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EYE ON BANKRUPTCY – SEASON 4 EPISODE 6

High court resolves a circuit split on
Section 523(a)(2)(B) and the meaning of
“financial condition.”

A False Statement About One Asset Isn’t Grounds for
Nondischargeability, Supreme Court Rules
The Supreme Court resolved a split of circuits today by holding that a false statement
about one asset must be in writing to provide grounds for rendering a debt
nondischargeable under Section 523(a)(2).
The 15-page opinion by Justice Sonia Sotomayor focused primarily on the plain
language of the statute and the meaning of the word “respecting.” The opinion was
unanimous, except that Justices Clarence Thomas, Samuel A. Alito Jr. and Neil M.
Gorsuch did not join in a section of the decision where Justice Sotomayor buttressed
her conclusion by relying on legislative history surrounding the adoption of the
Bankruptcy Code in 1978.
The case pitted courts’ aversion to those who lie against the statutory language and its
history. In a sense, the result is akin to Law v. Siegel, 134 S. Ct. 1188 (2014), where the
Supreme Court ruled that the bankruptcy court does not have a “roving commission”
to do equity. In Law, the high court barred the imposition of sanctions by invading
property made exempt by statute, even though the debtor persistently committed
fraud.
A ruling the other way would have led to anomalous results. If a smaller lie about one
asset could result in nondischargeability, a bigger lie about a debtor’s entire net worth
would provide no grounds for nondischargeability unless it were in writing.
While courts may not be favorably inclined toward debtors who lie orally to obtain
credit, Congress made a decision in Section 523(a)(2)(B) that a materially false
statement “respecting the debtor’s . . . financing condition” must be in writing to
provide grounds for nondischargeability of the related debt.
The Case Below
A client told his lawyers that he was to receive a large tax refund enabling him to pay
his legal bills. The lawyers continued working, based on the oral representation.
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Although the refund was smaller than represented, the client spent it on his business,
falsely telling his lawyers that he had not received the refund. The lawyers continued
working. Years later, they obtained a judgment they could not collect after the client
filed bankruptcy.
Affirmed in district court, the bankruptcy judge held that the claim for legal fees was
not discharged. The Eleventh Circuit reversed in a Feb. 15, 2017, opinion by Circuit
Judge William Pryor, Appling v. Lamar, Archer & Cofrin LLP (In re Appling), 848 F.3d
953 (11th Cir. Feb. 15, 2017). To read ABI’s discussion of the Eleventh Circuit
opinion, click here.
The creditor filed a petition for certiorari, which the Supreme Court granted on the
recommendation of the U.S. Solicitor General, who later submitted an amicus brief
supporting the debtor, arguing that the Eleventh Circuit was correct, and contending
that an oral misstatement about one asset is a statement about “financial condition”
that must be in writing before the debt can be declared nondischargeable.
The circuits were split. The Fifth and Tenth Circuit held that a false statement about
one asset can result in nondischargeability, while the Eleventh Circuit had joined the
Fourth in holding that a statement about any asset must be in writing to provide
grounds for nondischargeability.
The justices heard oral argument on April 17.
Another ‘Plain Language’ Opinion
The creditor-petitioner argued that a statement about a debtor’s overall financial
condition is the only type of statement “respecting” financial condition that can result
in nondischargeability under Section 523(a)(2)(B). According to the creditor, a lie about
one asset is not about “financial condition.” Rather, the law firm contended that a lie
about one asset falls within the ambit of Section 523(a)(2)(A) and leads to a
nondischargeable debt because it is a “false representation.” Under (a)(2)(A), there is
no requirement that a “false representation” be in writing before the debt can be
nondischargeable.
As is her style, Justice Sotomayor was quick to the point. In the second paragraph of
her opinion, she said that the “statutory language makes plain that a statement about a
single asset can be a ‘statement respecting the debtor’s financial condition.’” If the
statement was not made in writing, she said, “the associated debt may be discharged,
even if the statement was false.”
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Justice Sotomayor said that the Bankruptcy Code does not define three critical terms:
“statement,” “financial condition,” and “respecting.” Only “respecting” was in dispute,
she said.
Looking to several dictionaries, Justice Sotomayor said that “respecting” means “in
view of: considering; with regard or relation to: regarding, concerning.” At least in the
context of the instant case, she said that “related to” does not have a “materially
different meaning” than “about,” “concerning,” “with reference to,” or “as regards.”
The words all have circular definitions, she said.
In the realm of statutory construction and drafting, Justice Sotomayor said that
“respecting” “generally has a broadening effect” and “covers not only its subject but
also matters relating to that subject.” She rejected the notion that (a)(2)(B) only refers to
overall financial condition, because that interpretation would read “‘respecting’ out of
the statute.”
Broadening her opinion further, she said that a statement is “respecting” financial
condition “if it has a direct relation to or impact on the debtor’s overall financial
condition.”
A narrower interpretation, according to Justice Sotomayor, “would yield incoherent
results.” For example, she said that a false statement, such as, “I am above water,”
could not result in nondischargeability unless it were in writing, while saying, “I have
$200,000 in equity in my house” could lead to nondischargeability. “This, too, is
inexplicably bizarre,” she said.
Justice Sotomayor traced the language in the Bankruptcy Code to a phrase first
adopted by Congress in 1926, which the circuits consistently interpreted to include
even one of a debtor’s assets. Having used the same word in the Bankruptcy Reform
Act of 1978, she said that Congress “intended for it to retain its established meaning.”
Justices Thomas, Alito and Gorsuch did not join in the last section of Justice
Sotomayor’s opinion, where she grounded the result in legislative history underpinning
Section 523(a)(2)(B). She quoted from a 1995 Supreme Court decision citing the
legislative history as saying that Congress drafted Section (a)(2) in a manner intended
to prevent abuse by creditors who might otherwise trap debtors into making
statements that could result in denial of discharge.
Opinion Link
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The appeals court avoids ruling broadly
on the ability of a golden share or blocking
provision to bar a company from filing
bankruptcy voluntarily.

