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Split deepens regarding failure to
return a repossessed auto as an
automatic stay violation.

New Jersey Judges Side with the Minority on Turnover
of Repossessed Autos
A bankruptcy judge and a district judge in New Jersey both predict that the Third
Circuit will follow the minority and hold that the automatic stay does not require a
lender or lessor to return repossessed property immediately after the debtor files a
chapter 13 petition.
The circuits are split. The Second, Seventh, Eighth, Ninth and Eleventh Circuits hold
that a lender or owner must turn over repossessed property immediately or face a
contempt citation. The Tenth and the District of Columbia Circuits have ruled that
passively holding an asset of the estate in the face of a demand for turnover does not
violate the automatic stay in Section 362(a)(3), which prohibits “any act . . . to exercise
control over property of the estate.”
The New Jersey case was typical. The debtor filed a chapter 13 petition and asked the
lender to return an auto repossessed before bankruptcy. When the lender refused, the
debtor filed a motion to compel turnover and impose sanctions for violating the
automatic stay.
Bankruptcy Judge Andrew B. Altenburg, Jr., of Camden, N.J., directed the lender to
turn over the auto, assuming the debtor could show proof of insurance. However, he
followed the minority and denied the motion for sanctions.
On appeal, District Judge Noel L. Hillman, also of Camden, upheld Judge Altenburg in
a Nov. 1 opinion.
Judge Hillman said the majority interpret the addition of subsection (a)(3) in 1984 as
designed “to broaden the scope of the automatic stay to require affirmative action.”
The minority, he said, find no stay violation “as long as the creditor merely maintains
the status quo,” citing WD Equipment v. Cowen (In re Cowen), 849 F.3d 943 (10th Cir.
Feb. 27, 2017). To read ABI’s discussion of Cowen, click here.
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Judge Hillman found the minority “more persuasive” for four reasons. First, the statute
is “prospective in nature.” The “clear” statutory text, he said, allows “the exercise of
control” but not an “act to exercise control.” [Emphasis in original.]
Second, Congress could have imposed an affirmative turnover duty in 1984 but “did
not do so.” Third, Cowen has a “more faithful reading” on the addition of subsection
(a)(3).
Fourth, the minority interpretation “wisely balances” protections for both debtors and
creditors. The subsection prohibits creditors from taking post-petition actions while
allowing damages for post-petition conduct. By requiring the debtor to seek turnover,
the bankruptcy court can “fully consider” the creditor’s defenses.
Significantly, Judge Hillman seemed to agree with Judge Altenburg that the creditor
still has “an affirmative duty . . . in some circumstances.” If the creditor demands proof
of insurance, and if the debtor complies by showing that the lender is a loss payee,
“the creditor will be in violation of the automatic stay unless the vehicle is returned to
the debtor.”
It is unclear why demanding proof of insurance turns the tables on the creditor. Is the
demand a waiver and implied consent to return the car if the demand is met? Or, is the
demand for insurance an affirmative act that kicks in subsection (a)(3)?
The split is heading for the Supreme Court from either the Tenth or Seventh Circuits.
Last month, the Tenth Circuit reaffirmed Cowen when it handed down Davis v. Tyson
Prepared Foods Inc. (In re Garcia), 17-3247 (10th Cir. Oct. 17, 2018). We are expecting
the debtor in Garcia to file a petition for certiorari.
In Chicago, some but not all bankruptcy judges have held that the city must
automatically turn over automobiles that were impounded before bankruptcy on
account of unpaid parking fines. The Seventh Circuit accepted a direct, consolidated
appeal. The last brief is due in the Seventh Circuit on December 31. For ABI’s
discussion of Garcia, the Chicago cases and the race for certiorari, click here.

Opinion Link
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Circuit split is widening on whether
inaction can be a violation of the
automatic stay.

Tenth Circuit Opinion Can Be the Springboard for a
‘Cert’ on the Automatic Stay
Predictably, the Tenth Circuit reaffirmed a deepening circuit split yesterday by holding
that the automatic stay does not prevent a statutory worker’s compensation lien from
attaching automatically after bankruptcy to a recovery in a lawsuit. Yesterday’s ruling
sets up an opportunity for the Supreme Court to resolve the split and decide whether
the automatic stay is really automatic.
Yesterday’s decision in Davis v. Tyson Prepared Foods Inc. (In re Garcia), 17-3247
(10th Cir. Oct. 17, 2018), was a foregone conclusion given WD Equipment v. Cowen (In
re Cowen), 849 F.3d 943 (10th Cir. Feb. 27, 2017), where the Tenth Circuit held last
year that passively holding an asset of the estate in the face of a demand for turnover
does not violate the automatic stay in Section 362(a)(3) as an act to “exercise control
over property of the estate.”
As the Tenth Circuit said yesterday, Cowen means that an “‘act’ for the purposes of
[Section] 362(a)(3) is limited to affirmative conduct.” The appeals court said that the
automatic stay did not apply in Garcia because the “subrogation lien arose solely by
operation of law.”
In the lower court in Garcia, Bankruptcy Judge Robert E. Nugent of Wichita, Kan.,
reluctantly held, contrary to two prior decisions of his own, that the automatic stay did
not prevent a statutory worker’s compensation lien from attaching automatically after
bankruptcy to a recovery in a lawsuit. Judge Nugent certified the case for direct
appeal, and the circuit accepted the invitation.
The circuit court’s decision in Garcia allows the lien to attach automatically despite the
policy in Section 552(a), which precludes a “security interest” from attaching to
property acquired after filing, with exceptions.
According to the transcript of oral argument in Garcia on September 26, the threejudge panel did not seem receptive to the idea of a rehearing en banc, which would
allow the Tenth Circuit to revisit Cowen. If the trustee in Garcia is bent on further
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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appellate review, he may opt for filing a petition for certiorari and bypass an attempt at
rehearing en banc.
The Tenth Circuit is in accord with the District of Columbia Circuit in holding that
inaction does not violate the automatic stay. The Second, Seventh, Eighth, Ninth and
Eleventh Circuits hold to the contrary, having ruled that a lender or owner must turn
over repossessed property immediately or face a contempt citation.
At present, there is a race to decide whether a decision by the Tenth Circuit or Seventh
Circuit will arrive first in the Supreme Court. In Chicago, some but not all bankruptcy
judges have held that the city must automatically turn over automobiles that were
impounded before bankruptcy on account of unpaid parking fines. The Seventh Circuit
accepted a direct, consolidated appeal. The last brief is due in the Seventh Circuit on
December 31. Consequently, the trustee in Garcia may end up filing the
first certiorari petition.
To read some of ABI’s coverage of Cowen, Garcia, and the Chicago cases,
click here, here, here, here, and here.
Opinion Link
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With partial success, trustee sues the
casino where a fraudster gambled
away stolen money.

