRA were not exempt property.*?® The didrict court affirmed.*?

On goped, the Ffth Circuit explained that an andyss of legidative intent is
required in determining whether the IRA was exempt under the Texas atute™® Because
Texas has no dautory or adminidraive rules reding to federd taxation, the court
concluded Texas gate courts would be required to look & federd tax law rather than
independently decide whether a plan was “qudified” or not if the IRS had mede a
determination.*? TheFfth Circuit conduded thet thebankruptcy courtsshould not second
guessthe IRSin such acomplex, spedidized aea’™
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Dennis, 25 F.3d at 278.

Id. at 279.

Id at 278.

Youngblood v. FDIC (In re Youngblood), 29 F.3d 225 (5* Cir. 1994).
Id. at 227.

Id. at 228.

Id. at 227.

TEX. PROP. CODE ANN § 42.0021 (West Supp. 1995).

Youngblood, 29 F.3d at 228.

Id. at 229.
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In Soulig v. Traina,*** the Ffth Circuit adopted the reasoning of the didtrict
court'® in a per curiam dedison.™®** The court held that Rule 4003(b)*** meenswhat it
sys An objecting party to adebtor’s damed exemptions mugt ether file the objection
or obtain an extengon of time order within thirty days after the condusion of the meeting
of reditors Although thetrusteetimely filed her maotion to extend timefor objections, she
did not obtain an order granting the motion within thirty days after the condusion of the
creditor's meding. Thus, the court held that the bankruptcy court had no jurisdiction to
grat an extenson of time to file exemptions after the lgpse of the thirty-day objection

period.

Perkins Coie v. Sadkin'* is ancther per curiam decision deding with the
timdiness of filing objections to daimed exemptions. At issue was whether the debtor’'s
purported daim of wrongful garnishment againgt Perkins Coieshould be denied exemption
gtatus even though the objection wes filed after the thirty-day limit imposed by Rule
4003(b).**¢

Perkins Cole raisad severd argumentsin support of its pogtion; dl of which, the
FifthCircuit rjected seriatim.*®” The most significant argument pressed by Perkins Coie
wasthat the debtor’ sdam that awrongful garnishment cause of actionisexempt property
wes itdf a fraudulent act**® The court invoked Jugtice Clarence Thomes's literd
approach to the interpretation of section 522(1)**° and Rule 4003(b),*° as st out in
Taylor v. Fredand & Kronz.*** According to Jugtice Thomeas  if thethirty-day objection

131 Stoulig v. Traina (In re Stoulig), 45 F.3d 957 (5% Cir. 1995) (per curiam).

In re Stouling, 169 B.R. 597 (E.D. La. 1994), aff'd per curiam, 45 F.3d 957 (5% Cir. 1995).
Stoulig, 45 F. 3d at 957.
Bankruptcy Rule 4003(b) provides in part:
The trustee or any creditor may file objections to the list of property claimed as exempt within 30
days after the conclusion of the meeting of creditors held pursuant to Rule 2003(a) or the filing of
any amendment to the list or supplemental schedules unless, within such period, further time is
granted by the court.
FED.R. Bl,gg\lKR. P. 4003(b).
136 Perkins Coie v. Sadkin (In re Sadkin), 36 F.3d 473 (5™ Cir. 1994) (per curiam).
Id. at 477.
18714, at 475-78
138 1. at 476-77.
1 11U.5.C.522(]) (1994).
Sadkin, 36 F.3d at 477.
141 503 U.s. 638 (1992).

133



1995] Bankruptcy 461

period of Rule 4003(b) has expired, section 522(1) * has meade the property exempt. [A
trusteg] cannat contest the exemption a this time whether or not [the debtor] had a
colorable satutory basis for daiming it."*4?  Obvioudy, the Supreme Court is more
interested in findlity then in sorting out on gpped whether adaimed exemption ismadein
good fath. The FHfth Circuit took this cue and, accordingly, found the Perkins Coie
objection to be untimdy notwithstanding the merits of theissue

MORE EQUITABLE SUBORDINATION

In United States Abatement Corp. v. Mobil Exploration & Producing U.S,
Inc.,*** Judge King dedt palitdy, but firmly, with an apped that is best described as
auffering from convoluted logic. The debtor, who had filed a complaint for equitable
subordination** againgt Mohil, argued on gpped that the bankruptcy court hed erred by
dediding the issue a dl prior to deciding whether Mobil had a vdid dam againg the
estate!* The court found this argument to be without merit and rgected the equitable
subordination argument as well. 24

Judge King reiterated thet thelaw of equitable subordination iswel eteblishedin
the Fifth Circuit*” Equitable subordination is aremedid, not pend, measure which is
usad sparingly. The Fifth Circuit has athree-prong test*® to determine the gpplication of
equitable subordination. Thetedt is confined to three generd paradigms®® (1) “[w]hen
afidudary of the debtor misuses his podtion to the disadvantage of other creditors; (2)

14214, at 643-44.

