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ARIZONA EXEMPTIONS - District Court Conference Hypothetical 

MARCH 11, 2011 

A Lawrence D. Hirsch Production 

NOTES FROM AN INITIAL PARALEGAL INTERVIEW 

Steve and Cindy have been married for twenty years. Steve is a general 
contractor freal estate developer and Cindy is a real estate sales agent. During 
their marriage they have accumulated assets and bought and sold real estate. 
Steve and Cindy have personally guaranteed most of the major debts for 
Steve's company, OUT OF TRUST CONSTRUCTION, LLC. (OOTC). Like most 
people in the real estate industry, they started to fall behind on their debts in 
late 2007. 

ASSETS? 

Pension Plan. By the spring of 2011, Steve and Cindy were mired in 
debt. Steve had created a pension plan for himself through OOTC. He is the 

sole employee of the company. The plan was prepared by Steve's accountant 
and is based upon a form that the accountant uses for his own practice, Taxes 
R Us. Steve has borrowed heavily from the pension plan and insurance 
policies in order to meet his personal and business obligations. As of the 
spring of 2010, there remains $500,000 in the plan and there are several loans 
outstanding totaling $75,000. 

Personal Property. Steve and Cindy have acquired a number of items 
of personal property through the years, when things were going well for 
them.: 
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• 2.5 carat diamond ring, which was appraised for insurance for 
$25,000. 

• She also has numerous items of jewelry, including diamond 
earrings, necklaces and bracelets. 

• Steve has two Rolex watches. 

• They have some Kachina dolls, some Navajo rugs, a baseball 
card collection, sterling silver service for 12 and a few pieces 
of antique furniture which Steve inherited from his parents. 

• Steve has a few guns and some ATV's. 

• The jewelry and art are insured for a total of$100,000. 

• A free and clear annuity purchased in 2005 - lump sum invested 
was $100,000. 

• Whole Life Insurance Policies - each own a policy insuring the 
other's life for $1 Million. Each policy has $200,000 cash value but 
$150,000 in policy loans. 

• Bank account - Qualified Tuition Savings Account for their 10 
year old prodigal son Lawrence with $22,000 in it, over the last 5 
years. 

• Bank Account - $20,000 received from a life insurance policy 
distribution from Cindy's mom's death earlier this year. They 
hadn't talked or had any financial doings with one another for 10 
years. 

Everything else they own is either fully encumbered or is undeniably 
exempt. 

{OSQOO.012/00232691.DOCX /} 2 
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DEBTS: 

Steve was in the middle of a construction project in Prescott Valley 
when the real estate market began to collapse. He lost a subdivision that he 
was developing and he and Cindy have personally guaranteed a construction 
loan of$3.5 million. The property has been foreclosed upon and there is a 

deficiency claim of $1,000,000 due and owing to a junior lien holder, who 
did not conduct the sale. In addition, there is about $500,000 of business 
debt that has been guaranteed, some by both Steve and Cindy and some just 
by Steve. 

Steve and Cindy have been unable to service their personal debt, due to 
the drop in income which they both suffered after the real estate collapse. 
Their debts include: 

• four months arrears in their house payments (no equity in the 
house above the $1.5MM l"trust deed) 

• $75,000 to the pension fund on several loans (accountant says pay 
these back immediately!) 

• are having trouble making their car payments 

• $250,000 in credit card debt. 

• IRS 100% penalty for missed payroll taxes - $50,000. 

{OSOOO.012/00232691.DOCX I) 3 
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Potential Loan? 

Cindy's sister. Roseanne. is a successful doctor and is willing to help. 
She will lend Steve and Cindy the funds necessary to pay back their pension 
loans. catch up the house payments and let them get a little ahead on living 

expenses. Steve and Cindy would like to keep the personal property they have 
accumulated and also want to protect Eileen in the event that they die or are 

completely unable to financially recover from the disasters they have faced. 

They have an appraisal from the jewelry and the art, which is worth 
$88,000. 

Eileen is ready to loan them $100,000 and in fact wants to fund our 
retainer. 

QFORATTORNEY: 

HOW DO WE PLAN FOR A SUCCESSFUL 

CHAPTER 7 OR CHAPTER 11? 

(05000.012/00232691.00CX I) 4 
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Arizona Exemption chart was created by Jamie McDonald, McDonald Law Offices PLLC 
Reprinted with express permission. 

Property Exempt in Arizona 

The use of Federal bankruptcy exemptions is prohibited in Arizona. ARS § 33· 1133 

Federal non-bankruptcy exemptions are available . 

Type of Property & Description 

Homestead. Equity in a home, 
townhouse, condominium , mobile 
home, or mobile home and lot in which 
the debtor resides. 

A married couple may have only one 
homestead, and if the couple is then 
divorced the total exemption allowed 
for that residence to either or both 
persons is $150,000. The homestead 
exemption in identifiable cash 
proceeds continues for eighteen 
months aiter the date of the sale of the 
property or until the person 
establishes a new homestead. ARS § 

33·1 101 [Prior to August 25, 2004 the 
homestead exemption was $100,000.] 

The homestead exemption is 
automatic and no written claim is 
required, but the exemption must be 
claimed in bankruptcy schedules. ARS 
§ 33·11 02 

The homestead is abandoned by 
written declaration , transfer of the 
property, or moving from the 
homestead for more than two years. 
ARS §33·11 04 

Availability of exemptions to 
married persons. In the case of 
married persons, each spouse is 
entitled to the personal property 
exemptions listed below [ARS § 33· 
1120 to 1149], which may be 
combined with the other spouse's 
exemption in the same property or 
taken in different exempt property. 

Amount Exempt 

$150,000 

Statute 
Creating 

Exemption 

ARS § 33-1101 
Amended 

Prepaid rent & security deposit. If a Lesser of $1 ,000 or one and one· half month's rent H~~!,"'" 
homestead exemption is not claimed, 
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prepaid rent, including security 
deposits. 

Household goods. The following $4,000 
household items: 

• One kitchen and one dining 
room table with four chairs 
each, plus one additional chair 
for each dependent of the 
debtor who resides in the 
household if the debtor and 
dependents exceed four in 
number. 

• One living room couch. 

• One living room chair, plus 
one additional chair for each 
dependent of the debtor who 
resides in the household. 

• Three living room coffee or 
end tables. 

• Three living room lamps. 

• One living room carpet or rug. 

• Two beds, plus one additional 
bed for each dependent of the 
debtor who resides in the 
household. 

• One bed· table, dresser and 
lamp for each exempt bed. 

• Bedding for each exempt bed. 

• Pictures, oil paintings and 
drawings, drawn or painted by 
debtor and family portraits in 
their necessary frames. 

• One television set or radio or 
stereo. 

• One radio alarm clock. 

• One stove. 

• One refrigerator. 

• One washing machine. 

• One clothes dryer. 

• One vacuum cleaner. 

Food, fuel & provisions. All food, 100% 
fuel and provisions actually provided 
for the debtor's individual or family use 
for six months. 

Wearing apparel. $500 

Music instruments. All musical $250 lIR~ §;>1. 

instruments provided for the debtor's ~ 

individual or family use. 
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Pets & animals. Domestic pets, 
horses, milk cows and poultry. 

Rings. All engagement and wedding 
rings. 

Library. The library of a debtor, 
including books, manuals, published 
materials and personal documents. 

Watch. One watch. 

Other personal property. One 
typewriter, one bicycle, one sewing 
machine, a family bible, a lot in any 
burial ground, one shotgun or one rifle 
or one pistol. 

Motor vehicle. One motor vehicle. 
[Prior to August 8, 2001, the motor 
vehicle exemption was $1,500; $4,000 
if debtor was maimed or crippled.) 

Prostheses. Professionally 
prescribed prostheses for the debtor 
or a dependent of the debtor, including 
a wheelchair. 

Life insurance proceeds. Money 
received by or payable to a surviving 
spouse or child upon the life of a 
deceased spouse, parent or legal 
guardian. Exclusion applies . 

Earnings of a minor child. The 
earnings of the minor child of a debtor 
or the proceeds thereof by reason of 
any liability of such debtor not 
contracted for the special benefit of 
such minor child. Exclus ion applies. 

Child support & spousal 
maintenance. All monies received by 
or payable to a person entitled to 
receive child support or spousal 
maintenance pursuant to a court 
order. Exclusion applies. 

Health, accident, or disability 
benefits. All money, proceeds or 
benefits of any kind to be paid in a 
lump sum or to be rendered on a 
periodic or installment basis to the 
insured or any beneficiary under any 
policy of health, accident or disability 
insurance or any similar plan or 
program of benefits in use by any 

$500 

$1 ,000 

$250 

$100 

$500 

$5,000; ($10,000 if debtor is physically disabled) 

100% 

$20,000 

100% 

100% 

100% 

t.B§ § 33-
~ 

AB§ §;);l. 
1125.4 

t.B§ §;& 
.!.lli& 

AR§ §;);l. 
~ 

ARS§;& 
1125.7 

ARS§;& 
1125.8 
Am~n~~ 
eH!!S<!lvg 8·9:21 

ARS § 33-
1125.9 

AR§§;& 
1126.A.1 

AR§ §;& 
112B.A.2 

ARS§;& 
1126.A.3 

t.B§ § ;l;l: 
112B.A.4 
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employer, except for premiums 
payable on such policy or debt of the 
insured secured by a pledge, and 
except for collection of any debt or 
obligation for which the insured or 
beneficiary has been paid under the 
plan or policy and except for payment 
of amounts ordered for support of a 
person from proceeds and benefits 
furnished in lieu of earnings which 
would have been subject to such order 
and subject to any exemption 
applicable to earnings so replaced . 
Exclusion applies. 

Damage to exempt property. Money 
from any claim for the destruction of, 
or damage to, exempt property, 
including fire or other insurance. 
Exclusion applies. 

Life insurance policies. The cash 
surrender value of life insurance 
policies where for a continuous 
unexpired period of two years such 
policies have been owned by a debtor 
and have named as beneficiary the 
debtor's surviving spouse, child, 
parent, brother or sister, or any other 
dependent family member, in the 
proportion that the policy names any 
such beneficiary, except that, subject 
to the statute of limitations, the amount 
of any premium which is recoverable 
or avoidable by a creditor pursuant to 
title 44, chapter 8, article 1, with 
interest thereon, shall not be exempt. 
The exem ption provided by this 
paragraph does not apply to a claim 
for the payment of a debt of the 
insured or beneficiary that is secured 
by a pledge or assignment of the cash 
value of the insurance policy or the 
proceeds of the policy. For the 
purposes of this paragraph 
"dependent" means a family member 
who is dependent on the insured 
debtor for not less than half support . 
Exclusion applies. 

Annuity Contract. An annuity 
contract where for a continuous 
unexpired period of two years such 
contract has been owned by a debtor 
and has named as beneficiary the 
debtor, debtor's surviving spouse, 

100% 

100% 
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child, parent, brother or sister, or any 
other dependent family member, 
except that, subjecThe cash surrender 
value of life insurance policies where 
for a continuous unexpired period of 
two years such policies have been 
owned by a debtor and have named 
as beneficiary the debtor's surviving 
spouse, child, parent, brother or sister, 
or any other dependent fam ily 
member, in the proportion that the 
policy names any such beneficiary, 
except that, subject to the statute of 
limitations, the amount of any premium 
which is recoverable or avoidable by a 
creditor pursuant to tiUe 44, chapter 8, 
article 1, with interest thereon, shall 
not be exempt. The exemption 
provided by this paragraph does not 
apply to a claim for the payment of a 
debt of the insured or beneficiary that 
is secured by a pledge or assignment 
of the cash value of the insurance 
policy or the proceeds of the policy. 
For the purposes of this paragraph 
"dependent" means a family member 
who is dependent on the insured 
debtor for not less than half support.! 
to the statute of limitations, the amount 
of any premium , payment or deposit 
with respect to such contract is 
recoverable or avoidable by a creditor 
pursuant to tiUe 44, chapter 8, article 1 
shall not be exempt. The exemption 
provided by this paragraph does not 
apply to a claim for a payment of a 
debt of the annuitant or beneficiary 
that is secured by a pledge or 
assignment of the contract or its 
proceeds. For the purposes of this 
paragraph, "dependent" means a 
family member who is dependent on 
the debtor for not less than half 
support. Exclusion applies. 

Wrongful taking of exempt 
property. Any claim for damages 
recoverable by any person by reason 
of any levy upon or sale under 
execution of his exempt personal 
property or by reason of the wrongful 
taking or detention of such property by 
any person, and the judgment 
recovered for such damages. 
Exclusion applies. 
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Bank account. Money held in a $150 
single account in anyone financial 
institution as defined by ARS § 6-101 
[banks, trust companies, savings and 
loan associations, credit unions, 
consumer lenders, international 
banking facilities and financial 
institution holding companies under 
the jurisdiction of the state banking 
department]. The exemption does not 
apply against normal service charges 
assessed against the account by the 
financial institution at which the 
account is carried. Exclusion applies. 

Exclusion. Exem ptions of ARS § 33-
1126.A do not apply to annuities, or to 
cash surrender values increased by 
premium payments within two years in 
excess of the average annual 
premium paid during the previous 
three years. 
Exemptions of ARS § 33-1126 do not 
apply to orders which are the result of 
a judgment for arrearages of child 
support or for a child support debt. 

IRAs. Money in qualifying Individual 100% 
Retirement Accounts, except amounts 
contributed within one hundred twenty 
days before bankruptcy or amounts to 
an alternate payee under a qualified 
domestic relations order. 

Tools of trade. The tools , equipment, $2,500 AR§ §;!;l: 

instrument and books of a debtor or illQJ. 

the spouse of a debtor primarily used 
in, and necessary to carryon, the 
commercial activity, trade, business or 
profession of the debtor or the debtor's 
spouse. This does not include a motor 
vehicle primarily used by a debtor for 
personal, family or household 
purposes such as transportation to 
and from the debtor's place of 
employment. 

Farming implements. Farm $2,500 IlB§ § :>l: 

machinery, utensils, implements of ~ 

husbandry, feed , seed, grain and 
animals belonging to a debtor whose 
primary income is derived from 
farming . 

Arms, uniforms and 100% ARS §:>l: 

accoutrements. All arms, uniforms J..1.aQ..a 
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and accoutrements required by law to 
be kept by a debtor. 

Disposable earnings. That 
remaining portion of a debtor's wages, 
salary or compensation for his 
personal services, including bonuses 
and commissions, or otherwise, and 
includes payments pursuant to a 
pension or retirement program or 
deferred compensation plan, after 
deducting from such earnings those 
amounts required by law to be 
withheld. 
Exemption does not apply a 
Bankruptcy Court order under Chapter 
13, or to any debt due for any state or 
federal tax. 

Fraternal Benefit Society benefits. 

Unemployment compensation 
benefits. Exemption does not apply to 
actions to recover support under the 
child support enforcement act, or to 
recover over issuances of food stamp 
coupons 

Workmen's compensation benefits. 

Welfare assistance. 

Firemen's relief and pension 
benefits. Exemption does not apply to 
child support. 

Police pension benefits. Exem ption 
does not apply to child support . 

Arizona Rangers' pensions. 

Arizona State Retirement Benefits. 
Benefits and annuities, member and 
employer contributions and the 
securities in Arizona State Retirement 
System [ASRS] accounts. 

Long-Term Disability [LTD] Program 
benefits. Employer and member 
contributions and the securities in the 
L TO trust fund established by section 
38-797.02 are not subject to execution 
or attachment and are nonassignable 
except as specifically provided in this 
article. 

Corrections Officer Retirement Plan 

Greater of 75% or 30 times Federal hourly 
minimum wage; 50% for support orders 

100% 

100% 

100% 

100% 

100% 

100% 

100% 

100% 

100% 

100% 

ARS § 33-1131 

ARS § 23-1068 

ARS§4&208 

ARS § 9·968 

ARS § 9·931 

ARS §41-955 

ARS §38·792 

ARS § 38· 
ill.11 

ARS §38·897 
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benefits. The right of an individual to 
a pension, to a refund of accumulated 
member contributions, to the pension 
itself or to any other right accrued or 
accruing to any individual, and the 
monies and assets of the retirement 
plan, are not subject to execution, 
garnishment, attachment, the 
operation of bankruptcy or insolvency 
law or other process of law except a 
qualified domestic relations order and 
are unassignable except as may be 
otherwise specifically provided. 
Exem ption does not apply to a 
qualified domestic relations order or a 
judgment for child support. 

Public Safety Personnel Retirement 100% 
System. Benefits, employee 
contributions or employer 
contributions, including interest, 
earnings and all other credits, payable 
under this system shall not be subject 
in any manner to anticipation, 
alienation, sale, transfer, assignment, 
pledge, encumbrance, charge, 
garnishment, execution or levy of any 
kind, either voluntary or involuntary, 
prior to actually being received by the 
person entitled to the benefit, 
contribution, earning or credit, under 
the terms of the system , and any 
attempt to anticipate, alienate, sell, 
transfer, assign, pledge, encumber, 
charge or otherwise dispose of any 
such right hereunder shall be void. 

Specific partnership property. N/A 
Repealed effective 1/1/2000. 

ARS § 38-85Q.C 

ARS § 29·225 

Exemptions listed are based upon information compiled April 2004 and may not be exhaustive. Before 
relying upon any exemption, its current availability should be verified by checking with the applicable 
Arizona Revised Statute (ARS) which establish the exemption. The code may be reviewed and searched 
at the web site of Arizona Legislative Computer Service of the Arizona State Legislature, ALiS Online. 

48 F.2d 871 
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CASE ABSTRACTS 
Reprinted with permission from Robin Miller / bankruptcyabstracts.com 

In re Beverly, -- F.3d -- (9th Clr. Dec 24, 2008) 

Marital settlement agreement may be set aside as fraudulent transfer: 

Affirming In re Beverly, 374 B.R. 221 (9th Cir. B.A.P., July 24, 2007) on this issue, and 
adopting that "well~reasoned" opinion as its own, the Ninth Circuit Court of Appeals (Circuit 
Judges Melvin Brunetti and Barry G. Silverman and District Judge Suzanne B, Conlon) held 
that, under Code § 544(b), the trustee may set aside a martial settlement agreement as 
actually fraudulent, even where the parties receive reasonably equivalent value. The BAP 
found that the MSA was actually fraudulent because the debtor (an attorney) and his wife's 
divorce attorney purposefully structured the MSA so as to assign a $425,000 community 
debt to the debtor, while exchanging assets with his wife so that he received approximately 
$1 million in exempt assets, while she received nonexempt assets of about the same value, 

Case number 07-56133; BAP case numbers CC-06-01250-KBN, CC-06-01273-KBN, CC-06-
01284-KBN, CC-06-01449-KBN [C.D. Cal.] 

In re Gebhart, 621 F.3d 1206 (9th Clr., Sept. 14, 2010), page 250 

(case nos. 07-16769, 07-35704) 

In a case that poses a real threat to Chapter 7 debtors who hope to retain their homes, the 
Ninth Circuit Court of Appeals, affirming In re Chappell, 373 8,R, 73 (9th Cir, B,A,P, 2007), 
held that, even though a Chapter 7 debtor has validity exempted all of the equity the debtor 
has in the home on the petition date, the Chapter 7 trustee may hold the case open for 
years, wait for the property to appreciate, and then sell it and pay the debtor the amount 
exempted, The court reasoned that, under Schwab v, Reilly, 130 S,Ct, 2652, 177 L,Ed,2d 
234 (2010), the debtor's exemption removed only an "interest" in the property equal to the 
amount exempted from the debtor's bankruptcy estate; the property Itself, subject to the 
debtor's exemption, remained property of the estate, The value of the property was not 
fixed on the petition date; only the amount of the debtor's exemption was, Therefore, 
appreciation in the value of the property belonged to the estate, The trustee was not 
estopped, by his long delay in selling the house (three years after discharge in one case, 22 
months In the other), from proceeding with the sale, as the debtor made no showing that 
the trustee intended for the debtor to act as if he would be able to retain the homestead 
property permanently, Abandonment of an estate asset is not a remedy for a trustee's 
misconduct; if there were any misconduct by the trustee, the duty to police it fell on the 
U,S. Trustee in the debtor's district, who could suspend or expel a trustee for failure to 
perform his or her duties or comply with the Bankruptcy Code, 

In re JTS Corporation, 617 F.3d 1102 (9th Cir., August 10, 2010), page 219 

(case nos. 07-15970, 07-16004) 

Under Code § 544(b) and § 550(a), a trustee may avoid a fraudulent transfer of property if 
that transfer is voidable under applicable state law, Here, where the Chapter 7 trustee 
sought to set aSide a prepetition transfer as constructively fraudulent, relying on Code § 
S44(b) and proceeding under Cal. Civ, Code § 3439,04, which renders a transfer avoidable 
if the debtor made the transfer without receiving a reasonably equivalent value in exchange 
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for the transfer and the debtor intended to Incur, or believed or reasonably should have 
believed that it would incur debts beyond its ability to pay as they became due, the 
adversary defendant was entitled to limit the recovery by invoking Cal. Civ. Code § 
3439.08(d), which applies in the case of a good-faith transferee. Code § 550 specifies the 
conditions under which, once a transfer is avoided under § 544 or other provisions, a 
trustee can recover from various transferees. There are, In effect, three conceptual steps to 
the trustee's case; the trustee must establish (1) fraud or illegality under the applicable 
substantive law; (2) resulting voidness or voidability of the transfer under the applicable law 
so as to allow avoidance pursuant to Code § 544(b); and (3) liability of the particular 
transferee pursuant to the provisions of section 550. LIppi v. City Bank, 955 F.2d 599 (9th 
Cir. 1992). Once fraud and voidness are shown, a trustee may recover under § 550 to the 
extent it "benefits the estate," i.e., even if there is a right to avoid a transfer, it does not 
mean that a right to recover on every transfer is automatic. In re Acequia, Inc., 34 F.3d 800 
(9th Cir. 1994). 

In re Costas, 555 F.3d 790, 61 Collier Bankr. Cas. 2d 52, Bankr. L. Rep. 11 81,413 (9th Clr., 
Feb. 6, 2009), March 2009, page 126 

• The debtor's prepetltlon disclaimer, executed in accordance with Arizona law, 
relinquishing her claim to certain trust property was not as a "transfer ... of an 
interest of the debtor in property" subject to avoidance under Code § 548(a). 

In re Rosson, 545 F.3d 764, 60 Collier Bankr. Cas. 2d 587, Bankr. L. Rep. 11 81,326 (9th 
Clr., Sept. 24, 2008), October 2008, part 2, pages 112-113 

• A bankruptcy court order converting a case from one under another chapter of the 
Bankruptcy Code to one under Chapter 7 is a final and appealable order. 

• After Marrama v. Citizens Bank of Massachusetts, 549 U.S. 365, 127 S. Ct. 1105, 
166 L. Ed. 2d 956, there is no absolute right to voluntarily dismiss a Chapter 13 
case. 

• A court's Involuntary conversion of a case from Chapter 13 to Chapter 7, whether 
under Code § 1307(c) or the court's general powers under Code § 105(a), requires 
notice to, and a hearing provided, the debtor. 

• When the bankruptcy court learned that the Chapter 13 debtor intended to retain 
estate assets rather than turn them over the trustee as he had promised, the court's 
order Immediately converting the case to Chapter 7 was consistent with Code § 
102(1), which provides that "after notice and a hearing," or a similar phrase 
"authorizes an act without an actual hearing" If "there is insufficient time for a 
hearing to be commenced before such act must be done." 
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In re 8eckx, Case No. 08-1193 (9th Cir. B.A.P., March 18, 2009), March 2009, page 68 

• Even though the debtor's and his wife's stipulated judgment of marital dissolution 
Included explicit waivers of support by both parties and stated that a $50,000 
payment from the debtor to the wife was intended "to equalize the division of the 
community property as set forth herein," the bankruptcy court did not err in (1) 
considering parol evidence as to the parties' Intention with regard to the payment, 
and (2) determining that it was in the nature of support, rather than a property 
settlement agreement. 

• 
In re Cook, Case No. CC-08-1091-HMoD (9th Clr. BAP, Nov. 3, 2008), January 2009, 
page 147 

• Property received by the Chapter 7 debtor In the 180 days postpetition was not 
property of the estate, where (1) the debtor's parents established a revocable, inter 
vivos trust during their lifetimes; (2) under a pour-over provision in the debtor's 
mother's will, upon her death her assets were transferred to the trust; and (3) at 
that point, the trust corpus was distributed to the trust beneficiaries, one of whom 
was the debtor. Property rights are determined by state law, and, under California 
law, distributions from an inter vivos trust do not constitute testamentary 
dispositions. 

In re Patrick, 2008 WL 5521181 (Bankr. C.D. Cal., Oct. 31, 2008), January 2009, page 158 

• Under Code § 522(b)(4)(D)(ii), which applies to both § 522(b)(3)(C) and § 
S22(d)(12), retirement accounts and/or distributions are exempt from the 
bankruptcy estate only to the extent that the accounts and/or distributions are 
exempt from taxation under the applicable sections of the Internal Revenue Code. 
Thus, because IRC § 408(d)(3)(B) permits only one roliover of an IRA in a one-year 
period, and the debtor rolled over the funds in his IRA three times In a year, he was 
not permitted to claim an exemption in the IRA under Code § S22(b)(3)(C). 

In re Latone, 2008 WL 5049460, Bankr. L. Rep. ~ 81,346 (8ankr. D. Ariz., Oct. 23, 2008), 
November 2008, page 129 

• The below-median debtor's monthly payments of $1,483 in repayment of various 
loans from his 401(k) account did not demonstrate, in itself, that granting the debtor 
a Chapter 7 discharge would be an abuse under the totality of the circumstances. 

In re Wallace, 2008 WL 5025003 (Bankr. D. Ariz., Sept. 15, 2008), January 2009, page 92 

• Where the parties' divorce decree Included an attachment listing, and equitably 
dividing, the parties' property, and a separate section of the decree, entitled 
"Spousal Maintenance/Support," awarded the wife a $100,000 lump-sum payment, 
the parties' intention-to provide a one-time payment to the wife In lieu of the 
husband's future spousal maintenance obligations-was clear, and the debt was a 
domestic support obligation nondischargeable under Code § S23(a)(S). 
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• Under Code § 550(a), the Chapter 7 trustee was entitled to recover the transferred 
property for the benefit of the bankruptcy estate. While the lender asserted that it 
would not have released its previous liens if It had not received the new lien, and 
some courts had looked to Code § 105(a) as authority to place parties in the same 
position they would have been in in the absence of the avoided transfer, the court 
would not do so, given the lender's knowledge of the debtors' bankruptcy flllng. 

Schwab v. Reilly, -- U.S. --, 130 S.Ct. 2652, 177 L.Ed.2d 234 (June 17, 2010) 

Property of the estate-Exemptions-Procedure: 

Reversing In re Reilly, 534 F.3d 173 (3rd Cir. 2008) in a 6-3 decision, the Supreme Court held 
that the trustee is under no duty to object if the debtor's claimed exemption is facially lawful. 
Thus, here, where the debtor, the owner of a catering business, listed as an asset her "business 
equipment," valued it at $10,718, and claimed two facially-valid exemptions totaling that 
amount (an $1,850 tools of the trade exemption under Code § 522(d)(6) and an $8,868 
wildcard exemption under § 522(d)(5)), the Chapter 7 trustee was under no duty to object, 
even though he knew within the 30-day period that the property was worth some $17,000. 
Thus, the debtor's claim of exemption did not have the effect of exempting the full value of the 
equipment. 

Marrama v. Citizens Bank of Massachusetts, 549 U.S. 365, 127 S.Ct. 1105, 166 L.Ed.2d 956 (2007) 

Chapter 7-Conversion of case by debtor: 

In a 5-4 decision along ideological lines, the Supreme Court held that a Chapter 7 debtor's 
right to convert to Chapter 13 under Code §706(a), where the debtor has not previously 
converted his or her case, is not absolute. Conversion may be denied in "extraordinary cases" 
in which the debtor has engaged in bad faith. This follows from Code § 706(d), which 
provides that "a case may not be converted to a case under another chapter of this title 
unless the debtor may be a debtor under such chapter/' as, under Code § 1307(c), a debtor 
guilty of bad faith may not be a Chapter 13 debtor. Indeed, the broad authority granted to 
bankruptcy judges in Code § 105(a) to take any action that is necessary or appropriate "to 
prevent an abuse of process" may provide a basis for denying a motion to convert under 
these circumstances, as may the Inherent power of every federal court to sanction abusive 
litigation practices. Accordingly, the bankruptcy court did not err in denying a Chapter 7 
debtor's motion to convert to Chapter 13 after the debtor had failed to disclose certain 
property in his schedules. The dissent, rejecting the majority's "strained reading of the Code," 
contended that § 706(d) refers only to eligibility requirements found in Code § 109. 

The Court said that a debtor may express an intent to claim an exemption in the full value of 
listed property by claiming an exemption in the "full fair market value (FMV)" or "100% of FMV." 
The Court also noted that, in Tay/orv. Free/and & Kranz, 503 U.S. 638 (1992), the trustee was 
held to a duty to object where the debtor had claimed an exemption in the full value of an asset 
whose value was described as "unknown." In either case, the Court reasoned, the debtor was 
giving explicit notice that he/she was, or might be, claiming an exemption In an amount greater 
than the capped amount allowed for the exemption. 
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Rousey v. Jacoway, 544 U.S. 320, 125 S.Ct. 1561, 161 L.Ed.2d 563 (2005) 

Property of the estate-Exemptlons-Under federal law-Code § 522(d)(10)(E): 

Under Code § S22(d)(lO)(E), which permits a debtor to exempt "a payment under a stock 
bonus/ pension, profitsharing, annuity, or similar plan or contract on account of illness, 
disability, death, age, or length of service, to the extent reasonably necessary for the 
support of the debtor and any dependent of the debtor," three elements must be met: (1) 
The right to receive payment must be from "a stock bonus, pension/ profitsharing, annuitYI 
or Similar plan or contract"; (2) the right to receive payment must be "on account of illness, 
disability, death, age, or length of service"; and (3) even then, the right to receive payment 
may be exempted only "to the extent" that It Is "reasonably necessary [to] support" the 
accountholder or his dependents. 

Here, the Chapter 7 debtors' lRAs were exempt under § 522(d)(10)(E). The Court so stated 
in Patterson v. Shumate, 504 U.S. 753, 112 S.Ct. 2242, 119 L.Ed.2d 519 (1992) and 
reaffirmed that holding now. The phrase "on account of" means "because of/' and the 
debtors' right to payment from lRAs was causally connected to their age because the 
substantial tax penalties for Withdrawals before the age of 59Vz limited the debtors' access 
to the funds In the IRAs. Moreover, the lRAs were "similar" to stock bonus, pension, 
profitsharing, or annuity plans or contracts because those plans, like the debtors' lRAs, 
provided a substitute for wages and were not mere savings accounts. 

ThiS was a unanimous decision for the debtors, who had lost at all levels below. 

Statutory text: The following Is excluded from the estate: 

(1) any power that the debtor may exercise solely for the benefit of an entity other than 
the debtor; 

Code § S41(b)(1) 

Cases 

Matter of Shurley, 115 F.3d 333 (5th Cir. 1997) (the debtor's power to designate the 
distribution of certain assets of a trust, under which the debtor was a beneficiary, was not 
property of ttle debtor's bankruptcy estate, where the power provided that the debtor may 
not "appoint assets to herself, her creditors, her estate, or the creditors of her estate") 

In re Dawes, 2008 WL 4822526 (Bankr. D. Kan. 2008) (the debtor's power to appoint the 
beneficiaries of a portion of the assets of a trust was not property of the estate, where the 
power specifically provided that the debtor "shall not have the power to appoint any portion 
of such separate share, directly or indirectly, to or for the benefit of himself or herself, his or 
her creditors, his or her estate or the creditors of his or her estate") 
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comment: This exclusion is limited to a power that does not allow the debtor to benefit 
him/herself. 

Statutory text: The following is excluded from the estate: 

(6) funds used to purchase a tuition credit or certificate or contributed to an account In 
accordance with section 529(b)(1)(A) of the Internal Revenue Code of 1986 under a 
qualified State tuition program (as defined in section 529(b)(1) of such Code) not later 
than 365 days before the date of the filing of the petition in a case under this title, but~~ 

(A) only if the designated beneficiary of the amounts paid or contributed to such 
tuition program was a child, stepchild, grandchild, or stepgrandchild of the debtor for 
the taxable year for which funds were paid or contributed; 

(6) with respect to the aggregate amount paid or contributed to such program having 
the same designated beneficiary, only so much of such amount as does not exceed the 
total contributions permitted under section 529(b)(7) of such Code with respect to 
such beneficiary, as adjusted beginning on the date of the filing of the petition in a 
case under this title by the annual increase or decrease (rounded to the nearest tenth 
of 1 percent) In the education expenditure category of the Consumer Price Index 
prepared by the Department of Labor; and 

(C) in the case of funds paid or contributed to such program having the same 
designated beneficiary not earlier than 720 days nor later than 365 days before such 
date, only so much of such funds as does not exceed $5A75 [FN1J; 

(FN1J Dollar amount as adjusted by the Judicial Conference of the United States. See 
Adjustment of Dollar Amounts notes set out under this section and 11 U.S.C.A. § 104. 

Cases 

Section 529 accounts held property of estate prior to BAPCPA: 

Although Code § 541(b)(6), added by BAPCPA, expressly excludes, with certain exceptions, 
section 529 accounts from property of the estate, commented the Eight Circuit Court of 
Appeals, the section 529 accounts established by the debtor for his children were property 
of his estate, as his filing preceded BAPCPA's effective date, and, under Minnesota law, the 
debtor, not his children, was the owner of the account. 

In re Addison, 540 F.3d 805 (8th Clr., Aug. 7, 2008), reh'g and reh'g en banc denied (Sept. 
11, 2008) 

Case numbers 07-2064, 07~2727 

Exclusion of college savings accounts under Code § 541(b)(6), generally: 

For funds to be excluded from property of the estate under Code § 541(b)(6), they must be 
contributed to a 529 account at least a year before the filing of the bankruptcy, and, even 
then, there is a monetary cap on the excluded funds contributed between 365 and 720 days 
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prior to the filing. It is only those funds contributed more than 720 days before filing that 
are excluded without a monetary limit. 

In re Bourguignon, 416 B.R. 745 (Bankr. D. Idaho, Sept. 23, 2009) 

(case no. 1: 09-bk-766-TLM) (Chief Bankruptcy Judge Terry L. Myers) 

See also 
In re Quackenbush, 339 B.R. 845 (Bankr. S.D. N.Y. 2006) (§ 541(b)(6) did not apply to 
case filed six days prior to effective date of the BAPCPA) 

In re Sanchez, 2006 WL 395225 (Bankr. D. Mass. 2006) (There was no basis for 
determining that funds deposited into a Section 529 Plan were excluded from property of 
the estate prior to the enactment of § S41(b)(6» 

Code § S41(b)(7) 

Statutory text: The following is excluded from the estate: 

(7) any amount--

(A) withheld by an employer from the wages of employees for payment as 
contributions--

(i) to--

(I) an employee benefit plan that is subject to title I of the Employee Retirement 
Income Security Act of 1974 or under an employee benefit plan which is a 
governmental plan under section 414(d) of the Internal Revenue Code of 1986; 

(II) a deferred compensation plan under section 457 of the Internal Revenue 
Code of 1986; or 

(III) a tax-deferred annuity under section 403(b) of the Internal Revenue Code 
of 1986; 

except that such amount under this subparagraph shall not constitute disposable 
income as defined in section 132S(b)(2); or 

(ii) to a health insurance plan regulated by State law whether or not subject to such 
title; or 

(8) received by an employer from employees for payment as contributions--

(i) to--

(I) an employee benefit plan that Is subject to title I of the Employee Retirement 
Income Security Act of 1974 or under an employee benefit plan which is a 
governmental plan under section 414(d) of the Internal Revenue Code of 1986; 
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(II) a deferred compensation plan under section 457 of the Internal Revenue 
Code of 1986; or 

(III) a tax-deferred annuity under section 403(b) of the Internal Revenue Code 
of 1986; 

except that such amount under this subparagraph shall not constitute disposable 
income, as defined In section 132S(b)(2); or 

(ii) to a health insurance plan regulated by State law whether or not subject to such 
title; 

Related Code sections: 

§ 362(b)(19) (excluding, from the automatic stay, withholding by the debtor's employer of 
amounts the debtor has agreed to repay a loan from an ERISA-qualified IRA) 

§ 522(b)(3)(C) (permitting debtors who elect state exemptions to exempt "retirement funds 
to the extent that those funds are in a fund or account that is exempt from taxation" under 
specified sections of the Internal Revenue Code) 

§ 522(b)(4) (providing definitions to implement § 522(b)(3)(C) and § 522(d)(12» 

§ 522(d)(12) (permitting debtors who elect federal exemptions to exempt "retirement funds 
to the extent that those funds are In a fund or account that is exempt from taxation" under 
specified sections of the Internal Revenue Code) 

52,3(a)(18) (excepting from discharge debts to ERISA-compliant retirement accounts) 

§ 541(c)(2) (providing that "[a] restriction on the transfer of a beneficial interest of the 
debtor in a trust that Is enforceable under applicable nonbankruptcy law is enforceable In a 
case under this title") 

§ 1322(f) (providing that a Chapter 13 plan may not materially alter the terms of a loan 
described in section 362(b)(19) and any amounts required to repay such loan shall not 
constitute "disposable Income" under section 1325) 

Cases 

Code § 541(b)(7) has provoked few Interpretive questions. One issue addressed in a few 
cases is whether the debtor's contributions remain excluded from the bankruptcy estate 
after they have been remitted to the debtor's retirement account, or whether the exclusion 
is operative only during the "gap period" between the withholding of the debtor's wages by 
the employer and the employer's remittance to the debtor's plan. The court in In re Leahy, 
370 B.R. 620 (Bankr. D. VI. 2007) explicitly holds that the exciusion follows the 
contributions into the account. A few other courts have stated this princIple without 
analysis. See In re Hunter, 380 B.R. 753 (Bankr. S.D. Ohio, Jan. 24, 2008); In re 
Thompson, 350 B.R. 770 (Bankr. N.D. Ohio 2006), rev'd on other grounds, Eisen v. 
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Thompson, 370 B.R. 762 (N.D. Ohio 2007). Another court noted the issue without having 
the need to resolve it. See In re Orr, 2008 WL 244168 (Bankr. C.D. III., Jan. 28, 2008). 

Since Patterson v. Shumate, 504 U.S. 753, 112 S. Ct. 2242, 119 L. Ed. 2d 519 (1992) 
construed § 541(c)(2) to exclude, from a debtor's bankruptcy estate, the debtor's interest in 
an "ERISA~qualified" pension plan, the question really is only relevant to retirement 
accounts encompassed by § 541(b)(7) but not by § 541(c)(2). 

A number of courts have also recognized that the exclusion under § 541(b)(7) is only as to 
contributions within the legal limits for such contributions. See, e.g., In re Leahy, supra. 

In re Lyon, 2010 WL 3777827 (Bankr. D. Ariz., Sept. 20, 2010), pages 67, 91, 95 

(case no. 4:09~bk-30568) (Chief Bankruptcy Judge James M. Marlar) Text of opinion 

• Setoff-Need for relief from stay: Under Code § 362(a)(7), a creditor having setoff 
rights in regard to a prepetition obligation must obtain relief from the automatic stay 
to complete the process. However, if a party has a right to setoff under applicable 
federal or state law, "cause" would then exist for relief from the automatic stay 
pursuant to Code § 362(d)(1). (pages 67, 91) 

• Setoff-Existence of right: The debtor's deposit agreement with a credit union 
included an express pledge of the funds of the debtor's account as security for the 
credit union's loan to the debtor and therefore was sufficient, under the federal Truth 
in Lending Act and its implementing Regulation Z, to create a security interest in 
favor of the credit union in the funds In the account securing the credit union's loan 
to the debtor. Accordingly, the credit union had a right to setoff that It could enforce 
under Code § 553(a). (pages 91, 95) 

In re Petersen, 437 B.R. 858 (D. Ariz., Sept. 27, 2010), pages 126,147,169,192 

(case no. 2:09~cv~01600-RCB) (District Judge Robert C. Broomfield) Text of opinion 

• Appellate procedure: While, in general, an argument made for the first time on 
appeal is waived, a court may consider an issue raised for the first time on appeal 
"when the issue is one of law and does not depend on the factual record, or the 
record has been fully developed." In re Hoopai, 581 F.3d 1090 (9th Cir. 2009). (page 
126) 

• Appellate procedure: Decisions to allow or disallow a setoff under Code § 553 are 
subject to review for abuse of discretion. In re Brown & Cole Stores, LLe, 375 B.R. 
873 (9th Cir. B.A.P. 2007). A bankruptcy court's application of the equitable doctrine 
of recoupment is also reviewed for an abuse of discretion. In re Straightline 
investments, Inc., 525 F.3d 870 (9th Cir. 2008). (page 126) 

• Proof of claim-Recoupment, generally: In the Ninth Circuit, for equitable recoupment 
to apply, the competing claims must arise out of the same transaction or occurrence. 
The crucial factor in determining whether two events are part of the same transaction 
is whether there Is a logical relationship between the two. The word "transaction" is 
given both a liberal and a flexible construction under that standard. Consequently, a 
"transaction" may Include "a series of many occurrences, depending not so much upon 
the immediateness of their connection as upon their logical relationship." In re TLC 
Hospitals, Inc., 224 F.3d 1008 (9th Cir. 2000). (page 147) 

000191  Bankruptcy



• Property of the estate-Community property: For purposes of Code § 541(a)(2), all 
community property not yet divided by a state court at the time of the bankruptcy 
filing is property of the bankruptcy estate. In re Mantle, 153 F.3d 1082 (9th Cir. 
1998). And Arizona statutes did not sever the spouses' joint management of 
community property that rendered It property of the estate under § 541(a)(2). 
Accordingly, the bankruptcy court erred in ruling that the debtor's nonfiling husband 
was required to turn over only one-half of the parties' community property, where 
the debtor had commenced a martial dissolution proceeding prior to filing her 
bankruptcy petition, but the state martial dissolution court had not rendered an 
equitable distribution of the community property assets of which the Chapter 7 
trustee sought turnover. (For the bankruptcy court's decision, see In re Petersen, 
2009 WL 248021 (Bankr. D. Ariz., Jan. 30, 2009).) (page 169) 

• Property of the estate-Turnover-Application of equitable recoupment: In ordering 
the Chapter 7 debtor's nonfiling husband to turn over certain of the parties' 
community property that was in the husband's possession, the bankruptcy court did 
not err in applying the doctrine of equitable recoupment and allowing the husband a 
credit for certain amounts owed him by the debtor under decrees of the state marital 
dissolution court. The bankruptcy court soundly found that there was a logical 
relationship between the debtor's bankruptcy and the parties' divorce proceeding so 
as to justify allowing the husband to recoup certain monies. (page 192) 

Alleged spendthrift trust was not shown to be excluded from bankruptcy estate: 

The court was unable to conclude that the Chapter 7 debtor's interest as a beneficiary of a 
trust was excluded from the estate as a spendthrift trust. Under New Mexico law, a 
spendthrift trust is valid only if it restrains both voluntary and involuntary transfer of a 
beneficiary's interest, and, here, the record did not contain a copy of the trust documents. 
Moreover, the debtor spent $75,000 to construct a barn on real property owned by the 
trust, and, under state law, a self-settled spendthrift trust Is not valid. 

Additionally, courts have recognized certain exceptions to the distinction between 
spendthrift trust assets and personal assets. For example, even If the required spendthrift 
bOilerplate language Is Included In a trust instrument, a court may look at the actual 
conduct of the parties, and the parties' abilities and potential future conduct, to determine if 
the trust is in fact a spendthrift trust, and, here, the debtor allegedly had sole and absolute 
discretion over the trust. Secondly, where the debtor had commingled trust and personal 
assets, some courts had admitted the existence of the trust but shifted the burden to the 
debtor to specifically identify and trace trust assets in order to reclaim them. 

In re Wiley, 2010 WL 5185448 (Bankr. D. N.M., Oct. 14, 2010) 

(case no. 1:07-bk-13053; adv. proc. no. 1:08-ap-1120) (Chief Bankruptcy Judge James S. 
Starzynsk) 

Estate's Interest In joint tax refund Is limited to debtor's interest: 

Because only a Chapter 13 debtor's interest in a joint tax refund received by the debtor and 
his or her nonfiling spouse is property of the debtor's bankruptcy estate, a provision in a 
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confirmed Chapter 13 plan requiring the debtor to turn over all tax refunds received during 
the plan term to the Chapter 13 trustee requires the debtor to turn over only that portion of 
the refund that is estate property. A joint tax refund is apportioned to the spouses to the 
extent that each contributed to the overpaid tax. Moreover, a nonparty spouse is not bound 
by the plan or the court's plan confirmation order. See In re Malewicz/ 2010 WL 4613119 
(Bankr, E,D, N,Y" Nov, 4, 2010), 

In re Rice, -- B,R. --, 2010 WL 5559694 (Bankr, M.D. fla., Dec. 23, 2010) 

(case nos, 9:09-bk-8310, 9:09-bk-8888) (Bankruptcy Judge David H, Adams) 

Post petition trust distributions were not necessarily property of estate: 

Although, under the terms of a testamentary spendthrift trust of which the debtor was a 
beneficiary, the debtor was entitled to receive distributions of the net income of the trust at 
least twice a year, a beneficiary of a spendthrift trust does not acquire or become entitled to 
any distribution until the trustee actually makes a distribution. Therefore, the bankruptcy 
court erred in ruling that future distributions from the trust to the debtor were property of 
the debtor's bankruptcy estate under Code § 541(a)(l) because, on the petition date, the 
debtor's right to receive the distributions was already established. Postpetition distributions 
are property of the estate only as provided in § 541(a)(5)(A), which brings Into the estate 
property acquired by the debtor by bequest, devise or inheritance within 180 days 
postpetition, 

In re Massillon, Case No. 10-24 (1st Clr. B.A.P., Jan. 11/ 2011) 
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In re: 

SIGNED. 

Dated: January 19, 2011 

JAMES M. MARLAR 
Chief Bankruptcy Judge 

IN THE UNITED STATES BANKRUPTCY COURT 

FOR THE DISTRICT OF ARIZONA 

WALTER RICHARD THIEM and 
KAY A. THIEM, 

Chapter 7 

No.4:1O-bk-19279-JMM 

MEMORANDUM DECISION 
Debtors. 

I. INTRODUCTION 

In this matter of first impression, the chapter 7 trustee objects to the debtors' claimed 

17 exemption for an individual retirement account ("IRA ") that Mrs. Thiem inherited as the beneficiary 

18 of her mother's IRA prior to bankruptcy. I Having considered the arguments as well as the amended 

19 Schedule C and the legal memoranda, the court herein sets forth its findings offact and conclusions 

20 of law pursuant to FED. R, BANKR. p, 7052, overruling the trustee's objection and allowing the 

21 exemption in its entirety, 

22 

23 

24 

25 

!.!.. JURISDICTION 

The allowance of an exemption from property of the estate is a core proceeding. The 

26 COUlt has jurisdiction over this matter pursuant to 28 U.S.C. §§ 1334(b) and 157(b). 

27 

28 

I Although the Trustee objected to four exempted accounts, only the inherited account 
is still in controversy and Trustee has withdrawn her objections to the other three. 
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1 

2 

3 

.Il1 FACTS AND PROCEDURE 

Richard and Kay Thiem (the "debtors") filed a voluntary chapter 7 petition on June 19, 

4 2010. Mr. Thiem receives social security disability income while Mrs. Thiem is employed by the 

5 Tucson Medical Center. 

6 In 2005, Mrs. Thiem's mother died, leaving her traditional IRA2 to the debtor and the 

7 debtor's sister, who were the beneficiaries. Within 60 days of her mother's death, $10,723.24 from 

8 the mother's IRA, representing both sisters' interests, was transfelTed into an lIinherited ll IRA entitled 

9 "Kay A, Thiem Wells Fargo #xxx6594, Marjorie Ann Dymock DECD." Mrs. Thiem paid to her 

I 0 sister the sister's share of the money using the debtor's personal funds, while maintaining the original 

11 balance of funds in the IRA. 

12 Between 2005 and the petition date, Mrs. Thiem took out only the required 

13 distributions from the inherited IRA, leaving a balance of$l 0,032.57 as ofthe petition date. Upon 

14 filing banktuptcy, the debtors claimed an exemption in the inherited IRA in the amount of 

15 $10,032.57 pursuant to Bankruptcy Code § 522(b)(3) 3 and the Arizona exemption for a retirement 

16 plan, ARIZ. REV. STAT. ("ARS") § 33-1126(B). 

17 The chapter 7 trustee timely objected to the claimed exemption, citing case law which 

18 construed federal exemption statutes. The debtors responded, also citing case law which interpreted 

19 federal law. Following a hearing, and while the matter was under submission, the debtors filed an 

20 amended exemption claim under § 522(b)(3), pursuant to ARS §§ 33-1126(B) and 33-1126(A)(I). 

21 The trustee then filed an amended objection, to which the debtors responded. 

22 There is no dispute that the mother's IRA qualified as an exempt IRA. The trustee 

23 objects, however, to the debtors' assertion that the funds in the inherited IRA retained their exempt 

24 status, or are exempt under either state or federal law. The trustee also asserts that the debtors are 

25 

26 2 A "traditional" IRA is any IRA that is not a Roth IRA or a Simple IRA. See IRS 
Publication 590 ("IRS Pub."), p. 7.1. 

27 
3 This statute is Title 11 of the United States Code. On Schedule C, the debtors must 

28 either check box § 522(b)(2) (federal bankruptcy exemptions) or § 522(b)(3) (state or federal 
exemptions other than those unaer § 522(d». 

2 
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I only entitled to a $5,361.62 exemption, if any, reflecting the original amount of Mrs. Thiem's half 

2 of the inherited funds. 

3 

4 

5 

6 

7 

8 

9 

10 

II 

12 

1. 

2. 

IV, ISSUES 

Whether the debtors can claim an exemption in the inherited IRA under 

either ARS § 33-1126(B) or § 522(b)(3)(C), or both. 

Alternatively, whether the IRA is exempt under ARS § 33-1126(A)(I) 

as money received by a child lIupon the life" of a deceased parent. 

V. DISCUSSION 

13 Upon the filing of a bankruptcy petition, an estate is created consisting of all of the 

14 legal or equitable interests of the debtor in property as of the commencement of the case "wherever 

IS located and by whomever held." II U.S.C. § 541(a)(I); In reKonnoff, 356 B.R. 201, 204 (9th Cir. 

16 BAP 2006); In re Pettit, 217 F.3d 1072, 1077 (9th Cir. 2000). Certain property that is initially 

17 included in the bankruptcy estate may be removed therefrom through the exemption process. 11 

18 U.S.C. § 522. 

19 A claimed exemption is presumptively valid. unless a party in interest objects and that 

20 objector satisfies its burden that the exemption is improperly claimed. See lore Nicholson, 435 B.R. 

21 622,620 (9th Cir. BAP 2010); 11 U.S.C. § 522(1); Fed. R. Bankr. P. 4003(c).' 

22 

23 4 There may be an unresolved issue regarding the burden of proof in exemptions 
claimed under state law, which was not briefed by the parties. In Raleigh v. Ill. Del?,t of Revenue, 

24 530 U.S. IS, 120 S.C!. 1951, 147 L.Ed.2d 13 (2000), the Supreme Court held that in determining 
the validity of a proof of claim, specifically pursuant to state tax law, the bankruptcy court must 

25 apply the state's burden of proof rule because the burden of proof is a substantive aspect of the 
claim. Id., 530 U.S. at 20-21. It also noted, however, that Bankruptcy Rule 3001(1), which governs 

26 proofs of claims, "does not address the burden of proof when a trustee disputes a claim. II l!!.. at 22 
n.2. 

27 

28 
The issue comes to light when comparing Judge Klein's concurrence in In re Davis, 

323 B.R. 732 (9th Cir. BAP 2005) (opining that the burden of proof may also be different for an 
objection to a claim of exemption based on a non-federal ground), with dictum in Nicholson, 435 

3 
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I Arizona has opted out of the federal exemption scheme provided in § 522(d). See 

2 ARS § 33-1 133(B). Debtors in Arizona are only permitted the use of federal non-bankruptcy 

3 exemptions and the Arizona exemptions. Hon. W. H. Brown, L. Ahern and N. Fraas MacLean, 

4 Bankruptcy ExemPiion Manual, § 3.01, p. 76 (2006). 

5 

6 

7 

8 

A. The available exemption statutes for an IRA 

There is one relevant exception to the opt-out rule. In enacting BAPCPA,s Congress 

9 created a new class of exemptions for certain retirement funds regardless of whether the state of 

10 domicile has opted out of the federal scheme for other property' Of this class, § 522(b)(3)© is 

11 applicable in opt-out states and § 522(d)(12) applies in the federal exemption scheme. Id., § 2.17, 

12 p.60-61. The two provisions are identical and provide an exemption for: 

13 

14 

15 

16 

retirement funds to the extent that those funds are in a fund or account that is 
exempt from taxation under section 401, 403, 408, 408A, 414, 457, or 501(a) 
of the Internal Revenue Code of 1986. 

B.R. at 633 (citing to Raleigh and stating that [b]ecause Congress has regulated the allowance of 
17 exemptions in bankruptcy, the Code and Rules may alter burdens of proof relating to exemptions, 

even If those burdens are part of the' substantive' rIght under state law. "). 
18 

Here, neither party has addressed the burden of proof under these Arizona statutes, 
19 nor could the court find any definitive case law. For purposes of this decision, and in the absence 

of clarification from the appellate courts, this court will preswne that the Supreme Court in Raleigh 
20 did not affect the ultimate burden of proof allocation upon the trustee under Rule 4003(c). 

Furthermore
j 

based on the undisputed facts, and the court having found that the validity of the 
21 exemption c aim was umebutted, the court is able to resolve this matter oflaw without having to 

decide this issue. See In re Greenfield, 289 B.R. 146, 149 (Bankr. S.D. Cal. 2003). 
22 

23 

24 

5 BAPCP A stands for the Bankruptcy Abuse Prevention and Consumer Protection Act 
of 2005, Public Law 109-8, 119 Stat. 23. The amendments apply to cases filed on or after 
October 17, 2005. BAPCPA § 1501. 

