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A bankruptcy court’s in rem
jurisdiction overrides a claim of
sovereign immunity.

Delaware’s Judge Sontchi Writes a Seminal Opinion
on Sovereign Immunity
In a scholarly opinion, Chief Bankruptcy Judge Christopher S. Sontchi of Delaware
explained when there is or is not a waiver of sovereign immunity allowing a debtor to
sue a state or local government in bankruptcy court for a tax refund. The opinion could
be applied in other contexts when a state or local government raises a sovereign
immunity defense.
Judge Sontchi’s intricate dissection of the law features the triumvirate of Supreme
Court opinions where the justices quickly backtracked in two later cases after having
insinuated earlier in dicta that the waiver of sovereign immunity in Section 106(a) is
unconstitutional. Were it not for the two later Supreme Court decisions coupled with
astute analysis like Judge Sontchi’s, bankruptcy courts might lack the power to
adjudicate the amount of a state’s claim against a debtor or to discharge a state tax
claim.
The Facts in Judge Sontchi’s Case
In his 66-page opinion on July 25, Judge Sontchi carefully laid out the factual and
procedural history of the claims for real estate tax refunds made by a trust created
under a confirmed chapter 11 plan. He also minutely described the procedures a
debtor must follow under California state law, as a predicate for seeking a refund in
state court or bankruptcy court.
For the sake of understanding his conclusions, however, the essential facts are simple:
Before bankruptcy, the debtor paid several years of real estate taxes on its electric
generating plant. Also before bankruptcy, the debtor initiated proceedings before the
California State Board of Equalization, or SBE, claiming refunds because the
assessments were allegedly too high.
After confirmation, the creditors’ trust in substance filed suit against the SBE and the
county, asking Judge Sontchi to value the property, reduce the assessments, and
direct the county to pay refunds based on lower assessments. The SBE made the
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equivalent of a motion to dismiss, contending that sovereign immunity left the
bankruptcy court without jurisdiction to lower the assessments.
Judge Sontchi agreed and dismissed the proceedings against the SBE seeking to
lower the assessments.
The Statutory Waiver of Sovereign Immunity
The creditors’ trust sued under Section 505(a), which provides that bankruptcy courts,
under certain circumstances, “may determine the amount or legality of any tax, . . .
whether or not previously assessed, whether or not paid, and whether or not contested
before and adjudicated by a judicial or administrative tribunal of competent
jurisdiction.”
The Third Circuit, according to Judge Sontchi, has held that Section 505(a) is a
jurisdictional statute that was enacted “to clarify the bankruptcy court’s jurisdiction
over tax claims.”
The Third Circuit also held that a sovereign immunity defense is jurisdictional in nature.
Thus, the Bankruptcy Code may confer jurisdiction through Section 505(a), but the
court will have no jurisdiction if the government has a sovereign immunity defense. The
state’s sovereign immunity (or lack of it) therefore comes to the fore.
Facially, however, Section 106(a)(1) by its terms abrogates sovereign immunity with
respect to claims under Section 505. Judge Sontchi therefore analyzed whether
Section 106(a)(1) withstood constitutional scrutiny to waive sovereign immunity for the
trust’s suit under Section 505.
Governing Supreme Court Authority
In the Supreme Court’s seminal decision on sovereign immunity, Seminole Tribe of
Florida v. Florida, 517 U.S. 44 (1996), the majority in the 5/4 decision used a footnote to
describe a dissenter as interpreting the majority opinion to prohibit federal jurisdiction
to enforce bankruptcy laws against the states. The majority said that the dissent’s
conclusion was “exaggerated.” Id. at 72.
Two years later, the Third Circuit nonetheless applied Seminole Tribe to hold that
Section 106(a) is “unconstitutional to the extent that it purports to abrogate state
sovereign immunity in federal court.” Sacred Heart Hospital v. Dept. of Public Welfare
(In re Sacred Heart Hospital), 133 F.3d 237, 245 (3d Cir. 1998). According to Judge
Sontchi, most but not all circuits agree.
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In bankruptcy cases, the Supreme Court later began to backtrack, else discharge,
fresh start and reorganization might become unattainable for some debtors.
In Tennessee Student Assistance Corp. v. Hood, 541 U.S. 440 (2004), the high court
was asked to decide whether Section 106(a) was unconstitutional.
The high court ducked the larger issue in Hood by holding that the dischargeability of a
student loan was not a suit against the state in terms of Eleventh Amendment
sovereign immunity. Rather, the Court said, discharge was an in rem proceeding where
“the bankruptcy court’s jurisdiction over the res is unquestioned.” Id. at 448. The Court
went on to say that “the exercise of its in rem jurisdiction to discharge a debt does not
infringe state sovereignty.” Id.
Ducking the larger question again two years later, the Supreme Court held in Central
Valley Community College v. Katz, 546 U.S. 356 (2006), that the power to avoid and
recover a preference operates “free and clear of the State’s claim of sovereign
immunity,” since the preference power has been a “core aspect” of bankruptcy “since
at least the 18th century.” Id. at 373.
In Katz, Judge Sontchi said that the Supreme Court “refused to abide by the dicta”
in Seminole Tribe.
Waiver by Consent
Although the Supreme Court twice undermined Seminole Tribe in the bankruptcy
arena, Judge Sontchi said he remained bound by the Third Circuit’s opinion in Sacred
Heart and could not rely on Section 106(a) to override the SBE’s claim of sovereign
immunity.
The creditors’ trust nonetheless argued several theories of waiver. Judge Sontchi held
that the SBE had not waived sovereign immunity by having previously participated in
preliminary stages of litigation in bankruptcy court over the refund claim. The state, he
said, had neither filed a claim nor “joined any causes of action” that would constitute
waiver.
The trust, however, gained more (but not enough) traction with the waiver of sovereign
immunity by consent arising from the states’ ratification of the U.S. Constitution and
the Bankruptcy Clause. Still, Judge Sontchi said, every law labeled “bankruptcy” may
not impinge on sovereign immunity.
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Cobbling together the notion of consent by ratification of the Constitution
with Katz and Hood, Judge Sontchi said that sovereign immunity will not bar
“proceedings that effectuate the in rem jurisdiction of bankruptcy courts.” He proceed
to analyze whether the tax refund claims invoked the court’s in rem jurisdiction.
“[M]erely because the estate may have a claim for a tax refund is not enough to invoke
the in rem jurisdiction of the bankruptcy court,” Judge Sontchi said. Essentially, he
concluded that assessing the value of the plant would not invoke in rem jurisdiction
over estate property when the claim for a refund pertained to taxes already paid,
because ruling on the value of the plant would “not actually affect rights in the Facility.”
On the other hand, Judge Sontchi said there would be in rem jurisdiction to value the
property had the refund claim pertained to post-petition payments or if the state were
lodging a claim for unpaid taxes.
The case at hand, according to Judge Sontchi, “is nothing more than a state law claim
for a sum of money. To disallow a sovereign immunity defense in this situation would . .
. allow a wholesale suit for money damages.”
Judge Sontchi capped off his decision by finding no ancillary jurisdiction to sidestep
sovereign immunity.
In substance, Judge Sontchi held that sovereign immunity left the court without
jurisdiction to determine the proper assessment with respect to taxes that already had
been paid, but there would be jurisdiction if the taxes had not been paid because the
state would be seeking to collect taxes from estate property.
The trust was not left without a remedy, however, because the trust could utilize the
California courts to contest the assessments. Once the assessments were determined,
Judge Sontchi’s opinion indicates there would be no sovereign immunity bar to
proceedings seeking the payment of tax refunds.
Opinion Link
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Opinion doesn’t cite contrary Ninth
Circuit and BAP authority permitting
‘chapter 20.’