Fifth Circuit Issues a Narrow Opinion Requiring
Corporate Authority to File a Petition
On direct appeal from a bankruptcy court in Mississippi, the Fifth Circuit was being
asked to hand down a blockbuster opinion saying whether a creditor or shareholder
could use a so-called golden share or blocking provision to preclude a company from
filing bankruptcy.
An opinion directly answering the certified questions would have allowed the New
Orleans-based appeals court to adopt, reject or significantly expand the idea that no
one can contract away the ability to file bankruptcy or the right to a discharge.
To avoid issuing an advisory opinion, Circuit Judge Carolyn Dineen King instead
answered a narrow question closely tailored to the facts. Based on Supreme Court
authority from 1945, Judge King held in her May 22 opinion for the Fifth Circuit that a
bankruptcy court must dismiss a bankruptcy petition if the filing was not authorized in
accordance with the corporate charter.
Judge King took pains to ensure that her opinion would not be interpreted too broadly.
She said, for instance, that the result might be different if the ability to block
bankruptcy were held by a creditor “with no stake in the company” or if a creditor took
an equity interest as a “ruse” to guarantee payment of a debt.
The Bankruptcy Court Opinion
The debtor owned a car rental company. To finance an acquisition, the debtor received
a $15 million investment from a diversified financial group. In return, the investor was
given 100% of the debtor’s preferred equity convertible into 49.76% of the equity. The
preferred shareholder was the single largest investor in the company.
An investment bank helped arrange the acquisition. The bank was an affiliate of the
preferred shareholder. The investment bank had a $3 million unpaid claim for its
services. In his opinion in December, Bankruptcy Judge Edward Ellington of Jackson,
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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Miss., said that the preferred shareholder controlled the affiliated investment bank
creditor.
As part of the transaction, the debtor reincorporated in Delaware and provided in the
certificate of incorporation that a majority of all classes of equity, voting separately,
must approve a “liquidation event” such as bankruptcy.
Without holding a vote of common and preferred shareholders, the company filed a
chapter 11 petition. The preferred shareholder responded by filing a motion to dismiss
for lack of proper corporate authorization. In opposition, the debtor argued that the
creditor, acting through its controlled affiliate, the preferred shareholder, could not bar
a bankruptcy filing and thus realize a result it could not achieve directly.
Judge Ellison granted the dismissal motion, holding that the preferred shareholder had
the “unquestioned right” to block a voluntary bankruptcy, even though it was
controlled by the creditor with the $3 million disputed claim.
In January, Judge Ellison certified three questions for direct appeal to the Fifth Circuit:
(1) Is a blocking provision or golden share, held by either a creditor or equity holder,
invalid as a violation of public policy if it prevents a corporation from filing bankruptcy;
(2) if the holder is both a creditor and shareholder, is barring bankruptcy invalid as a
violation of public policy; and (3) under Delaware law, may a certificate of incorporation
contain a blocking provision or golden share, and if permissible, does Delaware law
impose fiduciary duties on the holder in exercising its power?
On February 8, the appeals court granted the petition and expedited the appeal. Oral
argument took place on May 2.
To read ABI’s report on the bankruptcy court’s decision and the certified
question, click here.
Judge King’s Cautious, Narrow Opinion
Addressing the concepts of golden shares and blocking provisions, Judge King said
they are not identical. A blocking provision could be one of several contractual
provisions a creditor might use to prevent a debtor from filing bankruptcy. In the
bankruptcy context, she said that a golden share is stock that gives a creditor the right
to prevent a voluntary bankruptcy.
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The case on appeal did not fit within either definition, Judge King said. In any event,
opining on the legality of blocking provisions or golden shares would amount to issuing
an advisory opinion, which she was unwilling to do.
Instead, Judge King narrowed the question to decide whether the parties could
“amend a corporate charter to allow a non-fiduciary shareholder fully controlled by an
unsecured creditor to prevent a voluntary bankruptcy petition.”
Judge King said that the Bankruptcy Code does not specify who has the right to file a
petition for a corporation. In substance, she based her decision on Price v. Gurney, 324
U.S. 100, 106 (1945), where the Supreme Court held that state law determines who has
authority to file a voluntary petition for a corporation.
Judge King found “no reason to depart from that general rule in this case.” She also
found no statute or “binding caselaw” that would allow the court “to ignore corporate
foundational documents, deprive a bona fide shareholder of its voting rights, and
reallocate corporate authority to file for bankruptcy just because the shareholder also
happens to be an unsecured creditor.”
Cases relied upon by the debtor were “not controlling and not to the contrary,” Judge
King said. They involved “creditors’ attempts to appoint non-fiduciary officers and
directors with the ability to prevent a bankruptcy filing.”
Exploring the facts, Judge King said she found no evidence that the requirement for
shareholder approval “was merely a ruse” to ensure that the debtor would pay the
investment bank’s $3 million claim, even if the banker and the preferred shareholder
were treated as a single entity. In other words, Judge King’s holding might not apply in
another case where the corporate charter was being used to ensure payment of a
debt.
On the other hand, the opinion also means that a creditor and shareholder theoretically
can be one entity without disabling the right to vote as a shareholder.
Stressing the limited nature of the holding, Judge King said that the case entailed
a bona fide shareholder and “goes no further.” She said the case did not involve a
creditor who “somehow contracted for the right to prevent a bankruptcy or where the
equity interest is just a ruse.”
Having determined that nothing in federal bankruptcy law precluded enforcement of
the corporate charter under the facts of the case, Judge King then analyzed whether
the charter was enforceable under Delaware law.
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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Judge King found no Delaware cases saying whether shareholders could be given the
right to decide for or against filing bankruptcy. Fortunately, the debtor abandoned the
argument on appeal, so she was not called on to make a so-called Erie guess.
Therefore, Judge King assumed that Delaware law would allow such a provision.
Next, Judge King examined whether the preferred shareholder violated fiduciary duties.
In the first place, the record did not establish that the preferred shareholder was a
controlling shareholder and therefore did not have fiduciary duties under Delaware law.
Even if the shareholder were controlling and therefore did have fiduciary duties, Judge
King found “a more fundamental defect” in the debtor’s argument: The proper remedy
for violation of fiduciary duties would “not allow a corporation to disregard its charter
and declare bankruptcy without shareholder consent.”
Even if the shareholder had violated fiduciary duties, “the proper remedy is not to deny
an otherwise meritorious motion to dismiss the bankruptcy petition.”
“Instead,” Judge King said, the debtor “must seek its remedy under state law” if the
shareholder has “breached a fiduciary duty.”
Judge King’s opinion does not indicate whether a bankruptcy court through some
procedural construct would have jurisdiction to determine whether a shareholder had
violated a fiduciary duty and thus enable a company to file bankruptcy voluntarily
without corporate authorization. For example, it is not clear one way or another
whether a company could file a petition and answer a motion to dismiss by contending
that the shareholder was violating fiduciary duties.
Opinion Link
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To warrant ‘designation,’ a claim
purchaser must have an ‘ulterior motive’
beyond self-interest.