6 Congress thus exercised its rower to preempt state-court exemptions. See 4 COLLIER 
ON BANKRUPTCY 11 522.10[91 (the debtors right to exempt retirement funds under § 522(b)(3)(C) 
"should prevail over any conflicting state exemption laws "). The new provisions are in addition to 

26 the federal exemption under § 522(d)(IO)(E) which exempts "certain benefits that are akin to future 
earnings ofthe debtor," HR Rep. No. 595, 95th Cong., 1st Sess. 361-62 (1977) (emphasis added), 

27 includmg the debtor's "right to receive. .. a payment under a ... pension ... or similar plan or 
contract on account of illness, disability, death, age, or length of service, to the extent reasonably 

28 necessary for the support of the debtor and any dependent of the debtor . .. " 11 U.S.C. 
§ 522(d)(IO)(E) (empliasis added). 

25 

4 
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1 "Now, even if some states may not allow retirement plans to be exempted from the 

2 reach of creditors, Congress has made this exemption available to all debtors by placing the 

3 language in section 522(b )(3)© to eliminate the opt-out." Id. at 62. This new category of exemption 

4 rights "may be exercised by the debtor even if the debtor's state has opted out of the federal 

5 exemption scheme." 4 COLLIER ON BANKRUPTCY ~ 522.10[9] at 522-90 (16th ed. 2010); In re 

6 Patrick, 411 B.R. 659, 663-64 (Bankr. C.D. Cal. 2008) (a § 522(b)(3)© election can be used in opt-

7 out states such as California). 

8 Congress' intent was "to expand the protection for tax-favored retirement plans or 

9 arrangements that may not be already protected under [§]541 (c )(2) pursuantto Patterson v. Shumate 

10 ... or other state or Federal Law." HRRep. No. 31, 109th Cong., 1st Sess. 224 (2005). In addition, 

11 such retirement fund may be claimed exempt even if it is only in "substantial compliance with" 

12 applicable requirements ofthe IRe, or ifnot, if the debtor can claim that he or she is not materially 

13 responsible for such failure of comp1iance.I!!..; 11 U.S.C. § 522(b)(4)(A)-(B). 

14 The debtor's exemption rights under § 522(b)(3)(C) also apply to certain direct 

15 (trustee-ta-trustee) transfers, providing that funds so transferred "shall not cease to qualify for 

16 exemption under paragraph (3)( c) or subsection (d)( 12) by reason of such directtransfer." 11 U.S.C. 

17 § 522(b)(4)(C). In addition, the exemption rights continue to apply "to any distribution that 

18 qualifies as an eligible rollover distribution within the meaning of section 402(c) of the Internal 

19 Revenue Code, or an amount that is a distribution from a fund or account exempt from taxation 

20 under section . .. 408 ... of the Internal Revenue Code, and is deposited to the extent allowed in 

21 such a fund or account not later than 60 days after the distribution of such amount." 4 COLLIER ON 

22 BANKRUPTCY, supra ~ 522.10[9] at 522-91; 11 U.S.C. § 522(b)(4)(D). 

23 In this case, both parties have also supported their arguments for and against 

24 exemption with the new federal exemption law. Therefore, the court deems the exemptions as also 

25 

26 

27 

28 

5 
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1 claimed under § 522(b)(3)(C), including the provisions of § 522(b)(4), and this court may compare 

2 those statutes and look to case law which construes them,1 

3 Under either federal or state law, exemptions are to he liberally construed in favor of 

4 the debtor who claims the exemption. In re Arrol, 170 FJd 934, 937 (9th Cir. 1999); Gardenhire 

5 v. Glasser, 26 Ariz. 503, 503, 226 P. 911, 912 (1924); In re Herrscher, 121 Ariz. 29, 31 (Bankr. D. 

6 Ariz. 1989) (citing ARS § 1-211(8) ("Statutes shall be liberally constlUed to effect their objects and 

7 promote justice. ")), The exemption laws in Arizona "were not created merely for the purpose of 

8 conferring a privilege on a debtor, hut to shelter the family and thereby benefit the state." In re 

9 Hummel, _ B.R~, _, 2010 WL 5076421 at '5 (9th Cir. BAP Nov. 19, 20 1 O)(quotingIn re 

10 Foreacre, 358 B.R. 384,390 (Bankr. D. Ariz. 2006)). The statutory language may not be reduced 

11 or enlarged nor "tortured" in order to grant an exemption that the respective legislature did not 

12 intend to create. See iQ.; In re DeHaan, 275 B.R. 375 (Bankr. D. Idaho 2002). 

13 In interpreting a statute, the plain language of a statute is determinative under federal 

14 law. Patterson v. Shumate, 504 U.S. 753, 757, 112 S.Ct. 2242, 2246, 119 L.Ed.2d 519 (1992). 

15 Likewise, the Arizona courts have instructed how to interpret their statutes: 

16 

17 

18 

19 

When interpreting a statute, we must first look to its language, the Itbest and 
most reliabfe index" of its meaning. Unless the legislaturec1early expresses an 
intent to give a term a special meaning, we give the words used in statutes their 
plain and ordinary meaning. In determining the ordinary meaning of a word, 
we may refer to an established and widely used dictionary. 

20 State v. Mahaney, 193 Ariz. 566, 568, 975 P.2d 156, 158 (Ct. App. 1999) (citations omitted). 

21 The debtors claimed an exemption under ARS. § 33-1126(B), which provides, in 

22 pertinent part: 

23 

24 

25 

26 

27 

28 

B. Any money or other assets payable to a participant in or beneficiary of, 
or any interest of any participant or beneficiary in, a retirement plan 
under § 401(a), 403(a), 403(b), 408, 408A or 409 or a deferred 
compensation plan under § 457 of the United States internal revenue 

1 The court sees no reason to require the debtors to formally amend Schedule C to recite 
§ 522(b)(3)(C) as a basis for the exemption, since they already checked the § 522(b)(3) box, and 
Invoking § 522(b)(3)(C) would have no impact on the extent to which other property is claimed as 
exempt. See In re Gill, 2007 WL 2990564 at '2 (Bankr. D. Dist. Col. Oct. 11,2007). 

6 
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I 

2 

code [sicl of 1986, as amended ... shall be exempt from any and all 
claims of creditors of the beneficiary or participant. 

3 ARS § 33-1126(B) (2010 Thomas Reuters) (footnote omitted). 

4 This statute is similar to § 522(b)(3)(C) and § 522(d)(l2). The meaning ofa state 

5 exemption is controlled by the applicable state law, and a bankruptcy court is bound by the state's 

6 construction ofits statute. In re Palidora, 310 B.R. 164, 165-66 & n.4 (Bankr. D. Ariz. 2004) (citing 

7 In re Goldman, 70 F.3d 1028, 1029 (9th Cir. 1995». Neither case law nor the legislative history 

8 reveal any useful information pertaining to the application of this statute to an inherited IRA. 

9 

10 

11 

12 

B. Section 408 of the Internal Revenue Code 

The federal and state statutes recognize an exemption for an IRA that is provided for 

I3 under the Internal Revenue Code, 26 U.S.C. § 408 ("IRC § 408"), which section governs the 

14 creation, operation, and taxability ofIRAs. See In re MelTill, 431 B.R. 239, 243 (Bankr. D. Idaho 

15 2009) (citing In re McClelland, 2008 WL 89901 (Bankr. D. Idaho 2008»; 133 A.L.R. FED. 1,68 

16 (2010 Thompson Reuters), An IRA is defined as lIa trust created or organized in the United States 

17 for the exclusive benefit cfan individual or his beneficiaries," provided that the trust meets the 

18 requirements of that statute.s IRC § 408(a). Generally, any IRA is exempt from taxation under 

19 section408. IRC § 408(e); 14 COLLIERONBANKRUPTCY~lntro.05[21[bl (15thed. rev. 2010)("The 

20 2005 amendments to the Code provide the debtors will be pennitted to exempt all funds in any 

21 account exempt from taxation under sections 401, 403, 408, 408A, 414, 457 and 501(a) of the 

22 Internal Revenue Code."). 

23 There is no dispute that the mother's IRA qualified as an exempt IRA under either 

24 federal law or the Arizona statute. See Rousey y. Jacoway. 544 U.S. 320, 125 S.C!. 1561, 161 

25 L.Ed.2d 563 (2005); In re Bharucha, 115 B.R. 671 (Bankr. D. Ariz. 1990); In re HelTscher, 121 

26 

27 
8 These requirements are such things as the amount of allowable arulUal contribution, 

28 prohibition on commingling or investment in life insurance contracts, that the trustee be a bank, etc. 
See IRC § 408(a)(I)-(6). 

7 
Case 4:10-bk-19279-JMM Doc49 Filed 01/19/11 Entered 01/20/1107:42:14 Desc 

Main Document Page 7 of 21 000201  Bankruptcy



I B.R. 29 (Bankr. D. Ariz. 1989). The question is whether Arizona andlor federal law would also 

2 recognize and extend an exemption for the inherited IRA. The court believes this question is 

3 answered by the requirements ofIRe § 408, because the IRe creates an inherited IRA and treats the 

4 inherited IRA as tax deferred and subject to distribution rules. 

5 Upon the death of an IRA owner, IRe § 408 provides for an "inherited" IRA: 

6 

7 

8 

9 

10 

11 

(ii) Inherited individual retirement account or annuity.- An individual 
retirement account or individual retirement annuity shall be treated as inherited 
if--

(I) 

(II) 

the individual for whose benefit the account or annuity is 
maintained acquired such account by reason of a deatn of 
another individual, and 

such individual was not the surviving spouse of such 
other individual. 

12 In order to maintain tax-exempt status, an inherited IRA must meet the following 

13 criteria: 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

Inherited from someone other than spouse. If you inherit a traditional IRA 
from anyone other than your deceased spouse, you cannot treat the inherited 
IRA as your own. This means that you cannot make any contributions to the 
IRA. It also means you cannot roll over any amounts into or out of the 
inherited IRA, However, you can make a trustee-to-trustee transfer as long as 
the IRA into which amounts are being moved is set up and maintained in the 
name of the deceased IRA owner for the benefit of you as beneficiary. 

IRS Pub. 590, p. 20 (2010). 

The beneficiaty is required to begin taking withdrawals--either annual distributions 

based on life expectancy within one year or the entire amount within five years--regardless of the 

beneficiary's age. See id. at 35; IRe § 408(a)(6); § 401(a); Treas. Reg., 26 C.F.R. § 1.408-2(b)(7), 

§ 1.401(a)(9)-3. Unlike an original IRA, early withdrawals from an inherited IRA carry no penalty. 

IRS Pub. 590, p. 51, 64-65. Upon receipt, distributions to the beneficiary are taxable as ordinary 

25 income. 26 U.S.C. § 408(d)(I). 

26 An inherited IRA may be transferred tax free in a direct trustee-to-trustee transfer. IRS 

27 Pub. 590, p. 20. "A taxpayer is not treated as having received a taxable distribution from an IRA 

28 if funds in the IRA are transferred from one account trustee directly to another account trustee 

8 
Case 4:10-bk-19279-JMM Doc49 Filed 01/19/11 Entered 01/20/1107:42:14 Desc 

Main Document Page 8 of 21 000202  Bankruptcy



1 without the IRA owner or beneficiary ever gaining control or use of the funds." Jankelovits v. 

2 C.I.R" T.C. Memo. 2008-285, 2008 WL 5330811 (U.S. Tax Ct. 2008). "In the absence of payment 

3 or distribution, the transfer would not be a rollover contribution described in section 408(d)(3)(A) 

4 because such funds are not within the direct control and use of the participant. This conclusion 

5 would apply whether the bank trustee initiates or the IRA participant directs the transfer of funds. tI 

6 Rev. Rul. 78-406, 1978 WL 42152 (IRS RRU 1978). See also IRC § 402(c)(11), providing that a 

7 trustee-to-trustee transfer of a distribution from an employees' pension plan to an inherited IRA shall 

8 be treated as an eligible rollover distribution that is excluded from the distributee's taxable gross 

9 Income. 

10 Here, the debtors' counsel, at the November 4th hearing, maintained that there was a 

11 "trustee-to-trustee" transfer to the current IRA. See Minute Entry, ECF No. 41. While counsel's 

12 argument is not evidence, clearly, the new IRA is in the mother's name as well as the debtor-

13 beneficiary's name. In addition, the balance of funds has only been slightly reduced, presumably 

14 by the required minimum distributions. The debtors maintained that, other than the initial transfer, 

15 they have not rolled over any amount from the account. The facts also reflect that they have not 

16 made any monetary contributions to augment the original funds (setting aside for the moment the 

17 trustee's legal argument on that point, which is considered and rejected below). Thus, the 

18 undisputed facts are consistent with a determination that Mrs. Thiem's IRA is an inherited IRA that 

19 was a direct transfer in compliance with the IRe.9 

20 

21 

22 

23 

24 

25 

26 

27 

28 

9 Prior to explaining that a trustee-to-trustee transfer had actually taken place, the 
debtors had alleged that tfie funds were "rolled" into the new account within 60 days ofthe mother's 
death. See Debtors' Mem. in Opp. 2, ECF No. 28. An inherited IRA cannot be rolled over or 
allowed to receive a rollover contribution. IRS Pub. 590, p. 24. Assuming, arguendo, that a cash 
distribution was "rolled" over, IRC § 408(d)(3)(A)(I) proVIdes that rollovers are not included in the 
gross income of the individual for whose benefit the account is maintained if the entire amount 
received is paid into another IRA for the benefit of such individual not later than 60 days after 
receipt oftlie payment or distribution. See also § 522(b)(3)(C) and § 522(b)(4)(D) (exempting 
rollovers). Arguably, this section applies only where the ongmal owner rolls over the money. See 
26 C.F.R. § 1.408-1(<)(3) (distingUIshing "individual on whose behalf an individual retirement 
account is established' from that same "individua1's beneficiary"). Nonetheless, the court does not 
find that a rollover took place, here, and therefore does not need to reach a rollover contribution 
Issue. 

9 
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1 The trustee has not submitted any evidence to raise an issue concerning the 

2 aforementioned facts. For example. the trustee does not dispute that a direct transfer from the 

3 mother's IRA to the inherited IRA Decuned. even while the trustee analogizes that the funds in the 

4 inherited IRA are equivalent to a "cash inheritance," See Trustee's Reply 2, ECF No. 39. The 

5 gravamen of the trustee's argument is that an inherited IRA is neither an exempt "retirement plan" 

6 under the Arizona statute nor exempt IIretirement funds" under the federal statutes. 

7 

8 

9 

C. Case law - Two Camps 

lOIn the absence of any Arizona law on point. the trustee cites a series of cases from 

11 other jurisdictions which held that inherited lRAs are not exempt, while the debtors find support in 

12 contrary opinions. None ofthe statutes at issue in these cases specifically addressed inherited IRAs. 

13 Nor were the state statutes, ifany, that were construed in these cases identical to ARS § 33-1126(B). 

14 None expressly provided an exemption for a plan IIbeneficialY," as does the Arizona law, although 

15 most provided an exemption for a person's "interest in" or "rights to" such a plan/fund, or words to 

16 that effect. All ofthe state statutes at issue provided an exemption for an IRA that qualified for tax 

17 exemption under IRe § 408, such that the Internal Revenue Service treatment of the IRA was the 

18 determining factor as to whether or not the funds in the IRA were exempt. Clearly, "[a] number of 

19 courts have wrestled mightily with the language of the IRS Code and its interplay with various state 

20 exemption statutes." In re Tabor, 433 B.R. 469, 474 (Bankr. M.D. Pa. 2010). This court finds the 

21 case law in SUppOlt of an exemption for an inherited IRA to be more convincing, starting with the 

22 reasoning ofrn re McClelland, 2008 WL 89901 (Bankr. D. Idaho 2008). 

23 In McClelland, the Idaho statute provided an exemption for l1[t]he right of a person 

24 to a pension, annuity, or retirement allowance or disability allowance, or death benefits, or any 

25 optional benefit, or any other right accrued or accming to any citizen of the state ofIdaho under any 

26 employee benefit plan. " An "employee benefit plan" included an IRA described in IRC § 408. Idaho 

27 Code § 11-604A. The debtor, in McClelland, was the sole beneficiary of her aunt's IRA and 

28 established an inherited IRA which she claimed as exempt under Idaho law. McClelland, 2008 WL 

10 
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I 8990 I at '2. The bankruptcy court allowed the exemption, noting thatthe Idaho legislature "painted 

2 with a broad brush" and "chose not to limit the scope of protection to retirement account owners 

3 only." Id. at *3-4. It further stated: U[TJo benefit from this exemption statute, a person need not 

4 actually earn the funds deposited in the retirement account or plan. All retirement income to which 

5 a person 'may become entitled' is exempt. II Id. at *4. 

6 Similarly, the Arizona statute does not limit the exemption to the person who 

7 contributed the funds, i.e., the owner or plan participant, but also entitles the beneficiary to receive 

8 the protection. In McClelland, the court had to interpret the broad language ofthe Idaho statute to 

9 extend to a beneficiary, whereas the Arizona statute expressly includes the beneficiary. 

10 The trustee attempts to distinguish IIretirement plan, II as provided in the Arizona 

11 statute, from "retirement funds," as provided in § 522(b)(3)(C), therefore implying a required 

12 retirement purpose in ARS § 33-1126(B). The debtors, on the other hand, contend that the plain 

13 language of § 33-1126(B) does not require the beneficiary to use the plan funds for his or her own 

14 retirement purposes. \0 

15 The trustee raises valid policy concerns conceming inherited IRAs that, simply, could 

16 be cashed out. Nonetheless, the plain language of ARS § 3 3-1 I 26(B) protects "any money or other 

17 assets payable to a participant in or beneficiary of, or any interest of any participant or beneficiary 

18 in, a retirement plan under § .. . 408 ... from any and all claims of creditors of the beneficiary or 

19 participant.1t Id. (emphasis added). Therefore, under Arizona law, an inherited IRA is precisely the 

20 money payable to, or a beneficiary's interest in, a retirement plan that is exempt from process. Any 

21 distinction is lost. 

22 The trustee urges the court to adopt the reasoning onn re Lacefield, case no. 2:03-bk-

23 22470-CGC , an unpublished decision entered on July 20, 2004. In that case, the debtor inherited, 

24 upon her mother's death, the $483.62 a month her mother was receiving in retirement funds from 

25 

26 

27 

28 

10 In any event, the debtors maintain that Mrs. Thiem is using the money for retirement 
purposes because she takes only the required distributions and is reinvesting the distributions into 
another retirement vehicle. With regard to the debtors' assertion that the IRA is being used for Mrs. 
Thiem's retirement purposes, there IS little to no evidence of this before the court. Therefore, the 
couti will not address that part of the argument, nor does it need to in order to resolve this matter. 

II 
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1 

2 

3 

4 

5 

6 

7 

8 

the Indiana State Teacher's Retirement Fund. When the debtor filed for bankruptcy, she claimed 

an exemption for the payments under ARS § 33-1126(B) [formerly designated as subsection (C)]. 

which provided an exemption for "[a]ny money or other assets payable to a participant in or 

beneficiary of, or any interest of any palticipant or beneficiary in, a [qualified] retirement plan. 11 

The court rejected the claim, stating, without further analysis: 

The key distinction here is that it was Debtor's mother's retirement fund and 
not Debtor's retirement fund. Debtor was not a participant in or a beneficiary 
of the retirement plan. Her mother was. Debtor receives these funds only as 
a result of her mother's death and solely as an inheritance. 

9 Id.at3. 

10 The facts in Lacefield are distinguishable from the instant case. Mrs. Thiem is clearly 

11 a named beneficiary of her mother's IRA. IRS Pub. 590 states: U[iJfyou inherit a traditional IRA, 

12 you are called a beneficiary. A beneficiary can be any person or entity the owner chooses to receive 

13 the benefits of the IRA after he or she dies." Id. at 18. See also IRC § 401(a)(9)(E) (defining 

14 "designated beneficiary" as "any individual designated as a beneficiary by the employee"); Treas. 

15 Reg., 26C.F.R. § 1.408-2(b)(8). Under the Arizona statute, a "beneficiary" may claim an exemption 

16 in the funds payable to her from, or her beneficial interest in, another person's retirement plan that 

17 meets the requirements ofIRC § 408. 

18 The Lacefield decision was rendered prior to BAPCPA's amendments, which were 

19 enacted to ensure that debtors may exempt, under either federal or state exemptions, retirement 

20 funds to the extent that those funds are in a fund or account that is exempt from taxation under the 

21 enumerated sections of the IRe. Tax exemption extends to funds that are in an inherited IRA, as 

22 discussed above. Therefore, the holding of Lacefield is not helpful on this issue. 

23 This court also agrees with the Tabor opinion. There, the debtor claimed an 

24 exemption for an inherited IRA account under Pennsylvania law and 11 U.s .C. § 522(b )(3)(C). The 

25 Pennsylvania statute provided an exemption for 

26 

27 

28 

ra]ny retirement or annuity fund provided for under section ... ,4081 , •• of 
the Internal Revenue Code of 1986 ... , the appreciation theron, the lUcome 
therefrom, the benefits or annuity payable thereunder and transfers and 
rollovers between such funds. 

12 
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llh at 472. 

2 Unable to locate any state court decision on the issue of whether inherited IRAs are 

3 exempt from process under the Pennsylvania law, the court held that it need not make a 

4 determination under state law and, instead, determined that the inherited IRA was exempt under 

5 § 522(b)(3)(C). llh at474. Noting that Congress in enacting BAPCPA had expanded the exemption 

6 status for retirement plans that are established under provisions of the IRS Code, the bankruptcy 

7 court concluded that the increased protection for such retirement funds extended to inherited IRAs 

8 (trustee-to-trustee transfers), pursuant to the plain and unambiguous language of § 522(b)( 4)(C) . 

9 There are only two requirements for an IRA to be exempt under § 522(b)(3) or the 

10 corresponding federal statute, § 522(d)(12), according to the Tabor COUlt: "(1) the amount the debtor 

11 seeks to exempt must be retirement funds; and (2) the retirement funds must be in an account that 

12 is exemptfrorn taxation under one of the provisions of the Internal Revenue Code set forth therein." 

13 Id. at 475 (quoting In re Nessa, 426 B.R. 312, 314 (8th Cir. BAP 2010) (§ 522(d)(12)). Both 

14 requirements were met, even though the retirement funds belonged originally to the debtor1s 

15 deceased mother, the court concluded. Tabor, 433 B.R. at 476. 

16 This court also looks to In re Kuchta, 434 B.R. 837 (Bankr. N.D. Ohio 2010). Ohio 

17 is an opt-out state and, therefore, the debtor was allowed to claim an exemption in an inherited IRA, 

18 which was created by a trustee-to-trustee transfer, under both Ohio law and § 522(b)(3)(C). Id. at 

19 842. 

20 The bankruptcy coUIt found that the inherited IRA could not be exempt under state 

21 law because the statute expressly required that the debtor must have made the contributions to the 

22 IRA. Id. at 842-43. Nevertheless, the coUIt concluded that the inherited IRA was exempt under 

23 § 522(b)(3)(C) as retirement funds exempt from taxation under IRC § 408. llh at 844. 

24 The line of cases that deny exemptions in inherited IRAs commonly conclude that 

25 inherited IRAs are (1) fundamentally different from a traditional IRA under the IRC and (2) lack 

26 a retirement purpose. These courts determined that an inherited IRA is (1) subject to an entirely 

27 different set of rules upon the use, distribution and taxation of the funds, and (2) no longer for used 

28 for retirement purposes but is "a liquid asset which may be accessed by [the debtor] at his discretion 

13 
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1 without penalty. and which he must take as income within a relatively short period of time without 

2 regard for his retirement needs." In re Sims, 241 B.R. 467, 470 (BanIa'. N.D. Okla. 1999) 

3 (Oklahoma law) ; see also In re Chilton, 426 B.R. 612 (Bankr. E.D. Tex. 2010) (§ 522(d) (12)); In 

4 re Ard, 435 B.R. 719 (Bankr. M.D. Fla. 2010) (Florida law and citing case law for § 522(d)(I2), 

5 and citing Robertson v. Deeb, 16 So. 3d 936 (Ct. App. 2 Dist. 2009) (non-spousal inherited IRA 

6 not exempt from garnishment); In re Klipsch, 435 B.R. 586 (BanIa'. S.D. Ind. 2010) (Indiana law); 

7 In re Jarboe, 365 B.R. 717 (Bankr. S.D. Tex. 2007) (Texas law); In re Taylor, 2006 WL 1275400, 

8 at *2 (Bankr. C.D. III. 2006) (Illinois law); In re Navarre, 332 B.R. 24 (Bankr. MD. Ala. 2004) 

9 (Alabama law). 

10 This COUlt respectfully disagrees with these courts. Even though inherited IRAs are 

11 treated differently under the IRe, they are still protected from taxation for a time period that is 

12 provided under the IRe. In fact, the Internal Revenue Code and Regulations ensure that the original 

13 retirement funds will be protected and remain unchanged in character, e.g., by prohibiting 

14 contributions and rollovers to the new account. Therefore, it is not accurate to state that inherited 

15 lRAs do not meet the requirements for an IRA under § 408. Both ordinary and inherited IRAs are 

16 exempt from taxation, and that is all that is required by ARS § 33-1126(B) and 11 U.S.C. § 522. 

17 See Tabor, 433 B.R. at 469; see generally A. J. Golden, "Retirement Benefits and Creditor's 

18 Rights," SS007 ALI-ABA 289, 303 (2010). 

19 Nor did any of the above cases analyze § 522(b)(3)(C) or § 522(b)(4)(C). The plain 

20 language of § 522(b)(4)(C) provides that transfers of the type that create an inherited IRA do not 

21 cause a loss of exemption eligibility. In Chilton, the debtors alternatively asselted that the transfer 

22 of funds from the deceased account to the debtor's account was a trustee-to-trustee transfer protected 

23 by § 522(b)(4)(C). The bankruptcy cOUltdid not address this poignant argument. Chilton, 426 B.R. 

24 at 621-22; see also Nessa, 426 B.R. at 315 n.3. 

25 Secondly, another argument commonly made by these coulis against allowing an 

26 exemption for an inherited IRA is a determination that the retirement funds must be the debtor's own 

27 retirement funds. See,~, Chilton, 426 B.R. at 617. 

28 

14 
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1 The debtors cite to~. There, the Eighth Circuit Bankruptcy Appellate Panel 

2 concluded that such a requirement would tlimpermissibly limit the statute beyond its plain 

3 language." Nessa, 426 B.R. at 314. While the Chilton court warned that allowing the exemption 

4 would mean writing "retirement" out of "retirement funds," the Nessa court countered that 

5 disallowing the exemption would be writing in the" debtor's retirement funds" where the statute only 

6 says "retirement funds." See Chilton, 426 B.R. at 617; Nessa, 426 B.R. at 314. 

7 This court agrees with Nessa and Tabor that neither § 522(b)(3)(C) nor § 522(d)(12) 

8 require the retirement funds to be those originally created by the debtor-beneficiary. Until Congress 

9 sees fit to amend or clarify this exemption, this court holds that an inherited IRA that complies with 

10 the IRe is, in name and substance, an account that meets the requirements of the Arizona and federal 

11 retirement exemption statutes at issue here. 

12 Courts that have followed the reasoning of Nessa include Tabor. Kuchta and In re 

13 Weilhammer, 2010 WL 3431465 (Bankr. S.D. CaL Aug. 30, 2010). As mentioned above, 

14 McClelland. a decision which predated Nessa. held that Idaho law did not limit its exemption to only 

15 those funds held by the person who contributed them to the account, and upheld the exemption in 

16 an inherited IRA. Therefore, this COUlt does not perceive a "trend" to deny such exemptions at this 

17 time. See Jarboe, 365 B.R. at 721. 

18 The trustee has raised several additional objections to the exemption, which will be 

19 dealt with as follows, in no particular order. 

20 

21 Objection 1: Only monies that are "payable" are exempt under ARS § 33-1126(8) 

22 

23 Section 33-1126(B) protects money that is Itpayablelt to the beneficiary. The trustee 

24 contends that the debtor was already paid the monies out of her mother's IRA in 2005, and then 

25 merely "placedlt the money into another IRA. Trustee's Reply 2, ECF No. 39. Therefore, the trustee 

26 contends that the facts do not fall within the exemption. 

27 As stated above, the undisputed facts and law are consistent with an inherited IRA 

28 under the Internal Revenue Code. The new IRA retains the mother's name and is not designated 

15 
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1 solely as Mrs. Thiem's account. Moreover, the funds in an inherited IRA may not be rolled over. 

2 IRC § 408 (d)(3)(C). The inherited IRA may be tran,fen-ed into a traditional IRA for the benefit 

3 of the beneficiary by a direct trustee-to-trustee transfer. Such a transfer is considered neither a 

4 "rollover" nor a "distribution. " ~ IRS Pub. 590, p. 20. In fact, the direct transfer maintains the 

5 tax exempt nature of the funds in the new account. See id. C'Like the original owner, you generally 

6 will not owe tax on the assets in the IRA until you receive distributions from it. "); IRe § 408( e); 11 

7 U.S.c. § 522(b)(4)(C). 

8 There is a presumption that Mrs. Thiem's IRA complies with the requirements of the 

9 IRC for a direct transfer of the inherited IRA, and the trustee has not rebutted that presumption with 

10 any evidence that it is not in compliance. See § 522(b)(4). 

II As such, the trustee's objection is not persuasive in light of the specific means 

12 provided by the IRe to protect the tax-exempt nature of the funds in an inherited IRA. Therefore, 

13 the court finds that the retirement funds in the inherited IRA are still "payable" to Mrs. Thiem. 

14 

15 Objection 2: An inherited IRA receives its exempt status from IRe § 402(c)(11) 

16 

17 The trustee contends that the inherited IRA's exemption is created under IRC 

18 § 402(c)(II). Since that section is not listed inARS § 33-1126(B) (designating §§ 401(a), 403(a), 

19 403(b), 408, 408A or 409), the trustee asserts that an inherited IRA is not exempt. 

20 Section 402 governs the "[t]axibility of beneficiary of employees' trust." An 

21 employees' trust is described in IRC § 401(a). See IRC § 402(a). Section 402(c)(lI) allows the 

22 beneficiary of an employee trust to move the inherited funds into an IRA account for his or her 

23 benefit via a trustee-to-trustee transfer without paying taxes on the distribution, by treating the 

24 transfer as an eligible rollover distribution and as an inherited IRA. I.R.C. § 402(c)(lI)(A). 

25 This type of analysis was also made by the Texas bankruptcy court in Chilton, 426 

26 B.R. 612 (Bankr. E.D. Tex. 2010). The bankruptcy court first distinguished the tax treatment of 

27 retirement accounts versus the tax treatment of distributions. It held that an inherited IRA is merely 

28 "a vehicle for receiving distribution from a tax exempt account . . .. " Id. at 621. The court then 

16 
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1 concluded that the inherited IRA's tax exempt status was created under IRC § 402(c)(II) and did 

2 not fall under the IRA account exemption of § 408(e)(I), l.!h 

3 Such an analysis is not in accord with the legislative history of this section, which, 

4 ironically, was described in depth in the prior Texas case of Jarboe. There, the court discussed the 

5 amendment adding subsection (c)(l1) to § 402 by the Pension Protection Act ("PPA) in order to 

6 expand the types of retirement plans that may create an inherited IRA : 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

Whereas previously only the transfer of a decedent's IRA could create an 
inherited IRA, now a trustee-ta-trustee transfer of several types of retirement 
plans (Le" not j'ust IRAs but also employer-sponsored plans such as 403(a) 
plans, 403(b) pans, and 457(b) plans) may create inherited IRAs, 

[T]he PP A does nothing to change the tax treatment of inherited !RAs; rather 
It only levels the playing field for more kinds of non-spouse beneficiaries, 
eliminating the somewhat harsh tax treatment afnon-spouse beneficiaries of 
employer-sponsored retirement plans. (Prior to the passage of the PPA, non­
spouse beneficiaries of employer-sponsored retirement plans tyrically had to 
take distribution either in a lump sum or within five years . ... 

Jarboe, 365 B,R. 717, 724 n, 1 0; see also Pub, L. No, 109-280, 120 Stat. 780 (2006), section 829, 

Legal authors have commented that Chilton engaged "in a very complex statutory 

analysis . .. [s ]omething for which bankruptcy court judges are ill-equipped for statutes other than 

the Bankruptcy Code," See A, 1. Golden, supra, Retirement Benefits and Creditor's Rights, SS007 

ALI-ABA at 305, The authors then state: "In fact § 402(c)(II) simply authorizes a non-taxable 

trustee-to-trustee transfer [which would otherwise have been prevented by § 408(d)(3)(C)], so long 

as the IRA remains an inherited IRA; i.e., one maintained in the name of the decedent ilia the 

beneficiary," Id, (Alteration in original.) 

In addition, IRC § 408(e), which states that Ilany" IRA is exempt from taxation, "does 

not distinguish between an inherited IRA and traditional types ofIRAs." Nessa, 426 B.R. at 315. 

Therefore, this court has grounds to reject this argument, as well. 

17 
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1 Objection 3: The debtor's payment to her sister was a prohibited "contribution" 

2 

3 The trustee contends that the tax exempt qualification of the inherited IRA was 

4 destroyed, either as to the entire fund or to half of it, when the debtor paid her sister her portion of 

5 the funds using the debtor's personal funds. In essence, the trustee maintains, that transaction was 

6 a prohibited "contribution" to the IRA which destroyed the nature of the inherited IRA. 

7 Alternatively, the trustee contends that the exemption should be limited to Mrs. 

8 Thiem's half of the inheritance in the amount of$5,361.62. 

9 An inherited IRA may not be treated as one's own. "This means that you cannot make 

10 any contributions to the IRA, It also means you cannot roll over any amounts into or out of the 

II inherited IRA." IRS Pub. 590, p. 20. 

12 The ordinary meaning of "contribution" is the act of contributing something, such as 

13 a payment, or "to give a part to a common fund." MERRIAM-WEBSTER'S COLLEGIATE DICTIONARY 

14 272 (11th ed. 2004). 

15 This court does not agree that Mrs, Thiem's payment to her sister was essentially a 

16 "contribution" of her personal funds to the IRA, The same funds, which were the mother's retirement 

17 funds, remained in the inherited IRA at all times, The arrangement between the two sisters was a 

18 distinct and separate transaction between two beneficiaries which did not affect the total amount or 

19 nature ofthe inherited IRA. 

20 There are celtain acts by a beneficiary, who is a fiduciary, that will cause a loss ofthe 

21 tax exemption, such as self-dealing, sale or lending ofthe money. See IRC § 408(e)(2) (citing IRC 

22 § 4975). The transaction between the two beneficiaries whereby Mrs, Thiem's sister essentially 

23 agreed to release her one-half interest in the inherited IRA for the cash payment from Mrs. Thiem 

24 was not such a prohibited transaction, under IRC § 4975, nor has the trustee contended that it was, 

25 Therefore, the court holds that neither a contribution nor a prohibited transaction 

26 occurred to destroy the character of the IRA, The inherited IRA in its entirety is intact. 

27 In summary, based on the foregoing analysis, the trustee has not rebutted the 

28 presumption that the assets in the inherited IRA are exempt under § 33-1126(B) and § 522(b)(3)(C). 

18 
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1 Mrs. Thiem is a beneficialY of her mother's retirement plan. The inherited IRA contains retirement 

2 funds, and is exempt from taxation under IRC § 408. Thus, the statutory requirements are met. 

3 

4 

5 

D. The Alternate Claim under ARS § 33-1l26(A)(l) 

6 The debtors amended their Schedule C to claim an exemption in the inherited IRA 

7 pursuant to ARS § 33-1126(A)(I), which provides, in pertinent part: 

8 

9 

10 

11 

A. The following property of a debtor shall be exempt from execution, 
attaclunent or sale on any process issued from any court: 

I. All money received by or payable to a surviving spouse 
or child upon the life of a deceased spouse, parent or 
legal guardian, not exceeding twenty thousand dollars. 

12 The trustee maintained that this statute's reference to "money ... payable ... upon the 

13 life" only refers to life insurance, which is defined, elsewhere in the statutes as "insurance on human 

14 lives .. ,n ARS § 20-254, and generally described as "insurance on the life of' someone. SeeARS 

15 §§ 20-1257(A), 20-1603(3), 20-1131(A). 

16 The court will overrule this objection on the following grounds. The legislative 

17 history reveals no useful information pertaining to the interpretation of the phrase at issue or the 

18 purpose behind the exemption. The legislature, however, knew how to write or amend subsection 

19 (A)(1) to limit it to the proceeds oftife insurance policies if it had wanted to. In fact, subsection 

20 (A)(6) provides a certain exemption for "[t]he cash surrender value of life insurance policies ... " 

21 Section (A)(I), however, is not limited to "life insurance policies," 

22 When this statute was revised, in 1983, an article appeared in the Arizona Bar Journal 

23 (now Arizona Attorney), which presented two views of the new exemption law. Interestingly, in 

24 View I, Professor Dale Beck Furnish wrote: 

25 

26 

27 

28 

Other changes included increasing from $10,000 to $20,000 the 
exemption for money received by [sic] surviving spouse or child "upon the 
life" of a deceased spouse, parent or legal guardian, referring to life insurance 
and liability claims. 

19 
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I D.B. Furnish, "Arizona's New Exemption Statute," 19 Ariz. BJ. No.3, p. 32,42 (1983) (emphasis 

2 added). However, in View 2, Mr. Thomas Salerno, Esq. wrote that the same exemption statute 

3 

4 
has been modified to allow a claimant to except funds up to $20,000 received 
due to the death of a deceased spouse, parent, or "legal guardian. II 

5 !.Il at 48 (emphasis added). 

6 An Arizona bankruptcy court has also interpreted the statute broadly. In Lacefield, 

7 an unpublished decision previously cited by the trustee because the bankruptcy court, there, had 

8 disa!lowed the debtor's exemption claim in an inherited pension under ARS § 33-1126(B), the court 

9 alternatively a!lowed the exemption under ARS § 33-1126(A)(I). The court found that the debtor 

10 was a I1death beneficiaryll as to those funds. In re Lacefield, case no. 2:03-hk-22470-CGC, at 4 

II (July, 20, 2004). 

12 Mrs. Thiem received the funds in the inherited IRA due to the death of her mother. 

13 Therefore, this court will also interpret ARS §33-1126(A)(I) libera!ly as exempting Mrs. Thiem's 

14 inherited IRA, as an alternative basis for the exemption. 

15 

16 

17 

18 

VI. CONCLUSION 

Mrs. Thiem's inherited IRA, in the total amount of $10,032.57, is exempt under the 

19 Arizona exemption statute, ARS § 33-1126(B), which extends protection to monies payable to a 

20 beneficialY of a retirement plan which meets the requirements of the IRe. In addition, the 

21 retirement funds are exempt, for a debtor in an opt-out state, under § 522(b)(3)(C). 

22 Alternatively, the inherited IRA are exempt funds received by a death beneficiary 

23 pursuant to ARS § 33-1126(A)(1). 

24 

25 

26 

27 

28 

DATED AND SIGNED ABOVE. 
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1 COPlES to be sent by the Bankruptcy Notification Center ("BNC") to the following: 

2 Stephen Trezza, Attorney for Debtors 

3 Trudy Nowak, Ch, 7 Trustee 

4 Office of the US. Trustee 
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756 286 BANKRUPTCY REPORTER 

the Debtors' Amended Motion be and is 
hereby DENIED. 

o iXtlHUK81UYSTlM , 

In 1'e Marvin James CRATER and 
Fay B. Crater, Debtors. 

James D. Murphey, Plaintiff. 

v. 

Marvin James Crater and Fay 
B. Crater, husband and 

wife, Defendants. 

Bankruptcy No. Ol-12851-PHX-RJH. 
Adversary No. 02-00007. 

United States Bankruptcy Court, 
D. Arizona. 

Dec. 17, 2002. 

Cl'ediror brought adversary proceed­
ing to deny debtors' discharge in Chapter 
7 based upon their pl'ebankruptcy plan­
ning in converting exempt to nonexempt 
assets. On creditor's motion for summary 
judgment, the Bankruptcy COllrt, Ran­
dolph J. Haines, J" held that, unless credi­
tor that seeks to deny debtor's discharge 
based upon his pl'ebankruptey exemption 
planning shows some deception 01' conceal­
ment, an insider b.'ansaction, a fraudulent 
conveyance, a secretly retained possession 
or benefit, or debtol' explanations which 
lack credibility, presence of other badges 
of fraud which are not themselves intrinsi­
cally indicative of fraud are insufficient to 
shift to debtor the burden of going for­
ward, even if all of the debtor's nonexempt 
assets are converted into exempt assets 

just after being sued and just before debt­
or files for bankruptcy. 

Motion denied. 

1. Bankruptcye:::>3271 

Denial of discharge is harsh result, 
and in keeping with"fresh start" policy of 
the Bankruptcy Code, courts should con­
strue discharge exceptions liberally in fa­
vor of debtors and strictly against parties 
objecting to debtors' discharge. Bankl'. 
Code, 11 U.S.C.A. § 727(a). 

2. Bankruptcy *,,3274 

To prevail on complaint to deny debt­
or's dischal'ge based upon his prepetition 
transfer of property with intent to hinder, 
delay or defraud creditor, complainant 
must demonsu'ate an actual intent to hin­
der, delay or defraud; constructive intent 
will not suffice. Bankr.Code, 11 U.s.C.A. 
I '2'(a)(2)(A). 

3. Bankruptcy *,,3274, 3317(5) 

While party seeking to deny debwr's 
discharge based upon his prepetition 
transfer of property with intent to hinder, 
delay or defraud cl'ediwr must demon­
strate an aCtual, not just a constl'Uctive, 
intent on debtor's part, requisite intent 
need be shown only by a preponderance of 
evidence. Bankr.Code, 11 U.S.C.A. 
§ ,2'(a)(2)(A). 

4. Bankruptcy e:::>3274 

To prevail on complaint to deny debt­
or's discharge based upon his prepetition 
transfer of property, complainant need not 
demonsu'ate that U'ansfer was made with 
actual intent to defraud; intent to hinder 
or delay will suffice. Bankr.Code, 11 
U.S.C.A. § '2'(a)(2)(A). 

5. Bankruptcy *,,3274, 3315(2) 

While party seeking to deny debwr's 
discharge based upon his prepetition 
transfer of property with intent to hinder, 

000217  Bankruptcy



IN RE CRATER 757 
Cit. lUI 286 B.R. 156 (Bkrtcy.D.Arl •• 2002) 

delay or defraud creditor must demon­
strate an actual, not just a constructive, 
intent on debtor's part, requisite intent 
may be inferred from circumstances sut·­
rounding the transfer. Banln·.Code, 11 
U.S.C.A. I 727(a)(2)(A). 

6. BanlU'uptcy 0:0>2164.1 
Mere presentation of facts that could 

sustain a factual findillg that transfer was 
made with fraudulent intent, or that could 
establish plima facie case of fraud, will not 
necessarily suffice for complainant w pre­
vail on motion for summary judgment 011 

complaint to deny debtor's discharge based 
on his prelJetition transfer of assets if, on 
undisputed facts, a fact finder could infer 
that debtor's intent was innocent. Bankr. 
Code, 11 U.S.C.A. § 727(a)(2)(A). 

7. Bankl'Uptcy 0:0>3274 
Even though debtor's prebankruptcy 

planning in intentionally converting nonex­
empt into exempt assets shortly before 
petition date necessarily entails an intent 
to hinder or delay creditors, such intent 
and conversion, by themselves, do not com­
pel a denial of debwr's discharge based on 
his prepetition transfer of assets, absent 
extrinsic evidence of fl'aud. Banln·.Code, 
11 U.S.C.A. I 727(a)(2)(A). 

8. Bankruptcy 0:0>3274 
"Badges of fraud," such as cotu't may 

consider, for denial-of-discharge purposes, 
in deciding whether debtor's prepetition 
transfer of assets was done with requisite 
intent w hinder, delay or defraud credi­
tors, fall into three general categories con­
sisting of (1) those badges which are them­
selves indicative of concealment, deception 
or fraudulent intent (such as debwIJs re­
tention of posse8sion 01' control over prop­
erty, 01' concealment of transfer); (2) those 
badges that do not implicitly suggest 
fraud, but that do sugge8t there must have 
been a motivation other than transaction 
itself because it was not an economically 

rational decision for debtor w make (such 
as debwr's transfer of essential assel:.<l of 
business or transfer for less than reason_ 
ably equivalent value, or to insider); and 
(3) those badges which may be innocent in 
themselves, or are merely timing factors 
that become SllSpiciotls only when com_ 
bined with other factors (such as fact that 
transfer is made after debtor is sued 01' 

threatened with suit, involves essentially 
all of debtor's assets, or is made when 
debtor is, 01' has effect of l'endering debtr 
or, insolvent). Bankr.Code, 11 U,S.C.A. 
I 727(a)(2)(A). 

9. Bankruptcy 0:0>2164.1, 3315(2) 

Court cannot infer that debtoes pre­
petition transfer was made with actual in­
tent to hinder, delay or defraud creditors, 
as required for court to deny debtor's dis­
charge on that ground, based solely on 
presence of "badges of fraud" which are 
not themselves intrinsically indicative of 
fraudulent intent, but which only suggest 
that there was some other noneconomic 
motive for transfer, or which become sus­
picious only when combined with other 
factors; such badges of fraud will suffice 
neither to sustain summary judgment for 
creditor objecting to debtolJs dl'scharge 
nor to shift the burden of going forward to 
debtor. Baniu'.Code, 11 U,S.C,A. 
§ 727(a)(2)(A). 

10. Bankruptcy 0:0>3274 

Intentional nature of debtoes prepeti­
tion conversion of exempt to nonexempt 
assets, as part of his prebankrupky ex­
emption planning, is not alone sllfficient 
basis to regard this conversion as ground 
to deny debtoes discharge based on his 
fraudllient prepetition transfer of assets; 
any such rllie would reward ignorant debt­
ors while punishing knowledgeable ones. 
Bankr,Code, 11 U.S.C.A. § 727(a)(2)(A). 
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11. Bankruptcy e=>3276.1 

Mere fact that debtor's pl'ebankruptcy 
exemption planning, in converting exempt 
to nonexempt assets, involves all or essen­
tially all of nonexempt property of debtor 
is not alone a sufficient basis to regard this 
conversion as ground to deny debtor's dis­
charge based on his fraudulent pl'epetition 
transfer of assets; it is inallPl'Ollriate for 
bankl'llptcy judges to attempt to determine 
when pigs become hogs, when legislature 
has failed to do so and has not invited 
courts to exercise that judgment. Bankt'. 
Code, 11 u.s.a.A. § 727(a)(2)(A). 

12. Bankruptcye:::>3273.1 

Neither timing factors nor uneconom­
ic decision-making by debtors is sufficient 
to deny them a discharge upon account of 
their knowledgeable exemption planning, 
in converting exempt 00 nonexempt assets. 
Bankl'.Code, 11 U.S.C.A. § 727(a)(2)(A). 

13. Bankruptcy <$:::=>3315(2) 

Unless credioor that seeks 00 deny 
debtor's discharge based upon his pre­
bankl'llptcy exemption planning shows 
some deception or concealment, an insider 
transaction, a fralldulent conveyance, a se­
cretly retained possession or benefit, or 
debtor explanations which lack credibility, 
presence of other badges of fraud which 
are not themselves intrinsically indicative 
of fraud are insufficient to shift to debtor 
the burden of going forward, even if all of 
the debtor's nonexempt assets are convert­
ed inoo exempt assets just after debtor is 
sued and just before debtor files for bank­
ruptcy. Bankr.Code, 11 U.S.C.A. 
§ ,2'(a)(2)(A). 

Tim D. Coker, Esq., Robert Mothers­
head, P.C., Phoenix, AZ, for Plaintiff/Cred­
itor. 

William F, Doran, Esq., Phoenix, AZ, 
for Defendants/Debtors. 

Louis Movitz, Carefree, AZ, Chapter 7 
Trustee. 

OPINION RE: OBJECTION 
TO DISCHARGE 

RANDOLPH J. HAINES, Bankruptcy 
Judge. 

This case concerns an objection to dis­
charge due to the debtors' prebankruptcy 
sale of an asset and use of the proceeds to 
increase an exemption. The objecting 
crediool' seeks summary judgment on his 
objection to discharge. Because the Court 
finds the undisputed facts do not establish 
any improper intent to hinder, delay 01' 

defraud creditors, other than an intent to 
utilize available exemptions when the need 
to do so became evident, the motion for 
summary judgment is denied. 

Facts 

The following facts are undisputed. 

On July 12, 2001, Marvin and Fay Cra­
ter ("Debtors") were served ,vith a suit 
filed by creditor James Murphey ("Mill'­
phey") for royalties due under a patent 
license. Mtll'phey obtained a default judg­
ment in that suit for more than $600,000 in 
October, 2001, although that judgment was 
subsequently vacated because it had been 
entered in violation of the automatic stay. 

Debtors retained a bankruptcy attol'l1ey 
on July 26, ZOO1, who sent a letter inform­
ing Mru'phey that he had been retained to 
file Chapter 7 for the Debtors. On 01' 

about that same day the Debtors sold 
some stock they owned in I(l'ispy Kream 
for about $40,000. Oll September 10, 2001, 
the Debtors used the proceeds of that sale 
to pay Chase Manhattan Mortgage 
("Chase") approximately $40,000, which 
largely satisfied a second mortgage Chase 
held against their home. Debtors filed 
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this Chapter 7 case 17 days later, on Se]l­
tember 27, 200l. 

Murphey filed a timely complaint object­
ing to the Debtors' discharge. Among 
other grounds, the complaint objected pur­
suant to 11 U.S.C. § 727(a)(2)(A),i on the 
ground that the sale of the Klispy Kream 
stock was made with "intent to hinder, 
delay, or defraud a creditor," by essential­
ly converting Debtors' nonexempt asset 
into an increased homestead exemption. 
Arizona has opted out of the federal ex­
emptions 2 and permits a homestead ex­
emption up to $100,000 in equity.8 Debt­
ors' Schedule D claims their home is worth 
$100,000 and is subject to a $32,700 first 
lien and a $2,577 second lien held by 
Chase. Consequently their current home­
stead exemption is approximately $64,712 
in equity, whereas but for the application 
of the stock sale proceeds it would have 
been only $24,232, and the Chapter 7 
Trustee would have had an additional 
$40,000 of unencumbered assets to disllib­
ute to creditors. 

Murphey moved for summary judgment. 
His principal argument is that actual in­
tent to hinder, delay 01' defraud creditors 
can be shown by circumstantial evidence, 
and that it is shown by the "badges of 
fraud" because the Debtors sold essential­
ly all their nonexempt assets shortly after 
being sued, and used the proceeds to in­
crease their homestead exemption shortly 
before filing bankluptcy.· 
General Principles 

The question of whether a discharge 
should be denied because a debtor convert-

I. Unless otherwIse noted, all statutol)' and 
rule references are to the United States Bank­
ruptcy Code, II V.S.C. §§ 101-1330, and the 
Federal Rules of Bankruptcy Procedure. 

2. Arizona Revised Statutes ("A.R.S.") § 33-
1133(8). 

3. A.R.S. § 33-IIOI(A). 

ed nonexempt assets into exempt assets 
shOitly before filing has been addressed in 
some significant cases in other circuits. 
See, e.g., Smiky v. Fi1'st Nat'l Bank of 
Belleville (In 1'e Smiley), 864 F.2d 662 (7th 
Cir.1989); Nm'West Bank Ne/Yraslw, N.A. 
v. Tvete;n" 848 F.2d 871 (8th Cir.1988); 
Hanson v. Fi1'st Nat'l Bank in B1'Ookings, 
848 F.2d 866 (8th Cir.1988); Ford v. Po­
ston (In 1'C Ford), 773 F.2d 62 (4th Cir. 
1985); Fi1'st Texas Sav. AS80t:., Inc. v. 
Reed (In 1'e Reed), 700 F.2d 986 (5th Cil·. 
1983). But it does not appear to have 
been addressed by the Ninth Circuit at 
least since the adoption of the Bankl'uptcy 
Code. 

There is, however, substantial Ninth 
Circuit case law addressing the elements, 
evidentiat'Y standards, and burden of proof 
for denial of discharge under 
§ 727(,}(2}(A}. 

[1] "Denial of discharge is a harsh re­
sult." Bem.m·d v. Sheaffm' (In 1'e Bel'­
"tUt1'd), 96 F.3d 1279, 1283 (9th Cir,1996). 
"In keeping with the 'fresh start' purposes 
behind the Bankruptcy Code, courts 
should consbue § 727 liberally in favor of 
debtors and sll'ictly against parties object­
ing to discharge." Id, at 1281, citing Dev· 
el'S v. Bank of ShmWan, Montana (In 1'C 

Devel's), 759 F.2d 751, 764 (9th Cir.l985). 

Section 727(a)(2)(A) provides that a 
debtor may be denied a discharge if "the 
debtor, ,vith intent to hinder, delay, or 
defraud a creditol', ... has transferred ... 
property of the debtor, within one year 
before the date of the filing of the petition; 

4. There is some indication in MurphllY's mo­
tion that the transfer did not in fact occur 
until arter the petition was filed. Debtor de­
nies that, however, so to the Ilxtent Murphcy 
relies on that argument there is a material 
issue of fact that precludes summary judg­
ment. 
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... " Here is it undisputed that the Debtr 
Drs transferred their Krispy Kream stock 
within one year of the petition, so the only 
issue is whether such transfer was made 
with the requisite "intent to hinder, delay 
or defraud a creditor," 

[2-5] To a deny a discharge under 
§ 727(a)(2)(A), the intent must be actual 
intent, as "[c]onstructive fraudulent intent 
cannot be the basis for denial of a dis­
charge." Fil'St BeVln'ly Bank v. Adeeb (In 
1'8 Adeeb), 787 F.2d 1339, 1343 (9th Cir. 
1986); Dev6'J'8, 769 F,2d at 753. But that 
requisite intent need only be shown by a 
preponderance of the evidence, not the 
heightened standard the common law often 
requires for a showing of fraud. (hogan 
v. Garne1~ 498 U.S. 279, 284, III s.m. 654, 
112 L.Ed.2d 755 (1991). And an intent to 
defraud need not be shown, as "[i]ntent to 
hinder or delay is sufficient." Bem.mYl. 96 
F,3d at 1281. That intent, though it must 
be actual, may be inferred "from the cir­
cllmstances surrounding the transaction," 
Emmett Valley Assocs. v. Woodfield (In t'-6 

Woodfield), 978 F.2d 516, 518 (9th Cir. 
1992). 