California Judge Won’t Allow ‘Chapter 20’ to Work
Its Magic
The strategy known as chapter 20 – where a consumer strips off a subordinate,
underwater mortgage and also escapes personal liability for the debt – is a nonstarter
in the court of Bankruptcy Judge Mark Houle of Riverside, Calif.
In a so-called chapter 20 case, the consumer first files under chapter 7 to extinguish
personal liability on an underwater mortgage. Later, the consumer initiates a separate
chapter 13 case to strip off the mortgage lien that survived chapter 7 as an in
rem liability solely against the real property. Although the Supreme Court’s
1992 Dewsnup decision holds that a mortgage cannot be stripped off in chapter 7, the
high court so far has thrown up no explicit roadblock to prevent chapter 20 from
stripping off an underwater mortgage.
The case before Judge Houle involved a chapter 20 fact pattern that is easier to
swallow than some. Owning a home with a subordinate mortgage, the debtor filed a
chapter 7 petition 2012 and received a discharge. In 2017, she filed a chapter 13
petition. Because the chapter 13 filing fell more than four years after the chapter 7
discharge, the debtor would be eligible for a chapter 13 discharge on completion of her
plan payments.
Contending that her personal liability on the subordinate mortgage loan was
extinguished by the prior chapter 7 discharge, she filed a motion in the later chapter 13
case to strip off the subordinate mortgage under Section 506(a), contending the
property was worth less than the first mortgage debt. Had she succeeded, the debtor
would have paid nothing to the subordinate lender through her chapter 13 plan, and
the subordinate mortgage would no longer encumber her home.
Although Judge Houle apparently stripped off the mortgage in his July 23 opinion, he
evidently saddled the debtor and her chapter 13 plan with an allowed unsecured claim
for the entire amount of the subordinate mortgage, even though the subordinate
mortgage debt was effectively rendered nonrecourse in the prior chapter 7 case.
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Although his reasoning is unclear, Judge Houle held that the claim of the subordinate
lender, “originally secured by property of the estate, is converted to an unsecured
claim against the estate after lien avoidance.”
Rod Danielson of Riverside, Calif., the chapter 13 trustee in the debtor’s case, told ABI
in a phone interview that there will be fewer chapter 20 cases in Judge Houle’s court,
since “there is no advantage to doing a 7 first because a discharge in chapter 13 will
do the same thing.”
Judge Houle’s opinion is notable for contrary authority from his circuit that he does not
cite.
He does not cite HSBC Bank USA v. Blendheim (In re Blendheim), 803 F.3d 477 (9th
Cir. Oct. 1, 2015), where the Ninth Circuit seemingly joined two other circuits and three
bankruptcy appellate panels by validating the use of chapter 20. Strictly
speaking, Blendheim held that the debtors could strip off an underwater subordinate
mortgage in chapter 13 even though they were ineligible for a chapter 13 discharge
because their new filing came too soon after their prior chapter 7 discharge.
He also does not cite Free v. Malaier (In re Free), 542 B.R. 492 (B.A.P. 9th Cir. Dec. 17,
2015), where the Bankruptcy Appellate Panel in his circuit held in substance that in
personam debts discharged in a prior chapter 7 are not to be counted toward the
unsecured debt limit in a subsequent chapter 13.
To read ABI’s discussion of these and other chapter 20 cases, click
here, here and here.
Opinion Link
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A $30 million haircut is not ‘unfair
discrimination’ to preclude cramming
down a plan.