Buying Just Enough Unsecured Claims to Defeat
Confirmation Is Ok, Ninth Circuit Says
Buying barely enough unsecured claims to defeat confirmation of a plan is not reason
in itself for barring a secured creditor from voting the purchased claims against
confirmation of a chapter 11 plan, according to the Ninth Circuit.
In Figter Ltd. v. Teachers Ins. & Annuity Association of America (In re Figter), 118 F.3d
635, 639 (9th Cir. 1997), the Ninth Circuit ruled that a secured creditor was entitled to
vote unsecured claims against confirmation of a chapter 11 plan when the lender had
purchased all the claims in the class. In his June 4 opinion, Ninth Circuit Judge N.
Randy Smith expanded Figter by ruling emphatically that a secured creditor is not in
bad faith by purchasing just enough claims to defeat confirmation, thereby adversely
affecting other creditors.
Owed about $4 million, the secured creditor spent $13,000 on advice of counsel to
purchase just over half in number of the chapter 11 debtor’s unsecured claims. The
purchased claims represented only 10% of the unsecured class in amount.
The lender’s counsel testified that the client made no attempt at purchasing all
unsecured claims. The client’s motivation, the lawyer said, was to acquire a blocking
position and do what was best for the lender.
Although the debtor had the required two-thirds vote in amount in the unsecured class
to confirm the plan, the debtor was facing defeat because a majority in number of
unsecured creditors were not voting in favor of the plan as required by Section 1126(c).
The plan would pay unsecured creditors in full in a few months.
The debtor moved to “designate” the unsecured claims purchased by the lender under
Section 1126(e), which provides that the court “may designate any entity whose
acceptance or rejection of such plan was not in good faith . . . .” In substance,
“designate” means to disallow voting.
The bankruptcy court designated the claims and later confirmed an amended version
of the plan. Judge Smith said that the bankruptcy court based designation on just two
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
www.abi.org