United States Abatement Corp. v. Mobil Exploration & Producing U.S., Inc. (In re United
States Abalt&ment Corp. ), 39 F.3d 556 (5™ Cir. 1994).
The judicially-created doctrine of equitable subordination is codified at 11 U.S.C. § 510(c)

(1994).

146

W7 14 at 561; see also Fabricators, Inc. v. Technical Fabricators, Inc. (In re Fabricators, Inc.), 926
F.2d 1458 (5" Cir. 1991); Smith v. Associates Commercial Corp. (In re Clark Pipe & Supply Co.), 893 F.2d 693
(5™ Cir. 1990); Holt v. FDIC (In re CTS Truss, Inc.), 868 F.2d 146 (5" Cir. Cir. 1989); Benjamin v. Diamond
(Inre Mobilf88teel Co.), 563 F.2d 692 (5™ Cir. 1977).

The court stated that: “(1)[t]he claimant must have engaged in some type of inequitable
conduct; (2) the conduct must have resulted in injury to the creditors or conferred an unfair advantage on the
claimant; and (3) the invocation of equitable subordination must not be inconsistent with the provisions of the
Bankruptchgode." United States Abatement Corp., 39 F.3d at 561.

A paradigm is an outstandingly clear or typical example.

United States Abatement Corp., 39 F.3d at 560.
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whenathird party controlsthe debtor to the disadvantage of other creditors; and (3) when
athird party actudly defrauds other creditors™*°

Judge King dismissad the firg and third paradigms as ingpplicable because (1)
there was an absence of factsto establish afidudiary obligation and (2) no dlegations of
fraud were assarted. The second paradigm—when athird party controlsthe debtor tothe
disadvantage of other creditors—was goplied to the facts™™

Mohil had refused to pay certain sumsdue under two contractswith the debtor. 2
Mohil exerased its contractud right of recoupment from the debtor for sumsiit became
obligated to pay to other creditors of the debtor (subcontractors) who hed filed liens

agand itsrigs™

The debtor’ s theory was that Mokl “controlled” it because the non-payment cut
off virtudly dl of itscash flow.  Since the debtor’ s accounts receivable were assgned to
asecured creditor, that creditor and the unsacured creditors, who hed nolienrights, were
dissdvantaged. Judge King ironicaly™ pointed to In re Clark Pipe'®® as precedent for
the proposition that absent more, the court will not equitably subordinate a creditor who
isexerddng its contractud rights. Although Mobil’s actions crested economic leverage
onthe debtor by its actions, this does not give Mohil inequitable “contral.”  Accordingly,
Mohil’s mation to dismiss the eguitable subordination complaint was affirmed >

CHAPTER 11 ISSUES

Thereis nothing remarkable about the st of factsthet giverisetothecase of In
reMangesv. Seattle-First National Bank,*" except that Judge King' sundeniablelogic,

150

151
152

United States Abatement Corp., 39 F.3d at 561.
Id. at 561-62.
Id. at 561.
15 1d. at 562. _ _ _ _ _
Able counsel for Mobil was also counsel for the losing trustee in In re Clark Pipe. See United
States Aba%%ent Corp., 39 F. 3d at 564; In re Clark Pipe & Supply Co., 893 F.2d at 695.
In re Clark Pipe & Supply Co., 893 F.2d at 702.
157 United States Abatem_ent Corp., 39 F.3d at 562. ) .
Manges v. Seattle-First Nat'l Bank (In re Manges), 29 F.3d 1034 (5" Cir. 1994), cert. denied,
115 S. Ct. 1105 (1995).
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andyds and darity have produced yet ancther casethet practitionerscan dingtofor quite
awhilein an areathat is subject to much uncertainty and hand wringing. ™