Although the "badges of fraud" that 
were recognized at common law and are 
now codified in the UnifOim Fraudulent 
Transfer Act G for finding an actual fraudu-

5. See, e.g., A.R,S. § 44-1004(B), codirying 
UFfA § 4(b): 

"In determining actual intent under subsec· 
tion A, paragraph I, consideration may be 
given, among other factors, to whether: 

1. The transfer or obligation was to an 
insider. 

2. The debtor retained possession or con­
trol of the property transferred after the trans­
fer. 

3, The transfer or obligation was disclosed 
or concealed. 

4. Before the transfer was made or obli­
gation was incurred, the debtor had been 
sued or threatened with suit. 

5. The transfer was of substantially all of 
the debtor's assets. 

lent conveyance are not codified in the 
Bankl'llptcy Code either for that purpose 
or for denial of discharge under 
§ 727(a)(2){A), Woodfield seems to suggest 
that they are at least apPI'opl'iate circum­
stances that may be considered as a basis 
to infer that intent. Id. Indeed, that opin­
ion could be read to say that the presence 
of some of the badges of fraud may be 
sufficient to infer the requisite intent "un­
less some other convincing explanation ap­
pears." Id. But that was dictum because 
the opinion also noted that H[mJore than a 
dry checklist of badges of fraud demoll­
strates the Debtor's intent, however," be­
cause those debtors admitted they "were 
trying to delay or prevent seizure of the 
assets," and they omitted them from their 
statement of affairs. /d, at 519. 

Evidentiary Standards 

The IJ]aintiff, of course, always has the 
ultimate burden of proof. Bankruptcy Rule 
4005. But depending on the procedural 
context, there al'e at least three possibly 
applicable evidentiary standards. The 
lowest of them is when the bankmptcy 
court has conducted a full trial and fOlmd 
that the discharge should be denied. Be­
cause the standard of l'eview on appeal for 
the factual finding of the requisite intent is 
the clearly erroneous standard, Devers, 
759 F.2d at 753, it ,viII take only a modi-

6. The debtor absconded. 
7. The debtor removed or concealed as-

sets. 
8. The value of the consideration received 

by the debtor was reasonably equivalent to 
the value of the asset transferred or the 
IImount of the obligation incurred. 

9. The debtor was insolvent or became 
insolvent shortly arter the transfer was made 
or the obligation was incurred. 

10. The transfer occurred shortly before 
or shortly artel" a substantial debt was in­
curred. 

I I. The debtor transferred the essential 
assets or the business to a lienor who trans­
ferred the (Issets to an insider of the debtor:' 
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cum of evidence of fraudulent intent to 
sustain the bankruptcy court's finding. 
Possibly equal to that standard, but possi­
bly a higher standard, is the strength of 
the evidence necessary at trial to shift the 
burden of going forward from the plaintiff 
to the debtor, w explain the innocence of 
his transactions and intent, The Fifth Cir­
cuit desclibed that point as when plaintiff 
"makes a pIima facie case," Reed, 700 
F.2d at 992. In this precise context, Reed 
held that it is only upon a showing of fraud 
by the creditor, that the burden shifts to 
the Debtor to explain the transaction. !d. 
Finally, the highest standard is that re­
quired of a plaintiff to obtain summary 
judgment when the debtor has denied any 
fraudulent intent, because the court must 
then be convincer! that no fact finder could 
infer that the debtolJs intent was innocent. 
But gellerally "scienter should not be re­
solved by smnmary judgment," Pmvenz v. 
MilleJ~ 102 F.3d 1478, 1489 (9th Cir.199S), 
so "credibility issues are to be left to the 
trier of fact to resolve on the basis of oral 
testimony except in exb'eme cases." In re 
C}w,vin, 150 F.3d 726, 728 (7th 
Cir.1998){emphasis in odginal). 

[6] Because this is summary judgment, 
plaintiff must satisfy that highest stan­
dard. Mere presentation of facts that 
could sustain a factual finding of fraudu­
lent intent, or even establishment of a 
prima facie case, will not necessarily be 
sufficient to win summary judgment, if on 
such undisputed facts a fact findm' could 
infer that the debtor's intent was innocent. 

Exemption Planning Is Permissible, Ab· 
sent Extrinsic Fraud 

[7] So far as this Court has seen, the 
authorities are unanimous that even 
though an actual intent to convert nonex­
empt assets into exempt assets shortly 
before filing bankruptcy is necessarily an 
intent to hinder or delay creditors, such 

intent and conversion by themselves do not 
compel denial of discharge under 
§ 727(a)(2)(A), The Ninth Circuit Bank­
l'Ulltcy Appellate Panel has so held. 
Cau.ghlin v. CatakW (In l'e Cataidv), 224 
B.R. 426, 429 (9th Gil'. BAP 1998), quoting 
Roosevelt v. Ray (In 1'e Roosevelt), 176 
B.R. 200, 208 (9th Oil', BAP 1994)("[I]t is 
clear that in the Ninth Cu'cuit a debtor 
may convert non-exempt property into ex­
empt property even on the eve of bank­
l'Uptcy.")(dictum). This is because such a 
conclusion wonld be contrary to the very 
purpose of providing exemptions, and be­
cause the ability to make intelligent use of 
the exemptions was specifically addressed 
and permitted by the legislative history of 
the Code: 

As under cnrrent law, the debtor will be 
pm'nutted to convert nonexempt proper­
ty into exempt property before filing of 
the bankl'Uptcy petition. This practice 
is not fraudulent as to crediwrs, and 
permits the debtor to make full use of 
the exemptions to which he is entitled 
undm' the law. (Emphasis in original). 

H.R. REP. 95-595, at 361 (1977), 1'8p1inted 
in, 1978 U.S.C.C.A.N. 5963, 6317; S. REP. 
No, 95-989 at 76 (1978), 1'8printed in 1978 
U.S.C.C.A.N. 5787, 5862, quvted in, Tvet­
en, 848 F,2d at 874; Reed, 700 F.2d at 990; 
and Cataldo, 224 B.R. at 429, 

In this case, the exemption planning oc­
cUl'red by payment of a valid debt. This 
creates a second reason why such exemp­
tion planning is not fraudulent. When a 
debtor is insolvent, the payment of anyone 
creditor may inherently delay others, and 
that may even be the debtor's actual intent 
in paying the one creditor, either to in­
crease the equity in an exempt asset such 
as here, or simply to prefer that creditor 
over others. And yet it has always been 
the law that such an intent to prefer one 
creditor, while delaying others, does not 
make a preference into a fraudulent con-
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veyance, even though it would technically 
fit the terms of that statute,6 Coder v. 
A1U, 213 U,S. 22.3, 29 S.Ct. 436, 53 L.Ed. 
772 (1909)(constl'l.ling Act § 67e); b'vinu 
Trust Co. v. Chase Nut'l Bank, 65 F.2d 
409, 410 (2d Cil'.1933)("Pl'o tanto every 
preference hinders and delays [other cred­
itors). If the debtor is aware that it will 
necessarily have that result, the transfer 
would seem to be made with an intent to 
hinder, delay and defraud other creditors; 
yet the securing or paying of an actual 
debt, in good faith, without any design 
injmio1l8 to creditors beyond that implied 
in giving the preference, was not deemed a 
fraudulent conveyance under the principles 
of the common law and the statute of 
Elizabeth. Nor is it so under the Bank­
l'Ulltcy Act."(citations omitted»; 4 COLLlEI!. 
ON BANKIWPi'CY 'l 67.37, at 635 (14th ed. 
1978)("The intent to delay 01' hinder seem­
ingly implicit in any pt'eftH'tmtwl transfer 
by an insolvent debtor has, however, been 
held not to constitute the aetual fraudulent 
intent required under former § 67e [the 
attempted codification of Dean v. Davis, 
242 U.S. 438, 37 S.Ct. 130, 61 L,Ed. 419 
(1917)]. This interpretation of the familial' 
words, 'with intent to hinder, delay or de­
fraud,' surely holds true for [Act] 
§ 67d(2)(d) [aetnal fraudulent convey-

6. There is now an exception to this broad 
statement in states that have adopted the Uni­
form Fraudulent Transfer Act § 5 as oliginal­
Iy drafted, which makes insider preferences 
fraudulent. Section 5(b) of the UFI'A pro­
vides: "A transfer made by a debtor is fraudu­
lent as to a creditor whose claim arose berore 
the transfer was made if the transfer was 
made to an insider for an antecedent debt, the 
debtor was insolvent at that time, and the 
insider has reasonable cause to believe that 
the debtor was insolvent." Ariwna, however, 
did not adopt that provision. See A.R.S. 
§ 44-1005 (codifying UFTA § 5(a) and elimi­
nating § 5(b»_ 

7. While the cireuits are in apparent agree­
ment on this principle, none of them seems to 
have noticed the difference between the Sev-

ance]."); II GERRARD GLENN. FRAUDULENT 
CONVEYANCES ANIJ PllEFERENCES § 382, at 
662 (rev_ ed. 1940){"[A] preference cannot 
be turned into a fJ.'audulent conveyance by 
a mere finding that the debtor intended to 
defraud his creditors, if the other findings 
show only a Ilreference and nothing 
more_")_ 

The circuit courts that have addressed 
the issue also agree, however, that such a 
conversion of nonexempt into exempt as­
sets can result in the denial of the dis­
charge if there was extrinsic evidence of 
actual intent to defraud. Reed, 700 F.2d 
986; acco),d, Tvelen, 848 F.2d at 874 (dis­
charge may be denied "if there was extrin­
sic evidence of the debtolJs intent to de~ 
fraud creditors"); Cataldo, 224 B.R. at 430 
("[In] Section 727(a) proceedings, many 
courts disregard both the amount claimed 
exempt and any evidence of the debtor's 
desire to shield assets, instead denying 
discharge 'only where the debtor has com­
mitted some act extrinsic to the conversion 
which hinders, delays or defrauds,''' quot­
ing, Smuey, 864 F.2d at 567).1 

These principles also reflect the law of 
the Ninth CU'cuit under the Act, which the 
legislative history quoted above was in­
tended to incorporate into the Code.s Un-

enth Cirt'uit's nile as stated in Smiley, which 
requires an extrinsic acl, and the Fifth and 
Eighth Circuit formulations, which only reo 
quire extrinsic evidence of the prohibited in­
tent. Here, there is no act extrinsic to the 
t'onversion of exempt into nonexempt assets, 
yet the creditor argucs that the timing of that 
act is such evidence of the prohibited intent. 
But if an extrinsic fraudulent 01' delaying act 
is required, why is not that act alone suffi· 
cient to deny the discharge wholly apart from 
the exemption planning? 

8. In fact, one authority suggests that it was 
precisely these Ninth Cirellit cases that were 
referred to in the legislative history quoted 
above, based on a lettcr from a California 
bankruptcy judge, who described this state of 
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del' the Act, the Ninth Circuit held that 
the mere conversion of nonexempt assets 
to exempt assets, even on the eve of bank­
ruptcy, would not without more result in a 
denial of the exemption.9 E.g., Wudt'ick v. 
Clements, 451 F.2d 988 (9th Cir.1971)(up­
holding exemption for money borrowed 
against unencumbered vehicles and placed 
into a credit union where it was exempt 
under California law); Goggin v. Dudley, 
166 F.2d 1023 (9th Cir.1948), afry 72 
F.Supp. 943 (S.D.Ca1.1947)(upholding ex­
emption for $1,000 of exempt Building and 
Loan Association stock purchased one 
week plioI' to voluntary petition). But the 
exemption could be denied if there was 
other evidence of actual ft·aud. For exam­
ple, if the money invested into an exempt 
asset were derived from the sale of stock 
that had been pledged to a bank and re­
leased on the debtor's fraudulent promise 
to apply the proceeds to the bank's loan, 
the trustee could use the strong arm 
clause to asselt the l'ights of the defrauded 
bank and avoid the debtor's claimed home­
stead exemption. Miguel v. Walsh, 447 
F.2d 724 (9th Cil·,197l). 

The Ninth Circuit authOlity most expan­
sive on this issue is Goggin v. Dudley, 
which adopted the opinion of the Distlict 
Court. In that case the debtor had pur­
chased $1000 of exempt stock in a building 
and loan association just one week prior to 
filing a voluntary petition, when he was 
"heavily in debt and clearly insolvent." 72 
F.Supp. at 944. The Tl'llstee denied the 

the law in the Ninth Circuit and noted the law 
was "in a state of utter confusion in other 
circuits." III re Kravir~, 225 B.R. 515, 518 
(Bankl'.D.Mass.1998). 

9. These Ninth Circuit authorities under the 
Act technically del1lt only with objections to 
the claimed exemption. For opt-out states 
under the Code, the availability of the exemp­
tion should be controlled by state law, where­
as the denial of discharge llnder § 727(a)(2) is 
governed by federal law. This distinction is 
implicit in Cataldo, and is well illustrated by 

exemption, which was aff'u'med by the Ref­
eree, but then l'eversed by the District 
Court, which was upheld by the Ninth 
Circnit, In reversing, the District Comt 
noted that "If the mere acquisition of ex­
empt property while insolvent were suffi­
cient ground to destroy the exemption, the 
acquisition of any such property, within 
the four-months' peliod, could be nullified, 
and the protection which the state law 
gives w a debtor, even against the solemn 
money judgement of a court, wonld be 
denied him against creditors in bankl'l1pt­
cy." ld, at 947. And in response to the 
Referee's focus on the acquisition while 
insolvent, the District COUlt held that if 
sllch a fact could render the exemption 
fraudulent, it would read into the exemp­
tion restrictions that were not there: 

[The California exemption statute] does 
not say when building and loan stock 
must be acquired in order w be exempt. 
Nor does it say that the person shall be 
solvent at the time of acquisition. To 
sustain the Referee in this case, we 
woul() have to impose a time limit and 
make solvency a condition precedent to 
exemption. This would mean reading 
into the state statute restrictions which 
are not there. And this we cannot and 
should not do. And, as there is no 
showing of actual fraud, the stock is 
immune against the crediwrs and never 
passed w the tl'llstee. 

the two decisions in Reed, one of which up­
held the exemption, and the other of which 
denied the discharge. Driskill v. Reed (III re 
Reed), 12 B.R. 41 (Bl1nkr.N.D.Tex.1981) and 
Reed, 700 F.2d 986. But the legislative histo­
ry that all the authorities I'ely on, which says 
the conversion of nonexempt property into 
exempt property is not fraudulent as to credi· 
tors, really speaks to the § 727 issue and 
therefore ml1kes these Ninth Circuit cases ap­
plicable to the § 127 contexl. 
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Id. at 947. The opinion had earlier Sllm­

marized this conclusion: "The <lochine 
bearing upon conveyances made to hindel', 
delay, 01' defraud creditors has no applica­
tion to the creation of a homestead," Id. 
at 946. 

The issue these l'IuthOlities leave open, 
amI the detel'lninative issue here, is wheth­
er proof of one 01' more of the badges of 
fraud may be used to infer the extrinsic 
actual fraud that is l'equll.'ed to deny a 
discharge to a debtor who converted non­
exempt into exempt assets. 

Certain Badges of Fraud Alone Do Not 
Imply Actual Fmud 

As noted above, the "badges of fraud" 
are not codified as appropl'iate grounds for 
denial of discharge pursuant to 
§ 727(a)(2)(A). But they have been long 
recognized at common law as gt'onuds for 
finding the identical statutory element that 
is found in § 727(a)(2)(A)-"adual intent 
to hinder, delay 01' defraud"-when it is an 
element of a fraudulent transfer. And 
Woodfield suggests, but does not hold, that 
the badges of fraud are relevant consider­
ations for plU'poses of § 727(a)(2)(A). 

The question is whether some of them, 
or which of them, may be sufficient to find 
the "actual fraud" that must accompany a 
conversion of nonexempt into exempt as­
sets if it is to result in a denial of dis­
charge. 

10. Transrer without change or possession was 
considered fraudulent at the inception of 
fraudulent conveyance law over 400 years 
ago. See TWy/le's Case, 3 Coke Rep. 80b 
(1601). See also A.R.S. § 44-1061(A): "A 
sale made by a vendor of goods and chattels 
... , unless the sale or assignment is accompa­
nied by an immediate delivery and rollowed 
by an actual and continued change of posscs­
sion of the things sold or assigned, is prima 
facie evidence of fraud against creditors of the 
vendor " 

[8] The badges of fraud may be cate­
gorized into three types. Some of the 
badges are themselves indicative of con­
cealment, deception 01' fraudulent intent: 
2. The debtor retained possession or con­
trol of the property transferred after the 
transfer; 10 3. The transfer 01' obligation 
was . , . concealed; 6. The debtor abscond­
ed; and 7, The debtor removed 01' con­
cealed assets, 

A second category of badges consists of 
three of them that do not implicitly sug­
gest fraud but do suggest there must have 
been a motivation other than the transac­
tion itself because it was not an economi­
cally rational decision fol' a debtor to make 
but for its effect to hinder 01' delay credi­
tors: 1. The transfer 01' obligation was to 
an insider; n 8. The value of the consider­
ation received by the debtor was [not] 
reasonably equivalent to the value of the 
asset transfel'l'ed 01' the amount of the 
obligation incurred; 11. The debtor trans­
fen'ed the essential assets of the business 
to a lienor who transferred the assets to an 
insider of the debtor. 

The third category, however, consists of 
badges that may be innocent in them­
selves, or are merely timing factors that 
become suspicious only when combined 
with other factors: 4. Before the transfer 
was made or obligation was incurred, the 
debtor had been sued 01' threatened with 
suit; 6, The transfer was of substantially 

II. A insider transfer suggests the debtor did 
not seek to maximize his economic benefit by 
exposing the asset to the market to obtain the 
highest possible price. But it could also fall 
in the first category, because insider salcs 
may also facilitate a secret retention of pos­
session. control or benefit. Of course it could 
also evidence an intent to benefit the insider, 
a potential classic fraudulent conveyance if 
made while insolvent without receipt of fair 
equivalent value. And under UFTA § 5(b), 
even payment of a valid insider debt while 
insolvent may be fraudulent. See note 6 su­
pm. 
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all of the debtor's assets; 9. The debtor 
was insolvent 01' became insolvent shortly 
after the transfer was made 01' the obli­
gation was incurred; and 10. The transfer 
oCCill'red shortly before 01' shortly after a 
substantial debt was incurred. 

Here, the plaintiff creditor has estab­
lished only that (1) the Debtors sold the 
asset shortly after being served with suit, 
(2) the asset was the Debtors' only signifi­
cant, unencumbered nonexempt asset, and 
(3) the sale of the asset and the use of the 
proceeds to pay down a second home mort­
gage and thereby increase the equity pro­
tected by the homestead occulTed shortly 
before the filing of bankruptcy and, implic­
itly, while insolvent. Thus the creditor has 
established badges 4 and 5 and 9, all of 
them in the third category. 

Notably, none of the badges that the 
creditor has established here is implicitly 
indicative of fraudulent intent. They do 
not even fall into the second category of 
transactions that are suspicious because 
they lack an economically l'ationallJUrpose. 
For example, the creditor has not shown 
that the Krispy Iu.'eam stock was appreci­
ating, or generating dividends, in excess of 
the interest the debtor was paying on the 
second mortgage. Rather, they are mere­
ly timing factors. 

If conversion of nonexempt into exempt 
assets ShOllld not itself result in denial of 
discharge, should it do so when it occm·s 
ShOltly aftel' the debtor has been slted 01' 

incurred a large debt, Ol' is insolvent, or is 
about to file bankruptcy? If that were the 
rule, it would mean that prospective debt­
ors could engage in exemption planning 
only up until the point where it appeared 
they might need to do so. AP. the conrt 
noted in Goggin v. Dudwy. this would be 
to add a restriction to the exemption that 

12. The term "fraudulent" is used here gener­
ically to include also the prohibiled intent to 

the legislature (and Congress) did not im­
pose, ie., certain assets are exempt only if 
pm'chased while solvent, while not owing 
substantial debts, or some significant peri­
od of time prior to levy of execution 01' 

bankruptcy. It would be particularly inap­
propriate to impose such a judge-made 
time condition on an exemption, such as 
the homestead, when the legislatllre did 
not do so but did so with respect to other 
exemptions. For example, while Arizona 
imposes no time limit on obtaining or de­
claring a homestead, it does require that 
life insmance policies must have been con­
tinuously maintained for two years in or­
der to be exempt, and excludes from the 
exemption cash surrender values that were 
increased by premium payments within 
the prior two years ill excess of the aver­
age annual premium paid during tlle previ­
ous three years. A.R.S. §§ 33-1126(A)(6) 
& (E). The Arizona legislature knows how 
to curb abusive exemption planning when 
it sees the need to do so. 

Moreover, if intentional conversion of 
nonexempt into exempt assets is not pel' se 

fraudulent as to creditors, what is the ad­
ditionally fraudulent 12 nature of the intent 
that is evidenced by such a conversion 
occurring shortly after being sued, while 
insolvent, and shOltly before filing bank­
ruptcy? It would seem to be merely evi­
dence that the debtor intended to maxim­
ize his assets that would be shielded from 
creditors, and probably had one specific 
creditor in mind, and probably knew that 
his assets were insufficient to satisfy all his 
creditors. But such intent is nothing more 
than the intent to convert nonexempt into 
exempt assets, which all authorities agree 
is not fraudnlent. So how could the timing 
of the conversion, or the pressure of a 

hinder or delay creditors. 

000226  Bankruptcy



766 286 BANKRUPTCY REPORTER 

single creditor, cause that same intent to 
result in a denial of discharge? 

Indeed, what if the transaction did not 
make economic sense, standing alone? 
The scenario is not uncommon in the ex­
emption planning discharge cases, and it 
yields conflicting results even within the 
same circuit, as one debwl' may get a 
discharge despite buying an exempt 
$10,000 shotgun that he does not need,13 
but another is denied the opportunity to 
buy a homestead that he does not need.14 

For example, what if the Klispy Kl'eam 
stock were generating income far in excess 
of the interest rate being paid on the 
second mortgage, and promised to do so 
for the foreseeable future? What would 
that say about the debtor's intent? It 
could certainly be argued that it disproves 
an "innoeent" explanation of the u'ansac­
tion, i,e., it belies an argument that the 
debtor thought it was a better use of his 
money to pay down his homestead lllort­
gage. But what does that prove? It 
proves that the intent really was to maxim­
ize the exemption, even at a sacrifice of 
income. But that still is nothing more 
than an intent to convert nonexempt into 
exempt assets. All that the uneconomic 
nature of the transaction does is highlight 
the strength and focus of the intent, but if 
the intent is not objectionable, then neither 
ShO\lld be the same intent when strongly 
felt and focused on a particular creditor. 

[9] Consequently this Court tentatively 
concludes that those badges of fraud that 
are not intrinsically indicative of fraudu­
lent intent are not sufficient evidence of 
actual fraud to compel a denial of dis­
charge. To be more precise, those badges 

13. In Itl re McCabe, 280 B.R. 841 (Bankr. 
N.D.Iowa 2002), the debtor bought a $10,000 
Belgian Browning shotgun which he fired 
once or twice, because he knew Iowa had no 
dollal' limit on the exemption for a family 
gun, and yet he was allowed his discharge. 

of frami that fall into the second and third 
categories identified above are neither suf­
ficient to sustain summary judgment for 
the creditor, nor to shift the burden of 
going forward to the debtor. In short, 
they do not establish a prima facie case for 
denial of discharge, even when conjoined 
with prebankruptcy exemption planning. 
They really do nothing more than demon­
strate that the debtor engaged in other­
wise IJermissible exemption planning only 
when it became apparent that it would be 
intelligent to do so, and was willing to 
sacrifice some asset values to achieve the 
exemption. 

This tentative conclusion must be tested 
against the existing case law, both in the 
Ninth Circuit and elsewhere. 
Ninth Circuit Cases Do Not Find Tim­
ing Factors and Uneconomic Transac­
tions Sufficient to Establish }I'raud. 

The tentative conclusion is certainly con­
sistent with, if not compelled by, Ninth 
Circuit precedent. Goggin v. DudI.£y es­
sentially rejected timing factors as a basis 
to deny an exemption, and given § 727'8 
legislative history indicating an intent to 
preserve the existing ability to convert 
nonexempt into exempt asseta, there is no 
reason to conclude the result should be 
different under the Code. It is also consis­
tent with Miguel v. Walsh, where there 
was actual extrinsic fraud, in that the debt-
01' fraudulently indnced the bank to part 
with its collateral on a promise to use its 
sale proceeds to pay down the bank's debt. 
And it is not inconsistent with Woocljield, 
where although the COUlt relied on many 
of the third category timing badges, there 
also existed the suggestive fraudulent ele-

14. Tn Jel/sell v. Diet'!. (Ttl re SllOldan), 217 F.3d 
1006 (8th Cir.2000), the ninety year old debt­
or moved out of assisted care facility into a 
homestead purchased with all his exempt as· 
selS, and the exemption was denied. 
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ment of an insider transaction, and there 
were explanations that lacked credibility 
and were therefore deceptive. See 978 
F.2d at 518-19. 

Wwl1'ick could be read as establishing 
an even broader rule upholding exemp­
tions and discharges. In Wudrick, the 
debtors in the two cases consolidated for 
decision both borrowed money against 
their cars to obtain the funds to put into 
the exempt credit union accounts. 451 
F.2d at 989. It is highly likely, although 
the Ninth Circuit did not comment on it, 
that the interest rates the debtors had to 
pay on the auto loans exceeded the inter­
est rates that could be earned on the sav­
ings accounts. If so, then the transactions 
were not economically rational decisions 
for the debtors to make, but for the obtain­
ing of the exemption. The fact that the 
Ninth Ch'cuit upheld the exemptions indi­
cates that even the second category of 
badges of fraud-noneconomic decision 
making-is not sufficient to make a prima 
facie case to deny the discharge. Indeed, 
because the Ninth Circuit's opinion re­
versed the dista.'ict court's affirmance of 
the referee's denial of the claimed exemp­
tion in one of the two cases, it may stand 
for the proposition that the second catego­
ry of badges of fraud does not even consti­
tute evidence of the requisite fraudulent 
intent. 

It should be remembered that these 
Ninth Circuit Act cases have significance 

1.5. See H.R. REP. 95-595, at 361 (1977), re­
pri,lIed in, 1978 U.S.C.C.A.N. 5963, 6317: S. 
REP. No. 95-989 at 76 (1978), reprinted ill 
1978 U.S.C.C.A.N. 5787, 5862, quoted in, 
Tvelen, 848 F.2d at 874: Reed, 700 F.2d at 
990; and C!lII'I/do, 224 B.R. at 429. See note 
8 supra. 

16. The dissent in Thelell criticized the majori­
ty's reasoning by comparing it 10 that in Albu­
querque Nell'l Bank v. Zouhar (bl re lOllllar), 
10 B.R. 154, 157 (Bankr.D.N.M.l981), where 
the bankruptcy court denied the discharge 

beyond the Ninth Circuit, because they 
were apparently the Act authOlities the 
House and Senate Reports were referring 
to when they said "As under ctu'rent law, 
the debtor ,vill be permitted to convert 
nonexempt property into exempt property 
before filing of the bankluptcy petition." 16 

Most Other Circuit Decisions Are Con­
sistent 

[10, 11] The tentative conelusion is 
consistent \vith Smiley v. Fi1'St Nat'l Bank 
of Belkvilk (In re Smiley), 864 F.2d 562 
(7th Cir.1989). The Seventh Circuit's 
analysis of the case law on this issue is 
useful in categorizing the cases into three 
camps. The first denies the discharge if 
the exemption planning was intentional, 
even ,vithout other evidenee of fraud, The 
Seventh Cit'cuit, like this COllrt, rejects 
that analysis as rewarding ignorant debt­
ors and punishing knowledgeable debtors. 
864 F,2d at 567. The second camp bases 
dellial of discharge on the amount atrempt­
ed to be exemllted, essentially creating a 
judge-made cap on exemptions at the level 
the com't concludes is necessary for the 
"fresh start," rather than the "head start." 
Id., citing In re Reed, 11 B.R. 683, 688 
(Bankr.N.D.Tex.1981). For the I'easons 
eloquently set forth in the Tveten dissent, 
this Court agrees it is inappropliate for 
judges to detennine when pigs become 
hogs 16 when the legislature has failed to 
do so and has not invited the courts to 
exercise that judgment.l1 Finally, there 

based on the "principle of too much; phrased 
colloquially, when a pig becomes a hog it is 
slaughtered." Thelml, 848 F.2d at 879 (Ar­
nold, J., dissenting). 

17. In fact, this appears to be the issue that 
makes this area so difficult. Virtually all of 
the difficult cases deal with state exemption 
statutes that are unlimited in amount. The 
cases simply do not arise with any frequency, 
or at least do not reach the circuit courts, 
when the state legislature has imposed caps 
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are those cases, with which the Smiley 
court agt'eed, that did not limit debtors' 
full use of exemptions within the limits of 
the law, 864 F.2d at 567. The Smiley 
court ultimately concluded the discharge 
should be denied becRuse the debtor not 
only invested money into an unlimited 
Kansas homestead, but lied to his creditors 
about the retained value of his assets that 
had been liquidated to generate those 
funds. ld. at 568. Because such false 
statements and concealment fall into the 
first category of fraudulent badges of 
fraud, it is consistent with this COlll't's 
tentative conclusion on the present facts, 
where there is no false starement 01' con· 
cealment of assets. 

The conclusion is consistent with Ma· 
1'ine Midland BU$. Loans, Inc. v. Ca1Y~Y. 

938 F.2d 1073 (10th Cir.1991). The facts 
there were essentially the same as in this 
case, in that nonexemllt assets were liqui­
dated and the proceeds used to reduce the 
mortgage on the homestead, The debtor 
was left with a $300,000 exempt Oklahoma 
homestead subject only to a $30,000 mort­
gage, /d, at 1076. The bankruptcy and 
district courw found there was no improp­
er intent, and the Tenth Circuit affirmed: 

The liquidation of the other assew used 
to pay down the home mortgage oc­
cm'red ovel' a two year period and was 
in the allen; the activity and payment 
appears to be consistent with what has 
been approved by Congl'e<;s to take ad­
vantage of exemptions, [Debtor] fully 
disclosed all payments and transfers in 
her bankruptcy schedules and at the 
meeting of creditors, [Debtor) retained 

on exemptions. This case, however, is an 
exception 10 that general observation. 

18. Perhaps Ford counsels that it would be 
unwise to grant debtors summary judgment in 
such cases where the only badge of fraud a 
creditor asserts relates to timing-because the 
debtor should be required to explain the 
transaction, and the discharge should be de· 

no beneficial interest in any converted 
property. She did not obtain credit to 
purchase exempt property. Under 
these circumstances we cannot say that 
the district and bankruptcy courts erred 
in finding she did not intend to "hinder, 
delay, or defraud" her creditors or acted 
imllroperly in relation to her homestead, 

ld. at 1078. 

More difficult to harmonize under the 
analysis proposed here is Fm'd v. Poston 
(In 1'6 Fonl), 773 F,2d 52 (4th Cir.1985), 
but its result may have hinged primarily 
on the debtor's perceived lack of candor. 
Thel'e the debtor had owned land as his 
sole and separate property for over six 
months, When a creditor obtained a judg­
ment against him, however, he deeded it 
the very next day to himself and his wife 
as tenants by the entireties, which under 
Vu.'ginia law put it beyond the reach of a 
creditor holding a debt against only one of 
the spouses. 773 F.2d at 53. After trial, 
the bankruptcy COUlt denied the discharge, 
which the Fourth Circuit affu'med. Al­
though the Fourth Circuit's opinion re­
quires "ext?'insic evidence of actual intent 
to defraud creditors," id, at 55 (emphasis 
in original), the bankruptcy court appar­
ently relied almost solely on the timing of 
the transfer. It could be, however, that 
the bankruptcy court also relied on a find­
ing that the debtor's explanation of the 
transaction-that he was merely correct­
ing a mistake that had been made when he 
took title-was simply incredible, and 
therefore the debtor testified falsely and 
sought to conceal his tme intent.18 The 

nied if the explanation is not credible. If so, 
that would mean that any badge of fraud 
could make a prima facie case sufficient to 
shift the burden of going forward to the debt­
or. But the rule suggested here would still 
mean that if the debtor testified honestly, like 
MI'. Tveten, then the creditor's case is insuffi­
cient to deny the discharge. But that issue is 
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Fourth Circuit's opinion seems to suggest 
that was the case, by describing the debt­
or's explanation as "conveniently choosing 
to correct, at that point in time, what was 
then a six·month old mistake." Id. Per­
haps that lack of candor could be deemed 
sufficient evidence falling in the first cate­
gory to warrant a denial of discharge.19 

The tentative conclusion is consistent 
with First Texas Sav. Assoc., Inc. v. Reed 
(In 1'C Reed), 700 F.2d 986 (5th Cil'.1983). 
As a threshold matter, it should be noted 
that Reed was not a granting of summary 
judgment to the objecting creditor, but an 
affirmance of the bankruptcy coW't's denial 
of discharge after trial, 700 F.2d at 992, so 
the evidentiary standard was much lower 
than is required here. But the facts in 
Reed also clearly included some that were 
intrinsically indicative of fraudulent intent, 
and many others that were not economical­
ly rational. Reed hid accounts from his 
creditors and sold assets, to insiders, for 
less than their acquisition cost Ollly a short 
time before. Celtainly such facts were 
sufficient to sustain a trial court's factual 
finding of fraudulent intent, particularly 
when coupled with what must have been 
the trial court's consideration of the debt­
or's demeanor.2o Such facts may even be 
sufficient to make a prima facie case and 
shift the burden to the debtor to provide 
the innocent explanations of the transac-

not presently before the Court, and therefore 
need not be decided now. 

19. Another case that may have hinged pri­
marily on debtor's apparent lack of candor is 
Pomerantz v. Pomerantz {In re Pomerantv, 215 
B.R. 261 (Bankr.S.D.Fla.1991). In that case 
the debtor purchased a Florida homestead 
within 20 days of the plaintiff obtaining sum· 
mary judgment on a $250,000 debt. Debtor 
testified that she moved to Florida because 
she had received a job offer there, but then 
did not take the job for another 18 months, 
during which time she had virtually no other 
income and was living off of borrowing 
against the exempt assct. Id. at 264. 

tions, and therefore to sustain summary 
judgment if the debtor fails to come forth 
with such an explanation. 

The panel decision in NCNB Te .. t:as 
Nat'l Bank v. Bowym' (In 1'e BowyC1~, 916 

. F.2d 1056 (5th Cit',1990), would have been 
more difficult to harmonize with this analy­
sis, but it was reversed en bane. 932 F.2d 
1100 (5th Cir.1991), The debtor there had 
liquidated nonexempt assets and used 
some of the proceeds on luxuries and some 
to pay down his homestead mOltgage two 
weeks after engaging a bankruptcy lawyer 
and just two weeks before filing bankrupt­
cy. The bankruptcy comt allowed the dis­
charge, but the Fifth Circuit panel re­
versed, concluding that the bankruptcy 
court had only found no intent to defmud, 
but had not addressed an intent to hinder 
or delay. 916 F.2d at 1060, The opinion 
referenced the "pig to hog" analysis but 
found "especially cdtical to finding exuin­
sic evidence of an intent to hinder or de­
lay" was that the debtoes wife carried 
$18,000 of the proceeds in her purse rather 
than depositing it into the money market 
account at the plaintiff bank, and the 
homestead was paid down through a cash­
ier's check payable to her rather than a 
personal check payable to the mOltgage 
company, suggesting an effort to conceal 
the transactions from the plaintiff bank. 

20. When Reed could not adequately account 
for $19,000 that he carried in cash he argued 
that it was but a small percentage of the 
amount of money he went through in that 
year. Reed, 100 F.2d at 989. He justified 
sales of assets for less than what he paid for 
them not long before by noting that if he had 
received more it would have been invested in 
exempt assets as well. !d. He did not explain 
his purchase of stock in Triple BS Corpora­
tion one month before filing bankruptcy, or 
the significance of the initials. Id. n. 1. 
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/d, But on rehearing en bane, the Fifth 
Circuit reversed itself and affil'med the 
bankruptcy COUlt's factual finding of a lack 
of fIny extrinsic evidence of intent to de­
fraud, distinguishing Reed because the fact 
finder there had found such intent, and the 
"debw1Js conduct was more egregious" 
than Bowyer's, 932 F.2d at 1102. 

Eighth Circuit Cases Are To the Con­
trary 

But while the Fifth Circuit decisions can 
be seen as consistent with the proposed 
analysis, the Eight Circuit decisions can­
not. NO'I'west Bank Neln'aska, N.A. v. 
Tveten (In t'e Tvelen), 848 F.2d 871 (8th 
CU'.1988), seems to hold that it is sufficient 
to deny the discharge if the amount con­
verted into exempt assets is "too much," 
and Jensen v. Dietz (In re Sholdan), 217 
F.3d 1006 (8th Cil'.2000), seems to hold 
that the discharge may be denied if the 
investment in exempt assets was unwise, 
uneconomical 01' unusual from the debtor's 
perspective. 

Tveten was an affirmance of the bank­
ruptcy court's denial of discharge after 
trial, so it was the lowest standard summa­
rized above. Nevertheless, the bankrupt­
cy court had relied almost exclusively 011 

the timing factors-the debtolJs knowl­
edge of a judgment against him, his rapid­
ly deteliorating investments, and the ra­
pidity with which he converted nonexempt 
into exempt assets in 17 separate transfers 
shortly before bankruptcy. About the 
only fact mentioned that falls outside the 
third, timing category is that a number of 
the transfers were to his parents and 
brothel', ld. at 872, which raises two 
flags-the sale to a family member may be 
fraudulent in that it permits the debtor to 
retain possession or control of the asset, 01' 

may be uneconomic because of the likeli­
hom! that someone other than a family 
member might have paid more if the asset 
were adequately exposed to the market. 

But one cannot read the Tvelen opinion 
without concluding the majority was driv­
en almost solely by the timing of the ex­
emption planning and its size, almost 
$700,000. And that was not only how the 
Tveten dissent read the majority's analy­
sis, but also how the Eighth Circuit subse­
quently read it. In Punusku v. Johnson 
(In t"e Johnson), 880 F.2d 78, 82 (8th Cir. 
1989), the court summarized the kind of 
extrinsic evidence of fraud necessary to 
deny a discharge, in terms consistent with 
the analysis proposed here: "flU'ther con­
duct intentionally designed to materially 
mislead or deceive creditors about the 
debt01J s position; conveyances for less 
than fail' value; 01', the continued reten­
tion, benefit or use of property allegedly 
conveyed together with evidence that the 
conveyance was for inadequate consider­
ation." But then it added:. "Tveten es­
tablishes that where an exemption, other 
than a homestead exemlltion, is not limited 
in amount, the amount of property con­
vel'ted into exempt forms and the form 
taken may be considered in determining 
whether fraudulent intent exists." Id. 
Johnson ultimately concluded that "Tveten 
does not apply to homestead exemptions 
absent traditional extrinsic evidence of 
fraud unrelated to the amount of money 
involved," and pointedly reminded "the 
lower COlU'ts that there is nothing fraudu­
lent pel' se about making even significant 
use of other legal exemptions." ld, at 83. 
"The power sanctioned in Tveten should be 
reserved for exceptional cases and has no 
application to homestead exemptions." ld. 
at 84. 

But then the Eighth Circuit retreated 
from Johnson. In Jensen, the debtor was 
ninety years old, afflicted with serious 
medical problems and living in an assisted 
care facility. 217 F.3d at 1010. When he 
was slled in a personal injury suit for an 
amount fa!' in excess of his insurance cov-
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et'age, however, he liquidated his bank ac­
counts and purchased a newly built house, 
even though the property taxes on the 
house were $2000 pel' year while the debt.­
or was living 011 social security that left 
him with only $600 pel' year dislJOsable 
income, Id, On those facts, the Eighth 
Circuit upheld the bankruptcy court's find­
ing of "ample evidence extrinsic to the 
mere conversion of assets that showed 
fraudulent intent on the part of the debt.­
or." 21 Id. at 1010-11. The Eighth Cit'­
cuit's effort to summarize that extlinsic 
evidence that showed fraudulent intent 
was unenlightening: 

It is one thing to convert non·exempt 
assets into exempt property fOl' the ex­
press purpose of holding it as a home­
stead and thereby putting the property 
beyond the reach of creditors. (citation 
omitted). However, it is quite another 
thing to acquire title to a house for no 
other reason than to defraud creditors. 

Id. at 1011. 

The facts in Jensen well fit the second 
category of the badges of fraud, because 
the debtor's investment in the homestead 
was either uneconomical 01' an umvise in­
vestment for that particular debtor. But 
the Eighth Circuit's opinion fails to demon­
strate how that made the intent any more 
fraudulent than a clear intent to convert 
nonexempt into exempt assets. The clos­
est it came to such an explanation was to 
label the transaction "rank injustice." Id. 
Indeed, the inability of the Jensen opinion 
to explain why converting assets into ex­
empt property for the purpose of putting it 

21, The objection was to the exemption, rather 
than to the discharge; the discharge was ir· 
relevant because the debtor was deceased. 
The bankruptcy court relied on a fraudul!)nt 
conveyance analysis and utilized the badges 
of fraud to find th!) fraudulent intent, which 
the Eighth Circuit approved, including the 
reliance on the debtor's age and the value of 
the house. !d. at 1009-10 & n. 5. 

beyond the reach of creditors is one thing, 
but pUrchasing a honse for no other reason 
than to claim a homestead exemption is 
another, is a good demonstration that 
there is no such distinction to be drawn. 
As the dissent noted, the facts simply 
showed that the debtor "sought to protect 
as much of his assets as the law allowed," 
and none of the evidence was "extrinsic to 
(the debtor's) act of conversion," and 
"therefore [is] not evidence of fraud." Id. 
at 1011-12 (Arnold, J., dissenting), 

Conclusion 

[12] The Ninth Circuit cases dis­
cussed above may be sufficient to resolve 
the issue before the Court today. Nei­
ther timing factors nOl' uneconomic deci­
sion·making by debtors is snfficient to 
deny a discharge on account of knowl­
edgeable exemption planning. They were 
not sufficient to deny exemptions under 
the Act, and even aside from the legisla­
tive history quoted above there is no ba­
sis to conclude that Congt'ess intended a 
different result under the Cotie,n and cer­
tainly not to impose an even harshet· rem­
edy, complete denial of the discharge 
rather than denial of a claimed exemp­
tion. 

It might also be sufficient to deny sum­
mary judgment on the basis that the requi­
site fraudulent intent is so individualistic 
and fact based that it cannot be deter­
mined without live testimony and the op­
portunity to judge the credibility of the 
debtor. See In i·e Chav-in, 150 F.3d 726 
(7th Cir.1998). 

22. See DCIVSIIUP v. Timm, 502 U.S. 410, 419, 
112 S.Ct. 773, 116 L.Ed.2d 903 (1992)("[T]h!s 
Court has been reluctant to accept arguments 
that would interpret the Code, however vague 
the particular language under consIderation 
might be, to effect a major change in pre· 
Code practice that is not the subject of alleast 
some discussion in the legislative history."). 
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[13] But the analysis suggests an even 
stronger rule-unless the creditor shows a 
deception 01' concealment, all insider trans­
action, a fraudulent conveyance, a secretly 
retained possession 01' benefit, or debtor 
explanations that lack credibility, the sec­
ond and third categories of badges of fraud 
are not sufficient to shift to the debtor the 
burden of going forward, even if all of the 
debtol"s nonexemllt aSllets were converted 
into exempt assets just after being sued 
and just before filing bankruptcy. 

There are many areas of bankruptcy law 
where Congress apparently intended bank­
ruptcy judges to weigh the evidence and 
utilize their experience and judgment to 
decide individual cases on a case by case 
basis. It does so by using terms that are 
inherently incapable of fine definition, such 
as "good faith," "substantial abuse," "un­
due hardship," and the like. Case law in 
such areas tends to identify "factors" that 
in reality are merely a checklist of relevant 
facts or issues to consider, none of which is 
dispositive. Perhaps such areas of bank­
ruptcy law are best dealt with as in the 
civil system, with each judge reading and 
applying the statute and its underlying 
policies and plinciples to each factual situ­
ation that comes up, without regard to 
what the last judge did on different facts. 
Reported decisions in such areas serve 
little useful purpose, and in fact may be 
counterproductive.2.1 

But this is not one of those areas. 
Congress did not invite bankruptcy judges 
to grant or deny the discharge based on 
an amorphous, individualistic finding such 
as "reasonable" 01' "good faith." Instead, 
it made the requisite determination hinge 
on intent, something that common law 
precedent has sllccessfully refined over 
the centuries, pal'ticnlarly in tort law and 

23. See Lawrence Ponorofr, Tire Dubious Role 
of Precedenf ilz fhe Ques/ for FirSI Principles in 
lire Refomz of the Baukruplcy Code: SOllie 

in criminal law. Consequently here is it 
appropliate for courts to seek to l'efine 
and define the requisite intent, so that the 
evolution of precedent may in the long 
rung yield predictable, practical rules. 

And this is an area of law where that 
effort is particularly needed and impor­
tant. As noted by the Tveten dissent, 
"[d]ebtol's deserve more definite answers" 
than "each bankl'Uptcy judge's sense of 
proportion." 848 F.2d at 879 (Arnold, J., 
dissenting). Without more definite an­
swers, "debtors ,viII be unable to know in 
advance how far the federal courts will 
allow them w exercise their rights under 
state law." ld, The result ,vill be that 
some debtol's who relied on well inten­
tioned advice of counsel may be denied a 
discharge, the bankruptcy equivalent of 
the death penalty, while others receive an 
unconscionable benefit, perhaps through 
ignorance or perhaps through cunning. 
And as the Tveten dissent also emplulsizes, 
for the judiciary to deny an exemption that 
the legislature has provided simply be­
cause the judge finds it out of proportion is 
to invade the province of the legislative 
branch. ld. at 878. 

Both the second and third categories of 
the badges of fraud merely underscore 
that the debtor intended to take advantage 
of available exemptions. The timing fac­
tors make that more evident than if the 
exempt property were pUl'chased before 
bankruptcy was imminent, and engaging in 
an otherwise uneconomic transaction elimi­
nates another possible motive, but neither 
of these makes the intent any more than 
an intent to utilize available exemptions. 
And since all authOlities (except perhaps 
the Eighth Ch'cuit) agt'ee that that intent 
is not penalized 01' forbidden by 

Lessons from the Civil Lmv and Realisl 1'radi· 
lions, 74 Am. Bankr.L.J. 173 (Spring 2000). 
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§ 727(a)(2)(A), that intent is not trans­
formed into something more evil by its 
timing 01' even by the size of the transac­
tion. FOliunaooly the Arizona legislature 
has slJared both debtors and judges prob­
lems such as Tveten, by imposing dollar 
limits on almost all exemlltions, and an 
additional timing limitation on the only one 
readily capable of substantialllrebankl'Upt­
cy exemption planning.24 

Based on the foregoing, the Court con­
cludes that the showing of only the timing 
badges of fraud is insufficient to support 
summary judgment fot· Murphey. Be­
cause Murphey has made no showing of a 
badge of fraud falling in the first caoogory, 
Murphey's motion for summary judgment 
is denied. 

In re Paul and Veda GARSKE, 
Debtors. 

Veda Garske, ct at, Plaintiffs, 

v. 

Arcadia Financial, Ltd., Defendant. 

Bankruptcy No, 98-13427. 
Adversary No. 00-1139. 

Uniood States Bankruptcy Court, 
N.D. California. 

April 8, 2002. 

Chapoor 7 debtors, who retained a 
secm'ed creditor's collateral without for­
mally reaffirming the debt and thereafter 
became delinquent, brought class action 
against creditor alleging violation of dis-

24. A.R.S. §§ 33-1126(A)(6) & (B). 

charge injunction. On creditor's motion for 
summary judgment, the Bankl'Ulltcy 
Court, Alan Jal'Oslovsky, J" held that oole­
phone calls from creditor to Chapter 7 
debtors after discharge, in which creditor 
threatened to repossess its collateral if 
delinquent payments were not brought 
cID'rent, did not violate discharge injunc­
tion. 

Motion granted. 

1. Bankruptcy e:::>2364 

Telephone calls from creditor to 
Chapter 7 debtors after discharge, in 
which creditor threatened to repossess its 
collateral if delinquent payments were not 
brought current, did not violate discharge 
injunction; phone calls were not pel' se 
improper collection activity and there was 
no indication that creditor told 01' implied 
to any debtor that there would have been 
any consequence beyond repossession if 
payments were not current, there was no 
showing that creditor continued to contact 
any debtor after debtor told creditor to 
repossess its collaooral, and phone calls 
were not used for improper pm'pose, nor 
did they stray into improper collection ac­
tivity. Banlu·.Code, 11 U.S.C.A. 
§ 524(a)(2). 

2. Bankruptcye:::>2364 

In order to violate the discharge in­
junction, a creditor must take action to 
collect a debt as a personal liability of the 
debtor. Baniu',Code, 11 U,S,C,A, 
§ 524(a)(2). 

Richard V. Day, Napa, CA, for Debtors. 
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Law Enforcement Center in Pecos, Texas 
on July. 11, 1989 while awaiting [trial] for 
the insmnt offense." It recommended that 
Garda-Gil's offense level be increased by 
two levels pursuant to § 3Cl.l of the Unit­
ed States Sentencing Guidelines, because 
he had "attempted.to impede the adminis­
tration of justice during the prosecution of 
the instant offense," The district court 
accepted this recommendation. On apJ}eal, 
Garda-Gil challenges this increase, argu­
ing only that "[a]n escape attempt based on 
the paltry facts known below can hardly be 
said to come under the aegis of § SeLl." 
Garcia-Gil has put forward nothing to con­
vince us that the district court was clearly 
erroneous in finding that he attempted to 
escape from jail. FUrthermore, we con­
clude that attempted or actual escapes do 
come under the aegis of § Sel.l. 

At the time of Garcia-Gil's offenses, 
§ 301.1 covered defendants who "willfully 
impeded or obstructed, Or attempted to im­
pede or obstruct, the administration of jus­
tice dUring the investigation or prosecu­
tion" of their offenses. Does this defini­
tion include attempted escape pending trio 
al? For offenses committed after Novem­
ber 1, 1990, the answer is yes. Application 
Note 3(e) provides that § 30ll applies to 
"attempting to escape from custody before 
trial or sentencing." Prior to amendment, 
the commentary did not list attempted es­
cape as an example of covered conduct, but 
it specifically noted that the examples list­
ed were "not exclusive." Application Note 
1 (replaced 1990). This non-exclusivity con­
templates that the courts will scrutinize 
conduct for inclusion within § sOU as sit­
uations arise. Having considered the situa­
tion in this case, we conclude that an es­
cape or an attempted escape may constitute 
the willful obstruction of justlce for sen· 
tencing offenses committed before Novem­
ber 1, 1990. That the Sentencing Commis­
sion now explicitly agrees with this conclu­
sion provides more, not less, support for 
our holding. 

If the administration of justice includes 
the ability of the government to produce 
for scheduled judicial proceedings those 
persons lawfully in its custody, then the 
administration of justice is practically ob-

structed or impeded when such persons 
escape from custody, presumably never to 
appear in court. It follows that an attempt 
to escape is an attempt to obstruct or im­
pede. Other circuits have reached similar 
conclusions. See United ,States v. Tet~ 
918 F.2d 1329, 1384-35 (7th Cir.1990) ("de­
fendant's willful failure to appear"); Unit· 
ed States v. Perry, 908 F.2d 56, 59 (6th 
eir.) (defendant who "jumped bond before 
sentencing"), cert. denied, _. - U.S. --, 
111 S.Ct. 666, 112 L.Ed.2d 571 (1990); 
United States v. Avila, 905 F.2d 295, 297 
(9th 'Cir.1990) (defendant who "absconded 
from supervised [pretrial) release and re­
mained a fugitive for five months"). If 
failing to appear, jumping bond, and abo 
sconding from pretriBl release are obstruc­
tions of justice, so is escaping or attempt­
ing to escape from actual custody. The 
district court correctly applied § SOU and 
increased Garcia-Gil's sentence. 

Finding no errors in the proceedings be· 
low, we sustain both the convictions and 
the sentences of defendants Rugerio Vald­
iosara-Godinez and Alejandro Garcia-Gil. 

AFFIRMED. 

In the Matter of Denis Edward 
BOWYER, Debtor. 

NCNB TEXAS NATIONAL BANK, 
formerly First RepubUcbank 

Austin, Appellant, 

" Denis Edward BOWYER. Appellee. 

No. 89-7029. 

United States Court of Appeals, 
Fifth Circuit. 

May 23, 1991. 

Rehearing and Rehearing, En Banc Denied 
July 22, 1991. 

Objection to Chapter 7 debtor's dis­
charge was overruled by the United States 
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Bankruptcy Court for the Western DIstrict William C. Davidson, Jr., Austin, Tex., 
of Texas, and the District Court, James R. for appellee. 

~t~~~e~isa~;::r:~d ~~daP:ee;;n~:d~~:: Appeal from the United States Disttict 
Court For the Western District of Texas. 

F.2d 1056, but, 'on petition for rehearing, 
held that evidence supported finding that 
sale of gold and use of debtor's savings to 
repair his exempt residence were not trans· 
fers made to defraud, hinder or delay credi· 
tors. 

Affirmed. 

Barksdale, Circuit Judge, filed dissent· 
ing opinion. 

1. Bankruptcy 4=3317(5) 
Bankruptcy court's finding in dis· 

charge proceeding that Chapter 7 debtor 
did not decide to £ile bankruptcy petition 
until October, 1987, after sale of gold "Ma· 
pleleafs" allegedly to _defraud creditors, 
was supported by evidence, and thus, evl· 
dence Il;upported finding that sale of gold 
Bnd use of debtor's savings to repair his 
exempt residence were not transfers made 
to defraud. hinder or dellJ.y creditors so as 
to warrant denial of discharge; at about 
time of sale of assets, debtor and his wife 
withdrew $26,000 from savings and made 
advance, unscheduled paymeiJts on their 
note, which was incompatible with intent to 
default on note and file petition. Bankr. 
Code, 11 U.S.C.A. § 727(a)(2)(A). 