11

EYE ON BANKRUPTCY – SEASON 4 EPISODE 6

facts: (1) the lender did not offer to purchase all unsecured claims, and (2) voting the
purchased claims against the plan would give the lender an “unfair advantage” and
would be “highly prejudicial” to other creditors.
The district court affirmed, but the Ninth Circuit reversed.
Judge Smith said that the Bankruptcy Code does not define “good faith” as used in
Section 1126(e). Figter, he said, defined “bad faith” as an attempt to “secure some
untoward advantage over other creditors for some ulterior purpose.” Judge Smith
quoted Figter as holding that designation applies to creditors who were “‘not
attempting to protect their own proper interests, but who were, instead, attempting to
obtain some benefit to which they were not entitled.’”
According to Figter, “bad faith explicitly does not include ‘enlightened self-interest,
even if it appears selfish to those who do not benefit from it,’” Judge Smith said.
Therefore, purchasing claims to obtain a blocking provision and to protect a creditor’s
own claim “does not demonstrate bad faith or an ulterior motive,” Figter held.
Purchasing all unsecured claims was only one factor prompting the Figter court to find
good faith, Judge Smith said. He cited Second Circuit authority for the proposition that
purchasing claims to block a plan is not bad faith in itself.
Judge Smith faulted the bankruptcy court for not analyzing the lender’s motivation and
failing to identify an “ulterior motive.” Citing Figter, he said that self-interest and ulterior
motive are not identical. Ulterior motive is attempting to obtain a benefit to which the
creditor is not entitled, Judge Smith said, again citing Figter.
Examples of bad faith, according to Judge Smith, include purchasing a claim to block
a lawsuit against the purchaser or buying claims to destroy a competitor’s business.
“There must be some evidence beyond negative impact on other creditors,” Judge
Smith said.
In sum, the bankruptcy court erred by making no findings about the lender’s motivation
and by considering the effect on other creditors without evidence of bad faith.
Opinion Link
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Although there may be standing to
appeal, failure to object can bar an appeal
under doctrines of waiver or forfeiture.

Ninth Circuit Widens Split on Failure to Object
and Standing to Appeal
The Ninth Circuit explained when the failure to appear or object results in the loss of
the right to appeal an order entered in bankruptcy court.
Basically, the failure to object or appear does not result in a loss of standing to appeal.
Assuming there is a pecuniary interest at stake, standing on the sidelines instead can
result in waiver or forfeiture, as District Judge Matthew F. Kennelly of Chicago
explained in his May 29 opinion for the Ninth Circuit. Judge Kennelly was sitting by
designation.
Although failure to appear or oppose may or may not result in loss of appellate
standing depending on the circuit where the issue arises, the outcome often may end
up being the same by invocation of the doctrines of waiver and forfeiture.
The Ninth Circuit Case
A chapter 7 trustee filed a motion to assume an executory contract. Individuals who
had a pecuniary interest in the contract were given notice, but they did not file an
objection, nor did they appear in court in opposition. At the hearing, the bankruptcy
judge announced he would grant the motion as being unopposed.
Before the bankruptcy judge signed an assumption order, the individuals filed a motion
for reconsideration, stating reasons for denying the assumption motion. Rather than
treat the failure to oppose as a default, the bankruptcy judge denied the
reconsideration motion on the merits.
After entry of the assumption order, the individuals appealed. The district judge
dismissed the appeal for lack of standing, ruling that the appellants were not aggrieved
parties because they had not opposed or appeared in opposition to the assumption
motion.
Judge Kennelly reversed and remanded.
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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The Circuit Split on Standing
The district court relied on dicta from a 1985 Ninth Circuit opinion saying that objecting
or appearing in bankruptcy court is “usually” a prerequisite to being an “aggrieved
person” with standing to appeal. That case, however, was decided on other grounds.
Judge Kennelly said that the circuits are split on whether attendance or objection are
prerequisites to being an aggrieved person with standing to appeal. The Seventh
Circuit requires objection to confer appellate standing, while the Fourth Circuit does
not, he said.
Siding with the Fourth Circuit, Judge Kennelly said, “We do not automatically toss a
litigant out of court for noncompliance with a trial court rule without allowing the litigant
to explain why the noncompliance should be excused.”
Bankruptcy standing, according to Judge Kennelly, concerns whether someone is
“‘aggrieved,’ not whether one makes that known to the bankruptcy court.” He therefore
held that “an appellant’s failure to attend and object at a bankruptcy court hearing has
no bearing on the question of whether that appellant has standing to appeal.”
Although failure to attend and object may result in waiver or forfeiture, “it does not
present a jurisdictional standing issue,” Judge Kennelly said.
Although they are often used interchangeably, Judge Kennelly said that waiver and
forfeiture are different concepts. Forfeiture is the failure to assert a right in a timely
fashion, while waiver is the intentional relinquishment or abandonment of a right.
Because the appellants had objected in their motion for rehearing, Judge Kennelly said
they had not waived their arguments against assumption. On the other hand, he said,
“the question of forfeiture is open for determination on remand.”
Since the appellants clearly had a pecuniary interest, they had standing to appeal. On
remand, Judge Kennelly instructed the district court to decide whether the appellants
forfeited their opposition to the assumption motion and whether the bankruptcy court’s
order should be reversed for plain error.
Opinion Link
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A ‘cert’ petition is in the works
to resolve the circuit split from
Lubrizol regarding the rejection
of trademark licenses.

