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Some justices are critical of the existing
test for ruling on non-statutory
insider status.

Supreme Court Says Insider Status Is Reviewed
for Clear Error Under Existing Test
The Supreme Court used a bankruptcy case to elucidate the standard of review when
an appellate court confronts a mixed question of law and fact. According to Justice
Elena Kagan, who wrote the opinion today for the unanimous Court, clear error was the
proper standard of review because the arm’s-length nature of the transaction was
primarily factual in nature.
In concurring opinions, four justices questioned whether the Ninth Circuit employed the
proper legal test for non-statutory insider status. Implying that the dissenter in the
Ninth Circuit was on the right track, they laid out a test for non-statutory insider status
that would be more consonant with the statute and produce a different outcome.
At oral argument in the Supreme Court on October 31, it seemed possible that the
justices might rule that review is de novo when the facts in the trial court were
undisputed. However, the Court’s opinion hewed to the traditional notion that
inferences taken from undisputed facts are reviewed for clear error.
The Ninth Circuit Decision
In this chapter 11 reorganization, there were only two creditors. One was a bank with a
$10 million secured claim. The other was the debtor’s general partner, who had a $2.8
million unsecured claim.
The bank opposed the plan and could have defeated confirmation for lack of an
accepting class, because the insider’s vote could not be counted under Section
1129(a)(10) in cramming down the plan on the bank.
To create an accepting class and open the door to confirmation via cramdown, the
insider sold her claim for $5,000 to a very close friend. The plan provided a $30,000
distribution on the unsecured claim.
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The bankruptcy judge ruled that the buyer automatically became an insider by
purchasing the insider’s claim. The Bankruptcy Appellate Panel reversed and was
upheld by the Ninth Circuit in a 2-1 opinion.
All three circuit judges agreed that the purchaser did not automatically become an
insider by purchasing the insider’s claim. The majority then said that status as an
insider entails a “factual inquiry that must be conducted on a case-by-case basis.” To
be a non-statutory insider, the appeals court laid out a two-part test. A claim buyer
“must have a close relationship with the debtor and negotiate the relevant transaction
at less than arm’s length.”
The Ninth Circuit did not remand the case to the bankruptcy court because the
bankruptcy judge had ruled that the buyer purchased the insider’s claim in an arm’slength transaction. Since the purchaser bought the claim at arm’s length, the second
prong of the test had not been met, leading the majority on the Ninth Circuit to rule that
the purchaser was not a non-statutory insider.
The majority on the circuit court therefore upheld the appellate panel because the
bankruptcy judge’s findings of fact on insider status were not clearly erroneous.
Circuit Judge Richard R. Clifton dissented in part. It was “clear” to him that the buyer
should have been deemed an insider. In his view of the facts, the sale was not
negotiated at arm’s length.
The Petition for Certiorari
The bank filed a petition for certiorari, which was granted in March 2017. The Court
limited its review to the appellate standard of review. The U.S. Solicitor General, who
had opposed granting certiorari, submitted a merits brief on the side of the debtor and
argued that the Ninth Circuit properly applied the clear-error standard of appellate
review. The Solicitor General did not take a position on whether the bankruptcy judge
committed clear error.
The Unanimous Opinion
In her 11-page opinion for the unanimous court, Justice Kagan said that courts have
developed standards for non-statutory insiders that “are not entirely uniform.” Many,
she said, focus on whether the transaction was conducted at arm’s length.
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The buyer and seller were in a romantic relationship but lived apart and kept their
finances separate. Despite the close relationship, the bankruptcy judge had found that
the sale of the claim was negotiated at arm’s length.
Justice Kagan said that the bankruptcy court had correctly applied the Ninth Circuit’s
two-part test. The Supreme Court, however, did not include a review of the test within
the grant of certiorari. Instead, the Court only agreed to review the proper appellate
standard for a ruling on non-statutory insider status.
Parsing the standards of appellate review, Justice Kagan said that findings of historical
fact — such as “what, when or where, how or why” — are reviewable for clear error.
On the other hand, whether historical facts satisfy the test for non-statutory insider
status is a mixed question of law and fact, Justice Kagan said. She then said that
mixed questions “are not all alike.”
Pinpointing the standard of review for mixed questions “all depends,” she said, on
whether the work of the appellate court is “primarily legal or factual.”
Deciding whether the sale of the claim was “conducted as if the [buyer and seller] were
strangers to each other” was “about as factual sounding as any mixed question gets,”
Justice Kagan said. Indeed, she said, applying the Ninth Circuit’s two-part test
amounts to what the Court “previously described as ‘factual inferences[ ] from
undisputed facts.”
Justice Kagan said that the bankruptcy court had the “closest and the deepest
understanding of the record” from hearing the witnesses and presiding over the
presentation of evidence.
The appellate standard of review was therefore for clear error because the appellate
court was called on to perform “[p]recious little” legal work in applying the Ninth
Circuit’s two-part test.
