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plan under section 1325(b)(1), or
whether “projected disposable income”
should involve only determining
current disposable income under
section 1325(b)(2) and multiplying that
by the plan's term.

The court held that the proper
interpretation of the phrase “projected
disposable income” is to allow consideration of
reasonably certain future events by bankruptcy
courts. Under this approach, an above-median
Chapter 13 debtor's "projected disposable
income" presumptively consists of his statutorily
defined "disposable income" mechanically
projected into the future for the duration of the
plan. This presumption may be rebutted during
the confirmation hearing with evidence of
present or reasonably certain future events that
will affect the debtor's income or expenses.

Debtor filed for Chapter 13 bankruptcy
and filed an amended plan that proposed to pay
creditors approximately 3 percent of the total
general unsecured claims over 3 years. The
Chapter 13 Trustee opposed confirmation of the
amended plan. At the hearing, the debtor
testified that a loan from her 401(k) plan would
be repaid within two years, which would free up
an additional $ 1,134.79 a month. Debtor argued
to the bankruptcy court that the additional
money in her budget after the loan was repaid
should not be considered for confirmation
purposes because the calculation of "projected
disposable income" under section 1325(b)(1)
should be mechanical, involving nothing more
than (1) determining her current disposable
income under section 1325(b)(2), and (2)
multiplying that amount by the plan's term. The
Trustee argued that projecting income should
allow for the consideration of known future
events, and thus the additional money should be
diverted to repay creditors. The bankruptcy court
denied confirmation and the district court
affirmed.

The Fifth Circuit found that it had not yet
interpreted 1325(b) in light of the changes made
by Congress with the Bankruptcy Abuse

Prevention and Consumer Protection Act of
2005, and that other circuits were split on the
issue. The court began the analysis with a
discussion of the plain meaning rule. When
interpreting a statute, the court begins by
examining its language. When the language is
plain, the statute's plain meaning must be
enforced unless it is absurd.

As amended by the BAPCPA, section
1325(b) provides that, as of the effective date of
the plan, the plan must provide that all of the
debtor's projected disposable income to be
received in the applicable commitment period
beginning on the date that the first payment is
due under the plan will be applied to make
payments to unsecured creditors under the plan.
The term "disposable income" means current
monthly income received by the debtor less
certain reasonably necessary expenses. The
phrase "current monthly income" (CMI) is
defined as the average monthly income of the
debtor from all sources over the six-month
period preceding the filing of the schedule of
current income.

The Fifth Circuit was persuaded that the
independent definition of "projected” adds to the
phrase's overall meaning. The term "projected,”
not defined in the statute, means "to calculate,
estimate, or predict (something in the future),
based on present data or trends." In view of this
definition, the court interpreted the phrase
"projected disposable income" to embrace a
forward-looking view grounded in the present
via the statutory definition of "disposable
income" premised on historical data. The
statutorily defined "disposable income” is the
starting point--it is presumptively correct--from
which the bankruptcy court projects that income
over the course of the plan. Thus the Fifth
Circuit agreed with the Eighth and Tenth
Circuits on this issue. This flexible approach
allows the debtor, the trustee, or a creditor to
present rebuttal evidence showing that
circumstances have changed and the historical
figure needs to be modified to accurately reflect
the debtor's finances going forward. Thus, any
party could present such evidence of changed
circumstances (e.g., finding or losing a job, a
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promotion, increased medical expenses, etc.),
and the bankruptcy court could adjust
projections accordingly. The court agreed with
the bankruptcy court that future events must be
reasonably certain or else the task of projecting
disposable income may stray too far from the
statutorily defined starting point. Projecting is
not speculating, and must be based on known
facts. Future events need not, however, be
absolutely certain. The court therefore affirmed
the decision of the bankruptcy court.

Daimlerchrysler Fin. Serv. Americas LLC v.
Miller (Matter of Miller), 570 F.3d 633; 2009
U.S. App. LEXIS 12185; Bankr. L. Rep. (CCH)
P81,496 (5™ Cir., June 5, 2009) (Judge Jerry E.
Smith)

Issue: Whether the hanging paragraph found in
section 1325(a) prevents a creditor with
a PMSI in what is termed a "910
vehicle" from obtaining a state law
deficiency judgment against a debtor for
the portion of the debt not covered by the
sale of the surrendered vehicle under

section 1325(a)(5)(C).

. Debtor entered into a contract with a
dealership for the purchase of a vehicle. Later,
debtor filed a voluntary petition for chapter 13
bankruptcy. Debtor’s Chapter 13 plan proposed to
surrender the vehicle in full satisfaction of his
debt pursuant to section 1325(a)(5)(C). Creditor
objected to the plan, noting that the vehicle was
worth less than debtor’s remaining debt. The
bankruptcy court affirmed the plan, holding that
the addition of the "hanging paragraph” to the
Bankruptcy Code BAPCPA allowed the debtor to
surrender the vehicle in full satisfaction of the
debt.

On direct appeal to the Fifth Circuit, the
court found that the issue was whether the
hanging paragraph prevents a creditor with a
PMSI in what is termed a "910 vehicle" from
obtaining a state law deficiency judgment against
a debtor for the portion of the debt not covered by
the sale of the surrendered vehicle under section
1325(a)(5)(C). The court held that it does not.

Before BAPCPA was enacted, a
bankruptcy court could confirm a chapter 13 plan
in one of three ways: (1) The debtor and creditor
agreed on a plan; (2) the debtor retained the
collateral and continued to make payments; * or
(3) the debtor surrendered the collateral. If the
debtor chose the third option, "the creditor could
pursue an unsecured deficiency claim if it had a
right to collect a deficiency under applicable
nonbankruptcy law." That deficiency is
considered an unsecured claim under section
506(a).