Delaware District Judge Defines ‘Unfair
Discrimination’ in Cramdown
In an appeal from confirmation of the mammoth reorganization of publisher Tribune
Co., District Judge Gregory M. Sleet of Delaware gave contour to the meaning of
“discriminate unfairly” when a chapter 11 plan is crammed down on a dissenting class
under Section 1129(b)(1).
Agreeing with the rationale employed by Bankruptcy Judge Kevin J. Carey in
confirming the Tribune plan, Judge Sleet held that cramdown is permissible even if the
plan does not fully enforce a subordination agreement. Although Judge Sleet did not
lay out all the math in his July 30 opinion, his decision means that there is no unfair
discrimination, even though the dissenter’s recovery was reduced by about $30 million
and the distribution was almost 7% smaller than it would have been were the
subordination agreement enforced strictly.
Prior Appeals and Procedural History
Bankruptcy Judge Carey confirmed the Tribune plan in July 2012. Two groups of
bondholders appealed. In August 2015, the Third Circuit upheld dismissal of the appeal
by one group of bondholders, agreeing with Judge Sleet that the appeal was equitably
moot.
However, the Third Circuit reversed District Judge Sleet by holding that the appeal by a
second group of bondholders, with senior debt issued before the leveraged buyout,
was not equitably moot because it would not be unfair if the class that got the extra
$30 million were forced to pay it back.
The Third Circuit remanded the appeal to Judge Sleet. Arguing the merits on remand,
the senior bondholders complained that the plan discriminated unfairly and thus
violated Section 1129(b)(1), because some of the recovery they would have received
from subordinated debt holders was directed to other creditors.
Judge Sleet Upholds the Plan on Remand
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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Analyzing the merits entailed Sections 510(a) and 1129(b)(1). The former provides that
a subordination agreement is enforced in bankruptcy “to the same extent” it would be
enforceable under nonbankruptcy law. If the plan must be confirmed (or crammed
down) over the objection of a dissenting class, Section 1129(b)(1) requires, among
other things, that the plan must “not discriminate unfairly.”
As the plan was written and confirmed, the dissenting bondholders would receive a
recovery of 33.6%. If subordination were strictly enforced, the bondholders’ recovery
would have risen to 35.9%, a difference of 2.3 percentage points. In other words, the
recovery would have been about 7% larger if subordination had been fully enforced.
Upholding confirmation on the merits, Judge Sleet rejected the bondholders’
contention that the plan discriminated unfairly because the plan did not strictly enforce
the subordination agreement.
The Third Circuit is yet to define “unfair discrimination,” Judge Sleet said. To evaluate
whether the plan unfairly discriminated, the parties, Bankruptcy Judge Carey and
Judge Sleet all adopted the so-called Markell test, which raises a presumption of unfair
discrimination if a similar class receives “a materially lower percentage recovery.”
Judge Sleet held that “[m]inor or immaterial differences . . . do not rise to the level of
unfair discrimination.” The plan did not unfairly discriminate, he said, because the
dissenting class would receive “a percentage recovery that was, at most, 2.3
percentage points lower than the recovery to which they claim they were entitled.”
“While the actual amount of money at issue is large,” Judge Sleet said, “the
percentage difference is not significant or material,” meaning there was no
presumption of unfair discrimination under the Markell test.

Opinion Link
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Breaching a covenant not to compete
does not give rise to a claim, because the
primary remedy is equitable.

