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No. 15bk32968
(Bankr. N.D. Ill. Feb. 24, 2017)

CHAPTER 11 CASE

In re World Marketing Chicago, LLC,

S3E3

WARN Claims. The court held that the
“fiduciary exception” to WARN liability does
not necessarily apply in the chapter 11
context and thus allowed WARN claims as
administrative expense claims.
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2017 WL 751150
Only the Westlaw citation is currently available.
United States Bankruptcy Court,
N.D. Illinois, Eastern Division.
IN RE: WORLD MARKETING CHICAGO, LLC, et
al.1, Debtors.

West Headnotes (21)
[1]

Case No. 15bk32968
|
Signed 02/24/2017

Bankruptcy

Where liquidating trustee’s objection to
administrative expense claim asserted only
one ground for objection, but purportedly
reserved the right to assert other defenses to
liability and to contest the priority or amount
of such liability, trustee’s choice to defend
only in part meant that it had to forego its
other defenses; all aspects of the claim but
amount of liability were before the
bankruptcy court, the court did not authorize
trustee to respond only in part to the matters
fully before the court, and nothing allows a
party to pick and choose which parts of a
matter it will defend and later seek a second
bite at the apple. 11 U.S.C.A. § 503.

Synopsis
Background: In jointly administered Chapter 11 case,
class representatives filed application asserting that
class was entitled to an administrative claim for
Worker Adjustment and Retraining Notification Act
(WARN Act) damages arising from debtors’
postpetition termination of employees without prior
notice. Trustee of liquidating trust objected.

Holdings: The Bankruptcy Court, Timothy A. Barnes,
J., held that:

Cases that cite this headnote

[1]

the class claim satisfied the statutory requirements
for an administrative expense claim;
[2]

[2]

addressing an issue of first impression in the circuit,
there is a “liquidating fiduciary” exception to the
WARN Act;
[3]
as a matter of first impression in the circuit, the
“liquidating fiduciary” exception applies in the case of
a Chapter 7 trustee, though its application in Chapter
11 is not as simple; and
[4]

in the present case, the “liquidating fiduciary”
exception did not apply, and liability under the
WARN Act existed.

Labor and Employment

If an employer crosses one of the “bright
lines” set forth in the WARN Act without
providing affected employees the requisite
notice, it is liable to provide each aggrieved
employee with back pay and benefits for each
day that the WARN Act was violated.
Worker
Adjustment
and
Retraining
Notification Act, § 2 et seq., 29 U.S.C.A. §
2101 et seq.
Cases that cite this headnote

Objection overruled; application granted.

© 2017 Thomson Reuters. No claim to original U.S. Government Works.
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[3]

Bankruptcy
[6]

Applicant bears the burden of establishing its
entitlement to an administrative expense, by a
preponderance of the evidence. 11 U.S.C.A. §
503.

Bankruptcy

In order to qualify as “actual and necessary”
administrative expenses, expenditures must
benefit the bankruptcy estate as a whole
rather than just the creditor claimant. 11
U.S.C.A. § 503(b)(1)(A).

Cases that cite this headnote

Cases that cite this headnote
[4]

Bankruptcy
[7]

[5]

Bankruptcy

In determining how the administrative
expense section of the Bankruptcy Code is to
be applied and whether the applicant has
borne its burden, the court looks at the plain
language of the statute. 11 U.S.C.A. § 503.

Prepetition claims cannot qualify for
administrative expense status. 11 U.S.C.A. §
503(b)(1)(A).

Cases that cite this headnote

Cases that cite this headnote

Bankruptcy

Subsections of the section of the Bankruptcy
Code providing that the actual, necessary
costs and expenses of preserving the estate are
administrative expenses must be read
independently; because the provision in
question introduces, by use of the word
“including” and joined by “and,” a
nonexhaustive, demonstrative list, it is not
necessary to satisfy each of the two
subsections of the provision to be entitled to
an administrative claim. 11 U.S.C.A. §
503(b)(1)(A).
Cases that cite this headnote

[8]

Bankruptcy

To establish administrative expense status for
class claim arising under the WARN Act,
applicant not only had to establish that the
class claim benefited the estate as a whole
rather than just the WARN class, but also
that the class claim: (1) was for wages and
benefits, (2) was awarded pursuant to a
judicial proceeding, (3) was awarded as back
pay, (4) was attributable to any period of time
occurring after commencement of the case,
(5) arose as a result of a violation of federal
or state law by the debtor, and (6) would not
substantially increase the probability of layoff
or termination of current employees. 11
U.S.C.A.
§
503(b)(1)(A)(ii);
Worker
Adjustment and Retraining Notification Act,
§ 2 et seq., 29 U.S.C.A. § 2101 et seq.

© 2017 Thomson Reuters. No claim to original U.S. Government Works.
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Cases that cite this headnote

[9]

Bankruptcy

Class claim for WARN Act damages arising
from Chapter 11 debtors’ postpetition
termination of employees without prior notice
satisfied the statutory requirements for an
administrative expense claim; class claim was
for wages and benefits, any award relating to
class claim by the bankruptcy court was an
award pursuant to a judicial proceeding,
WARN Act explicitly classified WARN
liability as back pay, class claim was a
postpetition claim, to the extent allowed the
class claim arose directly from the federal
WARN Act and a violation of its notice
provisions, allowance of class claim was not
likely to substantially increase the probability
of layoff or termination of current employees,
given that debtors’ plants were already shut
down and liquidations were complete, and
severance in lieu of notice was based on the
bargain at the time of termination, and the
estate as a whole was conferred the benefit of
that bargain. 11 U.S.C.A. § 503(b)(1)(A)(ii);
Worker
Adjustment
and
Retraining
Notification Act, § 2 et seq., 29 U.S.C.A. §
2101 et seq.

Cases that cite this headnote

[11]

Labor and Employment

WARN Act requires employers to provide
employees with written notice of impending
“plant closings” or “mass layoffs” at least 60
days prior to the closing or layoffs. Worker
Adjustment and Retraining Notification Act,
§ 2 et seq., 29 U.S.C.A. § 2101 et seq.
Cases that cite this headnote

[12]

Labor and Employment

If the strict criteria of the WARN Act are not
met, no liability accrues. Worker Adjustment
and Retraining Notification Act, § 2 et seq.,
29 U.S.C.A. § 2101 et seq.
Cases that cite this headnote

[13]

Labor and Employment

Cases that cite this headnote

[10]

Labor and Employment

WARN Act claims, which are in the nature of
severance and are awarded in lieu of notice,
vest in their entirety upon termination.
Worker
Adjustment
and
Retraining
Notification Act, § 2 et seq., 29 U.S.C.A. §
2101 et seq.

There are three traditional statutory
exceptions contained within the WARN Act:
(1) the “faltering company” exception, under
which an employer can provide less notice if it
is actively seeking capital or business which, if
obtained, would enable that employer to
avoid or to postpone the shutdown, (2) the
“unforeseeable
business
circumstances”
exception, under which an employer can
provide less than 60-day notice if it needs to
close a plant due to circumstances that were
not reasonably foreseeable as of the time such
notice would be required, and (3) the “natural

© 2017 Thomson Reuters. No claim to original U.S. Government Works.
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disaster” exception, under which an employer
does not need to give notice if the plant
closing was due to any form of natural
disaster such as a flood or earthquake.
Worker
Adjustment
and
Retraining
Notification Act § 3, 29 U.S.C.A. § 2102(b).

obligations of the former employer, applies in
the case of a Chapter 7 trustee, though its
application in Chapter 11 is not as simple;
although there is no question that a Chapter 7
trustee is a fiduciary whose primary and
overriding duty is to collect and reduce to
money the property of the estate, and that a
Chapter 11 trustee also is a fiduciary, the sole
function of the Chapter 11 trustee is not to
liquidate, but to operate the debtor’s business
for the benefit of creditors, unless the court
orders otherwise. 11 U.S.C.A. §§ 704(a)(1),
1108; Worker Adjustment and Retraining
Notification Act, § 2 et seq., 29 U.S.C.A. §
2101 et seq.

Cases that cite this headnote

[14]

Labor and Employment

There is a “liquidating fiduciary” exception to
the WARN Act, stemming from Department
of Labor commentary to the Act. Worker
Adjustment and Retraining Notification Act,
§ 2 et seq., 29 U.S.C.A. § 2101 et seq.

Cases that cite this headnote

[17]

Cases that cite this headnote

Bankruptcy

Both a debtor-in-possession and a Chapter 11
trustee are fiduciaries.
[15]

Labor and Employment
Cases that cite this headnote
For the “liquidating fiduciary” exception to
the WARN Act to apply, there must both be
a fiduciary and that fiduciary’s sole function
must be to liquidate. Worker Adjustment and
Retraining Notification Act, § 2 et seq., 29
U.S.C.A. § 2101 et seq.
Cases that cite this headnote

[16]

Bankruptcy

“Liquidating fiduciary” exception to the
WARN Act, pursuant to which a fiduciary
whose sole function in the bankruptcy process
is to liquidate a failed business for the benefit
of creditors does not succeed to the notice

[18]

Bankruptcy

Unless the court orders otherwise, the
Bankruptcy Code automatically affords both
the debtor-in-possession and the Chapter 11
trustee the ability to operate the debtor’s
business for the benefit of creditors, and not
solely for the purpose of liquidation. 11
U.S.C.A. § 1108.
Cases that cite this headnote

© 2017 Thomson Reuters. No claim to original U.S. Government Works.
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[19]

Administrative Law and Procedure

Just as courts do when interpreting statutes,
courts interpret administrative commentary
by looking first at its plain language.
Cases that cite this headnote

[20]

Bankruptcy

“Liquidating fiduciary” exception to the
WARN Act, pursuant to which a fiduciary
whose sole function in the bankruptcy process
is to liquidate a failed business for the benefit
of creditors does not succeed to the notice
obligations of the former employer, did not
apply in jointly administered Chapter 11 case,
and so liability under the WARN Act
applied; under narrow approach following
plain language of Department of Labor
commentary
to
the
Act,
debtor-inpossession’s ability to operate debtor’s
business precluded application of exception,
and under broader, court-made retrospective
analysis, hindsight was equally unavailing to
trustee, as while debtors did in fact liquidate,
it was not clear that that was their intent or
sole course of action, given existence of cash
collateral and payroll motions representing
that debtors were reorganizing and sale
motion in which debtors spoke repeatedly of
a “going concern” sale of their business.
Worker
Adjustment
and
Retraining
Notification Act, § 2 et seq., 29 U.S.C.A. §
2101 et seq.
Cases that cite this headnote

[21]

Labor and Employment

“Liquidating fiduciary” exception to the
WARN Act, stemming from Department of
Labor commentary to the Act, should be
applied sparingly. Worker Adjustment and
Retraining Notification Act, § 2 et seq., 29
U.S.C.A. § 2101 et seq.
Cases that cite this headnote

Attorneys and Law Firms
Blair R. Zanzig and John F. Hiltz, Hiltz & Zanzig
LLC, Chicago, IL, Attorneys for WARN Class
Jonathan P. Friedland, Mark S. Melickian, and
Elizabeth B. Vandesteeg, Sugar Felsenthal Grais &
Hammer LLP, Chicago, IL, Attorneys for Liquidating
Trustee

MEMORANDUM DECISION
Timothy A. Barnes, United States Bankruptcy Judge
*1 This matter turns on the application of and
exceptions to the Worker Adjustment and Retraining
Notification Act, 29 U.S.C. §§ 2101–2109 (the
“WARN Act”). It comes on for consideration on the
Application by the WARN Class Representatives, on
Their Behalves and on Behalf of the WARN Class,
Seeking Allowance of and Payment for an
Administrative Claim for WARN Act Damages [Dkt.
No. 688]2 (the “Application”), brought by the WARN
Class Representatives (the “Representatives”), on their
own behalves and on behalf of a class of WARN Act
claimants (together with the Representatives, the
“WARN Class”), in the Jointly Administered Case.
The Application is opposed by Norman Newman, the
Trustee of the World Marketing Liquidating Trust
(the “Trustee”).

© 2017 Thomson Reuters. No claim to original U.S. Government Works.
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The Application alleges that the WARN Class is
entitled to an administrative claim arising from the
termination of employees by World Marketing
Chicago, LLC, World Marketing Dallas, LLC, and
World Marketing Atlanta, LLC (collectively, the
“Debtors”) after September 28, 2015 (the “Petition
Date”), the date on which the Cases were commenced.
Such termination, the WARN Class argues, violates
the WARN Act, as it occurred without the notice
required therein. The WARN Class further alleges that
the damages under the WARN Act have therefore
arisen and are entitled to administrative priority under
11 U.S.C. § 503(b)(1)(A)(ii). The Trustee opposes the
Application, arguing that that notice was not required
as the Debtors were liquidating. The Trustee also
contends that damages, if any, are prepetition in
nature, and therefore not administrative.
Upon a review of the parties’ respective filings and
after holding hearings on the matter, the court finds
that the exception relied upon by the Trustee is
inapplicable. For this reason, it is the court’s
conclusion that the Application should be and is, by
order concurrent with this Memorandum Decision,
granted.

JURISDICTION
The federal district courts have “original and exclusive
jurisdiction” of all cases under title 11 of the United
States Code, 11 U.S.C. §§ 101, et seq. (the “Bankruptcy
Code”). 28 U.S.C. § 1334(a). The federal district courts
also have “original but not exclusive jurisdiction” of
all civil proceedings arising under the Bankruptcy
Code, or arising in or related to cases under the
Bankruptcy Code. 28 U.S.C. § 1334(b). District courts
may, however, refer these cases to the bankruptcy
judges for their districts. 28 U.S.C. § 157(a). In
accordance with section 157(a), the District Court for
the Northern District of Illinois has referred all of its
bankruptcy cases to the Bankruptcy Court for the
Northern District of Illinois. N.D. Ill. Internal
Operating Procedure 15(a).
*2 A bankruptcy judge to whom a case has been
referred may enter final judgment on any core

proceeding arising under the Bankruptcy Code or
arising in a case under the Bankruptcy Code. 28
U.S.C. § 157(b)(1). Matters arising under section
503(b) of the Bankruptcy Code are matters that may
only arise in a bankruptcy case and, thus, the
bankruptcy court is empowered to enter final orders
with respect to the same. In re Radco Merch. Servs.,
Inc., 111 B.R. 684, 686 (N.D. Ill. 1990) (“A claim for
administrative expenses is one of the core proceedings
listed in 28 U.S.C. § 157(b)(2)(B).”). Further, all
parties have consented to this court’s entry of a final
order adjudicating the Application.
Accordingly, final judgment is within the scope of the
court’s jurisdiction and constitutional authority.

PROCEDURAL HISTORY
On October 21, 2015, the Representatives commenced
an adversary proceeding styled as Carroll v. World
Marketing Chicago, LLC, Adv. No. 15ap00784
(Bankr. N.D. Ill. 2015) (the “Adversary”), against the
Debtors, therein seeking damages for the Debtors’
alleged violation of the WARN Act and certification
of the Adversary as a class action. On January 27,
2016, after the Official Committee of Unsecured
Creditors intervened in the Adversary, all parties
agreed to an order dismissing the same. See Order
Granting Joint Motion for Entry of Order Regarding
Class Certification and Related Relief [Adv. Dkt. No.
38] (the “Class Certification Order”). The Class
Certification Order, in addition to dismissing the
Adversary without prejudice in order to allow the
WARN Class to pursue its claims by way of the
bankruptcy claims resolution process, among other
things, certified the WARN Class and appointed class
counsel.
In March 2016, the WARN Class filed identical claims
in each of the Debtors’ three bankruptcy Cases.3
Collectively, the WARN Class asserted an
administrative claim worth an estimated $4 million
(the “Class Claim”). On August 17, 2016, the WARN
Class filed the Application presently before the court,
seeking allowance of the Class Claim as an
administrative claim. The Trustee filed its Objection to

© 2017 Thomson Reuters. No claim to original U.S. Government Works.

12

6

AMERICAN BANKRUPTCY INSTITUTE
Harner, Michelle 3/14/2017
For Educational Use Only
In re World Marketing Chicago, LLC, --- B.R. ---- (2017)
2017 WL 751150

WARN Act Class Claim and Request for Allowance
and Payment of Administrative Claim [Dkt. No. 718]
(the “Objection”) on October 4, 2016. The WARN
Class filed its Reply by the WARN Class
Representatives, on Their Own Behalves and on
Behalf of the WARN Class, Seeking Allowance of and
Payment for an Administrative Class Claim for
WARN Act Damages [Dkt. No. 727] (the “Reply”) on
October 14, 2016.
In addition to the Application, Objection and Reply,
the following motions are also relevant, as will be
evident later:

the court has taken judicial notice of the contents of
the docket in this matter. See Levine v. Egidi, Case No.
93C188, 1993 WL 69146, at *2 (N.D. Ill. Mar. 8, 1993)
(authorizing a bankruptcy court to take judicial notice
of its own docket); In re Brent, 458 B.R. 444, 455 n.5
(Bankr. N.D. Ill. 2011) (Goldgar, J.) (recognizing
same).
[1]

After the matter was fully briefed, it was argued
before the court on November 30, 2016, and the court
delivered its ruling orally on February 15, 2017.4 This
Memorandum Decision restates and, to the extent it
differs, supersedes the court’s oral ruling.

(1) Motion for Authority To Use Cash Collateral
and for Related Relief [Dkt. No. 4] (the “Chicago
Cash Collateral Motion”);
(2) Motion for Authority To Use Cash Collateral
and for Related Relief [Dkt. No. 5 in the Dallas
Case] (the “Dallas Cash Collateral Motion”);
(3) Motion for Authority To Use Cash Collateral
and for Related Relief [Dkt. No. 5 in the Atlanta
Case] (the “Atlanta Cash Collateral Motion” and
together with the Chicago Cash Collateral
Motion and the Dallas Cash Collateral Motion,
the “Cash Collateral Motions”);
(4) Motion for Authority To Pay Pre–Petition
Payroll [Dkt. No. 24] (the “Chicago Payroll
Motion”);
(5) Motion for Authority To Pay Pre–Petition
Payroll [Dkt. No. 19 in the Dallas Case] (the
“Dallas Payroll Motion”);
(6) Motion for Authority To Pay Pre–Petition
Payroll [Dkt. No. 19 in the Atlanta Case] (the
“Atlanta Payroll Motion” and together with the
Chicago Payroll Motion and the Dallas Payroll
Motion, the “Payroll Motions”); and
*3 (7) Debtors’ Motion for Authority To Sell
Assets Outside of the Ordinary Course of
Business and Shorten Notice [Dkt. No. 52] (the
“Sale Motion”).
Though these items do not constitute an exhaustive list
of the filings in the above-captioned bankruptcy case,

BACKGROUND
*4 The facts here are straightforward and undisputed.
On the Petition Date, after commencing the Cases, the
Debtors terminated a substantial number of
employees. The Debtors, however, provided no prior
notice of the termination. The parties do not dispute
these facts. Rather, the parties dispute whether the
Debtors’ actions result in liability under the WARN
Act and, if so, whether the claim for such liability is
entitled to administrative status.
[2]

The Seventh Circuit recently described the WARN
Act as follows:
The
WARN
Act
requires
“employers”
(defined
as
businesses with 100 or more fulltime employees) to provide
employees with written notice of
impending “plant closings” or
“mass layoffs” at least sixty days
prior to the closing or layoffs.
The WARN Act does not
apply—and the employer need
not provide advance notice to
any of its workers—if the
shutdown of a plant does not
result in an employment loss of at
least 50 full-time employees at a
single site of employment, or the
layoffs do not affect at least 33%

© 2017 Thomson Reuters. No claim to original U.S. Government Works.
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of full-time employees. Despite
the lack of practical distinction
between eliminating 49 or 50 fulltime jobs, or between laying off
32% or 33% of a workforce in a
thirty-day period, the numerical
thresholds in the WARN Act are
immutable.
Ellis v. DHL Exp. Inc. (USA), 633 F.3d 522, 525–26
(7th Cir. 2011) (citations omitted). As the Seventh
Circuit stated in Phason v. Meridian Rail Corp., the
WARN Act “draws a lot of bright lines; it is really
nothing but lines .... None of these distinctions is
inevitable; all are arbitrary. But using sharp lines
makes the Act easier to administer.” 479 F.3d 527, 530
(7th Cir. 2007) (emphasis in original). “If an employer
crosses one of them without providing affected
employees the requisite notice, it is liable to provide
‘each aggrieved employee’ with back pay and benefits
for each day that the WARN Act was violated.” Ellis,
633 F.3d at 526 (citation omitted).
The question before the court is, therefore, whether a
claim under the WARN Act for termination of
employees immediately following the commencement
of a chapter 11 bankruptcy case is entitled to
administrative priority in that case.

DISCUSSION
Whether the WARN Class is entitled to an
administrative claim for being terminated without
proper WARN Act notice is first and foremost a
question of whether the requirements of section 503 of
the Bankruptcy Code have been satisfied. In order to
make that determination, the court must also delve
into the intricacies of the WARN Act itself. The court
takes up each of these issues in turn.

A. Allowance of Administrative Expenses
Section 503 of the Bankruptcy Code governs the
allowance of administrative expenses. In pertinent
part, section 503(b) states as follows:

(b) After notice and a hearing, there shall be allowed
administrative expenses ..., including—
(1)(A) the actual, necessary costs and expenses of
preserving the estate including—
(i) wages, salaries, and commissions for services
rendered after the commencement of the case;
and
(ii) wages and benefits awarded pursuant to a
judicial proceeding ... as back pay attributable
to any period of time occurring after
commencement of the case under this tide, as a
result of a violation of Federal or State law by
the debtor[.]
11 U.S.C. § 503(b)(1)(A).
[3] [4]

The WARN Class, as the applicant, bears the
burden of establishing its entitlement. Woods v. City
Nat. Bank & Tr. Co. of Chicago, 312 U.S. 262, 268, 61
S.Ct. 493, 85 L.Ed. 820 (1941) (claimant seeking
compensation from a bankruptcy estate bears the
burden). That burden is by a preponderance of the
evidence. Dreamwerks Prod. Grp., Inc. v. Party
Masters, Inc. (In re Party Masters, Inc.), Case No. 91
B 22949, Adv. No. 92ap00010, 1992 WL 106259, at
*23 (Bankr. N.D. Ill. Apr. 23, 1992) (Squires, J.) (“The
burden of proving entitlement to an administrative
expense is on the claimant and the standard of proof is
a preponderance of the evidence.”). In determining
how the statute is to be applied and whether the
applicant has borne its burden, the court looks at the
plain language of the statute. Marek v. Chesny, 473
U.S. 1, 16, 105 S.Ct. 3012, 87 L.Ed.2d 1 (1985) (“[T]he
starting point in interpreting statutes and rules is
always the plain words themselves[.]”); United States v.
Boyles, 57 F.3d 535, 544 (7th Cir. 1995) (“[T]he best
way to interpret statutes is to look to their plain
language[.]”).
*5 [5]In utilizing that plain language approach, it
becomes immediately clear that the subsections of
503(b)(1)(A) must be read independently. Because
503(b)(1)(A)
introduces
a
nonexhaustive,
demonstrative list, it is not necessary to satisfy each of
the two subsections of section 503(b)(1)(A) to be
entitled to an administrative claim. See In re Truland
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Grp., Inc., 520 B.R. 197, 203 (Bankr. E.D. Va. 2014)
(concluding that the use of the word “and” “does not
require [claimants] to satisfy both subsections”); In re
Philadelphia Newspapers, LLC., 433 B.R. 164, 174
(Bankr. E.D. Pa. 2010) (same); Henderson v.
Powermate Holding Corp. (In re Powermate Holding
Corp.), 394 B.R. 765, 774 (Bankr. D. Del. 2008)
(same). Contra In re First Magnus Fin. Corp., 390 B.R.
667, 677 (Bankr. D. Ariz. 2008), aff’d, 403 B.R. 659
(D. Ariz. 2009) (holding that “both parts of the
subsections must exist in order for a claimant to be
entitled to an administrative expense”) (emphasis in
original).
Any other reading of this section is nonsensical, and
would require by extension, that all subsections of
503(b)—also introduced by “including” and joined by
“and”—to be met for a claim to be afforded
administrative status. That is simply not the case.
Truland Grp., 520 B.R. at 203 (“No one would
seriously suggest that an administrative claimant must
satisfy all nine subsections in Section 503(b) in order to
qualify for administrative expense treatment.”);
Philadelphia Newspapers, 433 B.R. at 174 (“The nine
categories are independent of each other just like
subsections (i) and (ii) of § 503(b)(1)(A).”). The plain
language of section 503(b)(1)(A) therefore requires
that an applicant satisfy only one of its subsections.
The WARN Class bears this burden, and chooses to
advance its claim under section 503(b)(1)(A)(ii).
[6] [7]
In addition to the foregoing, an applicant must
also comply with applicable, governing case law in this
Circuit. The Seventh Circuit has stated that, “[i]n order
to qualify as ‘actual and necessary’ administrative
expenses, expenditures must benefit the estate as a
whole rather than just the creditor claimant.” Fruehauf
Corp. v. Jartran, Inc. (In re Jartran, Inc.), 886 F.2d
859, 871 (7th Cir. 1989). Jartran also makes clear that
prepetition claims cannot qualify. Id. (“None of these
expenses were actual or necessary for preserving the
estate ..., which was not yet extant.”).
[8]
In keeping with Jartran and the plain language of
section 530(b)(1)(A)(ii), therefore, the WARN Class
must not only establish that the Class Claim benefits
the estate as a whole rather than just the WARN
Class, but also that the Class Claim (1) is for wages
and benefits, (2) is awarded pursuant to a judicial

proceeding, (3) is awarded as back pay, (4) is
attributable to any period of time occurring after the
commencement of the case, (5) arises as a result of a
violation of federal or state law by the debtor and (6)
will not substantially increase the probability of layoff
or termination of current employees.
[9]

As to the first of the six elements of the statute,
WARN liability is clearly calculated in terms of wages
and benefits. 29 U.S.C. § 2104(a)(1). As such, there is
little doubt that a WARN Act claim is for wages and
benefits, Powermate, 394 B.R. at 771 (WARN claims
“must be in the nature of wages under the Code”); Oil,
Chemical & Atomic Workers, AFL–CIO–CLC v.
Hanlin Grp., Inc. (In re Hanlin Grp., Inc.), 176 B.R.
329, 333 (Bankr. D.N.J. 1995) (same), and that the
first element is satisfied.
As to the second, any award relating to the Class
Claim by this court is unquestionably an award
pursuant to a judicial proceeding, and the second
element is satisfied.
*6 As to the third element, the WARN Act itself
explicitly classifies WARN liability as back pay. 29
U.S.C. § 2104(a)(1)(A) (defining the liability as “back
pay for each day of violation”); see also Ellis, 633 F.3d
at 526. This element is satisfied.
[10]

The fourth element requires that the Class Claim be
attributable to a postpetition period of time. Judge
Thorne of this court has already considered the timing
of such claims in relation to the termination of
employees and the bankruptcy petition date. In re
Calumet Photographic, Inc., Case No. 14bk08893, 2016
WL 3035468, at *4 (Bankr. N.D. Ill. May 19, 2016)
(Thorne, J.) (declining to afford administrative
expense status to employees whose WARN Act
termination occurred prior to the commencement of
the bankruptcy case). While Judge Thorne did not
decide the inverse question—whether a postpetition
termination gives rise to WARN Act liability—the
reasoning applied in Calumet is sound. There is little
question that WARN Act claims are in the nature of
severance, In re Continentalafa Dispensing Co., 403
B.R. 653, 658 (Bankr. E.D. Mo. 2009) (“In essence, the
WARN Act is a statutory form of severance pay.”),
and are awarded in lieu of notice. As such, they vest in
their entirety upon termination. Powermate, 394 B.R.
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at 777 (as WARN claims are in lieu of notice, they vest
at the time of termination); In re Fleming Packaging
Corp., Case No. 93-82408, 2004 WL 2106579, at *3
(Bankr. C.D. Ill. Aug. 31, 2004) (severance pay in lieu
of notice vests upon termination); In re Cargo, Inc.,
138 B.R. 923, 927 (Bankr. N.D. Iowa 1992) (“pay at
termination in lieu of notice... is earned... upon
termination”); Hanlin Grp., 176 B.R. at 333–34
(“wages are ‘earned’ at the time of the termination of
employment”). Thus, despite the Trustee’s arguments
to the contrary, the Class Claim is a postpetition claim
and the fourth element is satisfied.
The Class Claim, to the extent allowed, arises directly
from the federal WARN Act and a violation of the
notice provisions therein. As such, the fifth element is
satisfied.
As to the sixth and final element, given the nature of
the terminations and the status of these, now,
liquidating cases, the allowance of the Class Claim is
not likely to substantially increase the probability of
layoff or termination of current employees. The
Debtors’ plants are already shut down and the
liquidations are complete, and the sixth and final
element is satisfied.
The final, remaining question is whether the Class
Claim benefits the estate as a whole rather than just
the creditor claimant. Jartran, 886 F.2d at 871. While,
in cases such as this where the termination occurred
very shortly after the case is commenced, that question
may appear convoluted, in actuality, it is not. As noted
above, the WARN Act is a statutory form of severance
pay in lieu of notice, earned at the moment of
termination. Thus, unlike other types of pay that are
earned continuously, e.g., In re Northwest Eng’g Co.,
863 F.2d 1313, 1319 (7th Cir. 1988) (vacation pay is
earned continuously irrespective of contractual vesting
and as such must be prorated for administrative claim
purposes), all of the Class Claim here is postpetition.
Those courts that have considered such postpetition
claims have uniformly determined that the the claims
qualify as administrative. E.g., Former Empls. of
Builders Square v. Hechinger Inv. Co. of Delaware (In
re Hechinger Inv. Co. of Delaware ), 298 F.3d 219, 227
(3d Cir. 2002) (“pay at termination in lieu of notice is
allowed administrative expense priority”); Teamsters
Local No. 310 v. Ingrum (In re Tucson Yellow Cab

Co.), Inc., 789 F.2d 701, 703 (9th Cir. 1986) (noting
that the courts within the Ninth Circuit apply the rule
that “pay at termination in lieu of notice is entitled to
priority payment as a cost of administration”); Lasky
v. Phones for All, Inc. (In re Phones for All, Inc.), 262
B.R. 914, 916 (N.D. Tex. 2001) (“When an agreement
provides for severance in lieu of notice, the full claim
for severance pay is accorded administrative priority, if
the employee was terminated post-petition.”), aff’d,
288 F.3d 730 (5th Cir. 2002).
*7 Thus, unlike severance that might be calculated on
length of service, severance in lieu of notice is based on
the bargain at the time of termination—“the payments
are made in consideration of quick departure from
employment after the petition date—consideration
given after the petition.” Hechinger, 298 F.3d at 227.
The estate as a whole is, therefore, conferred the
benefit of that bargain, and the administrative priority
of such claims comports with Jartran.
The WARN Class has met its burden by proving the
Class Claim meets the statutory requirements provided
by section 503 of the Bankruptcy Code. The court now
turns to the issues raised in the remainder of the
Trustee’s Objection.

B. Liability under the WARN Act
[11] [12]
As noted above, the WARN Act requires
employers “to provide employees with written notice
of impending ‘plant closings’ or ‘mass layoffs’ at least
sixty days prior to the closing or layoffs.” Ellis, 633
F.3d at 525. As the Seventh Circuit in Ellis made clear,
if the strict criteria of the WARN Act are not met, no
liability accrues. Id.
The parties here do not, however, dispute that the
termination in question would, under ordinary
circumstances, trigger WARN Act liability. Such
liability is uncontested. The court need not, therefore,
perform a traditional WARN Act analysis of liability.
Instead, the parties focus on whether an exception to
the WARN Act applies, the basis of the Trustee’s
Objection. If an exception applies and that exception
precludes liability, then regardless of the section 503(b)
analysis above, the Class Claim cannot be allowed.
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There are three traditional statutory exceptions
contained within section 2102(b) of the WARN Act, as
follows:
(b) Reduction of notification period
(1) An employer may order the shutdown of a single
site of employment before the conclusion of the 60–
day period if as of the time that notice would have
been required the employer was actively seeking
capital or business which, if obtained, would have
enabled the employer to avoid or postpone the
shutdown and the employer reasonably and in good
faith believed that giving the notice required would
have precluded the employer from obtaining the
needed capital or business.
(2) (A) An employer may order a plant closing or
mass layoff before the conclusion of the 60–day
period if the closing or mass layoff is caused by
business circumstances that were not reasonably
foreseeable as of the time that notice would have
been required.
(B) No notice under this chapter shall be required if
the plant closing 01–mass layoff is due to any form
of natural disaster, such as a flood, earthquake, or
the drought currently ravaging the farmlands of the
United States.
29 U.S.C. § 2102(b) (emphasis added). These
exceptions, as well as the traditional labels for each,
are described as follows:
*8 United Paperworkers Int’l Union v. Lennon
Wallpaper Co., Case No. 90C0996, 1992 WL 67820, at
*2 (N.D. Ill. Mar. 26, 1992).

The Trustee does not assert any of these exceptions. As
such, the court refrains from discussing them in greater
detail. Instead, the Trustee alleges a different
exception—one stemming from the Department of
Labor’s commentary to the WARN Act—which states
in pertinent part, as follows:
[A] fiduciary whose sole function
in the bankruptcy process is to
liquidate a failed business for the
benefit of creditors does not
succeed to the notice obligations

of the former employer because
the fiduciary is not operating a
“business enterprise” in the
normal commercial sense. In
other situations, where the
fiduciary may continue to operate
the business for the benefit of
creditors, the fiduciary would
succeed
to
the
WARN
obligations of the employer
precisely because the fiduciary
continues
the
business
in
operation.
54 Fed. Reg. 16,045 (1989) (emphasis added). In the
context of the Department of Labor’s commentary, it
is clear that the Department of Labor takes the
position that a fiduciary of this nature is not an
“employer” under the WARN Act, see 29 U.S.C. §
2101(a)(1) (defining employer), and thus the notice
provisions would not apply.
This so-called “liquidating fiduciary” exception exists
nowhere in the statute itself. As a result, the court is
faced here with two questions: Is there, in fact, a
liquidating fiduciary exception to the WARN Act,
and, if there is, how does such exception apply in
bankruptcy? As far as the court is aware, each of these
questions is an issue of first impression within the
Seventh Circuit. The court will consider each, in turn.

1. Is there a liquidating Fiduciary Exception to the
WARN Act?
[14]
As the liquidating fiduciary exception asserted by
the Trustee exists nowhere in the statute, the court
must ask what weight it should be given. The Seventh
Circuit has previously considered the Department of
Labor’s commentary to the WARN Act in different
circumstances. Ellis, 633 F.3d at 526 (as to what
constitutes a voluntary departure under the WARN
Act). In Ellis, the Seventh Circuit concluded that the
commentary should be afforded “significant weight.”
Other circuits have done likewise. See, e.g., Meson V.
GATX Tech. Servs. Corp., 507 F.3d 803, 810 (4th Cir.
2007) (basing its decision on “the purposes of the
WARN Act, the provision’s language, and the
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Department of Labor commentary”); Chauffeurs,
Sales Drivers, Warehousemen & Helpers Union Local
572, Int’l Bhd. of Teamsters, AFL–CIO v. Weslock
Corp., 66 F.3d 241, 244 (9th Cir. 1995) (stating that its
WARN Act interpretation “is supported by the
commentary appended to the [Department of Labor’s]
final regulations”).
The bankruptcy courts that have considered the
specific question of whether a liquidating fiduciary
exception to the WARN Act applies have uniformly
concluded that it does. E.g., Walsh v. Diamond (In re
Century City Doctors Hosp., LLC ), Case No. CC–09–
1235–MkJaD, 2010 WL 6452903, at *7 (9th Cir. BAP
Oct. 29, 2010) (holding that “the bankruptcy court did
not err when it relied on the [Department of Labor’s]
Commentary to determine whether the Trustee
qualified as an employer under the WARN Act”);
Thielmann v. MF Global Holdings Ltd. (In re MF
Global Holdings Ltd.), 481 B.R. 268, 282 (Bankr.
S.D.N.Y. 2012) (“Looking to the [Department of
Labor’s commentary] as guidance, as well as all of the
court decisions that have considered the issue, the
Court is persuaded that the ‘liquidating fiduciary’
principle is applicable in these proceedings.”).
*9 In light of the foregoing, the court has little
hesitation in holding that there is indeed a liquidating
fiduciary exception to the WARN Act in the manner
set forth in the Department of Labor commentary.
The liquidating fiduciary exception, by the express
terms of the Department of Labor commentary,
applies “in the bankruptcy process.” 54 Fed. Reg.
16,045. How it applies is a more difficult question.

