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The Seven weeks apart, two circuits
reach diametrically different conclusions
about good faith as a defense to an
intentional act that violates the discharge
injunction.

First Circuit Splits with the Ninth over Good Faith
Defense to Discharge Violation
Over a comprehensive dissent, the First Circuit ruled that the Internal Revenue Service
intentionally violates the discharge injunction when an IRS employee knows there was
a discharge but nonetheless “takes an intentional action” later found to violate the
discharge, even if the IRS had a good faith belief that its action did not violate the
discharge.
The First Circuit’s June 7 opinion represents a stark split with a decision handed down
by the Ninth Circuit less than seven weeks ago: Lorenzen v. Taggart (In re Taggart), 888
F.3d 438 (9th Cir. April 23, 2018), petition for panel rehearing and
rehearing en banc filed June 6, 2018. Although the First Circuit dissent cited Taggart,
the majority did not.
The First Circuit’s dissent underscores an arguably longstanding circuit split on the
question of whether good faith is a defense to an alleged violation of the discharge
injunction.
The majority opinion for the First Circuit, holding that good faith is not a defense to
contempt, was written by Circuit Judge Norman H. Stahl. Joining the majority opinion
was retired Supreme Court Associate Justice David H. Souter, sitting by designation.
The dissent was by Circuit Judge Sandra L. Lynch.
The Facts in the First Circuit
The debtor filed a chapter 7 petition and received a discharge. The IRS was aware of
the discharge.
Among his $600,000 in total debt, the debtor owed the IRS about $550,000 in taxes.
The IRS had a good faith basis for believing that the taxes were not dischargeable
under Section 523(a)(1)(C) because the debtor, allegedly, had willfully attempted to
evade payment of the taxes. The IRS therefore took the position that the tax debt was
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not automatically discharged under Section 523(c)(1). Thus, the IRS did not object to
the dischargeability of the debt before the debtor received his general discharge.
After entry of the general discharge, the IRS repeatedly notified the debtor of its belief
that the taxes were not automatically discharged. After the IRS eventually levied
against an account receivable owing to the debtor, he filed an adversary proceeding in
bankruptcy court seeking a declaration that the debt indeed had been discharged.
Allegedly because of mental infirmities afflicting the assistant U.S. Attorney (AUSA)
who represented the IRS, the government presented insufficient evidence, leading the
bankruptcy judge to grant summary judgment declaring that the taxes were
discharged. The IRS did not appeal the ruling that the debt was discharged.
The debtor later filed a complaint against the IRS under 26 U.S.C. § 7433(e), seeking
sanctions for willful violation of the discharge injunction by issuing levies against his
assets. In defense, the IRS argued there was no willful violation because the
government reasonably believed that the debt was not discharged.
The bankruptcy judge found a willful violation and ruled in favor of the debtor. On
appeal, the district court remanded for the bankruptcy court to consider the AUSA’s
mental impairment.
On remand, the IRS and the debtor reached a partial settlement narrowing the issues.
To avoid extensive litigation over the AUSA’s mental impairment and whether his
impairment would give the government a defense, the IRS agreed that the debtor could
have $175,000 in damages if an appellate court ultimately were to rule that a
reasonable belief that the debt was excepted from discharge was not a defense to
contempt.
The bankruptcy court decided that good faith was not a defense and ruled against the
IRS. The district court affirmed, and the IRS appealed.
The Majority Opinion
Given the stipulation limiting the issue on appeal, Judge Stahl said the appeals court
would decide whether the IRS’s good faith belief meant there was no willful violation of
the discharge injunction under Section 7433(e).
Adopted in 1998, Section 7433(e) allows a taxpayer to recover damages from the U.S.
if the IRS, in connection with the collection of taxes, “willfully violates any provision of”
the automatic stay under Section 362 of the Bankruptcy Code or Section 524 and its
injunction barring the collection of discharged debt.
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Judge Stahl said that the statute defines neither “willfully” nor the phrase “willfully
violates.” To find a meaning for the terms, he surveyed the definition given those words
by the circuit courts when the statute was adopted in 1998.
Although the dissenter disagreed about unanimity among the courts of appeals, Judge
Stahl said that the circuit courts agreed that the “phrase ‘willful violation’ had an
established meaning in the context of violations of the automatic stays [sic] as of 1998:
a creditor willfully violated the automatic stay if it knew of the automatic stay and took
an intentional action that violated the automatic stay. A good faith belief in a right to
the property was not relevant to determining whether the creditor’s violation was
willful.”
Judge Stahl next concluded that Congress intended to give the same meaning to
violations of the discharge injunction, in part because “the plain language of Section
7433(e) does not distinguish between” violations of the automatic stay and discharge.
Although Judge Stahl said he was relying “primarily” on what Congress understood
“willful violation” to mean in 1998 on adopting Section 7433(e), he said that later First
Circuit decisions hewed to the same definition for violations of both the automatic stay
and the discharge injunction.
Although the dissenter disagreed, Judge Stahl said that his definition of “willful
violation” did not entail an overbroad interpretation of the wavier of sovereign immunity
in Section 7433(e).
The IRS contended that Judge Stahl’s interpretation would force the government to
seek a declaration about the dischargeability of debts for tax fraud, even though
Section 523(a)(1)(C) excepts them from discharge automatically.
Judge Stahl rejected the argument, finding “policy considerations” against “allowing
the IRS to attempt to collect purportedly discharged debts without facing potential
consequences.” He said the IRS had several alternatives.
First, the IRS could have filed an objection to the dischargeability of the debt, although
it was not required to do so before the entry of the general discharge. Second, the IRS
could have filed an adversary proceeding and sought a declaration about
dischargeability before beginning collection activity.
Third, the IRS could have attempted to collect the debt, as it had done in the case at
bar, and gamble that the bankruptcy court would find for the government and rule that
the taxes were not discharged.
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The Dissent
In dissent, Judge Lynch said that her panel was handing down the first circuit court
opinion construing “willfully violates” in Section 7433(e). The majority, she said, “gets
this one wrong.”