Approaching the issue from a different direction, Justice Kagan said that even a de
novo review “will not much clarify legal principles or provide guidance to other courts
resolving other disputes.”
The Concurring Opinions
Justice Sonia Sotomayor wrote a seven-page concurring opinion joined by Justices
Anthony M. Kennedy, Clarence Thomas, and Neil M. Gorsuch.
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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Justice Sotomayor said it “is not clear to me” that the two-prong test in the Ninth
Circuit “is consistent with the plain meaning of the term ‘insider’ as it appears in
[Section 101(31) of] the Code.”
The enumerated statutory insiders in Section 101(31) do not lose that status, Justice
Sotomayor said, by negotiating at arm’s length. Therefore, she said, “it is not clear why
the same should not be true of non-statutory insiders.”
Finding shortcomings in the Ninth Circuit’s test, Justice Sotomayor proceeded to offer
two other tests.
First, the court could focus on “commonalities” between enumerated insiders and
“characteristics of the alleged non-statutory insider.” Second, the court might consider
“other aspects of the parties’ relationship” if the transaction was negotiated at arm’s
length.
Had the trial court applied one of her proposed tests, Justice Sotomayor said it “is
conceivable” that the standard for review might have been different.
In the penultimate paragraph of her concurrence, Justice Sotomayor said that the facts
of the case as applied to one of her two alternative tests may have resulted in a finding
that the purchaser was an insider, even if the clear-error test were applied.
In a signal that she and her three colleagues were dissatisfied with the Ninth Circuit’s
existing test, Justice Sotomayor ended her opinion by imploring courts “to grapple with
the role that an arm’s-length inquiry should play in a determination of insider status.”
Justice Kennedy wrote a separate two-page concurrence to emphasize that the
Court’s opinion should not be taken as an endorsement for the Ninth Circuit’s existing
two-part test. He also questioned whether the bankruptcy judge was correct in finding
that the purchaser was not an insider, but said “certiorari was not granted on this
question.”
Opinion Link
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Intermediate transfers to financial
institutions do not trigger the safe harbor.

Supreme Court Narrowly Interprets the Safe Harbor,
Overrules the Majority of Circuits
Resolving a split of circuits, the Supreme Court ruled unanimously today in Merit
Management Group LP v. FTI Consulting Inc. that the so-called safe harbor under
Section 546(e) only applies to “the transfer that the trustee seeks to avoid.” In other
words, using a bank as an escrow agent does not preclude a trustee from recovering a
constructively fraudulent transfer under Section 548(a)(1)(B), when the trustee is
seeking to recover from the ultimate recipient of the transfer but not from an
intermediary bank.
The Supreme Court had been asked to resolve a split of circuits and decide whether
the safe harbor applies when a financial institution is only a “mere conduit.” Instead,
the unanimous opinion by Justice Sonia Sotomayor decided the case on a different
and broader ground. The opinion may lead to a rethinking of safe harbor cases and
might open the door to suits that previously were believed to rest comfortably within
the safe harbor.
The Seventh Circuit Opinion
The case came to the Supreme Court from the Seventh Circuit, where a bankruptcy
trustee had sued a selling shareholder in the leveraged buyout of a non-public
company. The transaction was structured so that the purchase price for the stock
initially came from an investment bank and was transferred to a commercial bank
acting as escrow agent. As escrow agent, the bank paid a total of $16.5 million to the
selling shareholder. The trustee sued the selling shareholder for receipt of a
constructively fraudulent transfer.
The district court granted a motion to dismiss, reasoning that the safe harbor applied
because the transfer included both a transfer from an investment bank and a transfer
to a commercial bank, before the funds ended up in the hands of the selling
shareholder.
On appeal, the Seventh Circuit reversed, in an opinion by Chief Circuit Judge Diane P.
Wood. FTI Consulting Inc. v. Merit Management Group LP, 830 F.3d 690 (7th Cir. July
28, 2016).
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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The Seventh Circuit opinion stands for the proposition that routing consideration for an
LBO of a non-public company through a financial institution cannot preclude a
fraudulent transfer attack if it turns out that the seller was rendered insolvent.
Since the purchaser was buying stock, it was clear to the Seventh Circuit that the
transfers were either a settlement payment or a payment in connection with a
securities contract. The appeals court said it was therefore only necessary to decide
whether the safe harbor protects transactions “simply [because they were] conducted
through financial institutions.”
The Seventh Circuit refused to “interpret the safe harbor so expansively that it covers
any transaction involving securities that uses a financial institution or other named
entity as a conduit for funds.” Instead, the appeals court said “it is the economic
substance of the transaction that matters.”
The Chicago-based appeals court therefore reversed the district court, which had
utilized the safe harbor to dismiss the trustee’s suit.
The Seventh Circuit opinion deepened an existing circuit split because the Second,
Third, Sixth, Eighth and Tenth Circuits have invoked the safe harbor when a financial
institution is nothing more than a conduit. The Eleventh Circuit was aligned with the
Seventh, requiring the financial institution to be more than a conduit.