‘Innocent’ Transferee Held Potentially Liable for
Payment from a Ponzi Scheme
District Judge Raymond J. Dearie of Brooklyn, N.Y., wrote a primer on the fine
distinctions between state and federal fraudulent transfer law when the defendant is
not one of the victims of a Ponzi scheme.
The essential facts were not complex. A convicted fraudster operated a Ponzi-like
scheme for about four years. During that time, he lost almost $4.7 million gambling at a
casino.
The chapter 7 trustee sued the casino in district court to recover the $4.7 million,
alleging receipt of actual and constructively fraudulent transfers. The trustee alleged
that gambling was part of the fraudulent scheme because the fraudster intended on
using winnings to repay investors from whom he was stealing.
The trustee made cogent contentions in the complaint that the casino should have
known it received fraudulent representations from the fraudster about his financial
condition and the source of the funds he used to repay loans the casino made. The
trustee lodged claims under the Bankruptcy Code and New York’s Debtor and Creditor
Law because 75% of the transfers occurred more than two years before bankruptcy.
The casino filed a motion to dismiss. Perhaps counterintuitively, Judge Dearie denied
the motion to dismiss the actual fraud claims but dismissed the claims for constructive
fraud under state law.
On the actual fraud claims, the casino contended that the repayment of loans it made
was an act by the fraudster to repay one of his creditors, not to defraud creditors. The
casino argued that it was no more liable than a grocery store for selling goods to a
Ponzi scheme operator at fair value. In that regard, the trustee conceded that gambling
entertainment and the repayment of loans were “fair equivalent value.”
Nonetheless, the so-called Ponzi scheme presumption defeated the casino’s motion to
dismiss the actual fraud claims. Citing Second Circuit authority, Judge Dearie said that
the transfers were presumptively fraudulent, because the conduct of a Ponzi scheme
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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establishes the transferor’s fraudulent intent, a necessary element of a claim for actual
intent to hinder, delay or defraud.
The casino argued against application of the presumption because it was not one of
the victims that the fraudster was repaying with funds stolen from others. Citing
decisions by the late Bankruptcy Judge Burton R. Lifland and others, Judge Dearie
listed cases where the presumption was applied to recipients other than investors.
However, Judge Dearie agreed with the casino’s contention that the presumption
applies only when the transfers were designed “to sustain or advance the Ponzi
scheme in some way.”
Nonetheless, Judge Dearie ruled that the complaint was legally sufficient in that regard
because the trustee alleged that the transfers were in furtherance of the Ponzi scheme
since they were part of the fraudster’s plan to use winnings to repay victims.
Next, the casino argued that it was in good faith under the Section 548 and acted
“without knowledge of fraud” under the New York Debtor and Creditor Law.
Although Judge Dearie said the casino’s contention that it was an “‘innocent
transferee’ has some equitable appeal . . . , once again the controlling law supports the
Trustee” on a motion to dismiss. The casino’s lack of knowledge and good faith, he
said, “are fact-intensive, affirmative defenses that need not and should not be
reached” on a motion to dismiss.
In other words, Judge Dearie kept the trustee’s actual fraud claims alive while giving
the casino a ray of hope that it would prevail at trial or on a motion for summary
judgment.
Although actual fraud claims survived the motion to dismiss, the casino did win
dismissal of the constructive fraud claims. That’s where Judge Dearie said the finer
points of New York law are “a horse of a different color,” because the state statute
puts a twist on the casino’s good faith argument.
To prevail on allegations of constructively fraudulent transfers under New York law, the
trustee must prove both lack of fair consideration and lack of good faith on the part of
the transferee. Since the trustee conceded that the casino gave fair equivalent value,
the only issue was the casino’s good faith.
Judge Dearie said that “binding Second Circuit precedent forecloses the precise
theory of lack of good faith on which the Trustee relies.” The appeals court, he said,
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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“discouraged efforts ‘to assert lack of good faith’ as an ‘independent ground’ for
voiding transactions” under New York law, which holds that preferring one creditor
over another is not a fraudulent transfer.
Under New York law, the Second Circuit said that knowledge of the transferor’s
insolvency does not show bad faith because state law does not aim to invalidate
transfers that were made for fair consideration. Judge Dearie said, in substance, that
the defendant must have participated in the fraud to lose the good faith defense.
Because the trustee did not allege that the casino participated in the fraudulent
scheme, Judge Dearie dismissed the counts in the complaint based on constructive
fraud under state law.
Caution: Judge Dearie only ruled on the sufficiency of the complaint on a motion to
dismiss. The trustee may not prevail at trial or on motion for summary judgment.
Assuming that gambling is a legitimate business activity, the casino may be no
different from a vendor providing goods and services to the legitimate side of a
business that includes a Ponzi scheme.
Opinion Link
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Florida judge finds no duty to
investigate suspicions of fraud when even
the auditors had been duped.