Connecticut Judge Takes Sides in a Circuit Split
on Trademark License Rejection
A case from the bankruptcy court in Connecticut may allow the Second Circuit to take
sides in a circuit split on the question of whether rejection of an executory contract
bars the licensee from continuing to use a trademark license.
However, the Supreme Court may resolve the split before the issue ever reaches the
Second Circuit if the justices grant certiorari to review this year’s First Circuit decision
in Mission Product Holdings Inc. v. Tempnology LLC (In re Tempnology LLC), 879 F.3d
389 (1st Cir. Jan. 12, 2018). A final appeal in Tempnology would enable the high court
to expound on the effects of rejecting executory contracts while either upholding or
rejecting the Fourth Circuit’s controversial opinion in Lubrizol Enterprises Inc. v.
Richmond Metal Finishers Inc., 756 F.2d 1043 (4th Cir. 1985).
The Connecticut Case
Bankruptcy Judge James J. Trancredi confronted a typical intellectual property dispute
with a few twists. Basically, the chapter 7 debtor owned and licensed software and
accompanying trademarks. The trustee filed a motion to reject a software and
trademark license agreement where the licensee had ambiguous exclusivity rights in
the technology.
The trustee argued that the technology would fetch a considerably higher price at a
later bankruptcy sale if rejection would preclude the licensee from using the technology
and trademarks.
The licensee effectively conceded the trustee’s right to reject the contract but elected
under Section 365(n) to continue using the “intellectual property,” as that term is
defined in Section 101(35A).
In his May 17 opinion, Judge Tancredi aligned himself with the Seventh Circuit in the
circuit split by holding that rejection did not “abrogate” the licensee’s right to use the
trademarks or to enforce its exclusivity rights.
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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The Circuit Split
Judge Tancredi traced the tortured history in case law dealing with the rejection of
executory contracts licensing intellectual property.
In Lubrizol, the Fourth Circuit held in 1985 that rejecting an executory contract for
intellectual property barred the non-bankrupt from continuing to use patents,
trademarks and copyrights. Congress responded three years later by adding Section
365(n), which, together 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 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.”
Later, courts went in two directions. One camp takes a negative inference from the
omission of trademarks from Section 365(n) and holds that rejection terminates the
right to use a trademark, even though the licensee could elect to continue using
patents covered by the same agreement.
In Sunbeam Products Inc. v. Chicago American Manufacturing LLC, 686 F.3d 372 (7th
Cir. 2012), the Seventh Circuit split with the Fourth in 2012 when Judge Frank
Easterbrook held that rejection “constitutes a breach” of contract under Section 365(g).
Outside of bankruptcy, he said, a licensor’s breach would not preclude the licensee
from continuing to use a trademark. He 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,
he noted how Lubrizol has been “uniformly criticized” by scholars and commentators.
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.
Sunbeam and Exide did not turn the tide, because the First Circuit
resurrected Lubrizol early this year in Tempnology, when the majority on a panel from
the Boston-based appeals court held that rejection of a trademark license agreement
precludes the licensee from continuing to use the mark.
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In Tempnology, the losing side sought and obtained an extension of time to file a
petition for certiorari in the Supreme Court. The deadline to file the petition is June 11.
Evidently serious about going up, the petitioner has retained 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).
Judge Tancredi Sides with the Seventh and Third Circuits
Judge Tancredi said that Tempnology “is plainly contrary to Congress’ explicit efforts
to rebalance affected rights on intellectual property and leave Section 365(g) to answer
otherwise unresolved trademark issues.” Judge Tancredi said he would align himself
with the Seventh Circuit and the “plain reading of Section 365(g).” Quoting a
bankruptcy judge in New York, he said that rejection “‘does not make the contract
disappear.’”
Under Connecticut law, Judge Tancredi said that rejection of the license would not be
a material breach because taking the election under Section 365(n) preserved the
licensee’s intellectual property and exclusivity. Therefore, he said, “the core of the
bargain and substantial purpose of the License Agreement has been preserved.”
Judge Tancredi held that the licensee’s election under Section 365(n) preserved its
exclusive rights to use the technology. He also held that “all royalty and payment
provisions . . . remain in full force and effect.”
Given the stark disagreement among the circuits on a controlling issue of law, the
trustee in Judge Tancredi’s case might request a direct appeal to the Second Circuit.
However, the Supreme Court may resolve the split before the Second Circuit takes
sides.
To read ABI’s discussion about Tempnology, click here.

American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
www.abi.org

17

EYE ON BANKRUPTCY – SEASON 4 EPISODE 6

Fourth Circuit avoids a result
that would have left some debtors
ineligible for any exemptions.