Covenant Not to Compete Survives a Chapter 7
Discharge, Judge Nugent Says
A debtor’s covenant not to compete does not give rise to a claim and is not discharged
in chapter 7, according to Bankruptcy Judge Robert E. Nugent of Wichita, Kan.
Before bankruptcy, the debtor sold his business. As part of the sale contract, he was
employed by the buyer. The contract contained covenants preventing the debtor from
competing for a number of years and barring him from disclosing proprietary
information and soliciting customers. The contract included a liquidated damages
clause calling for $50,000 in damages for each breach of the covenants.
The debtor filed a chapter 7 petition and received a discharge. After discharge, the
buyer fired him. The following year, the buyer sued the debtor in state court and
obtained an injunction enforcing the noncompetition clause.
The buyer filed a declaratory judgment action in bankruptcy court. In his July 26
opinion, Judge Nugent ruled that the noncompetition agreement was not a claim in the
debtor’s bankruptcy and was not discharged in chapter 7. Consequently, continuation
of the suit in state court for an injunction and damages was not in violation of the
discharge injunction.
The Sixth Circuit already answered one of the tough questions. In Kennedy v. Medicap
Pharmacies Inc., 267 F.3d 493 (6th Cir. 2001), the Sixth Circuit had held that breach of
covenant not to compete is not a claim because it cannot be satisfied by money alone,
since breach gives rise to an equitable remedy.
Judge Nugent acknowledged that some courts hold otherwise, where the plaintiff can
choose either damages or injunctive relief. He said that the Sixth Circuit’s holding was
buttressed by the Seventh Circuit, which has held there is no claim in a case where the
plaintiff has the right to both damages and an injunction.
Because the covenant not to compete did not give rise to a claim, there was nothing to
discharge. Even if the buyer had a claim, Judge Nugent went on to hold that the claim
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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was not discharged under Section 727(b) because the events giving rise to the claim all
occurred after the debtor’s chapter 7 filing.
The debtor argued that the covenants were executory contracts automatically rejected
under Section 365(d)(1), giving the buyer no claim for relief based on actions that
occurred after rejection.
Judge Nugent responded to the argument by saying that automatic rejection only
relieves the trustee of any obligation to perform the contract, but does not provide “for
the release of the debtor from any obligations.” In that regard, he cited a bankruptcy
court decision from Maryland holding that a covenant not to compete survives a
chapter discharge.
Judge Nugent dispensed with the executory contract argument on a second ground,
noting that the Tenth Circuit has adopted the so-called Countryman test, which says
there is an executory contract if the obligations of both parties are so far unperformed
that the failure of either to perform would constitute a breach.
On the facts before him, Judge Nugent said that the buyer had no further duties under
the contract given that the buyer had fired the debtor. The contract therefore was not
executory and was not subject to rejection.
Alter the facts somewhat, though, and consider what the result might be. Assume that
the debtor had violated the covenant before bankruptcy. Under Judge Nugent’s
analysis, damages for breach before filing could be eligible for discharge, but the buyer
presumably would still be entitled to an injunction precluding competition after
bankruptcy.
But what if the covenant not to compete were part of a contract that was executory? A
trustee likely would reject the contract in its entirety because black-letter law says that
a trustee cannot pick and choose by assuming some portions of a contract and
rejecting others. But would the covenant still survive bankruptcy following rejection? In
the Sixth Circuit, the covenant seemingly would remain enforceable
under Kennedy because it holds that a covenant not to compete is not a claim and
survives discharge. The rationale is fuzzy, but the result makes sense as a matter of
policy.

Opinion Link
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Bankruptcy Judge Colleen A. Brown of
Burlington, Vt., changes her position on
Section 362(c)(3)(A).