2. Bankruptcy e:»SS17(6) 
Determination that Chapter 7 debwr, 

whose wife withdrew $24,000 from savings 
&nd paid it on homestead mortgage apprOl\-' 
lmately 16 days before bankruptcy petition 
was filed, did :_not have intent to delay or 
hinder creditOrs, as required for denial of 
discharge -based on ,transfer of "property 
with intent to hinder, delay, or defraud 
creditor, w~ supported by evidence. 
Bankr.Code, 11 U.S.C.A. § 727(a)(2)(A). 

JQanalys B. S'mlth, Thhin~s T".: Rmiers, 
Small, Craig & Werkenthln, Austin, Tex., 
for appellant. 

I. Dr. Bowyer spent most of this slim to install 
central heating and atr I,:ondilioning In hls 

ON PETITION FOR REHEARING 

(Opinion November 14, 1990. 6th Cir. 
916 F.2d 1066) 

Before WISDOM, DAVIS and 
BARKSDALE, Circuit Judges. 

PER CURIAM: 

On reflection, we are persuaded' that.we 
did not give the bankruptcy court's find· 
ings the requIred deference. When we 
give those findings the deference that is 
dlte them, we conclude that the bankruptcy 
court and the district court correctly grant­
ed discharge to Bowyer under the Bank· 
ruptcy Code. 

l. 

[1] The bankruptcy court's finding that 
Dr. Bowyer did not decide to file a bank· 
ruptcy petition until October 1987 is crit­
ical. If that finding Is not clearly errone· 
ous, the July and August 1987 transactions 
we relied on in our earlier opinion to deny 
Bowyer's discharge have limited relevance. 
More particularly, the bank's argument 
that the July sale of the gold Mapleleafs 
was a transfer with intent to hinder, delay 
or defraud a crediwr loses its force unless 
Dr. Bowyer sold this asset to avoid having 
it fall into his bankrupt estate. If in July 
1987 Dr. Bowyer intended to pay NCNB's 
note when due and had no plans to file 
bankruptcy, this sale and the expenditure 
of funds realized from that sale have little 
significance for our purposes. The same 
analysis applies to Dr. Bowyer's expend!· 
ture of approximately $7,0.00 in non-exempt 
funds on improvements to his home in July 
or August.! 

On"reoorisideratlon, we conClude that the 
record adequately supports the bankruptcy 
court's finding that Dr. Bowyer did not 
decide to file a bankruptcy petition until 

home, hardly an extraordinary expense for one 
residing In Austinl Texas. 
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.October 1987. One undisputed piece of 
evidence strongly supports this finding, In 
June and July 1987, Dr, Bowyer and his 
wife withdrew $25,000 from their savings 
and paid this sum to NCNB as advance, 
unscheduled payments on their note. We 
agree with the bankruptcy court that the 
Bowyer's $25,000 advance payments on 
their note in July is completely incompati­
ble with an intent to default on the note 
and file a bankruptcy petition. We con­
clude therefore that the district court's 
finding that Bowyer did not intend to file a 
bankruptcy petition until October 1987 is 
not clearly erroneous. It follows that the 
district court did not err in concluding that 
Bowyer's sale of his gold Mapleleafs and 
the use of savings to repair his residence 
were not transfers made to defraud, hinder 
or delay creditors'. 

II. 
[2J The only other transaction relied 

upon by NCNB to support its argument 
that Dr. Bowyer is not entitled to discharge 
was Bowyer's conversion of non-exempt 
funds to enhance his equity in his exempt 
residence. As stawd in our original opin­
ion, Bowyer's wife withdrew $24,000 from 
savings and paid it on their homestead 
mortgage approximately fifteen days be­
fore the bankruprey petition was filed on 
October 28, 1987. The bankruptcy court 
and the district court correctly concluded 
that this transaction will not defeat Bow­
yer's discharge. 

Colliet' on Bankruptcy states the well­
settled rule that: "Under the former Act, 
the mere conversion of non~exempt proper­
ty into exempt property on the eve of a 
bankruptcy was not of itself such fraud as 
will deprive the bankrupt of his right to 
exemptions." 3 Collier an Bankruptcy 
§ 522.08[4] (l5th ed. 1991). Before the 
Bankruptcy Code was adopted in 1978, 

2. The Reed court summarizes ,Reed's conduct as 
follows: 

His rapid conversIon of nonexempt assets to 
extinguish one home mortgage and to reduce 
another four months before bankruptcy, after 
arranging with his creditors to be free of 
paymenl obligations until the followJng year, 
speaks for itself as a transfer of property in 

strong arguments were made to change 
that rule so that property obtained in last 
minute conversions would be ineligible for 
exemption. Both the House and Senate 
Reports rejected those arguments: 

As under current law, the debtor will be 
permitted to convert non-exempt proper­
ty into exempt property before filing a 
bankruptcy petition. The practice is not 
fraudulent as to creditors, and permits 
the debtor to make full use of the exemp­
tions to which he is entitled under the 
law. 

H.R.Rep. No. 595, 96th Cong., 1st Sess. 861 
(1977), reprinted in 1978 U.S. Code Cong. 
& Admin.News 6963, 6817 (citation omit­
ted); S.Rep. No. 989, 95th Cong., 2d Sess. 
76 (1978), reprinted in 1978 U.S.Code 
Cong. & Admin.News 5787, 5862; see Mat­
ter of Reed, 700 F.2d 986, 990 (6th Cir. 
1988). 

Of course, conversion of non·exempt as­
sets -into exempt assets may be relevant 
where other evidence proves actual intent 
to defraud creditors. See Reed, 700 F.2d at 
991. But in Reed, the debtor's conduct was 
much more egregious than the conduct of 
Bowyer in this case.: Also, the district 
court in Reed found as a matter of fact 
that the debtor intended to defraud his 
creditors. Critically, the factfinder in to­
day's case found no such fraudulent intent. 

The NCNB Bank made no specific argu­
ment to the bankruptcy court or the district 
court that Dr. Bowyer's transfers, while 
not fraudulent, were made with the intent 
to hinder or delay creditors. It is doubtful 
therefore that the bankruptcy court was 
placed on notice that a specific finding was 
neceasary on the debtor's non-fraudulent 
intent to hinder or delay creditors. Even if 
we Interpret the bank's pleadings as rais­
ing this issue, the district court's findings 
are sufficient to make it unnecessary to 
remand for additional findings on this 
point. The factual findings of the district 

fraud of creditors. HIs diversion of the dally 
recelpls of Reed's Mens Wear Into an account 
unknown to his creditors and management 
consultant and his subsequent use of the re­
ceipts to repay a loan that had been a vehicle 
for Ihls conversion confirm his fraudulent 
motivation. 

700 F.2d at 991-92. 
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court fully support its legal conclusion that 
Bowyer's $24,000 payment from non·ex­
empt savings on his exempt homestead was 
legitimate pre-bankruptcy planning, Thus, 
that transaction cannot support a finding 
of intent to delay or hinder creditors. 

We have carefully- considered the addi­
tional arguments NONB raised in its ap­
peal which we did not reach in our earlier 
opinion.s For the reasons assigned by the 
bankruptcy court in its August 12, 1988 
findings of fact and conclusions of law, we 
conclude that it correctly resolved these 
issues. 

For the reatlons stated above, Bowyer's 
application for rehearing is- GRANTED _and 
the judgment of the distrkt court is AF­
FIRMED. 

BARKSDALE, Circuit Judge, 
dissenting! 

I respectfully dissent. Our original opin­
ion, 916 F.2d 1056, correctly applied 11 
U.S.C. § 727(a)(2)(A); we held that the 
bankruptcy and district courts erred by not 
holding that the conversion of non-exempt 
to exempt property was undertaken with 
the intent to- hinder or delay a creditor. 

Section 727(a)(2)(A) prohibits, under cer­
tain conditions, an action taken with "interit 
to hinder, delay, or defraud a credi­
tor .... " (Emphasis added.) As addressed 
in our original opinion. "the term 'defraud' 
does not subsume 'hinder or delay.' ,i 916 
F.2d at 1059 .. And, at each ·stage of these 
proceedings, the Bank has contended that 
the conversion was, among other things, 
made with intent to hinder or to delay. As 
held in our previous opinion, the error 
arose out of focusing on Intent to defraud, 
and failing to address separately intent to 
hinder or intent to delay. 

By granting rehearing and affirming the 
judgment of the district court, the majority, 
I respectfully submit, continues this error. 

w 
o tKIYHlIHllUnuM 

3. The Bank conten~s thai .BoWYllr: frauduleJ)lly 
or knowingly mad_e_ II. false oatil or lIe<:ount, 
under 11 U,S.C. § 721(a}(4); did not Satlsfacto· 
rily- eJlplaln the dissipation of assets, under 11 

LAKEDREAMS, a Texas partnership, 
Plaintiff-Appellee, 

v. 

Steve TAYLOR. d/b/a California T's. 
Defendant-Appellant. 

No. 90--1472. 

United States Court of Appeals, 
Fifth Circuit. 

June 11, 1991. 

In action for, inter alia, copyright in­
fringement, the United States: District 
Court, Northern District of Texas, Samuel 
Ray CumminS's, J., granted preli!"inary In­
junction precluding alleged infringer from 
distributing shirts containing design and 
text substantially similar to that appearing 
in alleged owner's copyright application. 
Alleged infringer appealed. The Court of 
Appeals, Johnson, Circuit Judge, held that 
District Court did not abuse itS discretion 
-in iSBn'ing preliminary injunction. 

Affirmed. 

I: -Federal Courts 4=571, 572 

To be appealable, order must be final, 
it must fall within specific class of interloc­
utory orders made appealable by statute, 
or it must faU within some jurisprudential 
exception. 28 U.S.C.A, §§ 1291, 1292(a). 

2. Federal -Courts $;>677 

Court of Appeals lacked jurisdiction to 
review district court's denial of alleged 
copyright infringer's motion to dismiss, 
even though motion was made during in­
junction hearing; there was no indIcation 
that district court consolidated preliminary 
injunction with trial on merits and. order 
granting preliminary injunction made no 

U.S.C. § 727(a)(5); ml),de II false ·statement In 
writing, under 11 U.&.C, § 523(a)(2)(B); and 
obtained refInancing by'actuai' fraud or mlsrep­
resenlalioll, under II U.S.C. § 523(a)(2){A). 
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the allegations of the complaint. The con­
duct criticized by the judge was defense 
counsel's failure to divulge its $26,000 policy 
limit until the moming of trial. This conduct 
occurred well after the removal. lui of the 
date of removal, both State Farm and Its 
insured, Loo, were still in this case, because 
defendant Lee had not as yet been dismissed. 
The state COUl't petition alleged that plaintiff 
sustained "neck and shoulder injuries, includ­
ing the aggravation of an osteoalthritic con­
dition and possibly a torn rotator cuff among 
other il\imies." With Lee present in the 
suit, the plaintit'rs possible damages could 
have exceeded the policy limits and indeed 
the $5O,O(}{) -requirement for diversity juris­
diction. 

[4-] The plaintiff would disregard Mr. 
Lee, the second defendant., because he was 
never served. Yet Title 28 does not oblige a 
defendant to wait until all co-defendants are 
served before removing. A defendant may 
remove a case without joinder of a non­
served, non-resident defendant. Sec 14A 
Wright, Miller & Cooper, Federal Practice 
and Procedure § 8731 at 609-10 (1986); see 
also 28 U,S,CA § 1448 {West 1973) (provid­
Ing for service of Pl'OCesS on unserved defen­
dants after removal). 

In tWs case, plaintiff" requested judgment 
In no specific sum in the state court suit, 
consistent with Article 898 of the Louisiana 
Code of Civil Procedure. The defendant Wa£! 

unable to perslIade plaintiff to stipulate that 
his damages were less than $50,000, At the 
time of the removal, defense counsell'e!lson­
ably considered the potential for a judgment 
against Lee as well as State Farm, as counsel 
could not foresee Lee's dismissal. Cj. St. 
Paul Mm'fMTY Inckm. Co. v. Red Cab Co., 
303 U,S. 283, 292-93, 68 Ket. 586, 592, 82 
L.Ed. 846 (1938) (events occuning after re­
moval which reduce amount in controversy 
do not oust district court's jurisdiction once it 
has attached); Federal Savin{Js & Loan Ins. 
Corp. v, GriJfin, 935 F,2d 691, 696 (6th Cir. 
1991) (dismissal of a party qfl:~-removal does 
not affect propliety of the removal), cerl. 
denied, - U,S, -, 112 8.Ct. 1163, 117 
L.Ed.2<l 410 (1992). 

We find no improp'riety in State Farm's 
removal of the complaint aa it appeared at 

the time of the removal and the district comt 
erred in awarding attorneys fees -against de­
fendant. 

[5] As for coats, we find nothing in the 
jurisprudence to suggest _that the 'court 
abused its discretion in ordering defendant to 
pay costs of the proceedings. An award of 
costs has_ never been predicated on a finding 
of bad faith or negligent 01' fH~olous removal. 
See News-Texan, h«<. v. City of Garw,t!d. 
814 F.2d 216, 220 (6th Ci1'.1987); Bucary, 883 
F.2d at 449. According to the above_ quoted 
commentary on the 1988 amendment, fees 
should be awarded only If it was impl'OpeI' for 
the defendant to remove; no such resu'ictlon 
on a court's discretion to award costs is 
suggested in the amendment. 

The award of fees is therefore vacated; but 
the order awarding court costs is afill111ed. 
Because the rest of this case has been "re­
manded to state court, the distrIct court has 
no further jurisdiction and remand to that 
court is unnecessary, 

VACATED in part and AFFIRMED in 
P~llt. 

In the Matter of David Marvin SWIFT, 
d/b/a State Farm Insurance, Debtor, 

David Marvin SWIFT, d/b/a State 
Farm Insurance, Appellant, 

v. 

The BANK OF SAN ANTONIO, Appellee. 

No. 92--5698. 

United States Court of Appeals, 
Fifth Circult. 

Oct. 8, 1993. 

Reheat'ing Denied- Nov, 3, 1993. 

III Chapter 7 case, the Bankruptcy 
Court denied discharge on growld that debt­
or u:allsferred, concealed or disposed of 
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property within one year before filing with 
intent to hinder, delay or defraud creditors. 
Debtor appealed. The United States Distlict 
Court for the Western District of Texas, 
H.F, Garcia, J., 126 B.R. 72.'5, affirmed. 
Debtor appealed. The Court of Appeals, 
Edith H, Jones, Circuit Judge, held that 
'debtor's transactions with relatives immedi­
ately plioI' to filing bankruptcy which had 
effed of disposing of or encumbering debt­
or's only nonexempt assets was with intent to 
'hinder, defraud, delay or conceal estate as­
sets from creditors justifying denial of dis­
charge. 

Affirmed. 

Bankruptcy 0;»3276.1, 8277 

Chapter 7 debtor's transactions with rel­
atives including prepaying alimony to ex­
wife, transfening insurance. policies to aon 
who, after bOl'l"Owing against them, trans­
ferred funds back to ex-wife who then loaned 
funds back to debtor who gave her promisso­
ry note day before bankruptcy, and borrow­
ing money from daughter in exchange for 
promissory notes secured by debtor's inter­
ests in personal property was with intent to 
hinder, defraud, delay or conceal estate as­
sets from his creditors justifying denial of 
discharge; debtor's rationale, among others, 
that he borrowed from relatives because he 
needed cash to fund bankruptcy proceeding 
was not believable since debtor's monthly 
cash flow from his insurance business contin­
ued to be substantial. Bankr.Code, 11 
U.s.C.A. § 727{a)(2). 

R. Mark Dietz, Dietz & Associates, Round 
Rock, TX, for appellant. 

Michael G. Colvard, Mrutln, Shannon & 
Drought, San Antonio, TX, for appellee. 

Appeal from the United States Distd.ct 
Court for the Western District of .Texas. 

"Chief Judge of the Southern District of Misslssip. 
pi, sitting by destgnatlon. 

1. This court has re<:ently held that the burden of 
proof on objections to discharge Is by the pre. 
ponderance of the evidence. [/I re Be(luboue(. 

Before JONES and DeMOSS, CU'cuit 
Judges and BARBOUR ", District Judge. 

EDITH B. JONES, Circuit Judge: 

Appellant Swift is an insurance agent in 
San Antonio, Texas, who filed Chapter 7 
bankruptcy on March 1, 1990. He has ap­
pealed the bankruptcy court's determination, 
afl'irmecl by the clistrict court, 126 B.R. 725 
(Bankl'.W.D,Tex.1991), that his discharge 
should be bruTed because he transferred, 
concealed 01' disposed of property within one 
year before filing with the intent to hinder, 
delay 01' defraud creditors. 11 U.S.C. 
§ 727(a)(2). Finding no clear enol' in the 
COnti's findings of fact,l we affll'lll. 

As a caution to tliose who might hope to 
take unfair advantage of the liberality of 
ballkl1lptcy cllscharge pro.visions, the transac­
tions in which Swift engaged just before 
bankruptcy should be. summarized. Review­
ing the evidence, the bankruptcy court con­
cluded that Swift gambled and lost on the 
dischru·ge of $2,000,000 In debt by engaging 
in "cute" transactions that involved approxi­
mately $20,000 of his estate. The net effect 
of these tI:ansactions, however, was to dis­
pose of or encumber his only non-exempt 
assets. The comt also concluded that Swift 
would not be shielded by the fact that he 
consulted with numerous attorneys before 
engaging in these transactions. As the court 
found, the transactions. were not simply inno­
cent pre-bankruptcy planning. Matter of 
Reed, 700 F.2d 986 (5th Cir.l983). The 
transactions, all accomplished within a. couple 
of months before bankruptcy, were as fol­
lows: 

1. Swift prepaid $5,000 In alimony or 
property settlement to his ex-wife. The pay­
·menU! would not have been due until after 
bankruptcy, and tlley would have been non­
dischargeable, personal obligations of Swift. 
He·used estate money to make the payments. 

2. Swift used estate funds to prepay the 
remaining liability on his Chevrolet Sllbur­
ban truck. Contrary to hls representations, 

966 F.2d 114 (5th Clr.1992): The bankruptcy 
court applied this standard. The 1;ourt also de. 
nlcd discharge based on II U.S.C. § 721(a)(4). 
but we do not reach that aspect of his deciSion. 
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this was not a payment in 
course of business. 

the ordinary has the primary duty to distinguish hogs 

3. Despite having in hand a legal opinion 
that certain insurance renewal. commissions 
were property of the. estate, Swift under­
reported those commissions on his schedules. 
The cowt found $18,000 'due in renewal com· 
missions; &vift reported only $6,000. 

4. Swift transfen-ed insurance policies to 
his 20-year old son, who, after bon'Owing 
against them, transferred the funds to Swift's 
ex-wife. The ex-wife then loaned the funds 
back to Swift, who gave her a promissory 
note the day before bankruptcy. As the 
bankruptcy court put' 14 "it's kind of Uke 
what happens to a lemon;' [S\viftJ just 
squeezed the juice out of it and then gave the 
lind back to the estate." ' 

6. Swift's daughter loaned money to her 
father in exchange for a' promissory note, 
secured by Swift's interest in his furniture 
and fixtw'es, renewlli. commissions, boat, mo­
tor and trailer. 

In evaluating S\vift's Intention, the court 
observed his evaSiveness and deception, not 
only at tl1al but also in the filing cif his 
schedules and in his testimony at the section 
341 cl'edltol's' meeting. The Court'did not 
believe Swift's 1'atlonale, among others, that 
lie bOlTOwed 'from relatives because he need­
ed cash to fund the bankruptcy proceeding; 
Swift's monthly cash flow from his Insurance 
business continued to be substantial. 

Based on these transactions and his credi­
bility decision, the bankruptcy court did not 
cleal'l1 elT in concluding that Swill complet­
cd them ,,{ith Intent to hinc;lel', deft'aud, delay 
01' conceal estate assets ft'Om his creditors. 
As the court pointed, ou4 nearly every asset 
In his estate had been, tampered with before 
bankruptcy. Unfortunately, the line between 
legitimate pre-bankruptcy planning and in­
tent to defraud creditors contrary to section 
727(a)(2) is' not clear: Northwest Ba'llk Ne-' 
lrraska, N.A. v. Tveten, 848 F.2d 871, 879 (8th 
Cir.1988) (Arnold, J., dissenting). One court 
simply stated, "there is a principle' of too 
much; ,phrQged colloquially, when a pig be· 
comes a hog it is slaughtered." hf toe Zau­
har, 10 B.R. 164, 157 (Bankl'.D.N.M;1981). 
h. the finder of fact, the bankruptcy court 

from pigs. Compa):e McUUr of BOWJI(il; 916 
F.2d 1056 (5th Clr.199{) (reversing bankrupt­
cy court), op. on reh., 932 F.2d 1100 (5th 
Cir.1991) (affinning hankrup!:Cy court and 
finding Intent to hinder, delay or defraud 
creditors on facts before it). 

The judgments of the bankruptcy and dis­
trict courts are AFFIRMED. 

Michael K. TOPALIAN, et aI., Plaintiffs, 

Roy Jacobs, Jr., Richard H. Manuel, 
and Bobby W. McDonald, 

Plaintiffs-Appellants; 

and 

Armando wpez. Appellant, 

v. 

John N. EHRMAN, etc., et aI., 
Defendants-Appellees. 

No. 91-28181 

United States Court of Appeals, 
Fifth Cil'cult. 

Oct. 12, 1993. 

Rehearing Denied Nov. 9, 1993. 

The United States District CoUit for tlie 
Southel'll Dishict of Texas, Norman W. 
Black, Chief Judge, imposed sanctions in 
amount of $1,000 each on plaintiff investors 
In securities action, who were officers and 
direCtors of one of the defendant companies, 
and imposed sanction in' excess of $300,000 
on investors' attorney, and investors and 
theit' attorney appealed. The Court of Ap­
peals, DeMoss, Circuit Judge, held that; (1) 
Rule 11 sanctions against investors were per­
missible since dlstJict court had discretion to 
impose sanctions against nonsigning repre· 
sented parties for violations of 111le by their 
attomey, and (2) sandlon in excess of $300,~ 
000 against attorney required very specific 
factual bases fi.'om which COUlt of Appeals 
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III. COllclusion 

For the foregoing reasons, the mortgage 
executed by Debtor on January 13, 2005 in 
favor of Defendants was not a preferential 
transfer in violation of 11 U.S.C. § 547(b). 
Plaintiffs Motion for Summary Judgment 
is denied and Defendants' Motion for Sum­
mary Judgment is granted. Plaintiffs 
Complaint is dismissed. 

In re Charlene I. V ANGEN. Debtor. 

No. 05-13793-7. 

United States Bankruptcy Court, 
W.D. Wisconsin. 

Nov. 23, 2005. 

Background: Chapter 7 trustee and cred­
itor, debtoes fonner husband, objected to 
debtor's claim of a Wisconsin exemption in 
retirement-related annuities, asserting 
that she had engaged in impermissible 
pre-bankruptcy exemption planning. 

Holdings: The Bankl'Uptcy Court, Thom­
as S. Utschig, J., held that: 

(1) absent exhinsic evidence of fraud, a 
debtor's conversion of nonexempt as­
sets into exempt assets will not, by 
itself, be regarded as evidence of 
fraudulent intent, as would warrant de­
nial of the exemption under Wisconsin 
law, and 

(2) here, plaintiffs failed to llresent suffi­
cient extrinsic evidence of fraud to 
overcome the genel'al rule that a debt­
or may arrange her affairs so as to 
take full advantage of the exemptions 
available to her under state law. 

Objection denied. 

1. Exemptions e::>49 

Undel' Wisconsin law, all that is re­
quired for an annuity to fall \vithin the 
exemption for retirement benefits is that it 
qualify for tax-deferred status under the 
federal Internal Revenue Code. W.S.A. 
815.18(3)0)· 

2. Exemptions e::>37 

Unlike the federal exemption for a 
debtor's right to receive a payment under 
an annuity, the Wisconsin exemption for 
such annuities places no resttiction on the 
amount claimed as exempt. 11 U.S.C.A. 
I 522(d)(IO); W.S.A. 815.18(3)0). 

3. Exemptions e::>104 

Undel' Wisconsin law, an exemption 
may be denied where the asset in question 
was procured, concealed, 01' transferred 
\vith the intention of defrauding creditors. 
W.S.A.815.18(10). 

4. Bankruptcye::>3271 

Bankruptey relief is intended to afford 
the "honest but unfortunate" debtor the 
proverbial "fresh start." 

5. Bankruptcy e::>2363.1, 2761 

Although part of a debtor's "fl'esh 
stal't" is the notion that the debtol' may 
retain certain assets in order to begin a 
new financial life, the law also recognizes 
that there is a point at which the fresh 
stal't becomes an imperfuissible "head 
start." 

6. Exemptions e::>10 

Debtors are to be permitted the full 
use of available exemptions and will not be 
penalized for ordering their affairs in such 
a manner as to take best advantage of the 
exemptions legally afforded to them. 

7. Exemptions e::>104 

Pursuant to the Seventh Circuit's 
Smiley decision, extrinsic signs of fraud 
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indicating fraudulent intent on the part of 
a debtor engaging in exemption planning 
include: (1) whether debtor obtained credit 
in order to purchase exempt property, (2) 
whether the conversion occurred after the 
entry of a large judgment against debtor, 
(3) whether debtor had engaged in a pat­
tern of "sharp dealing" prior to bankrupt­
cy, and (4) whether the conversion ren­
dered debtot, insolvent. 

8. Exemptions <$=>104 

Among the Bogue factors considered 
in determining whether a debtor's conver­
sion of assets from nonexempt to exempt 
justifies denial of the exemption under 
Wisconsin law are the amount of the ex­
emption, the proximity of the time of con­
version to the time of filing bankruptcy, 
the SOlll'ce of the funds, whether the debt­
or misled creditors dUling the conversion 
process, the purpose of the conversion, and 
whether the conveyances were for less 
than fail' consideration. W.S.A.815.18(10). 

9. Bankruptcy e:::>2798 

Bankruptcy Code contemplates that 
the simple practice of t.aking advantage of 
exemption laws is not fraudulent IJel' se; 
there must be additional, 01' "extrinsic," 
evidence of fraud. 

10. Exemptions e:::>104 

In determining whether, under Wis­
consin law, a debtor's conversion of nonex­
empt property to exempt property was 
done with fraudulent intent, so as to war­
rant denial of the exemptioll, it is not the 
acquisition of exempt property which is the 
principal component of the court's inquiry 
but, rathel', the surrounding circum­
stances; there must be some demOllstrable 
behavior which triggers the notion that the 
debtor has procured, concealed, or hans­
ferred asselli with the intention of defraud­
ing creditors. W.S.A.815.18(1O). 

11. Exemptions e:::>104 
Whether a debtor has procured, con· 

cealed, or transferred assets with the in­
tention of defrauding creditors, so as to 
warrant denial of a claimed exemption un­
der Wisconsin law, is a fact-intensive inqui­
ry which must rest upon an examination of 
the particular case. W.8.A. 815.18(10). 

12. EXemptions e:::>104 
Absent extrinsic evidence of fraud, a 

debtor's conversion of nonexempt assets 
into exempt asselli will not, by itself, be 
regarded as evidence of fraudulent intent, 
as would warrant denial of the exemption 
under Wisconsin law, even if done on the 
eve of bankruptcy and with the express 
purpose of placing that property beyond 
the reach of creditors. W.S.A. 815.18{1O). 

13. Exemptions e:::>49 
Wisconsin exemption for retirement 

benefits has no standard for limiting an 
annuity to a judicially determined "reason­
able amount." W.S.A.815.18(3)(j). 

14. Exemptions e:::>104 
Parties objecting to claim of Wiscon­

sin exemption in retirement-related annui­
ties by Chapter 7 debtor, who admittedly 
converted nonexempt assets to exempt as­
selli in anticipation of bankruptcy, failed to 
present sufficient extl'insic evidence of 
fraud to overcome general rule that a 
debtor may al'1'ange her affairs so as to 
take full advantage of available state-law 
exemptions; although debtor's $136,000.00 
exemption was larger than exemptions 
claimed in some prior cases, it was not 
exorbitant considering that it was to serve 
as debtor's principal SO\1rce of retirement 
income, debtor did not obtain the funds 
through theft 01' wl'ongful appropliatioll, 
but by converting asselli she already 
owned, the equity ill her home and her 
interest in a commercial building, into an 
exempt asset, debtor sold her intercst ill 
the commercial bnilding for fail' market 
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value, and while debtor may have sought 
to place assets beyond creditor's reach, her 
motivation in doing so was to create a 
retirement fund. W.S.A. 815.18(3)(j), (10). 

Galen W. Pittman, Galen W. Pittman, 
S.C., La Crosse, WI, for Debtor. 

James W. McNeilly, Jr., BOBshard 
Parke, Ltd., La Crosse, WI, Chapter 7 
Trustee. 

Timothy S. Jacobson, Kevin M. Connel­
ly, O'Flaherty Heim Egan, Ltd., La 
Crosse, WI, for Creditor. 

MEMORANDUM OPINION, 
FINDINGS OF FACT, AND 

CONCLUSIONS OF LAW 

THOMAS S. UTSCHIG, Bankruptcy 
Judge. 

When the debtor med bankruptcy, she 
listed several retirement accounts and an­
nuities among hel' assets. She also 
claimed these accounts as exempt on her 
Schedule O. Both the chapter 7 trustee 
and a creditor, Larry Vangen, have object­
ed to the debtor's exemption claims and 
contend that the exemption should be de­
nied, at least in part, because the debtor 
engaged in impermissible pre-bankruptcy 
planning and converted nonexempt assets 
into the assets now claimed as exempt. 
This case poses intriguing questions re­
garding the issue of "exemption planning." 
It also represents the truth of the old saw 
that divorce is never final, as it has its 
genesis in the dissolution of the debtor's 
marliage some twelve years ago. 

The debtor was mal'lied to the creditor, 
Larry Vangen. They were divorced in 
1993. At the time of the divorce, Larry 
Vangen was a named defendant in litiga­
tion relating w Hawkins, Ash, Eaptie & 

00., the accounting firm in which he is a 
p31tner. The principal allegation in that 
state com't lawsuit, styled Managenumt 
Cmnpufm' Sm'lJices, bw. v. Hawkins, Ash, 
Baptie & Co., et aI., was that HABCO and 
its p31tners conspired to utilize the plain­
tiff's software without compensation in the 
licensing of turnkey computer operations, 
and the plaintiff sought a significant 
amount of damages. As the divorce cow·t 
recognized, were liability to be assessed 
against HABCO in the litigation, that obli­
gation would pass throllgh to the individual 
paitners as well. In the context of divid­
ing the parties' assets and liabilities, the 
court found the lawsuit to be "a difficult 
isslle" for both parties. In its August 10, 
1993, findings of fact, conclusions of law, 
and jndgment of divorce, the COUl't stated: 

As the court Ilnderstands the lawsuit, 
there are allegations that the paliner­
ship made a substantial amount of mon­
ey from breaching a contract. Obvious­
ly, the respondent was one of the people 
who benefitted by having an increased 
income fi'om that breach. The petition­
er [Charlene Vangen, the debtor in this 
case] also benefitted from that additional 
income. If she was the beneficiary of 
income that the patties should llOt have 
received because it came from a contract 
that was breached, then she shollld bear 
the detriment if there is one. If the 
respondent was a plaintiff in a lawsnit 
and was perl18ps to receive or be the 
beneficiary of a $5 million verdict in his 
favor, the COUl't suspects that the peti­
tioner would certainly assert that she 
was entitled to a portion of that money 
since it accrued during the cow'se of the 
mal'l'iage. The fact that this lawsuit is a 
liability rather than an asset does not 
change the legal reasoning, p31ttcnlarly 
becallse it appears that the amount that 
is going to be paid 01' may be paid to 
settle the lawsuit is based on the amount 
of income that the resllomlent in fact 
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received during that peliod of time. 
There is certainly a direct connection, 

Consequently, the divorce COUlt there-
fore detennined that the debtor was "re­
sponsible for one-half of whatever liability 
the respondent has." The lawsuit, howev­
er, was not resolved by way of a settle­
ment as contemplated by the divorce court. 
Instead, it went to uial, and the jury fonnd 
in favor of the plaintiff, The awards were 
indeed substantial, including a significant 
amount of punitive damages which were 
not directly related to the "amount of in­
come that the respondent in fact l'eceived 
during that period of time." The HABCO 
defendants appealed the judgment, which 
wound its way through the state court 
appellate system, but ultimately HABCO 
and its partners were obligated to pay a 
sizeable judgment. Larry Vangen's share 
of the obligation amounted to approximate­
ly $800,000; ptu'suant to the divorce de­
cree, the debtor was responsible for one­
half of this debt, 01' approxnnaWly 
$400,000. 

The debtor subsequently asked the di­
vorce court to reconsider its earlier order, 
which the COlll't refused to do. In Novem­
ber of 2004, the divorce court determined 
that the original divorce decree would be 
enforced and that the debtor was still l'e­
sponsible for one-half of Larry Vangen's 
total litigation-related liability, even 
though it would appeal' difficult to con­
clude that the resulting obligation was in 
fact casually connected to the "increased 
income" the debtor purportedly received 
dming the marriage.! 

[1,2] Shortly after the hearing before 
the divorce court, the debtor began con-

I. Indeed, to the extent that Larry Vangen's 
$800,000 judgment debt included punitive 
damages, such damages do not necessarily 
reflect the amount of income Vangen "actual­
ly received" as a result of any breach. 

suiting with attorneys regarding her op­
tions, banluuprey among them. The debt­
or mortgaged her home (which had a small 
lien against it at the time) and sold an 
interest in a building leased to HABCO. 
She placed the $136,000 she received as a 
result in retirement-related annuities and 
filed bankruptcy. In her bankruptcy 
schedules, she claimed these retu'ement 
funds as exempt undel' Wis. Stat. 
§ 815.18(3)(j). This section provides that 
debtors may claim as exempt assets which 
are held under "any l'etirement, lJension, 
disability, death benefit, stock bonus, profit 
shating plan, annuity, individual retire­
ment acconnt, individual retirement annui­
ty, Keogh, 401-K or similar plan .... " All 
that is required for an annuity to be ex­
empt under this section is that it qualify 
for tax-deferred status under the Federal 
Internal Revenue Code. In 1'1l B111Ski, 226 
B.R. 422, 425 (Bankl'.W.D.Wis.1998). And 
unlike the federal exemption found in 11 
U.S.C. § 522(£1)(10), the Wisconsin exemp­
tion for such annuities places no restriction 
on the amount claimed as exempt. Id. 

[3] Larry Vangen and th~ bankruptcy 
trustee both objected to her exemption 
claims. They contend that her "pre-bank­
ruptcy planning" justifies denial of the ex­
emption under Wis. Stat. § 815.18(10), 
which provides that an exemption may be 
denied where the asset in question was 
procured, concealed, 01' tl'ansfel'l'ed with 
the intention of defrauding creditors.2 
The debtor concedes that she purchased 
the annuities while considering whether to 
tile bankl'uptey. However, she denies that 
she engaged in any behavior which could 

2. The section specifically provides that "(a]ny 
or all of the exemptions granted by this sec­
tion may be denied if, in the discretion of the 
court having jurisdiction, the debtor pro­
cured, concealed, or transferred assets with 
the intention of defrauding creditors." 
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be considered fraudulent, and contends 
that her principal concern was her retire­
ment, especially since she was worried 
about the viability of any payout uuder her 
husband's retirement plan. 

The objection to the debtor's exemption 
is premised upon a few basic facts. Fit'st 
of all, in November of 2004, the debtor's 
home was worth approximately $200,000; 
the only lien against her homestead was a 
fll'St mortgage in the amount of $35,800. 
She also owned a fractional interest in the 
building which was leased to HABCO. 
She consulted with attorneys, after which 
she refinanced the mOltgage on her home­
stead and received some $130,000. She 
paid off the fit'St mortgage on her home, 
paid a few other creditors, and then invest,. 
ed the balance in the AXA Equitable annu­
ity listed on her schedules. A few weeks 
before she filed bankruptcy, the debtor 
sold her interest in the HABCO building 
to her son for the sum of $60,000. Again, 
she paid a few other bills ft'om the pro­
ceeds and then invested the balance in the 
AXA annuity. 

[4.5] The creditor complains that the 
debtor "drained" the nOllexempt equity 
from her assets in anticipation of bank­
ruptcy. In that regard, bankruptcy relief 
is intended to afford the "honest but unfor­
tunate" debtol' with the proverbial "fresh 
shut." See G'l'ogan 'iI. GaJ'Ml~ 498 U.S. 
279, 286, 111 S.Ct. 654, 659, 112 L.Ed.2d 
755 (1991). Part of that fresh start is the 
notion that a debtor may retain certain 
assets in order to begin a new financial 
life. However, the law also recognizes 
that there is a point at which the fresh 
start becomes an impel1nlssible "head 
start." The question before the Court is 
whether the debtor has crossed the line 
into that forbidden tel'1'itory. 

During the trial in this matter, the debt,. 
01' essentially acknowledged that both the 
equity in her home and the interest in the 

HABCO building would not have been ex­
empt assets. The debtor stated that she 
had purchased the annuity for rew'ement 
purposes. The creditor and the trustee 
contend that she did so with the anticipa­
tion of filing bankruptcy and point to the 
fact that, dUling testimony, the debtor con­
ceded that the specific annuity in qltestion 
was purchased with the expectation that it 
could be claimed as exempt. 

[6] So-called "exemption planning" ex­
ists ,vithin something of a legal "gray 
area" in which competing interests con­
spire to blur the border between the ac­
ceptable and the impel1nissible. Despite 
the recognition that certain conduct may 
constitute fraud or be regarded as unrea­
sonable, the law permits debtors to take 
advantage of the exemptions available to 
them. Indeed, debtol'S are to be pel1uit,. 
ted the "full use" of the available exemp­
tions and will not be penalized for ordering 
then' affairs in such a manner as to take 
best advantage of the exemlltions legally 
afforded to them, In re Smiley, 864 F,2d 
562, 567 (7th Cir.1989); see also B1'Uski, 
226 B.R. at 425. As Judge Learned Hand 
stated in a similar context, "[T}here is 
nothing sinister in 80 arranging one's af­
fairs as to keep taxes as low as possible." 
Cmmnissionel' v. Newman, 159 F.2d 848, 
850--51 (2d Cir.1947). 

[7] In Smiley, the Seventh Cit'cuit 
wrestled with the issue of exemption plan­
ning in the context of the debtolJs dis­
charge, and concluded that the conversion 
of assets from nonexempt to exempt within 
the year preceding bankl'Uprey was not 
automatically fl'audulent to creditors. In­
stead, the court stated that in Ql'der to find 
fraudulent intent, a court must look to 
"extrinsic signs of fraud," including: 

1. Whether the debtor obtained 
credit in order to purchase exempt prop­
erty; 
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2. Whethel' the conversion occurred 
after the entry of a large judgment 
against the debtor; 

3. Whethel' the debtor had engaged 
in a pattel1l of "sharp dealing" prior to 
the bankruptcy; and 

4. Whether the conve1'sion rendered 
the £lehwr insolvent. 

See Smiley, 864 F.2d at 567. 

[8] In the case of In re Bogue, 240 
B.R. 742 (Bankl',E.D.Wis.1999), the comt 
examined a number of factors when con­
sidering whether a debtor's conversion of 
assets ii'om nonexempt to exempt ran 
afoul of the prohibition found in Wis. Stat. 
§ 815.18(10). Among them were the 
amount of the exemption, the proximity of 
the time of conversion to the time of filing 
bankruptcy, the source of the funds, 
whether the debtor misled creditors dur­
ing the conversion process, the purpose of 
the conversion, and whether the convey­
ances were for less than fail' consideration. 
ld. at 750-51. 

[91 To creditors, it is unlikely that any 
conversion of nonexempt assets into ex­
empt ones would be considered "fail~' or 
"jnst." But the bankruptcy code contem­
plates that the simple pl'actice of taking 
advantage of exemption laws is not fraudu­
lent per se; there must be additional, or 
"extrinsic," evidence of fraud.3 State law 
reflects a similar perspective. For exam­
ple, in the case of Paulman v. Pemb6lton 
(In re Pau!tnan), 246 Wis.2d 909, 633 
N,W.2d 715 (Wis.App.2oo1), the Wisconsin 
Court of Appeals noted that while the 
state's homestead exemption is to be "lib­
erally construed," the exemption did not 

3. For example, the report of the House Judi· 
ciary Committee on the Bankruptcy Code of 
1978 indicates: 

As under current law, the debtor will be 
permitted to convert nonexempt property 
into exempt properly before flHng a bank­
ruptcy petition. See Hearings, PI. III. at 

apply to instances where the exemption 
had been acquired by "conversion, theft, or 
other wrongful appropriation." In that 
case, the defendant had purchased a home 
with funds he conceded had been convert­
ed not from his own nonexempt assets but 
instead from his mother's property; conse­
quently, the exemption was inapplicable. 
Id., 246 Wis.2d 909, 633 N.W.2d at 719-20. 

[la, 11] While Pa1tlman was not decid­
ed under Wis. Stat. § 815.18(10), it is 
nonetheless illustrative of the fact that it is 
not the acqui.sition of exempt propelty 
which is the principal component of the 
court's inquiry, but rather the surrounding 
circumstances. There must be some de­
monstrable behavior which triggers the 
notion that the debtor has "procured, con­
cealed, 01' transferred assets ,vith the in­
tention of defrauding creditors." This is a 
fact-intensive inquiry which must rest 
upon an examination of the particnlar case, 
In that regard, the Eighth Circuit's com­
panion cases of In l'e Johnson, 880 F.2d 78 
(8th Cir.1989), and NO/'west Bank NeiYJ'fl8-
ka, N.A. v. Tveien, 848 F.2d 871 (8th Cir. 
1988), are quite instructive. 

Johnson and Tveten, the debtors in the 
respective cases, were partners in certain 
real estate deve10pments which were high­
ly leveraged and ultimately failed. When 
the developments failed, Tveten became 
liable for over $19 million, which was far 
more than he was able to pay. Johnson 
likewise became responsible for a portion 
of the debt. Both began converting non­
exempt assets into exempt assets, Tveten 
liquidated virtually all of his nonexempt 
assets and converted some $700,000 into 

1355-58. The practice is not fraudulent as 
to creditors, and permits the debtor to 
make full use of the eKemptions to which he 
is entitled under the law. 

H.R.Rep. No. 595, 95th Cong., 2d Sess. 361, 
reprillled ill 1978 U.S.Code Congo & Ad­
min.News 5963, 6317. 
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life insurance or annuity contracts. John­
son converted some $400,000 into exempt 
property, including his homestead and an­
nuities and individual retirement accounts, 
In Johnson's case, the appellate court 
agreed that there was no fraud as to the 
homestead exemption but remanded for 
further proceedings regarding some of the 
other exemptions.4 In '!'veten's case, the 
court affirmed the denial of his discharge. 

ImllOrtantly, however, the comt made a 
number of statements which are relevant 
to the In'esent inquiry. For example, in 
Johnso-n the court stated that "we remind 
the lower co\U·ts that there is nothing 
fraudulent pel' se about making even sig­
nificant use of other legal exemptions. Ul­
timately, fIXed dollar limits on the use of 
exemptions must be set by legislatures." 
Johmon, 880 F,2d at 83. Likewise, in 
Tveten, the court stated that the debtor 
should not be penalized for merely doing 
that which the law allows llim to do, and 
reaffu'med the idea that there must be 
"some facts or circumstances which are 
extrinsic to the mere facts of conversion of 
nonexempt assets into exempt." Tveten, 
848 F.2d at 876. 

While Johnson and Tveten involved the 
issne of whether excessive exemption plan­
ning could result in the denial of a debtolJs 
discharge, the case of Hanson v. Fi1'st 
Nat'l Bank, 848 F.2d 866 (8th Cir.1988), 
presented the court with an objection to 
the exemptions the debtors claimed under 
state law. In that case, immediately prior 
to filing bankruptcy the debtors consnlted 
an attorney. On advice of counsel, the 
debtors sold their nonexempt property, in­
cluding a car, two vans, and a motor home, 

4. Johnson's discharge was subsequenlly de­
nied on remand. See III re lolmsoll, 124 B.R. 
290 (Bankr.D.Minn.1991). The court made a 
number or very specific factual findings reo 
garding the debtor's "actual intent" and con· 
eluded that the debtor inlended to defraud 
creditors. Among the findings were the fact 

to their son for fail' market value (as deter­
mined by an indelJemlent appraisal). They 
used the proceeds of those sales to pur­
chase life insul'ance policies, which they 
subsequently claimed as exempt. A credi­
tor objected to the exemption claims, con­
tending that the conversion of nonexempt 
assets to exempt assets on the eve of 
bankruptcy demonstrated fraudulent in­
tent and justified the denial of the exemp­
tions, 

(12] The court disagreed and permit­
ted the debtors to claim the exemptions. 
In doing so, it reaffil'med the fundamental 
notion that 

[A] debtor's conversion of non-exempt 
property to exempt property on the eve 
of bankl'uptcy for the express pm'pose of 
placing that property beyond the reach 
of creditors, without more, will not de­
prive the debtor of the exemption to 
which he otherwise would be entitled. 

fd, at 868. The only exception to this 
principle is where the debtor acts ,vith 
"actual intent" to defraud creditors; if 
such intent is proven, the exemption may 
be denied. fd, Absent extrinsic evidence 
of fraud, however, the conversion of nonex­
empt assets into exempt assets will not by 
it8elf be regarded as evidence of frandn­
lent intent. fd. It is important to under­
stand this basic principle in the context of 
this case, as it largely determines the out­
come. 

[13] As this COUlt noted in B1'wJki, 
and as the Eighth Circuit noted in John-
8mt, the establishment of monetary limits 
on exemptions is largely the province of 
the legislature, not the judiciary. At the 

Ihat the debtor had cashed his life insurance 
policies immediately arter the bankruptcy fil­
ing. and Ihat various exempt musical Instru­
ments (including a harpsichord and a piano) 
purchased with nonexempt funds could not 
be played by the debtor and were either 
stored in his basement or at another location. 
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same time, the Court recognizes the notion 
that there is a distinction between a fresh 
start and a "head stmt," and the colloquial 
characterization that. in the context. of ex­
emption planning, "wilen a pig becomes a 
hog it is slaughtered," See In t'e Zouhm; 
10 B.R. 154, 157 (Bankl'.D.N.M.198l). As 
evidence that the debror has gone too far 
in her exemption planning, the creditor 
and the tl'Ustee point to the fact that she 
has sought to exempt considerably more 
than the debtors in Bruski and Bogue. 
But the Wisconsin exemption has no stan­
dard for limiting an annuity to a judicially 
determined "l'e3sonable amount," evell 
though such provisions can be found else­
where in the Wisconsin exemption statutes 
(for example, in the exemptions afforded 
life insurance claims, personal injury 
claims, and wrongful death claims), 

[14] Consequently, the issue in this 
case is whether there is "extrinsic evi­
dence" that the debtor "proclU'ed, con­
cealed, 01' transferred assets with the 
intention of defrauding creditors," Con­
sidering the non-exclusive list of factors 
mentioned by the court ill Bogue, it is 
true that the exemption here involves 
more than has been claimed exempt in 
some plio}' cases,s At the same time, 
$136,000 is not a particularly sizeable 
sum when one considers that it may 
well serve as the debtolJs principal 
source of retirement income,6 Admitted­
ly, the debtor funded the annuities in 
qUestion in anticipation of ftIing bank­
ruptcy. But that fact is of minimal im­
portance since there must be evidence 
beymul the mere conversion of nonex­
empt property into exempt assets, 

.5. For example, in Bogue the debtor sought to 
exempt $17,800, while the debtors in Bruski 
claimed $16,000 as exempt. 

6, There was testimony regarding the debtor's 
concerns about the stability of Larry Vangen's 

whether in anticipation of bankruptcy 01' 
not, 

As for the source of the funds, there is 
no basis for considering the money the 
debtor used to fund the annuities to have 
been "tainted" in any way. Unlike the 
defendant in Paulman. for example, there 
was no evidence that the debtor obtained 
the funds through conversion, theft, 01' 
wrongful appropriation. In Hanson, the 
court noted an extrinsic example of fraudu­
lent intent might be an instance in which 
the debtor had "obtain[ed] goods on credit, 
[sold] them, and then place[d] the money 
into exempt property." 848 F,2d at 869. 
Here, while the debtor admittedly mort­
gaged her homestead to fund the annuity, 
in doing so she simply converted an asset 
she already owned (i.e., the equity in her 
home) into an exempt asset. That is hard­
ly an example of the sort of fraudulent 
intent contemplated by Hanson and simi­
lar cases, 

Likewise, there is no evidence that she 
sold her interest in the HADCD building 
for anything other than fair market value. 
The debtor simply sold an asset at a fair 
price and used the money to take advan­
tage of an exemption afforded her by Wis­
consin law. That is not evidence, extrinsic 
or otherwise, of fraudulent intent. The 
creditor also complains that the debtor 
somehow "misled" him while she estab­
lished and funded the annuities. This 
seems somewhat disingenuolls, as the 
debtor has always maintained that she was 
incapable of paying the deht. Frn'ther, 
she testified that while there may have 
been discussions about mediation, she sub­
sequently learned that there would be lit­
tle, if any, opportunity to significantly re-

retirement, which would be largely based on 
a payout from HABCO which would require 
funding from Culur!) operations. The debtor 
was concerned that th!) business might not be 
able to sustain these paym!)nts. 

000252  Bankruptcy



IN RE LINDELL 249 
CUe .. 334 B.R. 249 (Bkrtcy.D.Mlnn. 2005) 

duce the amount of her liability. As such, 
she saw little reason to proceed with those 
discussions and opted to file bankruptcy. 
There is no evidence that she made any 
misrepresentations to the creditor, or that 
he was in any manner fOI'estalled 01' 

agreed to forbear in any collection efforts 
as a result of any misrepresentations. 

The debtor may well have sought to 
place assets beyond the reach of the credi­
tor, but her motivation in doing so was to 
create a retu'ement fund for her future. 
In that regard, the amount involved is 
certainly not exorbitant, as it will undoubt­
edly only provide her with a relatively 
modest income. None of her actions evi­
dence any particular fraudulent intent. 
Instead, it was sunply palt of what the 
debtor obviously hoped would be the final 
chapter in a divorce-related controversy 
that has festered for twelve years. Based 
on the evidence presented at trial, the 
Court cannot conclude that the trustee and 
the creditor have presented sufficient "ex­
trinsic" evidence of fraud to overcome the 
general perspective that the debtor is enti­
tled to arrange hel' affairs in sitch a man­
ner as to take full advantage of the exemp­
HOllS available to her under state law. 
The objection to her exemption is denied. 

This decision shall constitute findings of 
fact and conclusions of law pursltant to 
Bankruptcy Rule 7052 and Rule 52 of the 
Federal Rules of Civil ProcedUl'e. 

In 1'e Michael J. LINDELL and Karen 
A. Lindell a/s/f Twin Silver, Inc., 

Debtors. 

Dwight R.J. Lindquist, Trustee for the 
Chapter 7 Bankruptcy Estate of Mi­
chael J. Lindell and Karen A. LindeU, 
Plaintiff, 

v. 

JNG Corporation, Robert J. Weierke, 
and Twin Silver, Inc., 

Defendants. 

Bankruptcy No. 04-U269. 
Adversary No. 04-4353. 

United States Bankruptcy Comt, 
D. Minnesota. 

Sept. 29, 2005. 

Background: Chapter 7 tl'Ustee brought 
adversary proceeding to avoid, on veil­
piercing and constructive fraudulent trans­
fer theories, a prepetition sale of promisso­
ry note owned by debtors' corporation. 

Holdings: The Bankl'Uptcy Comt, Robert 
J. lu.'essel, J., held that: 

(1) corporate veil could be pierced, for 
pm'llose of avoiding, as constructively 
fraudulent transfer of "interest of the 
debtors in property," a sale of promis­
sory note by debtors' wholly owned 
corporation; 

(2) payment of $50,000 fot' promissory 
note that, at time of sale, had outstand­
ing balance of $263,398.10 did not con­
stitute "reasonably equivalent value"; 
and 

(3) trustee was entitled to recover from 
good faith transferee the difference be­
tween value of note at time of tl'allSfel' 
and consideration that transferee had 
paid. 

So ordered. 
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KeIllleth Maynard HANSON & Lucille Esther Hanson, Appellees, 
v. 

FIRST NATIONAL BANK IN BROOKINGS, a Corporation, Appellant. 

No. 87-5314. 

United States Court of Appeals, 
Eighth Circuit. 

Submitted April 14, 1988. 
Decided June 2, 1988. 

Jim Kessler, Brookings, S.D., for appellant. 

Kyle L. Engel, Sioux Falls, S.D., for appellees. 

Before ARNOLD, WOLLMAN and TIMBERS,~ Circuit Judges. 

TIMBERS, Circuit Judge. 

A creditor bank appeals from a district court order entered June 15, 1987 In the District of 
South Dakota, John B. Jones, District Judge, affirming the bankruptcy court's order which 
rejected the creditor's challenge to the debtors' claimed exemptions. On appeal, the creditor 
asserts that there was extrinsic evidence establishing the debtors' intent to defraud their 
creditors. We disagree. We hold that the bankruptcy court was not clearly erroneous in 
finding no fraudulent intent. We affirm. 

l. 

We summarize only those facts and prior proceedings believed necessary to an understanding of 
the issues raised on appeal. 

On November 30, 1983 appellees Kenneth Hanson and his wife Lucille Hanson (the "Hansons" 
or "debtors"), residents of South Dakota, filed a voluntary joint bankmptcy petition pursuant to 
Chapter 7 of the Bankmptcy Code. Appellant First National Bank in Brookings ("First 
National") is the principal creditor of appellees. The instant appeal arises out of First National's 
objections to the exemptions claimed by the Hansons. 

First N ationalloaned money to the Hansons who were farmers. The Hansons sustained financial 
problems which led to their default on the loans. Before filing for bankruptcy, the Hansons 
consulted an attorney. On the advice of counsel, the Hansons had appraised and sold ce11ain of 
their prope11y which would not be exempt under South Dakota law. They sold to their son, 
Ronald Hanson, a car, two vans, and a motor home for a total of $27,115, the amount for which 
the propel1y was appraised. Ronald had purchased the pl'Opet1y with money he obtained from a 
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bank loan. The debtors also sold some of their household goods and furnishings to Kenneth's 
brother, Allen Hanson, for $7,300, the appraised value. 