Three Circuits Approve Extraterritorial Application
of a State’s Exemptions
Joining the Eighth and Ninth Circuits and handing down another debtor-friendly
opinion, the Fourth Circuit cleaned up some of the mess that Congress made in
Section 522(b)(3)(A) regarding exemptions claimed by individuals who change their
domicile before filing bankruptcy.
The May 4 opinion by Circuit Judge Robert B. King rejected plausible interpretations of
the statute that could leave some debtors ineligible for any exemptions, state or
federal.
The debtor moved to West Virginia from Louisiana four months before filing
bankruptcy. Utilizing Louisiana’s exemption statute, he claimed exemptions for about
$3,500 of personal property located in West Virginia.
The trustee objected to the exemptions, contending that Louisiana exemptions could
not be applied extraterritorially in view of the Supreme Court’s presumption against
extraterritoriality. The bankruptcy court allowed the exemptions and was upheld on
appeal by District Judge Irene M. Keeley of Clarksburg, W.Va.
Again upholding the exemptions in the circuit court, Judge King characterized Judge
Keeley’s opinion as “well reasoned” and “comprehensive.” To read ABI’s discussion of
Judge Keeley’s opinion, click here.
The Statutory Mess
Attempting to prevent abuse, Congress made a hash out of Section 522(b)(3)(A) and
compounded the problem by adding the so-called hanging paragraph, which, Judge
King said, “has been the subject of some dispute in the bankruptcy courts.”
Generally, a debtor is eligible for exemptions in the state where the debtor had been
domiciled for 730 days before bankruptcy. To deter exemption shopping by people
who would move within two years before bankruptcy to take advantage of another
state’s more generous exemptions, Section 522(b)(3)(A) provides that the debtor must
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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take exemptions from the state where he or she resided for the largest part of the 180day period before the 730-day period.
The statute had a problem, however, because Section 522(b)(3)(A) would leave some
debtors eligible for no exemptions. To fill the gap, Congress added the hanging
paragraph, which allows the debtor to claim federal exemptions specified in Section
522(d) if (b)(3)(A) makes a debtor ineligible for any state’s exemptions.
The Case at Hand
The trustee conceded that the debtor could invoke Louisiana exemptions under
Section 522(b)(3)(A) for property located in Louisiana. However, the trustee disputed
the claim for exemptions covering the debtor’s property in West Virginia, even though
Louisiana does not limit the application of its exemptions to Louisiana residents or to
property in Louisiana.
The trustee argued for the presumption against extraterritoriality, also known as the
anti- extraterritoriality approach, under which a bankruptcy court may not give
extraterritorial effect to any state’s exemption laws. His theory would have precluded
the debtor from using Louisiana law to exempt property in West Virginia.
The Fourth Circuit’s Analysis
Judge King said that “almost all courts” have rejected the trustee’s theory because it
“would lead to nonsensical results.” An example: Debtors who move would be
ineligible for exemptions because they likely would have no property in their former
domicile, the only state in which they could have exemptions under the antiextraterritoriality approach. Judge King said that the only bankruptcy court to adopt
this theory was “promptly overturned on appeal.”
The second minority view, called the preemption approach, would permit a debtor to
apply a state’s exemption laws to nonresidents and out-of-state property, even if state
law does not allow extraterritorial effect. Like Judge Keeley, Judge King rejected the
idea. If “Congress had intended to override state laws limiting the use of exemption
schemes to in-state residents or in-state property, it would not have placed the
hanging paragraph in Section 522(b)(3),” he said.
The preemption approach, he said, would make the hanging paragraph applicable only
to debtors who had resided in foreign countries.
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Judge King adopted the so-called state-specific approach, which is followed by the
Eighth and Ninth Circuits and a majority of courts. He said it best embodies
congressional intent and the bedrock principle that “exemptions are entitled to the
most liberal construction in favor of the debtor.”
Judge King said there were no principles of Louisiana law that would bar out-of-state
debtors from utilizing Louisiana’s exemption statute. He also rejected the trustee’s
reliance on the Supreme Court’s presumption against extraterritoriality.
Citing Fourth Circuit precedent, Judge King said that the presumption does not apply
to conduct that occurs largely within the U.S. Therefore, he allowed the debtor to rely
on Louisiana law and exempt property in West Virginia.
A Proposal to ‘Fix’ Section 522
In the circuit court, pro bono co-counsel for the debtor was Eugene Wedoff, the
immediate past president of American Bankruptcy Institute and a former bankruptcy
judge in Chicago.
In a message to ABI, Judge Wedoff said that “Section 522 is very much in need of a
Congressional ‘fix.’”
Judge Wedoff believes that Congress should “make the debtor immediately subject to
the exemption law of the state to which a debtor has moved, but cap the homestead
exemption and perhaps other very large exemptions for two years after the move at the
level set by the debtor’s former state of domicile.”
Judge Wedoff said that his proposal would “eliminate the ‘millionaire’s loophole’ that
Congress was concerned about in BAPCPA without creating the confusion caused by
applying a state’s exemptions to debtors who are no longer domiciled in that state.”
The “simplest fix,” Judge Wedoff said, would be “a set of uniform federal exemptions,
but that is very unlikely to be politically possible.”
Opinion Link
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Courts split on the dischargeability of
debts incurred in the course of divorce
or separation.