Judge Lynch said her circuit was the first to deprive the government of sovereign
immunity when acting “on a reasonable and good faith belief.” In Section 7433(e), she
found no indication of a waiver of immunity “where the IRS acts reasonably and in
good faith,” even if the belief turns out to be erroneous.
Rather than following circuit law, Judge Lynch would have adopted the approach of
the Supreme Court where she said the justices held in the context of Section 523 that
a willful injury includes only acts that “were specifically intended to cause injury, not all
intentional acts that resulted in injury.”
Of special significance, Judge Lynch disagreed with the majority’s statement that the
circuits were in agreement before 1998. Although the majority opinion reflected the
holding of seven circuits, she said that the First, Fifth and Sixth Circuits would allow a
good faith defense to an alleged willful stay violation. Where she said the “majority
attempts to deny the existence of this circuit split,” Judge Lynch said that those three
circuits “had held that the mere knowledge of a stay was insufficient to show a ‘willful
violation.’”
In addition to older authority from those three circuits, she cited Taggart, decided by
the Ninth Circuit on April 23. She read the Ninth Circuit as allowing a good faith
defense. “Indeed,” she said, “the Ninth Circuit does not even impose a reasonableness
requirement.” For ABI’s discussion of Taggart, click here.
Judge Lynch placed significant reliance on Section 523(a)(1)(C), which does not
“require the IRS to first obtain a judicial determination that an exception to discharge
applies.” The subsection, she said, “means that Congress chose not to require that the
IRS seek a pre-collection determination from the bankruptcy court.” [Emphasis in
original.]
“Given that Congress created this exception to discharge and did not require the IRS
to seek a pre-collection determination that the tax debts are not dischargeable, there is
no reason to say that the IRS should incur the risk of having damages found against it
even if it acted on a reasonable and good faith belief,” Judge Lynch said.
Are There Grounds for Certiorari?
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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The First Circuit’s decision and Taggart are very much at odds. The Ninth Circuit
permits a good faith defense to a discharge violation, while the First Circuit does not.
Should the losing parties in either circuit petition for certiorari, they surely will claim
there is a circuit split. However, the majority on the First Circuit found no circuit split,
although the dissenter did.
By ruling on Section 7433(e), the First Circuit was not construing the same statute as
the Ninth. If a certiorari petition is based on divergent opinions by the two circuits just
seven weeks apart, the justices might shy away from granting the petition because the
underlying statutes are not the same.
However, there surely is a lack of clarity about the availability of a good faith defense
when a panel of the First Circuit cannot agree on whether there is a circuit split. The
Supreme Court might decline to grant certiorari until there is a decision more starkly
raising a circuit split. Taggart might become a better vehicle for certiorari after the Ninth
Circuit disposes of the pending petition for rehearing and rehearing en banc.
Although the dissent in the First Circuit says there is a circuit split about the good faith
defense generally, the dissenter also said her panel was the first appeals court to rule
on Section 7433(e). Even though the underlying issue is applicable to Sections 362 and
524 of the Bankruptcy Code, the Supreme Court might not be inclined to
grant certiorari to the First Circuit and review the first decision on Section 7433(e).
All things considered, Taggart therefore might be the better vehicle for certiorari. The
debtor in Taggart contends that the Ninth Circuit’s opinion represents a split with the
Fourth and Eleventh Circuits on the availability of a good faith defense.
If there is a petition for certiorari in Taggart, the Supreme Court may request the
opinion of the U.S. Solicitor General on whether to grant or deny the petition, known as
a CVSG for “consider the views of the Solicitor General.” A CVSG would allow the
government to weigh in on the existence of a split (or not) and presumably urge the
justices to review the case.
Given the outcome in the First Circuit, the government well may urge a grant
of certiorari in Taggart, especially if certiorari to the First Circuit is less likely.
Either case would enable the Supreme Court to rule on a fundamental, recurring issue
in bankruptcy law: Does good faith allow a creditor to escape the consequences of an
intentional violation of the principal relief a debtor obtains through bankruptcy?
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The payee of a check isn’t necessarily
the transferee of a fraudulent transfer,
Chicago judge says.

Bankruptcy Judge Can Enter Final Judgment after a
Fraudulent Transfer Bench Trial
Although a check payable to a university represented stolen money, Bankruptcy Judge
Carol A. Doyle of Chicago ruled that the university was not the recipient of a fraudulent
transfer.
Judge Doyle’s July 11 opinion is important for a second holding: A bankruptcy judge
has constitutional power to enter final judgment in a fraudulent transfer suit when there
is no request for a jury trial.
The case involved the infamous Peregrine Financial Group Ponzi scheme.
Peregrine was a commodities futures merchant. Over the course of 20 years,
Peregrine’s founder, Russell Wasendorf Sr., stole $200 million that should have been
held in a segregated account for customers. The fraud was discovered after Wasendorf
tried unsuccessfully to commit suicide in a parking lot outside company headquarters.
A receivership morphed into a chapter 7 liquidation. Wasendorf pleaded guilty and is
serving a 50-year prison sentence.
In a written agreement years before bankruptcy, Wasendorf had made a $2 million
pledge to the University of Northern Iowa Foundation for the benefit of a specified
athletics fund. Less than a year before bankruptcy, he fulfilled $500,000 of the pledge
as follows: Wasendorf caused Peregrine’s bank to issue a $500,000 cashier’s check,
payable to “University of Northern Iowa,” with funds from a Peregrine account. When
Wasendorf delivered the check, the university immediately endorsed the check to the
foundation. The funds were then deposited into a foundation account.
Judge Doyle described the foundation as a “separately organized entity that has taxexempt status under § 501(c)(3) of the Internal Revenue Code.”
The Peregrine trustee sued the university to recover the $500,000 as a constructively
and intentionally fraudulent transfer under Section 548(a)(1)(A) and (B). The university
did not contest the transfer as being an actual and constructively fraudulent transfer.
Instead, the university contended that it was not liable under Section 550.
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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The Stern Issue
Because the university did not consent to the entry of final judgment in bankruptcy
court, the university and the trustee agreed that Judge Doyle should only make
proposed findings of fact and conclusions of law.