2. Applying the liquidating Fiduciary Exception in
Bankruptcy
[15]
The Department of Labor commentary makes clear
that for the liquidating fiduciary exception to apply,
there must both be a fiduciary and that fiduciary’s sole
function must be to liquidate.
[16]

In chapter 7, there is no question that the trustee is a
fiduciary. Dechert v. The Cadle Co., 333 F.3d 801, 802
(7th Cir. 2003) (“[chapter 7 debtor]’s trustee has a
fiduciary obligation to [chapter 7 debtor]’s unsecured
creditors”). Further, there is no question that the

chapter 7 trustee has a primary and overriding duty to
“collect and reduce to money the property of the estate
for which such trustee serves, and close such estate as
expeditiously as is compatible with the best interests of
parties in interest.” 11 U.S.C. § 704(a)(1). As such, a
chapter 7 trustee is just the sort of liquidating fiduciary
that is contemplated in the Department of Labor
commentary.
[17]

Chapter 11, however, is not as simple. In chapter 11,
there is either a debtor in possession or a trustee. In
either case, the law is clear that such entity is a
fiduciary. Peterson v. Scott (In re Scott ), 172 F.3d 959,
967 (7th Cir. 1999) (“The debtor-in-possession owes a
fiduciary duty to his creditors[.]”); State of Ill., Dep’t of
Revenue v. Schechter, 195 B.R. 380, 384 (N.D. Ill.
1996) (the chapter 11 trustee “had a fiduciary duty”);
see also 11 U.S.C. § 1107(a) (placing on the debtor in
possession the same dudes as exist on a trustee). Thus
both the debtor in possession and the chapter 11
trustee are fiduciaries.
[18]

The sole function of the debtor in possession and
chapter 11 trustee is not to liquidate. Unless the court
orders otherwise, section 1108 of the Bankruptcy Code
automatically affords both the debtor in possession
and the trustee the ability to operate the debtor’s
business for the benefit of creditors, and not solely for
the purpose of liquidation. As the Schechter court
stated, there existed a “fiduciary duty to operate the
business to preserve the value of the estate and to cease
operations where continued operations would deplete
the estate with no reasonable prospect of
rehabilitation.”). Schechter, 195 B.R. at 384.
Recall for the moment the plain words of the
Department of Labor commentary, that the fiduciary’s
sole function in the bankruptcy process must be to
liquidate a failed business and that where the fiduciary
may continue to operate the business for the benefit of
creditors, the exception does not apply. 54 Fed. Reg.
16,045. Unless the court has entered an order under
section 1108 constraining the right to operate a
debtor’s business, the plain words of the commentary
appear to clearly exclude, therefore, both chapter 11
trustees and debtors in possession from invoking the
liquidating fiduciary exception. Chapter 11, after all, is
titled “Reorganization.”
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It is just those plain words that should control. After
all, without them, no exception would exist. To go
beyond the plain words here would be to legislate from
the bench.
*10 [19]This approach is borne out by the existing case
law on interpreting administrative commentary. Just
as courts do when interpreting statutes, courts
interpret commentary by looking first at its plain
language. See Imperial Crane Servs., Inc. v. Cloverdale
Equip. Co, Case No. 13 C 4750, 2015 WL 4751100, at
*4 (N.D. Ill. Aug. 11, 2015) (analyzing “the plain
language of the commentary” to reach its holding); see
also, e.g., United States v. Evans, 782 F.3d 1115, 1117
(10th Cir. 2015) (same), cert. denied, ––– U.S. ––––,
136 S.Ct. 171, 193 L.Ed.2d 138 (2015); United States v.
Peroceski, 520 F.3d 886, 888 (8th Cir. 2008) (same);
United States v. Akinsuroju, 166 Fed.Appx. 748, 751
(5th Cir. 2006) (same); United States v. Miller, 206
F.3d 1051, 1052 (11th Cir. 2000) (same).
It appears therefore that the plain language of the
Department of Labor commentary requires a
measuring of what a fiduciary may prospectively do. It
is a measure of the powers of the fiduciary, not the
fiduciary’s actions even if those actions invoke only a
subset of the fiduciary’s powers. If a fiduciary’s powers
exceed those set forth in the commentary, such
fiduciary is excluded from claiming the exception,
regardless of how those powers are used.
Such a plain and simple exclusion would, while
providing certainty, also detrimentally effect
liquidating chapter 11 cases. Perhaps that is why the
leading case on this issue goes beyond the plain
language of the Department of Labor commentary.
The Third Circuit’s United Healthcare case is that
leading authority on the issue. Official Comm. of
Unsecured Creditors of United Healthcare Sys., Inc. v.
United Healthcare Sys., Inc. (In re United Healthcare
Sys., Inc.), 200 F.3d 170 (3d Cir. 1999). In United
Healthcare, the Third Circuit applied the liquidating
fiduciary exception in chapter 11, after the debtor in
possession terminated its employees postpetition. Id. at
178.
In applying the liquidating fiduciary exception, the
Third Circuit clearly focused on the debtor’s “intent to

liquidate.” Id. at 179. Thus, rather than focus on what
the debtor’s powers (as the plain language of the
Department of Labor’s commentary clearly indicates
should be done), the Third Circuit focused on what the
debtor actually did. Id. (supporting its holding with
evidence that showed United Healthcare was clearly
liquidating). The Third Circuit bases its reasoning, on
the definition of employer in the WARN Act and
other aspects of the Department of Labor
commentary. The WARN Act defines an employer as
a “business enterprise,” but does not define the latter
term. 29 U.S.C. § 2901(a)(1). The Third Circuit found,
earlier in the same section of the Department of Labor
commentary where the liquidating fiduciary discussion
occurs, an explanation that business enterprises are
those that “engage in business.” 54 Fed. Reg. 16,044;
United Healthcare, 200 F.3d at 177. As such, the
hindsight analysis applied by the Third Circuit was an
effort to determine whether the debtor in possession
was an employer, not whether the specific liquidating
fiduciary exception in the Department of Labor
commentary applied.
Other courts, following United Healthcare, have done
likewise. See, e.g., MF Glob., 481 B.R. at 283 (holding
that a complaint needed more facts to determine
whether the debtors were reorganizing or liquidating);
Cain v. Inacom Corp. (In re Inacom ), Adv. No. 00–
1724, 2001 WL 1819997, at *1 (Bankr. D. Del. Sept.
26, 2001) (holding that it was a “material question of
fact” whether the debtor was a liquidating fiduciary at
the time it had terminated employees).
*11 There does not appear to be any court that has
constrained itself to the plain language of the
Department of Labor’s commentary on the liquidating
fiduciary itself. Instead, these courts have applied a
combination of that exception and hindsight,
retrospectively measuring what was done in order to
create a new, court-made liquidating fiduciary
exception that is not in line with the specific language
of the commentary itself.
This has created a two-fold liquidating fiduciary
exception; one created directly from the Department of
Labor’s specific language on point and one derived
from other language of the commentary.
It is this court’s view that the latter is unsupported.
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Whether it be under the principle of ejusdem generis or
otherwise, the specific expression of intent by the
Department of Labor should govern the more general
statements. By narrowly stating the liquidating
fiduciary exception, the Department of Labor has
expressed its intent that business enterprise not be read
broadly in the fashion done by the courts to date.
United Healthcare and its progeny are not binding in
this Circuit, and were it required to do so, this court
would reject the court-made liquidating fiduciary
exception as not in line with the more specific language
of the Department of Labor commentary. Under the
facts of this case, it is not necessary for the court to
choose.

3. Applying the Liquidating Fiduciary Exception in
this Case
[20]
The reason the court need not determine whether or
not to follow United Healthcare is that under either
approach—the plain language of the Department of
Labor commentary or the United Healthcare
retrospective analysis—the result is the same in this
case.
To be clear, were the court to apply the plain language
of the Department of Labor commentary, no
liquidating fiduciary exception would apply in this
case. Given the debtor in possession’s ability to
operate the debtor’s business, it would not qualify.
Were the court instead to apply United Healthcare’s
court-made liquidating fiduciary exception, hindsight
is equally unavailing.
The Trustee alleges that the Debtors were always
liquidating. As proof, the Trustee relies on a
September 28, 2015, e-mail to employees sent hours
after the Debtors filed for chapter 11. That email
stated that the Debtors were “shutting down
operations.” Objection, at ¶ 2. The WARN Class does
not dispute the existence or content of that email. The
WARN Class does also not dispute that the Debtors
did in fact liquidate, and that as alleged in the
Objection, the Debtors “completed the liquidation and
sale of substantially all assets by February 2016.”
Objection, at ¶ 13.

While the Debtors did in fact liquidate, it is not clear
that that was their intent or sole course of action.
On September 29, 2015, the day after the bankruptcy
filing, each Debtor filed a motion seeking authority to
use cash collateral. In each of the Cash Collateral
Motions, the respective Debtor made several
representations to the court and to the parties
appearing before it that the Debtor was reorganizing,
not liquidating.
First, each Debtor asserted that the cash collateral was
necessary “to continue to operate its business and
manage its financial affairs, and effectuate an effective
plan of reorganization[.]” Chicago Cash Collateral
Motion, at ¶ 12 (emphasis added); Dallas Cash
Collateral Motion, at ¶ 12 (emphasis added); Atlanta
Cash Collateral Motion, at ¶ 12 (emphasis added).
*12 Second, each Debtor stated that cash collateral
would be used for “payroll, insurance, utilities,
management fees, supplies and other miscellaneous
items needed in the ordinary course of business.”
Chicago Cash Collateral Motion, at ¶ 12 (emphasis
added); Dallas Cash Collateral Motion, at ¶ 12
(emphasis added); Atlanta Cash Collateral Motion, at
¶ 12 (emphasis added).
Third, each Debtor stated that if it was not authorized
to use cash collateral, then “the Debtor will be unable
to continue to operate its business, thereby eliminating
prospect
for
a
successful
any
reasonable
reorganization.” Chicago Cash Collateral Motion, at ¶
15 (emphasis added); Dallas Cash Collateral Motion,
at ¶ 15 (emphasis added); Atlanta Cash Collateral
Motion, at ¶ 15 (emphasis added).
Further, on October 7, 2015, more than a week after
the bankruptcy filing and the termination of
employees, each Debtor filed a motion in each of their
Cases for authorization to pay prepetition payroll. In
each of the Payroll Motions, each Debtor stated that it
was “operating its business” in the “reorganization
ease.” Chicago Payroll Motion, at ¶ 2 (emphasis
added); Dallas Payroll Motion, at ¶ 2 (emphasis
added); Atlanta Payroll Motion, at ¶ 2 (emphasis
added).
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Each Debtor further stated that failure to pay its
payroll in a timely fashion would “jeopardize its ability
to reorganize” Chicago Payroll Motion, at ¶ 8
(emphasis added); Dallas Payroll Motion, at ¶ 8
(emphasis added); Atlanta Payroll Motion, at ¶ 8
(emphasis added).
With the Payroll Motions, the Debtors’ Chief
Operating Officer stated in sworn affidavits that if
authority was not granted, then the Debtors would be
forced to “cease business operations” and would “have
no alternative other than liquidation.” Chicago Payroll
Motion, Exhibit A, at ¶¶ 7–8; Dallas Payroll Motion,
Exhibit A, at ¶¶ 7–8; Atlanta Payroll Motion, Exhibit
A, at ¶¶ 7–8.
The Debtors not only made these statements, but in so
doing, requested and received relief from the court in
line with the statements. That makes what occurred
more than statements alone, but actions. These actions
are not in line with a business that was solely
liquidating.
Further, on October 26, 2016, nearly a month after
commencing the Cases and thereafter terminating the
employees in the WARN Class, the Debtors filed the
Sale Motion. In the Sale Motion, the Debtors spoke
repeatedly to a “going concern” sale of the Debtors’
business. Sale Motion, at ¶¶ 11, 16, 25, 26. Once again,
the Debtors did more than state that they were not
liquidating, they acted in a manner inconsistent with
liquidation. Even if the Debtors were conducting their
business solely for the purposes of a sale, they were
engaged in some form of business.
What the Debtors intended and what they were doing
at the time of the termination of the WARN Class is,
therefore, muddied at best. In such circumstances,
there are a number of compelling reasons not to apply
the court-made liquidating fiduciary exception.
[21]

First, this is an exception applied to liquidating
fiduciaries, and as an exception, it should be applied
sparingly. Local Union 7107 v. Clinchfield Coal Co.,
124 F.3d 639, 640–41 (4th Cir. 1997) (“Because the
WARN Act is remedial legislation, its exceptions are
to be construed narrowly.”). While the Department of
Labor itself has indicated that some exceptions to the
WARN Act should be construed narrowly and others

not, see, e.g., 54 Fed. Reg. 16,042–01, in this instance,
anything other than a narrow interpretation runs the
risk of allowing circumstances well beyond those
intended by the Department of Labor to vitiate the
protections afforded employees by the WARN Act.
*13 Second, to allow the Debtors to act publicly in one
manner and privately in another, yet maintain the
protections that might have been lost if their private
actions were made public, would be abhorrent. All
parties in a chapter 11 case should be entitled to rely
on the public representations of a debtor in possession
or trustee regarding its intent to reorganize. The court
has no magic time machine to turn back the clock and
determine what objections the Debtors may have faced
had all of their actions, both public and private, been
consistent. Debtors should be encouraged to act in a
transparent manner in bankruptcy. Affording debtors,
and in particular these Debtors, the protections of an
exception to the WARN Act when they were anything
but transparent would be to encourage duplicity.
As a result, it is the court’s determination that even if
the United Healthcare court-made exception were
adopted, the Debtors in this Jointly Administered Case
are unentitled to the benefit of the liquidating fiduciary
exception thereunder.
Under either the plain words of the Department of
Labor commentary or the United Healthcare’s courtmade, retrospective analysis, therefore, the Trustee’s
Objection must fail. Liability under the WARN Act
exists and the Class Claim will be afforded
administrative status under section 503(b)(1)(A)(ii).

CONCLUSION
The WARN Class has satisfied its required burden and
proven that the Class Claim is entitled to
administrative priority based on the violation of the
WARN Act by the Debtors. The Trustee’s Objection,
that the liquidating fiduciary exception applies, fails.
For the foregoing reasons, the court concludes that the
Application should and will be GRANTED and the
Class Claim allowed, in an amount to be determined at
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a later hearing. A separate order resolving the
Application to that effect will be issued concurrently
with this Memorandum Decision.

All Citations
--- B.R. ----, 2017 WL 751150

Footnotes
1

The Debtors are World Marketing Chicago, LLC (Case No. 15bk32968), World Marketing Dallas, LLC (Case No. 15bk32977) and
World Marketing Atlanta, LLC (Case No. 15bk32975). The cases are jointly administered under Case No. 15–32968.

2

Unless otherwise indicated, all docket and claims register references are for the jointly administered chapter 11 case, In re World
Marketing Chicago, LLC, et al., Case No. 15bk32968 (the “Jointly Administered Case”, and individually, the “Chicago Case”).
Docket and claims register references in In re World Marketing Dallas, LLC, Case No. 15bk32977 shall be referred to as in the
“Dallas Case” and in In re World Marketing Atlanta, LLC, Case No. 15bk32975 shall be referred to as in the “Atlanta Case”
(collectively, the “Cases”).

3

Claim # 31 in the Chicago Case, Claim # 31 in the Dallas Case and Claim # 21 in the Atlanta Case.

4

It should be noted that the Trustee objected to the Application on only one ground, the asserted “liquidating fiduciary”
exception. The Trustee alleged that it reserved the right to assert other defenses to liability, the priority of any liability, or the
amount of such liability. Objection, at ¶ 23. Nothing allows a party to pick and choose which parts of a matter it will defend, and
later seek a second bite at the apple. The Seventh Circuit has encouraged parties to raise all relevant arguments when contesting
a matter before the court. Cty. of McHenry v. Ins. Co. of the West, 438 F.3d 813, 820 (7th Cir. 2006), as amended (Apr. 11, 2006)
(“The [plaintiff], represented by able legal counsel, should have exercised care in responding to the motion to dismiss and raised
all the arguments it had against the motion.”).
If the Trustee thought that there were too many issues involved and that it would have been easier for all parties to narrow
the issues at hand, then the Trustee should have raised this with the court directly. Reservations of rights in this context
without court approval are meaningless. Ramnarine v. CP RE Holdco 2009–1, LLC, Case No. 12-61716-CIV, 2013 WL 1788503, at
*6 (S.D. Fla. Apr. 26, 2013) (“[A] reservation of rights within an answer is essentially meaningless ... [it does not] somehow
confer a right to amend on Defendants without the Court’s approval.”); Achievement & Rehab. Centers, Inc. v. City of
Lauderhill, Case No. 12-61628-CIV, 2012 WL 6061762, at *2 (S.D. Fla. Dec. 6, 2012) (“As the reservation of tights clause is of no
effect, the Court will exercise its discretion to remove it from this case.”); Litton Indus., Inc. v. Lehman Bros. Kuhn Loeb Inc., 734
F.Supp. 1071, 1083 (S.D.N.Y. 1990) (holding that the magistrate judge “did not abuse her discretion when striking [the]
reservation of rights to name additional experts”).
The entirety of the Application has always been before the court. Immediately prior to the court issuing its ruling, the Trustee
volunteered that the matter was fully briefed and argued, and all parties and the court agreed. The Trustee, thus, must defend
it as such. There is no question that all aspects of the Class Claim but amount of liability were before the court, and the court
did not authorize the Trustee to respond only in part to the matters fully before the court. As the court has not ordered
otherwise, the Trustee’s choice to defend only in part means that it must forego its other defenses. As a result, all objections
except those addressed herein and those relating to the amount of the Class Claim, which remains to be determined, are
overruled.

End of Document
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CHAPTER 11 CASE

In re Corporate Resource Services, Inc.,

S3E3

Setoff. The court held that contingent claims
could not serve as the basis for setoff claims
under New York law and § 553 of the
Bankruptcy Code.
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2017 WL 788317
United States Bankruptcy Court,
S.D. New York.

[1]

Claim is contingent and ineligible to be set off
under New York law when it is dependent on
some future event that may never happen or
has not yet accrued. N.Y. Debt. and Cred.
Law § 151.

IN RE: CORPORATE RESOURCE SERVICES,
INC., et al., Debtors.
James S. Feltman, not individually but solely in
his capacity as Chapter 11 Trustee of the Estate of
Corporate Resource Services, Inc., et al., Plaintiff,
v.
Noor Staffing Group, LLC, et al., Defendants.
Case No. 15–12329 (MG) (Jointly Administered)
|
Adv. Pro. Case No. 16–01037 (MG)
|
Signed March 1, 2017

Synopsis
Background: Chapter 11 trustee brought adversary
proceeding
against
claimant
that
purchased
substantially all of corporate debtor’s assets, asserting
causes of action for, inter alia, turnover, breach of
contract, and avoidance of sale of purchased assets as
a constructive fraudulent transfer. Claimant asserted
setoff as a defense and asserted a right to set off
against any judgment in the adversary proceeding the
amount of any of its contingent claims. Trustee moved
to strike the setoff defense and related claim seeking
setoff for contingent claims.

Set-off and Counterclaim
Contingent claims

Cases that cite this headnote

[2]

Set-off and Counterclaim
Contingent claims
Under New York law, even when a lawsuit
has been filed, claims that are not finally
adjudicated are contingent and thus ineligible
to be set off. N.Y. Debt. and Cred. Law § 151.
Cases that cite this headnote

[3]

Set-off and Counterclaim
Contingent claims
Debts that are incurred but cannot be
calculated until after the petition date are also
contingent and thus ineligible to be set off.
N.Y. Debt. and Cred. Law § 151.

[Holding:] The Bankruptcy Court, Martin Glenn, J.,
held that under New York law, claimant’s contingent
claims, which had not yet accrued and were dependent
on future events that may never occur, were ineligible
to be set off.

Cases that cite this headnote

Ordered accordingly.
[4]

West Headnotes (11)

Set-off and Counterclaim
Contingent claims
Under New York law, claimant’s contingent
claims, which had not yet accrued and were

© 2017 Thomson Reuters. No claim to original U.S. Government Works.

1

25

EYE ON BANKRUPTCY – SEASON 3 EPISODE 3
Harner, Michelle 3/14/2017
For Educational Use Only
In re Corporate Resource Services, Inc., --- B.R. ---- (2017)
2017 WL 788317, 63 Bankr.Ct.Dec. 212

dependent on future events that may never
occur, were ineligible to be set off. N.Y. Debt.
and Cred. Law § 151.

Cases that cite this headnote

Cases that cite this headnote
[8]

[5]

Bankruptcy
Set-off or recoupment in general
In order to establish a right to setoff, a
creditor must first demonstrate a preexisting
right of setoff under nonbankruptcy or state
law. 11 U.S.C.A. § 553.

Bankruptcy
Set-off or recoupment in general
Bankruptcy Code does not create a right of
setoff. 11 U.S.C.A. § 553.

Cases that cite this headnote

Cases that cite this headnote
[9]
[6]

Set-off and Counterclaim
Equitable Set-off
Set-off and Counterclaim
Parties to and mutuality of cross-demands
in general
Right of setoff, also called “offset,” allows
entities that owe each other money to apply
their mutual debts against each other, thereby
avoiding absurdity of making A pay B when
B owes A.

Creditor asserting the right to setoff has the
burden to establish that the right to setoff
exists.
Cases that cite this headnote

[10]

Cases that cite this headnote

[7]

Bankruptcy
Prepetition, post-petition, and unmatured
debts
For setoff purposes, claims, even contingent
ones, arise only when all transactions
necessary for liability occur. 11 U.S.C.A. §
553.

Bankruptcy
Set-off or recoupment in general
Although no federal right of setoff is created
by Bankruptcy Code, Code does provide that,
with certain exceptions, whatever right of
setoff otherwise exists is preserved in
bankruptcy. 11 U.S.C.A. § 553(a).

Set-off and Counterclaim
Equitable Set-off

Cases that cite this headnote

[11]

Bankruptcy
Prepetition, post-petition, and unmatured
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debts
Setoff is permitted when, at the time the
bankruptcy petition is filed, the debt is
absolutely owing but is not presently due, or
when a definite liability has accrued but is not
yet liquidated. 11 U.S.C.A. § 553(a).
Cases that cite this headnote

I. BACKGROUND

Attorneys and Law Firms
TOGUT, SEGAL & SEGAL LLP, One Penn Plaza,
Suite 3335, New York, New York 10119, By: Steven S.
Flores, Esq., Lauren L. Peacock, Esq., Minta J.
Nester, Esq., Attorneys to James S. Feltman, not
individually but solely in his capacity as Chapter 11
Trustee of Corporate Resource Services, Inc., et al.
GRIFFIN HAMERSKY LLP, 420 Lexington
Avenue, Suite 400, New York, New York 10170, By:
Scott A. Griffin, Esq., Michael D. Hamersky, Esq.,
David M. Smith, Esq., Attorneys for Noor Staffing
Group, LLC and Noor Associates, Inc.

MEMORANDUM OPINION AND ORDER
STRIKING DEFENDANTS’ DEFENSE UNDER
BANKRUPTCY CODE § 553
MARTIN
GLENN
BANKRUPTCY JUDGE

of their contingent claims allowed in the claims
allowance process. The parties have fully briefed the
issue1 and both sides now urge the Court to resolve it
since it may substantially affect the course of this case.
For the reasons explained below, the Court grants the
plaintiff’s motion to strike the setoff defense and to
disallow the claim to the extent it seeks setoff for
contingent claims. The defendants’ proof of claim for
contingent general unsecured claims survives, at least
for now, subject to a subsequent claim objection.

UNITED

STATES

*1 The issue before the Court is whether the
defendants may assert a right of setoff under
Bankruptcy Code section 553 for admittedly
contingent claims. The defendants assert setoff as a
defense in this adversary proceeding; they also assert a
right to set off against any judgment entered against
them in this adversary proceeding the amount of any

James S. Feltman, as chapter 11 trustee (the “Trustee”)
of the debtors,2 including Corporate Resource
Services, Inc. (“CRS”), has moved to strike the setoff
defense of defendants Noor Staffing Group, LLC and
Noor Associates, Inc. (together with Noor Staffing
Group, LLC, “Noor”) and the separately filed setoff
proof of claim. The Trustee argues that setoff fails as a
matter of law to the extent that Noor seeks to set off
contingent claims. The issue is important to Noor and
to other unsecured creditors because to the extent
Noor may set off its claims against CRS’s claims,
Noor receives a dollar-for-dollar reduction of any
liability it is determined to have to CRS.3 The effect of
setoff is to elevate an otherwise unsecured claim—
unlikely to receive a substantial recovery in the cases of
these hopelessly insolvent debtors—to secured claim
status, further diminishing the recoveries of any other
general unsecured creditors.
*2 The Trustee’s claims against Noor, asserted in the
adversary complaint, and Noor’s defenses, arise out of
CRS’s sale to Noor of substantially all of CRS’s assets
(the “Purchased Assets”) that closed on February 27,
2015. The sale was pursuant to an Asset Purchase
Agreement (the “APA”) governed by New York law.4
Noor agreed to a purchase price (the “Purchase Price”)
of: (i) $1,000,000 reduced by CRS’s $95,761.07 real
estate tax liability; (ii) 80% of the acquired accounts
receivable; (iii) $2,000,000 in 40 equal monthly cash
installments beginning in July 2015; and (iv) $500,000
minus a purchase price reduction of up to $360,000,
payable on November 1, 2018. To date, Noor contends
that it has paid CRS an aggregate of approximately
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$7,250,000 in connection with the Purchase Price. The
adversary complaint alleges that Noor has failed to
pay substantial amounts due to CRS under the APA.
It also alleges that Noor has collected, diverted to
itself, and refused to turn over to the Trustee, certain
account receivables not sold to Noor, which therefore
remain property of the estates. The Trustee contends
that Noor’s self-help in collecting and holding CRS’s
property—purportedly as a setoff—violates the
automatic stay.
On July 23, 2015, CRS and certain of its affiliated
Debtors commenced cases under chapter 11 of the
Bankruptcy Code. On September 22, 2015, James S.
Feltman was appointed as the Trustee for the Debtors.
Some of the facts surrounding the filing are unclear,
but it is undisputed that the Debtors collected from
their customers amounts due to governmental tax
collectors for employee tax withholding. Further, it is
undisputed that CRS failed to pay to the IRS and state
tax authorities well over $100 million of employee
withholding taxes. Almost certainly, CRS is hopelessly
insolvent, but whoever may be liable for these unpaid
taxes has still not been determined. Obviously, as
successor to substantially all of CRS’s assets, Noor is
concerned that claims for unpaid taxes (or other
amounts) may be asserted against it, but this has not
happened so far.
On March 4, 2016, the Trustee commenced this
adversary proceeding against Noor, alleging, among
other causes of action, turnover, breach of contract,
and avoidance of the sale of the Purchased Assets as a
constructive fraudulent transfer under section 548 of
the Bankruptcy Code (the “Complaint”). On August
19, 2016, Noor filed its amended answer to the
Complaint.
On September 2, 2016, the Trustee filed the Motion to
Dismiss Noor’s Amended Counterclaims and Strike
Noor’s Affirmative Defenses and Recanted Admissions
(the “Motion to Dismiss,” ECF Doc. # 60.) Noor
opposed the Motion to Dismiss. At a subsequent
hearing on October 13, 2016, the Court, inter alia: (i)
found that Noor’s breach of contract and
misrepresentation claims had to be asserted in a proof
of claim; (ii) denied the Trustee’s motion to dismiss
Noor’s unclean hands and in pari delicto defenses; and
(iii) reserved ruling on Noor’s setoff and collateral

source defenses. That same day, Noor filed its proof of
claim asserting, among other things, breach of
contract,
fraudulent
inducement,
and
misrepresentation against CRS. Noor’s Proof of Claim
seeks: (i) $135,419.56 in fixed damages (the “Fixed
Claims”); (ii) $8,478,516.16 in contingent damages (the
“Contingent Claims”); and (iii) unliquidated damages
in a yet to be determined amount.
Noor’s amended proof of claim, filed on December 23,
2016, contends that Noor is entitled to recover
approximately $8.4 million in “Contingent Liability
Damages.” Noor categorizes potential damages that
Noor believes may be incurred in the future to
government entities or customers, none of which have
even been asserted so far. These categories are:
(i) CRS’s Pre–Transaction U.S. Immigration Law
Violations;
(ii) CRS’s Pre–Transaction New York State
Labor Law Violations;
(iii) CRS’s Pre–Transaction Violations of DOE
Contract and Medicaid Regulations; and
(iv) CRS’s Pre–Transaction Federal and State Tax
Liabilities
The focus of the Trustee’s current motion is on the
Contingent Claims. As explained below, New York
law does not permit setoff of contingent claims; Noor
does not dispute this legal rule. The dispute here is
whether applicable bankruptcy law creates a party’s
right to set off contingent claims, independent of New
York law. Put another way, the issue is whether
anything in the Bankruptcy Code creates a right of
setoff not available under state law.5 Noor says yes; the
Trustee says no. As explained below, the Court
concludes that the Trustee is correct and that Section
553 of the Bankruptcy Code merely preserves the right
of setoff.
*3 The Trustee also argues that even if setoff of
contingent claims is permissible, Noor cannot meet the
additional requirements of section 553. The Trustee
argues that:
even if there was a preexisting
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right to setoff under New York
law for contingent claims (there is
not), Noor cannot meet the
additional requirements of § 553.
Although bankruptcy law allows
contingent claims generally, a
claim for setoff of a prepetition
debt—which allows a dollar for
dollar
recovery—only
arises
when all transactions upon which
the liability is premised occurred
before the petition date. Here, the
transactions
necessary
to
establish liability still have not
come to pass 18 months after the
petition date and two years after
the Transaction closed.”
(Trustee’s Memorandum of Law at 3 (emphasis in
original).)
The starting point for the analysis is whether New
York law permits setoff of contingent claims; it does
not. The analysis then shifts to whether the
Bankruptcy Code creates a right to set off contingent
claims; it does not.

II. DISCUSSION
A. New York Law Does Not Allow Setoff of
Contingent Claims
[1]
Section 151 of the New York Debtor and Creditor
Law (“DCL”) codifies New York’s equitable and
common law right to setoff. It provides that a debtor
has the right “to setoff and apply against any
indebtedness, whether matured or unmatured” any
amount owing from the debtor to the creditor. N.Y.
Debt. & Cred. Law § 151; see Thai Lao Lignite
(Thailand) Co. v. Gov’t of the Lao People’s Democratic
Republic, 2016 WL 958640, at *2–3 (S.D.N.Y. Mar. 8,
2016) (discussing section 151 of the DCL and its broad
applicability). Neither section 151 of the DCL nor its
equitable roots allow setoff of contingent claims. See,
e.g., Dunn v. Uvalde Asphalt Paving Co., 175 N.Y. 214,
219, 67 N.E. 439 (1903) (holding that “there can be no

such thing as a right to setoff a possible but
unestablished liability, unliquidated in amount, against
a liquidated legal claim that is due and payable”); Thai
Lao, 2016 WL 958640, at *3 n.3 (“Both New York
state courts and courts in this Circuit are in agreement
that DCL § 151 does not authorize the setoff of a
contingent obligation.”); Scherling v. Hellman Elec.
Corp. (In re Westchester Structures, Inc.), 181 B.R.
730, 740 (Bankr. S.D.N.Y. 1995) (“[Under section 151
of the DCL,] the debts to be offset can be matured or
unmatured but they cannot be contingent.”) (internal
citation omitted). A claim is contingent and ineligible
to be set off under New York law when it is dependent
on some future event that may never happen or has
not yet accrued. See, e.g., Trojan Hardware Co. v.
Bonacquisti Constr. Corp., 141 A.D.2d 278, 282, 534
N.Y.S.2d 789 (3d Dep’t 2010) (“We do not believe that
the term indebtedness in [DCL] § 151 should be
expanded to encompass such a contingent situation.”);
Spodek v. Park Prop. Dev. Assocs., 263 A.D.2d 478,
478–79, 693 N.Y.S.2d 199 (2d Dep’t 1999) (“[T]here is
no right to setoff a possible, unliquidated liability
against a liquidated claim that is due and payable.”)
(internal citations omitted); see also Westchester, 181
B.R. at 740 (“A contingent liability, however, is
measured by uncertainty as to whether any obligation
will ever arise.”) (internal citation omitted).
*4 [2] [3]Even when a lawsuit has been filed, claims that
are not finally adjudicated are contingent. See Cytec
Indus., Inc. v. Allnex (Luxembourg) & Cy S.C.A., 2015
WL 3762592, at *13 (S.D.N.Y. May 15, 2015)
(“Courts have declined to permit offsets directed
toward damages in a pending litigation.”); see, e.g.,
Hack v. Stang, 2015 WL 5139128, at *5 (S.D.N.Y.
Sept. 1, 2015) (finding that creditor’s pending litigation
“in New Jersey is, at best, a potential unliquidated
liability that, as a matter of law, may not be used as a
setoff”) (internal citation omitted); Correspondent
Servs. Corp. v. J.V.W. Inv. Ltd., 524 F.Supp.2d 412,
424 (S.D.N.Y. 2007) (holding that a defendant “has no
right to setoff its pending disputed and unliquidated
claim against [a plaintiff’s] present entitlement to
damages owed”). Similarly, debts that are incurred but
cannot be calculated until after the petition date are
also contingent. See, e.g., Willett v. Lincolnshire
Mgmt., 302 A.D.2d 271, 271, 756 N.Y.S.2d 9 (1st
Dep’t 2003) (affirming dismissal of setoff affirmative
defense where obligation was currently being
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disputed).
[4]

Noor does not dispute that the bulk of its claims
have not yet accrued and are dependent on future
events that may never occur. In other words, Noor
concedes the vast majority of its claims are contingent.
See, e.g., Declaration of Minta J. Nester, Esq. in
Support of Trustee’s Memorandum of Law on Invalidity
of Noor’s Setoff Defense and Claims Under Section 553
of the Bankruptcy Code (ECF Doc. # 81), Ex. E (Claim
at ¶¶ 13, 15(a)–(d), 16(c)) (describing six categories of
“Contingent
Liability
Damages”
that
total
approximately $8.4 million); Ex. F (Jacobson Report
at ¶¶ 8, 30(b), 33–37) (discussing Noor’s “Contingent
Liabilities Damages” which “represent claims by Noor
against the Plaintiffs [sic] related to liabilities that have
not been incurred by Noor through the writing of this
report, but might be incurred in the future”) (emphasis
added). There is uncertainty whether liability will ever
arise—no fines have been levied; no court has found
Noor responsible for CRS’s alleged wrongdoing before
the sale closed; and Noor has not paid any money to
resolve any “contingent” liabilities.

B. The Bankruptcy Code Does Not Create a Right to
Setoff
[5] [6] [7]
The Supreme Court has definitively resolved that
the Bankruptcy Code does not create a right of setoff;
section 553, with certain exceptions not relevant here,
preserves a right to setoff created by state law or
federal nonbankruptcy law. As the Supreme Court has
stated:

debtor was in default on a loan from the bank, and the
bank’s account agreement expressly provided the bank
with the right of setoff. Before the debtor filed the
bankruptcy case,6 the bank froze the debtor’s checking
account. After the bankruptcy filing, the bank refused
to unfreeze the account and turn over the funds in the
account to the debtor. The bank filed a motion for
relief from stay under section 362(d); the debtor
countered with a motion to hold the bank in contempt
for violating the automatic stay. The automatic stay
under section 362(a)(7) of the Bankruptcy Code bars a
creditor from taking various actions, including “the
setoff of any debt owing to the debtor that arose
before the commencement of the case against any
claim against the debtor.” 11 U.S.C. § 362(a)(7). The
bankruptcy court found that the account freeze
violated the automatic stay and sanctioned the bank.
Several weeks later, the bankruptcy court granted the
bank’s motion to lift the stay to permit the setoff. See
Strumpf, 516 U.S. at 17–18, 116 S.Ct. 286.
*5 After stating the rule that there is no federal right to
setoff under the Bankruptcy Code, the Court went on
to conclude that “the question whether a setoff under §
362(a)(7) has occurred is a matter of federal law ....”
Id. at 19, 116 S.Ct. 286 (emphasis in original). But the
right to setoff was determined by nonbankruptcy law.
The Court discussed the interplay between sections
362(a)(7), 542(a) and (b), and 553.

Citizens Bank of Maryland v. Strumpf, 516 U.S. 16, 18,
116 S.Ct. 286, 133 L.Ed.2d 258 (1995) (citation
omitted).

Section 542(b) of the Code, which concerns turnover
of property to the estate, requires a bankrupt’s
debtors to “pay” to the trustee (or on his order) any
“debt that is property of the estate and that is
matured, payable on demand, or payable on order
... except to the extent that such debt may be offset
under section 553 of this title against a claim against
the debtor.” 11 U.S.C. § 542(b) (emphasis added).
Section 553(a), in turn, sets forth a general rule, with
certain exceptions, that any right of setoff that a
creditor possessed prior to the debtor’s filing for
bankruptcy is not affected by the Bankruptcy Code.
It would be an odd construction of § 362(a)(7) that
required a creditor with a right of setoff to do
immediately that which § 542(b) specifically excuses
it from doing as a general matter: pay a claim to
which a defense of setoff applies.