BAPCPA changed that statutory
analysis by adding the hanging paragraph, which
states that section 506 does not apply to section
1325(a) if the creditor has a PMSI securing the
debt that is the subject of the claim, the debt was
incurred within the 910-days preceding the date
of the filing of the petition, and the collateral for
that debt consists of a motor vehicle acquired for
the personal use of the debtor. The hanging
paragraph prevents section 506’s bifurcation for
secured claims that meet its criteria. The debtor
and the dealership agreed that this case was
covered by the hanging paragraph, because the
vehicle qualified as a 910 vehicle and it was for
his personal use. The court therefore had to
decide what happens now that section 506 no
longer applied to section 1325(a)(5).

The court found that numerous courts
had examined this issue, but with widely .
divergent results. Traditionally, their outcomes
have fallen into the "majority view" and "minority
view" camps. The majority view holds that a
debtor can surrender a 910 vehicle in full
satisfaction of his debt regardless of whether the
car was worth less than the total amount of debt.
The minority view opines that a creditor can still
pursue any remaining debt on a 910 vehicle under
state law, regardless of the elimination of section
506.

The "majority" and "minority" labels,
however, no longer accurately describe the current
state of the jurisprudence. The majority view,
although at one time dominant, has been rejected
by every circuit court of appeals that has examined
the question. If anything, the court found that the
majority view had become the minority position.
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In determining the answer to the
question, the court found that when interpreting
the Bankruptcy Code, courts should begin with its
plain language. If the statute is clear, the inquiry is
at its end. The U.S. Supreme Court has held that
the plain language meaning of the Bankruptcy
Code should rarely be trumped.

The Fifth Circuit agreed with the
approach that recognizes that the hanging
paragraph does prevent section 506 from affecting
surrendered 910  vehicles under section
1325(a)(5)(C). Section 506 is not the or'xly source
of authority for a deficiency judgment. Instead,
state law determines rights and obligations when
the Bankruptcy Code does not supply a federal
rule. Using that state law, a creditor still has an
unsecured deficiency judgment it can assert
against the debtor. Property interests are created
and defined by state law. Unless some federal
interest requires a different result, there is no
reason why such interests should be analyzed
differently simply because an interested party is
involved in a bankruptcy proceeding. Creditors'
entitlements in bankruptcy arise in the first
instance from the underlying substantive law
creating the debtor's obligation, subject to any
qualifying or - contrary provisions of the
Bankruptcy Code.

The court therefore joined - the Fourth,
Seventh, Eighth, Tenth, and Eleventh Circuits and
agreed with the deficiency position, holding that
the hanging paragraph does not allow a debtor to
surrender a 910 vehicle in full satisfaction of his
debt; instead, the remaining debt must be treated
as an unsecured claim in the bankruptcy
reorganization plan. Although the debt need not be
paid in full, any more than the debtor's other
unsecured debts, it cannot be written off in toto
while other unsecured creditors are paid some
fraction of their entitlements. The court therefore
reversed the decision of the bankruptcy court.

CONSTITUTIONALITY

Hersh v. United States, 2008 WL 5255905 ;™
Cir., December 18, 2008) (Judge Garwood)

Whether an attorney who in return for
payment of money or other valuable
consideration provides “bankruptcy
assistance” to an “assisted person,”
qualifies as a “debt relief agency” for
purpose of application of BAPCPA
provisions regulating conduct of such
debt relief agencies.

Issue:

Issue:  Whether provisions BAPCPA
prohibiting debt relief agencies,
including bankruptcy counsel, from
advising their clients to incur debt in
contemplation of bankruptcy, were
unconstitutional,

Issue: Whether a BAPCPA provision that
required debt relief agencies, including
bankruptcy counsel, to provide their
clients with written notice of specified
information regarding bankruptcy law
unconstitutionally compelled speech in
violation of the First Amendment.

After the enactment of BAPCPA, a -
bankruptcy attorney filed a lawsuit seeking
declaratory and injunctive relief to prohibit the
Government from enforcing sections 526, 527
and 528 of the Bankruptcy Code. She then
amended her complaint to allege that attorneys do
not qualify as “debt relief agencies” under the
Bankruptcy Code. The attorney argued that
sections 526(a)(4) and 527 (b) violated ‘the First
Amendment right to free speech and her clients'
Fifth Amendment right to counsel in a civil case.

Sections 526(a)(4) and 527(b) govern
the conduct of “debt relief agencies.” “Debt relief
agency” is defined in the BAPCPA as “any
person who provides any bankruptcy assistance to
an assisted person in return for the payment of
money or other valuable consideration, or who is
a bankruptcy petition preparer under section 110.
An “assisted person” is “any person whose debts
consist primarily of consumer debts and the value
of whose nonexempt property is less than
$164,250.” The attorney contended that section
526(a)(4) was facially unconstitutional in
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violation of the First Amendment because it
impaired her right to provide legal advice to her
clients, and chilled and punished speech that is
fundamental to the attorney-client relationship.
Section 527(b) was enacted with the intention of
providing debtors who are thinking about filing
for bankruptcy with certain basic information
about the bankruptcy system. It requires debt
relief agencies to disclose specific basic
information about bankruptcy to assisted persons
whom they are counseling through the bankruptcy
process. The attorney argued that section 527(b)
violated the First Amendment by compelling her
to provide factual information to her clients that is
false and misleading, even when it is not pertinent
to her client.

The Fifth Circuit found that neither the
government nor any individual debtor had
threatened to enforce either sections 526 or 527
against her on any occasion. She simply
conclusorily asserted that if she violated section
526(a)(4), she faced a “threat of civil
punishment.” After the attorney filed suit, the
Government responded by filing a motion to
dismiss all of her claims under Federal Rule
12(b)(6). The district court issued a Memorandum
Opinion and Order holding that section 526(a)(4)
was facially unconstitutional in violation of the
First Amendment, but granted the Government's
motion to dismiss for all of the other claims.