A couple weeks prior to filing their bankruptcy petition, the Hansons used these proceeds to 
purchase life insurance policies with cash surrender values of $9,977 and $9,978 and, two days 
before filing their petition, had prepaid $11,033 on their homestead real estate mortgage which 
was held by First National. This pl'Opelty was exempt from their creditors' reach. Under South 
Dakota law, a debtor may exempt the proceeds of life insurance policies up to a total of $20,000, 
S.D.Codified Laws Ann. Sec. 58-12-4 (1978); and he also may exempt his homestead. 
SD.Codified Laws AIm. Sec. 43-45-3 (1983). 

First National objected to these exemptions, claiming that the debtors had converted non-exempt 
property to exempt property on the eve of bankruptcy with intent to defraud their creditors. At 
the hearing before the bankruptcy court on September 10, 1984, First National asserted that none 
of the propelty allegedly sold ever was transferred to the buyers. The debtors testified that the 
vehicles sold to their SOIl, Ronald, were stored at their home because Ronald still lived with them 
while he was working patt time and attending school patt time. Part of the agreement, the debtors 
testified, included their permission to store the vehicles on their property. While the debtors said 
they occasionally used the vehicles, they did so only with express permission of their son. 
Ronald subsequently sold the motor horne to a third party. The household goods and furnishings 
were stored in the Hansons' home, they said, because Allen Hanson, Kenneth's brother, was then 
living in Anchorage, Alaska, and could not retrieve the property immediately after the sale. First 
National did not assert, nor does it assert on appeal before us, that the transfers were for less than 
fair market value. The bankruptcy court from the bench denied First National's motion which 
objected to the exemptions. The court found that the Hansons had done what was permissible 
under the law and that their actions did not constitute extrinsic evidence of fraud. 

First National appealed to the federal district court. Oral argument was heard on June 8, 1987. In 
a memorandum opinion and order entered June 15, 1987, the district court affirmed the 
bankruptcy court's order, concluding that it was not clearly elToneous. The instant appeal 
followed. The sale issue on appeal is whether the Hansons should not be allowed to claim their 
life insurance and homestead exemption as a product of fraudulent conveyances. We affirm. 

II. 

We shall summarize only those facts, controlling law, and prior proceedings believed necessary 
to an understanding of the issues raised on appeal. 

Under the Bankruptcy Code (the "Code"), a debtor is entitled to exempt certain pl'Opelty from the 
claims of his creditors. The Code permits a debtor to exempt either under the provisions of the 
Code itself if not forbidden by state law, II U.S.C. Sec. 522(b) & (d) (1982 & Supp. IV 1986), 
or under the provisions of state law and federal law other than the minimum allowances in the 
Code. II U.S.C. Sec. 522(b)(2). When the debtor claims a state-created exemption, the scope of 
the claim is determined by state law. 
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It is well established that under the Code, a debtor's conversion of non~exempt property to 
exempt property OIl the eve of bankruptcy for the express purpose of placing that propelty 
beyond the reach of creditors, without more, will not deprive the debtor of the exemption to 
which he otherwise would be entitled. Ford v. Poston, 773 F.2d 52, 54 (4th Cir.1985); In re 
Lindberg, 735 F.2d 1087, 1090 (8th Cir.), cert. denied sub nom. Annstrong v. Lindberg, 469 
U.S. 1073 (1984); In re Reed, 700 F.2d 986, 990 (5th Cir.1983); Forsberg v. Security State Bank, 
15 F.2d 499, 501 (8th Cir.1926). A leading bankruptcy commentator explains that this rule is just 
because "The result which would obtain if debtors were not allowed to conve11 prope11y into 
allowable exempt property would be extremely harsh, especially in those jurisdictions where the 
exemption allowance is minimal." 3 Collier on Bankruptcy p 522.08, at 40 (15th ed. 1984). 
Neve11heless, this rule is not absolute. Where the debtor acts with actual intent to defraud 
creditors, his exemptions will be denied. Ford, supra, 773 F.2d at 55; In re Reed, supra, 700 F.2d 
at 990. Since fraudulent intent rarely is susceptible of direct proof, courts long have accepted 
extrinsic evidence of fraud. Absent extrinsic evidence of fraud, however, the debtor's mere 
conversion of non~exempt property to exempt property, even while insolvent, is not evidence of 
fraudulent intent as to creditors. 

The crux of the issue on the instant appeal is whether there was extrinsic evidence to establish 
that the Hansons transferred the property with intent to defraud their creditors. We may reverse 
the bankruptcy comt's finding as to the debtors' actual intent only if it is clearly erroneous. E.g., 
McCormick v. Security State Bank, 822 F.2d 806, 808 (8th Cir.1987); In re Reed, supra, 700 
F.2d at 990; In re Cadarette, 601 F.2d 648, 650 (2d Cir.1979). 

In In re Olson, 45 B.R. 501 (1984), debtors with a defunct business had placed non-exempt funds 
into their homestead asset, which was exempt property, just prior to filing their bankruptcy 
petition. The debtors, 55 and 56 years old, testified, on the advice of their attorney, that the 
reason they paid off the mortgages was to protect their homestead and to reduce their monthly 
living expenses, since they believed they would have difficulty finding employment after 
terminating their business. The bankruptcy comt found that the debtors did not commit a 
fraudulent conveyance. The COUlt permitted the debtors to exempt their entire homestead after 
finding that the debtors prior to bankruptcy used their savings to satisfy their mortgages, no 
business assets having been used and no debts having been inculTed. 

First National asserts here that the Hansons while insolvent committed a "classic badge of fraud" 
by transferring their property to family members and at the same time retaining the use and 
enjoyment of that property. First National asserts that the controlling case is Cadarette, supra. 
We disagree. 

In Cadarette, the debtor, whose business was on the brink of financial collapse, transfelTed title 
to his expensive automobile, boat and trailer to his fiancee without consideration three weeks 
before filing his bankruptcy petition. The district court, reversing the decision of the bankmptcy 
court, held that the debtor's discharge was denied because of his fraudulent intent to shield his 
assets from his creditors. The Second Circuit, in affirming the district comt, found a number of 
factors clearly evidencing the debtor's fraudulent intent. The court found significant, among 
other things, that "someone facing dire financial straits would choose to make a gift of a valuable 
and highly marketable automobile"; that eight days after the alleged transfer of the car a service 
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charge of $399 was paid not by the alleged new owner but by the debtor, who further depleted 
his business assets by paying with a company check; that the debtor's fiancee lived only two 
houses away from him; and that he retained a key to the car and continued to use the car to the 
same extent as he previously had used it. 601 F.2d at 651. 

We find the instant case quite different from the situation in Cadarette. First National does not 
dispute the fact that the purchasers paid fair market value. The vehicles and household goods 
were not gifts. Title appears to have been transferred correctly. In the instant case, the debtors 
had reasonable explanations as to why the property they sold remained on their premises. Of 
particular significance, their son purchased the vehicles with a bank loan taken in his name and 
he subsequently resold the motor home to a third party, keeping all of the proceeds himself. The 
sale to family members, standing on its own, does not establish extrinsic evidence of fraud. First 
National also asserts that the Hansons' schedules filed in the bankruptcy proceeding listing their 
assets contained numerous items identical to those they purportedly sold to Allen Hanson. This 
issue was not raised in the banklUptcy court, the finder of fact; nor is there any indication in the 
record that it was brought to the attention of the district court. Accordingly, First National has 
waived its right to raise this additional issue. We decline to address it on appeal. 

The bankruptcy court found that First National did not establish any indicia of fraud: the 
Hansons did not borrow money to place into exempt properties; they accounted for the cash they 
received from the sales; they had a preexisting homestead; and they did not obtain goods on 
credit, sell them, and then place the money into exempt property. They sold the property for its 
fair market value and then used this money to take advantage of some of the limited exemptions 
available under South Dakota law on the advice of counsel. 

III. 

To summarize: 

We hold that the bankruptcy court was not clearly erroneous in finding no fraudulent intent by 
the Hansons and permitting them to claim their full exemptions. We believe that the instant case 
falls within the myriad of cases which have permitted such a conversion. 

AFFIRMED. 

ARNOLD, Circuit Judge, concurring. 

I agree with the result reached by the Court and with almost all of its opinion. I write separately 
to indicate some variation in reasoning and also to compare this case with the companion case of 
Norwest Bank Nebraska, N.A. v. Tveten, 848 F.2d 871, also decided today by this panel. 

In general, as the Court says, citing Forsberg v. Security State Bank, 15 F.2d 499 (8th Cir.1926), 
"a debtor's conversion of non-exempt property to exempt property on the eve of bankruptcy for 
the express purpose of placing that property beyond the reach of creditors, without more, will not 
deprive the debtor of the exemption to which he otherwise would be entitled." Ante, at 868. And 
this is so even if the conversion of property into exempt form takes place while the debtor is 
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insolvent. The result is otherwise, of course, if there is "extrinsic evidence of fraud," ante, at 868, 
but the word "extrinsic" must mean some evidence other than the conversion of the property into 
exempt form itself, the debtor's insolvency, and the debtor's purpose to put the propelty beyond 
the reach of creditors. Otherwise, the entire Forsberg rule would be swallowed up in the 
exception for "extrinsic fraud." 

The Court is entirely con'ect in holding that there is no extrinsic fraud here. The money placed 
into exempt propelty was not bOll'Owed, the cash received from the sales was accounted for, and 
the property was sold for fair market value. The fact that the sale was to family members, 
"standing on its own, does not establish extrinsic evidence of fraud." Ante, at 869. 

With all of this I agree completely, but exactly the same statements can be made, just as 
accurately, with respect to Dr. Tveten's case. So far as I can tell, there are only three differences 
between Dr. Tveten and the Hansons, and all of them are legally irrelevant: (1) Dr. Tveten is a 
physician, and the Hansons are farmers; (2) Dr. Tveten attempted to claim exempt status for 
about $700,000 w0l1h of propelty, while the Hansons are claiming it for about $31,000 worth of 
property; and (3) the Minnesota exemption statute whose shelter Dr. Tveten sought had no dollar 
limit, while the South Dakota statute exempting the proceeds of life-insurance policies, 
S.D.Codified Laws Ann. Sec. 58-12-4 (1978), is limited to $20,000. The first of these three 
differences--the occupation of the parties--is plainly immaterial, and no one contends otherwise. 
The second--the amounts of money involved--is also irrelevant, in my view, because the relevant 
statute contains no dollar limit, and for judges to set one involves essentially a legislative 
decision not suitable for the judicial branch. The relevant statute for present purposes is 11 
U.S.c. Sec. 522(b)(2)(A), which authorizes debtors to claim exemptions available under "State 
or local law," and says nothing about any dollar limitations, by contrast to 11 U.S.C. Sec. 522(d), 
the federal schedule of exemptions, which contains a number of dollar limitations.) The third 
difference--that between the Minnesota and South Dakota statutes--is also legally immaterial, 
and for a closely related reason. The federal exemption statute, just refened to, simply 
incOlporates state and local exemption laws without regard to whether those laws contain dollar 
limitations of their own. 

The Comt attempts to reconcile the results in the two cases by characterizing the question 
presented as one of fact--whether the conversion was undertaken with fraudulent intent, or with 
an intent to delay or hinder creditors. In Tveten, the Bankruptcy Court found fraudulent intent, 
whereas in Hanson it did not. Neither finding is clearly ell'OneOUS, the Court says, so both 
judgments are affirmed. This analysis collapses upon examination. For in Tveten the major 
indicium of fraudulent intent relied on by the Bankruptcy Court was Dr. Tveten's avowed 
purpose to place the assets in question out of the reach of his creditors, a purpose that, as a matter 
of law, cannot amount to fraudulent intent, as the Comt's opinion in Hanson explicitly states. 
Ante, at 868. The result, in practice, appears to be this: a debtor will be allowed to convert 
property into exempt form, or not, depending on findings of fact made in the court of first 
instance, the Bankruptcy Court, and these findings will tum on whether the Bankruptcy Court 
regards the amount of money involved as too much. With all deference, that is not a rule of law. 
It is simply a license to make distinctions among debtors based on subjective considerations that 
will vary more widely than the length of the chancellor's foot. 
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NORWEST BANK NEBRASKA, N.A., Business Development 
Corporation of Nebraska and Harold J, Panuska, as Trustee 

fol' the Harold J. Panuska Profit Sharing Trust and the 
Harold J. Panuska Employee Trust Fund, Appellees, 

v. 
Omar A. TVETEN, Appellant. 

No. 87-5312. 

United States COUlt of Appeals, 
Eighth Circuit. 

Submitted April 14, 1988. 
Decided June 2, 1988. 

Rehearing and Rehearing En Bane Denied Aug. 9, 1988. 

Cass S. Weil, St. Paul, Minn., for appellant. 

Gordon B. COIUl, Jr., Minneapolis, Minn" for appellees. 

Before ARNOLD, WOLLMAN and TIMBERS,,,,- Circuit Judges. 

TIMBERS, Circuit Judge. 

Appellant Omar A. Tveten, a physician who owed creditors almost $19,000,000, mostly in 
the form of personal guaranties on a number of investments whose value had deteriorated 
greatly, petitioned for Chapter 11 bankruptcy. He had converted almost all of his non­
exempt property, with a value of about $700,000, into exempt property that could not be 
reached by his creditors. The bankruptcy court, on the basis of its findings of fact and 
conclusions of law, entered an order on February 27,1987, denying a discharge in view of 
its finding that Tveten intended to defraud, delay, and hinder his creditors. The district 
court, in an order entered July la, 1987 In the District of Minnesota, Diana E. Murphy, 
District Judge, affirmed the bankruptcy court's order. On appeal, Tveten asserts that his 
transfers merely constituted astute pre-bankruptcy planning. We hold that the bankruptcy 
court was not clearly erroneous in inferring fraudulent intent on the part of Tveten. We 
affirm. 

I. 

We shall summarize only those facts and prior proceedings believed necessary to an 
understanding of the issues raised on appeal. 

Tveten is a 59 year old physician in general practice. He is the sole shareholder of Omar A. 
Tveten. P.A., a professional corporation. He has no dependents. He began investing in various 
real estate developments. These investments initially were quite successful. Various physician 
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friends of Tvetenjoined him in organizing a corporation to invest in these ventures. These 
investments were highly leveraged. The physicians. including Tveten. personally had guaranteed 
the debt arising out of these investments. In mid-1985. Tveten's investments began to SOUl'. He 
became personally liable for an amount close to $19.000,000--well beyond his ability to pay. 
Appellees Norwest Bank Nebraska, N.A. ("Norwest Bank"), Business Development Corporation 
of Nebraska ("Business Development"), and Harold J. Panuska ("Panuska") as trustee of the 
Harold J. Panuska Profit Sharing Trust and the Harold J. Panuska Employee Trust Fund, became 
creditors of Tveten as a result of his various investment ventures. 

Tveten filed a Chapter 11 petition on January 7, 1986. Meanwhile, several creditors already 
had commenced lawsuits against him. Panuska had obtained a $139,657 judgment against 
him on October 9, 1985. Norwest Bank and Business Development had commenced an 
action against him but had not obtained judgment when Tveten filed for bankruptcy. On the 
date the Chapter 11 petition was filed, Tveten owed his creditors close to $19,000,000. 

Before filing for bankruptcy, Tveten consulted counsel. As pmt of his pre-bankmptcy planning, 
he liquidated almost all of his non-exempt property. converting it into exempt property worth 
approximately $700,000. This was accomplished through some seventeen separate transfers. The 
non-exempt propetty he liquidated included land sold to his parents and his brother, respectively, 
for $70,000 and $75,732 in cash; life insurance policies and annuities with a for-profit company 
with cash values totalling $96,307,58; his net salary and bonuses of $27,820.91; his KEOGH 
plan and individual retirement fund of $20,487.35; his corporation's profit-sharing plan worth 
$325,774.51; and a home sold for $50,000-1 All of the liquidated property was converted into 
life insurance or annuity contracts with the Lutheran Brotherhood, a fratemal benefit association, 
which, under Minnesota law, cmmot be attached by creditors. Tveten concedes that the purpose 
of these transfers was to shield his assets from creditors. Minnesota law provides that creditors 
cannot attach any money or other benefits payable by a fraternal benefit association. Minn.Stat. 
Sees. 550.37. 64B.18 (1986). Unlike most exemption provisions in other states, the Minnesota 
exemption has no monetary limit. Indeed, under this exemption, Tveten attempted to place 
$700,000 worth of his property out of his creditors' reach. 

Tveten sought a discharge with respect to $18,920,000 of his debts. Appellees objected to 
Tveten's discharge. In its order of February 27, 1987, the bankruptcy court concluded that, 
although Tveten's conversion of non-exempt property to exempt property just before 
petitioning for bankruptcy, standing alone, would not Justify denial of a discharge, his 
inferred Intent to defraud would.l. The bankruptcy court held that, even if the exemptions 
were permissible, Tveten had abused the protections permitted a debtor under the 
Bankruptcy Code (the "Code"). His awareness of Panuska's judgment against him and of 
several pending lawsuits, his rapidly deteriorating business investments, and his exposure 
to extensive liability well beyond his ability to pay, all were cited by the court in its 
description of the circumstances under which Tveten converted his property. Moreover, the 
court concluded that Tveten intended to hinder and delay his creditors. Accordingly, the 
bankruptcy court denied Tveten a discharge. 

Tveten appealed from the bankruptcy court order to the federal district court. In a memorandum 
opinion and order entered July 10, 1987, the district court affirmed the denial of a discharge, 
concluding that the bankruptcy court's finding as to Tveten's intent was not clearly erroneous.,;! 
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The instant appeal followed, Basically, Tveten asserts on appeal that as a matter of law we 
should reject the factors relied on by the bankruptcy court to Infer that Tveten Intended to 
delay, hinder and defraud creditors, We disagree, We affirm, 

II. 

The sole issue on appeal is whether Tveten properly was denied a discharge in view of the 
transfers alleged to have been in fraud of creditors, 

At the outset, it is necessary to distinguish between (1) a debtor's right to exempt certain property 
from the claims of his creditors and (2) his right to a discharge of his debts, The Code permits a 
debtor to exempt property either pursuant to the provisions of the Code if not forbidden by state 
law, II U.S.C. Sec. 522(b) & (d) (1982 & Supp. IV 1986), or pursuant to the provisions of state 
law and federal law other than the minimum allowances in the Code. II U.S.C. Sec. 522(b)(2). 
When the debtor claims a state-created exemption, the scope of the claim is determined by state 
law, It is well established that under the Code the conversion of non-exempt to exempt property 
for the purpose of placing the property out of the reach of creditors, without more, will not 
deprive the debtor of the exemption to which he otherwise would be entitled, E,g" Ford v, 
Poston, 773 F.2d 52, 54 (4th Cir.1985); In re Lindberg, 735 F.2d 1087, 1090 (8th CiL), ce.t. 
denied sub nom. Armstrong v. Lindberg, 469 U.S. 1073 (1984); In re Reed, 700 F.2d 986, 990 
(5th CiLI983); 3 Collier on Bankruptcy p 522.08, at 36-37 (15th ed. 1984). Both the House and 
Senate Reports regarding the debtor's right to claim exemptions state: 

"As under current law l the debtor will be permitted to convert nonexempt property Into 
exempt property before filing a bankruptcy petition, The practice is not fraudulent as to 
creditors, and permits the debtor to make full use of the exemptions to which he is entitled 
under the law," 

H.R.Rep. No. 595, 95th Cong., 1st Sess. 361 (1977), reprinted in 1978 U.S.Code Congo & 
Ad.News 5963, 6317; S.Rep. No. 989, 95th Cong., 2d Sess. 76 (1978), reprinted in 1978 
U.S.Code Congo & Ad.News 5787, 5862. The rationale behind this policy is that "[tJhe result 
which would obtain if debtors were not allowed to convett propetty into allowable exempt 
property would be extremely harsh, especially in those jurisdictions where the exemption 
allowance is minimal." 3 Collier on Bankmptcy, supra, p 522,08, at 40, This blanket approval of 
conversion is qualified, however, by denial of discharge if there was extrinsic evidence of the 
debtor's intent to defraud creditors. E.g., Ford, supra, 773 F.2d at 55; In re Reed, supra, 700 F.2d 
at 990.1 

A debtor's right to a discharge, however, unlike his right to an exemption, is determined by 
federal, not state, law. Reed, 700 F.2d at 991. The Code provides that a debtor may be denied a 
discharge under Chapter 7 if, among other things, he has transferred property "with intent to 
hinder. delay. or defraud a creditor" within one year before the date of the filing of the petition. 
II U.S.C. Sec. 727(a)(2) (1982 & Supp. IV 1986). Although Tveten filed for bankruptcy under 
Chapter 11, the proscription against discharging a debtor with fraudulent intent in a Chapter 7 
proceeding is equally applicable against a debtor applying for a Chapter 11 discharge, The 
reason for this is that the Code provides that confirmation of a plan does not discharge a Chapter 

000262  Bankruptcy



11 debtor if "the debtor would be denied a discharge under section 727(a) of this title if the case 
were a case under chapter 7 of this title." 11 U.S.C. Sec. 1141(d)(3)(C) (1982). 

Although the determination as to whether a discharge should be granted or denied is 
governed by federal law, the standard applied consistently by the courts is the same as that 
used to determine whether an exemption is permissible, i.e. absent extrinsiC evidence of 
fraud, mere conversion of non-exempt property to exempt property Is not fraudulent as to 
creditors even If the motivation behind the conversion is to place those assets beyond the 
reach of creditors. Ford, supra, 773 F.2d at 55; In re Reed, supra, 700 F.2d at 990; 
Forsberg v. Security State Bank, 15 F.2d 499 (8th Cir.1926). 

As the bankruptcy COUlt cOlTectly found here, therefore, the issue in the instant case revolves 
around whether there was extrinsic evidence to demonstrate that Tveten transferred his property 
on the eve of bankruptcy with intent to defraud his creditors. The bankruptcy court's finding that 
there was such intent to defraud may be reversed by us only if clearly erroneous. McCormick v. 
Security State Bank, 822 F.2d 806, 808 (8th Cir.1987); In re Reed, supra, 700 F.2d at 990; In re 
Cadarette, 601 F.2d 648, 650 (2d Cir.1979). 

There are a number of cases in which the debtor converted non-exempt property to exempt 
property on the eve of bankruptcy and was granted a discharge because there was no 
extrinsic evidence of the debtor's intent to defraud. In Forsberg, supra, an old decision of 
our Court, a debtor was granted a discharge despite his trade of non-exempt cattte for 
exempt hogs while insolvent and in contemplation of bankruptcy. Although we found that 
the trade was effected so that the debtor could Increase his exemptions, the debtor "should 
[not] be penalized for merely doing what the law allows him to do." 15 F.2d at 501. We 
concluded that "before the existence of such fraudulent purpose can be properly found, 
there must appear In evidence some facts or circumstances which are extrinsic to the mere 
facts of conversion of nonexempt assets into exempt and which are indicative of such 
fraudulent purpose." Id. at 502. Accord, In re Adlman, 541 F.2d 999 (2d Cir.1976)i In re 
Ellingson, 63 B.R. 271 (N.D.Iowa 1986). 

There also are a number of casesl however, in which the courts have denied discharges 
after concluding that there was extrinsic evidence of the debtor's fraudulent Intent. In Ford, 
supra, the debtor had executed a deed of correction transferring a tract of land to himself 
and his wife as tenants by the entirety. The debtor had testified that his parents originally 
had conveyed -the land to the debtor alone, and that this was a mistake that he corrected by 
executing a deed of correction. Under relevant state law, the debtor's action removed the 
property from the reach of his creditors who were not also creditors of his wife. The Fourth 
Circuit, in upholding the denial of a discharge, found significant the fact that this "mistake" 
in the original transfer of the property was "corrected" the day after an unsecured creditor 
obtained judgment against the debtor. 773 F.2d at 55. The Fourth Circuit held that the 
bankruptcy court, in denying a discharge, was not clearly erroneous In finding the requisite 
intent to defraud, after "[h]avlng heard ... [the debtor's] testimony at trial and having 
considered the circumstances surrounding the transfer". Id. In In re Reed, supra, shortly 
after the debtor had arranged with his creditors to be free from the payment obligations 
until the following year, he rapidly had converted non-exempt assets to extinguish one 
home mortgage and to reduce another four months before bankruptcy, and had diverted 
receipts from his business into an account not divulged to his creditors. The Fifth Circuit 
concluded that the debtor's "whole pattern of conduct evinces that intent." 700 F.2d at 991. 
The court went further and stated: 
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"It would constitute a perversion of the purposes of the Bankmptcy Code to permit a debtor 
earning $180,000 a year to convelt everyone of his major nonexempt assets into sheltered 
propelty on the eve of bankruptcy with actual intent to defraud his creditors and then emerge 
washed clean of future obligation by carefully concocted immersion in bankruptcy waters." 

Id. at 992. 

In most, if not all, cases determining whether discharge was properly granted or denied to a 
debtor who practiced "pre-bankruptcy planning", the point of reference has been the state 
exemptions if the debtor was claiming under them. Although discharge was not denied if the 
debtor merely converted his non-exempt property into exempt property as permitted under state 
law, the exemptions involved in these cases comported with federal policy to give the debtor a 
"fresh start"--by limiting the monetary value of the exemptions. This policy has been explicit, or 
at least implicit, in these cases. In Forsberg, supra, for example, we stated that it is not fraudulent 
for an individual who knows he is insolvent to convert non-exempt property into exempt 
propelty, thereby placing the property out of the reach of creditors 

"because the statutes granting exemptions have made no such exceptions, and because the policy 
of such statutes is to favor the debtors, at the expense of the creditors, in the limited amounts 
allowed to them, by preventing the forced loss of the home and of the necessities of subsistence, 
and because such statutes are construed liberally in favor of the exemption." 

Forsberg, supra, 15 F.2d at 501 (emphasis added). Similarly, in In re Ellingson, supra, 63 
B.R. 271, in holding that the debtors' conversion of non-exempt cash and farm machinery 
did not provide grounds for denial of a discharge, the court relied on the social policies 
behind the exemptions. The court found that the debtors' improvement oftheir homestead 
was consistent with several of these policies, such as protecting the family unit from 
impoverishment, relieving society from the burden of supplying subsidized housing, and 
providing the debtors with a means to survive during the period following their bankruptcy 
filing when they might have little or no income. The court held that exemptions should 
further one or more of the following social policies: 

II '(1) To provide the debtor with property necessary for his physical survival; (2) To protect 
the dignity and the cultural and religious identity of the debtor; (3) To enable the debtor to 
rehabilitate himself financially and earn income in the future; (4) To protect the debtor's 
family from the adverse consequences of impoverishment; (5) To shift the burden of 
providing the debtor and his family with minimal financial support from society to the 
debtor's creditors.' II 

Id. at 277-78 (quoting Resnick, Prudent Planning or Fraudulent Transfer?, 31 Rutgers L.R. 
615,621); see also In re Adlman, supra, 541 F.2d at 1003; In re Zouhar, 10 B.R. 154, 156 
(Bankr. D.N.Mex.1981). 
25 

In the instant case, however, the state exemption relied 011 by Tveten was unlimited, with the 
potential for unlimited abuse. Indeed, this case presents a situation in which the debtor liquidated 
almost his entire net worth of $700,000 and converted it to non-exempt property in seventeen 
transfers on the eve ofbanklUptcy while his creditors, to whom he owed close to $19,000,000, 
would be left to divide the little that remained in his estate. Borrowing the phrase used by 
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another comt, Tveten "did not want a mere fresh start, he wanted a head start." In re Zouhar, 
supra, 10 B.R. at 156 (emphasis in original). His attempt to shield property worth approximately 
$700,000 goes well beyond the purpose for which exemptions are permitted. Tveten's reliance on 
his attomey's advice does not protect him here, since that protection applies only to the extent 
that the reliance was reasonable. In re Bateman, 646 F.2d 1220, 1224 (Sth Cir.19S1). 

The bankruptcy court, as affirmed by the district court, examined Tveten's entire pattern of 
conduct and found that he had demonstrated fraudulent Intent. We agree. While state law 
governs the legitimacy of Tveten's exemptions, it Is federal law that governs his discharge. 
Permitting Tveten, who earns over $60,000 annually, to convert all of his major non-exempt 
assets into sheltered property on the eve of bankruptcy with actual intent to defraud his 
creditors "would constitute a perversion of the purposes of the Bankruptcy Code". In re 
Reed, supra, 700 F.2d at 992. Tveten stili Is entitled to retain, free from creditors' claims, 
property rightfully exempt under relevant state law.~ 

We distinguish our decision in Hanson v. First National Bank, 848 F.2d 866 (8th eir.1988), 
decided today. Hanson Involves a creditor's objection to two of the debtors' claimed 
exemptions under South Dakota law, a matter governed by state law. The complaint 
centered on the Hansons' sale, while insolvent, of non-exempt property to family members 
for fair market value and their use of the proceeds to prepay their preexisting mortgage and 
to purchase life insurance policies In the limited amounts permissible under relevant state 
law. The bankruptcy court found no extrinsic evidence of fraud. The district court, in a 
memorandum opinion and order entered June 15, 1987, affirmed. We also affirmed, 
concluding that the case fell within the myriad of cases which have permitted such a 
conversion on the eve of bankruptcy. 

III. 

To summarize: 

We hold that the bankruptcy court was not clearly elToneous in inferring fraudulent intent on the 
part of the debtor, rather than astute pre-bankruptcy planning, with respect to his transfers on the 
eve of bankruptcy which were intended to defraud, delay and hinder his creditors. 

Affirmed. 

ARNOLD, Circuit Judge, dissenting. 

The Court reaches a result that appeals to one's general sense of righteousness. I believe, 
however, that it is contrary to clearly established law, and I therefore respectfully dissent. 

Dr. Tveten has Hever made any bones about what he is doing, or trying to do, in this case. He 
deliberately set out to convert as much proPelty as possible into a form exempt from attachment 
by creditors under Mitmesota law. Such a design necessarily involves an attempt to delay or 
hinder creditors, in the ordinary, non-legal sense of those words, but, under long-standing 
principles embodied both in judicial decisions and in statute, such a purpose is not unlawful. The 
gove111ing authority in this COUlt is Forsberg v. Security State Bank, 15 F.2d 499 (8th Cir.1926), 
There we said: 
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It is well settled that it is not a fraudulent act by an individual who knows he is insolvent to 
convert a patt of his propelty which is not exempt into property which is exempt, for the purpose 
of claiming his exemptions therein, and of thereby placing it out of the reach of his creditors. 

Id. at 501. Thus, under the controlling law of this Circuit, someone who is insolvent may convert 
propelty into exempt form for the very purpose of placing that property beyond the reach of his 
creditors. 

A debtor's right to make full use of statutory exemptions is fundamental to bankruptcy law. To 
unsecured creditors, a debtor's conversion of his assets into exempt categories of property will 
always appear unfair, but this apparent unfaimess is simply a consequence of the existence of 
exemptions under the jurisdiction's bankmptcy law. In an early case in this Circuit, Judge Walter 
H. Sanbom, one of the patriarchs of this Court, explained: 

An insolvent debtor may use with impunity any of his property that is free from the liens and 
equitable interests of his creditors to purchase a homestead .... If he takes property that is not 
exempt from judicial sale and applies it to this purpose, he merely avails himself of a plain 
provision of the constitution or the statute enacted for [his] benefit. ... He takes nothing from the 
creditors by this action in which they have any vested right. The constitution or statute 
exempting the homestead from the judgments of creditors is in force when they extend the credit 
to him, and they do so in the face of the fact that he has this right. Nor can the use of propelty 
that is not exempt from execution to procure a homestead be held to be a fraud upon the creditors 
... , because that which the law expressly sanctions and permits carulOt be a legal fraud. 

First National Bank of Humboldt v. Glass, 79 F. 706, 707 (8th Cir. 1897) (emphasis added) 

The same principle was confirmed by Congress when it enacted the Bankruptcy Code of 1978. 
The repOlt of the House Judiciary Committee states as follows: 

As under current law, the debtor will be permitted to convelt nonexempt property into exempt 
property before filing a bankmptcy petition. See Hearings, Pt. III, at 1355~58. The practice is not 
fraudulent as to creditors, and permits the debtor to make full use of the exemptions to which he 
is entitled under the law. 

H.R.Rep. No. 595, 95th Cong., 2d Sess. 361, reprinted in 1978 U.S.Code Cong. & Admin.News 
5963,6317. The same language appears in S.Rep. No. 989, 95th Cong., 2d Sess. 76 (1978), 
reprinted in 1978 U.S.Code Congo & Admin.News 5787, 5862. hI the hearings referred to in the 
House Committee report, two federal judges, concerned about the "outrageous II implications of 
existing law, specifically urged Congress to incorporate provisions in the new BanklUptcy Code 
which would make pre-banklUptcy conversion of assets fraudulent as a matter of federal law. See 
Hearings on H.R. 31 and H.R. 32 Before the Subcomm. on Civil and Constitutional Rights of the 
House Comm. on the Judiciary, 94th Cong., 1st & 2nd Sess., ser. 27, pt. 3, pp. 1355-58 (1975-
76). The fact that Congress declined to change existing law, when presented with the same 
objections to the propriety of debtor tactics like Tveten's that the Court now expresses, indicates 
that Congress did not intend Sec. 727(a)(2) to proscribe such conduct. The House Report's 
language plainly says that debtors may convert nonexempt property into exempt propelty, that 
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doing so is not fraudulent, and that debtors may make "full use" of any applicable exemption. 
Recent cases in our Court have reiterated this principle. E.g., In re Lindberg, 735 F.2d 1087, 
1090 (8th CiL), celt, denied sub nom, Armstrong v. Lindberg, 469 U.S. 1073, 105 S.C!. 566, 83 
L.Ed.2d 507 (1984). 

To be sure, if there is extrinsic evidence of fraud, or of a purpose to hinder or delay creditors, 
discharge may and should be denied, but "extrinsic," in this context, must mean something 
beyond the mere conversion of assets into exempt form for the purpose of putting them out of the 
reach of one's creditors. If Tveten had lied to his creditors, like the debtor in McCormick v. 
Security State Bank, 822 F.2d 806 (8th Cir.1987), or misled them in some way, like the debtor in 
In re Reed, 700 F.2d 986 (5th Cir.1983), or transferred propelty for less than fair value to a third 
party, like the debtor in Ford v. Poston, 773 F.2d 52 (4th Cir.1985), we would have a very 
different case. There is absolutely no evidence of that sort of misconduct in this record, and the 
Court's opinion filed today cites none. 

One is tempted to speculate what the result would have been in this case if the amount of assets 
converted had been $7,000, instead of $700,000. Indeed, the large amount of money involved is 
the only difference I can see between this case and Forsberg. It is true that the Forsberg opinion 
referred to "the limited amounts allowed to" debtors by exemptions, 15 F.2d at 501, but whether 
exemptions are limited in amount is a legislative question ordinarily to be decided by the 
people's elected representatives, in this case the Minnesota Legislature.1 Where courts punish 
debtors simply for claiming exemptions within statutory limits, troubling problems arise in 
separating judicial from legislative power. As Judge Kishel explained in his excellent opinion in 
In re Johnson, 80 B.R. 953 (Bankr.D.Minn.1987)J.: 

The legislative branch alone determines what is necessary". to meet a debtor's needs, by 
establishing the nature and value of the property subject to claims exemption" .. To deny 
discharge for a debtor's non-fraudulent invocation of these protections is, overtly or covmtly, to 
make a political and/or value judgment on these legislative determinations. To equate a non­
fraudulent intent to 'place assets beyond the reach of creditors' with an invidious intent to 'hinder 
or delay creditors' is ultimately to frustrate statutory exemption rights by causing a chilling effect 
on the full exercise of those rights. A court which causes such a chilling effect is, in a very real 
sense, invading legislative prerogatives by substituting its own judgment for that of the 
legislature. At 963 (footnote omitted). 

If there ought to be a dollar limit, and I am inclined to think that there should be, and if practices 
such as those engaged in by the debtor here can become abusive, and I admit that they can, the 
problem is simply not one susceptible of a judicial solution according to manageable objective 
standards. A good statement of the kind of judicial reasoning that must underlie the result the 
Court reaches today appears in In re Zouhar, 10 B.R. 154 (Bankr.D.N.M.1981), where the 
amount of assets converted was $130,000. The Bankruptcy Court denied discharge, stating, 
among other things, that" 'there is a principle of too much; phrased colloquially, when a pig 
becomes a hog it is slaughtered.' " Id. at 157. If I were a member of the Minnesota Legislature, I 
might well vote in favor of a bill to place an over-all dollar maximum all any exemption.;! But 
sitting as a judge, by what criteria do I determine when this pig becomes a hog? If $700,000 is 
too much, what about $70,000? Would it matter if the debtor were a farmer, as in Forsberg, 
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rather than a physician? (I ask the question because the appellee creditor's brief mentions the 
debtor's profession, which ought to be legally irrelevant, several times.) 

Debtors deserve more definite answers to these questions than the Court's opinion provides. In 
effect, the Court today leaves the distinction between permissible and impermissible claims of 
exemption to each bankruptcy judge's own sense of proportion. As a result, debtors will be 
unable to know in advance how far the federal courts will allow them to exercise their rights 
under state law. 

Where state law creates an unlimited exemption, the result may be that wealthy debtors like 
Tveten enjoy a windfall that appears unconscionable, and contrary to the policy of the 
bankruptcy law. I fully agree with Judge Kishel, however, that 

[this] result ... cannot be laid at [the] Debtor's feet; it must be laid at the feet of the state 
legislature. Debtor did nothing more than exercise a prerogative that was fully his under law. It 
cannot be said that his actions have so tainted him or his bankruptcy petition as to merit denial of 
discharge. 

Johnson, supra, at 963 (footnote omitted). I submit that Tveten did nothing more fraudulent than 
seek to take advantage of a state law of which the federal courts disapprove. 

I would reverse this judgment and hold that the debtor's actions in converting property into 
exempt form do not bar a discharge in bankruptcy. 

Of the Second Circuit, by designation 

There were no claims that these transfers were for less than market value 

Several creditors also objected to Tveten's claimed exemptions. In response, the bankmptcy 
cOUlt, by order entered September 16, 1986, celtified the question to the Minnesota Supreme 
Court. The bankmptcy court decided that it need not wait for the Supreme Court's decision, since 
the determinative factor on the issue of discharge was Tveten's intent 

Before the district court entered its order, the Supreme COUlt of MiIUlesota held in a decision 
entered March 27, 1987, that annuities and life insurance contracts issued by a fratemal benefit 
society were exempt under Minnesota law, but that these statutory provisions violated the 
Minnesota Constitution. In re Tveten, 402 N.W.2d 551 (Minn.1987). Accordingly, Tveten IlO 

longer will be able to claim these exemptions. Following the opinion of the Supreme COUlt of 
Minnesota, Tveten claimed an exemption for his pension in the amount of approximately 
$200,000. He and his creditors settled this issue before the bankruptcy court. He will retain this 
property as exempt 
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This exception comp0l1s with congressional intent. Both the House and Senate Reports use the 
phrase "[a]s under cutTent law", Under existing law prior to the passage of the 1978 Act, courts 
also had applied this exception. Ford, supra, 773 F.2d at 55; In re Reed, supra, 700 F.2d at 990 

Supra note 3 

1 

In First Nat'l Bank of Humboldt, supra, the debtor's homestead was originally in Nebraska, 
which by statute limited the homestead exemption to land worth $2,000, The debtor sold his 
homestead for $6,000 and used the money to buy a new home in Kansas, where the homestead 
exemption was unlimited in dollar amount. The debtor had this new Kansas homestead conveyed 
to his wife, See 79 F, at 706-07, This tactic succeeded, and the creditor's attempt to reach the 
Kansas land was rebuffed by this COUl1 

Counsel in this case have advised us that an appeal in Johnson is now pending in the District 
Court 

There is some irony in the fact that the exemption sought by the debtor in this case, that for 
benefits under armuities or life-insurance policies issued by fraternal associations, has been held 
unconstitutional under two provisions of the Mirmesota Constitution, One such provision, Article 
1, Section 12, provides that "[a] reasonable amount of property shall be exempt..,," The Supreme 
Court of Mirmesota has held that the exemption statute involved in the present case is 
unconstitutional precisely because it contains no dollar limit. In re Tveten, 402 N.W.2d 551, 556-
58 (Minn. 1987). So the principle of limitation has been upheld, the debtor has in any event lost 
the exemption he sought, but he also loses his discharge under today's decision 

:( 110 -----"-.-. 

848 F.2d 866 
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Before: JURY, BAUER,Em and PAPPAS. Bank­
ruptcy Judges. 

OPINION 
JURY, Bankruptcy Jud~e. 

*1 Chapter 7 fli.. trustee Trudy A. Nowak 
("Nowak") appeals the bankruptcy court's order over­
ruling her objection to debtor Ronda L. Hummel's 
("Hummel") exemption under Ariz.Rev.Stat. § 33-
1126(A)(6) and § 20-1131(D) (BAP No. 10-1202). 

Chapter 7 trustee Beth Lang ("Lang") appeals 
the bankruptcy court's order overruling her objection 
to debtor Joan A. Tober's ("Tober") exemption under 
Ariz.Rev.Stat. § 33-1126(A)(7) (HAP No. 10-1206). 

Both appeals involve the construction of the 
identical phrases contained in Ariz.Rev.Stat. §§ 33-
1126(A)(6) E!'Q and (7). which allow a debtor to ex­
empt the cash surrender value of life insurance poli­
cies and proceeds of annuity contracts if they name 
certain beneficiaries. At issue is whether either sub­
section of the statute requires that a child named as a 
beneficiary also be a dependent of the debtor in order 
for the debtor to obtain the exemption. 

As a matter of first impression in Arizona. we 
hold that the statute imposes such a requirement and 
REVERSE the bankruptcy court's order in each ap­
peal. 

I. BACKGROUND 
The Hummel Bankruptcy-BAP No. 10-1202 

On January 27. 20ID, Hummel filed her chapler 
7 petition. Nowak was appointed the chapter 7 trus­
tee. At the time Hummel filed her petition, she owned 
three Prudential Whole Life Insurance Policies with 
cash surrender values of $27,608.02, $3,266.82, and 
$10,188.01. Hummel listed the policies in her Sched­
ule B and claimed them 100% exempt in Schedule C 
under Ariz.Rev.Stat. § 33-1126(A)(6) and .L1Q: 
1131(0). Hummel named her adult, nondependent 
daughter as the beneficiary under each policy. 
Hummel did not list her daughter as a dependent in 
her Schedule I or tax returns. 

Nowak objected to Hummel's exemption in the 
cash surrender value of the policies on the ground 
that the exemption did not apply if the named benefi­
ciary was an adult, nondependent child of the debtor. 
The bankruptcy court overruled her objection by or­
der entered on May 26, 2010. Nowak timely ap­
pealed. 

The Tober Bankruptcy-BAP No. 10-1206 
On December 21, 2009, Tober filed her chapter 7 

petition. Lang was appointed the chapter 7 trustee. 
When Tober filed her petition she owned a Nation­
wide Annuity valued at $33,316.52, which she listed 
in her Schedule B and claimed 100% exempt in 
Schedule C under AriZ.Rev.Stat. § 33-1126(A)(7). 
Tober named her adult, nondependant daughter as the 
beneficiary in the annuity contract. Tober did not list 
her daughter as a dependent in her Schedule I 01' tax 
returns. 

Lang objected to Tober's exemption in the annu­
ity contract on the ground that the exemption did not 
apply if the named beneficiary was an adult, nonde­
pendent child of the debtor. The bankruptcy court 
overruled her objection by order entered on May 26, 
2010. Lang timely appealed. 

II. JURISDICTION 
The bankruptcy court had jurisdiction pursuant 

to 28 U.S.c. §§ 1334 over this core proceeding under 
§ 157(b)(2)(B). We have jurisdiction under 28 U.S.c. 
ll2l\. 

III. ISSUE 
*2 Whether Ariz.Rev.Stat. § 33-1126(A)(6) and 

(7) require that a child of the debtor named as a bene-
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ficiary under a life insurance policy or an annuity 
contract also be a dependent of the debtor in order for 
the debtor to obtain the exemption. 

IV, STANDARDS OF REVIEW 
ill We review the bankruptcy court's conclu­

sions of law and questions of statutory interpretation 
de novo. Clear Challllel Outdoor, Illc. V. Knupfer {/n 
re PW. LLCJ. 391 B.R. 25.32 (9th Cir. BAP 2008). 

V, DISCUSSION 
ill Section 541(a)(1) of the Bankruptcy Code 

provides that "property of the estate" includes "all 
legal or equitable interests of the debtor in property 
as of the commencement of the case." It is undis­
puted that debtors Hummel and Tober owned the 
property they claimed exempt which became part of 
their respective estates. 

The Bankruptcy Code permits a debtor to ex­
empt from property of the estate certain property for 
which an exemption is available under either state or 
federal law. § 522(b). Arizona has opted out of the 
federal exemptions, leaving debtors in Arizona to 
resort to the state law exemptions. See Ariz.Rev.Stat. 
§ 33-1133(B). Therefore, substantive issues regarding 
the allowance or disallowance of the claimed exemp­
tions at issue in this appeal are governed by Arizona 
law. Turner v. Marshack all re Turner). 186 B.R. 
108,113 (9th Cir. HAP 1995). 

For Arizona residents, the exemption of certain 
insurance and annuity benefits or proceeds is gov­
erned by Ariz.Rev.Stat. § 33- 1 126 which provides in 
relevant part: 

A. The following property of a debtor Btl shall be 
exempt from execution, attachment or sale on any 
process issued from any court: 

6. The cash surrender value of life insurance poli­
cies where for a continuous unexpired period of 
two years such policies have been owned by a 
debtor and have named as beneficiary the debtor's 
slllviving spouse, child, parent, brother or sistel~ 
or any other dependellf family membel~ in the pro­
portion that the policy names any such benefici­
ary .... For the purposes of this paragraph "depend-

ent" means a family member who is dependent on 
the insured debtor for not less than half support. FN5 

7. An annuity contract where for a continuous un­
expired period of two years such contract has been 
owned by a debtor and has named as beneficiary 
the debt01~ debtor's surviving spouse, child, parellf, 
brother or sister, or any other dependent family 
member .... For the purposes of this paragraph, "de­
pendent" means a family member who is depend­
ent on the debtor for not less than half support. 
(Emphasis added). 

The trustees contend that the listed beneficiaries 
in each subsection (surviving spouse, child, parent, 
etc.) are, in effect, a subset of the subsequent phrase 
"other dependent family members." In essence, the 
trustees urge us to view the word "other" as a con­
necting modifier and, thus, all beneficiaries specifi­
cally listed in the statute, and "any others", must be 
(I) family members and (2) dependent on the debtor. 
On the other hand, debtors assert that the phrase "any 
other dependent family member" constitutes a sepa­
rate class of beneficiaries from those previously 
listed. Under this view, the word "other" would seem 
to be one of differentiation. See lama V. Immigration 
& Customs Enforcement, 543 U.S. 335. 343 n. 3. 125 
S.Ct. 694. 160 L.Ed.2d 708 (2005) (noting that "both 
'other' and 'another' are just as likely to be words of 
differentiation as they are to be words of connec­
tion"). 

*3 (3)[4][5] No Arizona court has addressed the 
question before us. In the absence of a controlling 
decision we interpret the statute as we believe the 
highest state court would. Hal Roach Studios. Illc. v. 
Richard Feiner & Co .. 896 F.2d 1542. 1548 (9th 
Cir.1990). When interpreting a statute, Arizona 
courts look to its plain language as the best indicator 
of the legislature's intent. Ariz. Tile, L,L. C. V. Berger. 
223 Ariz. 491, 224 P.3d 988. 992 (2010). If the 
meaning of the statutory language is clear and unam­
biguous, the court does not employ any other meth­
ods of construction. /d. We conclude the statutory 
language at issue in this appeal is ambiguous because 
it is susceptible to plausible, although contradictory, 
interpretations. Accordingly, we employ other meth­
ods of statutory construction to ascertain the legisla­
ture's intent. See Hayes v. COllt'L II/s. Co .. 178 Ariz. 
264,872 P.2d 668, 672 (1994). 
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Iill. When a statute contains a list. as here, we are 
mindful that the legislature in drafting the statute 
could not possibly specify all the family members 
who may be named as beneficiaries. Thus, in reading 
the statute, we use the rule of statutory construction 
that "(w]hen several words are followed by a clause 
which is applicable as much to the first and other 
words as to the last, the natural construction of the 
language demands that the clause be read as applica­
ble to all." Porto Rico Rv .. Light & Power Co. v. 
Mor, 253 U.S. 345. 348. 40 S.Ct. 516, 64 L.Ed. 944 
(920). While not dispositive. application of this rule 
lends support to the trustees' position. Under a "natu­
ral construction," the phrase "dependent family 
member" applies as much to the previously enumer­
ated family members (surviving spouse. parent. child, 
etc.) as it does to "any other" family member. More­
over, this construction gives meaning both to the spe­
cific words listing family members and the general 
words that extend the provisions of the statute to eve­
ryone embraced in that class-"any other dependent 
family member." 

We also examined the legislative history for each 
of the subsections at issue. fl::!li Ariz.Rev.Stat. § 33-
1126(A)(7) was added to Ariz.Rev.Stat. § 33-1126 in 
2005. The legislative history we reviewed reveals no 
useful information pertaining to the interpretation of 
the phrase at issue or the purpose behind the annuity 
contract exemption. However, our review of the leg­
islative history for the 1992 amendment of subsection 
(A)(6) (formerly (A)(5» regarding the exemption for 
the cash surrender value of life insuranceaR0licies 
provides us with some meaningful guidance. 

Prior to 1992, Ariz.Rev.Stat. § 33-1l26(A)(6) 
provided in relevant part: 

A. The following property of a debtor shall be ex­
empt from execution, attachment or sale on any 
process issued from any court: 

(5) The cash surrender value of Life insurance 
policies where for a continued unexpired period of 
one year such policies have been owned by a 
debtor and have named as beneficiary the debtor's 
surviving spouse, child, parent, brother, or sister, or 
allY dependent .... A "dependent" means a perSOIi 
who is dependent upon the insured for not less than 

one-half of his support. (Emphasis added). 

*4 The proposed amendments to subsection 
(A)(6) were contained in Senate Bill 1060 and served 
to eliminate per depelxlent limits on life insurance 
proceeds as well as adjusting the dollar amount of the 
exemption upward to $100,000. Moreover, the bene­
ftciary phrase was changed from "debtor's surviving 
spouse, child, parent, brother, or sister, or any de­
pendent" to "debtor's surviving spouse, child, parent, 
brother or sister. or any other dependent family mem­
ber." In addition, the meaning of dependent was 
changed from "dependent means a person" to "de­
pendent means afamily member." 

ill The revised Senate Fact Sheet for Senate Bill 
I 060, prepared by Senate staff almost a month after 
the legislature had passed the 1992 bill, provides 
more convincing evidence that the family member or 
members named as beneficiaries must also be de­
pendents. The Fact Sheet stated the bill's purpose: 

Exempts up to $100.000 of the proceeds from life 
insurance policies from the claims of creditors in 
the case of bankruptcy or other court proceedings 
when a dependent family member has been /lamed 
beneficiary of those proceeds. 

The Fact Sheet also furnished the following 
background on the bill: 

Currently, under the Arizona insurance statutes, if a 
dependeJlt family member has been named the 
beneficiary of a life insurance policy for a continu­
ous two-year period. up to $2000 of the proceeds 
from the policy are exempted from the claims of 
creditors' in the event of bankruptcy or other court 
proceeding, with a minimum of $5,000 and a 
maximum of $1 0,000 for all dependents combined. 

Amended Fact Sheet for S.B. 1060, 40th Leg., 
2d Sess., at I (Ariz. March 2. 1992). FN8 

Senate Committee Minutes reflecting considera­
tion of the amendments to Senate Bill 1060 included 
this summary of the bill: 

[UJnder current State law when a creditor makes an 
attempt to recover debt in a court proceeding, such 
as bankruptcy, the cash surrender value of a life in­
surance policy is subject to the claim of a creditor. 

© 2011 Thomson Reuters. No Claim to Orig. US Gov. Works. 000275  Bankruptcy



Page 6 

--- B.R. ----, 2010 WL 5076421 (9th Cir.BAP (Ariz.», 10 Cal. Daily OPt Servo 15,747,2010 Daily Journal DAR. 
18,736 
(Cite as: 2010 WL 5076421 (9th Cir.BAP (Ariz.») 

However, certain portions are exempt when a (Ie­
pendent family member had been flamed benefici­
ary. This bill eliminates the requirement that the 
dependellt family member must be named benefici­
ary for a continuous two year period and eliminates 
the $2,000 per dependent limit which is protected 
from a claim by a creditors. All money named for a 
depelldellt beneficiary would be exempt. 

Senate Minutes of Comm. on Commerce and 
Labor, 40th Leg., 2d Sess. (Ariz. Feb. 5, 1992). 

In short, the only inference permissible from the 
excerpts we cite support the trustees' position; 
namely, that the cash surrender value of life insur­
ance policies and proceeds from annuity contracts 
were intended to protect those family members who 
were dependent on the debtor. We appropriately 
make this inference from the explicit purpose of the 
statute which was set forth in the amended Senate 
Fact Sheet and also from the changes to the statutory 
language-the addition of the words "family member" 
after "any dependent" as well as the change in word­
ing from "a dependent means a person" to "a depend­
ent means a family member." Accordingly, we con­
clude that the legislative history is determinative of 
the legislative intent behind Ariz.Rev.Stat. § 33-
1126(A)(6).Eti2 

*5 When Ariz.Rev.Stat. § 33-1126 was amended 
in 2005 to include the exemption for annuity con­
tracts under (A)(7), the legislature adopted almost 
identical language as that in (A)(6) with respect to 
named beneficiaries. Therefore, in the absence of a 
contrary intent-which we could not find-we construe 
the language contained in both subsections and that 
of the Insurance Code (Ariz.Rev.Stat.20-1131(D» in 
the same manner. 

[8][9][10] We are mindful of the rule that ex­
emption statutes are to be construed liberally in the 
debtor's favor. 11/ re Hoffpa/lir, 125 B.R. 269. 271 
<Bankr.D.Ariz.1990). Our construction of the statute, 
however, does not run afoul of the liberal construc­
tion rule because debtors who qualify for the exemp­
tion are entitled to exempt an unlimited dollar 
amount under both subsection (A)(6) and (A)(7). 
Moreover, this result is consistent with the purpose 
behind the exemption laws in Arizona which "were 
not created merely for the purpose of conferring a 
privilege on a debtor, but to shelter the family and 

thereby benefit the state." III re FOl'eacl'e, 358 B.R. 
384. 390 CBankr.D.Ariz.2006) (referring to home­
stead exemption). In any event, our role on review is 
restricted to an interpretation of the exemption statute 
as written. Hoffpauir. 125 B.R. at 271 (court is not 
authorized to reduce or enlarge exemptions). 