‘Mere Conduit’ Defense to a Fraudulent Transfer Isn’t
Limited to Banks
Courts are continually dealing with the seeming unfairness of pinning liability on the
initial recipient of a fraudulent transfer who had no inkling there was fraud was afoot.
As Bankruptcy Judge Roberta A. Colton of Jacksonville, Fla., said in a Nov. 1 opinion,
“Section 550(a)(1) can be read to impose strict liability on [an] initial transferee of an
avoided fraudulent transfer,” because the statute does not give the initial transferee a
good faith defense. On the other hand, a subsequent transferee does have a good faith
defense under Section 550(b)(1).
The case at bar arose from the liquidation of Taylor Bean & Whitaker Mortgage Corp.,
which had been the country’s largest independent mortgage lender. The business
came to an abrupt halt following a raid by the FBI in 2009 because the company had
been “engaged in a scheme to defraud” beginning in 2002, Judge Colton said.
Ultimately, the bankruptcy court confirmed a chapter 11 plan creating a trust to pursue
claims on behalf of creditors. The plan trustee set about filing fraudulent transfer suits,
because a transfer with “actual intent” to defraud is based on the debtor’s fraudulent
intent under Section 548(a)(1)(A), not the knowledge or intent of the transferee. At least
theoretically, anyone who received a payment from the debtor could therefore be seen
as the recipient of a fraudulent transfer because the funds were stolen from other
creditors.
The plan trustee filed a $34 million suit against the debtor’s payroll service provider,
contending that it was the initial transferee who should be liable, even though it had no
knowledge it was receiving stolen funds.
“To mitigate against such a harsh and inequitable result,” Judge Colton described how
the Eleventh Circuit created the concept of “the ‘mere conduit’ exception to initial
transferee liability.” The defense, she said “is designed to protect those who simply
and innocently facilitate the transfer, but do not actually end up with the transferred
property.”
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
www.abi.org

11

EYE ON BANKRUPTCY – SEASON 4 EPISODE 11

To qualify as a “mere conduit,” Judge Colton said the transferee must show that (1) it
did not have control over the asset it received, and (2) it “acted in good faith and as an
innocent participant in the fraudulent transfer.”
To classify the defendant as a “mere conduit,” Judge Colton meticulously described
how the payroll service provider conducted business. Among the important features of
the business were the following: The debtor wire-transferred money to cover payroll
into a segregated although commingled account only containing payroll for the debtor
and other customers. At the appropriate time, the service provider paid the workers or
garnishors and turned over withholding taxes to the government. The debtor paid the
service provider’s fees separately. The debtor had the right at any time to withdraw
money from the segregated payroll account.
The service provider argued that it was the functional equivalent of a bank that is
entitled to “mere conduit” status, even though banks may use customers’ deposits to
make loans.
Judge Colton agreed. She said that “‘mere conduit’ status is not limited to a bank.”
The obligations of the payroll service provider, she said, “are analogous to a bank’s
obligations when it accepts money into a deposit account.” The debtor “always
directed and maintained control of its payroll.”
Because the payroll company did not control the transfers into or out of the account,
Judge Colton said it was “neither logical nor equitable [for the service provider to] be
held liable for the funds that passed through . . . to employees, taxing authorities and
garnishors.”
Having found that the payroll service provider did not exercise control over the
transfers, Judge Colton next analyzed whether the defendant had “actual knowledge”
of the fraud or “had knowledge of facts or circumstances that would have put [it] on
inquiry notice.”
The record had no facts to suggest that the payroll service provider had actual
knowledge of fraud. Likewise, Judge Colton said there was no “inquiry notice” because
the service provider “has no legal or contractual obligation to review, evaluate, or audit
its clients’ transactions, nor should it.”
Even if the service provider had suspicions, Judge Colton asked, what could it do? The
debtor’s outside auditors had been duped, and the debtor’s board was controlled by
the fraudster-in-chief.
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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Although good faith “is not usually an issue ripe for summary judgment,” Judge Colton
dismissed the suit because “the material facts are not in dispute and even favorable
inferences do not help the Trustee.” It is a “tough case,” she said, “to argue that the
company handling the automated payroll should have acted where the [debtor’s board]
and auditors failed to do so.”
Opinion Link
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Judge Buchanan collects authorities on
all sides of two questions befuddling
courts everywhere.