What does it take to moot an apped of an order confirming a plan of
reorganization? Read this case, and be comforted. The primary creditor, Seattle-Frst
Nationd Bank (Seetle), obtained a confirmation of its liquidating plan.  Although the
debtor sought agtay pending goped a every sep of theway to the Hfth Circuit, he could
obtain no rdief. Meanwhile, Seettle continued to negotiate, infuse capitd, sl assets and
digributefunds. Even though thedidtrict court refused to dismissthe case asmoat, by the
time it reeched Judge King, there was little left to do with the debtor's edtate.
Conseguently, the Fifth Circuit ruled that, given the facts of the case, the plan was
subgtantidly consummeated,™>® and the gpped was dismissed as moat.

As Judge King noted in describing “ substantia consummation,” the egg could not
be unscrambled. Thisatideis nat the gopropriate forum to go through the laundry list of
eventsthat led to the condusion thet there had been substantial consummetion which hed
the effect of mooting the goped. As suggested earlier, read the case and be comforted
thet, except in the rarest of cases during a pendency of apped where thereis no stay,*®°
thereis sufficient time to take seps that will meet the substantid consummeation meesure.

What isthe lesson to be drawn from this case? Befaint of heart nomore. If you
can persuade the bankruptcy court to confirm your plan, the likdihood of an objecting
party obtaining astay pending goped isdim. Even dimmer isthelikdihood thet an gpoped
will address the merits once it reaches the Hfth Circuit.

158 The author, as a student of the Fifth Circuit's work, is an unabashed admirer of Judge King's

work. 159
11 U.S.C. § 1101(2) provides:
“[S]ubstantial consummation” means—
(A) transfer of all or substantially all of the property proposed by the plan to be transferred;
(B) assumption by the debtor or by the successor to the debtor under the plan of the business or of
the management of all or substantially all of the property dealt with by the plan; and
(C) commencement of distribution under the plan.
11U.S.C. %625101(2) (1994).
See Ronit, Inc. v. Stemson Corp. (In re Block Shim Dev.), 939 F.2d 289 (5" Cir. 1991);
Halliburton Serv. v. Crystal Oil Co. (In re Crystal Qil Co.), 854 F.2d 79 (5" Cir. 1988); Brite v. Sun Country
Dev., Inc. (In re Sun Country Dev., Inc.), 764 F.2d 406 (5" Cir. 1985).
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The Rash'®! case may be the most significant bankruptcy case handed down
during thissurvey period. Judge Smith, writing for the pand, addressed avauation issue
in aChapter 13 case which will have spill-over gpplication to Chapter 11 cases.

At issue was whether the proper measure of vaue for an undersecured creditor
in a Chapter 13 casz wasthewholesde or retall vdue. The debtor proposed a plan that
cdled for retention of the collaterd (a truck) and a stream of payments based on its
whalesdevadue Thebankruptcy court agreed and usad thewholesde va ueto determine
the secured and unsecured portions of the creditor’s dam. The didrict court affirmed.
On gpped, the Ffth Circuit reversed, agreeing with the creditor thet retall vaue was the
proper measure.

Judge Smith'sopinion isamodd of darity and careful andyss Hedatswiththe
propogition st forth in the Bankruptcy Code that a secured creditor must receive the
presant vaue of its dlowed, secured dam under a Chepter 13 plan.’®? Thisisthe same
test for aChapter 11 cramdown of asecured creditor.®® Therewasnothingintheopinion
that would suggest thet there is a bagis for nat goplying the vaue measurement in both
Chapter 13 and Chapter 11 cases.

161 Associates Commercial Corp. v. Rash (In re Rash), 31 F.3d 325 (5™ Cir. 1994), modified, 62
F.3d 685 (fé;Cir. 1995), reh’g granted, No. 93-5396, 1995 WL 613328 (5® Cir. Oct. 18, 1995).
11 U.S.C. § 1325(a)(5)(B) provides in part:
[T]he court shall confirm a plan if —