The defendant-selling shareholder filed a petition for certiorari, which the Supreme
Court granted in May 2017. Oral argument was held on Nov. 6.
The Unanimous Opinion
The seeds for Justice Sotomayor’s opinion were sown in an exchange at oral argument
between Justice Anthony M. Kennedy and former Solicitor General Paul D. Clement,
counsel for the trustee. Justice Kennedy asked whether the opinion should be qualified
to require that the financial institution have an “equity participation” before the safe
harbor applies.
Clement said he had a “simpler way to write the opinion[: by just looking] to the
transfer that the trustee seeks to avoid.” And that’s what Justice Sotomayor did.
Laying out the statute in full text in her opinion, Justice Sotomayor traced the many
amendments to the safe harbor, saying Congress “each time expand[ed] the
categories of covered transfers or entities.”
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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In pertinent part, Section 546(e) provides that a trustee “may not avoid a transfer” that
is a “settlement payment . . . made by or to (or for the benefit of) a . . . financial
institution” or that “is a transfer made by or to (or for the benefit of) a . . . financial
institution . . . in connection with a securities contract . . . .”
Justice Sotomayor framed the question as whether the safe harbor applied because
the transfer was “‘made by or to (or for the benefit of) a . . . financial institution.’” She
said that asking whether the bank had a beneficial interest in the transferred property
“put the proverbial cart before the horse.”
Before deciding whether the transfer was made to a covered entity, “the court must
first identify the relevant transfer,” she said.
Justice Sotomayor devoted the bulk of her opinion to explaining why the “language of
Section 546(e),” the “specific context in which that language is used, and the broader
statutory structure all support the conclusion that the relevant transfer for purposes of
the Section 546(e) safe-harbor inquiry is the overarching transfer that the trustee seeks
to avoid.” She said the trustee properly identified the transfer as the sale of stock by
the seller to the buyer, not intermediate transfers involving investment or commercial
banks.
Uttering a phrase that will be cited countless times in the future, Justice Sotomayor
cautioned that a trustee “is not free to define the transfer it seeks to avoid in any way it
chooses.”
Justice Sotomayor devoted the final third of her 19-page opinion to refuting the selling
shareholder’s arguments. The last part of her opinion arguably broadens the scope of
the holding and makes the safe harbor more narrow than it is now generally
understood to be.
She said that the addition of “(or for the benefit of)” in 2006 was only intended for the
scope of the safe harbor to match the scope of the avoiding powers, where similar
language is used. She rejected the selling shareholder’s contention that the language
was intended to bar avoidance if the financial institution was an intermediary without a
financial interest in the transfer.
Next, the selling shareholder mounted an argument based on the inclusion of a
securities clearing agency as one of the entities covered by the safe harbor.
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If the relevant transfer is from the buyer to the seller, Justice Sotomayor said, “the
question then becomes whether the transfer was ‘made by or to (or for the benefit of)’
a covered entity,” such as a clearing agency.
Answering her own question, Justice Sotomayor said, “If the transfer that the trustee
seeks to avoid was made ‘by’ or ‘to’ a securities clearing agency . . . , then Section
546(e) will bar avoidance, and it will do so without regard to whether the entity acted
only as an intermediary.”
On the next page, Justice Sotomayor acknowledged there was “good reason to
believe that Congress was concerned about transfers ‘by an industry hub.’” [Emphasis
in original.]
She went on to say that the safe harbor protects securities transactions “‘made by or
to (or for the benefit of)’ covered entities. See Section 546(e). Transfers ‘through’ a
covered entity, conversely, appear nowhere in the statute.”
What exactly did the justice mean by her statements?
It was generally understood, at least before today’s opinion, that a trustee could not
recover a fraudulent transfer resulting from the sale of stock in a publicly held
company, because the payoff to the selling shareholder would have been made
through a “covered entity,” like a clearing agent. Does today’s opinion mean that a
trustee for a public company can recover from selling shareholders but, of course, not
from a clearing agent?
It had also been held that the LBO of a privately held company was protected by the
safe harbor, if the sale of the stock utilized a bank somewhere in the stream of
payments. It seems reasonably clear that an LBO of a privately held is no longer
protected, unless the transferee is a financial institution.
However, what results if the transfer ends up in the coffers of a bank that held a lien on
the stock being sold? May the trustee recover only from the beneficial owner of the
stock but not from the bank where the money ended up?
The meaning of Merit Management will be debated in other contexts. For instance, the
Second Circuit held in Note Holders v. Large Private Beneficial Owners (In re Tribune
Co.), 818 F.3d 98 (2d Cir. 2016), that the safe harbor bars suits by creditors under state
law to recover payments made in securities transactions.
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In Tribune, the Second Circuit concluded that Congress intended broad protection for
securities markets, even to the extent of barring creditors from prosecuting claims that
belong to them and not to bankruptcy trustees. Does Merit Management undercut the
Second Circuit’s notion that the safe harbor broadly immunizes any transaction
involving securities whenever there has been a bankruptcy?