Courts Hopelessly Split on Modifying Mortgages on
Mixed-Use Residential Properties
Until the Supreme Court speaks, courts at all levels will remain hopelessly split on the
ability of debtors in chapters 11 and 13 to modify mortgages securing properties that
are the debtors’ principal residences but also generate commercial income.
Bankruptcy Judge Beth A. Buchanan of Cincinnati collected authorities on all sides of
the two major questions: (1) May a debtor modify a mortgage on mixed-used property;
and (2) what is the date for determining the property’s use?
The questions are identical in chapters 11 and 13 under Sections 1123(b)(5) and
1322(b)(2). The statutes provide that a “plan may . . . modify the rights of holders of
secured claims, other than a claim secured only by a security interest in real property
that is the debtor’s principal residence . . . .”
The debtors in Judge Buchanan’s case had operated a daycare business in their home
for 21 years. The property included a separate building that the debtors had been
renting for three years at $600 a month. The mortgage lender had objected to their
chapter 13 plan, which would have modified the mortgage. Judge Buchanan sustained
the objection in her September 25 opinion, ruling that the debtors could not modify the
mortgage, even though the property had longstanding commercial use.
Judge Buchanan first addressed the question of whether a debtor may modify a
mortgage on a mixed-use property. She said that the First and Third Circuits and a
majority of courts have adopted a bright-line rule allowing modification of a mortgage if
residential property also has commercial use. However, the courts reached their
conclusions by employing different logic: The First Circuit followed the plain language
of the statute, while the Third Circuit analyzed legislative history.
On the other side of the fence, the Ninth Circuit Bankruptcy Appellate Panel and what
Judge Buchanan called an “emerging” minority of courts also have a bright-line rule,
but they reach the opposite conclusion and preclude mortgage modification on a
mixed-use principal residence.
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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A third set of district and bankruptcy courts take a third approach by analyzing the
“totality of the circumstances” to determine the predominant character of the
transaction.
Next, Judge Buchanan laid out authorities fixing the date for pegging the property’s
use. Again, there are three approaches.
A majority of courts, including the Ninth Circuit Bankruptcy Appellate Panel, use the
petition date, not the date the mortgage was made. The Third Circuit and other courts
use the date the lender took the security interest. A third group of courts examine both
the circumstances on the filing date and the underlying agreement.
With respect to the mixed use of the property in this case, Judge Buchanan adopted
the filing-date measurement and the bright-line approach precluding modification if the
property is the debtor’s principal residence.
On the mixed-use question, Judge Buchanan found the statute ambiguous and
weighed legislative history giving favorable treatment to home-mortgage lenders. With
regard to the measurement date, she saw no ambiguity in the statute’s command to
use the filing date.
Although there is no “perfect solution,” Judge Buchanan said that the rules she
employed would result in “greater predictability in the mixed-use property context and
[are] less susceptible to manipulation by a debtor.” The combination, she said, “best
comports with the language and objective underlying Section 1322(b)(2)’s antimodification provision.”
Opinion Link
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Fifth Circuit leaves the door open to
preventing automatic rejection if the
existence of an executory contract is
intentionally undisclosed.

Executory Contracts Are Automatically Rejected Even
if Unscheduled, Fifth Circuit Holds
On a topic where there is scant appellate authority, the Fifth Circuit held that a trustee
cannot assume and assign an executory contract after the deadline for assumption has
passed, even if the contract had not been scheduled and was unknown to the trustee.
The case involved a corporate debtor who knew it owned a patent license but failed to
list the license in its schedules. However, there was no effort to conceal the license,
Circuit Judge Patrick E. Higginbotham said in his October 29 opinion.
After the case converted from chapter 11 to chapter 7, the trustee sold all of the
estate’s property. The sale occurred more than 60 days after conversion. Section
365(d)(1) provides in effect that an executory contract not assumed within 60 days of
conversion “is deemed rejected.”
The sale agreement transferred all of the debtor’s property and listed the assets by
category. Although the license fell within a category of transferred property, the license
was not specifically listed because the trustee was unaware of the existence of the
license. The sale-approval order provided that all executory contracts were assumed
and assigned to the purchaser.
A year after the sale, a lawsuit ended up in bankruptcy court where the licensor of the
patent license contended that the license was rejected and had not been sold to the
purchaser. The bankruptcy judge agreed with the licensor and held that the license had
been rejected automatically and could not have been sold. The district court agreed.
The Fifth Circuit affirmed, first holding that the license was an executory contract
because material, reciprocal obligations remained outstanding on both sides. The
erstwhile purchaser argued that there is an implicit exception to automatic rejection
under Section 365(d)(1) when an executory contract is not scheduled and the trustee is
unaware of the existence of the asset.
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With one exception, there is no authority at the circuit level about exceptions to
automatic rejection. In the lower courts, Judge Higginbotham said there is “sparse
authority” and “no clear consensus.” He said some lower courts hold that a contract is
not deemed rejected if the debtor has intentionally concealed the existence of the
asset. That was not the state of facts in the case on appeal, he said.
When there has been no intentional concealment, Judge Higginbotham said that
“some courts” have held that failure to schedule a contract does not prevent its
automatic rejection. However, he cited a district court for holding that failure to
schedule a contract tolls the deadline for assumption.
Judge Higginbotham followed a 1985 Ninth Circuit opinion decided under the former
Bankruptcy Act: Cheadle v. Appleatchee Riders Association (In re Lovitt), 757 F.2d
1035 (9th Cir. 1985).
In Cheadle, the Ninth Circuit said that a trustee has an affirmative duty to investigate
for unscheduled assets. Therefore, the appeals court found a conclusive presumption
that unscheduled contracts are rejected in 60 days.
Because the Bankruptcy Code likewise imposes a duty on a trustee to investigate the
debtor’s affairs, Judge Higginbotham decided that the reasoning of Cheadle “still
applies.” “More to the point,” he said, Section 365(d)(1) “does not impose an actual or
constructive notice requirement for when the sixty-day deadline applies.” He declined
to “read such a requirement into the statute.”
“At a minimum,” Judge Higginbotham therefore held that “the statutory presumption of
rejection after sixty days is conclusive where there is no suggestion that the debtor
intentionally concealed a contract from the estate’s trustee.”
The purchaser argued that setting aside the sale amounted to a collateral attack on the
sale-approval order.
On rejection, Judge Higginbotham said, the license ceased to be property of the
estate, and there was nothing in the purchase contract or sale-approval order to
suggest that the trustee was selling anything other than estate property. Therefore, the
decision by the bankruptcy court was not a collateral attack on the prior sale-approval
order but was “merely an interpretation of the bankruptcy court’s orders.”
Opinion Link
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A motion extending the dischargeability
deadline does not require personal service
on the debtor, Chicago judge rules.