Accordingly, we hold that Ariz.Rev.Stat. § 20-
1131(D) and § 33-1 1 26(A)(6) and (7) require that the 
child of a debtor named as a beneficiary must be a 
dependent in order for the debtor to obtain an exemp­
tion under those sections. 

VI. CONCLUSION 
For the reasons stated above, we REVERSE the 

bankruptcy court's order in each appeal. 

FNI. Hon. Catherine E. Bauer, Bankruptcy 
Judge for the Central District of California, 
sitting by designation. 

FN2. Unless otherwise indicated, all chapter, 
section and rule references are to the Bank­
ruptcy Code, II U.S.C. §§ 101-1532, and to 
the Federal Rules of Bankruptcy Procedure, 
Rules 1001-9037. 

FN3. The corresponding exemption for the 
cash surrender value of life insurance poli­
cies in Arizona's Insurance Code at 
Ariz.Rev.Stat. § 20-1131(D) contains the 
identical phrase as that under Ariz.Rev.Stat. 
§ 33-1I26(A)(6). Therefore, our discussion 
in reference to the cash surrender value of 
life insurance policies under Ariz.Rev.Stat. § 
33-1126(A)(6) is equally applicable to the 
exemption in Ariz.Rev.Stat. § 20-1131(D). 

FN4. " 'Debtor' means an individual 
whether married or single utilizing property 
described in this article for persona!, family 
or household use." Ariz.Rev.Stat. § 33-1121. 

FN5. The Insurance Code exemption con­
tained in Ariz.Rev.Stat. § 20-1131 (D) pro­
vides in relevant part: 

If, for a continuous, unexpired period of 
two years, a policy of life insurance has 
named as bel/eficimy the insllred's sllrviv-

© 2011 Thomson Reuters. No Claim to Orig. US Gov. Works. 000276  Bankruptcy



Page 7 

--- B.R. ----, 2010 WL 5076421 (9th Cir.BAP (Ariz.», 10 Cal. Daily Op. Servo 15,747,2010 Daily Journal D.A.R. 
18.736 
(Cite as: 2010 WL 5076421 (9th Cir.BAP (Ariz.))) 

ing spOllse, child, parelll, brother, sister 
or allY other depelldelll family membe/~ 
then, in event of bankruptcy or in any pro­
ceeding before any court in this state. the 
cash sun-ender value of the insurance. in 
the proportion that the policy names any 
such beneficiary, shall be exempt from 
claims and demands of all creditors .... For 
the purposes of this subsection, "depend-
ent" means a family member who is de-
pendent on the insured for not less than 
half support. (Emphasis added). 

FN6. Neither party submitted any legislative 
history to explain the meaning or purpose 
behind the life insurance or annuity contract 
exemptions at issue nor were these records 
introduced in the bankruptcy court. None­
theless, we can take judicial notice of the re­
cords under Fed.R.Evid. 20l(b). See also, 
Hayes, 872 P.2d at 673 n. 5. We obtained 
the records directly from the Arizona State 
Senate Resource Center. 

FN7. Ariz.Rev.Stat. § 20-1131(0) contained 
in the Arizona Insurance Code was added in 
1963. It too WIIS amended in 1992 at the 
slime time liS Ariz.Rev.Stal. § 33-
1126(A)(6). The IImendment for 
Ariz.Rev.StIIt. § 20-1131(0) eliminllted the 
$5,000 minimum lind $10,000 maximum 
limits for all dependents combined and 
brought the definition of a dependent in line 
with that under Ariz.Rev.Slal. § 33-
1126(A)(6). 

FN8. In Arizona, Senate fact sheets are 
viewed as "relevant legislative history and 
as reflective, though not dispositive, of leg­
islative intent." State V. Payne, 223 Ariz. 
555.225 P.3d 1131, 1139 n. 5 (2009). 

FN9. For this reason, we are unpersuaded by 
the out-of-state case law cited by the parties 
that construed similar exemption statutes. 

9th Cir.BAP (Ariz.),201O. 
In re Hummel 
--- B.R. ----, 2010 WL 5076421 (9th CkBAP 
(Ariz.», 10 Cal. Daily Op. Servo 15,747,2010 Daily 
Journal D.A.R. 18.736 

END OF DOCUMENT 
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Issues iu Iudividual Chapter 11 Bankruptcies 

Honorable Charles G. Case II 

I. Continued Vitality of the Absolute Priority Rule in Individual Chapter 11 Cases 

BAPCPA's amendment to § 1129(b)(2)(B)(ii) and the addition of §1l15 have led to 

extremely divergent opinions ahout whether the absolute priority rule continues to apply in post­

BAPCPA individual Chapter 11 cases. Pre-BAPCPA, § 1129(b)(2)(B)(ii) provided that a plan is 

"fair and equitable" as to unsecured creditors, and thus, confirmable under the cramdown 

provisions, only if 1) the plan pays creditors the present value of their claim, or 2) the junior 

claims and interests do not retain any property of the estate on account of their claims or 

interests. BAPCPA changed the operation of this portion of the so-called absolute priOl'ity rule, 

and provided that individual Chapter 11 debtors may retain property "included in the estate under 
section IllS" even if unsecured creditors are not paid the present value of their claims.' 

Under § 1115, "property of the estate includes, in addition to the property specified in 
section 541-

(a) all property of the kind specified in section 541 that the debtor acquires after the 

commencement of the case ... ; and 

(b) earnings from services perfonned by the debtor after the commencement of the 

case .... " 
Until recently, the case law was fairly consistent, interpreting § 1 1 29(b)(2)(B)(ii) to 

permit an individual Chapter 11 debtor to retain all property referred to by § 1115, including 

property added to the estate by § 541, without requiring the debtor to pay unsecured creditors the 

present value of their claims. However, two bankruptcy courts in California recently ruled the 

other way, finding that the reference in § 1129(b)(2)(B)(ii) permitted the debtor to retain only 
that property which was included in the estate by § 1115 (and not property already included in 

the estate under § 541) if the debtor did not propose to pay unsecured creditors the present value 

of their claims. The result of the divergence of opinion is that some courts find that the absolute 

priority rule remains in effect in individual Chapter 11 cases to some extent, while other courts 

find that BAPCPA abolished the absolute priority altogether, allowing debtors to retain all 

property of the estate without paying unsecured creditors the present value of their claims. 

A. BAPCP A Abolished Absolute Priority Rule in Individual Chapter I I Cases- In re Shat 

The recent decision in In l'e Shaf surveyed the history of the absolute priority rule, 

BAPCP A, and prior cases on this issue, and concluded that Congress intended to abolish the 
absolute priority rule in individual Chapter 11 cases. The Shat court relied on the view that the 

, 11 U.S.C. § 1129(b)(2)(B)(H). 
2424 B.R. 854 (Bankr. D. Nev. 2010). 
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changes to Chapter 11 in BAPCPA were intended to make individual Chapter 11 cases more like 
Chapter 13 cases, which has not included any sort of absolute priority rule since 1952. The court 
also relied on several earlier cases which found that a narrower reading of the amendment to § 
I I 29(b)(2)(B)(ii), discussed below, would have little effect on the debtor's ability to reorganize,' 
and that the exception in § 1129(b)(2)(B)(ii) should be read in line with the broad inclusive 
language of § 1115.4 The Shat court noted the "almost trivial" result of the narrower reading of 
§ I I 29(b)(2)(B)(ii), which would seemingly only protect the value of earnings payable after the 
fifth anniversary of the plan confinnation. In the end, the court concluded that these factors 
indicated that Congress intended to abolish the absolute priority rule in individual Chapter II 
cases, closer aligning treatment of individuals under Chapter II with the treatment of debtors in 
Chapter 13. 

B. BAPCPA Did Not Abolish the Absolute Priority Rule in Individual Chapter II Cases- In 

re Kariovich 

Until early 2010, the case law on this issue appeared to be unanimous. However, since 
April of2010, two courts have decided that BAPCPA, to some extent, left the absolute priority 
rule intact in individual Chapter 11 cases. 

In April 2010, the COUlt in In re Gbadebo5 issued an opinion concluding that BAPCPA 
modified, but did not completely abrogate the absolute priority rule in individual Chapter 11 
cases. The Gbadebo court found that the addition of the phrase "in addition to the property 
specified in section 541" in § IllS was included to ensure that it was clear that § IllS did not 
overrule § 541's inclusion of pre petition property within property of the estate. Further, the 
addition of provisions designed to make individual Chapter 11 cases more like Chapter 13 cases 
were not persuasive evidence that Congress intended to abolish the absolute priority rule. 
Indeed, each of those provisions imposed greater burdens on debtors, in an attempt to provide a 
greater payout to creditors. Abolition of the absolute priority rule would effectuate the opposite 
result. Last, the court noted that complete abolition of the absolute priority rule in the manner 
proposed by Shat and others would lead to a practical anomaly. Debtors would be required to 
send impaired unsecured creditors ballots, but could ignore them and retain all pre and 
postpetition property. Thus, the Gbadebo court determined that the absolute priority rule was 
modified by BAPCPA. allowing the debtor to retain only property and earnings acquired post­
petition. 

Although disagreeing with the analysis in Gbadebo. the court in In re Kariovich6 agreed 
with Gbadebo 's outcome. The Karlovich court found that § 1129(b)(2)(B)(ii) plainly and 
unambiguously limits the application of the absolute priority rule by permitting the debtor to 
retain only those items listed in subsections (a) and (b) of § IllS if the debtor does not propose 

J Citing In re Roedmeier, 374 B.R. 264 (Bankr. D. Kan. 2007). 
4 Citing In re Tegeder, 369 8.R. 477 (Bankr. D. Neb. 2007). 
5 431 B.R. 222 (Bankr. N.D. Cal. 2010). 
62010 WL 5418872 (Bankr. S.D. Cal. Nov. 16,2010). 
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to pay unsecured creditors the present value of their claims. Sections 1129(b)(2)(B)(ii) and 1115 
simply codify the absolute priority rule, applying the rule consistently in individual and non~ 

individual Chapter 11 cases. Aside from the plain meaning of the statute, the court concluded 

that it was unlikely that Congress intended to abrogate the absolute priority rule, since it could 
have done so by easily adding "except with respect to individuals" at the begitrning of § 
1129(b)(2)(B)(ii). The plain meaning, the court concluded, permitted the debtor to retain only 

post~petition property specified in § 1115 without paying unsecured creditors the present value 

of their claim. 

II. Additional Individual Chapter 11 Plan Issues 

Whether the absolute priority rule was abrogated by BAPCPA or not, Chapter 11 debtors 

still face substantial difficulties not present in a Chapter 13 cases. For example: 

1) The Chapter 11 debtor has an <lexclusivity period" during which only the debtor may file 

plan. However, any party in interest may file a plan if the debtor has not filed a plan 
within 120 days of an order for relief. or does not have the plan accepted within 180 days 

of the order for relief. 7 The "exclusivity period' may be extended for cause, but in no 

event may exceed 18 months to file a plan and 20 months to obtain approval;8 

2) The Chapter 11 must file monthly operating reports pursuant to § 1116(4), Fed. R. Bank. 

P. 2015, and Local Rule 2015-1. 

3) An undersecured creditor may prevent a Chapter 11 debtor from stripping the unsecured 

portion of its claim, by making an election under § 1111 (b) to have the entire claim 

treated as secured; 

4) The Chapter 11 debtor must obtain the affirmative vote of at least one impaired class. as 

required by 1129(a)(1 0) in order to obtain confirmation of its plan; and 

5) The Chapter 11 debtor must comply with § 1129(a)(15) which requires debtors to pay 

their full projected disposable income to creditors for the longer of 5 years or the term of 

the plan in the event that any unsecured creditor objects to the plan. 
6) Cash collateral issues are more likely to be litigated in a Chapter 11 case. 

, 11 U.S.C. § 1121(c)(2)·(3) . 
• 11 U.S.C. § 1121(d). 
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Hypothetical Exploration of the Issues- The Guptas are 50 year old 
doctors. Their gross income is approximately $500,000 per year. 

• Assets: 
$600,000 home 
BMW $35,000 
Ferrari $90,000 
Interest in Gupta MD, PLLC $2,000,000(?) 
Boat $75,000 
401ks $550,000 
Trading account $25,000 
Summer cabin $175,000 
Interest in Simpson & Gupta Real Estate 
Investment, LLC ($0) S&G owns 4 office 
buildings worth a combined $5 million. 
Engagement ring $14,000 
Jewelry $2,000 
Coin coliection $2,500 

• Liabilities 
$900,000 mortgage 
BMW loan $25,000 
Ferrari loan $70,000 
Personal guarantee of LOC $800,000 secured 
by blanket lien. 
Co-obligor on office lease $300,000 still 
owing. 
Boat loan $62,000 
401k loan for $100,000 
Summer cabin mortgage $250,000 
Malpractice action (gross negligence/punitive 
damages) $1,500,000 (est.) (in discovery) 
Business partner litigation (embezzlement) 
(in discovery) $350,000. 
Attorneys' fees from business partner 
litigation $100,000 
Consumer debt $55,000 
Personal guarantees of the 4 office buildings 
in the amount of $14 million. (only one of 
S&G's buildings can currently meet the 
monthly obligations). 
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What is the end game? 

• Why is the Debtor in your office and can a bankruptcy provide the 
outcome that he/she desires? 
• What if the Guptas want to reduce the principal on their mortgage? 
• What about getting them free of the lawsuits? 
• Is there a workout strategy that could get them there short of 

bankruptcy - Avoiding bankruptcy is expensive, but it's almost always 
worth it. 

• What does the Debtor have, and what does he/she want to keep? 
• Will the Debtor have enough income or assets to reorganize? 
• If Chapter 11, can you rough pencil a treatment for the relevant 

classes and the dollar amounts in each class? 
• Can the Debtor pay your fees? ($10,000 minimum retainer - even 

for a relatively small case - and adjust upward for strength of 
opposition and the amount of administration likely to be 
necessary). 

------------------------------
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Do I have a Chapter 11 Case? 

• Could the Debtor qualify for Chapter 77 
- Advantages of Chapter 7: Cheaper, provides the 

Debtor access to post-petition income free of 
creditors, over very quickly (emotional 
component) 

- Means test. 

• Could the Debtor qualify for Chapter 137 
- $336,900 in liquidated, noncontingent, unsecured 

debts and/or $1,010,650 in liquidated, 
noncontingent, secured debts. 
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• 

• 

Chapter 13 v. Chapter 11 

Why choose a Chapter 137 
Easier for practitioner to administer. 
Much, much less expensive. 
May be classification (consumer debt, interest on non-dischargeable claims) 
or dischargeability advantages - assuming Debtor completes payment civil 
penalties, securities violations, and prior debts may be discharged. 
Disposable income test in Chapter 13 and Chapter 11 virtually the same. 

Why not choose a Chapter 137 
• No debt restrictions. 
• No Chapter 13 Trustee, and the Debtor can control the estate, but the Debtor 

requires much more attorney supervision. 
• No ability to modify the personal residence secured loans in Chapter 11. 11 

U.S.c. Section 1123(b)(S). Does not appear that this can be 'finessed: 
• Be aware of cash collateral (rare, but possible), executory contract, and utility 

issues that you may not face in a Chapter 13 in the same procedural context. 
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The Guptas and Chapter 13 

• Are the Guptas eligible for Chapter 137 
- Which debts are liquidated? 
- Which debts are contingent? 
- Are the lawsuits or personal guarantees liquidated or 

contingent? 
- Are they over the cap? 
- What happens if we file for 13 and we end up over the cap? 

• Are there any advantages to Chapter 137 
- What if instead of personal guarantees the Guptas were 

directors in Stapleton & Jerome, LLC an investment company. 
Suppose further that Stapleton & Jerome misplaced a 
substantial portion of the $14 million invested by their investors 
and that the SEC has commenced an investigation that could 
result in civil fines that could exceed $4 million. 
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Cash collateral issues? 

• Drs. Gupta have membership interests in the 
PLLC (their practices). They personally 
guaranteed the LOC. The LOC is secured by a 
blanket lien. 

• Can the lender enter the personal bankruptcy 
and make a cash collateral fight? 

• What if the Drs. were less careful and did not 
actually have a PLLC? What if the bank took 
security in the receivables of their practice? 

• What about the lease? If the PLLC is valid, can 
the Drs. reject the lease? 
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Requirements of an Individual 
Chapter 11 Plan 

• Proposed in good faith and not by any means forbidden by law. 
• No unfair classification, i.e., similar debts receive the same classification or the 

same treatment. (Classification is important because you need at least one 
impaired accepting class.) 

• In the impaired classes, each holder has (a) accepted the treatment proposed 
under the plan OR (b) will receive more than the creditor would receive in a 
Chapter 7. (This goes back to the beginning, what does your client want to keep, 
and can they afford to pay for it during the term of the plan.) 

• Special treatment required for the administrative and priority claims. Can your 
client satisfy these requirements? 

• At least one impaired class accepts (insiders do not count) and the Debtor can 
satisfy the cramdown standard in Section 1129(b). 

• Paid UST's fees and child support current. 
• In individual Chapter 11, and an unsecured creditor objects, Debtor's distributions 

under the plan must exceed the projected disposable income (under Section 
132S(b)(2)) for five years. 

• 1111(b) election for investment houses 
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How much do the Guptas have to pay to get 
their discharge? - the liquidation analysis 

• Payment for the equity in the assets. What are the possible issues? 

BMW equity $10,000 

Ferrari equity $15,000 

Boat equity $13,000 

• What about their practices? Gupta MD, PLLC? $2,000,000. How do 
you establish that value? (What kinds of evidence?) Owes $800,000 
LOC. 

• What if the summer home is worth $300,000? 

Can they be compelled to sell it? 

Does it violate good faith to retain it? 
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Cramdown in Individual Chapter 11 

• For secured claims it must be: (1) retention of lien; and (2) 
payments of the value of the allowed amount of the secured claim; 
OR sale with liens to attach to the proceeds; OR indubitable 
equivalent. 

• Standard for interest rates: In re American Homepatient, Inc., 420 
F.3d 559 (6th Cir. 2005) (In Chapter 11, first look for what efficient 
market would produce and if no efficient market then use formula 
approach from Till v. SCS Credit Corp., 541 U.S. 465, 124 S.Ct. 1951 
(2004)). 

• For unsecured claims it must be: (1) you get the allowed amount of 
the claim (not likely) OR (2) if unsecured claim not being paid in full 
then no junior class, i.e., your client, will receive or retain anything 
under the plan EXCEPT your client can retain property of the estate 
(under Section 1115) subject to the 5-year disposable income 
requirement in Section 1129(a)(15). 
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• 

• 

• 

• 

Disposable Income Section 1325(b}(2} 
(and 707(b)(2}} 

Current monthly income minus living expenses, expenses for child support, 
charitable contributions (up to 15% gross), and, if the debtor is engaged in a 
business, for the payment of expenditures necessary for the continuation and 
preservation of the business. See 11 USC 707(b)(2). 
Standards for living expenses. IRS website 
http:Uwww.irs.gov!individuals!article!0 .. id=96543.00.htmIBe sure to visit the 
Arizona housing & utilities, food & clothing (national), Arizona transportation, and 
out of pocket health care. 
Also includes payments for Chapter 13 admin expenses (not available in individual 
Chapter 11). 
Also includes payments of secured claims. Not just the house and car, but other 
secured claims as well. See, e.g., In re Kagenveama, 541 F.3d 868 (9th Cir. 2008) 
(affirming Judge Case decision). But see In re Martin, 373 B.R. 731 (Bankr. D. Utah 
2007) (holding payment on ski boat within ambit of 'expense' under 707(b)(2) but 
keeping a recreational watercraft while shorting unsecured creditors was 
considered bad faith - Chapter 13 plan denied). 

• Also includes payments on priority claims. 
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The Guptas and disposable income -
how much can they pay? 

• Monthly Gross Income: $42,000 per month 
• Taxes $14,000 per month 
• Living expenses for a family of three (one child already out of the house). 

- Food & Clothing $1,152/mo 
- Housing & Utilities $1,549/mo 
- Transportation $524/mo 
- Out-of-pocket healthcare $60/mo 
- Total: $3,285 

• Secured claims 
- House $7,OOO/mo 
- BMW & Ferrari $1,750/mo 
- Boat $900/mo 
- Summer cabin $2,OOO/mo 

• Insurance and everything else $3,000 
• What about the 401k loan? 
• $31,935 (some double-counting). $10,000 per month for creditors. 

-----------------------------------------------------------
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Handling non-dischargeability issues. 

• Evaluation of the merits. 

• In Chapter 11 cases, Debtors lawyer typically 
handles the non-dischargeability issues. 

• Non-estate assets can be used. In the Guptas' 
case, the 401k. Possibly money from Gupta 
MD, PLLC - assuming that they have paid 
enough to retain their interests (at least the 
liquidation value of the property). 
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The Individual Debtor1s 
Responsibilities in the Chapter 11 

• Does the Debtor know what to do in the Chapter 
11 case with respect to bank accounts, credit 
cards, sales of assets? 

• Does the Debtor understand the need for 
monthly operating reports and the payment of 
quarterly fees? 

• A good idea to have a form letter (example 
provided) to protect yourself. 

• Encourage open communication at the meeting 
with the UST analyst. 
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When does your client receive a 
discharge? 

• Upon completion of all payments under the Plan and after 
notice and hearing (objections can trip up the discharge). 

• Or upon motion for a discharge AND you have distributed 
more than creditor would have received in Chapter 7 AND 
modification of the plan is not practicable. 11 USC 
1141(d)(S)(B). 

• Practical questions about documenting that your client has 
made all the requisite plan payments. Particularly relevant 
in Chapter 11 because no trustee supervision and nothing 
prevents you from closing the case well before the plan is 
completed. How will the Guptas prove that they have 
made all of the required plan payments? 
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A word about creativity & mistakes 

• Amending the schedules - when should it be done? 
• Spend some time thinking about the problem areas (or people) in your 

case. (Ex-spouses, business partners.) 
• Don't forget to use the court website for local rules, judge's procedures, 

and UST's information. 
• When you are tempted to push the boundaries of the language of the 

statute/rule, ask yourself these questions? 
• Can I construct a policy argument (hopefully using bankruptcy rationales) 

to support my position? 
• How can I communicate the justice of my position to the Court? 
• Does the outcome that I am asking for leave a level playing field? (The 

Court may say, if that is the rule how is the creditor going to be able to 
protect itself?) 

• If I have 'oversold' an outcome to my client, what is the best way to 
communicate that 'new' information to my client. 
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March 11, 2011 

Analysis of Consumer vs. NODRconsumer debts in chapter 7. 

By: Edward K. Bernatavicius 

In considering eligibility for protection under Chapter 7 of the Bankruptcy Code 
and whether a debtor is subject to the provisions of 11 U.s.c. § 707(b), an initial 
determination must be made as to whether some Of all of the debtor's debts constitute 
primarily consumer debts. 

Consumer debt is one inclined by an individual primarily for personal, family, or 
household purpose. 11 U.S.c. § 101(8). The word "debt" is defined by 11 U.S.C. 
§ 101(12) to mean a "liability on a claim." A "claim" is defined by 11 U.S.C. § 101(5)(A) 
as "right to payment, whether or not such right is .. . secured or unsecured. See also In 
re Kelly, 841 F.2d 908, 912 (9th Cir. 1988). 

Thus, in analyzing whether a debtor's liabilities are consumer debts, one must 
look to both the debtor's secured and unsecured debts. Id at 912 (stating that "[aJ literal 
reading of the Code's simple language leads inexorably to the conclusion that consumer 
debt includes secured deb!"); see also In re Price, 353 F.3d 1135, 1139 (9th Cir. 2004) 
(citing Kelly that consumer debt "includes all secured debt incurred for personal, family 
or household purpose"). 

Whether a particular debt is excluded from inclusion as consumer debt depends 
on the purpose of that debt. See Price, 353 F.3d at 1139. 

Three approaches are used by courts to evaluate whether debts are incun-ed 
primarily for a consumer purpose. 

1. Overalll'atio of consumer to non-consumer debts is greater than 50 percent. 
See In re Stewart, 175 F.3d 796 (10,,, Cir. 1999); In re Booth, 858 F.2d 1051 (5,,, Cir. 
1988); In re Kelly, 841 F.2d 908 (9Ob Cir. 1988). 

2. Number of consumer debts more than one-half of the total debts. See In re 
Higginbotham, 111 B.R. 955 (Bankr. N.D. Okla. 1990). 

3. Consider both the percentage of consumer debt and the number of consumer 
debts. See In re Vianese, 192 B.R. 61 (Bankr. N.D.N.Y. 1996); see generally 
Annotation, What Are "Primarily Consumer Debts" Under 11 U.S.C. §707(b), 101 
A.L.R. 771 (1991). 

The 9th Circuit currently follows the approach that evaluates the percentage 
consumer to non-consumer debts. Although the Bankruptcy Code does not quantify the 
term "primarily" the Ninth Circuit has determined that standard is met when more than 
half the dollar amount owed is consumer debt. Id.; see Kelly, 841 F.2d at 913. This 

000300  Bankruptcy



determination relies on a plain definition of the word "primarily" to mean "for the most 
pal1," or that more than half of the dollar amount owed. 

Secured Debts 

I. Mortgages. 

As in the analysis above, mortgages secured by real property are included in the 
consumer debt determination. The Court in Kelly stated, "The statutory scheme so 
clearly contemplates that consumer debt include debt secured by real property that there 
is no room left for any other conclusion." Id. at 912. The Kelly Court went on to 
determine that while the mortgage secured by real property was not automatically 
excluded from consumer debt, it was not automatically included either. The COUlt 
ultimately had to make a detennination as to the purpose of the debt. Id. at 913. 

The Kelly Court determined the debtor's mortgage consisted of a $95,000.00 first 
lien that the debtor assumed when the home was purchased and a $32,000.00 home 
equity line of credit for $32,000.00 that was used for home improvements and repayment 
of credit card debts. Id. The COUl1 held both the first lien and home equity line to be 
consumer debts stating, "It is difficult to conceive of any expenditure that serves a 
"family ... or household purpose" more directly than does the purchase of a home and 
making of improvements thereon." Id. 

Similarly, in Price, the Ninth Circuit held the debtor's two mortgages securing the 
debtor's personal residence to be consumer debt. The debtor's first loan of $120,000.00 
secured the debt to purchase the residence and the second loan in the amount of 
$21,511.00 was secured to finance home improvements. Price, 353 F.3d at 1139. Thus 
the Court held "[t]here is no question that the secured debt at issue was incurred primarily 
for personal, family or household purpose and must be considered "consumer debt" for 
the purposes of §707(b)." Id. 

Converse/y, a m0l1gage debt that a chapter 7 debtor incurred to acquire improved 
land adjacent to his residence, which he then rented out, was incurred principally as an 
investment, in order to obtain a source of rental income. Although the newly acquired 
property facilitated debtor's access to his own home, the mortgage debt was held not be 
in the nature of "consumer debt" within the meaning of "substantial abuse" provision of 
§707(b). In re Pedigo, 296 B.R. 485 (Bankr. S.D. Ind. 2003); see also Matter oJBooth, 
858 F.2d 1051 (5th Cir. 1988) (applying "the profit motive test" to hold that only one of 
the debtor's three loans was consumer in nature, while the nature of the second and third 
loans were non-consumer). 
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Unsecured Debts 

I. Tax Debts. 

Personal income tax debts are considered non-consumer in nature. Courts have 
found personal income tax to be distinct in nature from consumer debt for the following 
reasons: 

1) Consumer debts and tax debts are not incurred in the same way. Consumer 
debts are incurred voluntarily whereas personal income tax is imposed on the individual. 

2) Consumer debts are incurred for personal, family or household purposes 
whereas taxes are assessed for the public wealth. 

3) Consumer debts arise from consumption whereas taxes arise from the earning 
of money. 

For examples of Courts discussing this issue see the following: In re Westbeny, 
215 F.3d 589 (6th Cir. 2000); In I'e Brashers. 216 B.R. 59 (Bankr. N.D. Okla. 1998); and 
In Re Traub. 140 B.R. 286 (Bankr. D.N.M. 1992). 

II. Domestic Support Obligations. 

Courts have ruled that domestic support obligations owed by a debtor are 
consumer debts. COUl1s generally hold that such an obligation is for the benefit and 
support of a former spouse and is not owed for any profit motive. See In re Stewart, 175 
F.3d 796 (10th Cir. 1999); In I'e Hall, 258 B.R. 45 (Bankr. M.D. Fla. 2001). 

III. Personal Injury and Tort Debts. 

Judgment debts are not consumer debts. As shown in the cases below, courts 
have emphasized that consumer debts are voluntarily incurred for personal, family or 
household purposes. The two cases below involve an automobile judgment liability 
where the courts have found that these judgment debts are not consumer debts. 

The Court in In re White, 49 B.R. 869 (Baukr. N.C. 1985) held that ajudgment 
debt which arose from an automobile accident attributable to the debtor's negligence was 
not consumer debt for purposes of dismissal of a Chapter 7 bankruptcy case under § 
707(b) because the automobile accident liability was incidental to the personal aim of 
gaining transportation. The accident liability is not a common debt because the debtor, 
while negligent, aimed only to gain transp0l1ation and not to do another person harm by 
use of his vehicle. 
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Similarly, in In re Marshalek, 158 B.R. 704 (Bankr. N.D. Ohio 1993), the Court 
held that the judgment resulting from a vehicular accident is not per se "consumer debt" 
because the debtor did not voluntarily incur civil judgments against him and did not incur 
judgment debts primarily for personal, family or household purpose, within meaning of 
§707(b). 

In analyzing tort type debts, the consideration falls squarely on the fact that these 
debts are not voluntarily incurred and the main goal behind having incuITed the debt has 
no personal, family or household purpose. Frequently, tOlt type debts have fallen outside 
the scope of consumer debts. 

IV. Student Loans. 

The assessment of whether a student loan is considered primarily consumer or 
non-consumer is fact specific in nature, One should look to see how the loan was used 
(i.e. family expenses = consumer v.s. educational expenses = non-consumer). 

The COUlt in In I'e Stewart, 175 FJd 796 (10th Cir. 1999) determined the debtor 
used the loans primarily to pay for his living expenses and the living expenses of his 
family, therefore the student loans were used for personal, family or household purposes 
and were consumer debts. 

Noting the importance of the need for evidence to support the debtor's assertion, 
the Court in In I'e Vianese, 192 B.R. 61 (Bankr. N.D.N.Y 1996) held that where there was 
no testimony regarding how the student loan was used, the student loan would be 
considered consumer debt. 

V, Credit Cards. Personal Credit Cards Claimed for Non-Consumer or Business 
Purpose, 

Where a debtor claims that credit card debt was accumulated for investment, 
business or non-consumer purposes, the ultimate determination will be fact sensitive and 
based on the evidence presented in each case, 

In I'e Jones, Slip CopyWL 102442 (Bkrtcy.E.D.N.C., 2009) the Court adopted a 
"totality of the circumstances approach" to determine whether the debts were primarily 
consumer debts. See Neuf"ld v. Freeman, 794 F.2d 149, 152(4'" Cir. 1986), and In re 
Green, 934 F. 2d 568 (4" Cir. 1991). At trial on the United States Trustee's Motion to 
Dismiss Case pursuant to II U,S.C. §707(b)(I), Mr. Jones' uncontroverted testimony was 
that $28,000.00 of his second mortgage and 95% of his credit card debt was attributable 
to his business. Based on the uncontroverted testimony the Court determined the debt to 
be non-consumer and the Motion to Dismiss was denied. Id, 
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In I'e A/mendingel', 56 B.R. 97 (Bankr. N.D. Ohio 1985) the debtor had 
accumulated $119,486.00 of credit card debt. The majority of these debts were to payoff 
investment losses, with very few goods and services being obtained through credit card 
purchases, The court held in this case that the overall value of the debt was such that it 
could not be considered primarily consumer debt. 

Conclusion. 

The above analysis provides a basic framework for consideration as to whether a 
debtor's debts are primarily consumer debts. 
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In re Thomas G. KELLY III and 
Pauline A. Kelly, Debtor. 

Robert W. and Carolyn 8. ZOLG and 
Tucson Realty & Trust 
Company, Appellants, 

and 

United Statel of America, Intervenor, 

v. 

Thomas G. KELLY III and Pauline A. 
Kelly. Appelleu, 

and 

Alan Solot, Truatee in Bankruptey. 

No. 87-1560, 

United States Court of Appeals, 
Ninth Circuit. 

Argued and Submitted Aug. 18, 1987. 

Decided March 2, 1988. 

The Bankruptcy Court dismissed debt­
ors' Chapter 7 petition as substantial abuse 
of the Bankruptcy Code. Debtors moved 
for reconsideration. After second hearlng, 
the Bankruptcy Court, 57 B.R. 586, re­
affinned diernissal. Debtors appealed. 
The Bankruptcy Appellate Panel for the 
Ninth Circuit, 70 B.R. 109, reversed and 
remanded. Appeal was taken. The Court 
of Appeals, Kozinski, Clreult Judge, held 
that: (I) debtors' debts were primarily con· 
sumer debts; (2) debtors' ability to repay 
debts, standing alone, justified dlamlaaal; 
(8) statute permitting dismissal ot Chapter 
7 petitions where debts are primarily con· 
sumer debts and where granting relief 
would be substantial abuse of Chapter 7 
provisions WII8 not unconetitutionally 
vague; and (4) bankruptcy court's power to 
order hearing on issue of dismissal did not 
deny debtors neutral and impartial arbiter. 

Revened and remanded. 

1. BankruptcY' .... 3811 
Decision afflrrn1ng or reversing final 

order of bankruptcy court Is deemed "fl· 

nal," for plll'p{)ses of appealability; how­
ever, where bankruptcy appellate panel re­
mands for further factual findings on "a 
central Issue," decision Is not appealable. 
28 U.S.C.A. § 158(d). 

See publication Words and Phrases 
for other judicial eonatrueUonl and 
definitions. 

2. Bankruptey p3811 
Bankruptcy appellate panel's decision, 

which reversed Iinal order of bankruptcy' 
court dismissing Chapter 7 petition and 
which remanded for "a determination of 
the nature of the unsecured debt" and for 
reconsideration of proper test for substan. 
tial abuse, WSI "final," for appealability 
purposes; underlying facta were not dis­
puted and legal Issues predominated ques­
tions on remand. Bankr.Code, 11 U.S.C.A. 
§ 701 et seq.; 28 U.S.C.A. § 168(d). 

3. Statutes *"'217.4 
Where statutory language Is clear and 

precisely addresses relsvant issue, resort to 
legislative history Is inappropriate. 

4. Bankruptcy *-22M 
"Consumer debt," within meaning 01 

statute permitting dismissal of Chapter 7 
petition where debts are primarily consum­
er debts and where granting relief would 
be substantial abuBe ot Chapter" provi­
slona, can Include debt secured by real 
property; purpose of debt determines 
whether debt Is "consumer debt." Banler. 
Code, 11 U.S.C.A. II 101(4XA), (7, 11), 
521(2), 707(b). 

See publication Words and Phrases 
for other judicial constructions and 
definitions. 

5. Sta\ulsa $D216, 217.3 
To extent legislative history may be 

considered In construing statute, the offi­
cial conunittee reports provide the author­
itative guide; stray comments by indMdual 
legislators cannot be attributed to the full 
legislative body. 

6. Statutes *'"18. 
Policy arguments are irrevelant to In­

terpretation of unambiguous statute. 

'1. Bankruptcy p2121i 
Bankruptcy judges bave no power to 

Ignore plain language of statute In order to 
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Clte .. 841 F.2d 908 (9th cu. 1988) 

reach results 
equity. 

in keeping with notions of plan, is primary factor to be considered In 
determining whether granting relief would 

8. Bankruptcy e::.2254 
Mortgage debts, which consisted of 

lien assumed at purchase of home and 
home equity line of credit Incurred for 
homs Improvements and repayment of 
credit card debts, were "consumer deb~1J 
within meaning of statute permitting dis· 
missal of Chapter '1 petition where debts 
are primarily consumer debts and where 
granting relief would be substantial sbuse 
of Chapter 7 provisions. Bankr.Code, 11 
U.S.C.A. §§ 101(')(A), (7, Ill, 521(2), 701 .t 
seq., 707(b). 

9. Bankruptcy (P2264 
Second home equity line of credit se· 

curing loan from bank to debtor's profes­
sional corporation was not "consumer 
debt," within meaning of statute permit­
ting dismissal of Chapter 7 petition where 
debts are primarily consumer debts and 
where granting relief would be substantial 
abuse of Chapter 7 provisions; debt in· 
curred for business ventures or other prof· 
it-seeking activities is plainly not consumer 
debt. Bankr.Code, 11 U,S.C.A. 
§§ 101(')(A), (7, 11), 521(2), 701 .t "q., 
707(b). 

10. Bankruptcy <1=2254 
Debt for attorney's fees incurred in 

state court litigation commeneed by debt­
ors for purpose of recovering money alleg· 
edly overpaid in purchasing home was 
"consumer deb~" within meaning of stat­
ute permitting dismissal of Chapter 7 petl. 
tlon where debts are primarlly consumer 
debts and where granting relief would be 
substantial abuse of Ohapter 7 provisions. 
Bankr.Code, 11 U.S.C.A. §§ 101(4}(A), (7, 
11), 621(2), 701 et seq., 707(b). 

11. Bankruptcy (P2254 
Ohapter 7 debtors have "primarily" 

consumer debts, for purposes of statute 
permitting dismissal of Chapter 7 petition 
where debts are primarily consumer debts 
and where granting relief would be sub­
stantial abuse of Chapter 7 provisions, 
where more than half of the dollar amount 
of their debts is consumer debt. Bankr. 
Code, 11 U.S.C.A, 00 701 et seq., 707(b). 

12. Bankruptcy <1=2254 
Debtor's ability to pay debts when due, 

as determined by ability to fund Chapter 18 

be substantial abuse within meaning of 
statute permitting dismissal of Chapter 7 
petition where debts are primarily consum· 
er debts and where granting relief would 
be substantial abuse of Chapter '1 provi. 
sions. Bankr.Code, 11 U.S.C.A. §§ 701 et 
seq., 707(b), 1801 et seq. 

IS. Bankruptcy *"'2264 
Chapter 7 debtors' ability to repay 

their debts, which were primarily consumer 
debts, standing alone, justified dismissal of 
petition as substantial abuse of Chapter 7; 
bankrupwy court had determined that debt­
ors could repay. out of disposable income, 
approximately 99% of their unsecured debt 
in only three years. Bankr.Code, 11 U.S. 
C.A. §§ 701 et seq., 707(b). 

14, Bankruptcy $»2264 
In determining debtor's ability to re­

pay debts, for purposes of applying statute 
permitting dismissal of Chapter 7 petition 
for substantial abuse, court will look to 
whether debtor's claimed expenditures 
were reasonably neeeseary for mainte­
nance or support of debtor or dependent of 
debtor. Bankr,Code, §§ 701 et seq., 707(b), 
1325(b), 

16. Constitutional Law 4:»82(1) 
Laws, such DB Bankruptcy Code, that 

regulate economic activity not involving 
constitutionally protected conduct are su». 
ject to quite lenient tests for constitutional 
sufficiency. 

16. Bankruptcy 4='>2018 
There was no constitutional infmnity 

in leaving to discretion of bankruptcy court 
application of presumption in favor of 
granting bankrupwy relief under statute 
permitting dismissal of Chapter 7 petition 
where debts are primarily consumer debts 
and where granting relief would be su». 
stantlal abuse of Chapter 7 provisions. 
Bankr.Code, 11 U.S.C.A. Ot 701, 707(b). 

17. Constitutional Law .... 82(4) 
The Constitution does not require the 

legislature to inoorporate dictionary Into 
every statute in order to insulate statute 
from vagueness challenges. 

18. Bankruptey .... 2018 
Statute permitting dismissal of Chap­

ter 7 case where debts are primarily con· 
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Burner debts and where granting of relief 
would be lIuhetantial abuse of Chapter 'I' 
provisions was not unconstitutionally 
vague. Bankr,Code, 11 U.S,C,A. §§ 701 et 
seq .• 'I'07(b). 

19. Bankruptcy ~201S. 2264(1) 
Bankruptcy court's power to order 

hearing on 18sue of dismissal did not deny 
debtors neutral and Impartial arbiter and 
did not render unconstitutional statute per­
mitting dismissal of Chapter 'I' petition 
where debts are primarily consumer debts 
and where granting of relief would be 8ub· 
stantlal abuse of Chapter 'I' provisions. 
Bankr.Code, 11 U.S.C,A. §§ 701 et seq., 
707(b). 

20. Bankruptcy 4:>2264(1) 
Presumption in favor of granting 

bankruptcy relief, under statute permitting 
dismissal of Chapter 'I' petition where debts 
are primarily consumer debts and where 
granting relief would be substantial abuse 
of Chapter 7 provisions, did not place on 
bankruptcy court burden of producing evi· 
dence; rather, presumption was reminder 
to bankruptcy court that Congress favors 
granting of relief and that court should 
give benefit of doubt to debtor. Bankr. 
Code, 11 U,S,C,A. §§ 701 et seq" 707(b). 

21, Bankruptcy <3:>2187 
Appellants were not entitled to award 

of attorney's fees against Chapter 7 debt­
ors for debtors' alleged bad faith in litigat­
ing appeal of dismissal of petition for sub· 
stantlal abuse. Bankr.Code, 11 U.S.C.A. 
§§ 701 et seq., 707(b); 28 U.S.C.A. §§ 1912, 
1927; F.R.A.P.Rule 38, 28 U.S.C.A, 

Michael McGrath, Stompoly & Stroud, 
Tucson, Ariz., for appellants. 

Thomas G. Kelly III, Blaser, Kelly & 
Don, Tucson, Ariz., for appellees. 

Scott A. Harbottle, Civil Div., Dept, of 
Justice, Washington, D,C., for intervenor. 

APreal from the Bankruptcy Appellate 
Pane for the Ninth Circuit. 

Before SCHROEDER. POOLE and 
KOZINSKI, Cireuit Judges. 

KOZINSKI, Circuit Judge: 
We consider whether the bankruptcy ap­

pellate panel erred in reversing the bank· 

ruptcy court's dlsmlusl of appellees' chap­
ter 7 bankruptcy petition se a "substantial 
abuse" of the Bankruptcy Code. 

Background 
Robert and Carolyn Zolg sold their home 

to the Kellys; Tucaon Realty acted as the 
real estate agent for this transaction. Sub· 
sequently, the Kellya sued the Zolgs and 
Tucson Realty, charging fraud and breach 
of contract and seeking damages for loss 
of the benefit of their bargain, repairs to 
the house, punitive damagea and attorney's 
fees. On September 6, 1988, the Arizona 
Superior Court found for the defendants on 
all counts and awarded them attorney's 
fees and costs in the amount of $16,869.90, 
plus interest from the date of judgment. 

The Kellys appealed. In lieu of a super­
sedeas bond, as called for by Arizona law, 
they posted security in the form of a $17,-
056.90 irrevocable reserve against their 
home equity credit line with the Valley 
National Bank (VNB). The Arizona Superi· 
or Court stayed execution on the judgment 
until December 81, 1984, when the line of 
credit was scheduled to expire, but the 
court's order provided that the stay would 
remain in effect thereafter if the credit 
agreement was extended. Clerk's Record 
(CR) 15 exh. C. VNB promised to extend 
the agreement for an additional year if the 
Kellys' credit remained satisfactory, and 
the line of credit was in fact so extended. 
CR 16 \16 & exh. B. 

The Arizona Court of Appeals affirmed 
the judgment against the Kellys on Febru· 
ary 8, 1985, and awarded defendants an 
additional $5,610.'18 in attorney's fees and 
costs. Not long thereafter, without notify· 
ing defendants or seeking permission from 
the court, Kelly Instructed VNB to cease 
holding the reserve for the Zolgs and Tuc­
son Realty. Excerpt of Record (ER) at 
61-62,79, 

The Arizona Supreme Court denied the 
Kellys' petition for review on June 12, 
1985. Having exhausted all recourse In the 
state courts, the Kellys turned to the feder­
al courts, filing a petition for relief under 
chapter 7 of the Bankruptcy Code. In their 
petition the Kellys listed $181,860 in assets, 
$147,000 in debt secured by mortgages 
against their home, and $26,000 In unse­
cured debt owed to the Zolgs, Tucaon Real· 
ty, and the other defendants in the original 
state court action. Before filing for bank­
rupt.ey, the Kellys paid off all their other 
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unsecu~ed creditors, consolidating some of ruptcy court's order, it is obvious that a 
this debt into their secured line of credit dlsml&Bal of a debtor's bankruptcy petition 
with VNB. ER at 67a, 69-70; OR 18 at is final, terminating, as It does, all litigation 
38-46. Shortly after filing this petition, In the esse, The more difficult question is 
Kelly sold back his one·third Interest in his whether the BAP's reversal of that dismls­
law firm, Blaser, Kelly & Don, P,C" for the sal is also final. 
nominal sum of $100, 

On August 30, 1986, Kelly was examined 
pursuant to Bankruptcy Rule 2004, There­
after, on October 16, 1986, the bankruptcy 
judge on his own motion held a hearing to 
determine whether the KeJlys' petition 
should be dismissed under 11 U,S,C, 
§ 707(b). The court found that the Kellys 
owed "primarily consumer debts" and that 
granting their petition would be a "sub· 
stantial abuse" of the Code because they 
could easily pay all of their debts. Accord· 
ingly, the bankruptcy court dismissed the 
petition. The Kellys moved for reconsider­
ation, and after a second hearing on Janu­
ary 18, 1986, the court reaffirmed the dis· 
missal. In T6 Kelly, 67 B,R, 686 (Bankr,D, 
Ariz,1986) (Scanland, J,). 

The Kellys appealed, arguing (1) that 
section 707(b) is unconstitutional; (2) that 
they did not have "primarily consumer 
debts" because most of their debts were 
secured by real estate mortgages; and (3) 
that their sbllity to repay all their unse­
cured debts was irrelevant to the question 
of whether granting their petition would be 
a "substantial abuse," The BAP agreed 
with the second contention and reversed. 
Kelly tI. Solot (In 1'6 Kelly), 70 B,R, 109 
(Bankr. 9th Cir,1986). The Zolgs and Tuc­
son Realty in turn appealed to this court, 
and the United States intervened to defend 
the constitutionality of section 707(b). 

I. Jurisdiction 
Our jurisdiction over appeals from the 

BAP Is limited to "appeals from all final 
decisions, judgments, orders and decrees." 
28 U,S,C, § 158(d) (Supp, III 1985), In 
determining whether a decision is final, 
"(w]e look, first, to see whether the order 
of the bankruptcy court Was final, and sec­
ond, to whether the decision of the BAP is 
final. Both decisions muat be flna!." 
King v, Stanton (In 1'6 Stanton), 766 F.2d 
1288, 1286 (9th Clr.1985) (citations and foot­
note omitted), Turning first to the bank· 

I. A1thQugh Ihe bankruptcy court record does 
not eonlaln a full exesals of the factual lletllng 
giving rise to Ihe llilgation which resulted In Ihe 
award of allorney's fees, we take Judicial notice 

[1] A decision aftirming or reversing a 
final order of a bankruptcy court is also 
deemed final for purposes of appealability. 
In 1'6 Stanton, 766 F.2d at 1287, How· 
ever, where the BAP remands for further 
Cactual findings on "a centralls8ue," the 
decision is not appealable, because review 
of such decisions would violate the tradi­
tional "policy disfavoring piecemeal ap­
peals." Id, 

[2] Here, the BAP reversed a final or­
der of the bankruptcy court and remanded 
for "a determination of the nature of the 
unsecured debt" snd for reconsideration of 
the proper test for substantial abuse, 70 
B.R. at 112, 118, The latter question is 
clearly one of law. As for the former, the 
only matter left unresolved was whether 
appellants' judgment for atoomey's fees 
qualifies as a "consumer debt" under 11 
U.S.C. § 101(7). Since the underlying facts 
are not disputed,l the question Is one In 
which legal issues predominate and is thus 
subject to de novo review. United States 
t}, McConney, 728 F,2d 1196, 1199-1204 
(9th Cir,) (en bane), cert. denied, 469 U.S, 
824, 106 S.Ct. 101, 88 L,Ed,2d 46 (1984), 
The policies of judicial efficiency and final!· 
ty are best served by our resolving the 
question now. 

11. Section 707(b) DJamlssal 
Title III of the Bankruptcy Amendments 

and Federal Judgeship Act of 1984, Pub,L. 
No, 98-858, 98 Stat, 8f.i5 (the 1984 Act) 
added the so-called conBumer credit amend­
ments to the Bankruptcy Code aa It had 
been originally enacted by the Bankruptcy 
Reform Act of 1978, Pub.L, No. 96-698, 92 
Stat. 2549 (the 1978 Act). Included in 
these amendments waB new subsection 
707(b), which provided: 

After notice and a hearing, the court, on 
Its own motion and not at the request or 
suggestion of any party In Interest, may 
dismiss a case filed by an individual debt-

of the AriZona Court of Appeal.' memorandum 
opinion llelling forth the facts and Issues In that 
case, Ped.R.Bvld. 201. 
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or under this chapter whose debts are 
primarily consumer debts If It flndl that 
the granting of relief would be a BUb­
stantlal abuss of the provisions of this 
chapter [7], There shall be a presump· 
tion In favor of granting the relief reo 
quested by the debtor. 

\I U,B,C, I 707(b) (Supp, III 1985),> The 
Kellya dispute the appUcablllty of this pro­
vision to their case. 

A, Primarily COnBUtn61 Debts 
1. The first qU8ation we muet addreBB Ie 

whether Borne or all of the Kellrs' debts 
constitute "consumer debts" Within the 
meaning of the Code. Aa an initial matter, 
the Kellya argue that debts secured by real 
property are never consumer debts, relying 
on floor statements made in the House and 
Senate prior to the enactment of the 1978 
Act, 8ee 124 Cong.Rec. 817,406 (daily ed. 
Oct. 6, 1978) (statement of Sen. DeConcini) 
("{a] consumer debt does not include a debt 
to any extent the debt is secured by real 
property"); 124 Cong.Ree. 32,393 (1978) 
(statement of Rep. Edwards) (same). Since 
approximately 86 percent of the KeUys' 
debt is secured by real property (their 
home), they contend that they cannot have 
"primarily consumer debts" and thus are 
exempt from dismissal under section 
707(b), 

[3] This argument stands the process of 
statutory interpretation on its head, resort­
ing to legislative history without first con· 
sidering the language of the statute. As 
the Supreme Court has noted, "legislative 
history, ... br traditional canons of inter­
pretation[,] is ll'l'elevant to an unambiguous 
statute." United Air Lines, Inc. v. 
McMann, 434 U.S. 192, 199, 98 S.Ct. 444, 
448, 54 L.Ed.2d 402 (1977); aunTd Valen· 

2. 5«llon 707(b) was Ialer amended by the 
Bankruptcy Judges, United States Trustees, and 
Family Farmer Bankruptcy Act of 1986, Pub.L. 
No. 99-554, title II, § 219(b), 100 Stat. 3101 
(1986 Act), to permit the United States Truitee 
to request a dismissal hearing. 

3. Even If the $tatutory language were amblgu· 
ous, we would flnd the Kellys' analysis of the 
legislative hbtory unconvincing. To the extent 
that legislative history may be considered, It Is 
the official committee reports that provide the 
authoritative eKpresslon of legislative Intent. 
Garcia v. United Statu, 469 U.S. 70, 76, 105 S.Ct. 
479,483, Y3 L.Ed.2d 472 (1984); Zuber v. Allen, 

tine v, Mobil {HI Corp., 789 F,2d 1888, 
1891 (9th Clr.1986). Here, raaortto JeKisla­
tive history Is not appropriate because the 
statuoory language Is clear and preeieely 
addrenes this situation, 

[4] The Code defines "consumer debt" 
as "debt Incurred by an Individual primarily 
for a personal, family, or household pur­
pose." 11 U.S.C, I 101(1') (1982), "Debt" 
means "liability _on a claim," 11 U.S.C. 
§ 101(11) (1982), and "claim," In turn, Ie 
broadly defined as any "right 00 paymen~ 
whether or not euch right Is •.. 8ecund, 
or unseound." 11 U.S.C. § 101(4)(A) 
(1982) (emphasis added). A literal reading 
of the Code's simple language leads inexor­
ably to the conclueion that consumer debt 
includes secured debt. Indeed, section 
521(2) of the Code, also added by the 1984 
Act, makes special provision for "consumer 
debts which are secured by property of the 
estate," an unambiguous indication that 
Congress intended that the "secured or 
unsecured" language of the definition ap­
ply to consumer debts. 

[5] Nor is there any indication that 
debts secured by real property are to be 
treated differently. To the contrary, sec­
tion 624 of the Code explicitly recognizes 
that consumer debt may be secured by real 
property, making different provisions for 
the reaffirmation of consumer debt depend· 
ing on whether or not it is "consumer debt 
secured by real property." 11 U.S.C. 
II 524(c)(6)(B), (d)(2) (Supp, III 1985). The 
statuoory scheme so clearly contemplates 
that consumer debt include debt secured by 
real property that there is no room left for 
any other conclusion. See 4 Collier on 
Bankruptcy n 707.06, at 707-16 (15th ed. 
198'7) (Collier).a 

396 U.S. 168, 186, 90 S.Ct. 314, 324. 24 L.Bd.2d 
345 (1969). The committee reports on the 1978 
Act make no reference to the supposed eKdu· 
slon of debt secured by real property from the 
deflnlllon of consumer debt. Ss, S.Rep. No. 
989, 95th Cong., 2d Scss. 22 (1978), "printed (n 
1978 U.S.Code Cong. & Admln.News 5787, 58OB; 
H.R.Rep. No. 595, 95th Cong., 1st Sess. 309 
(1977), rqrintttl In 1978 U.S.Code Cong." Ad· 
min.News 5963, 6266. Stray commenta by Indl· 
vidual legislators, not otherwise supported by 
statutory language or commlltee reports, cannot 
be attributed to the full body that voted on the 
bill. The opposite Inference Is flU' more likely. 
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[6,7) The Kellys argue that this inter­
pretation would render petitions of most 
consumer debtors subject to dismissal, be­
cause most consumers have the largest 
portion of their debt secured by real prop­
erty_ Such policy arguments are, of 
course, beside the point once Congress has 
spoken_ In any event, the argument is 
spurious, The existence of substantial con­
sumer debt does not, in itself, result in 
dismissal, The court may dismiss the peti­
tion only if granting relief would be a 
"substantial abuse!' Those debtors who 
are, for no fraudulent or improper reasons, 
truly in need of a "fresh start" will not be 
subject to 707(b) dismissal. This is precise­
ly what Con~ress had in mind. See pp. 
913-14 infra. 