Judge Doyle thought otherwise. She said that “many courts” read Stern narrowly and
conclude that a bankruptcy court may not enter a final judgment in a fraudulent
transfer suit. But, she said, some district courts in Illinois have “adopted a broad
reading of Stern as well as [Granfinanciera, S.A. v. Nordberg, 492 U.S. 33 (1989)]” and
hold that neither decision strips the bankruptcy court of power to enter final judgment.
Granfinanciera, according to Judge Doyle, held that a fraudulent transfer defendant
who had not filed a claim was entitled to a jury trial. She said the Supreme Court
in Granfinanciera “did not address the constitutional authority of a bankruptcy court to
enter a final judgment on a fraudulent transfer claim after holding a bench trial.”
Judge Doyle therefore adopted “a more narrow interpretation consistent with
the Stern observation that its holding is limited to one isolated issue and will not have a
significant impact on bankruptcy proceedings.”
Judge Doyle next said that “Executive Benefits Insurance Agency v. Arkison (In re
Bellingham Insurance Agency Inc.), __ U.S. __, 134 S. Ct. 2165 (2014), does not require
a different result.” In Executive Benefits, she said, the Supreme Court “expressly stated
that it assumed without deciding that the fraudulent transfer claims were Stern claims.”
[Emphasis in original.]
If an appellate court takes a different view, Judge Doyle said that her 37-page opinion
should “be considered as proposed findings of fact and conclusions of law.”
The University Wasn’t the Initial Transferee
Conceding that the transfers were recoverable fraudulent transfers, the university
argued that it could not be held liable under Section 550(a) as the initial transferee. If it
were a subsequent transferee, the university would have a solid “good faith” defense
under Section 550(b), since the university was not aware that Wasendorf was operating
a Ponzi scheme.
Judge Doyle, however, rejected the university’s contention that Wasendorf was the
initial transferee, because he never had “dominion and control” over the funds as
required in the Seventh Circuit by Bonded Financial Services Inc. v. European
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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American Bank, 838 F.2d 890, 893 (7th Cir. 1988). Wasendorf, she said, never held the
funds in an account of his own and could not have negotiated the bank check payable
to the university.
Judge Doyle said that the “dominion and control” test has been “widely adopted,”
citing the Fifth, Eighth and Eleventh Circuits.
The trustee argued that the university had to be the initial transferee because it was the
payee of the bank check. The university nevertheless got traction with Judge Doyle on
a second argument, that the university was a “mere conduit” and was not the initial
transferee.
Looking at all the “facts and circumstances,” Judge Doyle assigned herself the task of
deciding whether the university “had sufficient right to use the money for its own
purposes to be considered an initial transferee instead of a conduit.”
Judge Doyle said that Wasendorf made a pledge to the foundation, not to the
university. Without dispute, she found that the university and the foundation had
agreed that all donations for the benefit of the university would be made to the
foundation.
Because Wasendorf was contractually obligated for a contribution to the foundation,
Judge Doyle said that the university immediately endorsed the check and caused the
funds to be deposited into a foundation account. She said the “university was not free
to use the money for any purpose” and therefore “was a mere conduit for the
foundation.”
Because the foundation was obliged to use the contribution for the benefit of the
university, the trustee argued that the university was liable under Section 550(a)(1) not
only as the initial transferee but also as “the entity for whose benefit such transfer was
made.”
Since the university “will get the benefit of the funds sometime later,” Judge Doyle
cited Bonded for the proposition that someone cannot be both a subsequent
transferee and the “entity for whose benefit” the transfer was made. Under the
trustee’s theory, she said, the university would be a “subsequent transferee under
Section 550(b)(2), and a subsequent transferee cannot be considered a transfer
beneficiary under Section 550(a)(1).”
Wasendorf, according to Judge Doyle, was the transfer beneficiary because the gift
satisfied his pledge.
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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Because the trustee had not attempted to prove that the university was a subsequent
transferee, Judge Doyle entered judgment in favor of the university.
Standard of Review on Appeal
On appeal, Judge Doyle’s Stern ruling could be pivotal.
This year in U.S. Bank NA v. The Village at Lakeridge LLC, 200 L. Ed. 2d 218, 86
U.S.L.W. 4121 (Sup. Ct. March 5, 2018), the Supreme Court prescribed the standard of
appellate review for mixed questions of law and fact. Assuming an appellate court
believes that Judge Doyle was primarily parsing the facts, her opinion would be subject
to the “clear error” rule if she had power to enter final judgment.
On the other hand, if her ruling was a Stern decision, Judge Doyle’s findings of fact
would be subject to de novo review, where the district court need give no deference to
the bankruptcy court’s fact findings. Conceivably, a district judge could review the trial
record but conclude that the university, as a matter of fact finding, was the initial
transferee and therefore liable.
Thus, the standard of review in district court might determine the outcome. An appeal
will require a district judge to apply Lakeridge to an important case where the issue is
pivotal, not merely theoretical. Of course, a district or circuit court could pass the issue
by affirming Judge Doyle under both standards.
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BAP agrees with Title Max that pawned
property drops out of an estate
automatically when state law does not
require notice.

Ninth Circuit BAP Nullifies Section 541(b)(8) When
Pawnbroker Must Give Notice
In states requiring notice before a pawnbroker can take title to pledged personal
property that the debtor has not redeemed, the Ninth Circuit Bankruptcy Appellate
Panel held that the automatic stay effectively nullifies the lender’s ability to remove
collateral from the bankrupt estate.
The BAP’s June 15 opinion endorses the opposite result reached by the Eleventh
Circuit in states where no notice is required and property therefore drops out of the
estate automatically if not redeemed by the deadline. See Title Max v. Wilber (In re
Wilber), 876 F.3d 1302 (11th Cir. Dec. 11, 2017), rehearing en banc denied Feb. 14,
2018. For ABI’s discussion of Title Max, click here.
The debtor pledged jewelry in California before filing a chapter 13 petition. When the
debtor did not redeem the jewelry on maturity of the loan after bankruptcy, the
pawnbroker sent the debtor a 10-day notice as required by California law. In the
meantime, the debtor filed a plan promising to pay off the loan and thus enable her to
retain ownership.