Circuits Split on Trustee’s Ability to Extend the
Dischargeability Deadline
On an issue where the circuits are split, Bankruptcy Judge Donald R. Cassling of
Chicago ruled that a chapter 7 trustee has standing to extend the dischargeability
deadline under Section 523(a), even though a trustee has no standing to object to the
discharge of a debt owed to a particular creditor.
On another issue where authorities are not unanimous, Judge Cassling also held in his
October 23 opinion that serving a motion to extend the dischargeability deadline is
sufficient if given electronically to the debtor’s counsel.
In a chapter 7 case, the trustee filed a motion to extend the time for objecting to
discharge and dischargeability under Sections 727 and 523 because the first meeting
of creditors had been adjourned and would not have been completed prior to the
original deadline. The trustee served the motion on all creditors, but not on the debtor.
The trustee did serve the debtor’s counsel electronically through the CM/EFC system.
After the original deadline but before the extended deadline, a creditor filed an
objection to dischargeability under Section 523(a). The debtor filed a motion to dismiss,
contending that the deadline extension was invalid because the debtor lacked
standing. The debtor also argued that service was defective because she had not been
served personally with the extension motion.
The circuits are split on the first question, Judge Cassling said. In 1986, the Fourth
Circuit held that a trustee was not a party in interest and thus lacked standing to
extend the dischargeability deadline under Section 523(a). Ten years later, the Sixth
Circuit rejected the Fourth Circuit’s reasoning and held that a trustee can extend the
deadline, although the trustee cannot object to the dischargeability of a particular debt.
In the absence of a ruling by the Seventh Circuit, Judge Cassling was persuaded by
the Sixth Circuit’s decision, which he said was “better reasoned,” followed the plain
language of the Bankruptcy Rules, and comported with “important policy
considerations.” Observing that it was not binding on him, Judge Cassling declined
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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follow a 1984 opinion by an Illinois bankruptcy judge who had anticipated the Fourth
Circuit’s holding.
Judge Cassling placed emphasis on the difference in language between Bankruptcy
Rules 4007(a) and 4007(c). The former says that only a “debtor or any creditor” may file
a complaint to determine the dischargeability of a debt.
However, Rule 4007(c), governing the time for filing a dischargeability complaint, more
broadly provides that the court may extend the deadline “[o]n motion of a party in
interest . . . .”
Judge Cassling concluded that a trustee is a party in interest under Rule 4007(c)
because the Seventh Circuit has held in chapter 11 that a party in interest is someone
with an interest in the debtor’s assets, “‘namely the debtor (or the trustee in
bankruptcy. . .) and the creditors.’” The Fourth Circuit definition, he said, was more
narrow because the Richmond-based appeals court requires a party in interest to have
an economic interest.
Given Seventh Circuit authority, Judge Cassling concluded that the trustee was
“clearly a party in interest,” thus “explicitly” giving him standing to extend the
dischargeability deadline under Rule 4007(c). Were it otherwise, hundreds of creditors
in a large case would each be required to file extension motions if the first meeting of
creditors was not concluded before the original dischargeability deadline.
Judge Cassling then turned to the question of whether electronic service of the
extension motion on the debtor’s attorney was sufficient. The outcome depended in
part on whether the extension motion commenced a contested matter, because Rule
9014 incorporates Rule 7004 by requiring service on the debtor at the address shown
on the petition.
Some rules, including Rules 4003(d) and 4004(d), require compliance with Rules 9014
and 7004. However, Rule 4007(c) “is silent as to service,” Judge Cassling said. He
concluded “that the exclusion was intentional,” meaning that the trustee was only
obliged under Rule 7005 to serve opposing counsel.
In turn, Rule 9036 allowed the trustee to complete service electronically on the debtor’s
counsel through the CM/EFC system. Because the debtor’s attorney was her
registered agent, service of the extension motion was “not defective due to a lack of
service,” Judge Cassling ruled.
Opinion Link
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BAP expands Clark v. Rameker to
cover IRAs transferred in a
divorce proceeding.