Strumpf involved a chapter 13 bankruptcy case. The

Id. at 20, 116 S.Ct. 286 (emphasis in original); see also

The right of setoff (also called ‘offset’) allows
entities that owe each other money to apply their
mutual debts against each other, thereby avoiding
“the absurdity of making A pay B when B owes A.”
Although no federal right of setoff is created by the
Bankruptcy Code, 11 U.S.C. § 553(a) provides that,
with certain exceptions, whatever right of setoff
otherwise exists is preserved in bankruptcy.
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United States v. Whiting Pools, Inc., 462 U.S. 198, 206–
07, 103 S.Ct. 2309, 76 L.Ed.2d 515 (1983) (“In effect, §
542(a) grants to the estate a possessory interest in
certain property of the debtor that was not held by the
debtor at the commencement of the reorganization
proceedings.”).7
Strumpf is not alone in stating this very clear rule that
the Bankruptcy Code does not create a right of setoff.
See In re Bennett Funding Grp., Inc., 146 F.3d 136,
138–39 (2d Cir. 1998) (“Section 553(a) of Title 11 of
the United States Code does not create a right of
setoff, but rather preserves whatever right exists under
applicable non-bankruptcy law.”) (footnote omitted);
Bank of Am. v. Lehman Bros. Holdings Inc. (In re
Lehman Bros. Holdings Inc.) (Lehman I ), 439 B.R.
811, 823 (Bankr. S.D.N.Y. 2010) (“Section 553 of the
Bankruptcy Code does not provide for an independent
right of setoff[.]”); In re Delta Air Lines, 341 B.R. 439,
443 (Bankr. S.D.N.Y. 2006) (“Section 553 does not
create a federal right of setoff, nor does it enhance,
diminish or otherwise modify any state law right of
setoff.”); In re McLean Indus., Inc., 90 B.R. 614, 618
(Bankr. S.D.N.Y. 1988) (“Section 553 is, however, not
an independent source of a right to setoff; rather, it
recognizes and preserves, but does not define, the
common law right of setoff under nonbankruptcy law.
A creditor seeking to setoff a debt under Title 11,
therefore, must establish a claim and a right to setoff
by applying the law of the state where the operative
facts occurred .... Section 553, moreover, does not
expand nonbankruptcy rights and clearly provides that
the automatic stay provisions of section 362 limit postpetition setoff rights, requiring creditors to obtain
court permission before taking any action against the
property of the estate.”) (internal citations omitted).
[8]

In order to establish a right to setoff under section
553, a creditor must first demonstrate a preexisting
right of setoff under nonbankruptcy or state law.8 See
In re WL Homes LLC, 471 B.R. 349, 352 (Bankr. D.
Del. 2012) (stating that creditor must “first establish its
right to setoff by finding an independent right of setoff
under non-bankruptcy law”); Charles Russell, LLP v.
HSBC Bank USA, N.A. (In re Awal Bank, BSC ), 455
B.R. 73, 87 (Bankr. S.D.N.Y. 2011) (“[Section] 553
requires the court to analyze the applicable
nonbankruptcy law before dealing with a set-off[.]”);
Lehman I, 439 B.R. at 823 (noting that section 553

incorporates any preexisting setoff right that may exist
under state law); see also 5 COLLIER ON
BANKRUPTCY ¶ 553.04 (16th ed. rev. 2013)
(“Section 553 of the Bankruptcy Code does not create
any setoff right; it merely preserves certain rights of
setoff that exist under nonbankruptcy law.”) (emphasis
added) (footnote omitted).
*6 [9]The creditor asserting the right to setoff has the
burden to establish that the right to setoff exists. See
Geron v. Schulman (In re Manshul Constr. Corp.), 2000
WL 1228866, at *56 (S.D.N.Y. Aug. 30, 2000);
McLean Indus., Inc., 90 B.R. at 618 (“The burden of
proof, moreover, squarely rests with [the creditor] in
demonstrating its entitlement to setoff in light of the
facts of this case.”) (citing Pester Refining Co. v.
Mapco Gas Prods., Inc., 845 F.2d 1476, 1486 (8th Cir.
1988) (stating that burden is on creditors to establish
valid rights of setoff)). See also Glob. Cable, Inc. v.
Adelphia Commc’ns Corp. (In re Adelphia Commc’ns
Corp.), 2006 WL 1559437, at *4 (S.D.N.Y. June 7,
2006).
As already explained, New York law does not
recognize a right of setoff for contingent claims.
Section 542(b) of the Code requires Noor to turn over
CRS’s property to the Trustee. Section 553 provides
no exception to this requirement in the absence of a
nonbankruptcy law right of setoff. To permit Noor to
retain CRS’s property and to claim a right to setoff
when no such right arises from New York law would
have the effect of elevating its unsecured claim (if any)
to secured status. See 11 U.S.C. § 506(a)(1) (“An
allowed claim of a creditor ... that is subject to setoff
under section 553 of this title, is a secured claim to the
extent of ... the amount subject to setoff ....”); 4
COLLIER ON BANKRUPTCY ¶ 506.03[1][b] (16th
ed. rev. 2009) (“In general, section 506(a) provides that
the existence of a right of setoff under nonbankruptcy
law establishes the existence of a secured claim for
purposes of the section if the setoff right under
nonbankruptcy law is preserved in section 553 of the
Code.”).
Noor improperly relies on McCollum v. Hamilton
National Bank of Chattanooga, 303 U.S. 245, 58 S.Ct.
568, 82 L.Ed. 819 (1938), for the proposition that there
is a federal right of setoff. The Court in McCollum,
interpreting the old Bankruptcy Act and 12 U.S.C. §
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85, had to determine whether there was a right of
setoff for a penalty imposed on a bank by a federal
statute for knowingly receiving illegal interest. After
the bank’s borrower filed a bankruptcy case, the
debtor’s trustee brought an action in state court
against the bank to recover the penalty. The bank
sought to set off the penalty against the debtor’s debt
to the bank. The state supreme court held that setoff
was permissible under section 68a of the Chandler Act
of 1938. The Supreme Court reversed, addressing the
“question whether [the bank] is entitled to have the
amount of the judgment for penalty credited on its
claim against the bankrupt estate.” Id. at 247, 58 S.Ct.
568. The Court determined that setoff of the liability
created by the federal penalty statute depended on the
right to setoff under section 68a, which provided that,
“[i]n all cases of mutual debts or mutual credits
between the estate of a bankrupt and a creditor the
account shall be stated and one debt shall be setoff
against the other, and the balance only shall be
allowed or paid.” Id. at 248, 58 S.Ct. 568. Because
liability for the penalty “is laid in invitum as a
disciplinary measure ..., [it] may be enforced only in a
suit brought exclusively for that purpose ... [and] the
payment of any debt owed by the plaintiff to the bank
may not be held a condition precedent to the
determination of that issue.” Id. at 249, 58 S.Ct. 568.
Therefore, setoff could not apply. Nothing in
McCollum suggests that there was a federal right of
setoff; rather, whatever state law may have provided,
the bank’s liability under the federal penalty statute
was not a mutual debt that was subject to setoff.
*7 Furthermore, the language of section 68a was
changed when the Bankruptcy Code was adopted.
Section 553(a) now provides that:
Except as otherwise provided in
this section and in sections 362
and 363 of this title, this title does
not affect any right of a creditor
to offset a mutual debt owing by
such creditor to the debtor that
arose before the commencement
of the case under this title against
a claim of such creditor against
the debtor that arose before the
commencement of the case,
except to the extent that—....

11 U.S.C. § 553(a). The Supreme Court in Strumpf
read the language of this section together with other
sections of the Bankruptcy Code. It found no
ambiguity—the Bankruptcy Code does not create a
federal right to setoff.
Noor also relies on In re Chestnut Co., Inc., 39 B.R.
519 (Bankr. D.S.C. 1984), decided 11 years before the
Supreme Court’s decision in Strumpf. The court stated
that “[the] right of setoff does not depend upon local
or state law, but upon the terms of § 553 of the
Bankruptcy Code.” Id. at 521. The right to apply setoff
in bankruptcy most certainly depends on bankruptcy
law—section 553 preserves the right to setoff available
under applicable nonbankruptcy law, but section 553
adds three conditions in subsections 553(a)(1), (2) and
(3) to applying setoff in bankruptcy. The court in
Chestnut went on to say that “[h]owever, the nature,
existence, and enforceability of claims sought to be set
off are to be determined by applying the law of the
state where the operative facts occurred.” Id. at 521.
So long as that statement is understood to mean that
applicable state law determines whether state law
permits setoff of the particular state law claim, the
statement is unremarkable. If the court intended
something more—for example, Noor’s argument that
the Bankruptcy Code creates a federal right to set off
any claim enforceable under state law (even if state law
would not permit setoff of the claim)—such a ruling
cannot be reconciled with the Supreme Court’s later
decision in Strumpf.
Noor also relies on Elsinore Shore Assocs. v. First
Fidelity Bank, 67 B.R. 926 (Bankr. D.N.J. 1986),
another decision that precedes Strumpf. The relevant
language in Elsinore states that “Courts may look to
state law in order to determine whether a setoff has
occurred ..., however, the granting or denial of the right
to a setoff depends wholly upon the terms of § 553, and
not upon the terms of state laws or statutes.” Id. at 942
(emphasis added). Noor selectively omits a part of the
sentence—the italicized words “granting or denial of
the right to a ...”—which, if read in its entirety, no
longer supports Noor’s assertion. Granting or denial
of setoff is up to the judge’s discretion, but the setoff
right must exist beforehand (i.e., allowed by state law
or nonbankruptcy law, and hence preserved in
bankruptcy by section 553). If there is no right of
setoff under nonbankruptcy law, there is nothing for
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the judge to grant or deny.
Finally, Noor relies on In re Comm’n Dynamics, Inc.,
382 B.R. 219, 232 (Bankr. D. Del. 2008), a case that is
distinguishable from this case. The issue in
Communication Dynamics was whether a rejection
damages claims should be considered a prepetition
claim or a post-petition claim. In order to be eligible
for setoff, it was necessary to construe the claim as
prepetition. Id. at 231–32. The court held that “for
purposes of section 553, a rejection damages claim is a
prepetition claim subject to setoff against any prepetition debt owed by the creditor to the debtor.”9 Id.
at 232. That holding, of course, does not conflict with
Strumpf.
*8 Communication Dynamics does provide some
support for the premise of Noor’s argument—namely,
the court appears to accept the argument that section
553 is ambiguous and should not be read as preventing
setoff of a claim arising under another section of the
Bankruptcy Code—in that case, under section 365(g)
for rejection damages. The supposed ambiguity is that
section 553 speaks only of not affecting a right to
setoff—“this title does not affect any right of a creditor
to offset a mutual debt ... that arose before the
commencement of the case,” 11 U.S.C. § 553(a)—
without identifying the sources for setoff rights.
Communication Dynamics did not hold that there is a
federal right to set off contingent state law claims, as
Noor urges. The court cited an article that proposed
that contingent claims should be entitled to setoff
regardless of state law because of what it perceived as
an ambiguity in section 553 of the Bankruptcy Code.
See id. at 232; Daniel W. Linna, Jr., Contract Rejection
Damages May Not Be Eligible For Setoff After All,
Says Delta Court, AM. BANKR. INST. J., Sept. 25,
2006, at 53. The premise of the argument that setoff of
contingent claims is permissible is that section 101(5)
of the Bankruptcy Code defines “claim” broadly to
include a “right to payment, whether or not such right
is reduced to judgment, liquidated, unliquidated, fixed,
contingent, matured, unmatured, disputed, undisputed,
legal, equitable, secured, or unsecured ....” 11 U.S.C. §
101(5)(A) (emphasis added). Why, then, in light of the
broad definition in section 101(5), should contingent
claims be excluded from setoff, even if state law does
not permit setoff? The answer here is that while Noor

may have a claim against CRS under section 101(5), it
does not mean that such a claim entitles Noor to setoff
under section 553 where state law would not permit
setoff. Section 553 does not extend the right to setoff
to any “claim” falling within the definition in section
101(5).
Communication Dynamics does not discuss Strumpf or
the numerous other cases that make clear that setoff is
only available to the extent that the right of setoff is
available under nonbankruptcy law. Sections 101(5)
and 553 should not be read together to create a federal
right of setoff for contingent state law claims, unless
setoff of such contingent claims is permissible under
applicable nonbankruptcy law. As already explained,
the effect of doing so would be to elevate unsecured
claims to secured status to the disadvantage of all
other unsecured creditors, a result contrary to the
Code’s policy promoting a distribution to unsecured
creditors in pari passu. Absent a clear indication that
Congress intended that result, the Court cannot read
the Code as commanding a result that Strumpf and the
many cases that follow it reject. As explained below,
the broad language of section 101(5) does mean that
Noor’s contingent claim should not be disallowed at
this stage of the case (other than to deny the ability to
set off the claim).

C. Noor Has Not Satisfied the Other Requirements of
Section 553
1. Section 553 Requires Finality
After a creditor has established a right to setoff under
applicable state law, the creditor must then make an
additional showing that mutual debts “arose before
the commencement of the [bankruptcy] case[.]” 11
U.S.C. § 553; see also Lehman I, 439 B.R. at 823.
[10]

[11]

“[F]or setoff purposes [under section 553], a
claim—even a contingent one—arises when ‘all
transactions necessary for liability occur.’ ” WL
Homes LLC, 471 B.R. at 352) (citing United States v.
Gerth, 991 F.2d 1428, 1433 (8th Cir. 1993)); In re
Lehman Bros. Holdings Inc. (Lehman II ), 404 B.R.
752, 759–60 (Bankr. S.D.N.Y. 2009) (finding all
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transactions giving rise to liability had not arisen
before the filing of the bankruptcy petition in
disallowing setoff under section 553); see also
Adelphia, 2006 WL 1559437, at *4 (“The Bankruptcy
Court’s denial of setoff was based in part on the
disputed and indefinite nature of the liability from the
debtor to the creditor.... Because it was Global’s [the
party asserting setoff] burden to prove a symmetry or
reciprocity of obligation in order to meet the mutuality
requirement for setoff ... Global has not satisfied this
requirement for establishing a right to setoff under
Section 553(a).”). Setoff “is permitted when, at the
time the bankruptcy petition is filed, the debt is
absolutely owing but is not presently due, or when a
definite liability has accrued but is not yet liquidated.”
In re Young, 144 B.R. 45, 46–47 (Bankr. N.D. Tex.
1992) (emphasis added) (concluding that setoff was not
permitted where the liability did not arise until a
postpetition act by Congress); see also Delta, 341 B.R.
at 450 (finding that contractual “[c]redits are a
function of a calculation that cannot be made before
the close of the [fiscal year] and therefore [a claim to
set them off] cannot exist or ‘arise’ before close of the
[fiscal year].”); In re Trace Intern. Holdings, Inc., 284
B.R. 32, 38–40 (Bankr. S.D.N.Y. 2002) (finding
unmatured nature of the creditor’s claim was not fully
owing and therefore could not be used for setoff under
section 553).

2. Noor’s Claim Does Not Relate Back to the Signing of
the APA
*9 Noor argues that the violation of the APA relates
back to the time of its execution, and, therefore, its
claim arose before the commencement of these cases
and is therefore eligible for setoff. The law does not
support this argument. As the Trustee correctly
argues, to effectuate setoff, Noor must show that “all
transactions necessary for liability [have] occur[ed].”
See Lehman II, 404 B.R. at 759; WL Homes, 471 B.R.
at 352. Only Noor’s alleged Fixed Claims can meet this
test.
Noor’s reliance on Communications Dynamics in
support of its relation-back argument is misplaced.
The debtor in that case rejected a contract, triggering a

rejection damages claim under section 365(g). 382 B.R.
at 233–34. Because the contract was rejected, there was
no issue whether the claim was contingent. Here, the
events triggering liability have not, and may not, take
place.

D. Noor’s General Unsecured Claim Survives
The Trustee’s motion requests that Noor’s general
unsecured claim should be disallowed and expunged.
Section 101(5)(A) includes within its permissible scope
claims that are “contingent.” Noor’s claim fairly falls
into that category. See 2 COLLIER ON
BANKRUPTCY ¶ 101.05[1] (16th ed. rev. 2011)
(“Neither the contingency of the debt nor the
immaturity of the obligation affects whether a right to
payment is a claim.”) (collecting cases). The contingent
claim (whether asserted as a defense to the adversary
proceeding or as a stand-alone claim as part of the
claims allowance process) may not be used to set off
against the Trustee’s claims against Noor, but Noor is
entitled to proceed with its claim. The Trustee may
object to the claim, and it may be subject to estimation
under section 502(c)(1), but it is premature for the
Court to rule on those issues. Given that these Debtors
appear to be hopelessly insolvent, the likelihood of any
substantial recovery on unsecured claims is remote.

III. CONCLUSION
For the reasons explained above, Noor may not set off
its contingent claims, either as a defense in the
adversary proceeding or as a claim against these
estates. Therefore, the Trustee’s motion to strike the
setoff defense, and the related claim to the extent it
seeks setoff for contingent claims, is GRANTED.
IT IS SO ORDERED.

All Citations
--- B.R. ----, 2017 WL 788317, 63 Bankr.Ct.Dec. 212
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Footnotes
1

See Trustee’s Memorandum of Law on Invalidity of Noor’s Setoff Defense and Claims Under Section 553 of the Bankruptcy Code
(ECF Doc. # 80); Declaration of Minta J. Nester, Esq. in Support of Trustee’s Memorandum of Law on Invalidity of Noor’s Setoff
Defense and Claims Under Section 553 of the Bankruptcy Code (ECF Doc. # 81); Noor Staffing Group, LLC and Noor Associates,
Inc.’s Memorandum of Points and Authorities in Support of Right to Setoff Claims Against Debtor Pursuant to Section 553 of the
Bankruptcy Code (ECF Doc. # 82); Declaration of Michael D. Hamersky in Support of Noor Staffing Group, LLC and Noor Associates,
Inc.’s Memorandum of Points and Authorities in Support of Right to Setoff Claims Against Debtor Pursuant to Section 553 of the
Bankruptcy Code (ECF Doc. # 83).

2

The debtors in these chapter 11 cases are: (1) Corporate Resource Services, Inc.; (2) Accountabilities, Inc.; (3) Corporate Resource
Development Inc.; (4) Diamond Staffing Services, Inc.; (5) Insurance Overload Services, Inc.; (6) Integrated Consulting Services,
Inc.; (7) The CRS Group, Inc.; and (8) TS Staffing Services, Inc. (collectively, the “Debtors”).

3

Noor’s defense that a material breach of the contract by CRS partially or wholly excuses Noor’s performance in failing to pay
remaining amounts due under the APA is unaffected by the results of this decision. Noor Staffing, LLC’s and Noor Associates,
Inc.’s Amended Answer and Counterclaims ¶ 59 (ECF Doc. # 52). See RESTATEMENT (SECOND) OF CONTRACTS § 237 (1981)
(“Except as stated in § 240, it is a condition of each party’s remaining duties to render performances to be exchanged under an
exchange of promises that there be no uncured material failure by the other party to render any such performance due at an
earlier time.”).

4

The parties do not dispute that, to the extent state law governs, New York law governs.

5

Noor does not contend that any other nonbankruptcy federal law creates a right to setoff applicable in this adversary proceeding.

6

Noor did not assert a right of setoff until after the petition was filed. “In the setoff context, timing may be of critical importance
in determining the creditor’s right, for example, in determining whether the creditor’s debt to the debtor is pre- or postpetition
in nature. As a general rule, checks deposited into the debtor’s bank account are not subject to setoff until they have ‘cleared.’
Thus, if a debtor deposits funds into his or her account the day before the commencement of the case, but the funds do not clear
until the day after, the bank’s debt may be postpetition in nature and therefore not subject to setoff against the bank’s
prepetition claim. In general, the burden of proof rests on the creditor asserting the right of setoff to establish the relevant
timing issues. Similarly, timing may be highly relevant with respect to any alleged violation of the automatic stay. A setoff that
occurred three hours before the debtor’s filing of the bankruptcy petition was determined to be a prepetition setoff and
therefore not subject to the stay. In addition, timing may be relevant under the avoidance provisions of section 553(b).” 5
COLLIER ON BANKRUPTCY ¶ 553.05 (16th ed. rev. 2016). This Court need not address whether Noor properly timed its right of
setoff, because, no such right ever existed.

7

A creditor with a right to setoff is entitled to adequate protection before it turns over funds it holds that are subject to setoff.

8

“Federal rights of setoff exist principally to provide the government, as a creditor, with the ability to offset mutual debts owing
between the government and others.” 5 COLLIER ON BANKRUPTCY ¶ 553.04[3] (Alan N. Resnick & Henry J. Sommer eds., 16th
ed. rev. 2016).

9

But see In re Delta Air Lines, Inc., 341 B.R. 439, 448 (Bankr. S.D.N.Y. 2006) (concluding that rejection damages claims are not
prepetition claims for purposes of setoff). The Delaware court in Communication Dynamics, in reaching the opposite result,
declined to follow the New York Delta court.
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Structured Dismissal. Analyzed the
advantages and disadvantages to dismissal
of a case versus conversion of the case to one
under chapter 7 for the particular individual
chapter 11 debtors and concluded that
conversion was the appropriate resolution
under the circumstances.

CHAPTER 11 CASE
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(Bankr. C.D. Cal. March 3, 2017)
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2017 WL 874972
Only the Westlaw citation is currently available.
United States Bankruptcy Court,
C.D. California.
In re: Robert Vilas Johnson Linda Joyce Johnson
Debtor(s).
Case No.: 1:11-bk-18629-GM
|
Date: March 3, 2017

CHAPTER 11

MEMORANDUM OF DECISION CONVERTING
CASE TO CHAPTER 7 UPON TRUSTEE’S
MOTION FOR CONDITIONAL DISMISSAL OF
CASE (Dkt. #556)
Geraldine Mund United States Bankruptcy Judge
*1 Jeffrey Golden (the “Trustee”), as trustee of the
chapter 11 estate of Robert Vilas Johnson and Linda
Joyce Johnson (the “Debtors”), moves for entry of an
order conditionally dismissing this chapter 11 case and
allowing professional fees and expenses. (For ease of
reference, most numbers below are approximate.)
Service: appears to be in order. 21-days’ notice given
to all creditors and parties on the Court’s NEF list.

Background:
Mr. Johnson owned and operated (in part) IS West, an
internet service provider. In February 2011, the
California Superior Court entered a substantial
judgment against Mr. Johnson and IS West in favor of
Kenneth Cleveland and William Bickley (the
“Judgment Creditors”) relating to, among other
things, a breach of contract. Shortly thereafter, Drew

Kaplan (Mr. Johnson’s business partner) commenced
an arbitration proceeding against Mr. Johnson seeking
damages arising out of Mr. Johnson’s purported
misconduct in his dealings with the Judgment
Creditors.
On July 18, 2011, the Debtors filed for chapter 11
relief. After two failed attempts by the Debtors to
confirm a plan of reorganization, the court sua sponte
ordered the appointment of a chapter 11 trustee. Mr.
Golden was appointed as chapter 11 trustee on
November 14, 2012. The Trustee has employed (each
with court approval) Mirman, Bubman & Nahmias,
LLP and then Baker & Hostetler, LLP (“Baker”), as
counsel, and Crowe Horwath LLP (“Crowe”), as
accountants.
Among other actions, the Trustee prevented a belowmarket sale of IS West (by a receiver appointed by the
Superior Court for the benefit of the Judgment
Creditors), sold IS West for approximately $3 million
more, commenced a chapter 11 case for IS West, and
confirmed a plan of reorganization for IS West –
ultimately resulting in a distribution of nearly $1
million to this estate. The Trustee also commenced an
adversary proceeding against Mr. Kaplan (the
“Kaplan Adversary”) and objected to Mr. Kaplan’s
$8.6 million claim, resulting in the subordination of
that claim. The Trustee has
also proposed three plans of reorganization. The most
recent, the Fourth Amended Plan of Reorganization
and Disclosure Statement, were filed on October 24,
2016. The Fourth Amended Disclosure Statement was
not approved at a December 6, 2016 hearing (on
grounds of both disclosure and feasibility) and the
hearing on this disclosure statement has been
continued until March 21, 2017.
The principal remaining assets of the estate are: (i)
claims and causes of action asserted against Mr.
Kaplan in the Kaplan Adversary and (ii) $245,000 in
cash.
The unsecured claims against the estate are:
•

Professional

administrative
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projected fees through the closure of the case) of
$290,000, consisting of $5,000 for the Trustee,
$190,000 for Baker, and $95,000 for Crowe
• Other administrative claims (held by the IRS, the
FTB, and the US Trustee) of $4,000
• Priority tax claims (held by the IRS and the FTB) of
$210,000
Tabular or graphical material not displayable at this
time.
*2 • Mr. Kaplan’s subordinated claim of $8.6 million
and subordinated tax claims of $11,000
All secured claims relate to (i) the Debtors’ residence,
which the Trustee has abandoned, or (ii) the Debtors’
automobiles and have been satisfied.
The following interim fees and expenses have been
court approved and paid to date:
Tabular or graphical material not displayable at this
time.
Tabular or graphical material not displayable at this
time.
• Jeffrey Golden, Trustee - $68,000 ($60,000 in fees and
$8,000 in expenses)

Motion
After repeated attempts to confirm a plan of
reorganization and two rounds of mediation with
Judge Meredith Jury, the Trustee has concluded that
dismissal of this chapter 11 case, subject to certain
conditions, is in the best interests of the estate. These
conditions are:
• approval of professional administrative claims,
• distribution of cash on hand to holders of
administrative and priority claims,
• dismissal of the chapter 11 case and related
adversary proceedings,

• affirmation of all orders issued in the chapter 11
case, and
• retention of jurisdiction by the Court to resolve
certain disputes related to the chapter 11 case.
Such a dismissal will provide the greatest distributions
to creditors in the circumstances.
Abandoning pending matters and dismissing the case
will avoid the incurrence of additional administrative
expenses. Even if successful in the Kaplan Adversary,
the Trustee has concerns about recovering from Mr.
Kaplan. The Debtors do not appear to be willing to
make the contributions required to fund the proposed
plan.
Conversion to chapter 7 would add administrative
expenses without any corresponding benefit and
merely delay conclusion of this case.
Bankruptcy Code §§ 105(a), 305(a), and 1112(b)
provide the Court with the authority to achieve the
goals of bankruptcy in a conditional dismissal.
Dismissal is warranted under §§ 1112(b) and 305(a), as
serving the best interests of creditors and the Debtors.
It maximizes the amounts available to satisfy the
claims of creditors and in doing so reduces the
Debtors’ overall debt.
Under § 349(b) dismissal vacates any orders of this
court, “[u]nless the court, for cause, orders otherwise
....” As the purposes of the Bankruptcy Code and
interests of creditors are best served by a structured
dismissal, an order mooting §§ 349(b) is warranted
under §§ 105(a) and 349(b).
The Court should retain jurisdiction to resolve
disputes concerning its orders in this bankruptcy case,
as it is in the best position to interpret and enforce its
orders. Seeking the guidance of other courts or
reopening this case would entail substantial and
unnecessary expense and diminish the finality of the
dismissal order.
The Court should approve the professional fees.
Payment of administrative claims of estate
professional is warranted upon dismissal where, as
here, the trustee has rendered services that will unjustly
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enrich the debtor upon dismissal. The work of the
Trustee and his professionals resulted in the
distribution of $1 million to this estate from the estate
of IS West. The Trustee has also addressed and
reduced substantial tax liabilities. Finally, the Trustee
and his professionals have substantially furthered the
potential claims against Mr. Kaplan, which the
Trustee is abandoning to the Debtors. If the
administrative professional claims are not paid, the
Debtors will receive these benefits without bearing any
of the costs.

the US Trustee’s concerns are not addressed.

*3 The Trustee is also in negotiations with his
professionals to reduce the amount of their fees.
Furthermore, although the Trustee has billed at his
regular hourly rate in excess of $400,000, he is
recovering solely his statutory fee to which he is
entitled under § 326.

The Court cannot conclude that any structured
dismissal is in the best interests of the estate, because
the professional fees and expenses, and thus
distributions to creditors, are uncertain.

United States Trustee’s Objection
Bankruptcy Code § 330(a)(1) authorizes the
bankruptcy court to award to professionals employed
under § 327(a) “reasonable compensation for actual,
necessary services” and “reimbursement for actual,
necessary expense. This authority includes the
discretion, upon motion or sua sponte, to award less
than has been requested. [This objection then lists “all
relevant factors” (from § 330(a) and case law) to be
considered by the bankruptcy court in assessing “the
nature, extent, and value of services rendered.”]
A significant percentage of Crowe’s compensation
request includes entries for duplicative services, time
lumping and objectionable overhead charges in
violation of LBRs and other authority.
50% of the time Baker billed for the disclosure
statement should be disallowed as not necessary or
beneficial to the estate. Further, Baker is seeking
$15,000 of additional compensation incurred after
filing the motion until dismissal of the case, without
specifying the services to be rendered.
The US Trustee understands that the Trustee may
have further objections to fees and is negotiating with
the professionals. Crowe and Baker have given the US
Trustee additional time to supplement this objection if

Franchise Tax Board’s Opposition
Section
330
allows
professionals
reasonable
compensation for actual, necessary services that are
reasonably likely to benefit the estate or are necessary
to administration of the estate. The applicant bears the
burden of establishing entitlement to the compensation
and reimbursement.

The Trustee’s final fee application does not conform to
the Federal Rules of Bankruptcy Procedure and the
US Trustee Guidelines, by failing to submit
contemporaneous time records and a narrative of the
services performed. The Trustee computes the
requested compensation based on a percentage
calculation under § 326(a), but the Trustee is not
automatically entitled to the statutory cap.
Baker has been paid fees and expenses under four
interim fee applications. Baker’s final fee application
only covers services for the last period for which fees
were sought, instead of all services performed in this
case (contrary to the LBRs). Baker also fails to
arrange its fees and expenses by project category,
which would enable creditors and the Court to
evaluate the necessity and benefit of its services.
Among other things, the FTB is concerned about the
amount of time spent on chapter 11 plans, even though
some plans were patently non-confirmable, the costbenefit of pursuing claims against Kaplan, and
duplicative work
Crowe’s final fee application includes services not
reasonably likely to benefit the estate and not
necessary to the administration of the estate. For
instance, 39.6 hours for “research and analysis” on
cash disbursements, cash receipts, and the petition,
schedules and case docket was unnecessary and not
likely to benefit the estate in a case with only major
asset. Further, 24.8 hours for “research and analysis”
supporting the Trustee’s plan, including projected tax
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liability, was neither necessary nor beneficial where the
plans did not contain any significant tax information.
*4 The Court should deny this motion or continue it
for six months to allow the FTB to conduct discovery.
Any structured dismissal should state that the FTB
may move all payments the FTB has received on estate
tax liabilities to the Debtors’ FTB individual account
so that such payments can be applied to the tax
obligations that the debtor will incur upon dismissal.

Debtors’ Response
The Debtors were in possession of this estate for only
sixteen months, while it has been four years and three
months since the Trustee’s appointment. The Trustee
is responsible for the progress of this bankruptcy case.
The Trustee received a deposit of $846,000 from the
sale of the estate’s largest asset – 50% of IS West. The
professional administrative claims of $290,000 exceed
the $249,000 of remaining funds on hand by $45,000.
The Trustee and the Trustee’s attorneys have already
received a substantial portion of this estate: Mirman,
Bubman & Nahmias - $36,000; Baker - $309,000; and
the Trustee - $68,000.
The fees sought by Crowe are for duplicative and
unnecessary work.
The US Trustee and the FTB’s oppositions sufficiently
address the issues regarding the professionals’ claims,
although the Debtors believe denying the motion or
continuing this hearing for discovery will only lead to
further cost and delay.
This Court has discretion in approving conditions to
dismissal. The Debtors ask the Court to use the
discretion to apportion the remaining $249,000 among
nonprofessional administrative claims, priority
unsecured claims, and nonpriority unsecured claims,
or convert this case to a chapter 7.

Omnibus Reply by the Trustee
The Trustee has worked diligently throughout this
case. Despite numerous successes, Mr. Johnson’s

announcement that he intended to retire has left the
Trustee with few options: conversion or the proposed
conditional dismissal. The conditional dismissal best
serves the interests of the estate and creditors because
it avoids the additional administrative expenses that
would be created by conversion.
The US Trustee’s objection has been resolved by
stipulation: Baker has agreed to reduce fees and
expenses by $20,000 and Crowe has agreed to accept
$50,000 on account of services rendered to the estate.
Baker has also agreed to file billing statements for all
fees and expenses for the period between January 28,
2017 and the hearing. As a result, the US Trustee has
agreed to withdraw the US Trustee Objection.
In addition to this reduction in professional fees, the
estate is presently amending its tax returns, which the
Trustee understands will result in a tax refund to the
estate of $40,000-$60,000.
The FTB Opposition lacks merit:
• The amount of distributions is not unknown.
Due to the reductions agreed to by Baker and
Crowe,
priority
creditors
will
receive
approximately $15,000. The Trustee anticipates
making a second, larger distribution to priority
creditors after receiving the tax refund.
• Trustee Fees: The Trustee’s compensation under
§ 326 is not based on hours worked, but is a
commission based on distributions. The US
Trustee Guidelines are not applicable to
commissions and, in any event, are internal
guidelines not binding on the Court.
• Baker Fees: The Trustee incorporated by
reference Baker’s interim fee applications, to
avoid the expenditure of further fees and expenses
in this case. There is no need for a final fee
application. The billing invoices comply with the
US Trustee Guidelines, which is the reason why
the US Trustee has not objected to the form of the
invoices. As to the reasonableness of the fees and
expenses incurred, the Court should be careful to
avoid using hindsight to second guess actions of
counsel. Fees are not unreasonable simply due to
the length of time the Trustee has been involved
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or the changes in approach necessitated by
changes in facts (like Mr. Johnson’s retirement
decision) and/or law (like the Ninth Circuit
decision in Zachary v. California Bank & Trust,
811 F.3d 1191 (9th Cir. 2016), that the absolute
priority rule applies to individual debtors) or the
failure of negotiations. Fees incurred in objecting
the Kaplan’s claim were reasonable: they led to
the subordination of the claim. The FTB argues
that Baker’s work was duplicative of that or the
Trustee or Crowe, without offering any
substantiation.
*5 • Crowe Fees: Crowe has agreed to reduce its
requested fees by approximately $45,000 (almost
50%), which addresses any potential deficiencies
in its fee request.
• There is no cause to continue the hearing on this
motion for six months, which would only increase
administrative expenses and benefit no one.
The Debtors’ request that the Court alter the
distribution scheme to apportion the remaining
$249,000 in the estate among the non-professional
creditors violates the priority scheme of § 507, and is
thus impermissible. It is also unfairly prejudicial to the
Trustee and his professionals who have worked
diligently in an effort to realize a tangible benefit for
creditors. While the Trustee had envisioned a different
result for this chapter 11, the Trustee’s failure to
confirm a plan was due to circumstances beyond the
Trustee’s ability to control.

Tax Issue Supplements
At the initial February 21, 2017 hearing on this
motion, counsel for the Debtors and counsel for the
FTB argued that dismissal of this case would have
negative tax implications for the Debtors. In order to
better understand this tax issue prior to ruling on this
motion, the Court issued a request for succinct
statements regarding this tax issue [dkt. 568].
The Debtors submitted a declaration of
accountant stating, among other things, that

their

8. The individual Debtors deductions allowed under
IRS regulations are vastly different, and far more
limited, than those allowed administratively on Estate
returns. The Debtors will be required to assume
substantial additional taxes totaling as much as several
hundred thousand dollars if the case is dismissed.
9. In addition to the significant increased tax liability,
the Debtors will also be required to pay the expense of
preparing and filing 5 years of amended tax returns,
which will be very expensive.
10. There is no way to determine the total impact of
these changes without further costly analysis and
comparison of existing Federal and State Estate
returns with amended Estate returns to those of the
Debtors individually.
11. However, it is apparent to me that if this case is
dismissed, the Estate tax returns will no longer be
controlling by operation of law, the refunds claimed by
the Estate will no longer be available, and instead the
Debtors will have significant taxable income from over
the past five years, including the sale of the assets of IS
West, and far more limited deductions, than those
deductions allowed administratively on the Estate
amended returns.
12. As such, it is unlikely that a dismissal will better
serve the interests of either Creditors or the Debtors,
and dismissal will saddle the Debtors with substantial
tax liabilities, which will remain unsecured priority
debts.
13. If this case is converted to Chapter 7, the Estate
will continue to exist for tax purposes, and the
amended Federal and State returns already filed by the
Chapter 11 Trustee, will remain controlling, with all of
the deductions claimed administratively on Estate
amended tax returns, and including the refunds
claimed by the Estate.
[Dkt. 573] The FTB’s supplement concludes that
First, if this Court grants the Motion and dismissal,
for tax purposes, the Estate and Debtors will be
treated as if no bankruptcy had ever been filed and
Debtors’ post-petition tax liabilities will be higher.
In 2014, the Trustee paid FTB $52,457 for
administrative expenses on account of the Estate’s
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post-petition tax liabilities and in response to
Internal Revenue Service’s (“IRS”) pending motion
to dismiss. Upon dismissal, the income of the Estate
will become income of the Debtors (26 U.S.C. §
1398(b)(1)) but Debtors will not be able to deduct
administrative expenses that were incurred by the
Estate (26 U.S.C. § 1398(h)(2)(D)). Based upon
FTB’s preliminary analysis of Debtors’ 2014 tax
return, a dismissal will result in tax liabilities for
Debtors in the amount of $90,970.2 Thus, the tax
implications of a dismissal do not better serve
Debtors. This also may not better serve FTB. More
specifically, the tax liabilities owed to the FTB
would be changed from a situation in which the
Estate’s tax liabilities are paid in full to a situation in
which Debtors have liabilities but no assets to pay
those liabilities.
*6 Second, on or about February 18, 2017, the
Trustee filed amended tax returns with FTB and
IRS for tax refunds. Dkt No. 567, Exs. 1, 2.
However, this Court may not determine the right of
the Estate to a tax refund for 120 days after the
requests (June 18, 2017), unless FTB or IRS makes a
determination sooner. 11 U.S.C. § 505(a)(2)(B).
Thus, this Court cannot yet determine the right of
the Estate to a tax refund.
Given this uncertainty, if the Court orders a
dismissal, in order to protect FTB, FTB requests
that the dismissal order state that FTB may move all
payments it has received for the Estate’s tax
liabilities to Debtors’ individual FTB account for
the same tax year. FTB will then be able to apply
such payments to Debtors’ tax liabilities, which will
be incurred as a result of the dismissal.
[Dkt. 569 at 2:17-3:16]
The Trustee’s supplement does not really address the
tax effects on the Debtors of a dismissal, but does
argue that dismissal would better serve the interests of
the FTB.
[U]nder the proposed conditional
dismissal as modified per the
FTB’s request, the FTB would
receive payment on account of
the Estate’s tax liabilities and
then would be authorized to

credit these amounts to the
Debtors’ liabilities. In other
words, the FTB would receive the
exact same amount. Moreover,
even if the Trustee were not
agreeable to this proposal, if the
concerns articulated by the FTB
are accurate, in that the Debtors
may not get the benefit of certain
payment and/or deductions made
by the Estate, the FTB has the
potential to recover twice on
account of the same claim. In
fact, the only certainty if the
Bankruptcy Case is dismissed is
that a portion of the tax liability
the Trustee is proposing to satisfy
by and through the Motion will
be
discharged,
and
more
administration expenses will
reduce payment to the FTB on
account of the liability that is not
discharged.
[Dkt. 574 at 3:25-28].
In his supplement the Trustee also argues that it was
the Debtors – not the Trustee – who had wanted to
move forward with a conditional dismissal (which was
strongly advocated by Judge Jury in mediation), so the
Trustee prepared this motion. He also argues that the
Debtors’ initial response to this motion did not oppose
the proposed dismissal and that the FTB has no
standing to present arguments on behalf of the
Debtors. Further, while § 305(a) involves consideration
of the interests of both debtors and creditors, the
Trustee also moved for dismissal under § 1112(b),
which requires only cause.
(The bulk of the FTB’s supplement and the Trustee’s
supplement concern numerous objections that the FTB
has made to the fees of the Trustee’s counsel. These
arguments will be considered when the Court reviews
the fees and expenses of the Trustee and his
professionals under § 330.)