To prevent the pawnbroker from taking title, the debtor commenced an adversary
proceeding and sought a temporary restraining order before the 10-day period
elapsed. The bankruptcy court granted a preliminary injunction preventing the
pawnbroker from taking title by ruling, among other things, that the automatic stay
prevented the lender from issuing the 10-day notice and assuming ownership of the
jewelry.
The BAP affirmed in an opinion by Bankruptcy Judge Robert J. Faris.
The pawnbroker relied on Section 541(b)(8), added in 2005 by the Bankruptcy Abuse
Prevention and Consumer Protection Act. The subsection provides that property of the
estate does not include tangible personal property that has been pledged if the
collateral is in the possession of the lender, the debtor is not obligated to repay the
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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loan, and neither the debtor nor the trustee redeems the property within the time
specified by state law, as it might be extended by Section 108(b).
Judge Faris said the only issue on appeal dealt with the debtor’s alleged failure to
redeem the jewelry before title would automatically pass to the lender.
Under California law, unlike some other states, a pawnbroker cannot take title to
pledged property without giving a 10-day notice. Although the lender gave the required
notice, Judge Faris ruled that the giving of notice was void ab initio as a violation of the
automatic stay’s prohibition of acts to exercise control over estate property or to
enforce a lien.
Therefore, Judge Faris held that the “ten-day redemption period never began to run”
and “Section 541(b)(8) did not remove the jewelry from the estate.”
Judge Faris said that California is in a minority of 13 states that require notice before a
borrower loses title to pawned property. Therefore, he said, “Our holding here only
applies where applicable nonbankruptcy law requires the pawnbroker to give notice.”
Judge Faris distinguished Title Max, where Georgia’s pawn statute “automatically
[vested] title in the pawnbroker at the expiration of the redemption period.” The
majority of states, he said, require no notice.
Significantly, Judge Faris went on to say, “We agree with the [Title Max] court’s
analysis” that “pawned property ‘drops out’ of the estate if the redemption right is not
timely exercised.” In a footnote, he also said, “We agree with other courts in our circuit
that have held that [the automatic stay] does not toll redemption periods.” Therefore,
Section 108(b) controls, not Section 362(a).
If the automatic stay did not prevail, the debtor had another arrow in her quiver.
Without objection from the pawnbroker, the bankruptcy court confirmed the plan
allowing the debtor to pay off the loan and retain ownership of the jewelry. The
bankruptcy court agreed and held, alternatively, that the pawnbroker was bound by the
plan.
However, the BAP said it would not reach the issue because the panel was affirming
on an “independently sufficient ground.” By avoiding the plan issue, the BAP was not
required to agree or disagree with a more controversial aspect of Title Max where the
Eleventh Circuit held that the lender was not obliged to object to confirmation after
having alleged that the debtor no longer owned the property.
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Compensation for brain injury is a
disability payment, not payment on
a tort claim.

Payments Under the NFL’s Brain Injury Settlement Are
Exempt, Florida Judge Rules
Veterans of the National Football League with brain injuries will be relieved to know that
payments under the NFL Players’ Concussion Injury Litigation Settlement are exempt
assets that players can keep even if they are bankrupt, according to Bankruptcy Judge
John K. Olson of Fort Lauderdale, Fla.
Judge Olson evidently was the first to rule on the issue.
The case before Judge Olson involved a chapter 7 petition by a retired 10-year veteran
of the NFL. His bankruptcy was becoming a disaster, because the former safety had
waived his discharge once the trustee found three unscheduled automobiles parked in
his garage and titled in his name.
The former first-round pick in the 1992 NFL draft claimed that payments on account of
his neurocognitive impairment are exempt assets. The trustee objected to the claimed
exemption.
Fortunately for the former All American, Judge Olson ruled in a June 27 opinion that the
payments are exempt assets under Section 522(d)(10), even though Florida has opted
out of the federal exemptions.
Generally, Florida does not allow its citizens to take federal exemptions, although state
law allows Floridians to claim exemptions under Section 522(d)(10). Subsection (C)
allows debtors to exempt the right to receive “a disability benefit, illness, or
unemployment benefit.”
In support of her objection, the trustee relied on precedent holding that payments
resulting from a tort claim are not exempt in Florida. Judge Olson disagreed. He
framed the question as whether the payments were a disability benefit covered by
Section 522(d)(10), even though the Litigation Settlement was the result of a lawsuit.
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Judge Olson said that the language in the settlement agreement “is undeniably
indicative of a disability policy.” He said that neurocognitive impairment “falls within
even the narrowest interpretation of the word ‘disability.’”
“Most importantly,” Judge Olson said he focused on the “overall structure of the
Settlement Agreement and the medical procedures in place to filter claims.” [Emphasis
in original.] Unlike the brain-injury settlement, where the payments are graduated to
reflect the extent of a player’s injury verified by a panel of medical experts, someone
might win an ordinary tort settlement even if there were no injury, and the payments in
a tort case might or might not accurately reflect the extent of an injury.
Judge Olson therefore said that the Settlement Agreement “is vastly different from a
traditional class action tort claim settlement, where no matter the size of the class,
payouts are fully determined ex-ante. Here, however, the amount of compensation, if
any, is only fully determined ex-post, after all of the procedural hurdles have been
overcome.”
Noting that the settlement payments were not part of the NFL’s existing disability
policy, Judge Olson found “little to suggest that the Settlement Agreement intends to
resolve a tort claim; rather, the explicit language of the Settlement Agreement as well
as the overall structure suggests that the benefits are pursuant to a separately created
policy, which this Court interprets as a disability policy within the meaning of Section
522(d)(10)(C).”
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A creditor can’t have derivative
standing if the trustee already sold
the claim, BAP says.

Appeal from Interpretation of a Prior Sale Order Is
Reviewed for Abuse of Discretion
A bankruptcy court’s later interpretation of an earlier order approving a sale under
Section 363 is reviewed for abuse of discretion, not de novo, according to the
Bankruptcy Appellate Panel for the Sixth Circuit.