BAP Holds that an IRA from a Marital Property
Settlement Is Not Exempt
Retirement accounts that a debtor received in a marital property settlement are not
exempt in bankruptcy, according to an October 16 opinion by the Eighth Circuit
Bankruptcy Appellate Panel. The case involved an individual retirement account and a
401(k) belonging to the debtor’s wife that he was to receive in a divorce proceeding.
By extension, the principle stated by the BAP would seem to mean that a retirement
account inherited from a deceased spouse likewise would not be exempt. Deceased or
divorced, the decision cuts against nonworking spouses who end up in bankruptcy.
The appeal turned on Clark v. Rameker, 134 S. Ct. 2242 (2014), where the Supreme
Court ruled that a retirement account inherited from the debtor’s mother was not
exempt under Section 522(b)(3)(C). That section exempts “retirement funds to the
extent that those funds are in a fund or account that is exempt from taxation'' under
specified provisions in the Internal Revenue Code.
Writing for the high court, Justice Sotomayor employed what she called an “objective”
analysis of “legal characteristics” of an individual retirement account, not whether the
bankrupt individual planned to use the IRA for retirement. Saying that the court must
analyze the “text and purpose” of the exemption statute, she held that the inherited
IRA was not exempt, even though it fell within the enumerated sections of the tax code
listed in Section 522(b)(3)(C).
Writing for the BAP, Bankruptcy Judge Anita L. Shodeen of Des Moines, Iowa, quoted
Justice Sotomayor as saying that the term “retirement funds,” which is not defined in
the Bankruptcy Code, is “properly understood to mean sums of money set aside for
the day an individual stops working.” Id., 134 S. Ct. at 2246.
From that statement, Judge Shodeen said that Clark “clearly suggests that the
exemption is limited to individuals who create and contribute funds into the retirement
account. Retirement funds obtained or received by any other means do not meet this
definition.” [Emphasis added.]
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The debtor argued that the IRA represented marital property set aside by his former
wife for their joint retirement. Rejecting the argument, Judge Shodeen again quoted
from Clark, where Justice Sotomayor said that the court should “look to the legal
characteristics of the account in which the funds are held, asking whether, as an
objective matter, the account is one set aside for the day when an individual stops
working.”
Judge Shodeen said she “recognized” that the debtor’s interest in the retirement
accounts “did not arise in the identical manner as the IRA account addressed in Clark.”
However, she said the “distinction is not material to our de novo review. Any interest he
holds in the accounts resulted from nothing more than a property settlement.”
[Emphasis added.]
Employing the “reasoning of Clark,” Judge Shodeen upheld the bankruptcy court and
ruled that the retirement accounts were not exempt under federal law.
Observation: The holding by the BAP means that a bankrupt nonworking spouse will
have nothing after divorce aside from maintenance or support and whatever individual
property he or she has that happens to be exempt. If the divorce settlement was
structured to transfer retirement accounts in lieu of maintenance or support,
bankruptcy could leave a nonworking spouse with nothing at all.
The BAP’s holding would presumably also apply to a retirement account that a debtor
inherited from a deceased spouse. Indeed, it would not matter how long the spouse’s
death preceded bankruptcy.
Take the case of a nonworking spouse who ends up in bankruptcy. He or she might
have little aside from Social Security and the deceased or former spouse’s retirement
accounts to provide income. The BAP opinion means that retirement accounts in both
situations would not be exempt. The result could leave a nonworking spouse with little
aside from his or her Social Security, which might be minimal.
Judge Shodeen saw no significance in the factual distinction between Clark and the
case on appeal. In Clark, the debtor inherited an IRA from the debtor’s mother. In
future cases, or on appeal to the Eighth Circuit, the debtor might explore the nature of
an interest that someone has under state law in a spouse’s retirement account.
It may be that the debtor’s interest is different if a retirement account was held by a
spouse than if the retirement account was held by a non-spouse relative. A spouse
may have an inchoate interest in a husband or wife’s IRA that does not exist with
respect to an inheritance from a non-spouse. It may also matter if the state is a
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community property state. But should the result under federal law differ if the state is
or is not a community property state?
The BAP’s decision may very well be the correct or prevailing interpretation of the
statute. If it is, this writer suggests that Congress should revisit the issue.
Opinion Link
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High court will resolve a circuit split
dating back to the Fourth Circuit’s
controversial Lubrizol opinion in 1985.

Supreme Court to Decide Whether Rejection
Terminates Use of a Trademark
On Friday, the Supreme Court granted the petition for certiorari in Mission Product
Holdings Inc. v. Tempnology LLC, 17-1657 (Sup. Ct.), and agreed to decide whether
rejection of a trademark license bars the licensee from continuing to use the mark.
In deciding Mission Product, the Supreme Court will resolve a circuit split dating back
to 1985 when the Fourth Circuit handed down Lubrizol Enterprises Inc. v. Richmond
Metal Finishers Inc., 756 F.2d 1043 (4th Cir. 1985).
In Lubrizol, the Fourth Circuit held that rejection of an executory license for intellectual
property precludes the non-bankrupt licensee from continuing to use the license. The
decision prompted Congress three years later to add Section 365(n) and the definition
of “intellectual property” in Section 101(35A). Together, they allow a non-debtor to
continue using patents, copyrights and trade secrets despite rejection of a license.
However, Congress did not add trademarks to the list of intellectual property that a
licensee may continue to use despite rejection. Most courts interpreted the omission to
mean that rejection cuts off the right to use trademarks.
With regard to trademarks, Lubrizol carried the day until the Seventh Circuit spoke
in Sunbeam Products Inc. v. Chicago American Manufacturing LLC, 686 F.3d 372 (7th
Cir. 2012), and ruled that rejection does not preclude the continued use of a mark.
Seventh Circuit Judge Frank Easterbrook held that “nothing about this process [of
rejection] implies that any other rights of the other contracting party have been
vaporized.” He observed that Lubrizol had been “uniformly criticized” by scholars and
commentators.
The circuit split crystalized when the First Circuit handed down Tempnology in
January. Mission Product Holdings Inc. v. Tempnology LLC (In re Tempnology LLC),
879 F.3d 389 (1st Cir. Jan. 12, 2018).
The majority in the 2/1 Mission Product decision sided with Lubrizol and
criticized Sunbeam for “largely [resting] on the unstated premise that it is possible to
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free a debtor from any continuing performance obligations under a trademark license
even while preserving the licensee’s right to use the trademark.” The majority favored
“the categorical approach of leaving trademark licenses unprotected from courtapproved rejection, unless and until Congress should decide otherwise.”
The licensee filed a petition for certiorari in June. The Supreme Court agreed to resolve
the circuit split on October 26. The high court’s order granting certiorari limited review
to the question of whether rejection of a trademark license “terminates rights of the
licensee that would survive the licensor’s breach under applicable nonbankruptcy law.”
Counsel for the petitioner-licensee includes Danielle Spinelli, a former Supreme Court
clerk who argued on the winning side in two recent bankruptcy cases, Czyzewski v.
Jevic Holding Corp., 137 S. Ct. 973 (2017), and Clark v. Rameker, 134 S. Ct. 2242
(2014).
To read some of ABI’s coverage of Mission Product, click here and here.
Opinion Link
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What did Congress mean in Sections
365(n) and 101(35A)? Is the right to use a
trademark terminated when a trademark
license is rejected?