Analysis
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It has become clear to the Court and all active parties
in this case that this chapter 11 cannot continue. No
plan of reorganization appears possible and
continuation of this case results only in increased
administrative expenses. The question is how this
chapter 11 should end: by conversion or dismissal?
The Motion seeks a conditional dismissal (more
commonly known as a structured dismissal), pursuant
to §§ 105(a), 305(a), and 1112(b). Section 1112(b)
provides for dismissal or conversion “for cause” with
the choice of conversion or dismissal based on
“whichever is in the best interests of creditors and the
estate.” Section 305(a) allows the court to dismiss a
case if “the interests of creditors and the debtor would
be better served by such dismissal .....” The Court must
find that a § 305(a) dismissal would better serve both
creditors and the debtor. In re Eastman, 188 B.R. 621,
625 (B.A.P. 9th Cir. 1995).
*7 Rather than a typical dismissal’s “hard restart” of
reinstating the pre-petition state of affairs pursuant to
§ 349(b), a structured dismissal of a chapter 11 is
preceded by orders of the bankruptcy court that
remain in effect after the dismissal. Structured
dismissals often follow an asset sale or major
settlement and, although increasingly used, they
remain controversial:
Two notable opponents of structured dismissal are
the United States Trustee (“UST”) and the
American Bankruptcy Institute. In the wake of the
growing popularity of structured dismissals, the
UST co-authored and published an article that
delineated several objections to such dismissals. The
UST primarily argued that structured dismissals fail
to afford parties with the protections provided in a
standard confirmation process and therefore
“strongly resemble impermissible sub rosa plans.”
Additionally, the American Bankruptcy Institute’s
Commission to Study the Reform of Chapter 11
released a lengthy report suggesting that Congress
amend the Code to clarify that structured dismissals
are impermissible.
Kaylynn Webb, Comment, Utilizing the Fourth
Option: Examining the Permissibility of Structured
Dismissals That Do Not Deviate from the Bankruptcy
Code’s Priority Scheme, 33 Emory Bankr. Dev. J. 355,

357–58 (2016).
Although not explicitly authorized by the Bankruptcy
Code, structured dismissals (under § 1112(b) and/or §
305(a)) have been found to be implicitly authorized
under § 349(b) (which allows a court “for cause” to
depart from the normal effects of dismissal as spelled
out in § 349(b)) in a number of recent decisions,
including one by the Third Circuit:
[T]he Code does not expressly authorize structured
dismissals. And as structured dismissals have
occurred
with
increased
frequency,
even
commentators who seem to favor this trend have
expressed uncertainty about whether the Code
permits them. As we understand them, however,
structured dismissals are simply dismissals that are
preceded by other orders of the bankruptcy court
(e.g., orders approving settlements, granting
releases, and so forth) that remain in effect after
dismissal. And though § 349 of the Code
contemplates that dismissal will typically reinstate
the pre-petition state of affairs by revesting property
in the debtor and vacating orders and judgments of
the bankruptcy court, it also explicitly authorizes
the bankruptcy court to alter the effect of dismissal
“for cause”—in other words, the Code does not
strictly require dismissal of a Chapter 11 case to be a
hard reset. 11 U.S.C. § 349(b); H.R. Rep. No. 595 at
338, 1978 U.S.C.C.A.N. 5963 at 6294 (“The court is
permitted to order a different result for cause.”); see
also Matter of Sadler, 935 F.2d 918, 921 (7th
Cir.1991) (“ ‘Cause’ under § 349(b) means an
acceptable reason.”).
In re Jevic Holding Corp., 787 F.3d 173, 181 (3d Cir.
2015), as amended (Aug. 18, 2015)(citations to the
record omitted), cert. granted sub nom. Czyzewski v.
Jevic Holding Corp., 136 S. Ct. 2541 (2016))(cert.
granted on the question of whether, through a
structured dismissal, the court can approve a
distribution of the estate in contravention of the
Code’s priority scheme).
However, it is important to note that the Third
Circuit’s conclusion that structured dismissals are
permissible was limited to situations where the
dismissal is not used to circumvent the plan process or
conversion to chapter 7:
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*8 For present purposes, it
suffices to say that absent a
showing that a structured
dismissal has been contrived to
evade the procedural protections
and safeguards of the plan
confirmation
or
conversion
processes, a bankruptcy court has
discretion to order such a
disposition.
Jevic, 787 F.3d at 182. In fact, a recent bankruptcy
court decision refused to approve a structured
dismissal where, as here, a chapter 7 was possible,
albeit more expensive:
Here, the Motion, while passing the “practicality”
test, must be denied because the structured dismissal
seeks to alter parties’ rights without their consent
and lacks many of the Code’s most important
safeguards. It is well-established that § 105 may not
be invoked to provide relief that contradicts the
express requirements of the Code. See In re
Combustion Eng’g, Inc., 391 F.3d 190, 286 (3d
Cir.2004) (“The general grant of equitable power
contained in § 105(a) cannot trump specific
provisions of the Bankruptcy Code, and must be
exercised within the parameters of the Code itself.”).
Even if a structured dismissal would result in more
assets being made available to the creditor body,
such relief may not be approved without assurances
that creditor protections provided by confirmation
or liquidation pursuant to § 1129 or dismissal or
conversion pursuant to § 1112(b) are either present
or waived by all parties. If a chapter 11 case could
be dismissed solely to avoid additional expenses
associated with liquidating the estate, parties would
rarely, if ever, convert to chapter 7 and the
conversion option in section 1112(b) would
essentially be rendered superfluous. Section 105
cannot be interpreted to create the authority for this
result. See Resorts Int’l v. Lowenschuss (In re
Lowenschuss), 67 F.3d 1394, 1402 (9th Cir.1995)
(“Section 105 does not authorize relief inconsistent
with more specific law.”); United States Trustee v.
Price Waterhouse, 19 F.3d 138, 142 (3d Cir.1994) (
“[B]ankruptcy courts cannot use equitable principles
to disregard unambiguous statutory language.”)
(quoting In re Middleton Arms L.P., 934 F.2d 723,

725 (6th Cir.1991)).
If, as the Trustee asserts, the estate lacks the funds
needed to confirm or liquidate under chapter 11,
section 1112(b) provides that the case may be
dismissed outright or converted to chapter 7 and
liquidated under the supervision of a chapter 7
trustee. If the case is dismissed, all parties’ prepetition rights and interests are restored. If the case
is converted, the chapter 7 trustee protects creditors’
rights by accounting for estate assets, issuing a final
report that addresses liquidated assets, claims
quantified, and distributions proposed, and
distributing assets pursuant to the final report.
Thus, under conversion or dismissal under §
1112(b), all parties to the bankruptcy proceeding are
assured that their interests are accounted for and
preserved.
In re Biolitec, Inc., 528 B.R. 261, 269 (Bankr. D.N.J.
2014); see also In re Petersburg Regency LLC, 540 B.R.
508, 532 (Bankr. D.N.J. 2015)(allows structured
dismissal, but notes “there is no possibility for a
distribution to unsecured creditors without a
settlement, and no realistic possibility of a
reorganization or conversion to Chapter 7”). But see
In re Buffet Partners, L.P., 2014 WL 3735804, at *3
(Bankr. N.D. Tex. July 28, 2014)(“the economic value
of the Debtor in this case will be served by dismissing
the case, rather than converting it. Converting this case
to chapter 7 would interfere with prompt and efficient
payment to creditors”). Thus, the Court is reluctant to
grant the non-statutory remedy of a structured
dismissal when conversion to chapter 7 remains
possible (albeit more expensive) – for the reasons set
forth by the New Jersey Bankruptcy Court in Biolitec.
*9 That general reluctance is magnified in this case,
which involves individual debtors. The Court is not
aware of any cases approving a structured dismissal
for an individual debtor: a Westlaw search for
bankruptcy cases containing the phrases “conditional
dismissal” or “structured dismissal” found structured
dismissals only being proposed in corporate
bankruptcies. Dismissal – as opposed to conversion to
chapter 7 - means that the debtor will not receive a
discharge. The lack of a discharge is not relevant in the
bankruptcy of a corporation, which cannot receive one
in chapter 7. In contrast, the failure to obtain a
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bankruptcy discharge places a burden – often a very
heavy burden – on individual debtor[s].
In this case, in a dismissal the Debtors would remain
liable for the unpaid portion of the $210,000 of
priority tax claims, the full amount of general
unsecured claims ($656,643 according to this motion,
which presumably includes the Judgment Creditors’
remaining $350,000 claim), and the full $8.6 million of
subordinated unsecured claims (comprised primarily
of Mr. Kaplan’s claim). In a chapter 7, by contrast,
while the unpaid portion of $210,000 of priority tax
claims would most likely be both larger - due to
chapter 7 administrative expenses - and nondischargeable under § 523(a)(1), the Debtors would be
discharged from over $9 million of general and
subordinated debt. Thus, the proposed dismissal
would deny the Debtors with the “fresh start” that is
one of the major policy goals of the Bankruptcy Code.
A dismissal will also leave the Debtors with a heavy
tax burden. Upon dismissal, the income of the estate
will become the Debtors’ income, but the Debtors,
unlike the Trustee, will not be able to deduct the
estate’s administrative expenses:
INDIVIDUALS IN CHAPTER
7 OR 11 During the chapter 7 or
11 bankruptcy, the debtor
continues to file an individual tax
return on Form 1040. The
bankruptcy trustee files a Form
1041 for the bankruptcy estate.
PUBLICATION 908 BANKRUPTCY TAX GUIDE,
2012 WL 6553969, at *5.
CONVERSION
OR
DISMISSAL OF CHAPTER 11
CASES. If the chapter 11 case is
converted to a chapter 7 case,
[t]he property of the chapter 11
estate will become property of the
chapter 7 estate. Any income on
this property will be taxed to the
estate even if the income is
realized after the conversion to
chapter 7. If a chapter 11 case is

dismissed, the debtor is treated as
if the bankruptcy case had never
been filed and as if no
bankruptcy estate h been created.
Id. at *9–10; see 26 U.S.C. § 1398. Aside from the taxes
themselves, the expense of preparing five years of tax
returns would be another substantial cost to the
Debtors from dismissal. The Trustee has not
attempted to refute this conclusion by the FTB and the
Debtors’ accountant that the proposed conditional
dismissal would leave the Debtors with a substantial
increased tax liability. Even the risk of this outcome is
an unacceptable burden on the Debtors.
Furthermore, this result is completely inequitable. To
date, the administrative creditors (the professionals)
have been the beneficiary of all income of the estate.
Under the proposed conditional dismissal, the
professionals (and possibly a small amount of priority
tax claims) will receive the remaining cash in the estate.
The Debtor, however, will be left with a substantial tax
burden that arose from that income. For example, the
Trustee has recently filed tax returns showing
entitlement to refunds, which he plans to distribute
pursuant to the structured dismissal. When the
Debtors file tax returns for the same period, they will
probably be obligated to pay taxes rather than entitled
to receive a refund, due to their more restricted
deductions. In essence, the Trustee proposes that he,
his professionals, and possibly some priority tax claims
be paid from the tax refund that the Debtor will, at
least in part, subsequently need to repay to the taxing
authorities.
*10 On the other hand, the only real advantage of a
structured settlement over conversion to a chapter 7 is
avoiding the cost and delay of a chapter 7. However,
administrative creditors and possibly tax priority
creditors would be the only parties to benefit from the
net savings realized from dismissal instead of
conversion. The unsecured creditors are completely
out of the money and will not receive any distribution
from this estate under either scenario.
The Motion argues that these unsecured creditors –
who could pursue their remedies after dismissal would be benefited by the reduction in the overall
debt. However, given the prospects of recovering from
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a couple of individuals who are witho any substantial
assets that are clearly non-exempt and who are on the
verge of retirement, a small reduction in claims would
have little effect on unsecured creditor recoveries. The
Trustee has also argued that the unsecured creditors
would benefit from retaining their remedies against the
Debtors, but this is merely the “flip side” of the
Debtors’ failure to obtain a discharge. The Trustee and
Mr. Bickley argue that Mr. Johnson is not a “good
guy” and should remain liable on his obligations. But
being a good person is not the standard for receiving a
discharge. The Bankruptcy Code has a presumption in
favor of discharge: Debtors are entitled to receive a
discharge unless one of the exceptions of § 523(a) or §
727(a) is shown to apply. (So, while it will be an
additional cost to the Judgment Creditors to refile
their action and establish that the Debtors’ $350,000
obligation to them is nondischargeable under § 523(a),
that is how the Code is meant to work.) The Court will
not grant this motion, essentially rendering all of the
Debtors’ obligations nondischargeable, based on the
general notion that Mr. Johnson is not a good guy.
However, given the prospects of recovering from a
couple of individuals who are without any substantial
assets that are clearly non-exempt and who are on the
verge of retirement, a small reduction in claims would
have little effect on unsecured creditor recoveries.
Furthermore, the creditors would not likely keep this
advantage of nondischargeability for any length of
time. Dismissal would not bar the Debtors from
refiling in chapter 7 and the Debtors’ continued
liability on millions of dollars of debt without realistic
prospects of repayment make a new chapter 7 almost
inevitable. The creditors (including the Judgment
Creditors)
would
then
have
to
bring
a
nondischargeability action anyway. The only
differences between a conversion to chapter 7 now and
a dismissal plus a new chapter 7 are: the dismissal plus
new chapter 7 will result in additional, substantial tax
liability for the Debtors and will allow the
professionals to avoid being subordinated to the
administrative expenses of the chapter 7.

End of Document

Conclusion
The only real advantage of dismissal - the savings of
chapter 7 administrative expenses - is outweighed by
the heavy burden on the Debtors – heavy
undischarged debt and inequitable tax liability of an
unknown, but substantial, amount. Further, despite
the Trustee’s invocation of benefit to the creditors, the
only creditors to realize any benefit from the savings of
avoiding chapter 7 are the professionals themselves
and possibly the FTB and the IRS.
The Debtors may have favored dismissal prior to
understanding its implications for them, but that does
not justify a dismissal in these circumstances. Whether
or not these issues were raised by the Debtors or the
FTB, the Court has a mandate to consider the
Debtors’ interests under § 305(a). Under § 1112(b), the
heavy and inequitable burdens facing the Debtors in a
dismissal cannot be ignored by this court of equity.
*11 This conclusion is buttressed by the uncertain state
of the law on structured dismissals, which do not have
an explicit statutory basis and are disfavored by the
ABI Commission on chapter 11 reform. A circuit court
of appeals has recently approved a structured
dismissal, but the court pointedly left this very
situation – where chapter 7 remains a viable option –
out of its approval. In sum, this case does not present
the compelling facts that might induce the Court to
approve the controversial remedy of a structured
dismissal, much less to extend it to a case involving
individual debtors, thereby effectively denying the
Debtors a discharge.
This chapter 11 case shall be converted to chapter 7,
for cause shown under § 1112(b)(4)(a), pursuant to an
order entered in conjunction with this Memorandum
of Decision.

All Citations
Slip Copy, 2017 WL 874972
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CHAPTER 11 CASE

In re Jevic Holding Corp.,

S3E3

Structured Dismissals. The Court held that
structured dismissals are impermissible when
they result in a final distribution of assets in a
way that deviates from the Bankruptcy Code’s
priority structure.
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Jevic opinion continues to permit firstday wage and critical vendor orders,
although its effect on gift plans is debatable.

Supreme Court Reverses Jevic, Bars Structured
Dismissals that Violate Priority Rules
Reversing the Third Circuit in Czyzewski v. Jevic Holding Corp., the Supreme Court ruled
6/2 today in an opinion by Justice Stephen G. Breyer that the bankruptcy court, without consent
from affected parties, cannot approve so-called structured dismissals that “deviate from the basic
priority rules,” not even in rare cases.
Justice Breyer was careful to narrow the Court’s holding so the opinion would not be
interpreted to preclude first-day wage or critical vendor orders.
Joined by Justice Samuel A. Alito, Jr., Justice Clarence Thomas dissented, saying that the
writ of certiorari should have been dismissed as improvidently granted.
The Facts
In the unsuccessful reorganization of Jevic Holding Corp., the official unsecured creditors’
committee had sued the secured lender for receipt of a fraudulent transfer. The committee and
the lender negotiated a settlement calling for the lender to set aside some money for distribution
to general unsecured creditors following dismissal in a scheme that did not follow the ordinary
priority rules contained in Section 507.
Since it would give them nothing on their $8.3 million in wage priority claims, workers
objected to the settlement because some settlement proceeds were to be held in a trust
exclusively for lower-ranked general unsecured creditors.
The bankruptcy court in Delaware approved the settlement and structured dismissal and was
upheld in district court. The Third Circuit, in a 2-1 opinion, upheld the structured dismissal,
eliminating any chance of recovery by priority wage claimants through the bankruptcy. Although
the dissenter in the Third Circuit concurred that structured dismissals could be approved on
occasion, he did not believe Jevic was a proper case.
The Supreme Court granted certiorari in June 2016 to resolve a split of circuits. Before
granting certiorari, the Supreme Court sought comment from the Solicitor General, who
subsequently urged granting the petition and reversing the court of appeals.
Justice Breyer’s Opinion
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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Justice Breyer cited the American Bankruptcy Institute Commission report’s definition of
structured dismissals. He went on to say that the ABI report referred to structured dismissals as
“increasingly common.”
Justice Breyer observed that the Bankruptcy Code “does not explicitly state what priority
rules – if any – apply to a distribution” when a chapter 11 case is dismissed. He noted, however,
that a chapter 11 plan cannot violate rules of priority over objection from an impaired creditor
class.
Since Section 349(b) does not say when there is “cause” to depart from the ordinary rules
governing the effects of dismissal, he said the propriety of structured dismissals was a
“complicated question.” Nonetheless, he said, the answer is “simple”: Structured dismissals are
not permissible.
The Bankruptcy Code’s “priority system constitutes a basic underpinning of business
bankruptcy law,” the opinion says. Justice Breyer said the Court “would expect to see some
affirmative indication of intent if Congress actually meant to make structured dismissals a
backdoor means to achieve the exact kind of nonconsensual priority-violating final distributions
that the [Bankruptcy] Code prohibits in chapter 7 liquidations and chapter 11 plans.”
Justice Breyer was careful to ensure that the opinion is not read broadly to prohibit common
practices in chapter 11 cases that depart from the rules and timing of distributions, such as first
day orders allowing payment of pre-petition wages and claims of so-called critical vendors.
Those practices, he said, are designed to enhance the chance for a successful reorganization.
On the other hand, Justice Breyer said, a “priority-violating” distribution in a structured
dismissal “is attached to a final disposition; it does not preserve the debtor as a going concern.”
He left the door open to other priority-defying practices if there is a “significant offsetting
bankruptcy-related justification.”
Justice Breyer ended his discussion of the merits by saying that a structured dismissal is not
permissible even in a “rare case.” He said that allowing them sometimes would result in “similar
claims being made in many, not just a few, cases.” He concluded that “Congress did not
authorize a ‘rare case’ exception.”

The Standing Question
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Justice Breyer’s majority opinion had a three-page discussion of standing that may be
pertinent if the question avoided in Spokeo Inc. v. Robbins, 136 S. Ct. 1540, 194 L. Ed. 2d 635
(Sup. Ct. May 16, 2016), comes back to the Supreme Court.
The respondents contended that the workers had no standing because they suffered no injury.
Although they got nothing under the settlement, the bankruptcy judge said they likewise would
have received nothing if the settlement were disapproved.
The workers had standing, Justice Breyer said, because “a settlement that respects ordinary
priorities remains a reasonable possibility.” Furthermore, he said, the fraudulent transfer claim
“could have litigation value” because the defendants were willing to pay $3.7 million in
settlement. Consequently, “the structured settlement cost petitioners something. They lost a
chance to obtain a settlement that respected their priorities. Or, if not that, they lost the power to
bring their own lawsuit.”
On an issue that may arise if a case like Spokeo comes back to the high court, Justice Breyer
cited McGowan v. Maryland, 366 U.S. 420 (1961), and said that “a loss of even a small amount
of money is ordinarily an ‘injury’” that gives rise to standing.
‘Gift’ Plans
The majority opinion does not explicitly discuss the related question of so-called gift plans,
where a lender allows some typically small portion of its collateral to be diverted to a lowranking class, passing over a higher ranking class.
The holding in Jevic could be authority to bar gift plans to the extent they result from
settlements negotiated by creditors’ committees based on claims that belong to the estate.
On the other hand, gift plans arguably are permissible if they promote “significant Coderelated objectives” that Jevic would allow.
The Dissent
Joined by Justice Alito, Justice Thomas dissented, saying the certiorari petition should have
been denied as having been improvidently granted. He said the petitioners argued a different
issue from the one for which the Court granted certiorari to resolve a circuit split.
On the question presented in the petitioners’ brief, Justice Thomas said there is no circuit
split.
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The opinion in the Supreme Court is Czyzewski v. Jevic Holding Corp., 15-649 (Sup. Ct.).
The opinion in the Third Circuit is Official Committee of Unsecured Creditors v. CIT
Group/Business Credit Inc. (In re Jevic Holding Corp.), 787 F.3d 173 (3d Cir. May 21, 2015).
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CZYZEWSKI ET AL. v. JEVIC HOLDING CORP. ET AL.
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THE THIRD CIRCUIT
No. 15–649.

Argued December 7, 2016—Decided March 22, 2017

There are three possible conclusions to a Chapter 11 bankruptcy. First,
debtor and creditors may negotiate a plan to govern the distribution
of the estate’s value. See, e.g., 11 U. S. C. §§1121, 1123, 1129, 1141.
Second, the bankruptcy court may convert the case to Chapter 7 for
liquidation of the business and distribution of its assets to creditors.
§§1112(a), (b), 726. Finally, the bankruptcy court may dismiss the
case. §1112(b). A court ordering a dismissal ordinarily attempts to
restore the prepetition financial status quo. §349(b)(3). Yet if perfect
restoration proves difficult or impossible, the court may, “for cause,”
alter the dismissal’s normal restorative consequences, §349(b)—i.e., it
may order a “structured dismissal.” The Bankruptcy Code also establishes basic priority rules for determining the order in which the
court will distribute an estate’s assets. The Code makes clear that
distributions in a Chapter 7 liquidation must follow this prescribed
order. §§725, 726. Chapter 11 permits some flexibility, but a court
still cannot confirm a plan that contains priority-violating distributions over the objection of an impaired creditor class. §§1129(a)(7),
(b)(2). The Code does not explicitly state what priority rules—if
any—apply to the distribution of assets in a structured dismissal.
Respondent Jevic Transportation filed for Chapter 11 bankruptcy
after being purchased in a leveraged buyout. The bankruptcy
prompted two lawsuits. In the first, a group of former Jevic truckdrivers, petitioners here, was awarded a judgment against Jevic for
Jevic’s failure to provide proper notice of termination in violation of
state and federal Worker Adjustment and Retraining Notification
(WARN) Acts. Part of that judgment counted as a priority wage
claim under §507(a)(4), entitling the workers to payment ahead of
general unsecured claims against the Jevic estate. In the second
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suit, a court-authorized committee representing Jevic’s unsecured
creditors sued Sun Capital and CIT Group, respondents here, for
fraudulent conveyance in connection with the leveraged buyout of
Jevic. These parties negotiated a settlement agreement that called
for a structured dismissal of Jevic’s Chapter 11 bankruptcy. Under
the proposed structured dismissal, petitioners would receive nothing
on their WARN claims, but lower-priority general unsecured creditors would be paid. Petitioners argued that the distribution scheme
accordingly violated the Code’s priority rules by paying general unsecured claims ahead of their own. The Bankruptcy Court nevertheless
approved the settlement agreement and dismissed the case, reasoning that because the proposed payouts would occur pursuant to a
structured dismissal rather than an approved plan, the failure to follow ordinary priority rules did not bar approval. The District Court
and the Third Circuit affirmed.

Held:
1. Petitioners have Article III standing. Respondents argue that
petitioners have not “suffered an injury in fact,” or at least one “likely
to be redressed by a favorable judicial decision,” Spokeo, Inc. v. Robins, 578 U. S. ___, ___, because petitioners would have gotten nothing
even if the Bankruptcy Court had never approved the structured
dismissal and will still get nothing if the structured dismissal is undone now. That argument rests upon the assumptions that (1) without a violation of ordinary priority rules, there will be no settlement,
and (2) without a settlement, the fraudulent-conveyance lawsuit has
no value. The record, however, indicates both that a settlement that
respects ordinary priorities remains a reasonable possibility and that
the fraudulent-conveyance claim could have litigation value. Therefore, as a consequence of the Bankruptcy Court’s approval of the
structured dismissal, petitioners lost a chance to obtain a settlement
that respected their priorities or, if not that, the power to assert the
fraudulent-conveyance claim themselves. A decision in their favor is
likely to redress that loss. Pp. 9–11.
2. Bankruptcy courts may not approve structured dismissals that
provide for distributions that do not follow ordinary priority rules
without the consent of affected creditors. Pp. 11–18.
(a) Given the importance of the priority system, this Court looks
for an affirmative indication of intent before concluding that Congress means to make a major departure. See Whitman v. American
Trucking Assns., Inc., 531 U. S. 457, 468. Nothing in the statute
evinces such intent. Insofar as the dismissal sections of Chapter 11
foresee any transfer of assets, they seek a restoration of the prepetition financial status quo. Read in context, §349(b), which permits a
bankruptcy judge, “for cause, [to] orde[r] otherwise,” seems designed
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to give courts the flexibility to protect reliance interests acquired in
the bankruptcy, not to make general end-of-case distributions that
would be flatly impermissible in a Chapter 11 plan or Chapter 7 liquidation. Precedent does not support a contrary position. E.g., In re
Iridium Operating LLC, 478 F. 3d 452 (CA2), distinguished. Cases in
which courts have approved deviations from ordinary priority rules
generally involve interim distributions serving significant Coderelated objectives. That is not the case here, where, e.g., the priorityviolating distribution is attached to a final disposition, does not preserve the debtor as a going concern, does not make the disfavored
creditors better off, does not promote the possibility of a confirmable
plan, does not help to restore the status quo ante, and does not protect reliance interests. Pp. 11–16.
(b) Congress did not authorize a “rare case” exception that permits courts to disregard priority in structured dismissals for “sufficient reasons.” The fact that it is difficult to give precise content to
the concept of “sufficient reasons” threatens to turn the court below’s
exception into a more general rule, resulting in uncertainty that has
potentially serious consequences—e.g., departure from the protections granted particular classes of creditors, changes in the bargaining power of different classes of creditors even in bankruptcies that
do not end in structured dismissals, risks of collusion, and increased
difficulty in achieving settlements. Courts cannot deviate from the
strictures of the Code, even in “rare cases.” Pp. 16–18.
787 F. 3d 173, reversed and remanded.
BREYER, J., delivered the opinion of the Court, in which ROBERTS,
C. J., and KENNEDY, GINSBURG, SOTOMAYOR, and KAGAN, JJ., joined.
THOMAS, J., filed a dissenting opinion, in which ALITO, J., joined.
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SUPREME COURT OF THE UNITED STATES
_________________

No. 15–649
_________________

CASIMIR CZYZEWSKI, ET AL., PETITIONERS v.
JEVIC HOLDING CORP., ET AL.
ON WRIT OF CERTIORARI TO THE UNITED STATES COURT OF
APPEALS FOR THE THIRD CIRCUIT
[March 22, 2017]