A Convert Joins the Minority Interpretation of the
Repeat-Filing Stay Termination
Twelve years ago, retired Bankruptcy Judge A. Thomas Small of Raleigh, N.C., said
that Section 362(c)(3)(A) “stands out” among the “head-scratching opportunities” found
in the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005, or
BAPCPA. In re Paschal, 337 B.R. 274, 277 (Bankr. E.D.N.C. 2006).
For someone whose chapter 7, 11 or 13 case was dismissed within a year of a new
filing, Section 362(c)(3)(A) calls for the automatic stay to terminate in 30 days “with
respect to any action taken with respect to a debt or property securing such debt . . .
with respect to the debtor.”
At a hearing that must be held within the 30-day period on motion by the debtor or a
party in interest, the bankruptcy court may continue the stay “as to any or all creditors”
upon a showing that the new case was filed “in good faith as to the creditors to be
stayed.”
There are at least three interpretations of Section 362(c)(3)(A), which was designed to
some greater or lesser degree (depending on your interpretation of the statute) to
punish a repeat-filing debtor, and maybe also to punish the debtor’s innocent creditors
(intentionally or not).
According to a July 20 opinion by Bankruptcy Judge Colleen A. Brown of Burlington,
Vt., the majority invoke what they contend is the plain meaning of Section 362(c)(3)(A)
to conclude that the stay terminates only as to property of the debtor but not with
respect to property of the estate.
In the case before Judge Brown, the third filing came within one year of dismissal of
the second. Before the filing of the third petition, a mortgagee had initiated foreclosure.
Had Judge Brown followed the majority, the automatic stay precluding foreclosure
would persist because the home was property of the estate.
Judge Brown said that the majority’s interpretation “would have scant practical effect
in deterring repeat filings.”
American Bankruptcy Institute • 66 Canal Center Plaza, Suite 600 • Alexandria, VA 22314
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The minority, according to Judge Brown, believe that the stay automatically terminates
in its entirety as to the repeat-filing debtor, the debtor’s property and the property of
the estate, but not as to the debtor’s spouse in a joint case if the spouse is not a repeat
filer.
Judge Brown cited Bankruptcy Judge Robert E. Grossman of Central Islip, N.Y., who
found “an inherent flaw in both the majority and minority reasoning.” Focusing on
different parts of the statute, Judge Grossman terminated the stay as to the debtor,
property of the debtor and property of the estate, but only if the creditor had begun
judicial proceedings before bankruptcy. To read ABI’s discussion of Judge Grossman’s
opinion, click here.
Judge Brown had taken sides with the majority in an opinion she had written less than
two years after the adoption of BAPCPA. Nonetheless, she was persuaded by
commentators and later decisions to change her approach.
To abandon her earlier interpretation of Section 362(c)(2)(A), Judge Brown analyzed the
four Supreme Court decisions interpreting BAPCPA. She also considered the concept
of stare decisis.
Setting aside her earlier ruling, Judge Brown now joins the minority because she
believes that terminating the stay as to the debtor, the debtor’s property and property
of the estate “is consistent with congressional intent . . . because it meaningfully
penalizes a debtor who files multiple bankruptcy cases . . . and fails to show a good
faith basis for doing so.”
Judge Brown also declined to follow Judge Grossman because his decision, in her
view, “does not align as clearly with congressional purpose as the minority approach.”

Opinion Link
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Bankruptcy court may overrule a state
court that rules incorrectly on the
discharge of a debt.

Sixth Circuit Expounds on a Loophole in the
Rooker-Feldman Doctrine
The Sixth Circuit expounded on a loophole in the Rooker-Feldman doctrine that will
sometimes allow a bankruptcy court to disregard a state court judgment upholding the
validity and enforceability of a mortgage.
Named for two Supreme Court decisions, Rooker-Feldman means that federal courts
lack subject matter jurisdiction to review judgments by state courts. In other words,
someone cannot mount a lawsuit in federal court amounting to an appeal from a state
court judgment.
In Hamilton v. Herr (In re Hamilton), 540 F.3d 367 (6th Cir. 2008), the Sixth Circuit laid
down a rule dealing with situations where Rooker-Feldman collides with discharge
under Section 524(a).
Hamilton involved a situation where a state court had ruled that a debt was not
discharged. Could the debtor then ask the bankruptcy court, in effect, to overrule the
state court and hold that the debt was discharged? Would the debtor’s resorting to
bankruptcy court violate Rooker-Feldman?
As Sixth Circuit Judge John M. Rogers said in his July 18 opinion, Hamilton means that
“state courts may interpret discharge orders, but only if they do so correctly.
Otherwise, they violate Section 524(a) by modifying the discharge order . . . . When a
state court interprets the discharge order incorrectly, its judgment is void ab initio and
therefore poses no Rooker-Feldman bar to subsequent review in the lower federal
courts.”
The applicability of Hamilton was the centerpiece of the appeal before the Sixth Circuit.
The Unrecorded Mortgage
In her chapter 7 petition in 2004, the debtor scheduled a second mortgage on her
home as a secured claim. The debtor received her discharge, not knowing that the
lender failed to record the mortgage until three months after bankruptcy. Recordation
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occurred about a month before discharge, thus apparently in violation of the automatic
stay.
The debtor stopped paying the mortgage about two years after bankruptcy. More than
10 years after bankruptcy, the lender began foreclosure in state court. The state court
ruled that the second mortgage was valid and enforceable. Just before the foreclosure
sale, the debtor filed a chapter 13 petition and initiated an adversary proceeding to
avoid the lien under the Section 544(a) strong-arm powers.
The debtor proffered two theories. The bankruptcy court did not rule on the first, where
she sought to avoid the mortgage under the strong-arm powers, contending that it was
never properly perfected.
Instead, the bankruptcy court ruled in her favor on a second theory: that the mortgage
had never attached because a nonstandard provision in the mortgage required
recordation as a condition to attachment.
The Bankruptcy Appellate Panel reversed, based on Rooker-Feldman. Although the
first theory was raised in the BAP, the panel did not rule on the issue, thus preserving
the question for Sixth Circuit review. To read ABI’s discussion of the BAP opinion, click
here.
The Circuit’s Opinion
To rule on the applicability of Rooker-Feldman, Judge Rogers analyzed both of the
debtor’s theories. He concluded that the doctrine precluded granting relief under the
second theory but not the first.
The second claim – that the mortgage was unenforceable because the lien never
attached – was barred by Rooker-Feldman because it amounted to an appeal from the
state court’s judgment that the mortgage was valid and enforceable. To rule in the
debtor’s favor, Judge Rogers said, “the bankruptcy court would need to reach a
conclusion precisely opposite from the state court on the issue of whether the lien
attached.”
Consequently, Hamilton did not apply to that theory, because Section 524(a) “only
protects debtors from being held personally liable for discharged debts,” Judge Rogers
said. [Emphasis in original.] The discharge injunction, he said, does not prohibit a
creditor from foreclosing on a valid lien that existed before bankruptcy.
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By upholding the validity of the lien, the state court in no manner affected the debtor’s
personal liability. Thus, the bankruptcy court improperly ruled in favor of the debtor.
On the other hand, Judge Rogers ruled that Rooker-Feldman did not prelude the
bankruptcy court from granting relief under the strong-arm power. Recall that neither
the bankruptcy court nor the BAP had ruled on that theory.
The strong-arm theory rested on the notion that the mortgage was never validly
perfected because it was recorded in violation of the automatic stay. RookerFeldman therefore did not apply, Judge Rogers said, because “it does not invite the
bankruptcy court to review the state court’s handiwork.”
Judge Rogers went on to say that the “bankruptcy court could accept the state court’s
judgment as completely correct when entered, yet still rule for [the debtor] on the
ground that the lien was never perfected.”
Because the strong-arm theory had not been litigated, the circuit court reversed and
remanded for the claim to “be decided in the first instance in the court or courts
below.” The appeals court expressed no view on the validity of the strong-arm theory.
The Chapter 13 Debtor’s Standing
The lender argued on appeal that the chapter 13 debtor had no standing, contending
that the strong-arm claim was property in the earlier chapter 7 case and was not part
of the later chapter 13 estate.
The question of whether only the chapter 13 trustee could prosecute the strong-arm
claim was not an issue because the trustee consented to the debtor’s motion for
derivative standing.
Judge Rogers said that the lender offered “no suggestion why [the strong-arm] claims
would not have been included in” the chapter 13 estate. He said that the lender’s
argument was “inconsistent with the text of Section 544(a)[, which] indicates that
Section 544(a) rights are granted anew each time the debtor files for bankruptcy.”