With respect to the issue of whether
attorneys qualify as “debt relief agencies,” the
Fifth Circuit agreed with the Eighth Circuit that
they do. “Debt relief agency” is defined by
section 101(12A) as “any person who provides
any bankruptcy assistance to an assisted person in
return for the payment of money or other valuable
consideration, or who is a bankruptcy petition
preparer under section 110. “Bankruptcy
assistance” is defined as “any goods or services
sold or otherwise provided to an assisted person
with the express or implied purpose of providing
information, advice, counsel, document
preparation, or filing, or attendance at a creditors'
meeting or appearing in a case or proceeding on
behalf of another or providing legal representation
with respect to a case or proceeding under this

title.” The court found that the district -court
correctly concluded that under the plain language
of the definitional statute, attorneys qualify as
“debt relief agencies.”

With respect to the issue of whether
section 526(a)(4) is facially unconstitutional in
violation of the First Amendment, the court
reversed the district court and held that it was not.
The statute provides that debt relief agency shall
not advise an assisted person or prospective
assisted person to incur more debt in
contemplation of a bankruptcy filing. The only
other federal appellate court to have addressed this
question is the Eighth Circuit in Milavetz where
the panel majority held that section 526(a)(4) is
substantially overbroad, and unconstitutional as
applied to attorneys who provide bankruptcy
assistance to assisted persons. The district court in
the present case suggested that taking on
additional debt “in contemplation” of bankruptcy
was not necessarily abusive of the bankruptcy
system and concluded that the statute was over-
inclusive. The Fifth Circuit disagreed with the
Eighth Circuit and the district court below, holding
that the doctrine of constitutional avoidance
should be applied to section 526(a)(4) to avoid any
of the potential constitutional problems with the
statute. Under the doctrine of constitutional
avoidance, where an otherwise acceptable
construction of a statute would raise serious
constitutional problems, the court should construe
the statute to avoid such problems unless such
construction is plainly contrary to the intent of
Congress. It is a cardinal principle of statutory
interpretation that when an Act of Congress raises
a serious doubt as to its constitutionality, a court
should first ascertain whether a construction of the
statute is fairly possible by which the question
may be avoided. Constitutional avoidance is a
“cardinal principal” of constitutional law that has
for so long been applied by the Supreme Court
that is it beyond debate.

The court found that where incurring
debt in contemplation of bankruptcy constitutes an
abusive practice, is akin to committing a
fraundulent act, and therefore it is clear that
Congress can constitutionally prevent attorneys or
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other debt relief agencies from advising their
clients to do so. To avoid potential constitutional
questions regarding section 526(a)(4)’s restrictions
on speech, the Fifth Circuit construed the statute to
prevent only a debt relief agency's advice to a
debtor to incur debt in contemplation of
bankruptcy when doing so would be an abuse of
the bankruptcy system. In so interpreting the
statute, they avoided the constitutionality
questions and concluded that the statute only
affects unprotected speech. In reaching its holding,
the court recognized that the doctrine of
constitutional avoidance was not a license for the
judiciary to rewrite language enacted by the
legislature. However, the court found that it was
not a tyranny of literalness. The court considered
a number of factors in applying the doctrine of
constitutional avoidance. First, the fact that
section  526(a)(4) utilizes the phrase “in
contemplation of” bankruptcy suggests that the
statute is directed at situations in which a debtor
intends to abuse the bankruptcy system. Further,
the placement of section 526(a)(4) among three
provisions meant to curb abuse of the bankruptcy
system by debt relief agencies likewise suggests
that the statute was only intended to curb abuse.

The court next addressed the question of
whether  section  526(a)(4) s facially
unconstitutional as overbroad. The court found
that a court can hold a statute to be facially
unconstitutional, as opposed to unconstitutional as
applied, if it is excessively vague or substantially
overbroad. According to the First Amendment
overbreadth doctrine, a statute is facially invalid if
it prohibits a substantial amount of protected
speech. The fact that a court can hypothesize
situations in which the statute will impact
protected speech is not alone sufficient. The first
step in overbreadth analysis is to construe the
challenged statute; it is impossible to determine
whether a statute reaches too far without first
knowing what the statute covers. As described
above, the court construed the statute so that it
does not apply to mnon-abusive situations.
Therefore, as so construed, the statute does not
restrict the speech that that attorney argued was
protected by the First Amendment.

The court next addressed whether section
527(b) violated the First Amendment. Section
527(b) requires attorneys to provide “assisted
persons” with written notice of certain basic
information regarding bankruptcy proceedings.
The district court held that section 527 does not
violate the First Amendment because it “advances
a sufficiently compelling government interest and
does not unduly burden either the attorney-client
relationship or the ability of a client to seek
bankruptcy.” The Fifth Circuit agreed. The
Supreme Court has acknowledged that the
government may, under certain circumstances,
restrict or compel the speech of professionals. The
court found that the district court properly
concluded that the government's interest sought to
be furthered by section 527(b) was “substantially
compelling” for First Amendment purposes. The
court therefore held that the district court properly
concluded that section 527(b) did not violate the
attorney’s First Amendment rights because it did
not unduly burden her or her clients, and was
narrowly tailored to promote the government's
compelling interest in ensuring that consumer
debtors are aware of basic bankruptcy information.

DISCHARGE

In_re Henderson, 2008 WL 1740529 (Bankr.
W.D. Tex., April 9, 2008, Judge Leif M. Clark)

Whether the death of a Chapter 7 debtor
excused performance of a financial
management course required to obtain a
discharge under section 727(a)(12) of the
Bankruptcy Code.

Issue:

Debtor filed a Chapter 7 bankruptcy
petition and died the same month. Debtor’s will
was probated in the state court, and the debtor’s
representative  sought a waiver from the
bankruptcy court of the requirement that the
debtor complete an instructional course
concerning personal financial management
pursuant to section 727(a)(12).