For a second holding in its June 6 opinion, the BAP ruled that a creditor can have no
derivative standing, thus divesting the court of jurisdiction, if the bankruptcy trustee
has previously sold the claim.
The holdings may be difficult to fathom without knowing the facts. Condensed, here’s
what happened.
A trustee and a creditor jointly sued the debtor and several other defendants. The suit
sought denial of the debtor’s discharge and recovery of property allegedly belonging to
the defendants, principally on an alter ego theory.
With the bankruptcy court’s approval, the creditor purchased all of the claims in the
suit but left the trustee to pursue the discharge objection. On consent, the bankruptcy
court dismissed the portion of the suit purchased by the creditor without prejudice, on
the notion that the bankruptcy court lacked jurisdiction because the outcome would
have no conceivable effect on the estate since all recovery would go to the creditor.
The creditor pursued the purchased claims in state court, but the state court dismissed
the suit because it alleged causes of action that did not exist under state law.
After losing in state court on the purchased claims, the creditor drafted a new
complaint, alleging much the same facts but this time seeking recovery under a
different legal theory. The bankruptcy court signed an order approving a stipulation
with the trustee granting the creditor derivative standing to pursue the new suit in
bankruptcy court in the name of the trustee, although any recovery would flow to the
creditor alone.
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The defendants filed a motion to dismiss, contending that neither the trustee nor the
creditor had standing. Interpreting its prior sale order, the bankruptcy court concluded
that the new claims previously had been sold, divesting the trustee and the creditor of
standing. The bankruptcy court therefore granted the dismissal motion, and the
creditor appealed.
For the BAP, Bankruptcy Judge Tracey N. Wise of Lexington, Ky., upheld dismissal.
Standard of Review
Is a court’s order interpreting its own prior sale order reviewed for abuse of discretion
or de novo? The standard of review depends on the nature of the order the court was
interpreting, Judge Wise said.
Judge Wise cited Sixth Circuit authority for the proposition that the standard of review
depends on the nature of the action undertaken by the bankruptcy court. If the
bankruptcy court did not rely upon or interpret the Bankruptcy Code but interpreted
the prior order and breathed life into it, the appellate court reviews interpretation of the
prior order “with full deference,” applying an abuse of discretion standard to the
exercise of the bankruptcy court’s equitable powers.
In the case at bar, Judge Wise said that the bankruptcy court did not construe the
Bankruptcy Code when interpreting the prior sale-approval order. Review was for
abuse of discretion, she said, because the bankruptcy court “was in the best position
to construe the scope of assets intended to be sold.”
Judge Wise said that BAPs in other circuits have applied the same appellate standard
to the review of interpretations of sale orders.
Lack of Standing
Because the new suit was based on the same facts, the bankruptcy court might have
dismissed on res judicata, or claim preclusion. However, a court should establish its
own jurisdiction before reaching the merits. Therefore, the bankruptcy court began by
analyzing the creditor’s standing to pursue the new suit.
Although the creditor was asserting a new legal theory in the new suit, the bankruptcy
judge concluded that the new claims nevertheless had been sold previously by the
trustee, because the trustee retained only discharge claims.
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The conclusion that the trustee had previously sold the claim was not clearly
erroneous.
Since the trustee previously had sold the claims, the trustee had no standing and thus
no ability to confer derivative standing on the creditor.
Since the trustee did not have standing, and because there would be no jurisdiction in
bankruptcy court since there could be no effect on the estate to the extent that the
claim belonged to the creditor, the bankruptcy court properly dismissed the new suit
for lack of jurisdiction.
The BAP’s June 6 opinion is not to be confused with an opinion bearing the same
name, handed down by the BAP on May 3. The prior opinion dealt with the same
parties but a different dispute in bankruptcy court where the creditor also lost. To read
ABI’s discussion of the prior case, click here.
Opinion Link
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When objecting to claims, new Rule
3007(b) means debtors are not required to
assert counterclaims that would be
adversary proceedings.

New Bankruptcy Rule 3007(b) Alters Applicability
of Res Judicata
District Judge Amy Berman Jackson of Washington, D.C., explained how a 2007
amendment to Bankruptcy Rule 3007 affected the applicability of res judicata to claim
objections.
Previously, Rule 3007(a) said that an objection to a claim becomes an adversary
proceeding if it “is joined with a demand for relief of a kind specified by Rule 7001.”
In 2007, that provision was replaced by Rule 3007(b), which now reads, “A party in
interest shall not include a demand for relief of a kind specified in Rule 7001 in an
objection to the allowance of a claim, but may include the objection in an adversary
proceeding.”
In the lawsuit before Judge Jackson, the plaintiff had filed a chapter 13 petition and
objected successfully to a claim filed by the defendant. More precisely, the defendants
had filed a proof of claim contending that the debtor owed more than $120,000 on a
mortgage loan that was in default.
The bankruptcy judge sustained the debtor’s objection, ruling that the loan was not in
default and that the debtor only owed about $53,000.
After resolution of the claim objection, the debtor sued the creditors in district court,
seeking monetary damages for misrepresentation and harassment.
The defendants filed a motion to dismiss, arguing that the claims for damages were
barred by res judicata, or claim preclusion, because the misrepresentation and
harassment claims could have been but were not brought alongside the claim
objection. Although Judge Jackson originally granted the motion and dismissed, she
reversed course, granted rehearing, and reinstated the suit in her June 11 decision.
Judge Jackson said that the rule “and the Advisory Committee Notes make it clear . . .
that certain demands for relief cannot be brought in a contested matter.”
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Therefore, Judge Jackson said, the debtor “could not have brought his claims for
damages when he contested defendants’ proof of claim in the bankruptcy case.” Since
the claim for damages could not have been brought in the claim objection, res
judicata or claim preclusion did not bar the later suit in district court.
The defendant argued that the debtor nonetheless could have brought the claim for
damages in bankruptcy court in response to the claim objection.