Opinion Link
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Courts are split on whether personal
liability to produce suppliers results in a
nondischargeable debt under
Section 523(a)(4).

Personal Liability for a PACA Trust Is Dischargeable,
Judge Mark Says
On an issue where the lower courts are split, a bankruptcy judge in Miami decided that
officers of a produce wholesaler are not saddled with nondischargeable debts if
suppliers of perishable agricultural commodities are unpaid.
Deciding a question he called “a close one,” Bankruptcy Judge Robert A. Mark
concluded that a trust created under the Perishable Agricultural Commodities Act (7
U.S.C. § 499a, et seq.), or PACA, does not give rise to a “technical trust” and therefore
does not result in a nondischargeable debt under Section 523(a)(4) for committing
fraud “while acting in a fiduciary capacity.” Although the Eleventh Circuit has not ruled
on the precise issue, Judge Mark interpreted authority from the Atlanta-based appeals
court as mandating the outcome.
PACA and the Case at Hand
To protect farmers and suppliers who were usually unpaid when a fresh produce
wholesaler declared bankruptcy, Congress originally adopted PACA in 1930 by
imposing a floating trust on a purchaser’s inventory and proceeds. Among other things,
PACA creates a statutory trust protecting growers and suppliers by putting them ahead
of accounts receivable lenders.
The chapter 7 debtors owned and operated a fresh produce wholesaler that was
subject to PACA. Before bankruptcy, the officers had been sued under PACA by
produce suppliers. The suit ended in a stipulation of settlement where the company
and the officers took on joint and several liability for almost $300,000. When the
officers later filed bankruptcy, little had been paid.
The produce suppliers sued in bankruptcy court to declare that the debt was
nondischargeable under Section 523(a)(4). They contended that their produce, once
sold, became the corpus of a PACA trust and that the debtors had fiduciary duties to
ensure that enough proceeds remained to pay their invoices in full.
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The debtors filed a motion to dismiss, which Judge Mark granted in his August 6
opinion.
Judge Mark’s Ratio Decidendi
Judge Mark said the Bankruptcy Code does not define “fiduciary capacity.” The “only
clear consensus,” he said, is that “acting in a fiduciary capacity means something more
than simply having fiduciary duties.” Citing Quaif v. Johnson, 4 F.3d 950, 953 (11th Cir.
1993), only a technical trust falls under Section 523(a)(4). Although courts agree there
must be a technical trust, Judge Mark said there is no “consensus” about “what
constitutes a ‘technical trust.’”
In the Eleventh Circuit, Judge Mark said, a technical trust is not created involuntarily,
like a resulting or constructive trust. Rather, a technical trust arises voluntarily, like an
express trust.
Because Section 523(a)(4) pertains only to debts incurred “while acting” in a fiduciary
capacity, Judge Mark said that a technical trust must exist before the alleged
defalcation.
There is no technical trust under PACA, Judge Mark said, “until a court imposes
additional duties . . . after a prior showing of malfeasance.”
Critically, the Eleventh Circuit has held that PACA does not require segregation, allows
comingling, and permits the use of trust assets for other purposes “prior to a showing
of dissipation,” Judge Mark said. The ability of a PACA dealer “to comingle trust assets
with other assets precludes a finding that a PACA trust is a technical trust,” the judge
ruled. As additional support, he cited the Fifth Circuit for holding that the ability to use
trust assets for another purpose “is fatal to finding that a technical trust exists.”
Demonstrating the division of authority, Judge Mark cited the Sixth Circuit and the
Ninth Circuit Bankruptcy Appellate Panel, which held in non-PACA cases that
segregation is not required. He also conceded that “a majority of [lower] courts” have
held that PACA trusts are technical trusts. He took issue with those decisions because,
in his view, “an identified trust res without a segregation requirement is not enough.”
As further support for his conclusion, Judge Mark cited the Fifth and Seventh Circuits,
which both held that failure to pay proceeds of lottery ticket sales did not involve a
technical trust.
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Judge Mark ended his opinion by saying he would certify the question for direct appeal
to the Eleventh Circuit.
Opinion Link