JUSTICE BREYER delivered the opinion of the Court.
Bankruptcy Code Chapter 11 allows debtors and their
creditors to negotiate a plan for dividing an estate’s value.
See 11 U. S. C. §§1123, 1129, 1141. But sometimes the
parties cannot agree on a plan. If so, the bankruptcy court
may decide to dismiss the case. §1112(b). The Code then
ordinarily provides for what is, in effect, a restoration of
the prepetition financial status quo. §349(b).
In the case before us, a Bankruptcy Court dismissed a
Chapter 11 bankruptcy. But the court did not simply
restore the prepetition status quo. Instead, the court
ordered a distribution of estate assets that gave money to
high-priority secured creditors and to low-priority general
unsecured creditors but which skipped certain dissenting
mid-priority creditors. The skipped creditors would have
been entitled to payment ahead of the general unsecured
creditors in a Chapter 11 plan (or in a Chapter 7 liquidation). See §§507, 725, 726, 1129. The question before us is
whether a bankruptcy court has the legal power to order
this priority-skipping kind of distribution scheme in connection with a Chapter 11 dismissal.
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In our view, a bankruptcy court does not have such a
power. A distribution scheme ordered in connection with
the dismissal of a Chapter 11 case cannot, without the
consent of the affected parties, deviate from the basic
priority rules that apply under the primary mechanisms
the Code establishes for final distributions of estate value
in business bankruptcies.
I
A
1
We begin with a few fundamentals: A business may file
for bankruptcy under either Chapter 7 or Chapter 11. In
Chapter 7, a trustee liquidates the debtor’s assets and
distributes them to creditors. See §701 et seq. In Chapter
11, debtor and creditors try to negotiate a plan that will
govern the distribution of valuable assets from the debtor’s estate and often keep the business operating as a
going concern. See, e.g., §§1121, 1123, 1129, 1141 (setting
out the framework in which the parties negotiate).
Filing for Chapter 11 bankruptcy has several relevant
legal consequences. First, an estate is created comprising
all property of the debtor. §541(a)(1). Second, a fiduciary
is installed to manage the estate in the interest of the
creditors. §§1106, 1107(a). This fiduciary, often the debtor’s existing management team, acts as “debtor in possession.” §§1101(1), 1104. It may operate the business,
§§363(c)(1), 1108, and perform certain bankruptcy-related
functions, such as seeking to recover for the estate preferential or fraudulent transfers made to other persons, §547
(transfers made before bankruptcy that unfairly preferred
particular creditors); §548 (fraudulent transfers, including
transfers made before bankruptcy for which the debtor did
not receive fair value). Third, an “automatic stay” of all
collection proceedings against the debtor takes effect.
§362(a).
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It is important to keep in mind that Chapter 11 foresees
three possible outcomes. The first is a bankruptcy-courtconfirmed plan. Such a plan may keep the business operating but, at the same time, help creditors by providing for
payments, perhaps over time. See §§1123, 1129, 1141.
The second possible outcome is conversion of the case to a
Chapter 7 proceeding for liquidation of the business and a
distribution of its remaining assets. §§1112(a), (b), 726.
That conversion in effect confesses an inability to find a
plan. The third possible outcome is dismissal of the Chapter 11 case. §1112(b). A dismissal typically “revests the
property of the estate in the entity in which such property
was vested immediately before the commencement of the
case”—in other words, it aims to return to the prepetition
financial status quo. §349(b)(3).
Nonetheless, recognizing that conditions may have
changed in ways that make a perfect restoration of the
status quo difficult or impossible, the Code permits the
bankruptcy court, “for cause,” to alter a Chapter 11 dismissal’s ordinary restorative consequences. §349(b). A
dismissal that does so (or which has other special conditions attached) is often referred to as a “structured dismissal,” defined by the American Bankruptcy Institute as a
“hybrid dismissal and confirmation order . . . that . . .
typically dismisses the case while, among other
things, approving certain distributions to creditors,
granting certain third-party releases, enjoining certain conduct by creditors, and not necessarily vacating
orders or unwinding transactions undertaken during
the case.” American Bankruptcy Institute Commission To Study the Reform of Chapter 11, 2012–2014
Final Report and Recommendations 270 (2014).
Although the Code does not expressly mention structured
dismissals, they “appear to be increasingly common.”
Ibid., n. 973.
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The Code also sets forth a basic system of priority,
which ordinarily determines the order in which the bankruptcy court will distribute assets of the estate. Secured
creditors are highest on the priority list, for they must
receive the proceeds of the collateral that secures their
debts. 11 U. S. C. §725. Special classes of creditors, such
as those who hold certain claims for taxes or wages, come
next in a listed order. §§507, 726(a)(1). Then come lowpriority creditors, including general unsecured creditors.
§726(a)(2). The Code places equity holders at the bottom
of the priority list. They receive nothing until all previously listed creditors have been paid in full. §726(a)(6).
The Code makes clear that distributions of assets in a
Chapter 7 liquidation must follow this prescribed order.
§§725, 726. It provides somewhat more flexibility for
distributions pursuant to Chapter 11 plans, which may
impose a different ordering with the consent of the affected parties. But a bankruptcy court cannot confirm a plan
that contains priority-violating distributions over the
objection of an impaired creditor class. §§1129(a)(7),
1129(b)(2).
The question here concerns the interplay between the
Code’s priority rules and a Chapter 11 dismissal. Here,
the Bankruptcy Court neither liquidated the debtor under
Chapter 7 nor confirmed a Chapter 11 plan. But the
court, instead of reverting to the prebankruptcy status
quo, ordered a distribution of the estate assets to creditors
by attaching conditions to the dismissal (i.e., it ordered a
structured dismissal). The Code does not explicitly state
what priority rules—if any—apply to a distribution in
these circumstances. May a court consequently provide
for distributions that deviate from the ordinary priority
rules that would apply to a Chapter 7 liquidation or a
Chapter 11 plan? Can it approve conditions that give
estate assets to members of a lower priority class while
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skipping objecting members of a higher priority class?
B
In 2006, Sun Capital Partners, a private equity firm,
acquired Jevic Transportation Corporation with money
borrowed from CIT Group in a “leveraged buyout.” In a
leveraged buyout, the buyer (B) typically borrows from a
third party (T) a large share of the funds needed to purchase a company (C). B then pays the money to C’s shareholders. Having bought the stock, B owns C. B then
pledges C’s assets to T so that T will have security for its
loan. Thus, if the selling price for C is $50 million, B
might use $10 million of its own money, borrow $40 million from T, pay $50 million to C’s shareholders, and then
pledge C assets worth $40 million (or more) to T as security for T’s $40 million loan. If B manages C well, it might
make enough money to pay T back the $40 million and
earn a handsome profit on its own $10 million investment.
But, if the deal sours and C descends into bankruptcy,
beware of what might happen: Instead of C’s $40 million
in assets being distributed to its existing creditors, the
money will go to T to pay back T’s loan—the loan that
allowed B to buy C. (T will receive what remains of C’s
assets because T is now a secured creditor, putting it at
the top of the priority list). Since C’s shareholders receive
money while C’s creditors lose their claim to C’s remaining
assets, unsuccessful leveraged buyouts often lead to
fraudulent conveyance suits alleging that the purchaser
(B) transferred the company’s assets without receiving fair
value in return. See Lipson & Vandermeuse, Stern, Seriously: The Article I Judicial Power, Fraudulent Transfers,
and Leveraged Buyouts, 2013 Wis. L. Rev. 1161, 1220–
1221.
This is precisely what happened here. Just two years
after Sun’s buyout, Jevic (C in our leveraged buyout example) filed for Chapter 11 bankruptcy. At the time of
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filing, it owed $53 million to senior secured creditors Sun
and CIT (B and T in our example), and over $20 million to
tax and general unsecured creditors.
The circumstances surrounding Jevic’s bankruptcy led
to two lawsuits. First, petitioners, a group of former Jevic
truckdrivers, filed suit in bankruptcy court against Jevic
and Sun. Petitioners pointed out that, just before entering
bankruptcy, Jevic had halted almost all its operations and
had told petitioners that they would be fired. Petitioners
claimed that Jevic and Sun had thereby violated state and
federal Worker Adjustment and Retraining Notification
(WARN) Acts—laws that require a company to give workers at least 60 days’ notice before their termination. See
29 U. S. C. §2102; N. J. Stat. Ann. §34:21–2 (West 2011).
The Bankruptcy Court granted summary judgment for
petitioners against Jevic, leaving them (and this is the
point to remember) with a judgment that petitioners say is
worth $12.4 million. See In re Jevic Holding Corp., 496
B. R. 151 (Bkrtcy. Ct. Del. 2013). Some $8.3 million of
that judgment counts as a priority wage claim under 11
U. S. C. §507(a)(4), and is therefore entitled to payment
ahead of general unsecured claims against the Jevic
estate.
Petitioners’ WARN suit against Sun continued throughout most of the litigation now before us. But eventually
Sun prevailed on the ground that Sun was not the workers’ employer at the relevant times. See In re Jevic Holding Corp., 656 Fed. Appx. 617 (CA3 2016).
Second, the Bankruptcy Court authorized a committee
representing Jevic’s unsecured creditors to sue Sun and
CIT. The Bankruptcy Court and the parties were aware
that any proceeds from such a suit would belong not to the
unsecured creditors, but to the bankruptcy estate. See
§§541(a)(1), (6); Official Comm. of Unsecured Creditors of
Cybergenics Corp. v. Chinery, 330 F. 3d 548, 552–553 (CA3
2003) (en banc) (holding that a creditor’s committee can
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bring a derivative action on behalf of the estate). The
committee alleged that Sun and CIT, in the course of their
leveraged buyout, had “hastened Jevic’s bankruptcy by
saddling it with debts that it couldn’t service.” In re Jevic
Holding Corp., 787 F. 3d 173, 176 (CA3 2015). In 2011,
the Bankruptcy Court held that the committee had adequately pleaded claims of preferential transfer under §547
and of fraudulent transfer under §548. In re Jevic Holding Corp., 2011 WL 4345204 (Bkrtcy. Ct. Del., Sept. 15,
2011).
Sun, CIT, Jevic, and the committee then tried to negotiate a settlement of this “fraudulent-conveyance” lawsuit.
By that point, the depleted Jevic estate’s only remaining
assets were the fraudulent-conveyance claim itself and
$1.7 million in cash, which was subject to a lien held by
Sun.
The parties reached a settlement agreement. It provided (1) that the Bankruptcy Court would dismiss the
fraudulent-conveyance action with prejudice; (2) that CIT
would deposit $2 million into an account earmarked to pay
the committee’s legal fees and administrative expenses; (3)
that Sun would assign its lien on Jevic’s remaining $1.7
million to a trust, which would pay taxes and administrative expenses and distribute the remainder on a pro rata
basis to the low-priority general unsecured creditors, but
which would not distribute anything to petitioners (who, by
virtue of their WARN judgment, held an $8.3 million midlevel-priority wage claim against the estate); and (4) that
Jevic’s Chapter 11 bankruptcy would be dismissed.
Apparently Sun insisted on a distribution that would
skip petitioners because petitioners’ WARN suit against
Sun was still pending and Sun did not want to help finance that litigation. See 787 F. 3d, at 177–178, n. 4
(Sun’s counsel acknowledging before the Bankruptcy
Court that “ ‘Sun probably does care where the money goes
because you can take judicial notice that there’s a pending
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WARN action against Sun by the WARN plaintiffs. And if
the money goes to the WARN plaintiffs, then you’re funding someone who is suing you who otherwise doesn’t have
funds and is doing it on a contingent fee basis’ ”). The
essential point is that, regardless of the reason, the proposed settlement called for a structured dismissal that
provided for distributions that did not follow ordinary
priority rules.
Sun, CIT, Jevic, and the committee asked the Bankruptcy Court to approve the settlement and dismiss the
case. Petitioners and the U. S. Trustee objected, arguing
that the settlement’s distribution plan violated the Code’s
priority scheme because it skipped petitioners—who, by
virtue of their WARN judgment, had mid-level priority
claims against estate assets—and distributed estate money
to low-priority general unsecured creditors.
The Bankruptcy Court agreed with petitioners that the
settlement’s distribution scheme failed to follow ordinary
priority rules. App. to Pet. for Cert. 58a. But it held that
this did not bar approval. Ibid. That, in the Bankruptcy
Court’s view, was because the proposed payouts would
occur pursuant to a structured dismissal of a Chapter 11
petition rather than an approval of a Chapter 11 plan.
Ibid. The court accordingly decided to grant the motion in
light of the “dire circumstances” facing the estate and its
creditors. Id., at 57a. Specifically, the court predicted
that without the settlement and dismissal, there was “no
realistic prospect” of a meaningful distribution for anyone
other than the secured creditors. Id., at 58a. A confirmable Chapter 11 plan was unattainable. And there would
be no funds to operate, investigate, or litigate were the
case converted to a proceeding in Chapter 7. Ibid.
The District Court affirmed the Bankruptcy Court. It
recognized that the settlement distribution violated ordinary priority rules. But those rules, it wrote, were “not a
bar to the approval of the settlement as [the settlement] is
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not a reorganization plan.” In re Jevic Holding Corp.,
2014 WL 268613, *3 (D Del., Jan. 24, 2014).
The Third Circuit affirmed the District Court by a vote
of 2 to 1. 787 F. 3d, at 175; id., at 186 (Scirica, J., concurring in part and dissenting in part). The majority held
that structured dismissals need not always respect priority. Congress, the court explained, had only “codified the
absolute priority rule . . . in the specific context of plan
confirmation.” Id., at 183. As a result, courts could, “in
rare instances like this one, approve structured dismissals
that do not strictly adhere to the Bankruptcy Code’s priority scheme.” Id., at 180.
Petitioners (the workers with the WARN judgment)
sought certiorari. We granted their petition.
II
Respondents initially argue that petitioners lack standing because they have suffered no injury, or at least no
injury that will be remedied by a decision in their favor.
See Spokeo, Inc. v. Robins, 578 U. S. ___, ___ (2016) (slip
op., at 6) (explaining that, for Article III standing, a plaintiff must have “(1) suffered an injury in fact, (2) that is
fairly traceable to the challenged conduct of the defendant,
and (3) that is likely to be redressed by a favorable judicial
decision”). Respondents concede that the structured dismissal approved by the Bankruptcy Court contained
distribution conditions that skipped over petitioners, ensuring that petitioners received nothing on their multimilliondollar WARN claim against the Jevic estate. But respondents still assert that petitioners suffered no loss.
The reason, respondents say, is that petitioners would
have gotten nothing even if the Bankruptcy Court had
never approved the structured dismissal in the first place,
and will still get nothing if the structured dismissal is
undone now. Reversal will eliminate the settlement of the
committee’s fraudulent-conveyance lawsuit, which was
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conditioned on the Bankruptcy Court’s approval of the
priority-violating structured dismissal. If the Bankruptcy
Court cannot approve that dismissal, respondents contend, Sun and CIT will no longer agree to settle. Nor will
petitioners ever be able to obtain a litigation recovery.
Hence there will be no lawsuit money to distribute. And
in the absence of lawsuit money, Jevic’s assets amount to
about $1.7 million, all pledged to Sun, leaving nothing for
anyone else, let alone petitioners. Thus, even if petitioners are right that the structured dismissal was impermissible, it cost them nothing. And a judicial decision in their
favor will gain them nothing. No loss. No redress.
This argument, however, rests upon respondents’ claims
(1) that, without a violation of ordinary priority rules,
there will be no settlement, and (2) that, without a settlement, the fraudulent-conveyance lawsuit has no value.
In our view, the record does not support either of these
propositions.
As to the first, the record indicates that a settlement
that respects ordinary priorities remains a reasonable
possibility. It makes clear (as counsel made clear before
our Court, see Tr. of Oral Arg. 58) that Sun insisted upon
a settlement that gave petitioners nothing only because it
did not want to help fund petitioners’ WARN lawsuit
against it. See 787 F. 3d, at 177–178, n. 4. But, Sun has
now won that lawsuit. See 656 Fed. Appx. 617. If Sun’s
given reason for opposing distributions to petitioners has
disappeared, why would Sun not settle while permitting
some of the settlement money to go to petitioners?
As to the second, the record indicates that the fraudulentconveyance claim could have litigation value. CIT and
Sun, after all, settled the lawsuit for $3.7 million,
which would make little sense if the action truly had no
chance of success. The Bankruptcy Court could convert
the case to Chapter 7, allowing a Chapter 7 trustee to
pursue the suit against Sun and CIT. Or the court could
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simply dismiss the Chapter 11 bankruptcy, thereby allowing petitioners to assert the fraudulent-conveyance claim
themselves. Given these possibilities, there is no reason to
believe that the claim could not be pursued with counsel
obtained on a contingency basis. Of course, the lawsuit—
like any lawsuit—might prove fruitless, but the mere
possibility of failure does not eliminate the value of the
claim or petitioners’ injury in being unable to bring it.
Consequently, the Bankruptcy Court’s approval of the
structured dismissal cost petitioners something. They lost
a chance to obtain a settlement that respected their priority. Or, if not that, they lost the power to bring their own
lawsuit on a claim that had a settlement value of $3.7
million. For standing purposes, a loss of even a small
amount of money is ordinarily an “injury.” See, e.g.,
McGowan v. Maryland, 366 U. S. 420, 430–431 (1961)
(finding that appellants fined $5 plus costs had standing
to assert an Establishment Clause challenge). And the
ruling before us could well have cost petitioners considerably more. See Clinton v. City of New York, 524 U. S. 417,
430–431 (1998) (imposition of a “substantial contingent
liability” qualifies as an injury). A decision in petitioners’
favor is likely to redress that loss. We accordingly conclude that petitioners have standing.
III
We turn to the basic question presented: Can a bankruptcy court approve a structured dismissal that provides
for distributions that do not follow ordinary priority rules
without the affected creditors’ consent? Our simple answer to this complicated question is “no.”
The Code’s priority system constitutes a basic underpinning of business bankruptcy law. Distributions of
estate assets at the termination of a business bankruptcy
normally take place through a Chapter 7 liquidation or a
Chapter 11 plan, and both are governed by priority. In
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Chapter 7 liquidations, priority is an absolute command—
lower priority creditors cannot receive anything until
higher priority creditors have been paid in full. See 11
U. S. C. §§725, 726. Chapter 11 plans provide somewhat
more flexibility, but a priority-violating plan still cannot
be confirmed over the objection of an impaired class of
creditors. See §1129(b).
The priority system applicable to those distributions has
long been considered fundamental to the Bankruptcy
Code’s operation. See H. R. Rep. No. 103–835, p. 33 (1994)
(explaining that the Code is “designed to enforce a distribution of the debtor’s assets in an orderly manner . . . in
accordance with established principles rather than on the
basis of the inside influence or economic leverage of a
particular creditor”); Roe & Tung, Breaking Bankruptcy
Priority: How Rent-Seeking Upends The Creditors’ Bargain, 99 Va. L. Rev. 1235, 1243, 1236 (2013) (arguing that
the first principle of bankruptcy is that “distribution
conforms to predetermined statutory and contractual
priorities,” and that priority is, “quite appropriately, bankruptcy’s most important and famous rule”); Markell, Owners, Auctions, and Absolute Priority in Bankruptcy Reorganizations, 44 Stan. L. Rev. 69, 123 (1991) (stating that a
fixed priority scheme is recognized as “the cornerstone of
reorganization practice and theory”).
The importance of the priority system leads us to expect
more than simple statutory silence if, and when, Congress
were to intend a major departure. See Whitman v. American Trucking Assns., Inc., 531 U. S. 457, 468 (2001) (“Congress . . . does not, one might say, hide elephants in
mouseholes”). Put somewhat more directly, we would
expect to see some affirmative indication of intent if Congress actually meant to make structured dismissals a
backdoor means to achieve the exact kind of nonconsensual priority-violating final distributions that the Code
prohibits in Chapter 7 liquidations and Chapter 11 plans.
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We can find nothing in the statute that evinces this
intent. The Code gives a bankruptcy court the power to
“dismiss” a Chapter 11 case. §1112(b). But the word
“dismiss” itself says nothing about the power to make
nonconsensual priority-violating distributions of estate
value. Neither the word “structured,” nor the word “conditions,” nor anything else about distributing estate value to
creditors pursuant to a dismissal appears in any relevant
part of the Code.
Insofar as the dismissal sections of Chapter 11 foresee
any transfer of assets, they seek a restoration of the prepetition financial status quo. See §349(b)(1) (dismissal
ordinarily reinstates a variety of avoided transfers and
voided liens); §349(b)(2) (dismissal ordinarily vacates
certain types of bankruptcy orders); §349(b)(3) (dismissal
ordinarily “revests the property of the estate in the entity
in which such property was vested immediately before the
commencement of the case”); see also H. R. Rep. No. 95–
595, p. 338 (1977) (dismissal’s “basic purpose . . . is to
undo the bankruptcy case, as far as practicable, and to
restore all property rights to the position in which they
were found at the commencement of the case”).
Section 349(b), we concede, also says that a bankruptcy
judge may, “for cause, orde[r] otherwise.” But, read in
context, this provision appears designed to give courts the
flexibility to “make the appropriate orders to protect rights
acquired in reliance on the bankruptcy case.” H. R. Rep.
No. 95–595, at 338; cf., e.g., Wiese v. Community Bank of
Central Wis., 552 F. 3d 584, 590 (CA7 2009) (upholding,
under §349(b), a Bankruptcy Court’s decision not to reinstate a debtor’s claim against a bank that gave up a lien in
reliance on the claim being released in the debtor’s reorganization plan). Nothing else in the Code authorizes a
court ordering a dismissal to make general end-of-case
distributions of estate assets to creditors of the kind that
normally take place in a Chapter 7 liquidation or Chapter
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11 plan—let alone final distributions that do not help to
restore the status quo ante or protect reliance interests
acquired in the bankruptcy, and that would be flatly impermissible in a Chapter 7 liquidation or a Chapter 11
plan because they violate priority without the impaired
creditors’ consent. That being so, the word “cause” is too
weak a reed upon which to rest so weighty a power. See
United Sav. Assn. of Tex. v. Timbers of Inwood Forest
Associates, Ltd., 484 U. S. 365, 371 (1988) (noting that
“[s]tatutory construction . . . is a holistic endeavor” and
that a court should select a “meanin[g that] produces a
substantive effect that is compatible with the rest of the
law”); Kelly v. Robinson, 479 U. S. 36, 43 (1986) (in interpreting a statute, a court “must not be guided by a single
sentence or member of a sentence, but look to the provisions of the whole law, and to its object and policy” (internal quotation marks omitted)); cf. In re Sadler, 935 F. 2d
918, 921 (CA7 1991) (“ ‘Cause’ under §349(b) means an
acceptable reason. Desire to make an end run around a
statute is not an adequate reason”).
We have found no contrary precedent, either from this
Court, or, for that matter, from lower court decisions
reflecting common bankruptcy practice. The Third Circuit
referred briefly to In re Buffet Partners, L. P., 2014 WL
3735804 (Bkrtcy. Ct. ND Tex., July 28, 2014). The court
in that case approved a structured dismissal. (We express
no view about the legality of structured dismissals in
general.) But at the same time it pointed out “that not one
party with an economic stake in the case has objected to
the dismissal in this manner.” Id., at *4.
The Third Circuit also relied upon In re Iridium Operating LLC, 478 F. 3d 452 (CA2 2007). But Iridium did not
involve a structured dismissal. It addressed an interim
distribution of settlement proceeds to fund a litigation
trust that would press claims on the estate’s behalf. See
id., at 459–460. The Iridium court observed that, when
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evaluating this type of preplan settlement, “[i]t is difficult
to employ the rule of priorities” because “the nature and
extent of the Estate and the claims against it are not yet
fully resolved.” Id., at 464 (emphasis added). The decision
does not state or suggest that the Code authorizes nonconsensual departures from ordinary priority rules in the
context of a dismissal—which is a final distribution of
estate value—and in the absence of any further unresolved bankruptcy issues.
We recognize that Iridium is not the only case in which
a court has approved interim distributions that violate
ordinary priority rules. But in such instances one can
generally find significant Code-related objectives that the
priority-violating distributions serve. Courts, for example,
have approved “first-day” wage orders that allow payment
of employees’ prepetition wages, “critical vendor” orders
that allow payment of essential suppliers’ prepetition
invoices, and “roll-ups” that allow lenders who continue
financing the debtor to be paid first on their prepetition
claims. See Cybergenics, 330 F. 3d, at 574, n. 8; D. Baird,
Elements of Bankruptcy 232–234 (6th ed. 2014); Roe, 99
Va. L. Rev., at 1250–1264. In doing so, these courts have
usually found that the distributions at issue would “enable
a successful reorganization and make even the disfavored
creditors better off.” In re Kmart Corp., 359 F. 3d 866, 872
(CA7 2004) (discussing the justifications for critical-vendor
orders); see also Toibb v. Radloff, 501 U. S. 157, 163–164
(1991) (recognizing “permitting business debtors to reorganize and restructure their debts in order to revive the
debtors’ businesses” and “maximizing the value of the
bankruptcy estate” as purposes of the Code). By way of
contrast, in a structured dismissal like the one ordered
below, the priority-violating distribution is attached to a
final disposition; it does not preserve the debtor as a going
concern; it does not make the disfavored creditors better
off; it does not promote the possibility of a confirmable
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plan; it does not help to restore the status quo ante; and it
does not protect reliance interests. In short, we cannot
find in the violation of ordinary priority rules that occurred here any significant offsetting bankruptcy-related
justification.
Rather, the distributions at issue here more closely
resemble proposed transactions that lower courts have
refused to allow on the ground that they circumvent the
Code’s procedural safeguards. See, e.g., In re Braniff
Airways, Inc., 700 F. 2d 935, 940 (CA5 1983) (prohibiting
an attempt to “short circuit the requirements of Chapter
11 for confirmation of a reorganization plan by establishing the terms of the plan sub rosa in connection with a
sale of assets”); In re Lionel Corp., 722 F. 2d 1063, 1069
(CA2 1983) (reversing a Bankruptcy Court’s approval of an
asset sale after holding that §363 does not “gran[t] the
bankruptcy judge carte blanche” or “swallo[w] up Chapter
11’s safeguards”); In re Biolitec, Inc., 528 B. R. 261, 269
(Bkrtcy. Ct. NJ 2014) (rejecting a structured dismissal
because it “seeks to alter parties’ rights without their
consent and lacks many of the Code’s most important
safeguards”); cf. In re Chrysler LLC, 576 F. 3d 108, 118
(CA2 2009) (approving a §363 asset sale because the bankruptcy court demonstrated “proper solicitude for the priority between creditors and deemed it essential that the
[s]ale in no way upset that priority”), vacated as moot, 592
F. 3d 370 (CA2 2010) (per curiam).
IV
We recognize that the Third Circuit did not approve
nonconsensual priority-violating structured dismissals in
general. To the contrary, the court held that they were
permissible only in those “rare case[s]” in which courts
could find “sufficient reasons” to disregard priority. 787
F. 3d, at 175, 186. Despite the “rare case” limitation, we
still cannot agree.
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For one thing, it is difficult to give precise content to the
concept “sufficient reasons.” That fact threatens to turn a
“rare case” exception into a more general rule. Consider
the present case. The Bankruptcy Court feared that (1)
without the worker-skipping distribution, there would be
no settlement, (2) without a settlement, all the unsecured
creditors would receive nothing, and consequently (3) its
distributions would make some creditors (high- and lowpriority creditors) better off without making other (midpriority) creditors worse off (for they would receive nothing regardless). But, as we have pointed out, the record
provides equivocal support for the first two propositions.
See supra, at 9–11. And, one can readily imagine other
cases that turn on comparably dubious predictions. The
result is uncertainty. And uncertainty will lead to similar
claims being made in many, not just a few, cases. See
Rudzik, A Priority Is a Priority Is a Priority—Except
When It Isn’t, 34 Am. Bankr. Inst. J. 16, 79 (2015) (“[O]nce
the floodgates are opened, debtors and favored creditors
can be expected to make every case that ‘rare case’ ”).
The consequences are potentially serious. They include
departure from the protections Congress granted particular classes of creditors. See, e.g., United States v. Embassy
Restaurant, Inc., 359 U. S. 29, 32 (1959) (Congress established employee wage priority “to alleviate in some degree
the hardship that unemployment usually brings to workers and their families” when an employer files for bankruptcy); H. R. Rep. No. 95–595, at 187 (explaining the
importance of ensuring that employees do not “abandon a
failing business for fear of not being paid”). They include
changes in the bargaining power of different classes of
creditors even in bankruptcies that do not end in structured dismissals. See Warren, A Theory of Absolute Priority, 1991 Ann. Survey Am. L. 9, 30. They include risks of
collusion, i.e., senior secured creditors and general unsecured creditors teaming up to squeeze out priority unse-
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cured creditors. See Bank of America Nat. Trust and Sav.
Assn. v. 203 North LaSalle Street Partnership, 526 U. S.
434, 444 (1999) (discussing how the absolute priority rule
was developed in response to “concern with ‘the ability of a
few insiders, whether representatives of management or
major creditors, to use the reorganization process to gain
an unfair advantage’ ” (quoting H. R. Doc. No. 93–137, pt.
I, p. 255 (1973))). And they include making settlement
more difficult to achieve. See Landes & Posner, Legal
Precedent: A Theoretical and Empirical Analysis, 19
J. Law & Econ. 249, 271 (1976) (arguing that “the ratio of
lawsuits to settlements is mainly a function of the amount
of uncertainty, which leads to divergent estimates by the
parties of the probable outcome”); see also RadLAX Gateway Hotel, LLC v. Amalgamated Bank, 566 U. S. 639, 649
(2012) (noting the importance of clarity and predictability
in light of the fact that the “Bankruptcy Code standardizes
an expansive (and sometimes unruly) area of law”).
For these reasons, as well as those set forth in Part III,
we conclude that Congress did not authorize a “rare case”
exception. We cannot “alter the balance struck by the
statute,” Law v. Siegel, 571 U. S. ___, ___ (2014) (slip op.,
at 11), not even in “rare cases.” Cf. Norwest Bank
Worthington v. Ahlers, 485 U. S. 197, 207 (1988) (explaining that courts cannot deviate from the procedures “specified by the Code,” even when they sincerely “believ[e] that
. . . creditors would be better off ”). The judgment of the
Court of Appeals is reversed, and the case is remanded for
further proceedings consistent with this opinion.
It is so ordered.
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SUPREME COURT OF THE UNITED STATES
_________________

No. 15–649
_________________

CASIMIR CZYZEWSKI, ET AL., PETITIONERS v.
JEVIC HOLDING CORP., ET AL.
ON WRIT OF CERTIORARI TO THE UNITED STATES COURT OF
APPEALS FOR THE THIRD CIRCUIT
[March 22, 2017]

JUSTICE THOMAS, with whom JUSTICE ALITO joins,
dissenting.
Today, the Court answers a novel and important question of bankruptcy law. Unfortunately, it does so without
the benefit of any reasoned opinions on the dispositive
issue from the courts of appeals (apart from the Court of
Appeals’ opinion in this case) and with briefing on that
issue from only one of the parties. That is because, having
persuaded us to grant certiorari on one question, petitioners chose to argue a different question on the merits. In
light of that switch, I would dismiss the writ of certiorari
as improvidently granted.
We granted certiorari to decide “[w]hether a bankruptcy
court may authorize the distribution of settlement proceeds in a manner that violates the statutory priority
scheme.” Pet. for Cert. i. According to petitioners, the
decision below “deepened an existing . . . split” among the
Courts of Appeals on this question. Id., at 8; see id., at
15–16 (citing In re AWECO, Inc., 725 F. 2d 293, 298 (CA5
1984), and In re Iridium Operating LLC, 478 F. 3d 452,
464 (CA2 2007)). After we granted certiorari, however,
petitioners recast the question presented to ask “[w]hether
a Chapter 11 case may be terminated by a ‘structured
dismissal’ that distributes estate property in violation of
the Bankruptcy Code’s priority scheme.” Brief for Peti-
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tioners i.
Although both questions involve priorityskipping distributions of estate assets, the recast question
is narrower—and different—than the one on which we
granted certiorari. It is also not the subject of a circuit
conflict.
I think it is unwise for the Court to decide the reformulated question today, for two reasons. First, it is a “novel
question of bankruptcy law” arising in the rapidly developing field of structured dismissals. In re Jevic Holding
Corp., 787 F. 3d 173, 175 (CA3 2015). Experience shows
that we would greatly benefit from the views of additional
courts of appeals on this question. We also would have
benefited from full, adversarial briefing. In reliance on
this Court’s Rules prohibiting parties from changing the
substance of the question presented, see Rule 24.1(a); see
also Rule 14.1(a), respondents declined to brief the question that the majority now decides, see Brief for Respondents 52. Second, deciding this question may invite future
petitioners to seek review of a circuit conflict only then to
change the question to one that seems more favorable. “I
would not reward such bait-and-switch tactics.” City and
County of San Francisco v. Sheehan, 575 U. S. ___, ___
2015) (Scalia, J., concurring in part and dissenting in part)
(slip op., at 3); see also Visa, Inc. v. Osborn, post, p. ___.
Accordingly, I would dismiss the writ as improvidently
granted. I respectfully dissent.
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In re Tenderloin Health, Inc.,

S3E3

Preference Defenses. The majority invoked a
hypothetical preference analysis within the
hypothetical liquidation analysis required
by § 547(b)(5) of the Bankruptcy Code and
reversed the lower courts’ finding of no
preference liability.
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Synopsis
Background: Chapter 7 trustee brought adversary
proceeding to avoid, as preferential, debtor’s
prepetition payment to bank on loan. The United
States Bankruptcy Court for the Northern District of
California granted bank’s motion for summary
judgment on theory that debtor’s prepetition payment
to bank, as creditor with right of setoff against account
that contained sufficient funds to satisfy loan
obligation, did not enable bank to receive more than it
would otherwise have received in hypothetical Chapter
7 liquidation. Trustee appealed . The District Court,
Jeffrey S. White, J., 2014 WL 4827103, affirmed.
Trustee appealed.

deposit that debtor made, less than 90 days
prepetition, into its account at bank, thereby
increasing the secured claim that bank possessed by
virtue of its right to set off against account, was
potentially subject to avoidance as preference and
should have been considered by bankruptcy court in
applying “greater amount test.”
Reversed and remanded.
Korman, District Judge, sitting by designation, filed
opinion concurring in part and concurring in
judgment.

West Headnotes (16)
[1]

Court of Appeals reviews de novo the district
court’s judgment on appeal from bankruptcy
court, and applies same de novo standard of
review that district court used to review
bankruptcy court’s grant of summary
judgment.
Cases that cite this headnote

[2]

Holdings: The Court of Appeals, M. Smith, Circuit
Judge, held that:
[1]

in deciding whether debtor’s prepetition payment to
bank enabled bank to receive more than it would
otherwise have received in hypothetical Chapter 7
liquidation, bankruptcy court could consider trustee’s
ability to avoid, as hypothetical preference, debtor’s
prepetition deposit into its account at bank, and

Bankruptcy

Bankruptcy

“Greater amount test” for preference
avoidance requires court to construct a
hypothetical Chapter 7 case and to determine
what creditor that allegedly received
preferential transfer(s) would have received
had the case proceeded as this hypothetical
Chapter 7 case. 11 U.S.C.A. § 547(b)(5).
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assessing what property creditors would
receive in hypothetical Chapter 7 liquidation,
consider what property would likely be
recovered by Chapter 7 trustee’s use of his
avoiding
powers.
11
U.S.C.A.
§§
1129(a)(7)(A)(ii), 1325(a)(4).

Cases that cite this headnote

[3]

Bankruptcy

Cases that cite this headnote
In deciding whether Chapter 7 debtor’s
prepetition payment to bank enabled bank to
receive more than it would otherwise have
received
in
hypothetical
Chapter
7
liquidation, as required for avoidance of
payment as preference, bankruptcy court
could consider trustee’s ability to avoid, as
hypothetical preference, debtor’s prepetition
deposit into its account at bank, as impacting
on bank’s ability to receive at least what it
received by challenged payment by setting off
against account. 11 U.S.C.A. § 547(b)(5).

[6]

Bankruptcy

Voluntary turnover to trustee of property
subject to a creditor’s right of setoff generally
precludes any subsequent claim of setoff by
creditor.
Cases that cite this headnote

Cases that cite this headnote

[7]
[4]

Set-off and Counterclaim

Statutes
Right of setoff allows entities that owe each
other money to apply their mutual debts
against each other, thereby avoiding the
absurdity of making A pay B when B owes A.

Statutory interpretation begins with text of
statute, and if that text is unambiguous,
statute must be enforced according to its
terms.

Cases that cite this headnote
Cases that cite this headnote

[8]
[5]

Bankruptcy

Bankruptcy

While hypothetical Chapter 7 liquidation
analysis that bankruptcy court conducts when
deciding whether proposed plan satisfies “best
interests of creditors” test must be based on
evidence and not assumptions, courts, in

While there is no federal right of setoff,
bankruptcy statute, with certain exceptions,
preserves whatever right of setoff otherwise
exists. 11 U.S.C.A. § 553(a).
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Cases that cite this headnote

[9]

[10]

[12]

California law recognizes a bank’s right to
setoff against a depositor’s account.

Statute providing for mandatory disallowance
of claim filed by creditor that has received
avoidable transfer until transfer is returned is
in nature of affirmative defense to proof of
claim and does not provide independent
authority for affirmative relief against
creditor. 11 U.S.C.A. § 502(d).

Cases that cite this headnote

Cases that cite this headnote

Banks and Banking

Bankruptcy

[13]

Three conditions must be shown for exercise
of right of setoff in bankruptcy: (1) that
debtor owes creditor a prepetition debt; (2)
that creditor owes debtor a prepetition debt;
and (3) that the debts are mutual. 11
U.S.C.A. § 553(a).

Bankruptcy

When creditor fails to exercise right of setoff
against debtor prior to filing of bankruptcy
petition, it does not lose that right, but must
proceed in bankruptcy court by filing motion
to lift automatic stay so as to be allowed to
exercise its already existing setoff right. 11
U.S.C.A. § 362(d).
Cases that cite this headnote

Bankruptcy

Deposit that Chapter 7 debtor made, less
than 90 days prepetition, into its account at
bank, thereby increasing the secured claim
that bank possessed by virtue of its right to
set off against account, was potentially
subject to avoidance as preference and should
have been considered by bankruptcy court in
assessing
whether
debtor’s
allegedly
preferential prepetition payment to bank on
loan enabled bank to receive more than it
would otherwise have received in hypothetical
Chapter 7 liquidation; without deposit,
account would not have contained sufficient
funds to allow bank to collect the loan
obligation that was satisfied by debtor’s
prepetition payment by setting off against
account. 11 U.S.C.A. § 547(b)(5).

Cases that cite this headnote

[11]

Bankruptcy

Cases that cite this headnote

[14]

Bankruptcy

Debtor’s bank deposit ordinarily constitutes a
“transfer” of debtor’s property to the title and
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possession of bank, as the term “transfer” is
used in the Bankruptcy Code. 11 U.S.C.A. §
101(54).
Cases that cite this headnote

[15]

Tiemstra Law Group PC, Oakland, California, for
Defendant-Appellee.
Before: A. WALLACE TASHIMA and MILAN D.
SMITH, JR., Circuit Judges, and EDWARD R.
KORMAN,* District Judge.

Bankruptcy
Concurrence by Judge Korman
Pertinent question for court, in deciding
whether debtor’s prepetition deposit into
bank account was preference, was whether
the deposit depleted assets of estate available
for distribution to creditors. 11 U.S.C.A. §
547(b).
Cases that cite this headnote

[16]

Bankruptcy

On appeal in bankruptcy case, the Court of
Appeals would decline to address argument
that was mentioned merely in passing and
that was not developed by appellant.
Cases that cite this headnote

Appeal from the United States District Court for the
Northern District of California, Jeffrey S. White,
District Judge, Presiding, D.C. No. 4:13-cv-03992-JSW
Attorneys and Law Firms
Dennis Davis (argued), Goldberg Stinnett Davis &
Linchey, Petaluma, California, for Plaintiff-Appellant.
James A. Tiemstra (argued) and Lisa Lenherr,

OPINION
M. SMITH, Circuit Judge:
*1 In this preference action, plaintiff-appellant E.
Lynn Schoenmann (Schoenmann), the trustee in
bankruptcy, seeks to recover for the bankruptcy estate
a $190,595.50 loan payment debtor Tenderloin Health
(Tenderloin) made to defendant-appellee Bank of the
West (BOTW) within ninety days of the filing of
Tenderloin’s chapter 7 bankruptcy. To succeed,
Schoenmann must demonstrate that by virtue of that
payment BOTW received more than it otherwise
would have in a hypothetical chapter 7 liquidation
where the challenged transfer had not been made. This
inquiry, required by 11 U.S.C. § 547(b)(5), is called the
“greater amount test.”
*2 The bankruptcy court granted BOTW’s motion for
summary judgment, finding Schoenmann could not
satisfy section 547(b)(5), because BOTW had a right of
setoff, and Tenderloin’s account contained at least
$190,595.50 on the petition date. Schoenmann asserts
that in the hypothetical liquidation, the trustee would
avoid a $526,402.05 deposit, leaving less than
$190,595.50 in Tenderloin’s account, even allowing for
BOTW’s right of setoff.
In order to resolve the issues presented in this case, we
address whether courts may entertain hypothetical
preference actions within section 547(b)(5)’s
hypothetical chapter 7 liquidation, and if so, whether
the $526,402.05 deposited in this case would meet the
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definition of an avoidable preference.
We conclude that courts may account for hypothetical
preference actions within a hypothetical chapter 7
liquidation when such an inquiry is factually
warranted, is supported by appropriate evidence, and
the action would not contravene an independent
statutory provision. We are also satisfied that the
$526,402.05 deposit in this case would constitute an
avoidable preference in the hypothetical liquidation at
issue here.
We therefore reverse the district court’s judgment in
favor of BOTW and direct that this action be
remanded to the bankruptcy court for further
proceedings.

deposit—$526,402.05—Tenderloin’s account would
have contained only $37,713.87 on the petition date.
Schoenmann sued BOTW on December 12, 2012,
alleging that the debt payment was preferential, and
subject to avoidance under 11 U.S.C. § 547(b). The
bankruptcy court granted BOTW’s motion for
summary judgment on July 31, 2013, concluding that
Schoenmann could not show that BOTW received
more than it would have in a hypothetical liquidation
where the debt payment had not been made.
Schoenmann appealed to the district court pursuant to
28 U.S.C. § 158(a)(1). The district court affirmed, and
Schoenmann timely appealed to our court.

JURISDICTION AND STANDARD OF REVIEW
FACTUAL AND PROCEDURAL BACKGROUND
In May 2009, BOTW extended a $200,000 line of
credit to Tenderloin, a walk-in clinic serving AIDS
patients in San Francisco. BOTW loaned another
$100,000 to Tenderloin two years later. The loans were
secured by Tenderloin’s personal property, including
its deposit accounts with BOTW.
In late 2011 or early 2012, Tenderloin elected to wind
up its affairs. In carrying out that election, it sold its
only real property for $1,295,000. The escrow on that
sale closed on June 13, 2012. Tenderloin used the
proceeds of that sale to execute two transactions that
same day. First, it paid BOTW $190,595.50 from
escrow to satisfy fully its outstanding loan obligations
(debt payment). Next, it moved the rest of its net sale
proceeds—$526,402.05—from escrow into its BOTW
deposit account (the deposit).
On July 20, 2012, Tenderloin filed for chapter 7
bankruptcy. Ninety days prior to filing, its account
contained approximately $173,015.00.1 That sum
shrunk to $52,735.11 on the date of the two disputed
transfers, but grew to $576,603.03 immediately after
the deposit. Tenderloin then spent some of its funds in
the days preceding its bankruptcy, so the account
contained $564,115.92 on the petition date. If we
subtract from that sum the amount of the disputed

*3 [1]We have jurisdiction pursuant to 28 U.S.C. §
158(d)(1). “We review de novo the district court’s
judgment in the appeal from the bankruptcy court,
and apply the same de novo standard of review the
district court used to review the bankruptcy court’s
summary judgment.” Suncrest Healthcare Ctr. LLC v.
Omega Healthcare Inv’rs (In re Raintree Healthcare
Corp.), 431 F.3d 685, 687 (9th Cir. 2005).

ANALYSIS
Section 547(b) permits a bankruptcy trustee to recover
for the benefit of the bankruptcy estate preferential
payments from a debtor to a creditor made within the
ninety days preceding the filing of a bankruptcy. 11
U.S.C. § 547(b). To “avoid” such a payment, the
trustee must show, among other things:
(5) that [it] enables such creditor to receive more
than such creditor would receive if—
(A) the case were a case under chapter 7 of this
title;
(B) the transfer had not been made; and
(C) such creditor received payment of such debt to
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the extent provided by the provisions of this title.

does not pose an obstacle to this conclusion.

11 U.S.C. § 547(b)(5) (emphasis added).
[2]
This element—11 U.S.C. § 547(b)(5)—constitutes the
so-called “greater amount test,” which “requires the
court to construct a hypothetical chapter 7 case and
determine what the creditor would have received if the
case had proceeded under chapter 7” without the
alleged preferential transfer.2 Alvarado v. Walsh (In re
LCO Enters.), 12 F.3d 938, 941 (9th Cir. 1993) (LCO).
Schoenmann challenges the $190,595.50 debt payment,
claiming that section 547(b)(5) is satisfied in this case if
BOTW “received a greater amount than it would have
if the [debt payment] had not been made and there had
been a hypothetical chapter 7 liquidation as of the
petition date.” Batlan v. TransAmerica Commercial
Fin. Corp. (In re Smith’s Home Furnishings, Inc.), 265
F.3d 959, 963 (9th Cir. 2001) (Smith).

The bankruptcy court determined that BOTW did not
receive more than it would have in a hypothetical
liquidation because it maintained a right of setoff that
entitled it to full payment, and Tenderloin’s deposit
account held the requisite amount of funds on the
petition date. Schoenmann argues, however, that the
trustee would avoid the $526,402.05 deposit in a
hypothetical liquidation, such that the deposit account
would contain only $37,713.87 on the petition date, a
sum far less than the $190,595.50 BOTW actually
received, even allowing for its right of setoff.
*4 BOTW objects to Schoenmann’s analysis for two
reasons. First, BOTW insists it is impermissible to
entertain a hypothetical preference action within a
hypothetical liquidation. Second, BOTW claims that
the deposit made by Tenderloin into its deposit
account would not meet the definition of an avoidable
preference. We find neither argument persuasive.