Opinion Link
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Illinois judge interprets Rule 3002.1
as being ‘debtor-friendly,’ not as
creating new grounds for denial
of a chapter 13 discharge.

Courts Split on Denying a Chapter 13 Discharge for
Failure to Make Direct Payments
Failing to make direct payments on a nondischargeable mortgage is not grounds for
denying a chapter 13 discharge, according to Bankruptcy Judge Thomas L. Perkins of
Peoria, Ill.
Although Judge Perkins may be swimming against the tide of recent decisions, his
March 5 opinion contains a compendium of cogent arguments favoring chapter 13
debtors who have made all payments to the trustee and were not defrauding
unsecured creditors.
The debtors confirmed a five-year plan calling for payments of $350 a month. The plan
provided for the debtors to make direct payments on the first and second mortgages
on their home. Although the first mortgage was current at filing, there was more than
$9,000 in arrears on the second mortgage to be cured under the plan with payments
from the trustee.
Near the end of the plan payments, the trustee filed and served two notices under
Bankruptcy Rule 3002.1(f) pertaining to the mortgages. The notices stated that the
debtors had made all payments required to be made to the trustee, that the prepetition arrears on the second mortgage had been paid, and that the debtors were to
make direct payments on both mortgages.
The lender on the second mortgage responded under Rule 3002.1(g) by saying that the
arrears had been cured but that the debtors were about $19,000 in default on second
mortgage payments due after filing.
The trustee then moved to dismiss the chapter 13 case without granting a discharge.
Judge Perkins held a trial and concluded that the debtors misunderstood the plan.
According to the judge, the debtors believed they were not required to make payments
on the second mortgage. They testified that they understood their lawyer as telling
them that they were only required to pay the first mortgage.
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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Judge Perkins denied the trustee’s motion to dismiss and granted the discharge,
noting, however, that the debt on the second mortgage was not dischargeable. In his
17 years on the bench, the judge said, he had “never dismissed a chapter 13 case
without discharge, where the required payments to the trustee were completed, for the
reason that the debtor failed to make all of the direct mortgage payments.”
Judge Perkins said that “this recently identified theory of dismissal” for failure to make
direct payments resulted from the 2011 amendment adding Rule 3002.1 and requiring
a mortgage lender to disclose whether the debtor was current. The new rule, he said,
“was not intended to serve as the impetus for dismissal without discharge.” Rather, the
new rule was designed for a “debtor-friendly purpose,” namely, giving the debtor a
forum for resolving disputes when the parties disagree on whether a mortgage is
current.
Until “very recently,” Judge Perkins said, “countless chapter 13 debtors received a
discharge despite an uncured default in payments to a creditor made direct by the
debtor.”
The governing statute, Section 1328(a), requires the court to enter a discharge “after
completion of all payments under the plan.” Does “payments under the plan” only refer
to payments made by the trustee, or does the term include payments that debtors
undertake to make directly to mortgagees?
Judge Perkins said that the statute is ambiguous because it is susceptible to different
interpretations. He noted that the statute refers to “payments under the plan,” not
“payments provided for by the plan.”
Since a plan cannot have payments beyond five years, Judge Perkins theorized that
direct payments on long-term debt that continue for more than five years are not made
“under the plan” and thus are not grounds for denial of discharge.
He also noted that the 2005 amendments to Section 1328(a) require the debtor to
certify that he or she has made all domestic support payments. The statute, Judge
Perkins said, “never has required the debtor to certify that he has paid all other direct
payments.”
The case at bar did not involve debtors who defrauded unsecured creditors. The
debtors, Judge Perkins said, only harmed the mortgage lender, “which, for reasons not
explained at trial, never took action . . . to enforce its rights.” Unsecured creditors, on
the other hand, “received all that they were entitled to under the terms of the plan.”
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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Denying discharge, Judge Perkins said, is “not an appropriate remedy” when the
“debtor’s conduct was truly innocent and unsecured creditors were not harmed.”
Click here to read ABI’s discussion of a case from the Eastern District of New York
where Bankruptcy Judge Alan S. Trust of Central Islip, N.Y., developed other theories
for debtors to retain their discharges even though they had missed direct payments.
Opinion Link
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An asset purchaser cannot escape
liability for appropriating the
benefits of a contract that was
not assumed and assigned.

Delaware Judge Nixes the Notion of Implied
Assumption of Executory Contracts
There is no implied assumption of executory contracts, according to Bankruptcy Kevin
Gross of Delaware.
On the other hand, Judge Gross pointedly said that a purchaser cannot escape liability
for appropriating the benefits of a contract that was not assumed and assigned.
The bankruptcy court had approved the sale of a debtor’s assets in chapter 15. The
contract with the producer of an infomercial was not scheduled as one of the contracts
being assumed and assigned, nor did the debtor give notice of the bankruptcy to the
producer. The producer was unaware of the bankruptcy until several weeks after the
sale.
The purchaser nonetheless used one of the producer’s infomercials. The producer
sued for outstanding royalties in a California district court. The district court transferred
venue, and the case was referred to Judge Gross.