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

21

EYE ON BANKRUPTCY – SEASON 4 EPISODE 8

The Supreme Court’s BFP opinion on
mortgage foreclosures held not applicable
to tax foreclosures in New York.

Tax Foreclosure in New York Can Be a Fraudulent
Transfer, District Judge Says
A tax foreclosure sale in New York can be a fraudulent transfer, according to Chief
District Judge Frank P. Geraci, Jr., of Rochester, N.Y.
Judge Geraci ruled in two substantially identical appeals. In both, the debtors owned
their homes free and clear of mortgages. Having lost their jobs, both debtors stopped
paying real estate taxes.
After waiting the prescribed time under New York law, Ontario County initiated tax
foreclosure actions and later obtained judgments entitling the county to possession of
and all equity in the properties.
Before the county sold the properties at auction, both debtors filed chapter 13 petitions
and submitted plans promising to pay the real estate taxes in full. Despite the debtors’
bankruptcy filing, the county conducted auctions. In addition to paying the tax arrears,
the auction prices would generate surpluses of some $21,000 in one case and $22,000
in the other. Under state law, the surpluses would go to the county, not to the debtors.
The debtors filed adversary proceedings to declare that the tax foreclosures were
constructively fraudulent transfers under Section 548(a)(1)(B). The county agreed by
stipulation not to transfer the titles until resolution of the adversary proceedings.
The bankruptcy court dismissed both adversary proceedings, largely on the authority
of the Supreme Court’s decision in BFP v. Resolution Trust Corp., 511 U.S. 531 (1994).
In BFP, the late Justice Antonin Scalia ruled that a regularly
conducted mortgage foreclosure sale cannot be avoided as a fraudulent transfer under
Section 548. He was concerned that applying fraudulent transfer law to mortgage
foreclosures would place foreclosures under a federally created cloud.
In his July 18 opinion, Judge Geraci reversed and remanded, saying that the “facts
supporting BFP’s holding do not exist here.”
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Judge Geraci noted how BFP specifically limited its holding to mortgage foreclosures
and said that the holding had no “bearing” on other forced sales, such as tax liens.
Judge Geraci quoted BFP’s reference to the evolution of mortgage foreclosures so
they now “‘avoid the draconian consequences of strict foreclosure,’” where any
surplus would go to the lender but not to the owner. He said that the market is different
and commands lower prices in tax foreclosure sales, compared to mortgage
foreclosures. As a result, he cited a New York bankruptcy judge for the proposition that
the amount of a tax lien is no evidence of a property’s worth, unlike the amount of a
mortgage.
In substance, Judge Geraci equated tax foreclosure to strict foreclosure. Although he
said “[r]easonable minds may differ over the applicability of BFP,” he reinstated the
fraudulent transfer suits “given BFP’s express reluctance to extend its holding to tax
foreclosures and the compelling reasons that other courts in this circuit have given for
refusing to do so.”
Judge Geraci only held that the complaints stated a claim and did not rule on the
merits. Still, his opinion seems to imply that the foreclosures would be set aside for
lack of reasonably equivalent value, assuming the debtors were insolvent.
Judge Geraci’s opinion lines up with Arianna Holding Co. LLC v. Hackler (In re Hackler),
17-6589, 2018 BL 99026 (D.N.J. March 22, 2018), where District Judge Peter G.
Sheridan of Trenton, N.J., held in March that a tax foreclosure sale in New Jersey can
be set aside as a preference under Section 547. Judge Sheridan was upholding
Bankruptcy Judge Christine M. Gravelle. To read ABI’s discussion of Arianna, click
here.
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Fifth Circuit Draws on Harris v.
Viegelahn to revest all property in the
chapter 13 debtor on dismissal.