I. Section 547(b)(5) Does Not Forbid Courts from
Considering Hypothetical Preference Actions.
[3]
The text of the Bankruptcy Code, its legislative
history, and current practice in the bankruptcy courts
all support the conclusion that courts may entertain
hypothetical preference actions within hypothetical
chapter 7 liquidations. Further, our holding in LCO

A. Text and Legislative History
[4]

Statutory interpretation begins with the text.
Pakootas v. Teck Cominco Metals, Ltd., 830 F.3d 975,
980 (9th Cir. 2016). “If the meaning of the text is
unambiguous, the statute must be enforced according
to its terms.” Id.

Here, section 547(b)(5) permits the trustee to avoid any
transfer within ninety days of bankruptcy that enables
the creditor “to receive more than such creditor would
receive if—(A) the case were a case under chapter 7 of
this title; (B) the transfer had not been made; and (C)
such creditor received payment of such debt to the
extent provided by the provisions of this title.” 11
U.S.C. § 547(b)(5) (emphasis added). The phrase
“provisions of this title” appears to refer to the totality
of Title 11 of the Code, which includes the preference
provisions appearing in section 547. Accordingly, the
text clearly does not directly forbid courts from
considering hypothetical preference actions within a
hypothetical chapter 7 liquidation. However, since the
statute treats the issue globally, our understanding will
be refined by considering the legislative history of
section 547(b)(5).
Section 547 was included in the Bankruptcy Reform
Act of 1978.3 Pub. L. No. 95-598, 92 Stat. 2549 (1978).
Describing element 547(b)(5), the Senate Committee
Report states “the transfer must enable the creditor ...
to receive a greater percentage of his claim than he
would receive under the distributive provisions of the
bankruptcy code.” S. Rep. No. 95-989, at 87 (1978),
reprinted in 1978 U.S.C.C.A.N. 5787, 5873 (emphasis
added). The phrase “distributive provisions” might be
thought to narrow the hypothetical liquidation to
disbursement under chapter 7, but the very next
sentence clarifies the meaning of the phrase:
“Specifically, the creditor must receive more than he
would if the case were a liquidation case, if the transfer
had not been made, and if the creditor received
payment of the debt to the extent provided by the
provisions of the code.” Id. (emphasis added). The
House Report echoes this language: “A preference is a
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transfer that enables a creditor to receive payment of a
greater percentage of his claim against the debtor than
he would have received if the transfer had not been
made and he had participated in the distribution of the
assets of the bankrupt estate.” H.R. Rep. No. 95-595,
at 177 (1977), reprinted in 1978 U.S.C.C.A.N. 5963,
6138. The phrase “participate[s] in the distribution”
leaves room to assume the hypothetical chapter 7
trustee might initiate preference actions in conjunction
with the “distribution” of the assets of the estate.
*5 Evidence bearing more directly on this question
appears in the paragraphs that follow the general
overview of section 547(b)(5). The reports provide
The phrasing of the final element
changes the application of the
greater percentage test from that
employed under current law.
Under this language, the court
must focus on the relative
distribution between classes as
well as the amount that will be
received by the members of the
class of which the preferee is a
member. The language also
requires the court to focus on the
allowability of the claim for which
the preference was made. If the
claim would have been entirely
disallowed, for example, then the
test of paragraph (5) will be met,
because the creditor would have
received nothing under the
distributive provisions of the
bankruptcy code.
H.R. Rep. No. 95-595 at 372 (emphasis added); accord
S. Rep. No. 95-989 at 87. By invoking “allowability,”
which refers generally to whether payment of a claim
would violate some independent provision of the
Bankruptcy Code, the report suggests it is appropriate
to consider whether a hypothetical claim would be
affected by the preference provisions. There are
numerous cases that refer to the greater amount test as
implicating the “distributive provisions” of the Code,4
but in light of this history, we cannot exclude section
547 from the hypothetical chapter 7 “distribution.”

B. Current Practice Under the Bankruptcy Code
The view that courts may consider hypothetical
preference actions within hypothetical chapter 7
liquidations is bolstered by the fact that bankruptcy
courts are doing precisely that under two other
provisions of the code.
[5]

Section 1129(a)(7)(A)(ii) requires bankruptcy courts
to determine what creditors would receive under a
hypothetical chapter 7 liquidation, and then compare
that amount to what the same creditors would receive
under a chapter 11 reorganization. It provides that a
bankruptcy court may confirm a chapter 11 plan only
if each holder of an impaired claim “will receive or
retain ... property of a value, as of the effective date of
the plan, that is not less than the amount that such
holder would so receive or retain if the debtor were
liquidated under chapter 7 of this title on such date.”
11 U.S.C. § 1129(a)(7)(A)(ii). Although “[t]he
hypothetical liquidation analysis must be based on
evidence and not assumptions in order to meet the best
interests of creditors test,” Collier on Bankruptcy ¶
1129.02 n.98 (Alan N. Resnick & Henry J. Sommer
eds., 16th ed. 2016) [hereinafter “Collier”] (citing In re
MCorp Fin., Inc., 137 B.R. 219, 228–29 (Bankr. S.D.
Tex. 1992)), “a trustee’s avoiding powers in a
hypothetical chapter 7 case may [ ] affect the analysis,”
id. ¶ 1129.02.
*6 For instance, in In re Affiliated Foods, Inc., 249
B.R. 770 (Bankr. W.D. Mo. 2000), the court found the
statute “requires an estimation of the value of all of the
bankruptcy estate’s assets, including such hard to
determine values as disputed and contingent claims,
the potential disallowance of claims (under § 502(d)),
the probability of success and value of causes of action
held by the estate, and, in this case, potential
preference actions.” Id. at 788 (internal citation
omitted). Likewise, in In re Sierra-Cal, 210 B.R. 168
(Bankr. E.D. Cal. 1997), the court found “all
provisions applicable in a chapter 7 liquidation are to
be taken into account when the court determines what
sums would be paid to whom in a hypothetical
liquidation.” Id. at 174. It then applied two avoidance
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provisions in the hypothetical liquidation using the
facts and testimony in the record. See id. at 174–75
(concluding “a competent chapter 7 trustee would be
able to recover against [the creditor] under § 544 and §
549”).
Chapter 13 has a comparable “best interest of the
creditors” test that requires the same comparison.
Section 1325(a)(4) requires a bankruptcy court to
confirm a chapter 13 plan if, among other things, “the
value, as of the effective date of the plan, of property
to be distributed under the plan ... is not less than the
amount that would be paid on such claim if the estate
of the debtor were liquidated under chapter 7 of this title
on such date.” When administering this provision,
“court[s] must consider property that would be likely
to be recovered by a chapter 7 trustee’s use of the
avoiding powers.” Collier ¶ 1325.05; see also In re
Larson, 245 B.R. 609, 614 (Bankr. D. Minn. 2000)
(finding that in the hypothetical liquidation, the court
“must look not only at the Debtor’s assets as listed on
his schedules, but [it] must also consider the recovery
of assets by the trustee through fraudulent transfer and
preference actions”).
Lastly, we note that several courts have applied
hypothetical setoff analyses under section 553 within
hypothetical chapter 7 liquidations. See Durham v.
SMI Indus. Corp., 882 F.2d 881, 884 (4th Cir. 1989)
(“SMI would have been entitled to assert its right of
setoff under section 553(a) post-petition if the check
exchange had not been executed before Continental’s
petition was filed since both debts were incurred prepetition.”); Braniff Airways, Inc. v. Exxon Co., U.S.A.,
814 F.2d 1030, 1040 n.11 (5th Cir. 1987) (“The fact
that a setoff never actually took place does not affect
the analysis. The issue is whether Exxon hypothetically
had the right to a setoff, and because of this right it
was secured and therefore the payment received from
Braniff was not a voidable preference.”); Mason &
Dixon Lines, Inc. v. St. Johnsbury Trucking Co. (In re
Mason & Dixon Lines, Inc.), 65 B.R. 973, 976 (Bankr.
M.D.N.C. 1986) (“In the case at bar, had the debtor
not made the payment to the creditor carrier, the
creditor could have offset the debt prepetition
pursuant to section 553 or if the 30 days elapsed
postpetition had the offset amount as a secured claim
under section 506(a).”); Lingley v. Contractors Grp.,
Inc. (In re NEPSCO, Inc.), 55 B.R. 574, 576 (Bankr.

D. Maine 1985) (“Had the debtor in this case not paid
CGI the $6,221.56 prior to the filing of the Chapter 7
petition, CGI would have been entitled to a right of
setoff under 11 U.S.C. § 553(a).”). True, hypothetical
setoff analyses, unlike preference actions, do not
require that we assume a party will initiate an
adversary proceeding. That said, it would be odd to
permit bankruptcy courts conducting hypothetical
liquidations to look only to section 553, while ignoring
other chapter 5 provisions, like section 547.

C. Our Prior Holding in LCO poses no bar.
In response, BOTW relies on our decision in LCO,
which held “the hypothetical chapter 7 analysis
required by § 547(b)(5) must be based on the actual
facts of the case.” 12 F.3d at 940. Since Schoenmann
has not challenged the deposit in Tenderloin’s actual
liquidation, BOTW asserts we may not permit such a
challenge in a hypothetical liquidation. A close reading
of LCO reveals that this argument is misguided
because it improperly relies on the decision’s broad
language divorced from the context of the case.
*7 In LCO, the debtor, LCO Enterprises, leased
commercial space from a company named Lincoln. Id.
LCO fell behind in paying rent and filed for chapter 11
bankruptcy, leading LCO and Lincoln to restructure
their relationship. Id. Specifically, they changed the
terms of the lease agreement, and LCO disclosed the
terms of the revised agreement in its chapter 11 plan.
Id. LCO then faced the decision of whether it would
assume or reject the lease in bankruptcy. Id.
Importantly, under chapter 11, the debtor-inpossession (LCO) stands in the shoes of the trustee. 11
U.S.C. § 1107. Additionally, if the debtor was in
default on an unexpired lease before filing for
bankruptcy, the lease may not be assumed “unless, at
the time of assumption,” the trustee cures the default
and provides adequate assurance of future
performance. 11 U.S.C. § 365(b)(1)(A)–(C). LCO, as
trustee, assumed the revised lease and cured the
default, in compliance with section 365(b). LCO, 12
F.3d at 942. The reorganization plan was eventually
confirmed by the bankruptcy court. Id. at 940.
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Two months after confirmation, a chapter 11 trustee
was appointed to pursue any preferential payments. Id.
The trustee sued to recover several rent payments LCO
transmitted to Lincoln in the ninety days preceding the
filing of its bankruptcy. Id. The action turned on the
“greater amount test”; i.e., whether Lincoln received
more than it otherwise would have in a hypothetical
chapter 7 liquidation as of the petition date where the
prepetition rent payment had not been made. Id. at
941.
The trustee argued that in a hypothetical liquidation,
“a hypothetical chapter 7 trustee might have rejected
the lease,” giving Lincoln an unsecured claim for its
shortfall in rent, rather than the full payment it
received when the lease was assumed and the default
was cured. Id. at 942. The trustee also said the court
“should exercise its own independent judgment as to
whether, if the court were administering the estate
under chapter 7, it would have assumed or rejected the
lease” at the time of the chapter 11 bankruptcy. Id. We
rejected these arguments, holding “[t]he phrase
‘hypothetical chapter 7’ ... does not mean that the
bankruptcy court can construct its own hypothetical
from whole cloth or from only some of the facts.” Id.
at 944. Rather, “the hypothetical chapter 7 analysis
required by § 547(b)(5) must be based on the actual
facts of the case.” Id. at 940. Since the lease had been
assumed, “the [bankruptcy] court could neither
speculate that there was no lease nor assume that the
lease was rejected.” Id. at 944. Those assumptions
simply did not “reflect[ ] the facts at any time.” Id.
Moreover, under section 365(b), once the lease was
assumed, the requirement to cure any default was
mandated. This gave Lincoln a secured claim for all
outstanding prepetition rent in the hypothetical
liquidation, so it did not receive more than it otherwise
would, precluding satisfaction of the greater amount
test.5
Importantly, we also noted that if we deviated from
the actual facts in the case, and assumed that the
hypothetical chapter 7 trustee had rejected the lease,
the trustee would be allowed to recover payments it
was obligated to make to Lincoln to cure the default
pursuant to section 365(b). Id. at 943. In other words,
straying from the actual facts would permit “§ 547(b)
to circumvent the requirements of § 365(b).” Id. To
avoid such a statutory collision, we held “[t]he [t]rustee

cannot have his leased property and his rent payments,
too.” Id. at 943–44.
Mindful of this context, it is apparent that LCO
required fidelity to the actual facts in the case because
to hold otherwise under those circumstances would
have violated an independent statutory provision of
the Bankruptcy Code. Section 365(b) requires the
trustee to pay the landlord all outstanding rent when a
lease is assumed, but a preference action would permit
the trustee to recover the very prepetition rent
payments it owes the landlord under that provision. In
light of this conflict, we conclude that LCO must be
narrowly construed. To that end, courts that have
followed LCO’s holding have done so when presented
with the same statutory collision scenario. See In re
Kiwi Int’l Air Lines, Inc., 344 F.3d at 314 (“[T]he
assumption of a contract under 11 U.S.C. § 365 bars a
preference claim by a trustee.”); In re Superior Toy &
Mfg. Co., 78 F.3d 1169, 1174 (7th Cir. 1996) (“Section
547 and § 365 are mutually exclusive avenues for a
trustee. A trustee may not prevail under both. Nor
may a subsequent trustee pursue one course, when her
predecessor has pursued another.”).
*8 Adding further support for the interpretation that
LCO requires fidelity to the actual facts only when
doing otherwise would violate an independent
statutory provision, the opinion explicitly relies on the
Eleventh Circuit’s decision in Seidle v. GATX Leasing
Corporation, 778 F.2d 659 (11th Cir. 1985). See LCO,
12 F.3d at 943. There, a creditor held a chattel
mortgage on a debtor’s aircraft which secured
payments due under a note. Seidle, 778 F.2d at 660.
The debtor made partial payments on the note within
the ninety day period preceding its chapter 11
bankruptcy. Id. Once in bankruptcy, the debtor and
creditor entered into a court-approved stipulation
under 11 U.S.C. § 1110, obligating the debtor to cure
its default in exchange for the debtor’s continued use
of the aircraft. Id. at 661. The trustee later sued to
recover as preferential the prepetition payments made
on the note. Id. The court rejected the preference
action because the trustee was seeking to recover
payments it was obligated to make under the courtapproved stipulation. See id. at 665 (“Pursuant to the
section 1110 stipulation, a creditor is entitled to unpaid
pre-petition payments, as defaults; a trustee may not
later thwart the effect of the statute by challenging the
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validity of these transfers as preferences.”). As in LCO,
if the court assumed a hypothetical trustee would have
rejected the stipulation, it would be permitting a
preference action that would undermine an
independent statutory provision—section 1110.
[6]

In sum, LCO does not bar us in this case from
assuming in a hypothetical liquidation that the
hypothetical trustee would sue to recover the
$526,402.05 deposit. Unlike in LCO, permitting such
an action would not violate any other statutory
provision, and it is consistent with the text and
legislative history recited above.6 Having established
that section 547(b)(5) does not forbid courts from
entertaining hypothetical preference actions, we next
must determine if the deposit in this case would meet
the definition of an avoidable preference.

II. In the Hypothetical Liquidation, the Trustee
Would Avoid the Deposit as a Preference.
[7] [8] [9] [10]
Schoenmann concedes BOTW would have a
right of setoff in the hypothetical liquidation.7 BOTW
asserts it would exercise that right sometime after the
bankruptcy petition was filed. In that scenario, if we
permit the hypothetical preference action, BOTW will
have received more as a result of the debt payment
than it would have received in a hypothetical chapter 7
liquidation.8

Hypothetical Post-Petition Setoff
*9 [11] [12]“Where a creditor fails to exercise its right of
setoff prior to the filing of the petition it does not lose
the right, but must proceed in the bankruptcy court by
means of a complaint to lift the automatic stay so as to
be allowed to exercise its already existing right to
offset.” Durham v. SMI Indus. Corp., 882 F.2d 881,
884 (4th Cir. 1989) (internal quotation marks omitted).
In accordance with that procedure, in the post-petition
scenario BOTW would move to lift the stay, submit a
proof of claim, and then argue its right of setoff
entitles it to receive $190,595.50. “Mandatory claim
disallowance under § 502(d),” however, “is one
Bankruptcy Code provision that applies in chapter 7

liquidations.” In re Sierra-Cal, 210 B.R. at 173. “It
requires that the court disallow ‘any claim’ of any
entity from which property is recoverable by a trustee,
or that is the transferee of an avoidable transfer, unless
and until the property is turned over and the transfer is
paid.”9 Id. Pursuant to this provision, the bankruptcy
court likely would decide the trustee’s hypothetical
preference action before allowing BOTW’s claim. It
therefore would consider whether the deposit satisfies
the elements of section 547(b).

The Section 547(b) Elements.
[13]

As previously noted, section 547(b) requires that the
“transfer” be (1) to or for the benefit of a creditor, (2)
for or on account of an antecedent debt, (3) made
while the debtor was insolvent, (4) made within 90
days of the bankruptcy, and (5) one which permits the
creditor to receive more than it would in a hypothetical
liquidation where the challenged payment had not
been made. 11 U.S.C. § 547(b)(1)–(5). BOTW argues
that in the hypothetical preference action it would no
longer be a “creditor,” the deposit would not be “for
or on account of an antecedent debt,” and the deposit
would not constitute a “transfer.”10 We disagree.
In the hypothetical liquidation where the debt
payment had not been made, BOTW would still be a
creditor because it would be owed the $190,595.50 it
loaned to Tenderloin. Though it is a closer question,
the deposit also would be “for or on account of an
antecedent debt.” True, Tenderloin transferred the
$526,402.05 in proceeds having already satisfied its
preexisting debt, but the 1978 revision to the
bankruptcy statute defined preferences “solely with
respect to a payment’s effect on the size of the debtor’s
estate.” Marathon Oil Co. v. Flatau (In re Craig Oil
Co.), 785 F.2d 1563, 1566 (11th Cir. 1986); see also
Vern Countryman, The Concept of a Voidable
Preference in Bankruptcy, 38 Vand. L. Rev. 713, 748
(1985) (“The function of the preference concept is to
avoid prebankruptcy transfers that distort the
bankruptcy policy of distribution. Transfers that do
distort this policy do so without regard to the state of
mind of either the debtor or the preferred creditor.”).11
By that measure, in the hypothetical liquidation, the

© 2017 Thomson Reuters. No claim to original U.S. Government Works.

92

10

AMERICAN BANKRUPTCY INSTITUTE
Harner, Michelle 3/14/2017
For Educational Use Only
In re Tenderloin Health, FKA Continuum HIV Day Services, --- F.3d ---- (2017)
2017 WL 894461

deposit would have the effect of diminishing the funds
available to Tenderloin’s creditors because it would
increase the size of BOTW’s secured claim against the
bankruptcy estate. The deposit would also constitute a
“transfer” under the terms of the Bankruptcy Code. It
would subject the funds to BOTW’s security interest,
give BOTW title to the funds, and deplete the assets
available for distribution to Tenderloin’s creditors.
Tenderloin therefore would be “disposing of or parting
with ... an interest in property.” 11 U.S.C. §
101(54)(D); see also Bernard v. Sheaffer (In re
Bernard), 96 F.3d 1279, 1282 (9th Cir. 1996) (finding
that “depositing money into a bank account is a
transfer” and correspondingly concluding that
withdrawing money from a bank account is a
transfer).
*10 Arguing to the contrary, BOTW invokes New
York County National Bank v. Massey, 192 U.S. 138,
24 S.Ct. 199, 48 L.Ed. 380 (1904). There, the Supreme
Court observed that
a deposit of money to one’s credit
in a bank does not operate to
diminish the estate of the
depositor, for when he parts with
the money he creates at the same
time, on the part of the bank, an
obligation to pay the amount of
the deposit as soon as the
depositor may see fit to draw a
check against it. It is not a
transfer of property as a payment,
pledge, mortgage, gift or security.
Id. at 147, 24 S.Ct. 199 (emphasis added). For several
reasons, we are not persuaded by BOTW’s invocation
of Massey. As previously noted, “[i]n 1978, Congress
fundamentally restructured bankruptcy law by passing
the new Bankruptcy Code.” Begier v. Internal Revenue
Service, 496 U.S. 53, 63, 110 S.Ct. 2258, 110 L.Ed.2d
46 (1990). Among other changes, Congress elected to
expand the Code’s definition of the term “transfer.”12
S. Rep. No. 95-989 at 27; accord H.R. Rep. No. 95-595
at 314. Pursuant to the revision, “any transfer of an
interest in property is a transfer, including a transfer of
possession, custody, or control even if there is no
transfer of title, because possession, custody, and

control are interests in property.” Id. Applying that
definition, the committee reports state squarely that
“[a] deposit in a bank account or similar account is a
transfer.” Id. The Massey court had no occasion to
contemplate these amendments; it considered only the
Bankruptcy Code’s former and narrower definition of
“transfer.”
We, however, had occasion to consider the revised
definition of “transfer” in Bernard v. Sheaffer, 96 F.3d
at 1282. There, the debtors withdrew money from an
account and placed it in a safe. Id. at 1281. They
argued that withdrawals did not constitute transfers
because the assets “merely changed form.” Id. at 1282.
We held that the debtors’ argument “fail[ed] to take
proper account of the Bankruptcy Code’s definition of
‘transfer,’ which is extremely broad.” Id. (emphasis in
original). Recognizing that title passes to the bank
when funds are deposited, we said the debtors owned
only “claims against their bank.” Id. at 1283. “When
they withdrew from their accounts,” however, “they
exchanged debt for money” and thus “parted with
property, satisfying the Code’s definition of transfer.”
Id. “Under the holding in Bernard, there is no
ambiguity around the definition of a transfer;
withdrawals and deposits into bank accounts clearly
qualify.” A & H Ins., Inc. v. Huff (In re Huff), No. 1205001-BTB, 2014 WL 904537, at *6 (9th Cir. BAP
Mar. 10, 2014). As is the case here, a deposit
“exchange[s] money for debt ... result[ing] in a ‘parting
with’ property under the holding in Bernard as a
matter of law.” Id.; see also Batlan v. Bledsoe (In re
Bledsoe), 569 F.3d 1106, 1113 (9th Cir. 2009)
(invoking Bernard’s interpretation of “transfer” in the
context of another section of the Bankruptcy Code).13
*11 [14]Next, even though “[a] debtor’s bank deposit
ordinarily constitutes a transfer of the debtor’s
property to the title and possession of the bank,” some
courts nonetheless have asked “whether this ‘transfer’
is of a kind [that] section 547 invalidates.” Collier ¶
547.03[1][b] (emphasis added) (citing New Jersey Nat’l
Bank v. Gutterman (In re Applied Logic Corp.), 576
F.2d 952 (2d Cir. 1978); Katz v. First Nat’l Bank of
Glen Head, 568 F.2d 964 (2d Cir. 1977)). Though we
doubt such an inquiry is warranted when deciding
whether a transaction constitutes a transfer,14 even
assuming it is, the asserted standard is met here.
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The pertinent question is whether the deposit
depletes the assets of the estate available for
distribution to creditors. See Begier, 496 U.S. at 58,
110 S.Ct. 2258 (stating that the preference provision is
designed to “preserve the property includable within
the bankruptcy estate”).15 On the specific facts of this
case, as noted before, the deposit would have that
effect. No bankruptcy creditor had an interest as far as
we are aware in Tenderloin’s real property. Moreover,
if the deposited funds had not been transferred—and
therefore remained in escrow—they would have passed
to the estate and thus to other creditors. Through the
deposit, however, one creditor—BOTW—gained a
beneficial interest in the funds. BOTW also became
indebted to Tenderloin for $564,115.92, and
correspondingly increased its right to exercise a setoff
for the full amount of its loan. The deposit therefore
represents the kind of pre-petition “transfer” that the
preference provisions target. See, e.g., Meoli v. The
Huntington Nat’l Bank (In re Teleservices Grp., Inc.),
469 B.R. 713, 744–47 (W.D. Mich. 2012) (stating that
“Massey has become an anachronism” and finding
that a deposit in a bank account pledged as collateral
for a loan fits the definition of an avoidable transfer);
Ivey v. First Citizens Bank & Trust Co., 539 B.R. 77, 87
n.14 (M.D.N.C. 2015) (noting that in Teleservices “a
part of the transfers were deposits into bank accounts
that themselves served as security for the line of credit
that the defendant bank extended to debtor.
Therefore, whether or not the bank actually exercised
its rights against the accounts, the deposits themselves
created an actual or potential diminution of the estate
by subjecting the funds to the bank’s power under this
credit agreement” (citation omitted)).
*12 [16]The implication of the above is that if BOTW
sought to exercise its right of setoff after the petition
was filed, the hypothetical preference challenge to the
deposit would still be successful. As a consequence,
Tenderloin’s account functionally would contain
$37,713.87 on the petition date, a sum far less than the
$190,595.50 BOTW received, even allowing for its
right of setoff.16 Under the hypothetical facts, the
trustee could demonstrate that the elements of section
547(b)(5) would be met.17

CONCLUSION
We hold that courts may entertain hypothetical
preference actions within section 547(b)(5)’s
hypothetical liquidation when such an inquiry is
factually warranted, supported by appropriate
evidence, and so long as the hypothetical preference
action would not result in a direct conflict with
another section of the Bankruptcy Code.
*13 Here, the undisputed facts demonstrate that
BOTW received two transfers simultaneously within
ninety days of Tenderloin’s bankruptcy. We are also
satisfied that in a hypothetical liquidation where the
debt payment had not been made, the hypothetical
bankruptcy trustee would challenge as preferential the
$526,402.05 deposit, as would any reasonable
bankruptcy trustee. Once we permit such a
hypothetical preference action, Schoenmann can
demonstrate that BOTW received more as a result of
the debt payment than it would in a hypothetical
chapter 7 liquidation. As a consequence, the trustee
can prove each required element of his claim, and
BOTW has not shown it is entitled to judgment as a
matter of law.
We REVERSE the district court’s judgment in favor
of BOTW. BOTW’s summary judgment motion is
therefore DENIED, and the matter is REMANDED
to the district court with directions to remand the
matter to the bankruptcy court for further proceedings
consistent with this opinion. Appellee shall bear costs
on appeal. Fed. R. App. P. 39(a)(3).
REVERSED and REMANDED.

KORMAN, District Judge, concurring in part and
concurring in the judgment:
I concur in the decision to reverse and remand to the
bankruptcy court, and join all but Part II of the
majority opinion. I agree that, under the circumstances
of this case, applying 11 U.S.C. § 547(b)(5)’s “greater
amount” test requires us to construct a hypothetical
liquidation, and that in so doing, we may consider
whether a reasonable trustee would bring and win a
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preference action within the hypothetical Chapter 7
proceedings. I cannot, however, join in the liquidation
that the majority constructs in this case, because I
cannot agree that the entirety of the $526,402.05
deposit was itself a preferential transfer subject to
clawback under 11 U.S.C. § 547.
The majority is correct that Bernard v. Sheaffer, 96
F.3d 1279 (9th Cir. 1996), binds us to begin with the
premise that a bank deposit is a “transfer” under the
modern Bankruptcy Code, see also Maj. Op. at –––– –
––––.1 But the ultimate issue is not merely whether
Tenderloin’s deposit was a transfer, but whether it was
a preferential one. On the latter question, the
majority’s position runs headlong into Justice
Brandeis’s seminal opinion in New York County
National Bank v. Massey, 192 U.S. 138, 147, 24 S.Ct.
199, 48 L.Ed. 380 (1904). The majority does not ignore
Massey; nevertheless, its treatment of that case almost
totally elides what Massey has to say about the central
question presented here.
Instead of engaging Massey’s analysis of what makes a
preference, the majority opinion focuses at length on
whether, in light of the expanded definition of
“transfer” that Congress adopted in 1978, Massey still
means that deposits are not transfers. The trouble is
that Massey never meant that at all. The Massey Court
“never said that customer deposits were not transfers.”
Meoli v. The Huntington Nat’l Bank (In re Teleservices
Grp., Inc.), 469 B.R. 713, 745 (Bankr. W.D. Mich.
2012) (emphasis added), cited at Maj. Op. at –––– – ––
––. Rather, it said that such deposits were not
preferential within the meaning of the bankruptcy laws
solely because they create a right of setoff in a creditor.
Massey, 192 U.S. at 147, 24 S.Ct. 199 (“[A] deposit of
money ... in a bank does not operate to diminish the
estate of the depositor.” (emphasis added)).
The question is whether Massey’s holding, that the
creation of a setoff right does not suffice to make a
preference, has survived Congress’s creation of the
contemporary scheme governing preferences and
setoff. In that respect, the Massey Court faced a
similar statutory landscape to the one we do now. The
1898 Act provided that an insolvent debtor’s transfer
was preferential only if it “enable[d] any one of his
creditors to obtain a greater percentage of his debt
than any other of such creditors of the same class.” §

60(a), 30 Stat. 544, 562. Nevertheless, it expressly
authorized the setoff of mutually owing debts without
providing an exception applicable when a setoff would
improve the bank’s position. Id. § 68(a), 30 Stat. at
565. The Court held that the preservation of setoff
indicated Congress’s intent that the creation and
exercise of a setoff right exist as an exception to the
Act’s definition of a preferential transfer. Massey, 192
U.S. at 147, 24 S.Ct. 199. After all, setoff (and the
creation of a setoff right) always favors offsetting
creditors, who “receive[ ] a preference in the fact that,
to the extent of the set-off [right], [they are] paid in
full.” Id. As Justice Brandeis explained, to “enlarge the
scope of the statute defining preferences so as to
prevent setoff in cases coming within the terms of [the
provision authorizing setoff]” would “defeat”
Congress’s choice to preserve setoff under those terms.
Id.
*14 In enacting the 1978 Act, or any of the numerous
subsequent amendments to the Bankruptcy Code,
Congress could have included the creation or exercise
of a setoff right in the roster of transactions that are
avoidable under § 547, but it did not. Instead, it
preserved the basic feature of the 1898 Act on which
Massey relied—the treatment of preferential transfers
and setoff rights in separate provisions subject to
different rules. Like § 68(a) of the 1898 Act, § 553 of
the post-1978 Code is an entirely separate provision
that subjects setoffs, exclusively, to different rules than
those applicable to the recovery of preferences
generally. See, e.g., Woodrum v. Ford Motor Credit Co.
(In re Dillard Ford, Inc.), 940 F.2d 1507, 1512 (11th
Cir. 1991).
Because that structure is unchanged, to hold that the
creation of a setoff right that the Code preserves under
the terms of § 553 may be preferential under § 547
would, as in Massey, “operate to enlarge the scope of
the statute defining preferences so as to prevent [the
exercise of] set-off in cases coming within the terms of
[§ 553].” As in Massey, a preference is still defined as a
transfer that leaves the receiving creditor better off
than it otherwise would have been. See 11 U.S.C. §
547(b)(5), see also Maj. Op. at –––– (“The pertinent
question is whether the deposit depletes the assets of
the estate available for distribution to creditors.”).
Setoff rights are still preserved, subject to more
forgiving limitations than transfers generally. Compare
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11 U.S.C. § 553(b) with § 547(b).2 And as a matter of
economic reality, the creation and exercise of those
rights still advantage some creditors in a way that
would—but for Massey’s limiting construction—meet
the hornbook definition of a preference.
Concededly, Massey interpreted the text of a different
statute than the one before us today. Nevertheless, the
ultimate question in any statutory interpretation case
is the intent of Congress, and the Supreme Court has
instructed that “Congress is presumed to be aware of
a[ ] ... judicial interpretation of a statute and to adopt
that interpretation when it re-enacts a statute without
change.” Lorillard v. Pons, 434 U.S. 575, 580, 98 S.Ct.
866, 55 L.Ed.2d 40 (1978). There is no indication that
Congress meant to disrupt Massey’s bedrock holding
when it enacted a new bankruptcy law, but preserved
the structure that formed the essential basis for the
Supreme Court’s analysis. In such circumstances, we
should be mindful not only of Congress’s intent, but of
the fact that “only [the Supreme] Court may overrule
one of its precedents.” See Thurston Motor Lines, Inc.
v. Jordan K. Rand, Ltd., 460 U.S. 533, 535, 103 S.Ct.
1343, 75 L.Ed.2d 260 (1983) (per curiam).
In a footnote, the majority opinion also argues that
this case is distinguishable from Massey because “the
accounts were pledged as security on an antecedent
loan, and the deposit itself would render BOTW fully
secure.” Maj. Op. at –––– n.13. Certainly, the creation
of a new lien would have made a preferential transfer.
Nevertheless, the fact that Tenderloin took the funds
out of escrow and deposited the money made no
difference to the bank’s security position. All of
Tenderloin’s personal property was subject to the same
floating lien, including its general intangibles. Those
included Tenderloin’s contractual right to be paid the
funds out of escrow. See In re Merten, 164 B.R. 641,
643 (Bankr. S.D. Cal. 1994). Tenderloin’s interest in
those funds would have been identically encumbered,
and BOTW identically secured, if the money had
stayed in escrow indefinitely, or transferred out of
escrow and into a safe in Tenderloin’s offices.
*15 Because Massey’s reasoning applies with the same
force today as it did in 1904, I cannot join in the
majority’s holding that the $526,402.05 deposit was a
preference subject to attack under § 547. I would have
the hypothetical bankruptcy court treat Tenderloin’s

account as containing the full $564,115.92 as of the
petition date, and proceed to apply 11 U.S.C. § 553 to
determine what portion of that amount BOTW could
set off against Tenderloin’s $190,595.50 debt.3
Section 553 does not preserve setoff rights without
limitation. Rather, creditors may only set off subject to
the strictures imposed by § 553(b), a “miniature
preference provision akin to [§ 547].” Eckles v. Petco
Inc., Interstate (In re Balducci Oil Co., Inc.), 33 B.R.
847, 852 (Bankr. D. Colo. 1983). Much like § 547(b)
does for transfers, § 553(b) directs us to apply an
improvement-of-position test—it disallows setoff to
the extent that the creditor was better secured on the
date of setoff than it was on the first day it became
undersecured (or 90 days before bankruptcy, if an
insufficiency existed at the start of the preference
period).
To be sure, there is some question whether § 553(b)
applies to limit actual post-petition setoffs. See
COLLIER ON BANKRUPTCY ¶ 553.09[2][c] (noting
division of authority). But as the Fifth Circuit has
noted, the safeguards of § 553(b) are unnecessary postpetition in an actual liquidation, where the need to
proceed by application to lift the automatic stay gives
the bankruptcy judge an opportunity to weigh the
equities of allowing or denying the creditor’s claim.
Braniff Airways, Inc. v. Exxon Co., U.S.A., 814 F.2d
1030, 1041 n.13 (5th Cir. 1987).
By contrast, in a hypothetical liquidation, there is no
such gatekeeper to protect other claimants. There is of
course no actual bankruptcy judge available to
exercise discretion in such a case, and it would push
the already somewhat strained boundaries of our
hypothetical analysis too far to exercise our own
discretion, sitting as a three-headed hypothetical
bankruptcy judge, weighing the imaginary equities of a
fantasy liquidation. The majority asserts that this adds
a new variable to what is supposed to be a controlled
experiment, Maj. Op. at –––– – –––– n.16, but so
would exercising our own discretion—by substituting
our judgment for that of the real bankruptcy judge.
We cannot construct a hypothetical bankruptcy judge
to review a hypothetical application to lift the stay. So
to analyze a hypothetical post-petition setoff without
applying § 553(b) would allow preference defendants
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to “have it both ways” by avoiding both the statutory
improvement-in-position test and the bankruptcy
court’s equitable oversight. Braniff Airways, 814 F.2d
at 1041 n.13. Like the Fifth Circuit, I would “decline
to let [BOTW] have it both ways,” and hold that if it
wants to defend a preference action by relying “on a
pre-petition right to setoff pursuant to [§] 553, it must
comply with ... [§] 553(b).” Id.
*16 The ensuing analysis is straightforward. Section
553(b) directs that an offsetting creditor cannot
improve its secured position relative to where it stood
on the date of the first insufficiency. At all relevant
times, Tenderloin owed BOTW $190,595.50. Adopting
the majority’s working assumption that on the 90th
day before the petition, Tenderloin’s bank balance was
$173,015.00, this left an insufficiency of $17,580.50
relative to its debt. Assuming that Tenderloin’s debt
balance remained unchanged through the petition
date, § 553(b) would allow BOTW to recover at most
$173,015.00 in a hypothetical post-petition setoff. I
assume that, like any diligent creditor, the bank would
take as much as it could, claiming that amount in full.

Since BOTW received $190,595.50 during the 90 days
before bankruptcy, but only would have received
$173,015.00 in a hypothetical liquidation, the trustee
has made out a prima facie case that the $17,580.50
difference is voidable as a preference. So like the
majority, I would reverse the judgment below and send
the case back to the bankruptcy court for further
proceedings. I would further instruct the bankruptcy
court to limit further proceedings to considering
BOTW’s affirmative defenses, and then—to the extent
that those do not carry the day on remand, and after
resolving any factual dispute as to the amount of
Tenderloin’s account balances on the relevant dates—
to enter judgment for the trustee in the amount given
by applying the foregoing analysis.

All Citations
--- F.3d ----, 2017 WL 894461

Footnotes
*

The Honorable Edward R. Korman, United States District Judge for the Eastern District of New York, sitting by designation.