Islamic Law Informs the Court in Interpreting
a Marital Contract
Bankruptcy Judge Stuart M. Bernstein confronted a case at the intersection of Islamic
matrimonial law and a question of bankruptcy law where the courts are divided. His
May 30 opinion reads like a mystery novel, with a surprise ending.
A couple married in a civil ceremony. Three years later, they married again in a Muslim
ceremony. The Islamic certificate of marriage, signed by both parties, contained a
$30,000 dowry, which was postponed in its entirety.
Three days after the Islamic ceremony, the wife filed a divorce complaint in the District
of Columbia Family Court. Ultimately, the husband defaulted, and the D.C. court
entered a divorce decree. Although the divorce decree did not provide for alimony or
support, nor did it divide property or debts, it did recite that the dowry was an
enforceable contract. Later, the D.C. court entered a $30,000 judgment against the
husband, who subsequently filed a chapter 7 petition.
In bankruptcy court, the wife filed a motion for judgment on the pleadings, seeking a
declaration that the $30,000 dowry was nondischargeable under Section 523(a)(15),
which says that a debt to a former spouse is not dischargeable if it “was incurred by
the debtor in the course of a divorce or separation or in connection with a separation
agreement, divorce decree or other order of a court of record . . . .”
In opposition, the debtor-husband argued that the debt did not fall within the ambit of
(a)(15) because it was a preexisting debt that was not incurred “in the course of a
divorce or separation.”
Judge Bernstein cited cases demonstrating that the courts are split in similar
circumstances when a divorce decree lists the parties’ obligations to one another on
account of preexisting debts.
Although the debt was postponed, Judge Bernstein said it was incurred before the
parties’ divorce and thus was not “incurred” in the course of divorce. The judgment in
the matrimonial court only enforced a preexisting debt.
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Implying that he would rule the dowry to be dischargeable, Judge Bernstein sided with
a leading bankruptcy court decision, cited approvingly in the Collier treatise, which
concludes that a preexisting debt was not “incurred” in divorce and would therefore be
dischargeable even though it was recited in the divorce decree.
Other courts, Judge Bernstein said, interpret (a)(15) “more broadly.”
Like a good mystery novel, Judge Bernstein added a twist at the end of the opinion,
saying that his discussion of (a)(15), standing alone, does not “end the matter.”
Judge Bernstein cited a treatise on Muslim family law for the proposition that a
postponed dowry, payable only if the marriage is terminated, “serves as protection in
the event of divorce.” He described how the pleadings “suggest” that the dowry “was
contracted as part of a post-nuptial agreement made in contemplation” of separation
and divorce, especially since the couple separated only five days after the Islamic
ceremony.
Saying he could not decide the case on the pleadings, Judge Bernstein called for
discovery and trial. The dowry would not be dischargeable, he said, were he to
conclude that the debt was “triggered” by their separation or divorce or was given “in
lieu of any alimony or other division of property.”
Opinion Link
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Lower courts split three ways on 401(k)
contributions and the calculation of
disposable income in chapter 13.

District Court Allows 401(k) Contributions in Chapter
13 Up to the IRS Limits
On an issue where there is a dearth of appellate authority, District Judge Elizabeth Erny
Foote of Shreveport, La., sided with the majority of bankruptcy courts by holding that
voluntary post-filing contributions to a 401(k) plan are not included in a chapter 13
debtor’s calculation of disposable income so long as the contributions do not exceed
the amounts allowed by the Internal Revenue Service.
The appeal demonstrates the obstacles that the Supreme Court erected in Bullard v.
Blue Hills Bank, 135 S. Ct. 1686 (S. Ct. 2015), to appeals from orders denying
confirmation of chapter 13 plans.
The husband and wife debtors filed a chapter 13 plan where the husband would make
voluntary 401(k) contributions throughout the life of their five-year plan, deducting the
payments from the calculation of disposable income in determining the amount to be
paid to creditors. The bankruptcy judge denied confirmation, because the contributions
represented 12% of the husband’s gross income. However, the bankruptcy judge said
he would confirm a plan with a 3% contribution.
The bankruptcy judge confirmed the plan after the debtors amended their plan by
reducing the 401(k) contribution to 3%. The debtors then appealed confirmation of
their own plan. The debtors could not appeal from denial of their first plan
because Bullard holds that denial of confirmation is not a final order.
Reversing the bankruptcy court’s limitation on retirement plan contributions in her May
23 opinion, Judge Foote meticulously laid out the legislative quagmire on the question
of whether 401(k) payments can be deducted from the calculation of disposable
income in Section 1325(b)(2)(A). Statutory interpretation is further complicated by the
hanging paragraphs added to Section 541(b)(7) by the Bankruptcy Abuse Prevention
and Consumer Protection Act of 2005.
Courts have three answers to this question. Judge Foote said that a majority allow
debtors to shelter contributions not exceeding the limits allowed by the IRS. A second
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
www.abi.org

23

EYE ON BANKRUPTCY – SEASON 4 EPISODE 6

group of courts do not allow deductions for retirement plans, and the third permits
contributions not larger than the debtor was making before filing.
Judge Foote followed the majority approach, because she read the plain meaning of
the statute as demonstrating “that Congress intended to exclude retirement
contributions from available disposable income as defined by the code in Section
1325(b).”
Judge Foote had another holding of significance for debtors, stemming from the
bankruptcy judge’s finding that the plan was not filed in good faith given the size of the
retirement plan contributions.
Judge Foote held that “the amount contributed by a debtor within the legal limits
established by the Internal Revenue Service cannot be the sole basis for determining
that a plan has been filed in bad faith.” She remanded the case for the bankruptcy
judge to make a redetermination of good faith based on the appropriate Fifth Circuit
standard.
We recommend reading the opinion in full text for Judge Foote’s thoughtful analysis of
the statute and case law on all sides of the issue. The opinion is available at 2018 U.S.
Lexis 86761 or 2018 BL 183240.
Editorial comment: Now that traditional employer-sponsored pensions are rapidly
disappearing and being replaced by 401(k)s, courts that effectively prohibit or limit
voluntary pension contributions are sentencing debtors to poverty in their retirements.
This writer doubts that Congress intended for the effects of chapter 13 to persist so
long after the completion of plan payments. (The foregoing commentary reflects the
opinion of the writer, not ABI.)
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Fraudsters get no sympathy from the
Sixth Circuit on dischargeability.