The court found that failure to complete
such a course is normally grounds for denying the
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debtor a discharge. Death is not necessarily fatal
either to the continuation of a bankruptcy case or
to the receipt of a discharge. But section
727(a)(12) makes completion of the instructional
course a necessary prerequisite to discharge in
bankruptcy. The court found that fortunately there
was an exception if the debtor is “disabled” within
the meaning of section 109(h)(4). The court found
death to be such a disability within the meaning of
the statute's language (“. . . so physically impaired
as to be unable, after reasonable effort, to
participate in an in person, telephone, or Internet
briefing . . .”). The court found that the statutory
language fit the requirements of the statute and
waived the requirement of completion of the
course.

DISMISSAL

Tate v. Bolen (Matter of Tate), 571 F.3d 423,
2009 U.S. App. LEXIS 12660; Bankr. L. Rep.
(CCH) P81,500 (5® Cir., June 10, 2009) (Judge
W. Eugene Davis)

Issue: Whether in conducting the means test
under § 707(b), the debtors might claim
a vehicle ownership expense for a
vehicle that was not encumbered by a
debt or a lease.

The debtors filed for bankruptcy relief
under Chapter 7 of the Bankruptcy Code. They
reported household income above the applicable
state median income level. The Bankruptcy Abuse
Prevention and Consumer Protection Act of 2005
subjects debtors with above median income to a
means test to determine if they qualify for Chapter
7 bankruptcy. The purpose of the means test is to
determine if the debtors can repay a portion of
their debt. Under the means test, if a debtor has
sufficient disposable income to pay his unsecured
creditors at least $166.67 each month (at least $
10,000 over five years), proceedings under
Chapter 7, which allows for complete discharge of
debt, are considered presumptively abusive under
section 707(b)(2)(A)(i)(I). In that situation, the
debtor is usually required to proceed under
Chapter 13.

The means test takes the debtor's current
monthly income and reduces it by allowed certain
deductions. At issue in this appeal was the
transportation ownership deduction allowed under
section 707(b)(2)(A)(Gi)(I). The National and
Local Standards referenced in the statute are found
in the IRS's Financial Analysis Handbook. Under
this guidance, transportation expenses are part of
the Local Standards and are divided into
ownership and operating expenses.

In performing the means test, the debtors
claimed the IRS Local Standard vehicle ownership
allowance for two vehicles, and also claimed a
deduction for vehicle operating expenses for the
two cars they own. The court found that the
debtors did not owe any money on those cars. If
the debtors were allowed the transportation
ownership deduction, their monthly net income
would fall below $166.67 and their application
would not be presumptively abusive.

The Bankruptcy Trustee filed a motion
under section 707(b)(2) to dismiss the Chapter 7
case for abuse. The bankruptcy court granted the
Trustee's motion to dismiss. The district court
affirmed.

On appeal to the Fifth Circuit, the sole
issue was whether, in conducting the means test
under section 707(b), a debtor may claim a vehicle
ownership expense for a vehicle that is not
encumbered by a debt or a lease. This issue has
been heavily litigated and there is a split among
the courts that have addressed the issue. The
courts have followed two basic approaches to this
issue: (1) the "plain language approach”, which
allows the vehicle ownership deduction even if the
debtors have no monthly payment associated with
the vehicle, and (2) the "IRM approach,” which
does not. Both approaches start from the text of
the statute which states in part, "The debtor's
monthly expenses shall be the debtor's applicable
monthly expense amounts specified under the
National Standards and Local Standards. The
approaches differ, however. in how they read the
word "applicable” in the above sentence. Under
the plain language approach, the vehicle
ownership deduction that "applies” to a debtor is
the one that corresponds to his geographic region
and number of cars, regardless of whether that
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deduction is an actual expense. Courts following
the IRM approach conclude that the vehicle
ownership deduction is not allowed if the debtor
has no debt payment. Under the IRM, if a taxpayer
has no car payment, the taxpayer is only entitled to
the vehicle operation deduction, not the ownership
deduction. The Seventh Circuit adopted the plain
language approach and rejected the IRM approach
for several reasons. It found the plain language
approach "more strongly supported by the
language and logic of the statute." The Seventh
Circuit also noted two additional arguments in
support of the plain language approach. First,
section 707(b)(2)(A)(ii)(I) states that "the monthly
expenses of the debtor shall not include any
payments for debts." It found this language
impossible to reconcile with the IRM approach
which would only allow the vehicle ownership
deduction if the debtor had a monthly debt
payment associated with a vehicle. Second, when

examining .the statute more broadly, the court.

noted that Congress has in other circumstances
been clear to state when an actual expense is
required before a deduction may be allowed. The
absence of similar language with regard to the
Local Standards suggests that the statute does not
require an actual expense and the courts should not
imply such a requirement.

The Fifth Circuit agreed with the
Seventh Circuit that the legislative history of §
707(b)(2)(A)(i)(I) confirmed that the provision's
silence with regard to the IRM and IRS
methodology was deliberate.

Finally, the Seventh Circuit concluded
that policy considerations supported their
interpretation because costs are associated with
vehicle ownership even when no lease or loan
payments are due. Also, disallowing the deduction
would have arbitrary results, punishing a debtor
who completes paying for their car before filing for
bankruptcy and rewarding those who make
purchases closer to the time of filing.

The Fifth Circuit therefore concluded
that the plain language approach as set forth by the
Seventh Circuit provided the best reading of
§707(b)(2)(A)(i)(T), adopted that approach and
reversed the district court.

EXEMPTIONS

Soza v. Hill (Matter of Soza), 542 F.3d 1060 (5®
Cir., Sept. 12, 2008, Judge Edith H. Jones)

Issue: Whether an annuity purchased by a
debtor couple the day before they sought
bankruptcy relief was exempt under
section 1108.051 of the Texas Insurance
Code, or non-exempt because it was a
premium payment made in fraud of a
creditor under section 1108.053.