1

There appears to be a factual dispute concerning the amount in Tenderloin’s deposit accounts on the date ninety days preceding
the filing of its bankruptcy. We need not resolve this dispute because the difference in the amounts is not material to the
outcome.

2

It may at first blush seem incongruous to ask what the creditor would have received if “the case were a case under chapter 7,”
given that this matter is in fact a chapter 7 liquidation. The reference to chapter 7, however, defines the character of the
hypothetical bankruptcy, which is then used as a point of comparison to see if the pre-petition payments rendered the preferred
creditor better off. We have previously recognized that a preference action is permissible under section 547(b), even when filed
in conjunction with a chapter 7 liquidation. See, e.g., USAA Fed. Savings Bank v. Thacker (In re Taylor), 599 F.3d 880, 885–88 (9th
Cir. 2010) (affirming decision concerning a preference action brought in the course of a chapter 7 liquidation); Busseto Foods, Inc.
v. Charles Laizure (In re Laizure), 548 F.3d 693, 695 (9th Cir. 2008) (chapter 7 trustee brought preference action); Wood v. Stratos
Prod. Dev., LLC (In re Ahaza Sys., Inc.), 482 F.3d 1118, 1122 (9th Cir. 2007) (same).

3

The preference provisions first appeared as sections 60a and 60b of the Bankruptcy Act of 1898. See The Bankruptcy Act of 1898
§ 60, Ch. 541, 30 Stat. 544, 562 (1898). The Bankruptcy Reform Act of 1978 superseded those provisions but retained the same
basic elements.

4

See, e.g., Guttman v. Constr. Program Grp. (In re Railworks Corp.), 760 F.3d 398, 402 (4th Cir. 2014) (stating that under section
547(b)(5), a transfer “must enable the creditor to receive a greater percentage of its claim than it would under the normal
distributive provisions in a liquidation case under the Bankruptcy Code”); Kimmelman v. Port Auth. of N.Y. & N.J. (In re Kiwi Int’l
Air Lines, Inc.), 344 F.3d 311, 321 (3rd Cir. 2003) (observing a “trustee could not satisfy § 547(b)(5) because the pre-petition
payments did not improve the creditor’s position under the distributive provisions of the Bankruptcy Code”).
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5

“If a creditor is fully secured, a prepetition transfer to him is not preferential because the secured creditor is entitled to 100% of
his claim.” LCO, 12 F.3d at 941.

6

Additionally, though BOTW is correct that we are permitting the hypothetical trustee to do something the actual trustee did not
do, the actual trustee had no incentive to challenge the deposit when the bankruptcy was filed. BOTW turned over the
$564,276.83 in Tenderloin’s accounts on November 12, 2012. The trustee then brought this action in the bankruptcy court
roughly one month later. These facts are significant because the voluntary turnover to the trustee of the property subject to a
creditor’s right of setoff generally precludes any subsequent claim of setoff by the creditor. See Citizens Bank of Md. v. Strumpf,
516 U.S. 16, 20, 116 S.Ct. 286, 133 L.Ed.2d 258 (1995) (noting that requiring a creditor immediately to turnover funds on account
“would divest the creditor of the very thing that supports the right of setoff”); In re Mauch Chunk Brewing Co., 131 F.2d 48, 49
(3d Cir. 1942) (finding that when trustee withdrew funds from account with bank’s knowledge of bankruptcy filing, bank’s
acquiescence was “tantamount to renunciation of its privilege of setoff”). If BOTW loses this preference action, it might be able
revive its right of setoff given “court[s] may remedy the effect of an inadvertent, involuntary or improper dissipation of the
creditor’s interest.” COLLIER ¶ 553.07; see also In re Archer, 34 B.R. 28, 31 (Bankr. N.D. Tex. 1983) (finding where bank had
mistakenly turned over property it did not intentionally waive its right of setoff). Still, even allowing for that possibility, it would
not be reasonable to assume the trustee had an incentive to challenge the deposit from the outset of this proceeding. BOTW had
turned over the funds that supported the right of setoff, so there was little reason for the trustee to fear BOTW would later
assert such a right if the preference action was successful and the bank disgorged the debt payment.

7

“The right of setoff (also called ‘offset’) allows entities that owe each other money to apply their mutual debts against each
other, thereby avoiding the absurdity of making A pay B when B owes A.” Newbery Corp. v. Fireman’s Fund Ins. Co., 95 F.3d 1392,
1398 (9th Cir. 1996) (quotation marks omitted). There is no federal right of setoff, but “11 U.S.C. § 553(a) provides that, with
certain exceptions, whatever right of setoff otherwise exists is preserved in bankruptcy.” Citizens Bank of Md. v. Strumpf, 516
U.S. 16, 18, 116 S.Ct. 286, 133 L.Ed.2d 258 (1995). California law recognizes a bank’s right to setoff against a depositor’s account.
Kruger v. Wells Fargo Bank, 11 Cal.3d 352, 357–58, 113 Cal.Rptr. 449, 521 P.2d 441 (1974). Accordingly, BOTW’s right of setoff is
preserved in the hypothetical liquidation if it meets the requirements of section 553. Three conditions must be shown: “(1) the
debtor owes the creditor a prepetition debt; (2) the creditor owes the debtor a prepetition debt; and (3) the debts are mutual.”
United States v. Carey (In re Wade Cook Fin. Corp.), 375 B.R. 580, 594 (9th Cir. BAP 2007). In a hypothetical liquidation as of the
petition date, these requirements are met. Tenderloin, the debtor, would owe BOTW, the creditor, a prepetition debt because
the alleged preferential transfer would not have taken place, meaning the loan balance ($190,595.50) would be outstanding.
BOTW would owe Tenderloin a prepetition debt arising from the deposit of the property sale proceeds. See Strumpf, 516 U.S. at
21, 116 S.Ct. 286 (explaining banks obtain title to deposited funds subject to a promise to pay the depositor); Bank of Marin v.
England, 385 U.S. 99, 101, 87 S.Ct. 274, 17 L.Ed.2d 197 (1966) (“The relationship of bank and depositor is that of debtor and
creditor, founded upon contract.”). Finally, the debts are mutual because they involve obligations owed between the same
parties.

8

The result would not be different even if BOTW were to argue that it would exercise its hypothetical setoff right prior to the filing
of the petition. Prepetition setoffs are generally challenged in three ways, only one of which would apply here. Section 553(b)
provides that if a creditor exercises a setoff within ninety days of the bankruptcy, the trustee may recover the amount by which
the creditor improved its position between the ninetieth day before the filing and the date of the bankruptcy. See 11 U.S.C. §
553(b). Ninety days before filing, Tenderloin’s accounts contained approximately $173,015.00. We also must assume that BOTW
would elect to setoff the full $190,595.50. BOTW would thus improve its position by $17,580.50 under this scenario. The trustee
would be able to recover that amount from BOTW. At bottom, if BOTW exercised its hypothetical setoff right prior to the filing of
the petition, it still received more in reality than it would in the hypothetical liquidation because it actually received $190,595.50,
but would receive only $173,015.00 in the hypothetical.

9

“The § 502(d) disallowance is in the nature of an affirmative defense to a proof of claim and does not provide independent
authority for affirmative relief against the creditor.” In re Sierra-Cal, 210 B.R. at 173.

10

BOTW does not dispute the other section 547(b) elements, and they appear to be satisfied. The deposit was made on June 13,
2012, so it occurred within ninety days of the filing of the petition. 11 U.S.C. § 547(b)(4)(A). In the absence of the deposit, BOTW
would not have been able to setoff the full $190,595.50, so the trustee could satisfy the “greater amount test.” Id. § 547(b)(5).
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Notably, a debtor’s subjective intent may be relevant in determining the applicability of an affirmative defense. See, e.g., 11
U.S.C. § 547(c)(2) (providing there is no preference where a payment was made according to ordinary business terms); In re Craig
Oil Co., 785 F.2d at 1566 (“[A] creditor’s state of mind is now immaterial in finding a preference. ... It does not follow from the
above that a debtor’s state of mind or motivation is likewise immaterial in applying the preference exception of § 547(c)(2).”).

12

In 1904, a transfer was defined “to include the sale and every other and different method of disposing of or parting with
property, or the possession of property, absolutely or conditionally, as a payment, pledge, mortgage, gift, or security.” Massey,
192 U.S. at 146, 24 S.Ct. 199; see also The Bankruptcy Act of 1898 § 1, Ch. 541, 30 Stat. 544, 545 (1898). Today, the parting may
be with a mere “interest in property” and need not be done “as a payment, pledge, mortgage, gift, or security.” See 11 U.S.C. §
101(54); Smiley v. First Nat’l Bank of Belleville (Matter of Smiley), 864 F.2d 562, 565 (7th Cir. 1989) (“[W]e find that the narrow
definition of ‘transfer’ ... can no longer be the law since the Bankruptcy Reform Act took effect.”).

13

Massey is also factually distinguishable. Here, unlike in Massey, the accounts were pledged as security on an antecedent loan,
and the deposit itself would render BOTW fully secure. Cf. Smith, 265 F.3d at 964 (“[P]ayments that change the status of a
creditor from partially unsecured to fully secured at the time of petition may be preferential.”); Porter v. Yukon Nat’l Bank, 866
F.2d 355, 359 (10th Cir. 1989) (finding transfer preferential where “the effect of the transfer was to change the status of the Bank
from that of a partially unsecured creditor to that of a fully secured creditor”). It is also worth noting that the Supreme Court
instructs us to look to the “actual effect” of the deposit in bankruptcy, Palmer Clay Prods. Co. v. Brown, 297 U.S. 227, 229, 56 S.Ct.
450, 80 L.Ed. 655 (1936), and as explained further below, the deposit would deplete the estate’s assets. The concurrence is
simply incorrect in stating that the deposit “made no difference to the bank’s security position.” BOTW’s security interest only
attached because the deposited funds were transferred out of escrow.

14

Both of the cited decisions were decided prior to the 1978 amendments to the Bankruptcy Code. In addition, the “diminution of
estate” doctrine is used “to determine whether property that is transferred belongs to the debtor,” not whether a transaction
constitutes a transfer. See Adams v. Anderson (In re Superior Stamp & Coin Co.), 223 F.3d 1004, 1007 (9th Cir. 2000). To the
extent that BOTW insists the deposit was not a transfer “of an interest of the debtor in property,” see id. that argument has been
waived, Officers for Justice v. Civil Serv. Comm’n, 979 F.2d 721, 726 (9th Cir. 1982). Finally, the concurrence concedes that the
deposit is a “transfer,” but insists it is not the right kind of transfer because Massey allegedly controls when determining “what
makes a preference.” We are convinced that satisfying the elements of § 547(b) “makes” a transfer “a preference,” and the
concurrence does not disagree that those elements would be satisfied here.

15

The key aspect of this investigation is not whether the exercise of a setoff right depletes the estate’s assets, see Concurrence at 3,
as that necessarily is true in every case. The question is whether the deposit depletes the estate’s assets because deposits do not
always afford the bank a right of setoff, nor are deposit accounts always pledged as security for a loan.

16

We decline to adopt the post-petition setoff analysis suggested by the concurrence. First, though there is no question that setoffs
are governed by section 553, the trustee has never argued that it would challenge a hypothetical post-petition setoff. Instead,
Schoenmann asserts only that the hypothetical trustee would challenge the deposit as an avoidable preference. Next, while the
exercise of a setoff results in a permissible preference because it does not constitute a transfer under the Bankruptcy Code,
COLLIER ¶ 553.09[1][a], here we have a pre-petition transfer that renders a creditor fully secure, and thus it is not immune from
preference liability. See supra at 27 n.13. Lastly, though the concurrence applies section 553(b) to a hypothetical post-petition
setoff, the plain language of the statute indicates that section 553(b) applies only to pre-petition setoffs. See 11 U.S.C. § 553(b)(1)
(stating that “if a creditor offsets a mutual debt owing to the debtor against a claim against the debtor on or within 90 days
before the date of the filing of the petition, then the trustee may recover from such a creditor the amount so offset” subject to
certain conditions (emphasis added)); see also Collier ¶ 553.09[2][c] (“The better result is to limit section 553(b) to setoffs
actually taken prepetition. In addition to remaining true to the language of the text, that result is consistent with the underlying
purpose of section 553, which it to encourage creditors not to take setoffs by generally preserving their setoff rights.”).

17

BOTW mentions in passing one hypothetical affirmative defense—that the bank “would not be liable pursuant to 11 U.S.C. §
550.” Since BOTW does not develop the argument, however, we decline to reach it. See W. Watersheds Project v. Kraayenbrink,
632 F.3d 472, 499 (9th Cir. 2010); Int’l Healthcare Mgmt. v. Hawaii Coalition for Health, 332 F.3d 600, 609 (9th Cir. 2003).
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The circuits are divided on this question. See Ivey v. First Citizens Bank & Trust Co. (In re Whitley), 848 F.3d 205, 208–10 (4th Cir.
2017) (noting the split and reaffirming the Fourth Circuit’s pre-1978 position that deposits into one’s own bank account ordinarily
are not “transfers”).

2

Indeed, the bankruptcy judge in Meoli v. The Huntington Nat’l Bank (In re Teleservices Grp., Inc.), 469 B.R. 713 (Bankr. W.D. Mich.
2012), quoted by the majority, was discussing § 553(b)’s effect on the treatment of setoffs when it labeled Massey an
“anachronism.” Id. at 746, quoted at Maj. Op. at –––– – ––––. Its point was not that Congress no longer intended the law
governing setoffs to function as an exception to the law governing preferences generally, but that the enactment of § 553(b) had
“addressed preferential setoffs,” by providing special terms on which they, although not subject to § 547, could be clawed back.
Id. at 745–46. In any case, the court in Meoli had no cause to consider whether the creation or exercise of a setoff right could
render a transfer preferential—the transfers at issue in Meoli were voidable not because they were preferential, but because
they were fraudulent. See id. at 747.

3

The majority opinion faults me for analyzing the permissibility of a post-petition setoff when the trustee has not raised the issue
(having relied whole-hog on its argument that the deposit itself was a preference). Maj. Op. at –––– – –––– n.16. This case raises
the important question of how to measure the preferential impact of commonplace bank deposits, which will often turn on the
permissible extent of a hypothetical post-petition setoff. “It is important that we address the proper legal standards” for
bankruptcy courts to apply in addressing the ultimate issue presented here, and we may reach questions “intimately bound up
with” that issue, though not raised by the parties, in order to do so. See Kolstad v. Am. Dental. Ass’n, 527 U.S. 526, 540, 119 S.Ct.
2118 (1999).

End of Document
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ORDER
James R. Sacca, U.S. Bankruptcy Court Judge
*1 The issue before the Court is what does “interest at
the legal rate” mean under Section 726(a)(5) of the
Bankruptcy Code for purposes of a distribution on
unsecured claims in a Chapter 7 case if the estate has
sufficient assets to pay post-petition interest on those
claims. Does the phrase mean interest at the federal
judgment rate or does it mean the applicable nonbankruptcy rate on the unsecured claim that existed
prepetition?1
The leading case interpreting this phrase to mean the
federal judgment rate is In re Cardelucci, 285 F.3d
1231 (9th Cir. 2002). Cardelucci considered this issue in
the context of a Chapter 11 plan confirmation. In that
case, the Ninth Circuit Court of Appeals held that
Section 726(a)(5) requires interest to be paid at the
federal judgment rate for the following reasons: (1)
Congress chose the more specific language of “interest
at the legal rate” instead of the more general,

originally proposed language of “interest on claims
allowed” and the chosen language used the more
definite “the” instead of an indefinite “a” or “an”,
thereby indicating Congressional intent for an interest
rate derived from a common, single source, that being
the federal statute awarding interest on judgments; (2)
the federal judgment rate is consistent with the general
rule that post-petition interest is procedural in nature
and, therefore, dictated by federal law, entitling a
creditor to an award of interest pursuant to a federal
statute; (3) a single, uniform rate is equitable to all
unsecured creditors and ensures that no single creditor
receives a disproportionate share of assets; and (4)
trustees should not be burdened by having to
determine and calculate the appropriate rate for each
individual unsecured creditor.2 In re Cardelucci, 285
F.3d at 1234–36. See also, In re Hedrick, 343 B.R. 762
(Bankr. E.D. Va. 2006) (finding federal judgment rate
is proper); In re Country Manor of Kenton, Inc., 254
B.R. 179 (Bankr. N.D. Ohio 2000) (“legal rate” was
the substitute for “interest on claims allowed,” which
hints at uniformity in applications); In re Melenyzer,
143 B.R. 829 (Bankr. W.D. Tex. 1992) (the federal
judgment rate is consistent with the analytical nature
of the Bankruptcy Code); In re Godsey, 134 B.R. 865
(Bankr. M.D. Tenn. 1991) (the federal judgment rate is
most applicable to the Section 726(a)(5) context given
the language of that section and the language of other
sections of the Bankruptcy Code); In re Laymon, 117
B.R. 856 (Bankr. W.D. Tex. 1990), rev’d on other
grounds, Bradford v. Crozier (In re Laymon), 958 F.2d
72 (5th Cir. 1992) (“There is no good reason why one
unsecured creditor should receive a greater share of
the...‘pie’ solely by virtue of its prepetition contract
interest rate when the rationale for paying interest
under Section 726(a)(5) has nothing to do with the
prepetition contracts of the debtor.”); Carmen H.
Lonstein & Steven A. Domanowski, Payment of Post–
Petition Interest to Unsecured Creditors: Federal
Judgment Rate Versus Contract Rate, 12 AM.
BANKR. INST. L. REV. 421 (2004) (suggesting Till
would favor the selection of federal judgment rate for
post-petition interest on unsecured claims because the
right arises under the same provision in all chapters).
*2 The Court finds that the first two of the four
reasons set forth in Cardelucci are compelling based on
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the language of Section 726(a)(5) and other sections of
the Bankruptcy Code dealing with the allowance of
claims and the allowance and disallowance of postpetition interest. The last two of the four reasons,
although compelling as policy considerations and
based on the language of federal judgment interest rate
statute, 28 U.S.C. Section 1961, since the changes
made to it in 1982, are not as compelling based on a
reading of that statute when the Bankruptcy Code was
passed in 1978 and became effective in 1979. From
1982 until 2000, 28 U.S.C. Section 1961 based the
federal judgment rate on the Treasury’s 52–week
United States Treasury Bills auction and then from
December 21, 2000, until the present, the federal
judgment rate has been based on “the weekly average
1–year constant maturity Treasury yield, as published
by the Board of Governors of the Federal Reserve
System, for the calendar week preceeding.” That
statute since 1982 is certainly consistent with the policy
considerations set forth in the third and fourth reasons
articulated in Cardelucci because the rate is clearly
uniform and, therefore, equitable to creditors and easy
for trustees to apply.
However, when the Bankruptcy Code was passed in
1978 and became effective on October 1, 1979, 28
U.S.C. Section 1961 provided that the federal
judgment interest rate was “the rate allowed by State
law.” This was interpreted to mean the state law in
which the federal court sits. See, e.g., In re Goldblatts,
Bros., Inc., 61 B.R. 459, 466 (1986); Beecher v. Able,
435 F. Supp. 397, 411 (S.D.N.Y. 1977). State laws
were then and still are all over the board on how to
calculate interest on judgments. Some states had and
still have fixed interest rates on judgments; some had
and still have post-judgment interest rates of a fixed
amount unless the claim is based on a contract, in
which event the contract rate would be applicable, but
perhaps only up to a certain percentage; others had
and still have post-judgment interest rates based on the
lesser of the contract rate or a fixed percentage; and in
some states, there appears to be a trend toward basing
the post-judgment interest rate on a federal index or a
prime rate plus a certain percentage.3 The point of this
is that at the time Section 726(a)(5) was drafted and
became effective, although the federal judgment
interest rate statute may have provided for a somewhat
more uniform and somewhat less burdensome rate to
administer, it really cannot be said that Congress was

interested in instituting a single, uniform rate or that it
was particularly interested in lessening a trustee’s
burden because so many state laws did not provide for
a uniform rate. However, the fact that two of the four
factors discussed in Cardelucci are not as compelling as
the other two factors does not necessarily mean that
Congress did not intend for the federal interest rate
statute to be the “legal rate” applied in Section
726(a)(5).
*3 One of the leading cases interpreting the phrase
“interest at the legal rate” to mean the applicable, nonbankruptcy interest rate on each specific claim that
was in effect pre-petition, such as the rate in a contract
or a state court judgment, is the recent case of In re
Dvorkin Holdings, LLC, 547 B.R. 880 (N.D. Ill. 2016),
which reversed the bankruptcy court that held the
federal judgment rate was the applicable rate. Like
Cardelucci, Dvorkin was also decided in the context of
a Chapter 11 plan confirmation. It primarily found
that the Bankruptcy Code does not mandate payment
of interest at the federal judgment rate when there is
surplus in the estate and that in such a case there is a
presumption that post-petition interest should be paid
pursuant to terms of the contract. Dvorkin Holdings,
LLC, 547 B.R. at 891–92. The court stated that before
it could determine whether the creditor was impaired
by the plan under Section 1124, the issue of what
interest the creditor was entitled to must be decided
first. Id. at 891. Because it did not see the
Congressional intent to change pre–Code practice, the
court relied upon Vanston Bondholders Protective
Committee v. Green, 329 U.S. 156 (1946), a pre–
Bankruptcy Code case that used a “balance of the
equities” test to determine that it would be an
inappropriate windfall to the debtor if money was
returned to the debtor because creditors were deprived
of their bargained for contractual interest. Dvorkin
Holdings, LLC, 547 B.R. at 892. See also In re Fast,
318 B.R. 183 (Bankr. D. Colo. 2004) (although
acknowledging (a) that if Congress intended to use a
rate other than a statutory rate, it would have used
language other than “legal rate,” and (b) that the
federal judgment rate is efficient, the balance of
equities should be used to determine the rate of
interest); In re Beck, 128 B.R. 571 (Bankr. E.D. Okla.
1991) (creditors should be restored to pre-bankruptcy
position so “interest at the legal rate” was the rate
“which creditors would have been entitled through any
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appropriate legal proceeding had bankruptcy petition
never been filed”).
Additionally, Dvorkin cited a House Committee
Report from 1994 to support its reliance on pre–Code
law. Dvorkin Holdings, LLC, 547 B.R. at 894
(discussing the Committee Report, 1994 U.S.C.C.A.N.
at 3336–57). The portion of the Committee Report
discussed in Dvorkin deals with an amendment to
Section 1124. That section deals with impairment of
claims. Impairment, in turn, affects the right to vote on
a Chapter 11 plan. The Committee Report stated that
in order for a Chapter 11 plan involving a solvent
estate to be “fair and equitable” as required under
Section 1129(b)(2) with respect to a class of impaired,
non-accepting unsecured claims, those claims had to
be paid in full, including with post-petition interest,
before equity holders could participate in any
recovery. The Committee Report concluded that a
class of claims would be impaired and entitled to vote
unless the class of claims was paid the full principal
amount of their claims plus post-petition interest.
Consequently, the Code was amended to delete Section
1124(3) which could be read to the contrary. The
Committee Report cited some pre–Code cases to
establish the meaning of “fair and equitable.” It should
be noted, however, that the Committee Report did not
discuss how to determine the post-petition interest
rate, only that post-petition interest had to be paid for
a plan to be “fair and equitable” for purposes of
Section 1129(b), and it cited pre–Code cases that
supported a creditor’s entitlement to post-petition
interest in a solvent estate as part of what is “fair and
equitable” in the context of confirmation of a chapter
11 plan. Because those pre–Code cases applied interest
at the contract rate, Dvorkin assumed that Congress
must have intended that pre–Code practice to continue
in the context of a Chapter 11 plan confirmation. The
court also found instructive the Seventh Circuit case of
In re Terry Ltd. P’ship, 27 F.3d 241 (7th Cir. 1994).
That case, though, involved the language “interest on
such claim” found within Section 506(b), which deals
with secured claims, rather than the language “interest
at the legal rate” found within Section 726(a)(5), which
deals with unsecured claims. Dvorkin Holdings, LLC,
547 B.R. at 897. Although Dvorkin acknowledged the
different language, it contended that both phrases were
ambiguous, so it circled back to rely solely on pre–
Code case law, concluding that it would seem

“fundamentally unfair to require a creditor to accept a
lower interest rate than he bargained for.” Id. at 897–
98.
After reviewing the statute and the authorities
discussing it, this Court believes Cardelucci is the
better reasoned case and that the federal judgment rate
is the correct rate to apply based on the phrase
“interest at the legal rate.” This Court rejects the
reasoning in Dvorkin because Congress did adequately
express its intention to have the interest rate found in
the federal statute apply by choosing the more specific
language of “interest at the legal rate” instead of the
more general, originally proposed language of
“interest on claims allowed.” In re Kravitz, No. MW
00–070, 2001 WL 36381905, at *3 (B.A.P. 1st Cir. Feb.
16, 2001) (“If Congress intended for ‘interest at the
legal rate’ to mean interest ‘at the rate provided for
under state law’, they would have expressly stated that
position in Section 726(a)(5), as they did in so many
other sections.”); In re Country Manor of Kenton, Inc.,
254 B.R. at 182 (“[A]n indefinite article ... strongly
suggests that Congress intended that a single rate of
interest be used, as opposed to multiple rates of
interest which would necessarily result if a contractual
rate of interest was applied.”). Because Congress
inserted a “the” before “legal rate,” it is apparent that
it intended for courts to utilize the legal rate found in
the federal statue, regardless of how Congress may
decide to change the applicable rate under that statute
in the future. In re Energy Future Holdings Corp., 540
B.R. 109, 114 (Bankr. D. Del. 2015) (noting that where
Congress intends to use the contract rate, it so states);
In re Washington Mut., Inc., 461 B.R. at 243 (finding
in reading the plain language of the statute, the federal
judgment rate is the proper measure); see also In re
Smith, 431 B.R. 607, 610 (Bankr. E.D.N.C. 2010) (“In
light of the statutory language, this court is persuaded
by the line of cases which hold the legal rate to be the
federal judgment rate.”).
*4 Furthermore, as explained in Cardelucci, the
application of the federal judgment rate is consistent
with the general rule that post-petition interest is
procedural in nature and dictated by federal law and is
equitable to all creditors because unsecured claims are
allowed in an amount as of the petition date and
should be treated equally thereafter with respect to the
distribution of estate assets regardless of the parties’
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pre-petition bargain. See In re Energy Future Holdings
Corp., 540 B.R. at 114 (“[T]he use of the federal
judgment rate promotes two important bankruptcy
goals: ‘fairness among creditors and administrative
efficiency.’ ”); Steier v. Best, No. 3:07cv–318–S, 2008
WL 5233185, at *1 (W.D. Ky. Dec. 15, 2008) (the
federal judgment rate best promotes equality, fairness,
and predictability in the distribution of creditors’
claims); In re Bayside Marina, Inc., 282 B.R. 285, 294
(Bankr. E.D.N.Y. 2002) (finding that bankruptcy
cases, which originate in many jurisdictions, need to be
governed by one uniform rate under federal law,
specifically section 1961); In re Kravitz, 2001 WL
36381905, at *3 (“[W]e believe that [the federal
judgment rate] approach best serves the purposes and
policy considerations behind the Code.”); In re Dow
Corning Corp., 244 B.R. 678, 685–86 (Bankr. E.D.
Mich. 1999) (“The delay in payment ... results almost
entirely from the procedural mechanisms of the
bankruptcy laws .... The purpose of post-petition
interest, then, is to compensate a successful creditor.”).
This Court also disagrees with Dvorkin’s reliance on
Vanston’s equitable approach to determine the postpetition interest rate payable to unsecured creditors.
As noted in In re Manchester Gas Storage, Inc.,
In Vanston, the Supreme Court noted that courts,
invoking their equitable discretion, had routinely
allowed postpetition interest to accrue to a secured
creditor if the value of the collateral exceeded the
outstanding debt. Id. at 164, 67 S.Ct. 237. Since
equity allowed oversecured creditors to recover
postpetition interest, the Court likewise examined
the equities to determine whether the particular
undersecured creditors before them should be
permitted to benefit from a surplus of the liquidated
estate by recovering interest that would have
accrued but for the equitable prohibition. Id. at 164–
65, 67 S.Ct. 237....
This Court is not comfortable with the notion that
the Vanston case gives permission to present-day
bankruptcy courts bound by the Bankruptcy Code
to override Section 502(b) of the Code by invoking
equity. The Code specifically adopted parts of the
pre–Code jurisprudence concerning postpetition
interest in Sections 502(b) and (b)(2), 506(b), and
726. Congress eliminated the subjectivity of pre–

Code discretion and specifically prohibited
allowance of postpetition interest by enacting
Section 502(b) and specifically mandated allowance
of such interest in enacting 506(b) and 726(a)(5).
The concept that postpetition interest is a matter of
the bankruptcy court’s equitable discretion has been
superseded by statute.
309 B.R. 354, 384–85 (Bankr. N.D. Okla. 2004).
This comment makes sense because a claim for
unmatured, post-petition interest at the contract rate
on unsecured claims is disallowed under Section
502(b)(2) and, instead, Congress determined that an
unsecured creditor’s entitlement to post-petition
interest from the estate, if a surplus of assets exists, is
found in Section 726(a)(5) and the calculation of that
amount would be based on “the legal rate.” Postpetition interest is not part of the allowed claim
pursuant to Section 502(b)(2), but the Code provides
when and at what rate that post-petition interest can
be paid on the allowed claim pursuant to Section
726(a)(5). In Energy Future Holdings Corp., 540 B.R.
at 113 (“The distinction in section 726(a)(2) and (a)(5)
... supports the plain meaning interpretation of section
502(b)(2), i.e., an allowed unsecured claim cannot
include post-petition interest.”); In re Dow Corning
Corp., 244 B.R. at 685–86 (“Properly understood,
then, interest under § 726(a)(5) is paid on an allowed
claim (as stated in the statute itself), rather than as an
allowed claim.”). Basically, this is like treating the
unsecured creditor as if it obtained a federal court
judgment against the debtor on the day of the filing of
the petition on which it would receive interest at the
federal judgment rate thereafter if assets are available.
In re Laymon, 117 B.R. 856, 862 (Bankr. W.D. Tex.
1990), rev’d on other grounds, 958 F.2d 72 (5th Cir.
1992); In re Chiapetta, 159 B.R. 152, 161 (Bankr. E.D.
Penn. 1993) (“[S]ince a claim is like a judgment entered
at the time of the bankruptcy filing, the applicable rate
should be the federal judgment rate in effect at the
time of the bankruptcy filing.”). This Court cannot say
that such an approach is an unreasonable way to draft
the Code.
*5 Dvorkin’s contract rate approach also appears at
odds with the Supreme Court’s decision in Till v. SCS
Credit Corp., 541 U.S. 465, 124 S. Ct. 1951 (2004). See
Carmen H. Lonstein & Steven A. Domanowski,
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Payment of Post–Petition Interest to Unsecured
Creditors: Federal Judgment Rate Versus Contract
Rate, 12 AM. BANKR. INST. L. REV. 421, 430
(2004). In Till, the Supreme Court specifically rejected
the contract rate approach in favor of a prime plus
rate of interest, albeit for purposes of cramdown in a
Chapter 13 case, but the principles supporting that
decision are relevant to the matter before this Court.
Till v. SCS Credit Corp., 541 U.S. at 477–78, 124 S. Ct.
at 1960; Carmen H. Lonstein & Steven A.
Domanowski, Petition Interest to Unsecured Creditors:
Federal Judgment Rate Versus Contract Rate, 12 AM.
BANKR. INST. L. REV. 421, 430 (2004) (“The same
approach adopted in Till would clearly favor the
selection of the Federal Judgment Rate ... because
regardless of whether the case arises in chapters 7, 11,
or 13, the right to pendency interest arises under the
same provision.”). In so holding, the Supreme Court
referred to “the now irrelevant terms of the parties’
original contract” and also stated:
Moreover, the resulting “primeplus” rate of interest depends
only on the state of the financial
markets, the circumstances of the
bankruptcy estate, and the
characteristics of the loan, not on
the creditors’ circumstances or its
prior interactions with the debtor.
Till, 541 U.S. at 480, 124 S. Ct. at 1961 (emphasis
added).
Because the Supreme Court in Till was not concerned
with the debtor getting a perceived windfall in the
event the prime plus interest rate was lower than the
contract rate so that the debtor was permitted to retain
a lender’s collateral while arguably depriving the
creditor of its bargained for interest rate, it would seem
that Dvorkin’s concern about that issue with respect to
the payment of interest on unsecured claims is neither
warranted nor consistent with the statutory scheme
found in the Bankruptcy Code. See id. at 478, 124 S.
Ct. at 1961 (discussing “the now-irrelevant terms of
the parties’ original contract” and how the coerced
loan, presumptive contract rate, and cost of funds
approaches improperly focus on making the creditor
whole); see also In re Washington Mut., Inc., 461 B.R.

at 244 (agreeing that a debtor should not have to pay
senior creditors more than the Bankruptcy Code
allows just because of a contractual agreement); In re
Ogle, 261 B.R. 22, 30 (Bankr. D. Idaho 2001)
(“[B]ankruptcy by its very nature deprives creditors of
the benefit of their agreement with a debtor.
Consequently, such a factor, standing alone, doesn’t
persuade this Court.” (quoting In re Country Manor of
Kenton, Inc., 254 B.R. at 181)). Furthermore, the
Supreme Court also expressed concern that the
contract rate approach violated the principle of equal
treatment of creditors. Till, 541 U.S. at 476–77, 124 S.
Ct. at 1959–60 (“Rather, the court should aim to treat
similarly situated creditors similarly.”).
The previously discussed concern expressed in
Manchester Gas, that being the use of equitable
principles to determine how to calculate post-petition
interest to unsecured creditors in the face of federal
statutes that specifically deal with the issue, is
particularly insightful in light of the Supreme Court’s
subsequent decision in Law v. Siegel, 541 U.S. ––––,
134 S. Ct. 1188 (2014), which decision specifically
prohibits bankruptcy courts from using their equitable
powers to create a remedy contrary to the existing
statutory scheme. The Dvorkin court was clearly
troubled by the apparent windfall the debtor would
receive in that case if the federal judgment rate of
interest was applied so it resorted to equitable
principles to prevent that result.4 But in drafting
sections 502 and 726, “Congress balanced the difficult
choices” and “it is not for courts to alter the balance
struck by the statute.” Law v. Siegel, 541 U.S. at ––––,
134 S.Ct. at 1197–98. In the face of what this Court
sees as a clear statutory scheme with respect to
payment of interest on unsecured claims in a Chapter 7
case and the Supreme Court’s decision in Law v.
Siegel, this Court does not believe it is appropriate for
a court to weigh equitable considerations to impose its
own result contrary to the statutory scheme. In re
Garriock, 373 B.R. 814, 817 (E.D. Va. 2007) (noting
that even if the court does not think Congress
adequately considered the potential windfall to a
solvent debtor, the court is not at liberty to substitute
its own policy judgment for the work of Congress).
*6 Finally, both Cardelucci and Dvorkin dealt with the
payment of interest on unsecured claims in a solvent
Chapter 11 case. The issues of the interest rate to be
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applied to a class of unsecured claims in a Chapter 11
case to determine whether (a) the class is impaired
pursuant to Section 1124 and, therefore, entitled to
vote on a Chapter 11 plan, or (2) the Chapter 11 plan
is fair and equitable with respect to the cramdown of a
class of dissenting unsecured claimants pursuant to
Section 1129(b), are not present in a Chapter 7 case.
Not only do they involve different issues not involved
in a Chapter 7 case, but they also involve different
Code sections and are subject to potentially different
policy concerns. Because the Court does not have
those issues before it today in this Chapter 7 case, it
will not address them in this Order.

Accordingly, it is hereby
ORDERED that the interest rate to be applied under
Section 726(b)(5) is the rate set forth in the federal
judgment interest rate statute.

All Citations
Slip Copy, 2017 WL 713571

Footnotes
1

Specifically, this issue was raised by George Robinson, the Debtor’s ex-husband, who has a pre-petition judgment against the
Debtor for non-domestic support obligations, which judgment states that the claim accrues post-judgment interest at a rate of
7.38%. Mr. Robinson’s priority, domestic support obligation has already been paid in full while this case was pending as a Chapter
13 case, so the interest rate on that portion of the claim is not at issue here. Furthermore, the interest rate for distribution
purposes under Section 726(a)(5) does not necessarily alter the interest rate a creditor can collect from the debtor on a nondischargeable claim outside of the bankruptcy distribution scheme.

2

Very few other unsecured creditors have filed claims in the case before this Court. Two of them, Bank of America and Cavalry SPV
I, have not even identified what their contractual pre-petition interest rate was in their proofs of claim. Another, Beverly Cohen,
had her contract claim liquidated in state court post-petition after the stay was lifted to do so, but the jury did not award prepetition interest. If the federal judgment interest rate was not the applicable rate, imagine the expense, particularly in a larger
case, that a trustee would incur if she had to contact each creditor to supplement their claims to provide the pre-petition interest
rate and how the trustee and court would solve the problem of what to do in the event creditors did not respond to such a
request.