The producer argued that the buyer’s course of conduct and use of the infomercial
amounted to an implied assumption of the admittedly executory contract.
In his Feb. 21 opinion, Judge Gross said, “Implied assumption is not a novel issue, but
it is an unsettled one.”
Analyzing cases on both sides of the question, Judge Gross flatly held that “there is no
assumption” of an executory contract “absent a motion” required by Section 365. He
added, “continued use does not obviate the need for a formal motion to assume.”
Expanding on his conclusion, the judge said that “there simply cannot be an
assumption without providing the necessary cure or adequate assurance of one,”
which the producer had not received.
Judge Gross rebelled against the notion of implied assumption because it would “force
courts to meddle in the fact-laden intricacies of transactions.”
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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The producer, however, was denied its right to due process because it was a known
creditor not given notice of bankruptcy. The fault, however, was not on the shoulders
of the purchaser. Consequently, Judge Gross declined to hold the purchaser liable for
the debtor’s failure to give notice.
There being no implied assumption, Judge Gross ruled that the purchaser could not be
liable for unpaid prepetition royalties. His opinion does not suggest, one way or
another, what the debtor’s liability would be for prepetition royalties and the failure to
give notice.
Judge Gross did not allow the purchaser to get off scot-free, however. In the absence
of assumption and assignment, he said the purchaser “may not have a contractual
right to benefit from its post-closing use” of the contract, and the producer “may,
therefore, be entitled to damages.”
Because the issue was “beyond this court’s jurisdiction,” Judge Gross declined to
engage in “further discussion of the parties’ relationship, including specific damages.”
The implied assumption of executory contracts is not without support from circuit
courts, at least in cases before the adoption of the Bankruptcy Code in
1978. See Straus-Duparquet v. Local Union No. 3, 386 F.2d 649 (2d Cir. 1967), and In
re Public Ledger, 161 F.2d 762 (3d Cir. 1947). Those Bankruptcy Act cases arguably
were overruled by the Code and its detailed procedures for assumption of contracts
and protections for creditors.
For ABI’s discussion of a case last month rejecting the idea of an implied assumption
of an employment contract, click here.
Opinion Link
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Debtor must violate criminal law to
justify dismissal, concurring opinion says.

Ninth Circuit BAP Backs Away from Automatic
Dismissal of ‘Marijuana’ Cases
Now that about half the states have some form of legal marijuana sales, Bankruptcy
Appellate Panel Judge Maureen A. Tighe of Woodland Hills, Calif., wrote a concurring
opinion saying that the court should not reflexively dismiss a bankruptcy just because
there is marijuana on the premises.
The debtor was a blind, 92-year-old woman living in an assisted living facility. She
owned a small shopping center where one of the tenants was a marijuana dispensary
operating legally under state law but not federal law. She filed a chapter 13 petition to
halt foreclosure and sell the property.
Sua sponte, the bankruptcy judge dismissed the case because the debtor had received
post-petition rent from the dispensary. The unanimous Ninth Circuit Bankruptcy
Appellate Panel reversed and remanded on Feb. 5, because the bankruptcy judge had
not made adequate findings of fact and stated legal conclusions indicating the grounds
for dismissal.
Judge Tighe’s concurring opinion is noteworthy. Before dismissing, she explained that
the bankruptcy court must find that the debtor is violating the federal Controlled
Substances Act. She noted that the debtor’s plan “did not necessarily require rental
income” from the dispensary.
Rather, the plan called for selling the shopping center and using the proceeds to pay
creditors in full. In the meantime, the debtor intended to reject the lease and evict the
dispensary.
Judge Tighe focused on 21 U.S.C. § 856(a)(2), which prohibits someone from
knowingly and intentionally allowing property to be used for the distribution of drugs.
The criminal statute also requires a showing that the primary or principal use of the
property is for the distribution of drugs.
Judge Tighe explained why the debtor had not necessarily violated criminal law.
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To violate the law, she said, there must be evidence that the debtor herself knew that
the tenant operated a dispensary or that she intentionally allowed that use.
The debtor’s son was her attorney-in-fact and managed the shopping center. Judge
Tighe said the record did not show when the debtor became aware of the illegal
activities. In addition, she said, her son’s knowledge could not be imputed to the
debtor.
In sum, Judge Tighe said that “the presence of marijuana near the case should not
cause mandatory dismissal.” Her opinion suggests that a debtor might escape
dismissal by refusing to accept rent from a marijuana business after filing and move to
reject a lease. A problem could arise if the marijuana operator exercises the right under
Section 365(h) to remain in possession after rejection.
Judge Tighe was sitting on the BAP by designation.
Opinion Link
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New York judge rules that the IRS
Handbook is not controlling on auto
expenses for the means test.

On the Means Test, a Single Debtor Can Take
Deductions for Two Cars
On an issue dividing the lower courts, Bankruptcy Judge Alan S. Trust of Central Islip,
N.Y., ruled that a single individual can claim a deduction for two automobiles in
calculating the means test to determine whether the debtor’s case represents
“presumptive abuse.”
