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persons with a sufficiently close relationship with
the debtor that his conduct is made subject to closer
scrutiny than those dealing at arms length with the
debtor. Cases which have considered whether
insider status exists generally have focused on two
factors in making that determination: (1) the
closeness of the relationship; and (2) whether the
transactions were conducted at arm's length. Based
on these factors the court excluded certain creditors,
including a law firm that was currently representing
the debtor in its involuntary case.

The court next ruled that certain creditors
should be excluded from the count because they
received voidable post-petition transfers in violation
of section 549(a). The essence of this section is that
a debtor may not, after the filing of the involuntary
petition, pay pre-petition debts with money that was
earned pre-petition, and is thus property of the
estate pursuant to section 541. The court found that
it must first determine whether or not the transfers
in question were made from property of the estate.
The debtor argued that the funds used to make these
payments from the Cook Islands Trust were not
property of the estate, because he is the beneficiary,
not the owner, of the Trust. However, the evidence
presented at trial showed that the debtor was both
the settlor and a beneficiary of the Cook Islands
Trust. Under Texas law, a spendthrift provision in a
trust does not protect trust property from the
beneficiary's creditors when the settlor is also a
beneficiary of the trust. With those considerations
in mind, the court found that the funds from the
Cook Islands Trust were property of the estate.

The court further found that payments made
to creditors by credit card qualified as having been
paid by property of the estate, and that these
creditors should be excluded as creditors for
purposes of counting the total number of creditors
of the debtor. If the debtor determines the
disposition of funds from a third party (credit card
company) and designates the creditor to be paid, the
funds are available for payment to creditors in
general and the funds are assets of the estate. In this
event, because the debtor controlled the funds and
could have paid them to anyone, the money is
treated as having belonged to her for purposes of
preference law whether or not she actually owns it.
The credit card payments made by the debtor to

certain creditors on the involuntary petition date
allowed each of these creditors to receive
preferential payments pursuant to section 547, and
they are therefore excluded from the count of
creditors necessary to file an involuntary petition.

The removal of these various creditors from
the debtor’s list of qualifying creditors left just the
four undisputed creditors, making the one-creditor
provision of section 303(b)(2).

The debtor finally argued that the
bankruptcy case should be dismissed as essentially
a 2 party dispute under section 305, which provides
that the court may dismiss a bankruptcy case, or
suspend all proceedings in the case if the interests
of creditors and the debtor would be better served
by such dismissal or suspension. Factors that a
court should look at include (1) the economy and
efficiency of administration; (2) whether another
forum is available to protect the interests of both
parties or there is already a pending proceeding in
state court; (3) whether federal proceedings are
necessary to reach a just and equitable solution; (4)
whether there is an alternative means of achieving
an equitable distribution of assets; (5) whether the
debtor and the creditors are able to work out a less
expensive out-of-court arrangement which better
serves all interests in the case; (6) whether a non-
federal insolvency has proceeded so far in those
proceedings that it would be costly and time
consuming to start afresh with the federal
bankruptcy process; and (7) the purpose for which
bankruptcy jurisdiction has been sought.

In weighing these factors, the court found
that the debtor had not met his burden. The court
focused in on the fact that there were remedies
under the Bankruptcy Code that were not available
under state law, due to debtor’s transfer of the
majority of his assets to the Cook Island Trust.
Because of this fact, the court found that federal
proceedings may be necessary to reach a just and
equitable solution, and the bankruptcy court was the
most efficient place to administer property of the
estate for creditors.

Based on these rulings, the court found that
an order for relief should be entered against the
debtor and his counter-claims denied.
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JUDICIAL ESTOPPEL

Kane v. National Union Fire Ins. Co., 535 F.3d

380 (5™ Cir., July 14, 2008, Per Curiam)

Issue: Whether a Chapter 7 debtor’s failure to list
the existence of a lawsuit in which he was
the plaintiff in his bankruptcy case is
binding on the debtor’s Chapter 7 trustee
for purposes of judicial estoppel.