‘Cert’ Petition Asks Supreme Court to Overrule
Lubrizol on Trademark Licenses
Does the rejection of a trademark license mean that the licensee must stop using the
trademark?
The circuits are split, but the Supreme Court is being given an opportunity to resolve
the question and decide whether the Fourth Circuit was right or wrong in 1985 when it
handed down one of most controversial bankruptcy decision of all time, Lubrizol
Enterprises Inc. v. Richmond Metal Finishers Inc., 756 F.2d 1043 (4th Cir. 1985).
The licensee of a rejected trademark license filed a petition for certiorari in the
Supreme Court from the First Circuit’s opinion in January in Mission Product Holdings
Inc. v. Tempnology LLC (In re Tempnology LLC), 879 F.3d 389 (1st Cir. Jan. 12, 2018).
The petition is likely to be considered by the justices at their so-called long conference
in late September. We may know as early as September 27 whether the high court will
hear the case in the term to begin in October. If certiorari is granted, oral argument
could take place in December 2018.
The Circuit Split
In Lubrizol, the Fourth Circuit held in 1985 that rejecting an executory contract for
intellectual property bars the non-bankrupt from continuing to use patents, trademarks
and copyrights. Congress responded three years later by adding Section 365(n) and
the definition of “intellectual property” in Section 101(35A). Together, they provide that
the non-debtor can elect to continue using patents, copyrights and trade secrets
despite rejection of a license.
The amendment omitted reference to trademarks. The Senate Report said that the
amendment did not mention trademarks because the issue “could not be addressed
without more extensive study.” In the meantime, Congress said it would “allow the
development of equitable treatment of this situation by bankruptcy courts.”
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As a result of the omission of trademarks from the definition of “intellectual property,”
the lower courts were split when it comes to deciding whether rejection of a trademark
license precludes the licensee from continuing to use the mark. Some courts
interpreted Sections 365(n) and 101(35A) as implying a legislative adoption
of Lubrizol when it comes to trademarks. Other lower courts disagreed.
The Seventh Circuit was the first court of appeals to weigh in when it handed
down Sunbeam Products Inc. v. Chicago American Manufacturing LLC, 686 F.3d 372
(7th Cir. 2012). The Chicago-based court disagreed with Lubrizol and held that
“nothing about this process [of rejection] implies that any other rights of the other
contracting party have been vaporized.” Holding that the right to use the trademark
was not terminated by rejection, Circuit Judge Frank Easterbrook noted
how Lubrizol has been “uniformly criticized” by scholars and commentators.
The split crystalized at the circuit level when the First Circuit handed
down Tempnology in January. The majority in the 2/1 decision sided with Lubrizol and
criticized Sunbeam for “largely [resting] on the unstated premise that it is possible to
free a debtor from any continuing performance obligations under a trademark license
even while preserving the licensee’s right to use the trademark.” The majority favored
“the categorical approach of leaving trademark licenses unprotected from courtapproved rejection, unless and until Congress should decide otherwise.”
The licensee filed a petition for certiorari on June 11. Counsel for the petitionerlicensee includes Danielle Spinelli, a former Supreme Court clerk who argued on the
winning side in two recent bankruptcy cases, Czyzewski v. Jevic Holding Corp., 137 S.
Ct. 973 (2017), and Clark v. Rameker, 134 S. Ct. 2242 (2014).
The Tempnology ‘Cert’ Petition
The licensee in Tempnology tells the justices in the certiorari petition that the First
Circuit worsened an existing circuit split on an “openly acknowledged, and
longstanding division of authority among the courts of appeals.” The petitioner says
that the split “is entrenched and will not resolve itself without this Court’s intervention.”
Arguing that the First Circuit was wrong, the petitioner adopts the approach
in Sunbeam by contending that rejection of an “executory contract is merely a breach,”
as provided in Section 365(g). The Boston-based appeals court, it says, confused the
power of rejection with the avoidance power.
In addition to Sunbeam, the petitioner finds support at the circuit level in the concurring
opinion by Third Circuit Judge Thomas L. Ambro in In re Exide Technologies, 607 F.3d
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957, 964 (3d Cir. 2010). Judge Ambro advocated the same result as the Seventh
Circuit on much the same reasoning.
The Tempnology petition seeks high court review of a second question: Can the
exclusive right to sell a product be terminated by rejection of an executory contract? In
other words, is “exclusivity” an intellectual property right that is treated the same for
rejection purposes as a trademark and other intellectual property?
Although the petitioner cites scholars in support of its argument that the First Circuit
was wrong, there may be no circuit split. Absent a circuit split on exclusivity, the
Supreme Court might grant certiorari but limit review to the Lubrizol issue.
Opinion Link
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First Circuit follows the Fourth
Circuit’s Lubrizol and rejects the
Seventh Circuit’s Sunbeam.