[8] 2. While secured debt is not auto­
matically excluded from consumer debt, it 
is not automatically included either. We 
must look to the purpose of the debt in 
determining whether it fal1s within the 
statutory definition. Of the Kellys' mort­
gage debts, $96,000 consists of a lien they 
assumed in purchasing their home and 
$82,000 repreaents a home equity line of 
credit incurred for home improvements and 
the repayment of credit card debts, ER at 
102; eR 18 at 88-48. AU these fit comfort­
ably within the Code's definition of con­
sumer debt.s It is difficult to conceive of 
any expenditure that serves a "family ... 
or household purpose" more directly than 
does the pu.rchase of a home and the mak­
ing of improvements thereon. 

[9] The Kellys also claim to have a sec­
ond home equity line of credit on which 
they owe spproximately $20,000, The sole 
evidence concerning the nature of this debt 

4. In fact, It Is the Interprellitlon urged by the 
Kellys that would fru5trate congresslonallntenl, 
Since many debtors do have large mortgage 
debts, a blanket rule excluding 5uch debt from 
the catesory of consumer debt would complete­
ly Insulate a very 5ubstantlal number of debtors 
from section 707(b) dIsmissal. 

Tho BAP attempted to avoId thll problem by 
eKcludlns mortgage debt from the section 
707(b) calculus altogether, and Instead consider­
Ins only the ratIo of unsecured consumer debt 
to unsecured non-consumer debt. NothIng In 
the statute provides the slightest support for this 
approach, Bankruptcy Judges have no more 
power than any others 10 Ignore the plain lan­
guage of a statute In order to reach a result 

is Kelly's affidavit which describes It as 
securing a loan from VNB to his profes­
sional corporation. Debt incurred for busi­
ness ventures or othsr profit-seeking activi­
ties is plainly not consumer debt far pur­
poses of section 707(b), In 1'e Bel~ 65 B,R, 
575, 677 (Bankr.E.D.Mich.1986), 

[10] The Kellys' only remaining debt is 
the $26,000 they owe to the Zolgs and 
Tucson Realty for attorney's fees incurred 
In the state court litigation. That lawsuit 
was commenced by the Kellys for the pur­
pose of recovering money allegedly over­
paid in purchasing their home. The litiga· 
tion thus served primarily a "family' O!' 
"household" purpose within the meaning of 
section 101('7). A debt for attorney's fees 
incurred in attempting to further this pur­
pose, like any other debt 80 incurred, quali­
fies as a consumer debt. 

[11] The ultimate question we must de­
cide under section 707(b) is, of course, 
whether debtors have "~ma.ril1/ consum­
er debts." "Primarily' means "for the 
most pan." Webst61'~ Ninth New CoUlJgi­
a.te Dictionary 934 (1984). Thus, when 
"the most part"-I.e" mors than half--()f 
the dollar amount owed is consumer debt, 
the statutory threshold Is passed. Here 
that standard is easily met. Of the Kellys' 
$172,000 indebtedness, $152,000 (approxi­
mately 88 percent) is consumer debt. They 
have primarily consumer debts within the 
meaning of eection 707(b). 

B, Substantial Abuse 
1. The second prerequisite to dismissal 

under section 707(b} is a finding that grant­
ing the debtor's petition would be a "sub­
stantial abuse" of chapter 7. With the 

more In keeping with their notions of equity. 
In ,., ShorlUn, Concnt, Co., 831 F.2d 903, 905 
(9th Clr.1987). 

5. The Kellys argue that the 195,000 first mort· 
gage Is not to be «Iunted In determining their 
total debt load becawe It Is non·recourse, This 
«Intention Is frivolous. The title to the Kellys' 
home Is subject to this lien, and they make 
monthly payments on the debt, SR at 15, 64-
65. Were they to default on such payments, the 
lienholder could sell their home In a foreclosure 
or truatee'. sale to collect the 195,000. This 
clearly qualifies CI$ a consumer debt within the 
meaning of 11 U,S.C. §§ 101(4), (II). 
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singular exception of the BAP below, the 
unanlmou8 conoluslon of bankruptcy eouris 
hll.ll heen that the principal factor to he 
considered In determining substantial 
abuse Is the debtor's ability to repay the 
debts for which a discharge is Bought, 
S66, 6.g., In t'8 Walton, 69 B.R. 150, 164 
(E,n.Mo.19S6); In re Cord, 68 B.R, 5, 7 
(Bankr.W.D.Mo.1986); In re Gaukler, 68 
B.R, 224, 225 (Bankr.D,N,D,1986); In re 
Kress, 67 B,R. 874, 878 (Banu,D.N.D. 
1986); In '1'6 Hudaon, 66 B.R. 416, 419 
(Bankr.N.D.Ohio 1985); In re Grant, 51 
B,R. 386, 891 (Bankr,N.D.Ohlo 1985)i In 1'6 
Edwartb, 50 B,R. 988, 986-87 (Bankr,g,D. 
N.Y.1986); In r6 White, 49 B.R. 869, 874 
(Bankr.W.D.N.C.1986)j B66 al80 In r6 
Bryant, 47 B.R. 21, 24-26 (Bankr.W,D.N.C. 
1984) (dismissing petition where debtor was 
able to pay debts and had not truthfully 
reported his financial condition); 4 Collier 
11707.07 (primary factor is ability to repay 
debts; other factors include failure to fully 
disclose financial condition and indication 
that debtor has not suffered anr calamity 
but merely desires to avoid paymg debts); 
3 Collier 11621.06[4), at 621-26. In deter­
mining ability to pay, courts have looked to 
the debtor's ability to fund a chapter 13 
plan. ·86e, e.g" Walton, 69 B,R. at 164; 
Hudson, 66 B.R. at 420; Grant, 61 B.R. at 
391. 

The Kellys point to the legislative history 
of the statute which they claim demon­
strates that ability to pay is not a relevant 
consideration in determining substantial 
abuse. 86e 130 Cong.Rec. 87624 (dally ed. 
June 19, 1984) ("under [the 1984 Act), the 
availability of bankruptcy relief would not 
be limited by a future earnings standard") 
(statement of Sen. Metzenbaum); ISO 
Cong.Rec. H7489 (daily ed. June 29, 1984) 
("the Consumer Credit amendments ... 
contain no threshold or future income 
test") (statement of Rep. Rodino).8 Even if 
such floor statements Were indicative of 
legislative intent, but see p. 912 n. 3 supra, 
the KelIys misinterpret these statements 
and the intent of Congress in passing the 
1984 Act. 

6. As usual, the Consresslonal Record contains 
ample support on both sIdes of the ISIIue. Su, 
",., 130 Cong.Rec. H7499 (dally ed. June 29, 
1984) (substantial ab\l8e occurs If "the debtor 15 
found capable of fulfilling the terms of a chap­
ter 13 repayment agreement") (Itatement of 
Rep. Anderson); 130 Cong.Rec. S6090 (dally cd. 
May 21, 1984) (statement of Sen. Hatch); id. at 
86087 (statement of Sen. Heflin); 130 Cong.Rec. 

fUn The conlumer credIt amendment. 
approved by Congress In 1984 were adapt­
ed from provisions flrat proposed In an 
earlier Senate bill, S. 446, As originally 
Introduced In February 1988, S. 4415 con· 
talned a formula for detennlnlng the pre­
cise point where a debtor's ability to pay 
some debts would preclude chapter '7 relief. 
As a result of efforts by Senator Metzen· 
baum and others, however, this formula 
was eliminated by the Senate Judiciary 
Committee in favor of the aubatantia! 
abuse formulation which was ultimately 
adopted and codified by the 1984 Act as 
section '707(b). The statements cited by the 
Kellys referred to the fact that the bill no 
longer contained a threshold formula; they 
do not suggest that a debtor'g ability to 
repay his debts is no longer the primary 
consideration in determining whether there 
is abuse. Indeed, the committee report on 
the final version of S. 445' states clearly 
that dismissal for substantial abuse Is In· 
tended to "uphold{] creditors' interests in 
obtaining repayment where such repay· 
ment would not be a burden," and that "if 
a debtor can meet his debts without dlff!· 
culty as they come due, use of Chapter 7 
would represent a substantial abuse." 
S.Rep. No. 66, 98th Cong., 1st 886S. 53, 54 
(1983). Accordingly, we hold that the debt­
or's ablilty to pay his debts when due, as 
determined by his ability to fund a chapter 
IS plan, is the primary factor to be con· 
sidered in determining whether granting 
relief would be a substantial abuse. 

US] 2. The rule adopted by ths over­
whelming majority of the courts consider­
ing the issue appears to be that a debtor's 
ability to pay hIS debts will, standing alone, 
justify a section 707(b) dismissal. See 
Cord, 68 B.R. at 7 (debtors who are able to 
pay their debts neither need nor deserve 
protection of chapter 7); Hudson, 66 B.R. 
at 419 (substantlal.abuse OCCUrs whenever 
debtor has ability to repay substantial por­
tion of his debts under chapter IS); Ed. 
wards, 60 B.R. at 98'7 (abllity to pay princl· 
pal amount of debts in three years Is per se 

HI808 (dally ed. March 21, 1984) (alatOment of 
Rep. Roukema); JUJ also 4 Collier 1101.04, at 
707-12 n. 4. 

7. There were no committee reports on the 1984 
Act. Therefore, tbe report on S. 445 Is the best 
available evidence of Cona:resi Intent in enact· 
Ins section 707(b). 
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substantial abuse).! We find this approach 
fully in keeping with Congress's intent in 
enacting section 707(b), and accordingly 
adopt it. This is not to say that Inability to 
pay will shield a debtor from section 707(b) 
dismissal where bad faith is otherwise 
shown, But a finding that a debtor is able 
to pay his debts, standing alone, supports a 
conclusion of substantial abuse. 

[t4) The Kellys are clearly able to reo 
pay their debts. They admitted to an ex· 
cess of income over expenses in the amount 
of some $440 per month, and the bankrupt­
cy judge found that half of their claimed 
$60()-per-month expenditure for "recrea· 
tlon" was excessive, 67 B.R, at 540.$ 
Combining these two figures, the court 
found that the Kellys could repay, out of 
disposable income, approximately 99 per­
cent of their unsecured debt in only three 
years. Id, The bankruptcy court waa am· 
ply justified in dismissing the petition un· 
der section 707(b) as a substantial abuse of 
chapter 7, 

III, Constitutionality of Section 707(b) 
The Kellya raise various constitutional 

challenges to section 707(b), Although the 
BAP found it unnecessB.l'y to address these 
claims, It nonetheless opined that "[the Kel· 
lys'] due procese argumenUi are trouble· 
some." 70 B,R. at 110. We do not find 
them so. 

A. Vagueness 

[15] The Kellys first raise a volley of 
arguments to the effect that section 707(b) 
is void for vagueness. But laws that regu· 
late economic activity not involving consU· 
tutionally protected conduct are subl'ect to 
a quite lenient test for constitutiona suffi· 
ciency. S6e Village of Hoffman Estates v, 
FUpBide, Hoffman Estatu, Inc" 455 U.S, 

8. But see In re Deaton, 65 B,R, 663, 664-65 
(Bankr,s,D,Qhlo 19B6) ("the mere ablltty to 
fund a Chapter 13 plan 15 not sufflclent to con· 
stltute 'substanllal abuse' "), 

9. The bankruptcy Judge was. If anything, unduly 
generous In this regard, The sole support for 
the $500 figure was Kelly's explanallon that this 
wu for "going out to dinner, entertaining pea­
ple[,l ... buyilli toys for the kids or going to the 
movies, that sort of thlna:," BR at 82, None of 
these Items qualify as "reasonably ncceuary ", 

489, 497, 102 S.Ct, 1186, 1192, 71 L.Ed.2d 
362 (1982); PapachriBtou v. Ci~g of Jack· 
8onville, 406 U.S. 166, 162, 92 S.Ot. 889, 
84S, 81 L,Ed,2d 110 (1972). The Bankrupt­
cy Code is such a law. In re Talmculge, 
882 F.2d 1120, 1125 (9th Cir.198'7). Consld· 
erlng the Kellya' contentions In this light, 
we tind them to be lacking In merit. 

1. The Kellys fll'St argue that section 
707(b) Is constitutionally Inadequate be­
cause it tails to require notice to the debt­
ors that fully informs them of all the mat­
ters to be consIdered at the hearing and of 
the tacta on which the court will rely in 
resolving them, This contention Is friv· 
olous. The due process clause requires 
only such notice as Is "reasonably calculat­
ed .,. to apprise interested parties of the 
pendency of the action and afford them an 
opportunity to present their objections," 
Mullane v. Central Hanover Bank & 
7htst Co" 889 U,S, 806, 814, 70 S,Ct. 652, 
661, 94 L,Ed. 866 (1960). Section 707(b) 
provides that the court may dismiss a petl· 
tion under its provisions "(a)fter notice and 
a hearing," a phrase defined 88 "such no­
tice ... snd such opportunity for a hearing 
as Is approprIate in the particular circum­
stances." 11 U,g,C. § 102(I)(A) (1982), In 
confonnity with these statutory and consti· 
tutional strictures, the bankruptcy judge 
gave the Kellya more than a month a no­
tics, informing them of the hearing and the 
nature of the issue to be considered, snd 
instructing them to "appear , .. to show 
cause, if any they have, why such proceed­
ings should not be dismissed." ER at 89. 
The Code provides for, snd the Kellys re­
ceived, constitutionally adequate notice. 

The Kellys argue, however, that they 
were unable to ascertain what facts would 
be considered at the hearing. This conten­
tion is untenable. Section 707(b) permits 
dismissal only after the court finds that the 
debtor had "primarily consumer debts" and 

for the maintenance or support of the debtor or 
a dependent of the debtor," 11 U.S.C. 
§ 1325(b)(2)(A) (Supp. III 1985). and thu. per. 
mitting a debtor to retain this income would be 
arounds for rejection of • chapter 13 plan. 11 
U.s,C. § 1325(b). The same test Is appropriate 
In determining whJch of the expensea claimed 
by the debtor could In reality be devoted to debt 
servicing for PUJpOSeI' of detcrm1n1ns the debt· 
or's ability to repay his debts under ~t1on 
707(b), 

000313  Bankruptcy



918 8n FEDERAL REPORTER, 2d SERIES 

engaged in "substantial abuse," Both of 
these terms are defined by the Code. legis­
lative history and ca.s6 law; debtors Bre 
therefore on reasonable notice of the facts 
relevant to these determinations. Even if 
the Kellya had for some reason been un­
aware of the relevant considerations at 
their first hearing, they could not have 
remained in the dark by the time of the 
second hearing, held by the court in re­
sponse to their motion for reconsideration. 
The Kellya had by then read the judge's 
original order dismisaing their petition and 
therefore knew exactly the facts and law 
the court deemed relevant. The bankrupt­
cy judge generously allowed them to 
present additional evidence at this hearing, 
but they chose to rely solely on prevlouslv 
submitted evidence and Kelly's affidavit.fo 
Their argument that they were "placed ... 
in the untenable position of not knowing 
what evidence to present at the heaYing 
ordered by the Court," Appellees' Answer­
ing Brief at 12, is quite Simply disingenu­
ous. 

[161 2. The KeUys also claim that sec­
tion 707(b) is uncoUiltitutionally vague be­
cause it fails to specify the procedures for 
the presentation of evidence and rebuttal 
of the statutory presumption in favor of 
granting relief. With respect to the pre­
sentation of evidence, the Bankrupt.cr 
Rules Incorporate the Federal Rules of Evi­
dence, as weil as Federal Rules of Civil 
Procedure 48 and 44 govsmlng precisely 
this iseue_ Bankr.R. 901'(_ As for the 
presumption, we are unable to discern any 
constitutional infirmity in leaving its appli­
cation to the discretion of the trial court. 
The Kellys' claim to the contrary is entirely 
without merit. 

8. The Kellys' final vagueness objection 
to section '(07(b) is that the terms "primari­
ly consumer debt" and "substantial abuse" 
are not ade~uately defined. Although they 
admit that' consumer debt" is defined in 11 
U.S.C. § 101('1), they argue that the defini­
tion Is ambiguous because it fails to Indi­
cate whether mortgage debts are consumer 

10. At thIs hearing, Ihe followlni exchange look 
place: 

nIB COURT: ••• I would be wUlIna: 10 take 
any evidence you would want to glve. 

MR. BREEN [attorney for Kelly!]: Well. as 
far III the facu, Your Honor, we were SIIIIs­
fied wllh the affidavit of the Kellys explaining 
how th~ debl .Iruclure was. which was at-

debts. As discussed above, however, the 
statute addresses this point directly. See 
pp. 911-18 supra. 

[11,18] The term "primarily consumer 
debts" Is not separately defined in the 
Code. But the Code does define "consumer 
debt," and the modifier "primarily" Is not a 
word that is ambiguous or difficult to un­
derstand, The Constitution does not re­
quire the legislature to incorporate Web­
ster's into each statute in order to insulate 
it from vagueness challenges. 

The Code also contains no definition of 
"substantial abuse." As the United States 
points out in its brief as intervenor, how­
ever, the Supreme Court has upheld stat­
utes that contain equally undefined stan­
dards of decision. See, e.g., Nash v. Unit-­
ed Stcte8, 229 U.S. 878, 876-78, 88 S.Ot. 
780, '(81, 6'1 L.Ed. 1282 (1918) ("unreason­
able" restraints of trade). The legislative 
history of the statute clearly indicates that 
ability to repay debts is the primary factor 
to be considered in applying this phrase, 
and the bankruptcy courts have had no 
difficulty in fashioning a relatively uniform 
approach to resolving this question. See 
ThomM v_ Union Carbide Agric. Proda. 
Co., 4'l3 U.s. 568, 59S, 105 S_Ct. 3825, 8889, 
8'1 L.Ed_2d 409 (1985) (statutory "term that 
appears vague on its face 'may deYive 
much meaningful content from the purpose 
of the Act, its factual background, and the 
statutory context' ") (quoting American 
Power & Light Co. v. SEC, 329 U.S. 90, 
104, 6'1 S.Ct. 188, 142, 91 L.Ed. lOB (1946», 
As Kelly, an experienced lawyer, should 
well have known, section 70'7(b) is simply 
not void for vagueness. 

B. DUfl Proces8 
[191 The Kellys also object to the fact 

that, at the time their petition was filed, 
section 70'1(b) granted the bankruprey 
judge sole discretion to institute dismlBsal 
proceedlngs.lI They claim that this placed 
the court in an advel'8al'ial position, particu­
larly because the presumption in favor of 

teched 10 the mOllon, and then the 1ep1 argu. 
ments aboul respecllve Income. 

CR 3aa14. 

11. The Code Will amended in 1986 to authorize 
United Stalu Trustus 10 Initiate such proceod­
IfIBS as well. au p_ 911 n. 2 supra. 
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granting relief supposedly requires the 
court to come forward with evidenoo justi­
fying dismissal. They rely on In 1'6 Mur­
ohison, 349 U.S. 188, 76 S.Ct. 628, 99 L.Ed. 
942 (1955), which held that a judge could 
not try witnesses, who had appeared before 
him while he sat as a one-man grand jury, 
for criminal contempt based on the judge's 
own investigations, because "[h]aving been 
part of [the accusatory} process a judge 
cannot be, in the very nature of things, 
wholly disinterested in the conviction or 
acquittal of those accused." Id. at 187, 76 
S.Ct. at 626-26. 

The result in Murchison was based in 
part on the criminal nature of the proooed­
mgs, id., and in part on the fear that the 
extensive and often one-sIded evidence 
presented in the secret grand jury proceed· 
ings could "weigh far more heavily with 
[the judge] than any testimony given in the 
open hearings," ld. at 188, 76 S.Ct. at 626. 
Neither of these considerations is present 
in the bankruptcy context. Indeed, the au· 
thority granted the bankruptcy judge un­
der section 707(b) is no different from that 
granted federal judges in a number of sim­
i1sr situations, none of which raises any 
due process concerns. See, e.g., Sacher v. 
United States, 848 U.S. 1, 9, 72 S.Ct. 461, 
466, 96 L.Ed. 717 (1962) (upholding district 
court's imposition of criminal contempt 
sanctions, without hearing, on parties who 
committed disruptive conduct during trial 
before sanctioning judge); Clark v. Paul 
Gray, Inc., 806 U.S. 688, 688, 59 S.Ct. 744, 
748, 88 L.Ed. 1001 (1989) (Issue of subject 
matter jurisdiction raised aua sponte); Fed. 
R.Clv.P. 11 (court on its own motion may 
imposs sanctions for frivolous pleadings); 
Fed.R.eiv.P. 12(h}(3) (court must sua 
sponte dismiss actions whenever it appears 
that subject matter jurisdiction is lacking); 
Fed.R.Civ.P. 16(f) (court on its own motion 
may Impose aanctions for failure to comply 
with discovery orders); Fed.R.Crim.P. 42 
(criminal contempt may be punished sum­
marily at Instance of judge; judge may 
preside at contempt hearing unless con­
tempt charged "Involves disrespect to or 
criticiem of" that judge). 

There is simply no basis for the Kellys' 
novel contention that a judge's power to 
order a hearing on the issue of dismissal 
denies debtors a neutral Bnd Impartial arbi· 
ter. As with eua sponte orders concerning 
jurisdiction, contempt and sanctions, ths 
court acquires no stake in the litlgation 
merely by ordering a hearing. 

[20] Our conclusion Is not affected by 
tha fact that the atatute gives debtors the 
benefit of a presumptlon In favor of grant­
ing relief. This presumption does not place 
on the judge the burden of producing evi­
dence. Rather, when the Issue of section 
707(b) dismissal is raised, the debtor and, if 
appropriate, other parties aa well are free 
to present evidence on the relevant Isaues. 
The court remains at all tlmes above the 
level of advocacy. Seen In this light, the 
presumption Is in reality a caution and a 
reminder to the bankruptcy court that the 
Code and Congress favor the granting of 
bankruptcy relief, and that accordingly 
"the court ahould give the benefit of any 
doubt to the debtor and dismiss a case only 
when a substantial abuse la -clearly 
present." 4 Colli67' § 707.08, at 707-19. 

It is ironic that the Kellys should be 
raising a constitutional objection to this 
provision. Congreas carefully reserved to 
the court the power to institute such pro­
ceedings precisely to protect debtors from 
possible harassment by creditors. See 4 
Collier n 707.05. CongreHs violated no con­
stitutional protections in adopting this ap­
proach. Section 707(b) Is constitutional on 
Its face and as applied to the Kellys in this 
case. 

IV. Attorney's Fees 
(21] The Zolgs and Tucson Realty seek 

an award of attorney's fees against the 
Kellys for their bad faith in litigating this 
appeal. Because the Zolgs and TUcson Re­
alty are appellants before us, we cannot 
award them fees under 28 U.S.C. § 1912 
(1982) (damages and costs may be allowed 
to prevailing appellees), or Federal Rule of 
Appellate Procedure 88 (fees may be 
awarded to prevailing appellees). We de­
cline to make such an award under 28 
U.S.C. § 1927 (1982) or our -inherent eq· 
uitable powers. We express no opinion, 
however, as to whether appellants may be 
entitled to an award of attorney's fees in 
the courts below. 

Conclusion 
The judgment of the BAP Is REVERSED 

and the c.a.se is REMANDED to the bank· 
ruptcy court for further proceedings in ae­
cordance with this opinion. 
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in October 1998 that the acquisition would 
not add earnings pel' share. As the dis­
trict court concluded, the statement 
showed that the acquisition would entail 
some costs, not that the costs would ex­
ceed the predicted benefits. 

AFFIRMED. 

In re Thomas W. PRICE, Debtor, 

Thomas W. Price, Appellant, 

v. 

United States Trustee, Appellee. 

No. 02-16458. 

United States COID't of Appeals, 
Ninth Circuit. 

Argued and Submitted Oct. 6, 2003. 

Filed Jan. 7, 2004. 

Background: United States TlUstee 
(UST) moved to dismiss Chapter 7 case as 
substantial abuse of provisions of that 
chapter. The United Stares Bankruptcy 
COUl't for the District of Nevada, Bert M. 
Goldwater, J., granted dismissal motion, 
and debtor appealed. The Bankruptcy All' 
pellate Panel (BAP), Brandt, J., 280 B.R. 
499, affirmed, and debtor appealed. 

Holdings: The Court of Appeals, Thomas, 
Circuit Judge, held that: 

(1) debtoes purchase money mortgage 
debt was "consumer debt," for pur­
poses of the Banlu-uptcy Code's "sub­
stantial abuse" dismissal provision, and 

(2) the bankruptcy court did not err in 
dismissing the petition for substantial 
abuse based on findings that debtor 
had primarily COllsmner debts and had 
the ability to fund a Chapter 13 plan, 
despite evidence that the debt to be 

discharged primarily consisted of com­
mercial debt. 

Affirmed. 

1. Bankruptcy eo>3811 

Coru't of Appeals reviews the deci­
sions of the BanJuouptcy Appellate Panel 
(BAP) de novo. 

2. Bankruptcy. eo>3782, 3786 

COtu't of Appeals reviews the bank­
ruptcy comt's conclusions of law de novo 
and its factual findings for clear errol'. 

3. Bankruptcy eo>3784 

Court of Appeals reviews a banlu'upt-­
cy court's decision to dismiss a case for 
abuse of discretion. 

4. Bankruptcy eo>2254 

Bankruptcy Code allows a comt to 
dismiss a Chapter 7 bankruptcy case, ei­
ther sua sponte 01' upon suggestion of the 
United States Trustee (UST), when an in­
dividual has primarily consumer debt and 
the court finds that granting relief would 
be a substantial abuse of the provisions of 
the chapter. Bankl'.Code, 11 U.S.C.A. 
§ 707(h). 

5. BankI'uptcy eo>2253 

Congress added the "substantial 
abuse" dismissal provision to the Bank­
ruptcy Code in response to concerns that 
some debtors who could easily pay their 
creditors might resort to Chapter 7 to 
avoid their obligations. Bankr.Code, 11 
U.S.C.A. § 707(b). 

6. Bankruptcyeo>2254 

First prerequisite to dismissal under 
the Bankruptcy Code's "substantial abuse" 
dismissal provision is that the debtor have 
primarily consumer debt; the second re­
quirement is a finding by the court that 
granting debtor's petition would be a "sub-
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stantial abuse" of Chapter 7. Bankr.Code, 
11 U.S.C.A. § 707(b). 

7. Bankruptcy <S=:>2254 
Under the Ninth Circuit's Kelly deci­

sion, whether or not a particular secured 
debt is excluded from inclusion as "con­
sumeI' debt" under the Bankruptcy Code's 
"substantial abuse" dismissal provision de­
pends on the purpose of the debt. Bankr. 
Corle, 11 U.S.C.A. § 707(b). 

8, Bankruptcy ®:w2254 
For purposes of the Bankruptcy 

Code's "substantial abuse" dismissal provi­
sion, "consumer debt" includes all secured 
debt incurred for personal, family, 01' 
household purposes. Bankl'.Corle, 11 
U.S.C.A. §§ 101(8),707(b). 

See publication Words and Phras­
es for other judicial COnSh1.1ctions 
and definitions. 

9. BanlU'uptcye:o>2254 
Chapter 7 debtor's mortgage debts, 

including his IlUrchase money mortgage, 
were properly included in the calculation 
of "consumel' debt," for pm'poses of the 
Bankruptcy Code's "substantial abuse" 
dismissal provision; debtor's personal resi­
dence was secured by two mortgages, the 
nrst, in the amount of $120,000, securing 
debt incurred to purchase the home, and 
the second, in the amount of $21,511, se­
cming debt incurred to finance household 
improvements, and there was no question 
that the secured debt at issue was incurred 
primarily for a personal, family, 01' house­
hold PUlllOse. Bankr.Code, 11 U.S.C.A. 
§§ 101(8), 707(b). 

10. Bankruptcy e=>2021.1 
Statutes e=>223.4 
Generalized expressions of federal 

policy contained in other federal statutes 
do not take precedence oyer specinc provi­
sions of the Bankl'ttptcy Code. 

11. Bankruptcy e=>2254 
Under the rubl;C established by the 

Ninth Circuit's Kelly decision, a debtor is 

considet'ed to have "primarily consumer 
debts" under the Bankl'Uptcy Code's "sub­
stantial abuse" dismissal provision when 
consumer debts constitllte more than half 
of the total debt. Bankr.Code, 11 U.S.C.A. 
I 707(b). 

12. Bankruptcye=>2254 

Courts examine the totality of the cir­
cumstances in detel1nining whether "sub­
stantial abuse" exists in a particular Chap­
ter 7 case, utilizing such criteria as; (1) 
whether debtor has a likelihood of suffi­
cient future income to fund a Chapter 11, 
12, or 13 plan which would pay a substan­
tial portion of unsecured claims, (2) 
whether debtor's petition was filed as a 
consequence of illness, disability, unem­
ployment, 01' some other calamity, (3) 
whether the schedules suggest debtor ob­
tained cash advancements and conSllmer 
goods on credit exceeding his or her abili­
ty to repay them, (4) whether debtor's 
proposed family budget is excessive or ex­
travagant, (5) whether debtor's statement 
of income and expenses is misrepresenta­
tive of debtor's financial condition, and (6) 
whether debtor has engaged in eve-of­
bankruptcy purchases. Bankl'.Code, 11 
U.S.C.A. § 707(b). 

13. Bankruptcy e=>2253 

Primary factor defining substantial 
abuse is Chapter 7 debtor's ability to pay 
his debts as detennined by the ability to 
fund a Chapter 13 plan. Bankr.Code, 11 
U.S.C.A. § 707(b). 

14, Bankruptcy *",2253 

While Chapter 7 debtor's ability to 
pay his debts will, standing alone, justify 
dismissal under the Bankruptcy Code's 
"substantial abuse" dismissal provision, 
debtor's ability to pay his or her debts 
does llot compel such a dismissal of the 
petition as a matter of law. Bankr.Code, 
11 U.S.C.A. § 707(b). 
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15. Bankruptcy ®:<>2253 
BanJuouptey court could make a find­

ing of "substantial abuse" under the facts 
of a particular case even if debtor did not 
have the ability to fund a Chapter 13 plan. 
Bankr.Code, 11 U.S.C.A. § 707(b). 

16. Statutes ®:<>188 
In construing a statute, the court be­

gins with the understanding that Congress 
says in a statute what it means and means 
in a statute what it says there. 

17. Statutes ®:<>190 
If statutory language is unambiguous, 

then the court's judicial inquiry is com­
plete. 

18. Bankruptcy ®:<>2254 
Bankruptey co\U·t did not err in dis­

missing Chapter 7 petition for snbstantial 
abnse based on fmdings that debtor had 
primarily consumer debts and had the abil­
ity to fund a Chapter 13 plan, despite 
evidence that the debt to be discharged 
primarily consisted of commercial debt. 
Bankr.Code, 11 U.S,C.A. § 707(b), 

John A. White, Jr" Reno, NY, for the 
appellant. 

Nicholas Stl'ozza and William B. Cossitt, 
Office of the United States Trustee, Unit­
ed States Depaltment of Justice, Reno, 
NY, for the appellee. 

Appeal from the Ninth Circuit Bank­
ruptcy Appellate Panel; Klein, Brandt and 
Ryan, Bankl'Uptey Judges, Presiding. 
BAP No. NV--OI--01627-BKRy. 

Before MARY M, SCHROEDER, Chief 
Judge, SIDNEY R. THOMAS, and 
RICHARD R. CLIFTON, Circuit Judges. 

THOMAS, Circuit Jndge. 

In this appeal, we consider whether the 
bankruptcy court appropriately dismissed 
a Chapter 7 bankruptcy for substantial 

abuse IlUl'SUant to 11 U.S.C. § 707(b). 
Under the ctl'cumstances presented by this 
case, we conclude that it did. 

I 

Thomas Price is a computer consultant. 
In addition, dm-ing the relevant period, he 
and his wife operated several women's 
clothing stores in Reno, Nevada. Price 
had financed these stores through cash 
and credit card advances, The businesses 
failed, along with his own computer con­
sulting business. Price estimates that he 
and his wife lost approximately $250,000 
dming this period of time. After the busi­
ness failures and after Price and his wife 
divorced, Price began working as an em­
ployee of JAT Computer Consulting ser­
vices, earning a salary of $115,000 a year. 
Price filed a voluntary petition in bank­
ruptey under Chapter 7 of the United 
States Bankruptcy Code. 

In his bankruptcy schedules, Price listed 
total debts of $322,552.81, $167,469 of 
which was secured debt, $19,356.60 pl'iOli­
ty debt, and $135,727.31 unsecm'ed nonpri­
ority debt. Additioually, $141,611 is se­
cured on Price's residence, and he claimed 
exemption to $12,667.34 based on the resi­
dence's $155,000 market value. He listed 
a gross income of over $10,700 pel' month 
and nets over $7,200 in monthly income. 

Accompanying his petition, Price includ­
ed an exhibit claiming $101,690.95 in total 
business debt, and $72,150.86 in personal 
debt. Plice excluded from these figures 
$141,611 in debt secm'ed on his residence 
and $7,200 in pl'iOl'ity debt owed to his 
former wife. Price's petition claimed that 
"business debts predominate if debt se­
cm'ed by exempt home is excluded." 
Price's petition also indicated that he had 
$4,776,97 in cm'rent monthly expenditm'es, 
which left $2,497.37 in disposable monthly 
income. 
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Based on these facts, the United States 
Trustee sought to dismiss Price's lJetition 
for substantial abuse under 11 U.S.C. 
§ 707(b). After notice and a heming, the 
bankruptcy court concluded that Price's 
debts were primaliiy consumer, and that 
granting relief as sought by the petition 
would be an abuse of Chapter 7 because 
Price had the ability to pay his debts. As 
a result, the petition was dismissed unless 
Price filed a Chapter 13 bankruptcy within 
30 days. The bankruptcy COUlt entered a 
final order dismissing the petition. Price 
timely appealed the dismissal to the Bank­
l'llPtcy Appellate Panel, which aftll'lned the 
order of the bankruptcy court. This time­
ly appeal followed. 

[1-3] We review the decisions of the 
Bankruptcy Appellate Panel de 1WVO. 

Hatl/ v. SumnUl1's (In toe S1ttmners), 332 
F.3d 1240, 1242 (9th Cir.2003). We review 
the bankl'llptcy court's conclusions of law 
de novo and its factual findings for clear 
errol'. Id. (citing Einstein/Noah Bagel 
Corp. v. Smith (In Te BCE West. L.P.), 319 
F.3d 1166, 1170 (9th CU'.2003». We re­
view a bankruptcy court's decision to dis­
miss a case for abuse of discretion. Leav· 
itt v. Solo (In t'e Leavitt), 171 F.3d 1219, 
1223 (9th CU·.1999). 

II 
[4,5] Section 707(b) of the Bankruptcy 

Code allows a com't to dismiss a Chapter 7 
bankruptcy case, either sua spm~te 01' upon 
suggestion of the United Swtes Tl'Ustee, 
when an individual has primarily consumer 
debt and the court finds that granting 
relief would be a substantial abuse of the 
provisions of the chapter. Specifically, 
§ 707(b) provides: 

Mtel' notice and a hearing, the court, on 
its own motion 01' on a motion by the 
United States trustee, but not at the 
request 01' suggestion of any party in 
interest, may dismiss a case filed by all 
individual debtor under this chapter 

whose debts are primarily consumer 
debts if it finds that the granting of 
relief would be a substantial abuse of the 
provisions of this chapter. There shall 
be a presumpti.on in favor of granting 
the relief requested by the debtor. In 
making a determination whether to dis­
miss a case under this section, the eourt 
may not take into consideration whether 
a debtor has made, or continues to 
make, charitable contributions (that 
meet the definition of "charitable eontrl­
bution" under section 548(£1)(3» to any 
qualified religions or charitable entity 01' 

organization (as that term is defined in 
section 548{d)(4». 

Congress added this section to the Code 
"in response to concerns that some debtors 
who could easily pay their creditors might 
resOlt to chapter 7 to avoid their obli­
gations." 6 Collier 1m Bank1'Ul'tcy 
11707.04, at 707-15 (Alan N. Resnick et a1. 
eds., 15th ed.20ot); see also 8.Rep. No. 
98-65, at 54 (1983). 

[6] The first prerequisite to dismissal 
under section 707(b) is that the debtor 
have primarily consumer debt; the second 
requirement is a finding by the court that 
granting the debtor's petition would be a 
"substantial abuse" of Chapter 7. Zolg v. 
Kelly (In t'e Kelly), 841 F.2d 908, 912-13 
(9th Cir.1988). 

A 

Price coneedes that his debt as listed in 
his schedules is primarily consumer debt. 
However, he contends that his mortgage 
debts should not be included in the calcula­
tion of "consumer debts." We specifically 
rejected this notion in Kelly, noting that 
"[tlhe statutory scheme so clearly contem­
plates that consumer debt include debt 
secured by real propelty that there is no 
l"oomleft for any other conclusion." Id. at 
912. Plice claims that this holding was 
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dicta in Kelly that we may disregard. 
Clearly, it was not. 

[7-10] Under Kelly, whether 01' not a 
particular secured debt is excluded from 
inclusion as "consumer debt" under 
§ 707(b) depends on the purpose of the 
debt. Id, at 913. Under the Bankruptcy 
Code, "consumer debt" is "debt incurred 
by an individual primarily for a personal, 
family 01' household pm'pose[,)" § 101(8). 
As we held in Kelly, this includes all se­
cm'ed debt incurred for personal, family, 
or household purposes. !d. In this case, 
Price's personal residence was secured by 
two mortgages. The fu'st, in the amount 
of $120,000, secured debt incm'l'ed to p\U'­
chase the home; the second, in the amount 
of $21,511, secured debt incurred to fi­
nance household improvements, Thus, 
there is no question that the secured debt 
at issue was inClU'l'ed "plimal'ily for a per­
sonal, family 01' household purpose" and 
must be considered "consumer debt" for 
the purposes of § 707(b). 

Price argues that, even if residential 
mortgages are considered consumer debt, 
pm'chase money mortgages should be ex­
empt from inclusion. He contends that 
inclusion of purchase money mortgage 
debt in § 707(b) improperly discriminates 
against homeowners in violation of federal 
housing policies favoring home ownership. 
He relies upon the Homeless Assistance 
Housing Assistance SIIPPOl'tive Housing 
Program, 42 U.S.C. §§ 11381-11389, and 
the home mortgage interest deduction pro­
vided in the Internal Revenue Code 
§ 163(h), as examples of federal housing 
policy that would be thwarted by consider­
ing purchase money mortgage debt as con­
sumer debt under § 707(b). Price cites no 
authority for this proposition, and there is 
none. Generalized expre88ions of federal 
policy contained in other fedel'al statutes 
do not take precedence over specific provi­
sions of the Bankruptcy Code. See United 
States v. Padilla (In t'8 Pculilla), 222 F.3d 

1184, 1192 (9th Cir.20(0)j Am. Birmcle 
Ass'n v. United States (In 1'8 Atn. Bicycle 
Ass'n), 895 F.2d 1277, 1280 (9th Cir.1990). 

Moreover, we have rejected the claim 
that § 707(b) necessarily discriminates 
against homeowners. In Kelly, we ex­
plained that the existence of primarily 
consumer debt alone does not result in 
dismissal under § 707(b), because the 
bankruptcy court mllst still make a fmding 
of s\lbstantial abuse. Consequently, a 
debtor tl"lliy in need of a fresh start will 
not be subject to dismissal. 841 F,2d at 
913. Thus, Price's arguments are unavail­
ing. 

[11] Under the rubric established by 
Kelly, a debtor is considered to have "pri­
m31iiy consumer debts" under § 707(b) 
when consumer debts constitute more than 
half of the total debt. Here, when the 
debt securing Pl'ice's residence is included, 
well over half the total debt reported is 
consumer debt. Thus, the first require­
ment of § 707(b) is satisfied, 

B 

[12] The remaining substantive issue is 
whether Plice meets the substantial abuse 
standard of Section 707(b). The telm 
"substantial abuse" is not defined in the 
Bankruptcy Code, Rather, courts have ex~ 
amined the totality of the circumstances in 
detennining whether substantial abuse ex­
ists in a particular case, utilizing criteria 
such as the following: 

(1) Whether the debtor has a likelihood 
of sufficient future income to fund a 
Chapter 11, 12, 01' 13 plan which 
would pay a substantial portion of 
the unsecllred claims; 

(2) Whether the debtoes petition was 
filed as a consequence of illness, dis­
ability, unemployment, 01' some oth­
er calamity; 
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(3) Whether the schedules suggest the 
debtor obtained cash advancements 
and consumer goods on credit ex­
ceeding his 01' her ability to repay 
them; 

(4) Whether the debtor's proposed fami­
ly budget is excessive or extrava­
ganti 

(5) Whether the debtOlJS sbltement of 
income and expenses is misrepresen­
tative of the debtor's financial condi­
tion; and 

(6) Whether the debtor has engaged in 
eve-of-bankrupkY purchases. 

3 Nmtvn Bankrv"ptcy Law and P1'ClCtice 
2d § 67;5, at 67-10 (William L. Norton, Jr. 
et a1. eds" HI97), 

[13] The primary factor defining sub­
stantial abuse is the debtor's ability to pay 
his debts as determined by the ability to 
fund a Chapter 13 plan. Thus, we have 
concluded that a "debtor's ability to pay 
his debts will, standing alone, justify a 
section 707(b) dismissal." Kelly, 841 F.2d 
at 914. 

[14, 15] The United States Trustee al'~ 
gues that we need not reach any of the 
issues raised by Plice bec.ause Congress 
created a blight line test: that dismissal is 
required whenever a debtor is able to fund 
a Chapter 13 plan. However, the text of 
the section and its legislative history belie 
this interpretation. Indeed, Congress spe­
cifically rejected such proposals. See 6 
Collim' '11707.04, at 707-16. Rathel', Con­
gress committed the question of what con­
stitutes substantial abuse to the discretion 
of bankruptcy judges within the context of 
the Code. Section 707(b) provides that the 
court "may" dismiss a case "if it finds that 
the granting of relief would be a substan­
tial abuse of the provisions of this chap­
ter." Put another way, while "debtor's 
ability to pay his debts will, standing alone, 
justify a section -707(b) dismissal," Kelly, 
841 F.2d at 914, the debtor's ability to pay 
his or her debts does not compel a section 

707(b) dismissal of the petition as a mattel' 
of law. In addition, as Kelly noted, a 
bankruptcy court could make a finding of 
substantial abuse under the facts of a par­
ticular case even if the debtol' did not have 
the ability to fund a Chapter 13 Illan. Id. 
at 914-16. Thus, Kelly did not establish 
an absolute, pm' se rule. Rathel', Kelly 
quite appropriately held that ability to 
fund a Challter 13 plan is the most impor­
tant consideration under § 707(b), and that 
a finding of ability to pay alone is sufficient 
to snstain a § 707(b) dismissal. 

In this case, the bankmptcy court relied 
upon Price's ability to pay his debts to 
make a finding of substantial abuse. Al­
though the com'!. was not compelled to 
make the fmding, it was well justified in 
relying on this finding in ordering dismiss­
al of the petition under § 707(b). 

C 

Price contends the bankruptcy COUlt 
erred in making a finding of substantial 
abuse in this case becanse the debts he 
seeks to discharge in his Chapter 7 IJeti­
tion are plimRlily tl'ade debts. He argues 
that the philosophy of § 707(b) is the pro­
tection of consumer creditors. Thus, he 
reasons, a finding of substantial abuse can­
not be made when the debt to be dis­
charged is primarily commercial. In 
ShOlt, he would have us constrne the re­
quirement that the debtor be one "whose 
debts are primarily consumer debts" to 
mean a debtor "whose debts to be dis­
c1ut1'ged are primarily consnmer debts." 

[16, 17] In constlUing a statute, "we 
begin with the understanding that Con­
gress 'says in a statute what it means and 
means ill a statute what it says thel'e.' JJ 

Hm'lfo-I'd Unde1'tm'itel's Ins. Co. v. Union 
Plantel's Bank, N.A., 530 U.S. I, 6, 120 
S.Ct. 1942, 147 L.Ed.2d 1 (2000) (quoting 
Conn. Nat'l Bank v. Gel'ffwin. 503 U.S. 
249, 254, 112 S.Ct. 1146, 117 L.Ed.2d 391 
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CUe ... 353 F.3d 1141 (9IhClr. 2004) 

(1992». If the statutory language is un­
ambiguous, then our "judicial inquiry is 
complete." Rubin v. UniUd States, 449 
U.S. 424, 430, 101 S.Ct. 698, 66 L.Ed.2d 
633 (1981). 

[18] In this case, the statutory lan­
guage is unambiguous. Indeed, we exam­
ined the specific statutory language in 
question in KeUy and found it "clear." 841 
F.2d at 912. Adopting Pl'ice's interpreta­
tion would amount to rewriting the statllW. 
If Congress had intended to impose such a 
restliction on the comt's power to dismiss 
a case for substantial abuse, it easily could 
have done so. Given the plain words of 
the statute, we cannot conclude that Con­
gress meant "primarily consumer debts" to 
refer only to those debts sought to be 
discharged rather than the aggregate 
debts listed on the bankltlptcy schedules. 

Contrary to Price's assertion, United 
Stales v. Padilla (In 1'e PadiUa), 222 F.3d 
1184 (9th Cir.2000), does not compel a 
different conclusion. Price contends that 
PadiUa "makes it crystal clear that the 
framers of § 707(b) had no intention of 
preventing a consumer from using the 
bankl'Uptcy code to discharge his trade 
debt." Padilla did not involve § 707(b). 
It held that bad faith Pel' se does not 
constitute cause for dismissal under 
§ 707(a). Id. at 1194. It is true that 
Padilla discussed the general rationale 
underpinning § 707; however, it did not 
hold that a dismissal for substantial abuse 
under § 707(b) cannot occur if the debt to 
be discharged is primarily tl'8de debt. 
There is nothing in PadiUa that is incon­
sistent with Kelly, nor is there anything in 
Padilla that would preclude a finding of 
substantial abuse in a consumer debtor 
bankruptcy when the debts sought to be 
discharged were primarily trade debt. 

III 

In sum, the bankruptcy COUlt was en­
tirely justified in dismissing the petition 

for substantial abuse under 11 U.S.C. 
§ 707(b) based on findings that the debtor 
had primarily consumer debts and had the 
ability to fund a Chapter 13 plan, despite 
evidence that the debt to be discharged 
primalily consisted of commercial debt. 

AFFIRMED. 

John DOE, and Jane Doe, 
Plaintiffs-Appellees, 

v. 

George J. TENET, Individually and as 
DJrector of Central Intelligence and 
Director of the Central Intelligence 
Agency; United States of America, 
Defendants-Appellants. 

No. 01-35419. 

United States Court of Appeals, 
Ninth Circuit. 

Jan. 7, 2004. 

Steven W. Hale, Esq., Perkins Coie 
LLP, Seattle, WA, for Plaintiffs-Appel­
lees. 

Fl'eddi Lipstein, Esq., Department of 
Justice, Washington, DC, for Defendants­
Appellants. 

Before CANBY, BERZON and 
TALLMAN, CU'Clut Judges. 

Dissent by Judge KLEINFELD. 

ORDER 

The majOlity of the panel has voted to 
deny alJpeJlee's petition for rehearing and 
petition for rehearing en bane. Judge 
Canby votes to deny the petition for 1'e-
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130 S.Ct. 2464, 177 L.Ed.2d 23, 78 USLW 4518, Sanler. L. Rep. P 81,780,10 Cal. DailyOp. Servo 6973, 2010 Daily 
JOllnlal D.A.R. 8299, 22 Fla. L. Weekly Fed. S 427 
(Cite as: 130 S.Ct. 2464) 

Supreme Court ofthe United States 
Jan HAMILTON, Chapter 13 Trustee, Petitioner, 

v. 
Stephanie Kay LANNING. 

No. 08-998. 
Argued March 22, 2010. 

Decided June 7, 2010. 

Background: Chapter 13 hustee objected to confir­
mation of plan proposed by above-median-income 
debtor on ground that debtor was not committing all of 
her "projected disposable income" to the repayment of 
creditors. The United States Bankl1lptcy C0l111 for the 
District of Kansas, Janice Miller Karlin, J., 2007 WL 
1451999. denied objection, and tl1lstee appealed. The 
Bankmptcy Appellate Panel (BAP), Richard L. Bo­
hanon, J., 380 B.R. 17. affirmed. Trustee appealed. 
The Court of Appeals for the Tenth Circuit, Brorby, 
Senior Circuit Judge, 545 F.3d 1269. affirmed. Certi­
orari was granted. 

Holding: The Supreme COUlt, Justice Alito, held that 
when a bankruptcy court calculates a Chapter 13 
debtor's projected disposable income, the court may 
account for changes in the debtor's income or ex­
penses that are known or virtually certain at the time 
of confirmation. 

Affirmed. 

Justice Scalia filed a dissenting opinion. 

West Headnotes 

III Bankruptcy'SI €=:o>3705 

il Bankruptcy 
51XVIII Individual Debt Adjustment 

51k3704 Plan 
51k3705 k. Claims and assets; propriety and 

feasibility in general. Most Cited Cases 

Bankruptcy 51 €==37t0(2) 

II Bankruptcy 
51XVIII Individual Debt Adjustment 

51k3704 Plan 
51k3710 Amount of Repayment; De Mini­

mis Repayment 
51k371O(2) k. Payment in full. Most 

Cited Cases 

If a trustee or an unsecured creditor objects to a 
Chapter 13 debtor's plan, a bankruptcy court may not 
approve the plan unless the plan provides for the full 
repayment of unsecured claims or provides that all of 
the debtor's "projected disposable income" to be re­
ceived over the duration of the plan will be applied to 
make payments in accordance with the teons of the 
plan. 11 V.S.C.A. § 1325(b)(l). 

ill Bankruptcy 51 ~021.1 

.21 Bankruptcy 
ill In General 

.iI..illll Constitutional and StatntOlY Provisions 
51k2021 Construction and Operation 

51k2021.1 k. In general. Most Cited 

Under the Bankruptcy Code, as amended by the 
Bankruptcy Abuse Prevention and Consumer Protec­
tion Act (BAPCPA), "current monthly income" is 
calculated by averaging a debtor's monthly income 
during the six-month look-back period, which gener­
ally consists of the six full months preceding the filing 
of the bankruptcy petition. 11 lJ.S.CA § 
J OJCIOAl(A)(i). 

ill Bankruptcy 51 ~021.l 

11. Bankruptcy 
511 In General 

illQll Constitutional and Statutory Provisions 
51k2021 Construction and Operation 

51k2021.1 k. In general. Most Cited 

If a debtor does not file the required Schedule I, 
the bankl1lptcy court, in calculating the debtor's 
"current monthly income," may select a different 

© 2011 Thomson Reuters. No Claim to Orig. US Gov. Works. 
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six-month period than the six full months preceding 
the filing of the bankI1lptcy petition. II U.S.C.A. § 
101(IOA)(A)(ii). 

ill Bankruptcy 51 ~705 

i! Bankmptcy 
SIXVIII Individual Debt Adjustment 

SIk3704 Plan 
SIk370S k. Claims and assets; propriety and 

feasibility in general. Most Cited Cases 

Under the Bankmptcy Code, as amended by the 
Bankmptcy Abuse Prevention and Consumer Protec­
tion Act (BAPCPA), for purposes of calculating the 
disposable income of a Chapter 13 debtor whose in­
come is below the median for his or her state, the 
phrase "amounts reasonably necessary to be expend­
ed" for the debtor's maintenance and support includes 
the full amount needed for "maintenance or support," 
but for a debtor with income that exceeds the state 
median, only certain specified expenses are included. 
II U.S.CA §§ 707(bl(2), 132SCb)(2), (blC2)CA)(i), 
(b}(3)(A). 

ill Bankruptcy 51 ~3705 

il Bankruptcy 
SIXVIII Individual Debt Adjustment 

SIk3704 Plan 
SIk3705 k. Claims and assets; propriety and 

feasibility in general. Most Cited Cases 

When a bankruptcy court calculates a Chapter 13 
debtor's "projected disposable income," the court may 
account for changes in the debtor's income or ex­
penses that are known or virtually certain at the time 
of con fin nation. 11 U.S.CA § 1325(bl(I)(B). 

W Statutes 361 ~188 

361 Statutes 
361VI Constmction and Operation 

361VI(A) General Rules of Construction 
361kl87 Meaning of Language 

361kl88 k. In general. Most Cited Cases 

When terms used in a statute are undefined, the 
court gives them their ordinary meaning. 

111 Statutes 361 ~199 

361 Statutes 
361VI Construction and Operation 

361VI(Al General Rules of Construction 
361k187 Meaning of Language 

361k199 k. Particular words and 
phrases. Most Cited Cases 

When, in a statute, Congress wishes to mandate 
simple multiplication, it does so unambiguously, most 
commonly by using the term "multiplied." 

IID. Bankruptcy 51 ~021.1 

il Bankruptcy 
ill In General 

S mB) Constitutional and Statutory Provisions 
51k202l Construction and Operation 

SIk2021.1 k. In general. Most Cited 

Courts will not read the Bankmptcy Code to 
erode past bankruptcy practice absent a clear indica­
tion that Congress intended such a departure. 