The U.S. Trustee filed a motion to dismiss, contending that the debtor could take a
deduction for only one automobile. If one of the deductions were eliminated, the debtor
would have failed the means test, and his case would have been dismissed for
presumptive abuse under Section 707(b)(2) unless he were to convert to chapter 13.
In his Jan. 11 opinion, Judge Trust analyzed the case as a question of statutory
construction.
On line 11 of Form 122A-2, the debtor claimed ownership of two cars. On line 12, he
listed auto expenses of $616, the exact amount shown on the IRS Local Standards for
the New York metropolitan area for someone who owns two cars.
The trustee argued that the court instead should follow the IRS Handbook, which
allows a single person a deduction for only one car.
Judge Trust said that Section 707(b)(2)(A)(ii)(1) does not tell the court to refer to the IRS
Handbook. Rather, he said, the subsection says the deduction “shall be” determined
by the National and Local Standards. The Local Standards applicable to autos allow a
deduction for one or two autos “and [do] not expressly limit a single-person household
debtor’s operation costs to one vehicle,” the judge said.
The “fact that the IRS Handbook could be read to conflict with the statute and official
form is irrelevant for a presumed abuse case, because Congress did not expressly
build the IRS Handbook into the statute nor did the Judicial Conference of the U.S.
build the IRS Handbook into the official form,” Judge Trust said.
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Consequently, Judge Trust found no presumed abuse because he allowed the single
debtor with no dependents to take deductions for the two autos he owned. He held
that “the IRS Handbook is not controlling and in fact would be at odds with the Means
Test as defined, none of which limit a single-person-household debtor to one vehicle
expense where the debtor actually owns or leases two or more vehicles.”

Opinion Link
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The Fourth Circuit and a Delaware
bankruptcy judge reach opposite
conclusions on motions to dismiss
petitions by solvent debtors.

Solvency May or May Not Result in Dismissal
Days apart, the Fourth Circuit and a bankruptcy court in Delaware reached opposite
results on motions to dismiss a solvent debtor’s petition as a bad faith filing. Whether
the debtor was an individual or the filing was defensive (as opposed to offensive) may
explain the difference.
The debtors’ sincerity and ethics (or lack thereof) may also explain the opposite
outcomes.
In Delaware, Bankruptcy Judge Laurie Selber Silverstein dismissed a corporate chapter
11 petition, basing her legal conclusions on Integrated Telecom Express Inc., 384 F.3d
108 (3d Cir. 2004), where the Third Circuit theorized that a bankruptcy could be
dismissed for bad faith if the filing did not serve a valid bankruptcy purpose and if the
petition was filed to obtain a tactical advantage.
The debtor in Judge Silverstein’s case was a car-rental franchisor that had spent $2.7
million in attorneys’ fees attempting to cut off a franchisee in Los Angeles. The litigation
was a near total failure, because the Fourth Circuit upheld rulings in the lower court to
the effect that the franchisee had a royalty-free right to use the debtor’s trademark,
among other things. The judgment also precluded the debtor from establishing other
franchises in Los Angeles.
Soon after filing the chapter 11 petition, the debtor moved to reject the executory
contract with the Los Angeles franchisee. The franchisee countered with a motion to
dismiss the petition, which Judge Silverstein granted in her Feb. 13 opinion, saying that
the burden of showing a good faith filing by a preponderance of the evidence rests on
the debtor.
At trial, the debtor conceded it was solvent. The extent of the debtor’s net worth was
unclear because the debtor had scheduled the value of its most important assets as
“unknown.”
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Judge Silverstein went further into the balance sheet, noting that the $3 million in
secured debt was owed to a non-bankrupt affiliate having common ownership with the
debtor. While unsecured debt to affiliates was “significant,” Judge Silverstein found
that unsecured debt to third parties was “comparatively insignificant.”
Rejecting the debtor’s unsupported allegation that cash flow was negative, Judge
Silverstein concluded that the debtor was not in “financial distress.” She also found
that non-financial evidence pointed to a bad faith filing.
Judge Silverstein said that the “primary purpose” of the chapter 11 case was to reject
the Los Angeles franchise and thereby open the door to signing up a new franchisee
who would pay royalties. She said that bankruptcy was “nothing more than a
straightforward attempt to take value that belongs to [the franchisee] and give it to [the
debtor’s owner].”
Emphasizing her finding that the filing did not have a legitimate bankruptcy purpose,
Judge Silverstein said she had “no doubt” that the attempted reorganization was “just
another chapter in the attempt to terminate the [Los Angeles] franchise.”
In contrast, the Fourth Circuit upheld a bankruptcy court’s denial of the principal
creditor’s motion to dismiss a solvent individual’s chapter 7 filing.
The debtor had the misfortune of having been an outside advisor for seven years to
Ponzi schemer Allen Stanford. The receiver for Stanford sued the debtor and won a
$1.275 million judgment.