Judge Jackson rejected the argument, saying that “the first prong of the res
judicata inquiry does not look to whether a claim could have been brought in the
previous court; it examines if the second claim could have been brought in the
first proceeding.” [Emphasis in original.] Since claims for damages could not have been
brought in the contested matter, res judicata did not apply to bar the later suit in
district court.
Assuming her opinion is followed universally, Judge Jackson’s decision is important
because it relieves debtors of the need for raising some affirmative claims against
creditors when they object to proofs of claim. Res judicata would still apply if the
counterclaims were not of the type requiring an adversary proceeding.
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Lower courts are split on whether
terminating a nonresidential lease for
default means there is no automatic stay.

Terminating a Lease for Default Doesn’t Invoke the
§ 362(b)(10) Stay Exception
Terminating a lease for default does not mean there is no automatic stay under Section
362(b)(10), according to Bankruptcy Judge Thomas J. Tucker of Detroit, who ruled on
an issue where the courts are split.
The debtor was the operator of a hotel who leased the land and building. The landlord
issued a notice of default and terminated the lease. The tenant sued in state court,
hoping to block eviction. The state court ruled that the tenant had defaulted, that the
landlord validly terminated the lease, and that the tenant had no right to possession.
Four days before the date set by the state court for the tenant to vacate, the tenant
filed a chapter 11 petition. The debtor appealed to the state appellate court, but the
appeal was stayed as a result of bankruptcy.
The landlord sought a ruling by the bankruptcy court that the automatic stay did not
apply. The landlord relied on Section 362(b)(10), which provides that the automatic stay
does not apply to a lease for nonresidential real property if the lease “has terminated
by the expiration of the stated term of the lease before the commencement of or
during” bankruptcy.
Similarly, Section 541(b)(2) says that property of the estate does not include the
lessee’s interest “under a lease of nonresidential real property that has terminated at
the expiration of the stated term of such lease before the commencement of the case .
. . .”
Backed by several bankruptcy court decisions, the landlord argued that terminating the
lease for default before bankruptcy invoked Section 362(b)(10) and meant there was no
automatic stay to prevent eviction and enforcement of the state court’s decision. The
landlord wanted Judge Tucker to rule that the automatic stay did not apply.
Under Indiana law, Judge Tucker ruled in his June 18 opinion that he was bound by the
doctrine of issue preclusion to view the lease as validly terminated, unless and until the
debtor were to win a reversal from the state appellate court. But a terminated lease did
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not end the discussion, because a landlord ordinarily would need a modification of the
automatic stay to evict a tenant even if the lease had been validly terminated.
Thus, Judge Tucker turned to the question of whether there was an exception to the
automatic stay under Section 362(b)(10).
Although some courts have ruled that the stay does not apply, Judge Tucker cited
the Collier treatise, commentators and several courts that believe termination of a lease
for default does not invoke Section 362(b)(10).
In what he viewed as “the only reasonable reading of the statutory language,” Judge
Tucker concluded that early termination for default does not square with the pivotal
phrase in subsection (b)(10), “terminated at the expiration of the stated term of such
lease . . . .” [Emphasis added.]
The year 2034 was to be the end of the term of the lease. From the language of the
lease itself, Judge Tucker also held that the stated term of the lease would remain the
same even if it were cancelled as a result of the tenant’s default.
Judge Tucker’s opinion does give landlords a ray of hope in drafting new leases.
Assume that the lease, in its own language, were to provide that the stated term of the
lease would expire upon the tenant’s breach. Would a lease drafted in that fashion
invoke Section 362(b)(10) and provide an exception to the automatic stay?
Because the landlord had only sought a declaration about the applicability of Section
362(b)(10), Judge Tucker denied the motion without prejudice to a new motion seeking
modification of the stay. His opinion could be read as a hint that he might not modify
the stay while the debtor was pursuing a reversal in the state appellate court.
Opinion Link
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Firm allowed to drop a creditor-client
and represent the debtor in chapter 11.

New York Judge Takes a Forgiving View of
‘Actual Conflict’ in Section 327(c)
Bankruptcy Judge Michael E. Wiles of New York allowed a debtor’s counsel to avoid
an “actual conflict” by resigning the simultaneous representation of a creditor.
Although he invoked the so-called hot potato rule to bar debtor’s counsel from
becoming adverse to its soon-to-be former client, the judge approved the firm’s
retention as general bankruptcy counsel for the chapter 11 debtor in possession.
According to Prof. Nancy Rapoport, the July 6 opinion was “Solomonic, given that [the
debtor’s counsel] was already deeply involved in the case.” Prof. Rapoport is the
Garman Turner Gordon Professor of Law at the Univ. of Nevada at Las Vegas William
S. Boyd School of Law, where she is an expert on legal ethics.
The firm in question had represented Netflix Inc. in several matters over the years.
Relativity Media LLC selected the firm to be its bankruptcy counsel. At the time of the
filing of the chapter 11 petition, the firm was representing Netflix in a patent litigation in
federal district court.
Disputes regarding a contract between Netflix and the debtor predated the chapter 11
filing. In bankruptcy court, Netflix initiated an adversary proceeding to declare that the
debtor was in default and determine the amount of damages.
The firm answered the complaint on behalf of the debtor, contended there was no
default, and asserted counterclaims. The litigation was not merely a claim dispute,
because the debtor intended to assume, assign and sell the Netflix contract to a thirdparty buyer.
The U.S. Trustee opposed the firm’s retention, contending that the firm was
disqualified under Section 327(c) as the result of an “actual conflict” resulting from the
concurrent representations of Netflix and the debtor. According to Judge Wiles, Netflix
only sought to preclude the firm from representing the debtor in matters involving
Netflix.
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After bankruptcy, the firm evidently moved to withdraw as counsel for Netflix in the
patent litigation. Judge Wiles was unsure whether the withdrawal had become
effective.
Addressing the firm’s disqualification, Judge Wiles said in his bench opinion that the
case turned on the interpretation of Section 327(c), which he characterized as meaning
that “representing a creditor is not inherently disabling, unless there is an actual
conflict of interest.”