Penalties for Fraud Are Nondischargeable Despite
Chapter 13’s ‘Superdischarge’
Penalties for fraudulently obtaining government benefits are nondischargeable despite
the so-called superdischarge in chapter 13, according a May 29 opinion from the Sixth
Circuit.
The circuit court was reviewing two cases with nearly identical facts. In both cases, an
individual fraudulently obtained unemployment benefits by failing to disclose
employment income. After discovering fraud, the state imposed orders of restitution
and penalties for fraudulently obtaining unemployment benefits.
The restitution and penalties for one debtor were approximately $6,900 and $27,000,
respectively, and $4,300 and $16,700 for the other. In other words, the penalties were
about four times larger than the benefits that were fraudulently obtained.
In the debtors’ chapter 13 cases, the state objected to the dischargeability of both the
restitution awards and the penalties. The debtors conceded that the restitution awards
were nondischargeable under Section 523(a)(2)(A) as money obtained by “false
pretenses, a false representation, or actual fraud.”
However, the debtors argued that the penalties were dischargeable in chapter 13
because they fell under Section 523(a)(7) as a “fine, penalty, or forfeiture payable” to a
governmental unit that “is not compensation for actual pecuniary loss.”
Although debts covered by Section 523(a)(7) are ordinarily nondischargeable, the
superdischarge in Section 1328(a)(2) makes (a)(7) penalties dischargeable once chapter
13 debtors complete their plan payments. (Section 523(a)(2) debts are not covered by
the superdischarge in Section 1328(a)(2) and remain nondischargeable in chapter 13.)
One bankruptcy judge ruled that the penalties were dischargeable, and the other held
that they were not. On appeal in district court, the penalties were held
nondischargeable.
Circuit Judge Eugene E. Siler, Jr. concluded that the penalties were nondischargeable.
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Judge Siler was most persuaded by Cohen v. de la Cruz, 523 U.S. 213 (1998), where
the Supreme Court held that treble damages for fraud are nondischargeable under
Section 523(a)(2). He described Cohen as holding that “penalties associated with fraud
should be regarded as essentially the same as the fraud itself.”
Judge Siler rejected several arguments offered by the debtors. To the contention that
exceptions to discharge are construed strictly against the creditor, he said that
bankruptcy benefits the “honest but unfortunate” debtor.
The debtors relied on the rule of construction that a more specific statute, like Section
523(a)(7), should control over the more general provision in Section 523(a)(2). However,
Judge Siler found no authority for the proposition that a debt may not be covered by
two subsections in Section 523(a). Indeed, he said the subsections are not mutually
exclusive.
Significantly, Judge Siler read the Supreme Court’s recent decision in Husky
International Electronics Inc. v. Ritz, 136 S. Ct. 1581 (2016), to mean that a debt can be
nondischargeable under both subsections (a)(2) and (a)(7).
Judge Siler held that the penalties arose “from fraud perpetrated against the Agency,”
thus making the penalties nondischargeable under subsection (a)(2).
In Husky, the Supreme Court held that a debt can be nondischargeable for “actual
fraud” under Section 523(a)(2)(A) even if the debtor made no misrepresentation to the
creditor. To read ABI’s discussion of Husky, click here.
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
John D. Demmy is a partner with Saul Ewing Arnstein & Lehr LLP in Wilmington, Del., where
he represents debtors, creditors’ and ad hoc committees, asset-buyers, insurers, and all types of
creditors in bankruptcy cases and related litigation matters, drawing on his involvement in many
of the major bankruptcy cases in the District of Delaware over the past 30 years. He also handles
bankruptcy appeals to the Delaware District Court and to the Court of Appeals for the Third
Circuit. Mr. Demmy has appeared in major bankruptcies in the Southern District of New York
and other bankruptcy jurisdictions, including Texas, Louisiana, California, Chicago, Pittsburgh,
Minneapolis, Virginia and North Carolina. In addition, he is a commercial litigator who assists
clients with cases in the Delaware Court of Chancery, a premiere venue for business disputes,
and he provides opinions with respect to matters of bankruptcy and Delaware law relating to
Delaware entities. Mr. Demmy is a member of ABI, the Delaware State, Pennsylvania State and
American Bar Associations, and the Delaware Bankruptcy Inn of Court, and he is admitted to
practice in Delaware, Pennsylvania and New York. He received his B.S. in 1983 from Albright
College and his J.D. cum laude in 1986 from Villanova University School of Law.
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Hon. Phillip J. Shefferly is Chief Judge of the U.S. Bankruptcy Court for the Eastern District
of Michigan in Detroit, initially appointed as bankruptcy judge in 2003 and as chief judge in
2009. Prior to taking the bench, Judge Shefferly worked in private practice, focusing on business
reorganizations and chapter 11 cases. Judge Shefferly has trial and litigation experience in
bankruptcy courts, federal courts and state courts, and he is a Fellow in the American College of
Bankruptcy. He is also a frequent writer and speaker for ABI, the Federal Bar Association and
the Consumer Bankruptcy Association. Judge Shefferly received his B.A. from the University
of Michigan with high distinction and his J.D. magma cum laude from Wayne State University
Law School..
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