Circuit Split Deepens on Rejection of
Trademark Licenses
Pointedly disagreeing with the Seventh Circuit, the First Circuit deepened an existing
split by adopting the Fourth Circuit’s conclusion in Lubrizol and holding that rejection
of a trademark license agreement precludes the licensee from continuing to use the
license.
The 2/1 opinion from the First Circuit on Jan. 12 reversed the Bankruptcy Appellate
Panel, which, to the contrary, had followed Circuit Judge Frank Easterbrook’s decision
in Sunbeam Products Inc. v. Chicago American Manufacturing LLC, 686 F.3d 372 (7th
Cir. 2012). In Sunbeam, the Seventh Circuit rejected the Fourth Circuit’s rationale
in Lubrizol Enterprises Inc. v. Richmond Metal Finishers Inc., 756 F.2d 1043 (4th Cir.
1985).
In simple terms, the First Circuit’s decision means that the licensee of patents can
continue using the technology after rejection as a consequence of Section 363(n), but
the same licensee cannot continue using trademark licenses that went along with the
technology.
The Genesis of Section 365(n)
In Lubrizol, the Fourth Circuit ruled in 1985 that rejection of an executory contract
licensing intellectual property halted the non-bankrupt’s right to use patents,
trademarks and copyrights. Three years later, Congress responded by adding Section
365(n), which, in conjunction with the definition of “intellectual property” in Section
101(35A), provides that the non-debtor can elect to continue using patents, copyrights
and trade secrets despite rejection of a license.
The amendment conspicuously omitted reference to trademarks. The Senate Report
said that the amendment did not deal with trademarks because the issue “could not be
addressed without more extensive study.” According to the report, Congress decided
to postpone action “to allow the development of equitable treatment of this situation by
bankruptcy courts.”
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Since then, courts have split into two camps. One group takes a negative inference
from the omission of trademarks from Section 365(n) by holding that rejection
terminates the right to use a trademark, although the licensee could elect to continue
using patents covered by the same agreement.
In Sunbeam, the Seventh Circuit split with the Fourth in 2012. Judge Easterbrook
acknowledged that Section 365(n) does not preserve the right to use trademarks, but
at the same time does not prescribe the consequences of rejection. Judge Easterbrook
instead relied on Section 365(g), which teaches that rejection “constitutes a breach” of
contract.
Judge Easterbrook reasoned that a licensor’s breach outside of bankruptcy would not
preclude the licensee from continuing to use a trademark. He ruled that rejection
converted the debtor’s unfulfilled obligations into damages. He said that “nothing
about this process implies than any other rights of the other contracting party have
been vaporized.” He added that Lubrizol has been “uniformly criticized” by scholars
and commentators.
The First Circuit Case
Before bankruptcy, the debtor in the case before the First Circuit had granted the
licensee a non-exclusive, irrevocable, fully paid, transferrable license to its intellectual
property including patents. However, the irrevocable license excluded the debtor’s
trademarks.
Separately, the license agreement granted a non-exclusive, non-transferable, limited
license to use the debtor’s trademarks.
The day after filing a chapter 11 petition, the debtor filed a motion to reject the
trademark and patent licenses as executory contracts under Section 365(a). During the
ensuing litigation, the debtor conceded that Section 365(n) allowed the licensee to
retain its rights in the intellectual property and patents, but not the trademarks.
Ultimately, the bankruptcy court ruled that Section 365(n) did not preserve the
licensee’s rights in the trademarks. The bankruptcy judge believed that the omission of
trademarks from the definition of intellectual property in Section 101(35A) meant that
Section 365(n) does not protect rights in trademarks.
On the first appeal, the BAP followed Sunbeam and reversed the bankruptcy court,
calling Lubrizol “draconian” and saying that rejection does not “vaporize” trademark
rights. To read ABI’s report on the BAP opinion, click here.
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With regard to trademarks, Circuit Judge William J. Kayatta, Jr. reversed the BAP in a
2/1 opinion, holding that the right to use trademarks did not survive rejection.
Judge Kayatta said that Sunbeam “largely rests on the unstated premise that it is
possible to free a debtor from any continuing performance obligations under a
trademark license even while preserving the licensee’s right to use the trademark.”
That premise, he said, is wrong because “effective licensing of a trademark” requires
the licensor to continue monitoring and exercising control over the quality of the goods
sold under the mark.
Sunbeam is wrong, in Judge Kayatta’s view, because it “entirely ignores the residual
enforcement burden it would impose on the debtor just as the Code otherwise allows
the debtor to free itself from executory burdens” and “invites further degradation of the
debtor’s fresh start options.”
Judge Kayatta therefore favored “the categorical approach of leaving trademark
licenses unprotected from court-approved rejection, unless and until Congress should
decide otherwise.”
The Dissent
Circuit Judge Juan R. Torruella dissented with regard to trademarks. Like Sunbeam, he
would have held that rights in a trademark “did not vaporize” as a result of rejection.
Judge Torruella based his dissent in large part on the legislative history surrounding the
adoption of Sections 363(n) and 101(35A). He saw Congress as allowing courts to use
their equitable powers to protect trademark licensees.
Rather than eviscerating the licensee’s trademark rights, Judge Torruella said he
instead would “be guided by the terms of the [license agreement], and non-bankruptcy
law, to determine the appropriate equitable remedy of the functional breach of
contract.”
Distribution Rights
The litigation in bankruptcy court also involved the debtor’s license of distribution
rights. Affirmed by the BAP, the bankruptcy court had ruled that rejection cut off
distribution rights too.
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On appeal in the circuit, the licensee mounted several creative arguments aimed at
showing that distribution rights were an adjunct to the patents and technology and
therefore should survive.
Judges Kayatta and Torruella agreed that rejection cut off distribution rights.
The Next Steps
If the licensee does not throw in the towel, the next step will be a petition for
rehearing en banc or a petition for certiorari. The circuit split pits not only the First
Circuit against the Seventh. In his concurrence in In re Exide Technologies, 607 F.3d
957, 964 (3d Cir. 2010), Third Circuit Judge Thomas L. Ambro reached the same result
as the Seventh Circuit on much the same reasoning.
Opinion Link
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