Judge Wiles said there are two schools of thought about the meaning of “actual
conflict.” Some courts, he said, employ an objective test that “‘excludes any interest or
relationship, however slight, that would even faintly color the independence and
impartial attitude,’” quoting In re Granite Partners, 219 B.R. 22, 33 (Bankr. S.D.N.Y.
1998).
Another decision, also from New York, found no “actual conflict” absent “‘an active
competition between two interests, in which one interest can only be served at the
expense of the other,’” citing In re Empire State Conglomerates Inc., 546 B.R. 306, 315
(Bankr. S.D.N.Y. 2016).
Judge Wiles took the less stringent approach, that the “faint color” test “would
automatically disqualify counsel who has a concurrent representation” and “would
effectively negate the clear language of Section 327(c).”
Given the firm’s impending withdrawal as counsel for Netflix in the patent suit, Judge
Wiles concluded that the firm was not disqualified altogether because discharging the
general duties thrust on a debtor’s counsel would not be adverse to Netflix or impinge
on the firm’s independence and loyalty.
Finding the firm not disqualified from serving as debtor’s counsel, Judge Wiles turned
to the question of whether the firm could represent the debtor in matters adverse to
Netflix, given that the withdrawal as Netflix’s counsel in the patent suit was imminent.
The so-called hot potato rule came into play, which Judge Wiles described as meaning
that “counsel who face conflicts based on concurrent representations are not
permitted to solve the problem by just dropping one of the two clients.” Dropping a
“client so that the law firm can be adverse to the client is just as much a breach of that
duty of loyalty as if the firm were to become adverse to a current client,” he said.
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Strictly speaking, Judge Wiles did not rule on whether the firm would be disqualified
from becoming adverse to Netflix, although he did say that disqualification from being
adverse to Netflix was “likely.”
Judge Wiles resolved the disputed retention application by allowing the firm to serve as
debtor’s bankruptcy counsel as long as the debtor engaged another firm to handle
matters involving Netflix.
In the process, Judge Wiles ruled that prospective conflict waivers in the firm’s
engagement agreements with Netflix did not apply to the case at hand. In that respect,
Prof. Rapoport said she agreed “wholeheartedly that these blanket advance waivers,
even with sophisticated clients, don’t get rid of the issues that Netflix raised.”
Judge Wiles did say that the firm was “a bit reckless” in forging ahead “with full
awareness of the risks.” The judge also said it was “absurd” for the firm to contend
that the potential conflict was unforeseeable when the disputes with Netflix “were
apparent long ago and prior to the bankruptcy filing.”
Prof. Rapoport said she understood the “U.S. Trustee’s point that the debtor’s counsel
knew about Netflix way ahead of time (or should have), which is why the U.S. Trustee
tried to disqualify [the firm] completely.” In her message to ABI, she said the result was
“a close call, but the ‘already in too deep’ argument wins a lot of the time.”
Prof. Rapoport added that she was “was charmed by [Judge Wiles’] writing style.
Sardonic, clear, pithy.”
Opinion Link
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Do free and clear sales confer interests
that are entitled to adequate protection?

Seventh Circuit Opens a Can of Worms on
Bankruptcy Sales and Adequate Protection
In a highly theoretical opinion, the Seventh Circuit said that an out-of-the-money
creditor in a free and clear bankruptcy sale might be entitled to some sale proceeds,
thus reducing the recovery by the senior lender even if the lender is not being paid in
full.
How’s that possible? The Chicago-based appeals court theorized that the ability to sell
free and clear might create an interest in property for which a subordinate
creditor could be entitled to an adequate protection payment.
Before you panic and conclude that everything you know about bankruptcy sales is
about to change, keep in mind that the Seventh Circuit based its July 9 opinion on an
assumption that may prove to be wrong when the question arises again.
The Underwater Sales
The circuit court decided two consolidated appeals, both involving an Illinois bulk sale
law designed to aid the state in collecting taxes. If state taxes are not paid, the bulk
purchaser of a business becomes liable for the taxes under state law.
In parallel bankruptcies, the debtors owed $1.4 million and $600,000, respectively, in
state taxes. In sales free and clear of liens and claims under Section 363(f), the
properties fetched $5.2 million and $2 million, respectively. However, banks held first
liens on the properties for $14 million and $4 million, respectively.
In other words, the first lien lenders would recover only a fraction of their secured
claims even if they received all sale proceeds.
The state opposed distribution of the sale proceeds to the senior lenders, contending
the state was entitled to be paid in full because the bulk sale law permits collection of
the tax debts from purchasers. More cogently, the state argued that its successor
liability claims under the bulk sale law amounted to an “interest” in property that was
entitled to adequate protection under Section 363(e).
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Because the senior lenders were underwater, the bankruptcy judges in Chicago both
ruled that the state was entitled to no recovery from the sales.
On appeal, two different district judges remanded for the bankruptcy judges to develop
the record by making two findings: (1) what the state would have recovered if the
property had not been sold free and clear, and (2) how the state could be
compensated for its “interest” given that the lenders had senior liens.
On remand, both bankruptcy judges again denied the state any recovery, ruling that
the state’s realizable interest was effectively zero. The appeals court allowed direct
appeals on both cases.
The Circuit Opinion, Based on an Assumption
Circuit Judge Ilana K. Rovner authored a 29-page opinion upholding the results in the
bankruptcy courts, albeit on different grounds that some in the bankruptcy community
may find unsettling.
Judge Rovner explained that the Illinois bulk sale law does not affect lien priorities.
Indeed, the law does not apply in foreclosure, where the state cannot assert a
successor liability claim against a purchaser.
In bankruptcy, however, the state contends that the ability to hold purchasers
personally liable has “real value” that is entitled to adequate protection. More
specifically, the state claims that a purchaser will pay a higher price because a
bankruptcy sale relieves the purchaser of liability for state taxes. Developing the theory
further, the state postulates that the purchaser would pay more to avoid the expense
and loss of value to the business that would result from foreclosure, where the tax
liability would disappear.
Judge Rovner therefore framed the question as whether the state was entitled to
adequate protection when the properties were sold free and clear in bankruptcy court.