Coincident with the receiver’s domestication of the judgment in California, where the
debtor owned property, the debtor filed a chapter 7 petition in Maryland. The
bankruptcy judge denied the receiver’s motion to dismiss the petition for “cause” as a
bad faith filing under Section 707(a). The district court upheld the bankruptcy court, as
did the Fourth Circuit in a Feb. 21 opinion by Circuit Judge J. Harvie Wilkinson, III.
Like Judge Silverstein, Judge Wilkinson said that dismissing a petition as a bad faith
filing is based on the “totality of the circumstances.” He could not find grounds for
upsetting the bankruptcy court’s exercise of discretion.
Like Judge Silverstein, Judge Wilkinson surveyed the facts in detail. The debtor in the
Fourth Circuit was more sympathetic than the corporate debtor in Delaware.
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Like Delaware, however, the Maryland debtor was solvent. According to the
bankruptcy court, the Maryland debtor had assets of more than $5.3 million, but most
were exempt. The debtor had turned his nonexempt assets, consisting of a boat and
two cars, over to his trustee.
On the liability side, the judgment to the Stanford receiver represented 90% of the
debtor’s unsecured debt. Some $150,000 in unpaid legal fees formed the bulk of the
third-party debt.
In terms of income and expenses, the debtor was living off a pension, rental income
and Social Security because he had been unable to gain employment after his
connection with Stanford become public information.
Of significance, the debtor had been spending $12,000 a month to care for his
incapacitated wife. Otherwise, the debtor’s expenses were modest.
The Stanford receiver argued for dismissal, saying the case was a two-party dispute
where the debtor was attempting to shield his exempt assets. Indeed, the bankruptcy
judge found that the “primary motivation” was to fend off the judgment.
Judge Wilkinson, however, ruled that the debtor had not “abused the bankruptcy
process.”
Like Judge Silverstein, Judge Wilkinson said that dismissal is proper if the debtor has
“‘abused the provisions, purpose, or spirit of bankruptcy law.’” He added, though, that
dismissal is “reserved for cases of real misconduct.”
Unlike the debtor in Delaware, the bankruptcy judge found the Maryland debtor to be
“candid, forthcoming, timely, and cooperative.” Judge Wilkinson said it was “simply
not a case that [the debtor] filed for bankruptcy solely to avoid the judgment.” The
debtor, he said, had $150,000 in third-party debt.
Finally, and significantly, Judge Wilkinson said that protecting exempt assets is not an
abuse, because forcing a debtor to use exempt assets to satisfy a debt “would also
undercut the entire exemption scheme that Congress designed.”
Although the ability to repay a debt “may be a relevant factor,” Judge Wilkinson held
that it is not a “per se bar to bankruptcy relief.”
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Opinion Link
In re Rent-A-Wreck
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Eighth Circuit sides with the Third:
‘Reasonably ascertainable,’ not
‘reasonably foreseeable,’ determines which
creditors are entitled to actual notice.

Eighth Circuit Broadly Draws the Line to Identify
‘Unknown’ Claims that Are Discharged
Days Taking sides with the Third Circuit, the Eighth Circuit established a “reasonably
ascertainable” test for deciding whether a creditor received constitutionally adequate
notice by publication of a potential toxic tort claim.
Even though the debtor had been sued numerous times by similar creditors and the
debtor’s property was a Superfund site, the appeals court concluded that the debtor
had no obligation to give mailed (or actual) notice to all former workers at the plant.
Employed by a trucking company, a driver transported a chemical between 1990 and
1995 to a plant operated by predecessor corporations of the debtor. After several
changes of name and ownership, the company confirmed a plan and received a
chapter 11 discharge in 2010.
In 2012, the driver was diagnosed with a form of leukemia. After his death, his wife
sued the reorganized debtor. The district court denied a motion for summary judgment
by the debtor, who contended that the claim was barred by the discharge. After trial, a
jury awarded $1.7 million to the driver’s widow.
The company appealed. In an opinion on January 26, the Eighth Circuit set aside the
judgment, ruling that the wife’s claim was discharged because there was
constitutionally adequate notice of the debtor’s bankruptcy and the bar date.
The wife and her deceased husband were not listed as creditors and did not receive
actual notice by mail. The debtor, however, published notice several times in two
national newspapers and in a local newspaper where the plant was located.
The district court ruled that the driver’s claim had arisen before bankruptcy, meaning
that the claim ordinarily would have been discharged because the driver did not file a
claim. The district court concluded that the claim was not discharged because the
driver should have been given actual notice.
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Writing for the Court of Appeals, Circuit Judge Duane Benton concluded that the
district court had employed the incorrect standard for deciding the form of notice to
which the creditor was entitled.
Judge Benton recited the general rule that a known creditor is entitled to actual notice
by mail. For unknown creditors, notice by publication is constitutionally sufficient.