According to the debtors' trial testimony
a $30,000 annuity was purchased the day before
filing bankruptcy not simply to maximize the
debtors' exemption claims but to manipulate an
inheritance that the debtor might ultimately
share with his siblings. Debtors filed Chapter 7
bankruptcy and claimed an exemption pursuant
to section 1108.051 of the Texas Insurance
Code. The trustee objected to the exemption
because the statute does not apply to a premium
payment made in fraud of a creditor under
section 1108.053.Trustee argued that the transfer
was made in at least constructive fraud of
creditors. At the hearing on the trustee's
objection, the debtors asserted that the money
with which they purchased the annuity had
recently been inherited from debtor’s father.
Their attorney represented to the court that the
debtors used - the inheritance to purchase the
annuity for safekeeping until they could decide
how the inheritance was to be distributed among
the debtor and his siblings.

The bankruptcy court held that section
1108.053, although somewhat ambiguous,
proscribes constructive as well as actual fraud on
creditors. It found, based on the pleadings and
undisputed facts, that the debtors' conversion of
non-exempt property into an exempt annuity on
the eve of bankruptcy amounted to constructive
fraud. The court denied the exemption. The
district court reversed. The court’s reasoning
proceeded in three steps. First, the court noted
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that the timing of the annuity purchase, standing
alone, was not sufficient to prove actual intent to
defraud creditors. Second, the court analogized
the “constructive fraud” interpretation of the
statute with the Texas Uniform Fraudulent
Transfer Act (“TUFTA”) provisions that
invalidate a debtor's transfers made for less than
reasonably equivalent value. Because the
annuity here was purchased for full value,
constructive fraud as defined in TUFTA could
not exist. Third, the court held that in the
absence of a fiduciary duty relationship arising
from other  circumstances, the common law
doctrine of constructive fraud does not apply to
debtor-creditor relations in Texas.

On appeal to the Fifth Circuit, the court
found, at first glance, what the Legislature
intended to describe as “fraud of a creditor”
seemed unclear in the context of life insurance
policies and annuities obtained by debtors. The
court found that there was no controlling Texas
case law to provide guidance. However, the
court found significant that the Texas
Legislature had enacted the Uniform Fraudulent
Transfer Act in 1987, and that under TUFTA
transfers made with either actual intent to
defraud a creditor or something less than actual
intent (i.e., transfers made “without receiving a
reasonably equivalent value”) are included as
“fraudulent” transfers. Still, exactly what
conduct less than intentional fraud amounts to
fraud on creditors under section 1108.053 was
unclear, and whether this conduct included
constructive fraud. The court concluded that
Texas courts would have to determine how
much- less than actual intent to defraud suffices
to deny exemptions for insurance policies and
annuities under section 1108.053.

Instead turned to the non-exclusive list
of eleven factors, commonly known as “badges
of fraud”, that courts may consider in
determining whether a debtor actually intended
to defraud creditors under TUFTA. The court
then listed the eleven badges of fraud found in
section 24.005(b) of the Texas Business and
Commerce Code. Courts have identified various
“badges of fraud” that tend to evidence a

transfer made with intent to defraud under
sections 548 and 727 as follows: (1) the lack or
inadequacy of consideration; (2) the family,
friendship or close associate relationship
between the parties; (3) the retention of
possession, benefit or use of the property in
question; (4) the financial condition of the party
sought to be charged both before and after the
transaction in question; (5) the existence or
cumulative effect of the pattern or series of
transactions or course of conduct after the
incurring of debt, onset of financial difficulties,
or pendency or threat of suits by creditors; and
(6) the general chronology of events and
transactions under inquiry.

Taking all the surrounding
circumstances in this case into consideration, the
court found that several of the “badges of fraud™
were evident here. They therefore concluded that
even if actual intent to defraud was lacking the
debtors' annuity purchase constituted a premium
payment made “in fraud of a creditor” within the
meaning of section 1108.053. They purchased
the annuity on the eve of bankruptcy. Assuming
the payment came from their non-exempt
property, the annuity was in an amount that
would have covered all of the debtors' listed
debts, and the purchase deprived the creditors of
all but $340 in non-exempt assets. Significantly,
the debtors retained full control of the property—
an annuity can always be cashed out.

Here, the purpose of these debtors'
purchase was to remove a disputed inheritance
from an inquiry, necessary to bankruptcy
administration, that would have determined the
debtors' property rights in that inheritance. The
annuity was a sham to stave off litigation, not a
shield authorized by Texas law to enable the
debtor to gain a fresh start. The Fifth Circuit
reversed the district court’s grant of the
exemption, but conceded that there is no doubt
courts must recognize that some pre-bankruptcy
planning is permissible, and that the mere
conversion of assets from exempt to non-exempt
property on the eve of bankruptcy does not by
itself suffice to prove an intent to defraud
creditors.
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In a concurring opinion, Judge Wiener
agreed with the result of the majority opinion,
but with a different methodology. He agreed
that applicability of section 1108.053 is not
limited to instances of actual fraud, i.e.,
intentional fraud, principally because the words
used in the Texas Family and Property Codes to
limit their coverages to intentional fraud are
absent from the Insurance Code. However,
rather than using TUFTA's law and definitions
of “fraudulent as to a creditor”, Judge Wiener
found that under Texas common law there
would have to be a breach of some duty, at least
an equitable duty, in order to find constructive
frand. In this case even thought there was no

Peres v. Sherman (Matter of Peres), 535 F.3d 325
(5™ Cir., June 6, 2008, Judge DeMoss)

Issue: In a case of first impression, the issue was
whether a creditors’ meeting under section

341(a) is concluded if no formal
announcement of a continuation date is
made.