Significantly, Judge Rovner’s entire opinion rests on a critical assumption. Without
deciding, she assumed that the state’s ability to impose successor liability was an
“interest” in the debtor’s property that would invoke the concept of adequate
protection under Sections 363(e) and 361(1). She made the assumption because the
bankruptcy courts had made the same assumption, and the issue was litigated or
decided below.
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Judge Rovner’s own opinion contains language undercutting the assumption. She said
that a buyer’s inclination to pay a premium for a sale free and clear “is attributable to
[the state law] rather than any asset of the estate.” If that is true, a sale free and clear
would be cutting off a state law right against a purchaser, not an interest in estate
property deserving of adequate protection.
Judge Rovner said she was “dubious of the notion” that the state could have
recovered all outstanding taxes. She also recognized that allowing the state to recover
even a portion of the taxes “would, in a real sense, permit [the state] to jump the queue
of creditors and grant [the state] monetary protection for its interest at the expense of
other creditors.”
Judge Rovner therefore analyzed several hypotheticals to decide what the state
“realistically could have recovered from the purchaser.” Even if a purchaser might pay
more, the bank, she said, “surely would not be indifferent” if the state were to receive
some of the proceeds when the secured lender was not being paid in full. The lender
could foreclose, she said, to cut off the tax claims.
Nevertheless, “foreclosure comes with significant costs and can ultimately reduce the
net recovery of a bank,” Judge Rovner said.
In a settlement to avoid foreclosure, a bank might accept somewhat less if the state
were to take less than full payment. Judge Rovner said that compromises between the
bank and the state “are more than an abstract possibility.” On the other hand, she
quoted one of the district judges who said that an interest otherwise entitled to
adequate protection “may be worth nothing, in practical terms, in which case the
interest holder is entitled to no compensation pursuant to Section[s] 363(e) and 361(1).”
Focusing adequate protection “is where the wheels come off the wagon of [the state’s]
argument,” Judge Rovner said, because “Section 361(1) directs us to consider how
much the value of [the state’s] interest decreased as a result of the bankruptcy court’s
free and clear orders.” In that regard, she said, “we are still faced with the problem of
valuation.”
Regardless of whether the trustee or the state bore the burden of proof, she said there
was “no evidence as to what [the state] likely would have collected from the purchaser
but for the bankruptcy court’s Section 363(f) free-and-clear order.” In the absence of
evidence about how much the state’s interest was diminished, Judge Rovner held that
the “bankruptcy courts therefore did not err in valuing [the state’s] interest at zero for
purposes of its right to adequate protection.”
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What Does the Opinion Mean?
Judge Rovner’s opinion has set the stage for the next case where the state and the
trustee will present expert witnesses about the incremental value in a bankruptcy sale
as opposed to foreclosure.
It has always been this writer’s belief that a bankruptcy sale is more valuable than
foreclosure for several reasons. Nonetheless, would the state be entitled to the
incremental value, rather than the lender who is not being paid in full?
A lender’s ability to liquidate collateral in bankruptcy court could be viewed as a right
held by a secured creditor, not value inherent in the collateral itself to which adequate
protection rights might attach. Likewise, the bulk sale laws could be seen as creating
only a claim against a purchaser, not an interest in the bankrupt seller’s property
warranting adequate protection.
In a different context, the Ninth Circuit said in Pinnacle Restaurant at Big Sky LLC v.
CH SP Acquisitions LLC (In re Spanish Peaks Holdings II LLC), 862 F.3d 1148 (9th Cir.
July 13, 2017), that a bankruptcy sale can be the rough equivalent of mortgage
foreclosure, in which case the state’s tax claims would be extinguished altogether. To
read ABI’s discussion of Spanish Peaks, click here.
In any event, courts in the Seventh Circuit are now taxed with deciding whether the
Illinois bulk sale law creates an interest in property entitled to adequate protection. It is
by no means clear, however, that the outcome will affect only Illinois.
Most states have laws that confer rights on creditors to pursue claims against
purchasers who do not follow procedures required by bulk sale laws. It is also not
evident why the issue is confined to bulk sale laws, because subordinate secured
creditors could argue that sales free and clear of their liens enhance the purchase
price.
Opinion Link
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Host
William J. Rochelle, III is ABI’s Editor-at-Large and resides in New York. Previously, he
published for Bloomberg from 2007-15. Prior to his second career in journalism, Mr. Rochelle
practiced bankruptcy law for 35 years, including 17 years as a partner in the New York office of
Fulbright & Jaworski LLP. In addition to writing, he travels the country for ABI, speaking to bar
groups and professional organizations on hot topics in the turnaround community and trends in
consumer bankruptcies. Mr. Rochelle earned his undergraduate and law degrees from Columbia
University, where he was a Harlan Fiske Stone Scholar.

Guests
Hon. Rebecca Connelly iis Chief U.S. Bankruptcy Judge for the Western District of Virginia in
Harrisonburg. She became the court’s first female judge when she was appointed in 2012. Judge
Connelly began her career as a law clerk to Martin V.B. Bostetter, Jr., then went on to practice
bankruptcy law in Washington, D.C., and Virginia. She was next appointed as standing chapter
13 trustee and as chapter 12 trustee for the Western District of Virginia. Judge Connelly received
her undergraduate degree from the University of Maryland and her J.D. from Washington &
Lee University.
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James E. O’Neill is an attorney with Pachulski Stang Ziehl & Jones in Wilmington, Del., and is
experienced in all aspects of bankruptcy work, including the representation of debtors, unsecured
creditors and creditors’ committees in chapter 11 cases. He also served on the panel of chapter 7
trustees for the Districts of Delaware and New Jersey and the Eastern District of Pennsylvania.
Mr. O’Neill is a former member of the board of directors of the Consumer Bankruptcy Assistance
Project, a nationally recognized nonprofit organization that provides pro bono legal services. In
addition, he assisted in the development of an alternative dispute resolution system for the U.S.
Bankruptcy Court for the Eastern District of Pennsylvania. Mr. O’Neill is admitted to practice
in Pennsylvania and Delaware. He is a graduate of Georgetown University and received his J.D.
from Villanova University Law School.
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