(5) with respect to each allowed secured claim provided for by the plan—
(B)(i) the plan provides that the holder of such claim retain the lien securing such claim; and
(i) the value, as of the effective date of the plan, of property to be distributed under the
plan on account of such claim is not less than the allowed amount of such claim; or
(C) the debtor surrenders the property securing such claim to such holder; 11 U.S.C. §
163 1325(a)(5)(B) (1994) (emphasis added).
11 U.S.C. § 1129(b)(2)(A) provides, in part
(A) With respect to a class of secured claims, the plan provides—
(i)(1) that the holders of such claims retain the liens securing such claims . . . .
to the extent of the allowed amount of such claims; and
(1) that such holder of a claim of such class receive on account of such claim deferred cash
payments totaling at least the allowed amount of such claim, of a value, as of the effective date of
the plan, of at least the value of such holder’s interest in the estate’s interest in such
property.
Id. § 1129(b)(2)(a) (emphasis added).
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The court addressad 11 U.S.C. 8 506(a), which providesin part:

Andlowed dam of acreditor secured by alien on property inwhich the
edaehasanintares . . . . isasecured dam to the extant of the vaue of
suchcreditor’ sinterest . . . and isan unsecured dam to the extent that the
vedue of such creditor’ sinterest . . . islessthan theamount of such dlowed
dam.  Such vadue shdl be determined in light of the purpose of the
vauation and of the proposad disposition or use of such property .. . 1%

The court obsarved that cases interpreting this section have focused on the fird two
sentencesand, depending on therdative emphass, have reached one of two results, elther
wholesde or retain vaue is used 2%

Those caseswhich focus on thefirgt sentence of section 506(a) have adopted the
“foreclosure approach.”'%®  Under this approach, the secured creditor in a Chepter 13
case is entitled to recave the amount it could have obtained if the collaterd were
foreclosed on.

The second line of cases, which the FHfth Circuit chose to fallow, places more
emphags on the sacond sentence of section 506(a). If the debtor proposes to keep the
collaterd, those casesfind that the purpose of the vauation isto determine the amount an
undersecured creditor will be paid on its secured dam. In thet indance, the vaue of the
creditor’ slien is derived from the stream of payments thet thelien secures, rather thanthe
nght to foredose, because the sdle of the collaterd is not contemplated. Thisisreferred
to asthe “replacement modd.” According to this andyss, the replacement vdue to the
debtor isretal rather than wholesale'®”

164

Toe 1d§ 506(a)

See Inre Green, 151 B.R. 501, 502 (Bankr. D. Minn. 1993).
See General Motors Acceptance Corp. v. Mitchell (In re Mitchell), 954 F.2d 557 (9t Cir.), cert
denied, 113 S. Ct. 303 (1992). But see Lomas Mortgage USA v. Wiese, 980 F.2d 1279, 1286 (9" Cir. 1992),
vacated on 0&%&; grounds, 113 S. Ct. 2925 (1993) (critizing Mitchell).

See Coker v. Sovran Equity Mortgage Corp.(In re Coker), 973 F.2d 258, 260 (4" Cir. 1992);
Brown & Co. Sec. Corp. v. Balbus (In re Balbus), 933 F.2d 246, 251-52 (4" Cir. 1991).
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The court’ s preference for the* replacement modd,” or “retall vaue” isgrounded
in the view that thisline of cases give effect to dl of the language of section 506(8). The
“purpose of the vauation” in the second sentence is given no effect by focusng on
“foredosure’ vdue. Moreove, if the debtor retainsthe collaterd, the proper measure of
the “edat€' s interest™®® in the cdllaterd is a “going concam” vdue. That vaue is best
measured by what the debtor would have to pay to replace the collaterd.

As the court noted, whenever possble, it atempts to preserve the terms of the
origind agreament betweenthe parties. Because the court bdieves that the “fored osure
modd” has the potentid to generate windfals for the debtor, the choice seemed
predetermined.’*® Thisisahappy result for undersecured creditors; asit will diminishthe
ging of their sacured daim reduction in both Chapter 13 and Chapter 11.