Property that Lost Exempt Status Goes to the Chapter
13 Debtor on Voluntary Dismissal
Debtors who sell their exempt homestead and lose the exemption because they do not
reinvest the proceeds in another home are nonetheless entitled to retain the proceeds
on dismissal of their chapter 13 case, the Fifth Circuit held.
The debtors confirmed a chapter 13 plan calling for payments of $1,100 a month for 60
months. About two years into the plan, they sold their exempt home without court
authorization. Two years later, they sought approval of the sale. Because they had not
reinvested the proceeds in another home within six months, the net proceeds of more
than $40,000 had lost their exempt status under Texas law.
The bankruptcy judge gave the debtors a choice. They could remain in chapter 13 and
use about half of the proceeds for needed medical care, but the other half would go to
the trustee for distribution to creditors. Or, the bankruptcy judge said, they could
dismiss the case and retain the proceeds, but they would not receive a discharge.
Meanwhile, the bankruptcy judge approved the sale nunc pro tunc but directed the
trustee to hold the proceeds for the time being.
The debtors took the second option and filed a motion to dismiss voluntarily. In
response, the chapter 13 trustee argued that the debtors’ failure to obtain court
approval before the sale showed bad faith, constituting “cause” for overriding the
presumption in Section 349(b) and blocking the proceeds from revesting in the
debtors.
As it now turns out, Chief Bankruptcy Judge Ronald B. King got it right. He dismissed
the chapter 13 case without prejudice, found no “cause” for overriding Section 349(b),
and directed that the proceeds be turned over to the debtors after deducting the
trustee’s commissions.
The trustee appealed and won. The district court found “cause” under Section 349(b)
to order the proceeds distributed to creditors under the plan.
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Circuit Judge Jennifer Walker Elrod reversed the district court in an opinion on July 31
and reinstated the result reached by Bankruptcy Judge King.
Noting that chapter 13 is voluntary, Judge Elrod held that that “proceeds from postpetition sales of a debtor’s exempt homestead generally must be returned to the
debtor upon voluntary dismissal.” Alluding to Harris v. Viegelahn, 135 S. Ct. 1829, 1835
(2015), she said the Supreme Court firmly rejected the suggestion that a confirmed
chapter 13 plan gives creditors a vested right to funds held by a trustee. The trustee
who lost in Judge Elrod’s opinion was the same chapter 13 trustee who lost in Harris.
Besides misreading Section 349(b), Judge Elrod said the decision in district court was
“untenable” because it called for “distributing funds to creditors pursuant to a chapter
13 plan when that plan itself is defunct and the case is over.”
Although the Bankruptcy Code does not define “cause,” Judge Elrod said there was no
error, “clear or otherwise,” to override the bankruptcy judge’s conclusion that there
was no cause to overcome the presumption in Section 349(b) directing the remaining
proceeds to the debtors. Buttressing the bankruptcy judge’s findings, she said that the
debtors had made plan payments for four years.
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. Thomas J. Catliota is a U.S. Bankruptcy Judge for the District of Maryland in Greenbelt.
Prior to his appointment in 2006, he was a partner in the firm of Pillsbury Winthrop Shaw Pittman
and a member of its insolvency group, where he chaired its bankruptcy and insolvency practice
for seven years, representing debtors, creditors and committees in bankruptcy courts across the
country and focusing on all aspects of insolvency law, particularly in the real estate, health care,
trucking, technology and food services industries. Judge Catliota lectures frequently on many
bankruptcy topics, including landlord/tenant rights in bankruptcy, the acquisition of assets from
a bankruptcy estate and the law of letters of credit in bankruptcy. From 1993-96, he was the
co-editor of The Fourth Circuit and District of Columbia Bankruptcy Court Reporter, which
contained the full text, synopses and summaries of bankruptcy court opinions published in the
federal courts of the Fourth Circuit and the District of Columbia Circuit. Judge Catliota received
his B.S. from Marquette University in 1977, his J.D. from Catholic University of America
Columbus School of Law in 1983, where he was the recipient of the Faculty Award, among other
academic awards, and his LL.M. in taxation from Georgetown University Law Center in 1985.
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K. Elizabeth Sieg is a partner in McGuireWoods LLP’s Restructuring & Insolvency Department
in Richmond, Va., and her practice focuses on corporate restructuring, creditors’ rights, complex
commercial litigation and financial services litigation. She is experienced in bankruptcy
litigation and appellate matters, including as counsel for DIP and other secured lenders, assetpurchasers, chapter 11 debtors, and other stakeholders in corporate restructuring cases and as
national counsel to banks and other financial services companies in consumer litigation. Ms.
Sieg received dual B.S. degrees from the Georgia Institute of Technology and her J.D. from the
University of Richmond, and she clerked for Hon. Kevin R. Huennekens, U.S. Bankruptcy Judge
for the Eastern District of Virginia, before joining McGuireWoods.
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