Prior to bankruptcy, debtors were plaintiffs
in a personal injury lawsuit. While their lawsuit
was pending in state court, the debtors filed a
Chapter 7 bankruptcy. They failed to list their
personal injury claim on the relevant bankruptcy
schedules as is required. The Chapter 7 bankruptcy
trustee was never informed of the claim during the
pendency of the bankruptcy proceedings. After the
debtor’s received their discharge, defendants in the
personal injury case filed a motion for summary
judgment arguing that the debtors should be
judicially estopped from pursuing their lawsuit due

to their failure to list it as an asset in their

bankruptcy proceedings. Subsequently, the debtors
filed a motion in the bankruptcy court to reopen
their bankruptcy proceedings so that the Trustee
could administer this previously undisclosed
lawsuit and other undisclosed debts on behalf of the
estate and the creditors, which defendants opposed.
The bankruptcy court granted the motion to reopen.
Defendants then removed the case to federal court,
invoking the federal district court's “related to”
bankruptcy jurisdiction.  Defendants moved for
summary judgment in federal district court, again
arguing that the debtors should be judicially
estopped from pursuing their claim as a matter of
law, citing the Fifth Circuit decision in Superior
Crewboats. The Trustee moved to substitute
himself for the debtors as the real party in interest in
the lawsuit. The district court granted defendants'
motion for summary judgment, applying judicial
estoppel.

On appeal to the Fifth Circuit, the court
found that pursuant to the Bankruptcy Code,
debtors are under a continuing duty to disclose all
pending and potential claims. A trustee, as the

representative of the bankruptcy estate, is the real
party in interest, and is the only party with standing
to prosecute causes of action belonging to the estate
once the bankruptcy petition has been filed. Once
an asset becomes part of the bankruptcy estate, all
rights held by the debtor in the asset are
extinguished. Judicial estoppel is a common law
doctrine that prevents a party from assuming
inconsistent positions in litigation. We have
recognized three particular requirements that must
be met in order for judicial estoppel to operate: (1)
the party is judicially estopped only if its position is
clearly inconsistent with the previous one; (2) the
court must have accepted the previous position; and
(3) the non-disclosure must not have been
inadvertent. In the context of judicial estoppel,
“inadvertence” requires either that the debtor lacks
knowledge of the undisclosed claim or has no
motive for its concealment. Judicial estoppel bars
an unscheduled claim when others, the debtors or
other insiders, would benefit to the detriment of
creditors if the claim were permitted to proceed.

In applying this law to the facts, the court
found that Superior Crewboats did not control the
outcome of the case because in that case the trustee
had formally abandoned the litigation claim to the
debtors pursuant to section 554. There, because the
trustee had abandoned the claim, he was not the real
party in interest and was not entitled to be
substituted as such. Rather, following the trustee's
abandonment, the interest in the claim had reverted
to the debtors, who then stood to collect a windfall
from their failure to schedule the asset at the
expense of their creditors. In the present case, by
contrast, the personal injury claim became an asset
of the bankruptcy estate when the debtors filed their
Chapter 7 petition. The Trustee became the real
party in interest in the lawsuit at that point and
never abandoned his interest therein.

The court further found that it would be inequitable
to apply equitable estoppel in this case because the
Trustee was not a party to the failure to disclose the
existence of the lawsuit.
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JURISDICTION

In re IFS Financial Corporation, 2009 Bankr.
LEXIS 2484 (Bankr. S.D. Tex., August 26, 2009)

Issue: Whether the bankruptcy court had personal
Jjurisdiction over certain Mexican nationals.

The plaintiff Chapter 7 trustee of a debtor
corporation, brought claims against Mexican
nationals to recover an allegedly fraudulent stock
transfer from the debtor to the Mexican nationals,
who moved for dismissal of the adversary
proceeding based on lack of personal jurisdiction
based on a lack of the required minimum contacts
within Texas to create personal jurisdiction.

The issue before the court was whether the
bankruptcy court had personal jurisdiction over the
Mexican nationals under the concept of minimum
contacts. The court limited its personal jurisdiction
analysis to two Mexican nationals and one
corporate entity. Because the Mexican nationals
executed the alleged fraudulent transfer through
multiple contacts within the United States, those
contacts were sufficient to give rise to specific
personal jurisdiction. The court found that they had
transacted with United States entities and
individuals and used United States bank accounts to
carry out a transaction that allegedly defrauded the
debtor, a United States entity.

The court further found that the Mexican
nationals acquired the stock through numerous
purposeful acts that were directed to or had an
effect in the United States. If the trustee's
allegations with respect to the cash transfers were
proven at the merits hearing, they would establish a
tortious act within the forum. There was no
evidence demonstrating improper service or
suggesting that improper service impaired their
ability to defend against the claims, so the court
denied the request for dismissal based on improper
service. If a corporate successor was found to have
successor liability, the trustee could move to
substitute it as a party defendant.