After debtors filed for Chapter 7

bankruptcy the Trustee commenced a creditors’
meeting pursuant to section 341(a). The meeting
was adjourned and continued on three occasions.
The third creditors' meeting was continued without
a formal announcement as to the date of
continuation. Subsequently, the creditors' meeting
was rescheduled. However, the day before the
scheduled meeting the debtors requested a
continuance to attend to a family matter. Debtors
were then notified by telephone of a creditors'
meeting approximately 11 months later. Within 30
days of the date that creditors' meeting was held and
concluded the Trustee filed objections to the
debtors' claimed exemptions. The bankruptcy court
sustained the objections and the district court
affirmed.

On appeal to the Fifth Circuit, the debtors
argued that because there was no announcement of
a continuation date at the third creditors’ meeting,
the meeting was concluded thirty days later and the
Trustee’s exemption objections were untimely.

special relationship between the debtors -and
their creditors appearing from the record, taking
all the surrounding circumstances in this case
into consideration, convinced the judge that
under Texas common law the debtors' annuity
purchase violated an equitable duty. Among
those considerations .was that the debtors
purchased the annuity on the eve of bankruptcy,
an equitable proceeding. The judge therefore
concluded that the annuity in the instant case
had been used to achieve an inequitable result
through machinations that have deprived the
creditors of satisfaction for their claims and the
bankruptcy court of the ability to adjudicate
ownership of assets that might belong to the
cstate.

The court found that under Bankruptcy
Rule 4003(b), a party in interest who disputes an
exemption claimed by the debtor must file an
objection no later than 30 days after the meeting of
creditors. Bankruptcy Rule 2003(e) provides that
the meeting may be adjourned from time to time by
announcement at the meeting of the adjourned date
and time without further written notice. With
respect to the conclusion of the creditors’ meeting,
the court found that some courts have a “bright-
line” approach, holding that if a trustee does not
announce a specific date to which the meeting is
being continued within 30 days of the last meeting
held, the meeting will be deemed to have been
concluded on the last date it was convened.
However, a majority of courts reject a bright-line
approach, holding that section 341(a) creditors'
meetings adjourned indefinitely are not concluded,
and therefore do not trigger the thirty day deadline;
these courts either adopt a case-by-case approach or
require the trustee or court to declare the creditors'
meeting concluded.

The Fifth Circuit declined to hold that a
meeting of creditors is not concluded until such
time as the trustee so declares or the court so orders.
The court found that such a holding ignores the
clearly-established policy of the Bankruptcy Code
of encouraging promptness in the filing of
objections to exemptions, because it would permit a
trustee to continue a meeting of creditors
indefinitely. A strict rule could impede justice in
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complex cases when a trustee needs further time
and information to fully understand a debtor's
financial affairs, especially when the debtor agrees
to a continuance or refuses to cooperate, and where
no evidence of unjustified delay is present.
Accordingly, the court was persuaded that a case-
by-case approach is most appropriate. Such an
approach affords a trustee discretion yet restrains a
trustee's ability to indefinitely postpone a meeting
of creditors.

Having determined that the appropriate
approach is case-by-case, the court then turned to
whether the trustee in the present matter acted
reasonably in continuing the creditors' meeting for
11 months. Courts that have adopted the case-by-
case approach have considered at least four factors
in determining the reasonableness of a trustee's
delay in adjourning a meeting of creditors: (1) the
length of the delay; (2) the complexity of the estate;
(3) the cooperativeness of the debtor; and (4) the
existence of any ambiguity regarding whether the
trustee continued or concluded the meeting. Finding
no clear error with the bankruptcy court's factual
findings, the court found that the circumstances in
the present matter indicated that the trustee acted
reasonably and had legitimate reasons for
adjourning the creditors' meeting for eleven months.
The bankruptcy court found that of the eleven
month delay, six months worth of the continuances
were granted to accommodate the debtors. The
court also held that at no time did the debtors move
to conclude the creditors' meeting, as was their right
if they believed that a delay was prejudicial. Lastly,
the court found that the creditors' meeting did not
require written notice. Bankruptcy Rule 2002
requires that all parties in interest must receive
written notice of the initial creditors' meeting at
least twenty days in advance. However, written
notice is not required if the date of the continuation
is set at the original meeting under Bankruptcy Rule
2003(e).

HOMESTEAD

Kim v. Kim, 405 B.R. 179 (Bankr. N.D. Tex.
2009) (Judge Hale)

Issue: The effect of the debtor’s involuntary
bankruptcy upon the state law interest of

19

his non-debtor spouse in residential
homestead property owned by the debtor
and non-debtor spouse.

An involuntary bankruptcy was filed by a
single judgment creditor against a married
individual within 1215 days of the date of the
warranty deed for the individual and his spouse’s
new home. After an order for relief was entered by
the bankruptcy court, the judgment ~creditor
objected to the debtor’s claim of exemptions. An
adversary proceeding was brought to determine the
interests of the bankruptcy estate and the non-
debtor spouse in the residential homestead property
owned by the debtor and the non-debtor spouse.

Upon review and hearing on the competing
motions for summary judgment filed by the parties,
the bankruptcy court found that the Texas state
homestead exemption was subject to the limitations
imposed by 11 U.S.C. §522(p), and that the state
homestead exemption gives protective legal
security rather than vested economic rights that
would give rise to a separate and distinct exempt
homestead interest in the property which would
entitle the non-debtor spouse to compensation or to
prevent the sale of the property.

The bankruptcy court rejected the non-
debtor spouse’s argument that she had a separate
vested homestead property right, not subject to
§522(p), because she had not filed a bankruptcy
petition, instead agreeing with the court’s analysis
in H.D. Smith Wholesale Drug Co. v. McCombs (In
re McCombs), 2007 WL 4411909 (Bankr. S.D. Tex.
Dec. 17, 2007), that, because only the debtor may
exempt property that has become property of the
estate, this effectively eliminates the rights of a
non-debtor spouse to manage and control
community property. The bankruptcy court further
found that the Bankruptcy Code made no provision
for compensation for the non-filing spouse’s
property interest, nor for exemption of a non-debtor
spouse’s claim of exemption.