3

For example, in 1978 and 1979, New York state law provided for a post-judgment interest rate of 6% which was increased to 9%
in 1981. N.Y. CIVIL PRACTICE LAW AND RULES § 5004 (1981). Florida provided that interest on a judgment was 6% unless it was
rendered on a written contract providing for a lower rate, in which case the judgment would be at the lower rate in the contract,
but the statute since 2011 has based the rate off of the discount rate of the Federal Reserve Bank of New York plus 400 basis
points, except the amount in a written contract will control. Compare 1967 Fla. Laws 591, with FLA. STAT. § 55.03 (2011).
California law previously provided that interest rates were limited to 7% except for contracts, which were limited to 10%, until
amended to the interest rate which today is 10%. CAL. CIV. PRAC. BUSINESS LITIGATION § 54:22; CAL. CIVIL PROCEDURE CODE §
685.010. In Illinois, the post judgment interest rate was 8%, but was increased to 9% in 1982 and remains at that rate today.
Compare 1977 Ill. Laws 2656, with 1981 Ill. Laws 1422 and 735 ILL. COMP. STAT. 5/2–1303. In Texas, judgments accrued interest
at 6% unless the rate in the contract exceeded that amount, in which event the contract would control, but not to exceed 10%,
but since 1999 the law is that interest on a judgment based on a contract is the lesser of the contract amount or 18% while all
other non-contract cases have an interest rate based off of a rate published by the Board of Governors of the Federal Reserve
System. Compare 1925 Tex. Rev. Civ. Stat. 1418, with TEX. FINANCE CODE ANN. § 304.002 and TEX. FINANCE CODE ANN. §
304.003. In Georgia, the interest rate on judgments was 12%, but the current law is a judgment rate based off of a rate published
by the Board of Governors of the Federal Reserve System. See 1980 Ga. Laws 1118; O.C.G.A. § 7–4–12.

4

Since the method of calculating the rate was changed in 1982 until it changed again in 2000, the rate has been as high as about
12% and as low as about 3%, but since the method of calculating the rate was changed again in 2000, the rate has not been
higher than 5.25% and has been as low as .09%. Therefore, from a practical standpoint, this issue is probably only litigated in the
uncommon case in which the estate is not only solvent but also when the federal judgment interest rate is relatively low, as it has
been for many years, and which currently sits below 1%. When both of those situations exist, if the relatively low federal
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judgment rate is applied post-petition instead of the contract rate, it gives rise to the concern that the debtor is getting some
type of windfall, which can be viewed by some as being inequitable. But if the federal judgment rate was really high, as it was in
the early 1980’s, we could have the solvent debtor arguing that the lower contract rate should apply to prevent the unsecured
creditors from allegedly getting a windfall. The concern about different parties getting alleged windfalls at different times is a
decision involving competing policies for Congress to make and it chose to draft the statute in a way that placed a higher priority
on the uniformity of treatment of unsecured creditors. Consequently, the argument in Dvorkin that we should not be concerned
about creditors receiving a disproportionate piece of the pie in a case where all creditors are paid in full with interest at the
contract rate, 547 B.R. at 897–98, is misplaced because Congress preferred a policy to the contrary and, therefore, decided that
the federal judgment interest rate statute should control. Also, this argument in Dvorkin could create confusion of what to do in
the situation when there are sufficient assets to pay unsecured creditors their entire principal, but only some, but not all, of their
post-petition interest, regardless of what interest rate is applied, so the issue of a windfall to the debtor would not exist. In that
situation, holders of some unsecured claims could receive some payment of interest, for example, at a rate of perhaps 24% or
more, while other creditors may receive some payment of interest at a lower rate, perhaps only at only a few percent, thereby
providing the former with a disproportionate piece of the pie, when the Code has a policy of equal treatment of similarly situated
unsecured creditors. In that situation, under Dvorkin, would the court rely upon equitable considerations to disallow the contract
rate of interest in favor of the rate in the federal statute? There is certainly no basis in the Code for the application of such
equitable considerations to change what Congress meant by “the legal rate” on a case by case basis and it certainly appears from
the statutory scheme that Congress did not intend for this interest rate issue to be litigated in every solvent or near solvent case.
“Nor, given the statutory interpretation analysis set forth above, is the Court free to interpret “the legal rate” in different ways
depending on the ‘specific factual circumstances before the court.’ ” Garriock, 373 B.R. at 817, quoting Cardelucci, 285 F.3d at
1236 (citing In re Thompson, 16 F.3d 576, 581 (4th Cir. 1994).

End of Document
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Violation of the Automatic Stay. The Tenth
Circuit rejected the majority approach and
determined that the creditor’s act of passively
holding collateral, despite a turnover request,
did not violate the automatic stay.
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2017 WL 745596
United States Court of Appeals,
Tenth Circuit.
IN RE: Jared Trenton COWEN, Debtor.
WD Equipment, LLC; Aaron Williams; Bert Dring,
Appellants,
v.
Jared Trenton Cowen, Appellee.

Reversed and remanded.

West Headnotes (14)
[1]

No. 15-1413
|
Filed February 27, 2017

Synopsis
Background: Chapter 13 debtor brought adversary
proceeding to recover for creditors’ allegedly willful
violations of automatic stay in refusing to return
collateral repossessed prepetition. Following dismissal
of underlying bankruptcy case, the United States
Bankruptcy Court for the District of Colorado entered
judgment in favor of debtor and awarded both
compensatory and punitive damages. Creditors
appealed. The District Court, Robert E. Blackburn, J.,
549 B.R. 774, affirmed in part and reversed in part,
and creditors appealed.

On appeal from district court’s decision in its
bankruptcy appellate capacity, the Court of
Appeals reviews bankruptcy court’s decision
independently,
examining
legal
determinations de novo and factual findings
for clear error. Fed. R. Bankr. P. 8013.
Cases that cite this headnote

[2]

[1]

[2]

to extent that creditors manufactured paperwork
postpetition in attempt to demonstrate that debtor’s
rights in collateral had terminated prepetition, they
would have violated stay.

Bankruptcy
Conclusions of law; de novo review
Bankruptcy Appellate Panel’s or district
court’s rulings in their bankruptcy appellate
capacity are not entitled to any deference on
subsequent appeal to the Court of Appeals;
however, they may certainly be persuasive.

Holdings: The Court of Appeals, McKay, Circuit
Judge, held that:
stay provision prohibiting any postpetition act to
“obtain possession of property of the estate or of
property from the estate or to exercise control over
property of the estate” prohibited only affirmative acts
to gain possession of, or to exercise control over, estate
property, and did not prohibit secured creditors from
passively retaining possession of collateral repossessed
prepetition; abrogating In re Yates, 332 B.R. 1, but

Bankruptcy
Conclusions of law; de novo review
Bankruptcy
Clear error

Cases that cite this headnote

[3]

Bankruptcy
Limited, in personam, and in rem
jurisdiction
Jurisdiction of bankruptcy courts, like that of
other federal courts, is grounded in, and
limited by, statute. 28 U.S.C.A. § 1334(b).
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U.S.C.A. § 157(b)(3).

Cases that cite this headnote

Cases that cite this headnote
[4]

Bankruptcy
Stay enforcement

[7]

Claim for damages for violation of automatic
stay is “core” proceeding, which bankruptcy
court had statutory authority to adjudicate to
final judgment. 11 U.S.C.A. § 362(k)(1); 28
U.S.C.A. § 157(b).

Claim for damages for allegedly willful
violation of automatic stay stemmed directly
from bankruptcy itself, and was claim which
bankruptcy court, even as non-Article-III
court, had constitutional authority to
adjudicate. U.S. Const. art. 3, § 1 et seq.

Cases that cite this headnote

[5]

Bankruptcy
Effect of dismissal or closing of case
Bankruptcy court retained jurisdiction to
adjudicate claim for damages for allegedly
willful violation of automatic stay even after
underlying Chapter 13 case was dismissed. 11
U.S.C.A. § 362(k)(1).

Bankruptcy
Stay enforcement
Bankruptcy
Bankruptcy judges

Cases that cite this headnote

[8]

Bankruptcy
Automatic Stay
When debtor files for bankruptcy, automatic
stay prevents creditors from taking further
action
against
him
except
through
bankruptcy court. 11 U.S.C.A. § 362(a).

Cases that cite this headnote

Cases that cite this headnote
[6]

Bankruptcy
Stay enforcement
Mere fact that bankruptcy court, in order to
determine whether secured creditors had
willfully violated automatic stay and were
liable in damages, first had to determine
whether debtor’s rights in collateral had been
validly terminated prepetition in accordance
with governing state law did not affect “core”
nature of proceeding, as one which
bankruptcy court could adjudicate to final
judgment. 11 U.S.C.A. § 362(k)(1); 28

[9]

Bankruptcy
Repossession
Stay provision prohibiting any postpetition
act to “obtain possession of property of the
estate or of property from the estate or to
exercise control over property of the estate”
prohibited only affirmative acts to gain
possession of, or to exercise control over,
estate property, and did not prohibit secured
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creditors from passively retaining possession
of collateral which they had repossessed
prepetition or require creditors to promptly
return this property to debtor once notified of
his Chapter 13 filing; abrogating In re Yates,
332 B.R. 1. 11 U.S.C.A. § 362(a)(3).

[13]

Bankruptcy statute authorizing courts to
issue “necessary or appropriate” orders
grants bankruptcy courts the power to
sanction conduct abusive of the judicial
process. 11 U.S.C.A. § 105(a).

Cases that cite this headnote

[10]

Bankruptcy
Construction and Operation

Cases that cite this headnote

Interpretation of the Bankruptcy Code starts
where all such inquiries must begin, with
language of statute itself. 11 U.S.C.A. § 101
cet seq.
Cases that cite this headnote

[11]

Statutes
Plain Language; Plain, Ordinary, or
Common Meaning
When statute’s language is plain, sole
function of courts is to enforce it according to
its terms.
Cases that cite this headnote

[12]

Statutes
Nature and Definition of Legislative Acts
Congress does
mouseholes.

not

hide

Bankruptcy
Carrying out provisions of Code
Bankruptcy
Frivolity or bad faith; sanctions

elephants

in

[14]

Bankruptcy
Proceedings, Acts, or Persons Affected
Bankruptcy
Repossession
While secured creditors did not engage in any
affirmative conduct to “obtain possession of”
or to “exercise control over” property of the
estate, in violation of automatic stay, by
passively retaining collateral which they had
repossessed prepetition, to extent that they
manufactured paperwork postpetition in
attempt to demonstrate that debtor’s rights in
collateral had terminated prepetition, or to
extent that they forged documents, gave
perjured testimony, or coached witnesses in
attempt to convince court that debtor’s rights
in collateral had ended, such conduct would
constitute affirmative postpetition acts to
exercise control over debtor’s property in
violation of automatic stay. 11 U.S.C.A. §
362(a)(3).
Cases that cite this headnote

Cases that cite this headnote
Appeal from the United States District Court for the
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District of Colorado (D.C. No. 1:14-CV-02408-REB)
Attorneys and Law Firms
Alexander M. Musz of Cohen & Cohen, P.C., Denver,
Colorado, for Defendants–Appellants.
C. Todd Morse of Morse Law, LLC, Denver,
Colorado, for Plaintiff–Appellee.
Before KELLY, McKAY, and McHUGH, Circuit
Judges.
Opinion
McKAY, Circuit Judge.
*1 Plaintiff Jared Trent Cowen’s 2000 Peterbilt 379, a
commercial truck, was in need of repair. To cover the
cost, Mr. Cowen borrowed money from Defendant
WD Equipment, which is owned and managed by
Defendant Aaron Williams, in exchange for a lien on
the truck and the promise of repayment. After the
Peterbilt broke down again only a few weeks after the
repairs, it was towed to a local repair company, which
estimated that fixing the truck again would cost
$9,000—more than Mr. Cowen could afford.
Because his Peterbilt was in the shop, Mr. Cowen
could not make installment payments to WD
Equipment. So, in early August, 2013, Mr. Cowen
began taking steps to refinance the loan; he met with
his bank and with his parents in an attempt to secure
refinancing, and he exchanged several text messages on
August 1 and 2 with Mr. Williams about paying off
the loan. During the course of that exchange, however,
Mr. Williams gave Mr. Cowen several, contradictory
responses as to how much Mr. Cowen would need to
pay to settle the debt, and he accelerated the payoff
date several times, before ultimately setting August 6
as the deadline.
Around the same time, Mr. Cowen defaulted on
another loan secured by another one of his trucks, a
2006 Kenworth T600. This loan was owed to
Defendant Bert Dring, the father-in-law of Mr.
Williams, who held a purchase-money security interest
in the truck. On July 29, Mr. Dring lured Mr. Cowen
under false pretenses to his place of business to

repossess the Kenworth. Mr. Dring asked Mr. Cowen,
who had brought along his young son, to leave the
keys in the ignition, engine running, and to step out of
the truck. As Mr. Cowen exited the vehicle, Mr. Dring
jumped in, grabbed the keys, and declared the truck
“repossessed.” When Mr. Cowen asked what was
going on, Mr. Dring told him to take his son and
leave—immediately. A group of five men gathered
around Mr. Dring while he brandished a can of mace
above his head and threatened to use it if Mr. Cowen
did not leave. Mr. Cowen pushed his young son
behind him to protect him, and the two left the lot on
foot. Three days later, Mr. Cowen received a letter
from Mr. Dring giving him ten days to pay off the
Kenworth.
Instead, Mr. Cowen filed a voluntary petition for relief
under Chapter 13 of the Bankruptcy Code on August
6, which was the deadline for paying off the Peterbilt,
and which was within the ten-day cure period for the
Kenworth. He notified Defendants of the filing and
requested the immediate return of both trucks. But
Defendants refused: Mr. Williams claimed that he had
changed the title to his name on August 1. (At no time
during the text message exchanges on August 1 and 2
did Mr. Williams ever inform Mr. Cowen of the title
change.) And Mr. Dring claimed that he sold the
Kenworth sometime prior to the bankruptcy filing.
(Initially, he claimed he had sold the Kenworth to an
unknown Mexican national for cash in an
undocumented sale just days before Mr. Cowen filed
for bankruptcy. Later, Mr. Dring produced bill of sale,
purporting to show that he sold the Kenworth to a
Mr. Garcia for $16,000 in cash on August 4.)
*2 About a month later, Mr. Cowen moved the
bankruptcy court for orders to show cause why
Defendants should not be held in contempt for willful
violations of the automatic stay. The bankruptcy court
granted the motions and ordered Defendants to
“immediately turn over” the trucks to Mr. Cowen;
“[c]ontinuing failure to turn over the Truck[s],” the
bankruptcy court warned, “may result in the
imposition of monetary damages against the Creditors
for willful violation of the automatic stay.” Order on
Motion for Order to Show Cause and Order to
Turnover Property of the Estate, Case No. 13-23461
(Bankr. Colo. Sept. 5, 2013).
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When Defendants did not comply with the bankruptcy
court’s turnover order, Mr. Cowen filed an adversary
proceeding for violations of the automatic stay. A few
months later, the bankruptcy court dismissed the
underlying bankruptcy case because, without the
trucks, Mr. Cowen had no regular income, which
rendered him ineligible for Chapter 13 relief. However,
the bankruptcy court expressly retained jurisdiction
over the adversary proceeding.

F.3d 1222, 1225 (10th Cir. 2015). “In doing so, we
treat the bankruptcy appellate panel or district court
as a subordinate appellate tribunal whose rulings are
not entitled to any deference (although they may
certainly be persuasive).” Nelson v. Long (In re Long),
843 F.3d 871, 873 (10th Cir. 2016) (internal quotation
marks omitted). “A bankruptcy court’s legal
conclusions are reviewed de novo, while its factual
findings are reviewed for clear error.” Id.

During the adversary proceeding, Defendants again
asserted that Mr. Cowen’s rights in the trucks had
been properly terminated by Defendants before the
bankruptcy petition was filed, and so they could not
have violated the automatic stay. But the bankruptcy
court “did not find the Defendants’ testimony that
they had transferred title before the petition date to be
credible.” (App. Vol. II at 248.) It went on to “find[ ]
that they manufactured the paperwork ... after the
bankruptcy filing.” (Id.) “Defendants likely forged
documents and gave perjured testimony” and
“coached their witnesses on what to testify to during [ ]
breaks” in an “attempt to convince the Court that [Mr.
Cowen’s] rights in the Trucks had been terminated
prebankruptcy.” (Id. at 258.) Additionally, the
bankruptcy court held that “even if they had taken the
actions they claim to have taken before the bankruptcy
filing,” (id. at 269), such actions contravened Colorado
law, and therefore did not effectively terminate Mr.
Cowen’s “ownership interest in the Trucks,” (id. at
252). And so, the bankruptcy court concluded,
“[f]ailing to return the Trucks violated § 362(a)(3) of
the Bankruptcy Code,” (id.), and it imposed actual and
punitive damages under 11 U.S.C. § 362(k)(1).

[3]

[1] [2]
Defendants timely appealed this decision to the
district court, which reversed on the calculation of
damages but otherwise affirmed the bankruptcy
court’s order. Defendants then appealed to this Court,
arguing, among other things, that the bankruptcy
court exceeded its jurisdiction, that it lacked
constitutional authority to enter a final judgment in
this adversary proceeding, and that the bankruptcy
court misinterpreted § 362—the automatic stay
provision. “[T]hough this appeal comes to us from the
district court, we review a bankruptcy court’s decisions
independently, examining legal determinations de
novo and factual findings for clear error.” FB
Acquisition Prop. I, LLC v. Gentry (In re Gentry), 807

[4]

We address first the bankruptcy court’s
jurisdiction. “The jurisdiction of the bankruptcy
courts, like that of other federal courts, is grounded in,
and limited by, statute.” Celotex Corp. v. Edwards, 514
U.S. 300, 307, 115 S.Ct. 1493, 131 L.Ed.2d 403 (1995).
By statute, bankruptcy courts have jurisdiction to
“enter final judgments in ‘all core proceedings arising
under title 11, or arising in a case under title 11.’ ”
Stern v. Marshall, 564 U.S. 462, 474, 131 S.Ct. 2594,
180 L.Ed.2d 475 (2011) (quoting 28 U.S.C. §
157(b)(1)). As we have explained, a claim for damages
under § 362(k)(1) for a violation of an automatic stay
is a core proceeding. Johnson v. Smith (In re Johnson),
575 F.3d 1079, 1083 (10th Cir. 2009) (holding that a “§
362(k)(1) proceeding ... is a core proceeding because it
derives directly from the Bankruptcy Code and can be
brought only in the context of a bankruptcy case.”
(internal quotation marks and brackets omitted)).
Accordingly, bankruptcy courts can exercise
jurisdiction and adjudicate such claims to final
judgment. Id.
*3 [5]Defendants contend, however, that the
bankruptcy court erred in retaining jurisdiction over
the § 362(k)(1) adversary proceeding after the
underlying bankruptcy was dismissed. But this
argument is foreclosed by Johnson. There it was
argued that “dismissal of the underlying Chapter 13
case divested the bankruptcy court of jurisdiction over
the § 362(k)(1) proceeding.” Id. at 1081. We disagreed:
“Nothing in the Bankruptcy Code mandates dismissal
of the § 362(k)(1) proceeding when the bankruptcy
case is closed,” and “[n]o part of § 362(k)(1) suggests
that a claim exists only while the bankruptcy case
remains pending.” Id. at 1084. We explained that
“[r]equiring the dismissal of a § 362(k)(1) proceeding
simply because the underlying bankruptcy case has
been dismissed would not make sense. A court must
have the power to compensate victims of violations of
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the automatic stay and punish the violators, even after
the conclusion of the underlying bankruptcy case.” Id.
at 1083.
[6]

Defendants’ attempts to distinguish Johnson are
unavailing. They argue that, unlike in Johnson, this §
362(k)(1) adversary proceeding is “non-core” because
the bankruptcy court “had to determine the disputed
possessory interests in [the] assets pursuant to state
law.” (Appellant’s Br. at 36). But “[a] determination
that a proceeding is not a core proceeding shall not be
made solely on the basis that its resolution may be
affected by State law.” 28 U.S.C. § 157(b)(3).

in the judgment)). To the contrary, “we are concerned
here with the adjudication of a right created by federal
statute, rather than a private, state-created right, like
that of concern in Marathon.” Mountain America
Credit Union v. Skinner (In re Skinner), 917 F.2d 444,
449 (10th Cir. 1990) (holding that a bankruptcy court
did not exceed its constitutional authority when it
entered sanctions pursuant to 11 U.S.C. § 362(h), the
precursor of § 362(k), for violating an automatic stay).
And so, the bankruptcy court did not exceed its
constitutional authority by entering final judgment in
the § 362(k)(1) adversary proceeding.
[8]

Defendants also seem to suggest that Johnson is
distinguishable because there the bankruptcy court
decided the automatic stay violation first, which was
appealed (which, in turn, resulted in a remand), and
then dismissed the underlying bankruptcy while the
automatic stay violation appeal was pending. (See
Appellant’s Br. at 34 (citing Johnson, 575 F.3d at 1081,
where we summarized the procedural history of the
case)). But Defendants do not argue, much less
persuade, why this discrepancy undermines the
unequivocal holding of Johnson: “a § 362(k)(1)
proceeding remains viable after termination of the
underlying bankruptcy case.” Johnson, 575 F.3d at
1084.
[7]

Defendants also contend that the bankruptcy court
lacked constitutional authority under Stern v. Marshall
to enter final judgment. But Stern dealt with claims
that did not “stem[ ] from the bankruptcy itself” and
would not “necessarily be resolved in the claims
allowance process.” Stern, 564 U.S. at 499, 131 S.Ct.
2594. A claim under § 362(k)(1) for an automatic stay
violation, by contrast, “derives directly from the
Bankruptcy Code and can be brought only in the
context of a bankruptcy case.” Johnson, 575 F.3d at
1083. Indeed, it necessarily “stems from the
bankruptcy itself.” Stern, 564 U.S. at 499, 131 S.Ct.
2594.
A claim for violating an automatic stay is not the
“stuff of the traditional actions at common law tried
by the courts at Westminster in 1789.” Stern, 564 U.S.
at 484, 131 S.Ct. 2594 (quoting N. Pipeline Constr. Co.
v. Marathon Pipe Line Co., 458 U.S. 50, 90, 102 S.Ct.
2858, 73 L.Ed.2d 598 (1982) (Rehnquist, J., concurring

To the merits. Mr. Cowen filed the adversary
proceeding against Defendants for violating “[s]ection
362, which establishes the automatic stay.” Johnson,
575 F.3d at 1083. “When a debtor files for bankruptcy,
section 362 prevents creditors from taking further
action against him except through the bankruptcy
court.” Id. (quoting Price v. Rochford, 947 F.2d 829,
831 (7th Cir. 1991)). To accomplish this, § 362 provides
in relevant part that a bankruptcy petition “operates
as a stay ... of ... any act to obtain possession of
property of the estate or of property from the estate or
to exercise control over property of the estate.” 11
U.S.C. § 362(a)(3).
*4 [9]Below, the bankruptcy court held that “[t]he
failure to return the Trucks to [Mr. Cowen] postpetition constituted a continuing violation of the stay”;
specifically, Defendants “violated § 362(a)(3) of the
Bankruptcy Code.” (App. Vol. II at 252.) As the
district court noted, the bankruptcy court applied
what appears to be the majority rule: “that the act of
passively holding onto an asset constitutes ‘exercising
control’ over it, and such action violates section
362(a)(3) of the Bankruptcy Code.” Thompson v. Gen.
Motors Acceptance Corp., 566 F.3d 699, 703 (7th Cir.
2009); see also Weber v. SEFCU (In re Weber), 719
F.3d 72, 81 (2d Cir. 2013), California Emp’t Dev. Dep’t
v. Taxel (In re Del Mission Ltd.), 98 F.3d 1147, 1151
(9th Cir. 1996), Knaus v. Concordia Lumber Co. (In re
Knaus), 889 F.2d 773, 775 (8th Cir. 1989), Unified
People’s Fed. Credit Union v. Yates (In re Yates), 332
B.R. 1, 4 (10th Cir. BAP 2005); but see United States v.
Inslaw, 932 F.2d 1467, 1474 (D.C. Cir. 1991).
Defendants disagree with this interpretation of §
362(a)(3), and we agree with Defendants.
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[10] [11]
The majority rule seems driven more by “practical
considerations,” Weber, 719 F.3d at 80, and “policy
considerations,” Thompson, 566 F.3d at 703, than a
faithful adherence to the text. But “[o]ur interpretation
of the Bankruptcy Code starts where all such inquiries
must begin: with the language of the statute itself.”
Ransom v. FIA Card Servs., N.A., 562 U.S. 61, 69, 131
S.Ct. 716, 178 L.Ed.2d 603 (2011) (internal quotation
marks omitted). In this case, it is also where the
inquiry ends, “for where, as here, the statute’s
language is plain, the sole function of the courts is to
enforce it according to its terms.” Frieouf v. United
States (In re Frieouf), 938 F.2d 1099, 1102–03 (10th
Cir. 1991).

Here again is § 362(a)(3), in relevant part: a
bankruptcy petition “operates as a stay ... of ... any act
to obtain possession of property of the estate or of
property from the estate or to exercise control over
property of the estate.” Breaking down the sentence,
“any act” is the prepositive modifier of both infinitive
phrases. In other words, § 362(a)(3) prohibits “any act
to obtain possession of property” or “any act to
exercise control over property.” “Act”, in turn,
commonly means to “take action” or “do something.”
New Oxford American Dictionary 15 (3d ed. 2010)
(primary definition of “act”). This section, then, stays
entities from doing something to obtain possession of
or to exercise control over the estate’s property. It does
not cover “the act of passively holding onto an asset,”
Thompson, 566 F.3d at 703, nor does it impose an
affirmative obligation to turnover property to the
estate. “The automatic stay, as its name suggests,
serves as a restraint only on acts to gain possession or
control over property of the estate.” Inslaw, 932 F.2d
at 1474. Stay means stay, not go.
The majority rule reads too much into the section’s
legislative history. Prior to the Bankruptcy
Amendments and Federal Judgeship Act of 1984, “the
Code’s stay provision only prohibited any act to
obtain possession of property belonging to a
bankruptcy estate.” Thompson, 566 F.3d at 702. The
1984 Amendments “broadened the already sweeping
provisions of the automatic stay even further to
prohibit expressly not only ‘acts to obtain possession’
of property of the estate, but also ‘any act ... to
exercise control over the property of the estate.’ ”
Weber, 719 F.3d at 80 (quoting Pub. L. No. 98–353, 98

Stat. 333, 371). Notwithstanding that “Congress did
not provide an explanation of that amendment,” the
majority reads from “the mere fact that Congress
expanded the provision to prohibit conduct above and
beyond obtaining possession of an asset,” that
Congress “intended to prevent creditors from retaining
property of the debtor.” Weber, 719 F.3d at 80. “This
significant textual enlargement is consonant with [the
majority rule].” Id.
*5 [12]But Congress does not “hide elephants in
mouseholes.” Whitman v. American Trucking Ass’ns,
531 U.S. 457, 468, 121 S.Ct. 903, 149 L.Ed.2d 1 (2001).
The amendments are equally “consonant” with
another, less sweeping conclusion. “Since an act
designed to change control of property could be
tantamount to obtaining possession and have the same
effect, it appears that § 362(a)(3) was merely tightened
to obtain full protection.” In re Bernstein, 252 B.R.
846, 848 (Bankr. D.D.C. 2000). “[U]se of the word
‘control’ in the 1984 amendment to § 362(a)(3) suggests
that the drafters meant to distinguish the newly
prohibited ‘control’ from the already-prohibited acts
to obtain ‘possession,’ in order to reach nonpossessory
conduct that would nonetheless interfere with the
estate’s authority over a particular property interest.”
Ralph Brubaker, Turnover, Adequate Protection, and
the Automatic Stay (Part II): Who is “Exercising
Control” Over What?, 33 No. 9 Bankruptcy Law Letter
NL 1 (September 2013).
It’s not hard to come up with examples of such “acts”
that “exercise control” over, but do not “obtain
possession of,” the estate’s property, e.g., a creditor in
possession who improperly sells property belonging to
the estate. Similarly, “intangible property rights that
belong to the estate, such as contract rights or causes
of action are incapable of real possession unless they
are reified. Yet, (a)(3) preserves and guards against
interference with them by staying any act to exercise
control over estate property.” In re Hall, 502 B.R. 650,
665 (Bankr. D.D.C. 2014). If Congress had meant to
add an affirmative obligation—to the automatic stay
provision no less, as opposed to the turnover
provision—to turn over property belonging to the
estate, it would have done so explicitly. The majority
rule finds no support in the text or its legislative
history.
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In the end, the best argument for the majority rule is
that § 362 should be read in conjunction with another
part of the bankruptcy code—§ 542, the turnover
provision, which provides that any entity “in
possession, custody, or control, during the case of
property that the trustee may use, sell, or lease under
section 363 of this title ... shall deliver” such property
to the trustee “unless such property is of
inconsequential value or benefit to the estate.” 11
U.S.C. § 542 (emphasis added). According to the
majority, “Section 542 requires that any entity in
possession of property of the estate deliver it to the
trustees, without condition or any further action: the
provision is self-executing.” Weber, 719 F.3d at 79
(internal quotation marks omitted); but see Hall, 502
B.R. at 654–665. Reading these two sections together
ostensibly furthers “[t]he primary goal of ...
bankruptcy,” Thompson, 566 F.3d at 702, i.e. “to
group all of the debtor’s property together,” id.
because “[a]s a practical matter, there is little difference
between a creditor who obtains property of the estate
before bankruptcy is filed, or after bankruptcy is
filed,” Yates, 332 B.R. at 5. “The ultimate result is the
same—the estate will be deprived of possession of that
property,” which is “precisely the result § 362 seeks to
avoid.” Id. And so, the argument goes, “§ 542 provides
the right to the return of estate property, while [§ 362]
provides the remedy for the failure to do so.” Abrams
v. Sw. Leasing & Rental, Inc. (In re Abrams), 127 B.R.
239, 242–43 (9th Cir. BAP 1991).

courts the power to sanction conduct abusive of the
judicial process.” Id. (internal brackets and quotation
marks omitted); see also Skinner, 917 F.2d at 447
(holding that “section 105(a) empowers bankruptcy
courts to enter civil contempt orders,” including for
monetary damages). And so, adhering to the text of
the statute, as we must, we adopt the minority rule:
only affirmative acts to gain possession of, or to
exercise control over, property of the estate violate §
362(a)(3).
*6 [14]Today’s decision does not absolve Defendants of
liability, however. On remand, the damages award
may be sustainable under the proper application of §
362(a)(3) and under § 105(a), which “grants
bankruptcy courts the power to sanction conduct
abusive of the judicial process.” Scrivner, 535 F.3d at
1263. The bankruptcy court here “found the
Defendants’ attitudes while testifying to be
contemptuous of the bankruptcy process, the Debtor,
and the Court.” (App. Vol. II at 258). It also found
that Defendants “manufactured the paperwork ... after
the bankruptcy filing.” (Id. at 248.). And it noted that
Defendants “likely forged documents and gave
perjured testimony,” and “coached their witnesses on
what to testify to during [ ] breaks.” (Id. at 258). This
was all done in an “attempt to convince the Court that
[Mr. Cowen’s] rights in the Trucks had been
terminated prebankruptcy.” (Id.) These would qualify
as post-petition acts to exercise control over the
debtor’s property in violation of the automatic stay.

[13]

But this policy argument, too, is simply not
supported by the statute’s text or its legislative history.
Even if the turnover provision were “self-executing”
(which we do not decide), there is still no textual link
between § 542 and § 362. And, contrary to one
argument for the majority rule, see id. at 243,
bankruptcy courts do not need § 362 to enforce the
turnover of property to the estate. Bankruptcy courts
have “broad equitable powers” under 11 U.S.C. §
105(a), see Scrivner v. Mashburn (In re Scrivner), 535
F.3d 1258, 1263 (10th Cir. 2008), and can provide
equitable relief as “necessary or appropriate to carry
out the provisions of” § 542(a), see id. (citing 11 U.S.C.
§ 105(a)). Moreover, § 105(a) “grants bankruptcy
End of Document

We REVERSE the judgement of the district court and
REMAND to the district court, which may remand the
case to the bankruptcy court, for further proceedings
consistent with this opinion. We GRANT the renewed
motion to seal volume five of the appendix.

All Citations
--- F.3d ----, 2017 WL 745596, 63 Bankr.Ct.Dec. 211
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Credit Counseling. The court followed the
minority approach of allowing the debtor
to complete the required credit counseling
after the petition was filed, provided it was
completed later that same day.
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Only the Westlaw citation is currently available.
United States Bankruptcy Court,
W.D. North Carolina.
In re: LATOYA SHARMEEN TILLMAN, Debtor.
Case No. 17-30037
|
March 8, 2017

Chapter 13

ORDER DENYING MOTION TO DISMISS
Laura T. Beyer United States Bankruptcy Judge
*1 THIS MATTER is before the court on the Motion
to Dismiss (“Motion”) filed by the Bankruptcy
Administrator on January 24, 2017. The court held a
hearing on the Motion on February 28, 2017, and an
attorney for the Bankruptcy Administrator appeared
at the hearing. The pro se Debtor did not appear at the
hearing.
The Motion notes that the Debtor commenced this
case at 3:28 p.m. on January 11, 2017, that her credit
counseling certificate shows that she completed a
credit counseling course later the same day, and that
the Debtor’s Official Form 101 (Voluntary Petition for
Individuals Filing for Bankruptcy) says she received a
credit counseling briefing during the 180 days before
she commenced this case. The Bankruptcy
Administrator argues that the court should dismiss
this case because the Debtor did not obtain credit
counseling prior to commencing her bankruptcy case
and relies on In re Arkuszewski, 550 B.R. 374 (N.D.
Ill. 2015), and In re Baxter, No. 06-30452 (Bankr.
W.D.N.C. May 17, 2006) (Order Denying Motion to
Reconsider Order Dismissing Case), for support.

Congress added the credit counseling requirement to
the Bankruptcy Code (“Code”) in 2005 as part of the
Bankruptcy Abuse Prevention and Consumer
Protection Act (“BAPCPA”). The original version of
11 U.S.C. § 109(h) added to the Code pursuant to
BAPCPA required debtors to obtain credit counseling
during the 180-day period preceding the date of filing
of the petition. Baxter, slip op. at 2. Some courts
concluded that the original language of § 109(h)
required debtors to complete credit counseling at least
one day prior to commencing a bankruptcy case. See,
e.g., In re Gossett, 369 B.R. 361, 370–71 (Bankr. N.D.
Ill. 2007). In 2010, Congress amended § 109(h) to
instead require debtors to complete their credit
counseling classes “during the 180-day period ending
on the date of filing of the petition.” § 109(h) (emphasis
added); Arkuszewski, 550 B.R. at 376, 381.
The plain language of the current version of § 109(h)
unambiguously allows a debtor to satisfy the credit
counseling requirement on the same day that his case
commences, even if the debtor does not take a class
until after he files his petition. In re Walker, 502 B.R.
324, 328 (Bankr. N.D. Ill. 2013). The court must
presume that words in a statute have their normal
meanings unless Congress provided definitions in the
statute, id. at 327 (quoting Pioneer Inv. Servs. v.
Brunswick Assocs., 507 U.S. 380, 388 (1993)), neither
the Code nor § 109 contains a definition for “date,”
and “date” means “[t]he day when an event happened
or will happen,” BLACK’S LAW DICTIONARY 452
(9th ed. 2009), or “[t]ime stated in terms of the day,
month, and year,” AMERICAN HERITAGE
DICTIONARY 367 (2d college ed. 1982). Since “date
of filing” in § 109(h) refers to an entire day and not to
a particular point in time during the day, debtors that
obtain credit counseling at any point during the same
day that they file their petitions are in compliance with
the plain language of the statute. While Congress may
well have intended to require credit counseling to be
completed pre-petition in most instances, see Walker,
502 B.R. at 328–29 (discussing BAPCPA legislative
history), 330–31 (noting that § 109(h)(3) allows postpetition credit counseling in certain situations), if the
statutory language is unambiguous and not absurd,
the court should enforce the statute and should not
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undertake any further inquiry, Sebelius v. Cloer, 133 S.
Ct. 1886, 1896 (2013) (quoting Hartford Underwriters
Ins. Co. v. Union Planters Bank, N.A., 530 U.S. 1, 6
(2000)).

more explicit guidance in the statute, especially when
Congress could have used more precise language as it
did in other parts of the Code, Walker, 502 B.R. at
331–32.1

*2 The Bankruptcy Administrator’s argument and
cited authorities do not persuade the court to question
the plain language of the statute. The court decided
Baxter prior to the 2010 amendment that changed
“preceding” to “ending on,” so it could not have
decided what Congress meant by “ending on the date
of filing.” The language on Official Form 101 is more
consistent with the previous version of § 109(h) than
the current version, but that is a problem with the
form since forms cannot alter or contradict statutes.
See Schwab v. Reilly, 560 U.S. 770, 779 n.5 (2010)
(“The forms ... must be read in light of the Bankruptcy
Code provisions that govern this case, and must yield
to those provisions in the event of conflict.”).
Arkuszewski embarks on a lengthy plain meaning and
grammatical examination and concludes that “while
‘date’ usually refers to a twenty-four hour period, [in §
109(h)] it has the alternative meaning of a specific
moment in time—i.e. the filing of the petition.”
Arkuszewski, 550 B.R. at 380. The court declines to
join Arkuszewski in concluding that Congress created
a new meaning for the word “date” in § 109(h) without

The plain language of the Bankruptcy Code requires
debtors to obtain credit counseling during the 180 days
ending on the day that they file their petitions, and the
Debtor did so in this case. Even if the court’s analysis
of the statutory language at issue is incorrect, the
Debtor has substantially complied with the credit
counseling requirement. Accordingly, the Motion is
hereby DENIED.
SO ORDERED.
This Order has been signed electronically. The Judge’s
signature and Court’s seal appear at the top of the
Order.

All Citations
Slip Copy, 2017 WL 933025

Footnotes
1

The court adopts the reasoning of Walker in lieu of a more thorough explanation of its conclusion.

End of Document
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