Based on this analysis, the court found that
the Mexican nationals' motion to dismiss the
fraudulent transfer claims for all transfers other than

the stock transfer should be granted and those
claims were dismissed. The court further found that
thee balance of the motion to dismiss should be
denied. The court declined to dismiss the claims
based on the cash transfers. The trustee's motion for
leave to amend was denied, without prejudice to
seeking the substitution of a new defendant with
successor liability.

LIMITATIONS

Stanley v. Trinchard, 2009 U.S. App. LEXIS
18394; Bankr. L. Rep. (CCH) P81,555 (5* Cir.,
August 17, 2009) (Judge Edith H. Jones)

Issue: Whether a Louisiana's peremptive statute,
which controls the estate's claim, was
somehow exempt from the extension period
granted by section 108 of the Bankruptcy
Code because the preemption statute was a
statute of repose.

A Chapter 7 bankruptcy trustee brought a
malpractice action against a lawyer who handled
the defense of a lawsuit against the Chapter 7
debtor that resulted in a multi-million judgment
against the debtor and led to the bankruptcy filing.
The district court held that the bankruptcy estate's
legal malpractice claims against defendant law firm
were time-barred under Louisiana statute. The
trustee had argued that section 108(a) extended
Louisiana’s malpractice peremption period because,
as trustee of the debtor’s bankruptcy estate, he had
filed the malpractice claims within the two-year
period allowed by section 108(a). The district court
held Louisiana's peremptive period, and not the
Bankruptcy Code's limitation period, governed the
estate's malpractice claim. The trustee appealed to
the Fifth Circuit.

The Fifth Circuit found that section 108(a)
allows a trustee to commence an action on behalf of
the debtor's estate within the period allowed by
state law for such an action or within two years
after the order for relief, whichever is later. The
question here was whether Louisiana's peremptive
statute, which controls the estate’s claim, was
somehow exempt from section 108 because of its
status as a statute of repose.
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Defendant argued that section 108(a) is
inapplicable to statutes of repose, including the
statute controlling Louisiana's malpractice claims. It
argued that Louisiana's peremptive period is not a
period in which an action may be commenced but
rather represents the lifespan of a substantive right.
The Fifth Circuit disagreed, finding that bankruptcy
law therefore takes precedence over state laws
under the Supremacy Clause of the Constitution.
Section 108(a) is written broadly to extend any
period fixed inter alia by applicable nonbankruptcy
law within which the debtor may commence an
action. The statute’s clear purpose is to afford
bankruptcy trustees extra time to assess and pursue
potential assets of the debtor's estate. Congress
drew no distinction among the state law vehicles
that govern time limits for filing suit, whether
statutes of limitations or prescription, repose or
peremption. The court therefore reversed the
decision of the district court.

SUBORDINATION

Seaquest Diving LP, et al., v. S&]J Diving Inc.,
2009 U.S. App. LEXIS 18056; Bankr. L. Rep.
(CCH) P81,550 (5™ Cir., August 12, 2009) (Judge
DeMoss)

Issue: Whether an unsecured claim based on a state
court judgment is subject to mandatory
subordination under section 510(b) because
it arose from the rescission of a purchase or
sale of a security of the debtor ~ a question
of first impression in the Fifth Circuit.

The parties entered into a limited
partnership whose failure led to two lawsuits being
filed in the state court. The creditor obtained a state
court judgment for breach of the second settlement
agreement that rescinded the parties’ asset
contribution and transaction agreement and ordered
that the assets contributed to the limited partnership
by the creditor be returned to the creditor. After the
debtors sought bankruptcy protection, the creditor,
who was unsecured, argued that the unreturned
assets represented a debt that was subject to
redemption. The creditor argued that the district
court erred by subordinating the claim under section
510(b), providing for mandatory subordination of
certain claims dealing with damages arising under a
sale or purchase of a security.

The question of first impression before the
Fifth Circuit was whether the creditor's <claim,
which was properly characterized as the capital
contributions of a former investor, should be
subordinated to the claims of unsecured creditors
who never bargained for an equity stake in the
debtor limited partnership. The Fifth Circuit held
that it should be subordinated. The court found that
the creditor was owed a debt under a state court
settlement agreement, but that debt would not have
existed but for the rescission of the asset
contribution and transaction agreement and its
equity investment in the debtors. Subordinating the
creditor's claim was consistent with the primary
policy rationale underlying section 510(b). The
court therefore affirmed the decision of the district
court.