The district court believed that notice by publication was inadequate and that the claim
was not discharged because the claim was “reasonably foreseeable.” The district court
based its conclusion on several factors: (1) The debtor had been fined $2.5 million by
the EPA for discharges of the chemical that caused the driver’s leukemia; (2) similar
claims were 10% of the debtor’s yearly toxic tort litigation, and (3) the plant had been
declared a Superfund site requiring remediation.
Following the Third Circuit’s decision in Chemetron Corp. v. Jones, 72 F.3d 341 (3d Cir.
1995), Judge Benton ruled that “reasonably ascertainable” was the standard, not
“reasonably foreseeable.”
Judge Benton identified several factors calling for reversal of the judgment. First, the
Bankruptcy Rules only require giving notice of the names used by the debtor within
eight years of bankruptcy. The years 1990-95 were well beyond the eight-year window,
and none of the names under which the company operated at that time were among
the 90 companies listed on the notices. However, Judge Benton conceded that
following the Bankruptcy Rules may not always result in constitutionally adequate
notice.
Of more significance, the debtor employed an experienced bankruptcy consultant to
identify potential creditors. The consultant identified one million potential creditors to
receive actual notice. The driver was not among them, thus labeling him an unknown
creditor.
Citing Tulsa Professional Collection Services Inc. v. Pope, 485 U.S. 478, 490 (1988),
Judge Benton said that publication notice to unknown creditors “generally suffices”
after a “reasonably diligent search.”
Next, Judge Benton concurred with the Third Circuit’s Chemetron decision holding that
debtors “cannot be required to provide actual notice to anyone who potentially could
have been affected by their actions; such a requirement would completely vitiate the
important goal of prompt and effectual administration of debtors’ estates.”
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Like the Third Circuit, Judge Benton therefore held that the line to cordon off unknown
creditors depends on whether the claim is “reasonably ascertainable,” not “reasonably
foreseeable.” Because the claim was not “reasonably ascertainable” given the
extensive search undertaken by the debtor’s consultant, notice by publication was
constitutionally adequate, and the claim was therefore discharged.

Opinion Link
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Host
Prof. Juliet M. Moringiello is a professor at Widener University Commonwealth Law School
in Harrisburg, Pa., where she regularly teaches bankruptcy, property, sales, secured transactions
and a seminar on cities in crisis. Her recent bankruptcy articles have been published in the Illinois
Law Review, the Washington & Lee Law Review, the Wisconsin Law Review and the Fordham
Law Review. Prof. Moringiello is the chair-elect of the Pennsylvania Bar Association’s Business
Law Section, as well as chair of the Section’s Uniform Commercial Code Committee and of
the Section’s Task Force for the Enactment of the Uniform Voidable Transactions Act. In the
spring semester of 2010, Prof. Moringiello served as ABI’s Robert M. Zinman Resident Scholar.
She is an elected member of the American Law Institute and a Uniform Law Commissioner for
Pennsylvania. Prof. Moringiello received her B.S.F.S. from Georgetown University, her J.D.
from Fordham University School of Law and her LL.M. from Temple University.

Guests
Hon. S. Martin Teel, Jr. has served as U.S. Bankruptcy Judge for the District of Columbia
since 1988. Following graduation from law school, he clerked for Judge Roger Robb of the U.S.
Court of Appeals for the D.C. Circuit. From 1971-88, he served in the Tax Division of the U.S.
Department of Justice, first as a trial attorney and then as an assistant section chief. Judge Teel
received his J.D. from the University of Virginia School of Law in 1970.
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Christopher A. Ward co-chairs Polsinelli PC’s Bankruptcy & Financial Restructuring Practice
and is a managing shareholder of the firm’s Wilmington, Del., office, where he represents
the firm’s Delaware clients and serves as Delaware legal counsel to out-of-state referring law
firms, conflicts counsel, contingency fee/avoidance action counsel, and special counsel in
various matters pending both nationally and in Delaware. He focuses his practice on corporate
bankruptcy, financial restructuring, bankruptcy litigation and distressed-asset sales, as well as
non-bankruptcy alternatives, and has represented numerous chapter 11 debtors and unsecured
creditors’ committees. Mr. Ward is a member of ABI’s Board of Directors and Polsinelli’s board
of directors. He has been recognized for excellence in Delaware Bankruptcy/Restructuring by
Chambers USA since 2010, in Super Lawyers for Delaware Bankruptcy & Creditor Rights in
2012 and since 2014, and listed in The Best Lawyers in America for Bankruptcy/Restructuring
in Delaware since 2015. Mr. Ward is a member of the Mid-Atlantic Endowment Committee
of ABI’s Anthony H.N. Schnelling Endowment Fund, and editor and contributor to the app
version of Polsinelli’s The Devil’s Dictionary of Bankruptcy Terms, which is available for free
on iTunes. He co-authored ABI’s The Chief Restructuring Officer’s Guide to Bankruptcy and
recently co-authored ABI’s A Business Creditors’ Guide to Distressed Vendors, Debt Collection
and Bankruptcy. Mr. Ward received his B.A. from Moravian College in 1995 and his J.D. cum
laude from Widener University School of Law in 1999.