INJUNCTIONS
The Travelers Indemnity Co. v. Pearlie Bailey et

al., 129 S. Ct. 2195; 174 L. Ed. 2d 99; 2009 U.S.
LEXIS 4537; Bankr. L. Rep. (CCH) P81,505; 21




RECENT DEVELOPMENTS

20

Fla. L. Weekly Fed. S 932 (5" Cir., March 30,
2009) (Justice Souter)

Issue: The enforceability of a bankruptcy court
order enjoining actions against a non-debtor
insurance company for the insurance
company’s own alleged violations of state
consumer-protection statues or of common
law duties.

The bankruptcy court found that an
injunction in a debtor's reorganization plan, which
barred actions against petitioner liability insurers of
the debtor, applied to lawsuits brought directly
against the insurers by respondent claimants. Upon
the grant of a writ of certiorari, the insurers
appealed the judgment of the U.S. Court of Appeals
for the Second Circuit which held that the
claimants’ lawsuits were not subject to the
bankruptcy injunction.

The insurers funded a trust to address
asbestos-related claims against the debtor, and the
debtor's plan enjoined actions against the insurers
related to the subject policies. The insurers
contended that the injunction applied to bar the
claimants’ lawsuits which alleged that the insurers
concealed the dangers of asbestos, and that the
injunction was within the bankruptcy court's
jurisdiction. The U.S. Supreme Court held that the
bankruptcy injunction barred the claimants' actions
and that jurisdiction to issue the injunction was not
subject to challenge. Despite claimants' assertion
that actions only related to insurance coverage if
they sought recovery based on the insurers'
obligations to the debtor, the unambiguous
language of the injunction applied to the claimants'
actions since the actions regarding concealment of
the dangers of the debtor's asbestos products clearly
related to the insurers' coverage of the debtor's
asbestos liability, and there was no language
limiting the injunction to suits based upon the
debtor’s liability. Further, since the injunction order
became final on direct review, jurisdiction to issue
the injunction was not subject to collateral
challenge.

The judgment holding that the injunction did
not bar the claimants' actions was reversed, and the

case was remanded for further proceedings in a 7-2
decision.

As part of the 1986 reorganization plan of
the debtor, an asbestos supplier and manufacturer of
asbestos-containing products, the bankruptcy court
approved a settlement providing that =debtor's
insurers would contribute to the corpus of the
Debtor Personal Injury Settlement Trust, and
releasing those insurers from any "Policy Claims,"
which were channeled to the Trust. "Policy Claims"
include, as relevant here, "claims” and "allegations"
against the insurers "based upon, arising out of or
relating to" the debtor insurance policies. The
settlement agreement and reorganization plan were
approved by the bankruptcy court in 1986 and were
affirmed by the district court and the Second
Circuit.

Over a decade later plaintiffs began filing
asbestos actions against the insurance company in
state courts in direct actions, often seeking to
recover from the insurance company not for
debtor's wrongdoing but for the insurance
company’s own alleged violations of state
consumer-protection statutes or of common law
duties. Invoking the 1986 orders, the insurance
company asked the bankruptcy court to enjoin 26
direct actions. Ultimately, a settlement was reached,
in which the insurance company agreed to make
payments to compensate the direct action claimants,
contingent on the court's order clarifying that the
direct actions were, and remained, prohibited by the
1986 orders. The court concluded that the
insurance company derived its knowledge of
asbestos from its insurance relationship with debtor
and that the direct actions were based on acts. or
omissions by the insurance company arising from
or related to the insurance policies. It then approved
the settlement and entered a clarifying, which
provided that the 1986 orders barred the pending
direct actions and various other claims. Objectors to
the settlement (respondents in this case) appealed.
The district court affirmed, but the Second Circuit
reversed. Agreeing that the bankruptcy court had
jurisdiction to interpret and enforce the 1986 orders,
the 2™ Circuit nevertheless held that the bankruptcy
court lacked jurisdiction to enjoin the direct actions
because those actions sought not to recover based
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on debtor's conduct, but to recover directly from
Travelers for its own conduct.

On appeal to the United States Supreme
Court, the Court held that the terms of the
injunction bar the direct actions against the
insurance company, and the finality of the
bankruptcy court’s 1986 orders generally stand in
the way of challenging their enforceability.

The Court found that the direct actions are
"Policy Claims" enjoined as against Travelers by
the 1986 orders, which covered, inter alia, "claims”
and "allegations” "relating to" insurance coverage
of debtor. In a statute, the phrase 'in relation to' is
expansive, and so is its reach here. While it would
be possible to suggest that a "claim" only relates to
insurance coverage if it seeks recovery based upon
the insurance company’s specific contractual
obligation to debtor, "allegations" is not amenable
to such a narrow construction and clearly reaches
factual assertions that relate in a more
comprehensive way to the insurance company’s
dealings with debtor. The bankruptcy court's
detailed factual findings place the direct actions
within the terms of the 1986 orders. Contrary to
respondents’ argument, the 1986 orders contain no
language limiting "Policy Claims" to claims
derivative of debtor's liability. Even if, before the
entry of the 1986 orders, the insurance company
understood the proposed injunction to bar only such
derivative claims, where a court order's plain terms
unambiguously apply, as they do here, they are
entitled to their effect. If it is black-letter law that
an unambiguous private contract's terms must be
enforced irrespective of the parties' subjective
intent, it is also clear that a court, such as the
bankruptcy court here, should enforce a court order,
a public governmental act, according to its
unambiguous terms.