TRUSTEE POWERS

Askanase v. LivingWell, Inc.” isan example of some thoughtful planning thet
was not thoughtful enough. The debtor hed created a Directors and Officers Lidhility
Insurance Trugt two years before it filed its bankruptcy petition and funded it with
$1,000,000 of unencumbered cash. The purpose of the trust was to indemnify the
debtor’ s officarsand directorsfrom lighility and legal expensesarisng out of thar pogtion
with the corporation.*™

At issuein the casewasthe power of the Chapter 7 trustee to amend the trust and
liqudateit immediady, leaving the officars and directors a daim againg the debtor for
falure to indemnify. The language in the trugt provided thet it could be terminated but:
“No termination of this Trust or the insurance coverage provided by the trust shdl be
effective until a least 36 months after the date on which the resolution of the Board of
Directors of the Company authorizing such termingtion is adopted.” > No one disputed

168 e the first sentence of section 506(a), which reads in part: “the value of such creditor’s
interest in{g@ estate’s interest in such property.” 11 U.S.C. 8 506(a) (1994) (emphasis added).
See Butler v. United States, 440 U.S. 48 (1979).
45 F.3d 103 (5™ Cir. 1995) (per curiam).
The debtor owned and operated physical fitness facilities.
Askanase, 45 F.3d at 104 (quoting art. V11, § 7.2 of the trust).

171
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the power of the Chapter 7 trustee to terminate the trus. However, the dispute arose
when the trustee amended thetrust to diminate the above-quoted language and mede the
termination effetive immediady.*

Boththe bankruptcy court and didtrict court held thet the trustee could not amend
thetrust. The Fifth Circuit reversed by aper curiam decison. Frg, the court observed
that the bankruptcy estate succeedsto “dl legd or equitable interests of the debtor in
property asof thecommencement of thecase” induding those powersthat the debtor may
exercdsefor itsown benefits'™* Asthe court noted, “[g)ny interest which adebtor retains
inatrust is property of the estate, induding the power to amend thetrust.”*” Obvioudy,
the debtor, in order to avoid amendment by the trustee, should have made the trust or
certain provisons not subject to amendment.*”® Failing to do so, the bankruptcy trustee
hasthe powersthe debtor could exercisefor itsown benefit over property, whichindudes
the right to amend and terminate the trudt.

Drafting tip for those busness atorneys reeding thisatide. As the court noted,
it cannat reed into a contract that which isnot there” If you want to restrict theright to
amend, put thelanguagein thetrug. Otherwise, your dever planning will not bethoughtful
enough, as evidenced by this resuilt.

MISCELLANEOUS
The Unauthorized Practice of Law Committee of the State of Texas(UPLC) sued

the Creditors Bankruptcy Sarvice (CBS) for the dleged unauthorized practice of law in
Sate Unauthorized Practice of Law Committeev. Paul Mason & Associates, Inc.t’

3 The Chapter 7 trustee amended the trust by inserting the following language in § 7.2:

“Notwithstanding the foregoing, should this Trust . . . be terminated by its Court-appointed Trustee in
bankruptcx,iihe termination shall be effective immediately.” Id at 105 n.2.

11 U.S.C. § 541(a)(1), (b)(1) (1994).
Askanase, 45 F.3d at 106; see also In re Gifford, 93 B.R. 636, 640 (Bankr. N.D. Ind. 1988).
In fact, § 7.1 of the trust left broad powers in the board of directors to amend the trust so long
as it did not affect “the rights, duties or responsibilities of the Trustee . . . without its consent.” Askanase, 45 F.

3d at 107.177

176

Southwest E & T Suppliers, Inc. v. American Enka Corp., 463 F.2d 1165, 1166 (5% Cir.

1972).
178 46 F.3d 469 (5™ Cir. 1995).
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CBS shusnessistoact asan agent for creditorsand administer creditors non-contingent,
liguidated damsagaing detors. Typicaly, CBSfilesaproof of dam, monitorsthecase,
and, where gppropriate, contects the debtor's counsd to discuss and negotiate
regfirmations CBS does not handle disouted dams and provides no legd adviceto its
dients

The court agreed with CBS tha Bankruptcy Rules 9010(a)!™ and 1001
authorize CBS sattivities. The chdlenged activities are adminigrative functions thet can
be peformed by authorized norHawyer agents without condituting the unauthorized
practice of law.

178 Bankruptcy Rule 9010(a) provides:

A debtor, creditor, equity security holder, indenture trustee, committee or other party may (1) appear
in a case under the Code and act either in the entity’s own behalf or by an attorney authorized to
practice in the court, and (2) perform any act not constituting the practice of law, by an authorized
agent, attorney in fact, or proxy.
FED. R. BANKR. P. 9010(a). o )
Bankruptcy Rule 1001 provides in part: “These rules shall be construed to secure the just,
speedy, and inexpensive determination of every case and proceeding.” Id. 1001.