Because the 1986 Orders became final on
direct review over two decades ago, whether the
bankruptcy court had jurisdiction and authority to
enter the injunction in 1986 was not properly before
the Second Circuit in 2008 and was not properly
before the Supreme Court. The bankruptcy court
plainly had jurisdiction to interpret and enforce its
own prior orders, and it explicitly retained
jurisdiction to enforce its injunctions when it issued
the 1986 Orders. The Second Circuit erred in
holding the 1986 Orders unenforceable according to

their terms on the ground that the bankruptcy court
had exceeded its jurisdiction in 1986. On direct
appeal of the 1986 orders, any objector was free to
argue that the bankruptcy court had exceeded its
jurisdiction, and the district court or Court of
Appeals could have raised such concemns sua
sponte. But once those orders became final on
direct review, they became res judicata to the
parties and those in privity with them. So long as
respondents or those in privity with them were
parties to debtor's bankruptcy proceeding, and were
given a fair chance to challenge the bankruptcy
court's subject-matter jurisdiction, they cannot
challenge it now by resisting enforcement of the
1986 Orders. The Second Circuit's willingness to
entertain this collateral attack cannot be squared
with res judicata and the practical necessity served
by that rule. Almost a quarter-century after the 1986
Orders were entered, the time to prune them is over.

The Court stated that this holding was
narrow. The Court neither resolved whether a
bankruptcy court, in 1986 or today, could properly
enjoin claims against nondebtor insurers that are not
derivative of the debtor's wrongdoing, nor decided
whether any particular respondent is bound by the
1986 Orders, which is a question that the Second
Circuit did not consider.

INVOLUNTARY BANKRUPTCY

In re Smith, 2009 Bankr. LEXIS 2436 (Bankr.
N.D. Tex., September 3, 2009) (Judge Harlin D.
Hale)

Issue: Whether a bona fide dispute was created,
for purpose of contesting an involuntary
bankruptcy case, by an appeal of an
unstayed judgment.

Issue: Whether small recurring creditors should be
counted for purposes of determining the
number of creditors a debtor had in
connection with an involuntary bankruptcy
case.

Issue: Whether the debtor was generally paying
his debts as they came due, for purposes of
determining whether an order for relief
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should be entered in an involuntary
bankruptcy case.

Issue: Whether the interests of creditors and the
debtor would be better served by dismissal
or suspension of an involuntary bankruptcy
case under section 305.

Petitioning creditor had a judgment against
the debtor in the state court that was unstayed with
an appeal pending. Based on the judgment, the
petitioning creditor filed an involuntary Chapter 7
bankruptcy petition against the debtor. Debtor filed
a motion to dismiss the bankruptcy case on several
grounds, including 1) the state court judgment was
on appeal and therefore subject to bona fide dispute;
2) the debtor denied that he had fewer than twelve
creditors; 3) the court lacked jurisdiction over the
case; and 4) this case was a two party dispute and
that the involuntary petition should be dismissed on
equitable abstention grounds.

In reviewing the facts of the case, the court
found that the debtor had formed an irrevocable
trust in the Cook Islands during the course of
litigation into which he assigned the bulk of his
assets.

In analyzing the law under the motion to
dismiss the involuntary case, the court found that
the Bankruptcy Code requires that claims of
petitioning creditors in an involuntary bankruptcy
case may not be subject to a bona fide dispute, but
does not define what that phrase means. The Fifth
Circuit has held that a debt is the subject of a bona
fide dispute when there is an objective basis for
either a factual or legal dispute as to the validity of
the debt. Because the standard is objective, neither
the debtor’s subjective intent nor his subjective
belief is sufficient to meet this burden. In this case,
the petitioning creditor’s claim consisted of a final
judgment from the state court against the debtor that
had not been stayed on appeal. Debtor argued that
the state court judgment was taken in error and will
be reversed by the appeal court, making it subject to
bona fide dispute.

The majority of decisions analyzing this
issue have found that final judgments from state
courts that have not been stayed on appeal are not
subject to bona fide dispute, including the Fifth
Circuit in an unpublished decision. The bankruptcy

court found the majority line of cases together with
the unpublished Fifth Circuit decision persuasive,
and held that the court could not look behind the
state court judgment and that it was not the subject
of a bona fide dispute as to liability or amount.

With respect to the issue of whether the
debtor was not generally paying its debts as they
come due, the substantive legal ground for the filing
of an involuntary bankruptcy case, the court found
that section 303(h) requires that a court consider
both the amount of the debt not being paid and the
number of creditors not being paid. The court must
look to four factors: "(1) the number of unpaid
claims; (2) the amount of such claims; (3) the
materiality of the non-payments; and (4) the
debtor's overall conduct in her financial affairs.
Analyzing these factors, the court found that the
facts as presented at trial showed that even though
the debtor was paying, including post petition, his
small recurring debts as they come due, he was not
paying ninety-nine percent of his debts in aggregate
amount. Further, that failure to pay is due in great
part to his own decision to place the majority of his
assets into a trust in a Cook Islands. The court
therefore found that the petitioning creditor had-
carried its burden to establish that the debtor was
not generally paying his debts as they come due.

The debtor finally argued that he had more
than 12 creditors, therefore requiring that the
involuntary bankruptcy petition be signed and filed
by 3 creditors. The policy considerations for these
requirements are twofold: (1) the fear that
involuntary bankruptcy might be used by one or
two recalcitrant creditors as a means of harassing an
honest debtor and (2) the possibility that the threat
of an involuntary petition would be used to compel
the debtor to make preferential payments to one or
more litigious creditors.

In his answer, the debtor listed sixteen
creditors. He later amended his list of creditors,
listing in excess of 20 creditors. The main issue
before the court was whether to count small
recurring creditors in the list of creditors to
determine whether there were more than 12. The
court held that in determining the number of
creditors, small recurring creditors are not to be
included. Based on this holding the court excluded
a number of creditors. The court also excluded
insider claims, which the court found are entities or
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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.