121 Bankruptcy 51 €=3715(IO) 

il Bankmptcy 
SIXVIIl Individual Debt Adjustment 

Slk3704 Plan 
51k3715 Acceptance and Confimlation 

Slk371S(9) Effect 
5Ik371S(l0) k. Conclusiveness; res 

judicata; collateral estoppel. Most Cited Cases 

"Effective date" of a Chapter 13 plan is the date 
on which the plan is confirmed and becomes binding. 
II U.S.CA § 1327(a). 

lli!l Bankruptcy 51 ~3705 

il Bankruptcy 
51XVIII Individual Debt Adjustment 

Slk3704 Plan 
51k370S k. Claims and assets; propriety and 

feasibility in general. Most Cited Cases 

Court taking the proper, forward-looking ap-
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proach to determining a Chapter 13 debtor's "pro­
jected disposable income" should begin by calculating 
disposable income, and in most cases, nothing more is 
required; it is only in unusual cases that a court may go 
further and take into account other known or virtually 
certain infonnation about the debtor's future income or 
expenses. II U.S.CA § 1325Cbl(l)(B), {h)Q}. 

I!!l Bankruptcy 51 ~3705 

2.l Bankmptcy 
51XVlII Individual Debt Adjustment 

51k3704 Plan 
51k3705 k. Claims and assets; propriety and 

feasibility in general. Most Cited Cases 

Chapter 13 plan cannot be confirmed unless the 
debtor will be able to make all payments under the 
plan and comply with the plan. II U.S.C.A. § 
1325(,)(6). 

J11l Bankruptcy 51 ~2322,5 

i! Bankruptcy 
51IIITheCase 

5IIII(Fl Schedules and Statement of Affairs 
51k2322.5 k. Income and expenditures. 

Most Cited Cases 

Debtor seeking additional time to file a schedule 
of income must submit the request within 45 days after 
filing the bankruptcy petition, and the court may not 
grant an extension of more than 45 days. 11 U.S.c.A. 
§ 521(il(3). 

*2466 Syllabus lli!. 

FN* The syllabus constitutes no part of the 
opinion ofthe Court but has been prepared by 
the Reporter of Decisions for the conven­
ience of the reader. See United States v. De­
troit Timber & Lumber Co., 200 U.S. 321, 
337.26 S.C!. 282. 50 L.Ed. 499. 

Debtors filing for protection under Chapter 13 of 
the Bankluptcy Code must agree to a court-approved 
plan under which they pay creditors out oftheir future 
income. If the bankruptcy tnlstee or an unsecured 
creditor objects. a bankruptcy court may not approve 
the plan unless it provides for the full repayment of 

unsecured claims or "provides that all of the debtor's 
projected disposable income to be received" over the 
plan's duration "will be applied to make payments" in 
accordance with plan terms. 11 U.S.C. § 1325(b)(l). 
Before enactment of the Bankmptcy Abuse Preven­
tion and Consumer Protection Act of 2005 
(BAPCPA), the Code loosely defined "disposable 
income." Though it did not define "projected dispos­
able income," most bankruptcy courts calculated it 
using a mechanical approach, multiplying monthly 
income by the number of months in the plan and then 
determining the "disposable" portion of the result. In 
exceptional cases, those courts also took into account 
foreseeable changes in a debtor's income or expenses. 
BAPCP A defines "disposable income" as "current 
monthly income received by the debtor" less 
"amounts reasonably necessary to be expended" for, 
e.g., the debtor's maintenance and support. .§. 
1325(b)(2)(A)(i). "Current monthly income," in turn, 
is calculated by averaging tile debtor's monthly in­
come during a 6-month look-back period preceding 
the petition's filing. See § 1OIClOA)(A)(i). If a debtor's 
income is below the median for his or her State, 
"amounts reasonably necessary" include the full 
amount needed for "maintenance or support," see .§. 
1325(b)(2)(A)(i), but if the debtor's income exceeds 
the state median, only certain specified expenses are 
included, see §§ 707(b)(2), 1325(b)(3)(A). 

A one-time buyout from respondent's former 
employer caused her current monthly income for the 
six months preceding her Chapter 13 petition to ex­
ceed her State's median income. However, based on 
the income from her new job, which was below the 
state median, and her expenses, she reported a 
monthly disposable income of$149.03. She thus filed 
a plan that would have required her to pay $144 per 
month for 36 months. Petitioner, the Chapter 13 trus­
tee, objected to confirmation of the plan because the 
proposed payment amount was less than the full 
amount of the claims against respondent, and became 
she had not conunitted all of her "projected disposable 
income" to repaying creditors. Petitioner claimed that 
the mechanical approach was the proper way to *2467 
calculate projected disposable income, and that using 
that approach, respondent should pay $756 per month 
for 60 months. IIer actual income was insufficient to 
make such payments. 

The Bankruptcy Court endorsed a $144 payment 
over a 6O-month period, concluding that "projected" 
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requires conrts to consider the debtor's actual income. 
The Tenth CirCllit Bankruptcy Appellate Panel af­
finned, as did the Tenth Circuit, which held that a 
court calculating "projected disposable income" 
should begin with the "presumption" that the figure 
yielded by the mechanical approach is correct, but that 
this figure may be rebutted by evidence of a substan­
tial change in the debtor's circumstances. 

Held: When a bankruptcy court calculates a 
debtor's projected disposable income, the court may 
account for changes in the debtor's income or ex­
penses that are known or virtnaHy celtain at the time 
of confirmation. Pp. 2471 - 2478. 

(a) Respondent has the betler interpretation of 
"projected disposable income." First, such a for­
ward-looking approach is supported by the ordinary 
meaning of "projected." See Asgrow Seed CO. V. 
Winterboer, 513 U.S. 179. 187, 115 S.Ct. 788. 130 
L.Ed.2d 682. In ordinary usage future occurrences are 
not "projected" based on the assumption that the past 
will necessarily repeat itself. While a projection takes 
past events into account, adjustments are often made 
based on other factors that may affect the outcome. 
Second, "projected" appears in many federal statutes, 
yet Congress rarely uses it to mean simple multipli­
cation. See, e.g., 7 U.s.C. § 130I(b)(8)(B). By con­
trast, as the Bankruptcy Code shows, Congress can 
make its mandate of simple multiplication unambig­
uous-commonly using the term "multiplied." See, e.g., 
11 U.S.C. § 1325(b)(3). Third, under pre-BAPCPA 
case law, the general rule was that courts would n1\l1-
tiplya debtor's current monthly income by the number 
of months in the commitment period as the first step in 
detemlining projected disposable income. but would 
also have discretion to account for known or virtually 
certain changes in the debtor's income. This is signif­
icant, since the Court "will not read the Bankruptcy 
Code to erode past bank1uptcy practice absent a clear 
indication that Congress intended such a departure," 
Travelers Casualty & Surety Co. of America V. Pacific 
Gas & Elec. Co.! 549 U.S. 443, 454, 127 S.Ct. 1199. 
167 L.Ed.2d 178. and Congress did not amend the 
tenn "projected disposable income" in 2005. Pp. 2471 
- 2474. 

(b) The mechanical approach also clashes with §. 
1325's terms. First, § 1325(b)(l)(B)'s reference to 
projected disposable income "to be received in the 
applicable commitment period" stl'Ongly favors the 

fonvard-Iooking approach. Because respondent would 
have far less than $756 per month in disposable in­
come during the plan period, petitioner's projection 
does not accurately reflect disposable income "to be 
received." In such circumstances, the mechanical 
approach effectively reads that phrase out of the stat­
ute. Second. § 1325(b)(1),s direction to courts to de­
tennine projected disposable income "as of the effec­
tive date of the plan,"-i.e., the confinnation date-is 
more consistent with the view that they are 10 consider 
postfiling information about a debtor's financial situ­
ation. lIad Congress intended for projected disposable 
income to be no more than a multiple of disposable 
income, it COllid have specified the plan'sfiling date as 
the effective date. Third, § 1325(b)(I)(B)'s require­
ment that projected disposable income "will be ap­
plied to make payments" is rendered a hollow com­
mand if, as of the plan's effective date, the *2468 
debtor lacks the means to pay creditors in the calcu­
lated monthly amounts. P. 2474. 

(c) The arguments supporting the mechanical 
approach are unpersuasive. The claim that the Code's 
detailed and precise "disposable income" definition 
would have no purpose without the mechanical ap­
proach overlooks the important role that this statutory 
fonnula plays under the fOlWard-looking approach, 
which begins with a disposable income calculation. 
The Tenth Circuit's rebuttable "presumption" analysis 
simply heeds the ordinary meaning of "projected." 
This Court rejects petitioner's argument that only the 
mechanical approach is consistent with § 
1129(a)(15)(B), which refers to "projected disposable 
income of the debtor (as defined in section 
1325(b)(2»." And the Court declines to infer from the 
fact that § 1325(b)(3) incorporates § 707-which allows 
cou11s to consider "special circumstances," but only 
with respect to calculating expenses-that Congress 
intended to eliminate, sub silentio, the discretion that 
courts previously exercised to account for known or 
virtually certain changes. Pp. 2474 - 2475. 

(d) Petitioner's proposed strategies for avoiding or 
mitigating the harsh results that the mechanical ap­
proach may produce for debtors-a debtor could delay 
filing a petition so as to place any extraordinary in­
come outside the 6-month period; a debtor with unu­
sually high income during that period could seek leave 
to delay filing a schedule of current income and ask 
the bank11lptcy court to select a 6-month period more 
representative of the debtor's future disposable in-
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come; a debtor could dismiss the petition and refile at 
a later, more favorable date; and respondent might 
have been able to obtain reliefby filing under Chapter 
7 or converting her Chapter 13 petition to one under 
Chapter 7-are all flawed. Pp. 2475 - 2478. 

545 F.3d 1269. affirmed. 

ALITO, l, delivered the opinion of the Court, in 
which ROBERTS. C.J., and STEVENS, KENNEDY, 
THOMAS, GINSBURG, BREYER, and SO­
TOMAYOR. Jl, joined. SCALIA, J., filed a dissent­
ing opinion. 
Jan Hamilton. Topeka, KS, for petitioner. 

Thomas C. Goldstein. Washington, DC, for respond­
ent. 

Sarah Harrington for United States as amicus curiae, 
by special leave of the Court, supporting the re­
spondent. 

Jan Hamilton, Tmstee, Counsel of Record, Teresa L. 
Rhodd, Staff Attol1ley, Chapter 13 Trustee's Office, 
Topeka, KS, for petitioner. 

Amy Howe. Kevin K. Russell, Howe & Russell, P .C., 
Bethesda, MD, G. Eric Bmnstad, Jr., Collin O'Connor 
Udell, Matthew J. Delude, Dechert LLP, Hm1ford, 
CT, Thomas C. Goldstein, Counsel of Record, Patricia 
A. Millett, Peter J. Gurfein, Robert K. Ozols, Brian M. 
Rothschild, Daniel J. Harris, Russell L. Wininger, 
Akin, Gump, Strauss, Hauer & Feld LLP, Washing­
ton, DC, for respondent. 

For U.S. Supreme Court briefs, see:2009 WL 5017534 
(Pet.Brief)201O WL 342041 (Resp.Brief)201O WL 
740751 (Reply.Brief) 

Justice ALITO delivered the opinion of the Court. 
Chapter 13 of the Bankl1lptcy Code provides 

banknlptcy protection to "individnal[s] with regular 
income" whose debts fall within statutory limits. 11 
U.S.C. §§ 101(30), 109(cl. Unlike debtors who file 
under Chapter 7 and mllSt liquidate their nonexempt 
assets in order to pay *2469 creditors, see §§ 
704(a)(1), 726, Chapter 13 debtors are permitted to 
keep their propel1y, but they must agree to a 
court-approved plan under which they pay creditors 
out of their future income, see §§ 1306(b), 1321, 

1322(a)(I), 1328(a). A bankruptcy trustee oversees 
the filing and execution of a Chapter 13 debtor's plan. 
§ 1322(a)(I); see also 28 U.S.C. § 586(a)(3). 

Section 1325 of Title 11 specifies circumstances 
1111der which a banklUptcy court "shall" and "may not" 
confirm a plan. § 1325(a), ill. If an unsecured creditor 
or the bankruptcy tlUstee objects to confirmation, .§. 
1325(b)(l) requires the debtor either to pay unsecured 
creditors in full or to pay all "projected disposable 
income" to be received by the debtor over the duration 
ofthe plan. 

We granted certiormi to decide how a bankruptcy 
court should calculate a debtor's "projected disposable 
income." Some lower courts have taken what the 
parties term the "mechanical approach," while most 
have adopted what has been called the "for­
ward-looking approach." We hold that the "for­
ward-looking approach" is correct. 

ill As previously noted, § 1325 provides that if a 
iIllstee or an unsecured creditor objects to a Chapter 
13 debtOlJs plan, a bankruptcy court may not approve 
the plan unless it provides for the full repayment of 
unsecured claims or "provides that all of the debtor's 
projected disposable income to be received" over the 
duration of the plan "will be applied to make pay­
ments" in accordance with the terms of the plan. 11 
U.S.C. § 1325(b)(I); see also § 1325(b)(l) (2000 ed.). 
Before the enactment of the Bankruptcy Abuse Pre­
vention and Consnmer Protection Act of 2005 
(BAPCPA), 119 Stat. 23, the Bankruptcy Code (Code) 
loosely defined "disposable income" as "income 
which is received by the debtor and which is not rea­
sonably necessary to be expended" for the "mainte­
nance or support of the debtor," for qualifYing chari­
table contributions, or for business expenditures . .§. 
1325(b)(2)(A), (8). 

The Code did not define the term "projected 
disposable income," and in most cases, bankntptcy 
courts used a mechanical approach in calculating 
projected disposable income. That is, they first mul­
tiplied monthly income by the number of months in 
the plan and then detenllined what pOl1ion oftlle result 
was "excess" or "disposable." See 2 K. Lundin, 
Chapter 13 Bankruptcy § 164.1, p. 164-1, and n. 4 (3d 
ed.2000) (hereinafter Lundin (2000 ed.)) (citing cas­
es). 
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In exceptional cases, however, bankruptcy courts 
took into account foreseeable changes in a debtOlJs 
income or expenses. See In re Heath, 182 B.R. 557. 
559-561 (9th Cir. HAP 1995); In re Richardson. 283 
B.R. 783. 799 (Bkrtcy.Kan.2002); Tr. of Oral Arg. 7. 
Accord, I Lundin § 35.10, at 35-14 (2000 ed.) ("The 
debtor should take some care to project estimated 
future income on Schedule I to include anticipated 
increases or decreases [in income] so that the schedule 
will be consistent with any evidence of income the 
debtor would offer at a contested confinnation hear­
ing"). 

[21[3][4] BAPCPA left the tem1 "projected dis­
posable income" undefined but specified in some 
detail how "disposable income" is to be calculated. 
"Disposable income" is now defined as "current 
monthly income received by the debtor" less 
"amounts reasonably necessary to be expended" for 
the debtor's maintenance and support, for qualifYing 
charitable contributions, and for business expendi­
tures. § 1325(b)(2)(A)(il and (ii) (2006 ed.). *2470 
"Current monthly income," in tum, is calculated by 
averaging the debtor's monthly income during what 
the parties refer to as the 6-month look-back period, 
which generally consists of the six fuJi months pre­
ceding the filinLof the bankruptcy petition. See .§. 
IOI(IOA)(A)(i). The phrase "amounts reasonably 
necessary to be expended" in § 1325(b)(2) is also 
newly defined. For a debtor whose income is below 
the median for his or her State, the phrase includes the 
full amount needed for "maintenance or support," see 
§ I 325(b)(2)(A)(i), but for a debtor with income that 
exceeds the state median, only certain specified ex­
penses are included,FN2 see §§ 707(b)(2), 
lJ2'(bl(3l(A). 

FN1. However, if a debtor does not file the 
required schedule (Schedule I), the bank­
ruptcy court may select a different 6-month 
period. See § 101Cl0A)(A)(iil. 

FN2. The formula for above-median-income 
debtors is known as the "means test" and is 
reflected in a schedule (Form 22C) that a 
Chapter 13 debtor must file. See Fed. Rule 
Bkrtcy. Proc. Official Form 22C (2009); In 
re Liverman. 383 DR 604. 606, n. I, 
608·609 (Bkrtcy.N.J.2008l. 

II 
A 

Respondent had $36,793.36 in unsecured debt 
when she filed for Chapter 13 bankruptcy protection in 
October 2006. In the six months before her filing, she 
received a one-time buyout from her fonner employer, 
and this payment greatly inflated her gross income for 
April 2006 (to $11,990.03) and for May 2006 (to 
$15,356.42). App. 84, 107. As a result of these pay­
ments, respondent's current monthly income, as av­
eraged from April through October 2006, was 
$5,343.70-a figure that exceeds the median income for 
a family of one in Kansas. See id, at 78. Respondent's 
monthly expenses, calculated pursuant to § 707(b)(2), 
were $4,228.71. Id., at 83. She reported a monthly 
"disposable income" of$I,114.98 on Form 22C. Ibid. 

On the fonn used for reporting monthly income 
(Schedule I), she reported income from her new job of 
$1,922 per month-which is below the state median. 
/d., at 66; see also M., at 78. On the fonn used for 
reporting monthly expenses (Schedule J), she reported 
actual monthly expenses of $1,772.97. /d., at 68. 
Subtracting the Schedule J figure from the Schedule I 
figure resulted in monthly disposable income of 
$149.03. 

Respondent filed a plan that would have required 
her to pay $144 per month for 36 months. See id., at 
93. Petitioner, a private Chapter 13 trustee, objected to 
confinnation of the plan because the amount re­
spondent proposed to pay was less than the full 
amount ofthe claims against her, see § 1325(b)(l)(A), 
and because, in petitioner's view, respondent was not 
committing all of her "projected disposable income" 
to the repayment of creditors, see § I 325(b)(I)(B). 
According to petitioner, the proper way to calculate 
projected disposable income was simply to multiply 
disposable income, as calculated on Form 22C, by the 
number of months in the commitment period. Em­
ploying this mechanical approach, petitioner calcu­
lated that creditors would be paid in full if respondent 
made monthly payments of $756 for a period of 60 
months. Id., at 108. There is no dispute that respond­
ent's actual income was insufficient to make payments 
in that amount. Tr. of Oral Arg. 3-4. 

B 
The Bankruptcy Court endorsed respondent's 

proposed monthly payment of $144 but reqnired a 
60-month plan period. *2471No. 06·41037 etc., 2007 
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WL 1451999, *8 (Bkrtcy.Kan.20071. The court agreed 
with the majority view that the word "projected" in §. 
1325(bl(I)(B) requires courts "to consider at confir­
mation the debtor's aell/al income as it was reported 
on Schedule I." Id. at *5 (emphasis added). This 
conclusion was warranted by the text of § 1325(blCl), 
the Bankruptcy Conrt reasoned, and was necessary to 
avoid the absurd result of denying banknlptcy protec­
tion to individuals with deteriorating finances in the 
six months before filing. Ibid. 

Petitioner appealed to the Tenth Circuit Bank­
ruptcy Appellate Panel, which affimled. 380 B.R. 17, 
19 (2007). The -Panel noted that, althottgh Congress 
redefined "disposable income" in 2005, it chose not to 
alter the pre-existing term "projected disposable in­
come." Id., at 24. Thus, the Panel concluded, there was 
no reason to believe that Congress intended to alter the 
pre-BAPCPA practice under which bankmptcy courts 
detemlined projected disposable income by reference 
to Schedules I and J but considered other evidence 
when there was reason to believe that the schedules 
did not reflect a debtor's actual ability to pay. Ibid. 

The Tenth Circuit affirmed. 545 F.3d 1269. 1270 
(2008). According to the Tenth Circuit, a court, in 
calculating "projected disposable income," should 
begin with the "presumption" that the figure yielded 
by the mechanical approach is correct, but the Court 
concluded that this figure may be rebutted by evidence 
of a substantial change in the debtor's circumstances. 
Id., at 1278-1279. 

This petition followed, and we granted certiorari. 
558 U.S. m_, 130 S.Ct. 487,175 L.Ed.2d 343 (2009). 

III 
A 

ill The pal1ies differ sharply in their interpreta­
tion of §....1ill's reference to "projected disposable 
income," Petitioner, advocating the mechanical ap­
proach, contends that "projected disposable income" 
means past average monthly disposable income mul­
tiplied by the n\llnber of months in a debtor's plan. 
Respondent, who favors the forward-looking ap­
proach, agrees that the method outlined by petitioner 
should be determinative in most cases, but she argues 
that in exceptional cases, where significant changes in 
a debtor's financial circumstances are known or vir­
tually certain, a bankruptcy court has discretion to 
make an appropriate adjustment. Respondent has the 

stronger argument. 

llil First, respondent's argument is sUPP011ed by 
the ordinary meaning of the term ''projected.'' "When 
terms used in a statute are undefined, we give them 
their ordinary meaning." Asgrow Seed Co. v. Win­
terboer, 513 U.S. 179. 187. 115 S.C!. 788, 130 
L.Ed.2d 682 (995). Here, the term "projected" is not 
defined, and in ordinary usage future occurrences ,we 
not "projected" based on the assumption that the past 
will necessarily repeat itself. For example, projections 
concerning a company's future sales or the future cash 
flow from a license take into account anticipated 
events that may change past trends. See, e.g., 1'ellabs, 
Inc. v. Makor Issues & Rights, Ltd., 551 U.S. 308,316. 
127 S.Ct. 2499, 168 L.Ed.2d 179 (2007) (describing 
adjustments to "projected sales" in light of falling 
demand); Innovair Avialion. Ltd. V. United Stales, 83 
Fed.CI. 498, 502, 504·506 (2008) (calculating pro­
jected cash flow and noting that past sales are "not 
necessarily the number of sales" that will be made ill 
tlte future). On the night of an election, experts do not 
"project" the percentage of the votes that a candidate 
will receive by simply assuming that the candi­
date*2472 will get the same percentage as he or she 
won in the first few reporting precincts. And sports 
analysts do not project that a team's will11ing per­
centage at the end of a new season will be the same as 
the team's winning percentage last year or the team's 
winning percentage at the end of the first month of 
competition. While a projection takes past events into 
account, adjustments are often made based on other 
factors that may affect the final outcome. See In re 
Kibbe, 361 B.R. 302. 312, n. 9 Osl Cir. nAP 2007) 
(contrasting "multiplied," which "requires only 
mathematical acumen," with "projected," whiclt re­
quires "mathematic acumen adjusted by deliberation 
and discretion"). 

Second, the word "projected" appears in many 
federal statutes, yet Congress rarely has used it to 
mean simple multiplication. For example, the Agri­
cultural Adjustment Act of 1938 defined "projected 
national yield," "projected county yield," and "pro­
jected farm yield" as entailing historical averages 
"adjusted for abnormal weather conditions," "trends 
in yields," and "any significant changes in production 
practices." 7 U.S.C. § 1301Cb)(8)(Bl, (13)(J), (K).flU 

FN3. See also, e.g., 8 U.S.C. § 1364(a), ll1lill. 
(requiring the triennial immigration-impact 
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report to include information "projected for 
the succeeding five-year period, based on 
reasonable estimates substantiated by the 
best available evidence"); to V.S.CA § 
2433a(al(2)(B) (2010 Cum.Supp.) ("pro­
jected cost of completing the [defense ac­
quisition] program based on reasonable 
modification of (cm.ent] requirements"); .!2. 
U.S.c. § 719c(c)(2) (2006 ed.) ("projected 
natnral gas supply and demand"); 25 U.S.C. 
§ 2009(c)(I), Ql (requiring the Director of 
the Office of Indian Education Programs to 
submit an alliuml report containing certain 
projections and "a description ofthe methods 
and fonnulas used to calculate the amounts 
projected"). 

ill By contrast, we need look no fnrther than the 
Bankruptcy Code to see that when Congress wishes to 
mandate simple multiplication, it does so unambigu­
ously-most commonly by using the tenn "multiplied." 
See, e.g., II V.S.C. § 1325(b)(3) ("current monthly 
income, when multiplied by 12"); §§ 704(b)(2), 
707(b)(6), (7)(A) ("m,); § 707(b)(2)(A)(i), (B)(iv) ( 
"multiplied by 60"). Accord, 2 U.S.c. § 58Cb)C1)(B) 
("multiplied by the number of months in such year"); 
5 U.S.C. § 8415(a) ("multiplied by such individual's 
total service"); 42 U,S,C. § 403(0(3) ("multiplied by 
the number of months in such year"). 

Third, pre-BAPCPA case law points in favor of 
the "fonvard-Iooking" approach. Prior to BAPep A, 
the general rule was that courts would multiply a 
debtor's current monthly income by the number of 
months in the commitment period as the first step in 
detennining projected disposable income. See, e.g .. In 
re Killough. 900 F.2d 61, 62-63 (C.A.5 1990) (per 
curiam); In re Anderson. 21 F.3d 355. 357 (CA9 
1994); In re Solomon. 67 F.3d 1128. 1132 CC.AA 
1995). See 2 Lundin § 164.1, at 164-1 (2000 ed.) 
("Most courts focus on the debtor's CUll"ent income 
and extend current income (and expenditures) over the 
life of the plan to calculate projected disposable in­
come"). But courts also had discretion to account for 
known or virtually cel1ain changes in the debtor's 
income. SeeHearh, 182 B.R., at 559-561:Richardson. 
283 B.R .. at 799: In reJames, 260 B.R. 498. 514-515 
(Bkrtcy. Idaho 2001); In re Jobe. 197 B.R. 823. 
826-827 (Bkrtcy.W.D.Tex.1996); In re Crompton, 73 
B.R. 800. 808 (Bkrtcy.E.D.Pa.1987); see also In re 
Schvma, 68 B.R. 52, 63 CBkrtcy.Minn.1985) ("[T]he 

prospect of dividends ... is not so certain as to require 
Debtors or the Court to consider them as regular or 
disposable income"); In re Krull, 54 B.R. 375, 378 
(Bkrtcy.Colo.1985) ("Since there are *2473 no 
changes in income which can be clearly foreseen, the 
Court must simply multiply the debtor's current dis­
posable income b~ 36 in order to determine his 'pro­
jected' income") . .....1 This judicial discretion was well 
documented in contemporary bankruptcy treatises. 
See 8 Collier on Bankruptcy 1 1325.08[4][a], p. 
1325-50 (15th ed. rev.2004) (hereinafter Collier) ("As 
a practical matter, IInless there are changes which call 
be clearly foreseen, the court must simply multiply the 
debtor's known monthly income by 36 and determine 
whether the amount to be paid under the plan equals or 
exceeds that amount" (emphasis added)); 3 W. Nor­
ton. Bankruptcy Law and Practice § 75.10, p. 64 
U2.2!l ("It has been held that the court should focus 
upon present monthly income and expenditures and, 
absent extraordinary circumstances, project these 
current amounts over the life of the plan to determine 
projected disposable income" (emphasis added)); 2 
Lundin § 164.1, at 164-28 to 164-31 (2000 ed.) (de­
scribing how reported decisions treated anticipated 
changes in income, particularly where such changes 
were "too speculative to be projected"); see also In re 
Greer. 388 B.R. 889. 892 (Bkrtcy.C.D.IIl.2008) (" 'As 
a practical matter, unless there are changes which can 
be clearly foreseen, the court must simply multiply the 
debtor's current monthly income by thirty-six' " 
(quoting 5 Collier 1 1325.08[4][a] (15th ed. 
rev.1995))); James, supra. at 514 (same) (quoting 8 
Collier 1 1325.08[4] (a] (15th ed. rev.2000»; 
Crompton, supra, at 808 (same) (citing 5 Collier ~I 
1325.08{4][a], [b], at 1325-47 to 1325-48 (15th 
ed.1986». Accord, 8 Collier 1 1325.08[4][b), at 
1325-60 (15th ed. rev.2007) ("As with the income side 
of the budget, the com1 must simply use the debtor's 
current expenses, ul/less a change in them is virtually 
certain" (emphasis added». Indeed, petitioner COIl­

cedes that com1s possessed this discretion prior to 
BAPCPA Tr. of Oral Arg. 7. 

FN4. When pre-BAPCPA comts declined to 
make adjustments based on possible changes 
in a debtor's future income or expenses, they 
did so because the changes were not suffi­
ciently foreseeable, not because they con­
cluded that they lacked discretion to depart 
from a strictly mechanical approach. In In re 
Solomon. 67 F.3d 1128 (995), for example, 
the Fourth Circuit refused to make such an 

© 2011 Thomson Reuters. No Claim to Orig. US Gov. Works. 
000332  Bankruptcy



Page 9 

130 S.et. 2464, 177 L.Ed.2d 23, 78 USLW 4518, Bankr. L. Rep. P 81,780,10 Cal. DailyOp. Servo 6973, 2010 Daily 
Journal D.A.R. 8299, 22 Fla. L. Weekly Fed. S 427 
(Cite as: 130 S.Ct. 2464) 

adjustment because it deemed disbursements 
from an individual retirement account during 
the plan period to be "speculative" and "hy­
pothetical." ld., at 1132. There is no reason to 
assume that the result would have been the 
same if future disbursements had been more 
assured, That was certainly tme of In re 
Killough. 900 F,2d 61 (1990), in which the 
Fifth Circuit declined to require inclusion of 
overtime pay in projected disposable income 
because it "was not definite enough," Id., at 
Qi;, see also id., at 66 ("[T]here may be in­
stances where income obtained through 
working overtime can and should appropri­
ately be included in a debtor's projected 
disposable income"). See also Education 
Assistance Corp, v. Zellner, 827 F,2d 1222, 
1226 (C.A.8 1987) (affirming bankruptcy 
court's exclusion of future tax retums and 
salary increases from debtor's projected 
disposable income because they were "spec­
ulative"). 

ill Pre-BAPCP A bankruptcy practice is telling 
because we " 'will not read the Bankruptcy Code to 
erode past bankruptcy practice absent a clear indica­
tion that Congress intended such a departure,' " 
travelers Casualty & SurelY Co. of America v, Pacific 
Gas & Elec. Co .. 549 U,S, 443. 454, 127 S,Ct. 1199, 
167 L.Ed.2d 178 (2007); Lamie v. United Stales 
Trustee, 540 U.S. 526, 539, 124 S.et, 1023, 157 
L,Ed.2d 1024 (2004); Cohen v. de la Cruz, 523 U.S. 
213.221, 118 S.Ct. 1212, 140 L.Ed.2d 341 (1998); see 
also Grogan v. Garner. 498 U.S. 279. 290. III S.Ct. 
654. 112 L.Ed.2d 755 (991); Kelly v. Robinson. 479 
U.S. 36,47, 107 S.Ct. 353,93 L.Ed.2d 216 (1986). 
Congress did not amend the term "projected disposa­
ble income" in 2005, and pre-BAPCPA bankrupt­
cy*2474 practice reflected a widely acknowledged 
and well-documented view that courts may take into 
account known or virtually cel1ain changes to debtors' 
income or expenses when projecting disposable in­
come. In light of this historical practice, we would 
expect that, had Congress intended for "projected" to 
carry a specialized-and indeed, unusual-meaning in 
Chapter 13, Congress would have said so expressly. 
Cr., e.g., 26 U.S.C. § 279(c)(3)(A). (B) (expressly 
defining "projected earnings" as reflecting a 3-year 
historical average), 

B 

The mechanical approach also clashes repefltedly 
with the terms of II U.S.C. § 1325. 

First, § I325(b)(I)(B),s reference to projected 
disposable income "to be received in the applicable 
commitment period" strongly favors the for­
ward-looking approach. There is no dispute that re­
spondent would in fact receive far less than $756 per 
month in disposable income during the plan period, so 
petitioner's projection does not accurately reflect 
"income to be received" during that period. See In re 
Nowlin, 576 F.3d 258, 263 (C.A.5 2009). The me­
chanical approach effectively reads this phrase out of 
the statute when a debtor's current disposable income 
is substantially higher than the income that the debtor 
predictably will receive during the plan period. See 
Kawaauhau v. Geiger, 523 U.S. 57.62, 118 S,Ct. 974, 
140 L.Ed.2d 90 (l998) ("[W]e are hesitant to adopt an 
interpretation of a congressional enactment which 
renders superfluous another portion of that same law" 
(internal quotation marks omitted»). 

00 Second, § 1325(b)(l) directs courts to deter­
mine projected disposable income "as of the effective 
date ofthe plan," which is the date on which the plan is 
confinned and becomes binding, see § 1327(£1). Had 
Congress intended for projected disposable income to 
be nothing more than a multiple of disposable income 
in all cases, we see no reason why Congress would not 
have required courts to determine that value as of the 
filing date of the plan. See Fed. Rule Bkrtcy. Proc. 
3015(b) (requiring that a plan be filed within 14 days 
of the filing of a petition), online at http:// www. 
uscouris. gov/ Rules And Policies! Federal Rulemak­
ing! Overview! Bankruptcy Rules. aspx (all Internet 
materials as visited JlI1le 3, 2010, and available in 
Clerk of Court's case file), In the very next section of 
the Code, for example, Congress specified that a 
debtor shall commence payments "not later than 30 
days after the date of the filing of the plan." § 
1326(a)(I) (emphasis added). Congress' decision to 
require coll11s to measure projected disposable income 
"as of the effective date of the plan" is more consistent 
with the view that Congress expected courts to con­
sider postfiling information about the debtor's finan­
cial circumstances. See 545 F.3d, at 1279 
C'[D]etermining whether or not a debtor has commit­
ted all projected disposable income to repayment of 
the unsecured creditors 'as of the effective date of the 
plan' suggests consideration of the debtor's actual 
financial circumstances as of the effective date of the 
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plan"). 

Third, the requirement that projected disposable 
income "will be applied to make payments" is most 
naturally read to contemplate that the debtor will ac­
tually pay creditors in the calculated monthly 
amounts. § I 325(b)(1 )(B). But when, as of the effec­
tive date of a plan, the debtor lacks the means to do so, 
this language is rendered a hollow command. 

c 
Uill The arguments advanced in favor of the 

mechanical approach are unpersuasive.*2475 Noting 
that the Code now provides a detailed and precise 
definition of "disposable income," proponents of the 
mechanical approach maintain that any depmture from 
this method leaves that definition" 'with no apparent 
purpose.' " In re Kagenveama. 541 F.3d 868. 873 
(C.A.9 2008). This argument overlooks the important 
role that the statutory fonnula for calculating "dis­
posable income" plays under the fonvard-Iooking 
approach. As the Tenth Circuit recognized in this case, 
a court taking the fonvard-Iooking approach should 
begin by calculating disposable income, and in most 
cases, nothing more is required. It is only in unusual 
cases that a cOUlt may go further and take into account 
other known or viltually certain information about the 
debtor's future income or expenses.I'NS 

FN5. For the same reason, the phrase "[f]or 
purposes of this subsection" in § 1325(b)(2) 
is not rendered superfluous by the for­
ward-looking approach. 

Petitioner faults the Tenth Circuit for referring to 
a rebuttable "presumption" that the figure produced by 
the mechanical approach accurately represents a 
debtor's "projected disposable income." See 545 F.3d, 
at 1278-1279. Petitioner notes that the Code makes no 
reference to any such presumption but that related 
Code provisions expressly create other rebuttable 
presumptions. See § 707(bl(2)(A)(i) and (8)(i). He 
thus suggests that the Tenth Circuit improperly sup­
plemented the text of the Code. 

The Tenth Circuit's analysis, however. simply 
heeds the ordinary meaning of the term "projected." 
As noted, a person making a projection uses past oc­
currences as a stm1ing point, and that is precisely what 
the Tenth Circuit prescribed. See, e.g., Nowlin, supra, 
at 260,263. 

Petitioner argues that only the mechanical ap­
proach is consistent with § 1l29(a)(15)(B), which 
refers to ''projected disposable income of the debtor 
(as defined in section 1325(b)(2})." This 
cross-reference, petitioner argues, shows that Con­
gress intended for the term "projected disposable 
income" to incorporate, presumably in all contexts, 
the defined term "disposable income." It is evident 
that § 1129(a)(15)(B) refers to the defined term "dis­
posable income," see § 1325(bl(21, but that fact offers 
no insight into the meaning ofthe word "projected" in 
§§ 1129(a)(l5)(B) and 1325(b)Cl)(B). We fail to see 
how that word acquires a specialized meaning as a 
result of this cross-reference-pmiicularly where both 
§§ 1129(a)(15)(B) and 1325(b)(1)(B) refer to pro­
jected disposable income "to be received" during the 
relevant period. See supra, at II. 

Petitioner also notes that § 707 allows courts to 
take "special circumstances" into consideration, but 
that § 1325fb)(3) incorporates § 707 only with respect 
to calculating expenses. See In re Wi/son. 397 B.R. 
299, 314-315 (Bkrtcy.M.D.N.C.20081. Thus, he ar­
gues, a "special circumstances" exception should not 
be inferred with respect to the debtor's income. We 
decline to infer from § 1325's incorporation of § 707 
that Congress intended to eliminate. sub silentio, the 
discretion that courts previously exercised when pro­
jecting disposable income to account for known or 
virtually certain changes. Accord, In re Liverman, 383 
B.R. 604, 613. and n. 15 CBkrtcy.N.J.200Sl. 

D 
illJ In cases in which a debtor's disposable in­

come during the 6-month look-back period is either 
substantially lower or higher than the debtor's dis­
posable income during the plan period, the mechanical 
approach would produce senseless results *2476 that 
we do not think Congress intended. In cases in which 
the debtor's disposable income is higher during the 
plan period, the mechanical approach wO\lld deny 
creditors payments that the debtor could easily make. 
And where, as in the present case, the debtor's dis­
posable income during the plan period is substantially 
lower, the mechanical approach would deny the pro­
tection of Chapter I3 to debtors who meet the chap­
ter's main eligibility requirements. Here, for example, 
respondent is an "individual whose income is suffi­
ciently stable and regular" to allow her "to make 
payments under a plan." § 101(30), and her debts fall 
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below the limits set out in § 109(e). But if the me­
chanical approach were used, she could not file a 
confinnable plrlll. Under § 1325(a)(6), a plan cannot 
be confinned unless "the debtor will be able to make 
all payments under the plan and comply with the 
plan." And as petitioner concedes, respondent could 
not possibly make the payments that the mechanical 
approach prescribes. 

In order to avoid or at least to mitigate the harsh 
results that the mechanical approach may produce for 
debtors, petitioner advances several possible escape 
strategies. He proposes no comparable strategies for 
creditors hanned by the mechanical approach, and in 
any event none of the maneuvers that he proposes for 
debtors is satisfactory. 

Petitioner first suggests that a debtor may delay 
filing a petition so as to place any extraordinary in­
come outside the 6-month look-back period. We see at 
least two problems with this proposal. 

First, delay is often not a viable option for a 
debtor sliding into bankruptcy. 

"Potential Chapter 13 debtors typically find a 
lawyer's office when they are one step from finan­
cial Armageddon: There is a foreclosure sale of the 
debtor's home the next day; the debtor's only car 
was mysteriously repossessed in the dark of last 
night; a garnishment has reduced the debtor's 
take-home pay below the ordinary requirements of 
food and rent. Instantaneous relief is expected, ifnot 
necessary." K. Lundin & W. Brown, Chapter 13 
Bankruptcy § 3.1 [2] (4th ed. rev.2009), http:// 
www.ch13online.com!Subscriber! Chapter_ 13_ 
Bankruptcy_ 4 th_ Lundin_ Brown. htm. 

See also id.. § 38.1 ("Debtor's counsel often has 
little discretion when to file the Chapter 13 case"). 

Second, even when a debtor is able to delay filing 
a petition, such delay could be risky if it gives the 
appearance of bad faith. See 11 U.S.C. § 1325(a)(7) 
(requiring, as a condition of confinnation, that "the 
action of the debtor ill filing the petition was in good 
faith"); see also, e.g., In re Myers, 491 FJd 120. 125 
(C.A.3 2007) (citing" 'the timing ofthe petition' " as 
a factor to be considered in assessing a debtor's com­
pliance with the good-faith requirement). Accord, 

Neufeldv. Freeman. 794 F.2d 149, 153 (C.AA 1986) 
(a debtor's prepetition conduct may inform the court's 
good-faith inquiry). 

2 
I.!B Petitioner next argues that a debtor with 

unusually high income during the 6 months prior to 
the filing of a petition, could seek leave to delay filing 
a schedule of current income (Schedule 1) and then ask 
the bankruptcy court to exercise its authority under §. 
IOI(lOA)(A)(ii) to select a 6-month period that is 
more representative of the debtor's future disposable 
income. We see little merit in this convoluted strategy. 
If the Code required the use of the mechanical ap­
proach in all cases, this strategy would improperly 
undenuine what the Code demands. And if, *2477 as 
we believe, the Code does not insist upon rigid ad­
herence to the mechanical approach in all cases, this 
strategy is not needed. In any event, even if this 
strategy were allowed. it would Ilot help all debtors 
whose disposable income during the plan period is 
sharpl~lower than their previous disposable in­
come. 

FN6. Under 11 U.S.C. § 521(i)(3), a debtor 
seeking additional time to me a schedule of 
income mllst submit the request within 45 
days after filing the petition, and the COUIt 

may not grant an extension of more than 45 
days. 

3 
Petitioner suggests that a debtor ean dismiss the 

petition and refile at a later, more favorable date. But 
petitioner offers only the tepid assurance that courts 
"generally" do not find this practice to be abusive. 
Brief for Petitioner 53. This questionable stratagem 
plainly circumvents the statutory limits on a court's 
ability to shift the look-back period, see Sllpra, at 
2477, and 11. 6, and should give debtors pause.lliZ Cf. 
In re Glenn. 288 B.R. 516. 520 CDkrt­
cy.E.D.TelUl.2002) (noting that cou11s should consid­
er, among other factors, "whether this is the first or [aJ 
subsequent filin[g]" when assessing a debtor's com­
pliance with the good-faith requirement). 

FN7. For example, a debtor otherwise eligi­
ble for Chapter 13 protection may become 
ineligible if"at any time in the preceding 180 
days" "the case was dismissed by the court 
for willful failure of the debtor to abide by 
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orders of the court, or to appear before the 
court in proper prosecution of the case," or 
"the debtor requested and obtained the vol­
untary dismissal of the case following the 
filing of a request for relief from the auto­
matic stay provided by section 362 of this ti­
tle." § 109(g). 

4 
Petitioner argues that respondent might have been 

able to obtain relief by filing under Chapter 7 or by 
converting her Chapter 13 petition to one under 
Chapter 7. The availability of Chapter 7 to debtors like 
respondent who have above-median incomes is lim­
ited. In respondent's case, a presumption of abuse 
would attach under § 707(b)(2)(A)(i) because her 
disposable income, "multiplied by 60," exceeds the 
amounts specified in subclauses (I) and (II). See also § 
707(b)(l) (allowing a court to dismiss a petition filed 
by a debtor "whose debts are primarily consumer 
debts ... if it finds that the granting of relief would be 
an abuse of the provisions of this chapter"); App. 
86-88 ("Notice to Individual Consumer Debtor under 
§ 342M of the Bankruptcy Code") ("If yom income is 
greater than the median income for your state of res­
idence and family size, in some cases, creditors have 
the right to file a motion requesting that the court 
dismiss your case under § 707(b) of the Code"). 
Nevertheless, petitioner argues, respondent might 
have been able to overcome this presumption by 
claiming that her case involves "special circumstanc­
es" within the meaning of § 707(b)(2)(B)(i). Section 
707 identifies as examples of "special circumstances" 
a "serious medical condition or a call or order to active 
duty in the Armed Forces," ibid., and petitioner directs 
us to no alllhority for the proposition that a prepetition 
decline in income would qualify as a "special cir­
cumstance." In any event, the "special circumstances" 
exception is available only to the extent that "there is 
no reasonable alternative," ibid., a proposition we 
reject with our interpretation of § 132S(b)(I) today.M 

FN8. Petitioner also suggests that some 
Chapter 13 debtors may be able to plertd 
"special circumstances" on the expense side 
of the calculation by virtue of BAPCPA's 
incorporation of the Chapter 7 means test 
into Chapter 13. See § 707(b)(2)(ll)(i). (ii). 
This is no help to debtors like respondent, 
whose income has changed but whose ex­
penses are constant. 

*2478 In sum, each of the strategies that peti­
tioner identifies for mitigating the anomalous effects 
of the mechaniCid approach is flawed. There is no 
reason to think that Congress meant for any of these 
strategies to operate as a safety valve for the me­
chanical approach. 

IV 
We find petitioner's remaining arguments un­

persuasive. Consistent with the text of .§...lill and 
pre-BAPCPA practice, we hold that when a bank­
ruptcy court calculates a debtor's projected disposable 
income, the court may account for changes in the 
debtor's income or expenses that are known or virtu­
ally certain at the time of confirmation. We therefore 
affirm the decision ofthe Court of Appeals. 

It is so ordered. 

Justice SCALIA, dissenting. 
The Bankruptcy Code requires a debtor seeking 

relief under Chapter 13, unless he will repay his un­
secured creditors in full, to pay them all of his "pro­
jected disposable income" over the life of his repay­
ment plan. 11 U.S.C. § 132S(b)(1)(B). The Code 
provides a fonnula for "project[ing]" what a debtor's 
"disposable income" will be, which so far as his 
earnings are concerned turns only on his past income. 
The Court concludes that this fornmla should not 
apply in "exceptional cases" where "known or virtu­
ally cel1ain" changes in the debtor's circumstances 
make it a poor predictor. Ante, at 2471. Because that 
conclusion is contrary to the Code's text, I respectfully 
dissent. 

I 
A 

A bankmptcy court callnot confirm a Chapter 13 
plan over the objection of the trustee unless, as of the 
plan's effective date, either (A) the property to be 
distributed on account of the unsecured claim at issue 
exceeds its amount or (B) the "the plan provides that 
all of the debtor's projected disposable income to be 
received in the applicable commitment period begin­
ning on the date that the first payment is due under the 
plan will be applied to make payments to unsecured 
creditors under the plan." § 132S(b)(I)(B). The Code 
does not define "projected disposable income," but it 
does define "disposable income." The next paragraph 
of § 1325(b) provides that "[fJor purposes of this 
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subsection, the term 'disposable income' means cur­
rent monthly income received by the debtor," ex­
cluding certain payments received for child SUpp0I1, 
"less amounts reasonably necessary to be expended" 
on three categories of expenses. § 1325(b)(2). The 
Code in tum defines "current monthly income" as "the 
average monthly income from all sources that the 
debtor receives ... derived during the 6-month period 
ending on" one of two dates. fNI § 1OI(10A)(A). 
Whichever date applies, a debtor's "current monthly 
income," and thus the income component of his 
"disposable income," is a sum certain, a mte fixed 
once for all based on historical figures. 

FNI. If the debtor files a schedule of current 
income, as ordinarily required by .§ 
521(a)(I)(8)0i), then the 6-month period 
ends on the last day of the month preceding 
the date the case is commenced, .§ 
IOI(lOA)(A)(i)-that is, when the petition is 
filed, §§ 301(a), 302(a), 303(b). If the debtor 
does not file such a schedule on time-which 
the bankruptcy court apparently may excuse 
him from doing, § 52l(a)(I)(B)(ii)-the 
6-month period ends on the date the bank­
mptcy court determines the debtor's current 
income. § 101(IOA)(A)(ii). 

*2479 This definition of "disposable income" 
applies to the use of that teml in the longer phmse 
"projected disposable income" in § 1325(b)Cl)(B), 
since the definition says that it applies to subsection 
(b). Cf. § 1129(a)(l5)(B) (referring to "the projected 
disposable income of the debtor (as defined in section 
I 325(b)(2)"). The puzzle is what to make of the word 
"projected." 

In the COllrt's view, this modifier makes all the 
difference. Projections, it explains, ordinarily account 
for later developments, not just past data. Ante, at 
2471 - 2472. ThllS, tne Court concludes, in determin­
ing "projected disposable income" a bankmptcy court 
may depart from § 1325(b)(2)'s inflexible fOIIDula, at 
least in "exceptional cases," to account for "significant 
changes" in the debtor's circumstances, either actual 
or anticipated. Ante, at 2471. 

That interpretationl'Uns aground because it either 
renders superfluous text Congress included or requires 
adding text Congress did not. It would be pointless to 
define disposable income in such detail, based on data 

during a specific 6-month period, if a court were free 
to set the resulting figure aside whenever it appears to 
be a poor predictor. And since "disposable income" 
appears nowhere else in § 1325(b), then unless .§ 
1325(b)(2),s definition applies to "projected disposa­
ble income" in § 1325(b)(l)(B), it does not apply at 
all. 

The Court insists its interpretation does not render 
§ 1325(b)(2),s incOlvoration of "current monthly in­
come" a nullity: A bankmptcy court must still begin 
with that figure, but is simply free to fiddle with it if a 
"significant" change in the debtor's circumstances is 
"knowtl or vh1ually certain." Ante, at 2471, 2474 -
2475. That conshuction conveniently avoids super­
fluity, but only by utterly abandoning the text the 
Court purports to constme. Nothing in the text sup­
ports treating the definition of disposable income 
Congress supplied as a suggestion. And even if the 
word "projected" did allow (or direct) a court to dis­
regard § 1325(b)(2),s fixed fonnula and to consider 
other data, there would be no basis in the text for the 
restrictions the Court reads in, regarding when and to 
what extent a court may (or must) do so. If the statute 
authorizes estimations, it authorizes them in evelY 
case, not just those where changes to the debtor's 
income are both "significant" and either "known or 
virtually certain." Ibid. If the evidence indicates it is 
merely more likely than not that the debtor's income 
will increase by some minimal amount, there is no 
reading of the word "projected" that permits (or re­
quires) a court to ignore that change. The Court, in 
short, can arrive at its compromise constmction only 
by rewriting the statute. 

8 
The only reasonable reading that avoids deleting 

words Congress enacted, or adding others it did not, is 
this: Setting aside expenses excludable under .§ 
1325(b)(2)(A) and (B), which are not at issue here, a 
court must calculate the debtor's "projected disposable 
income" by multiplying his current monthly income 
by the number of months in the "applicable commit­
ment period." The word "projected" in this context, I 
agree, most sensibly refers to a calculation, prediction, 
or estimation of future events, see Brief for United 
States as Amiclls Curiae 12-13 (collecting dictionaty 
definitions); see also Webster's New International 
Dictionary 1978 (2d ed.1957). But one assuredly can 
calculate, predict, or estimate fuhlre figures based on 
the past. And here Congress has commanded that a 
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specific historical figure shall be the basis for the 
projection. 

"'2480 The Court rejects this reading as unrealis­
tic. A projection, the Court explains, may be based in 
part on past data, but "adjustments are often made 
based on other factors that may affect the final out­
come." Ante, at 2472. Past performance is no guar­
antee of future results. No gambler would bet the farm 
using "project{ions]" that are based only on a football 
team's play before its star quarterback was injured. 
And 110 pundit would keep his post if he "projected" 
election results relying only on prior cycles, ignoring 
recent polls. So too, the Court appears to reason, it 
makes no sense to say a court "project{ s]" a debtor's 
"disposable income" when it considers only what he 
earned in a specific 6-month period in the past. Ante, 
at 2471 - 2472. 

Such analogies do not establish that carrying 
cunent monthly income forward to determine a debt­
or's future ability to pay is not a "projection." They 
show only that relying exclusively on past data for the 
projection may be a bad idea. One who is asked to 
predict future results, but is armed with no other in­
formation than prior performance, can still make a 
projection; it may simply be off the mark. Congress, of 
course, could have tried to prevent that possibility by 
prescribing, as it has done in other contexts, that a 
debtor's projected disposable income be determined 
based on the "best available evidence," 8 U.S.C. § 
I 364(c)(2), or "any ... relevant information," 25 
U.S.c. § 2009(c)(I). But it included no such pre­
scription here, and instead identified the data a court 
should consider. Perhaps Congress concluded that 
other information a bankruptcy court might consider is 
too uncertain or too easily manipulated. Or perhaps it 
thought the cost of considering such infOimalion 
outweighed the benefits. Cf. 7 U.S.C. § 
130Hbl(13)CJ)-(M} (requiring national and local 
"projected" yields of various crops to be adjusted only 
for abnormal weather, trends in yields, and production 
practices, apparently to the exclusion of other pre­
sumably relevant variables such as a sudden increase 
or decrease in the number of producers, farm subsi­
dies, etc.). In all events, neither the reasons for nor the 
wisdom of the projection method Congress chose has 
any bearing on what the statute means. 

The Court contends that if Congress really meant 
courts to multiply a static figure by a set number of 

months, it would have used the word "multiplied," as 
it has done elsewhere-indeed, elsewhere in the same 
subsection, see, e.g., 11 U.s.C. § 1325(b)(3)-instead 
of the word "projected." fill Ante, at 2472. I do not 
dispute that, as a general matter, we should presume 
that Congress does not ordinarily use two words in the 
same context to denote the same thing. But ifforced to 
choose between (A) assuming Congress enacted text 
that serves no purpose at all, (B) ascribing an un­
heard-of meaning to the word ''projected'' (loaded 
with made-to-order restrictions) simply to avoid un­
desirable results, or (C) assuming Congress employed 
synonyms to express a single idea, the last is obvi­
ously the least evil. 

FN2. Of course, since the number of months 
in the commitment period may vary, Con­
gress could not simply have substituted a 
single word, but would have had to write 
"disposable income multiplied by the number 
of months in the applicable commitment pe­
riod" 01' some such phrase. 

In any event, we are not put to that choice here. 
While under my reading a com1 must detemline the 
income half of the "projected disposable income" 
equation by multiplying a fixed number, that is not 
necessarily hue of the expenses excludable under §. 
1325(b)(2)(A) and CB). Unlike the *2481 debtor's 
current monthly income, none of tlie three types of 
expenses-payments for the support of the debtor and 
his dependents, charitable contributions, and expenses 
to keep an existing business above water-is explicitly 
defined in terms of historical figures (at least for 
debtors with incomes below the state median). The 
first of those cannot possibly (in many cases) be de­
tennined based on the same 6-month period from 
which current monthly income is derived,FNl and the 
texts of the other two are consistent with detennining 
expenses based on expectations. See §. 
1325(b)(2)(A)(ii) (charitable expenses to qualified 
entities limited to "15 percent of gross income of the 
debtor for the year in which the contributions are 
made"); § 1325(b)(2)(B) ("expenditures necessmy for 
tne continuation, preservation, and operation" of a 
business in which the debtor is engaged). 

FN3. For a debtor whose income is below the 
state median, excludable expenses include 
domestic-support obligations "that first be­
com{e] payable after the date the petition is 
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filed," § 1325(b)(2)(A)(i)-that is, after the 
six-month window relevant to the debtor's 
current monthly income has closed (nnless 
the debtor does not file a current-income 
schedule), see § 101(1OA)(A)(il. 

In short, a debtor's projected disposable income 
consists of two parts: one (current monthly income) 
that is fixed once for all based on historical data, and 
another (the enumerated expenses) that at least argu­
ably depends on estimations of the debtor's future 
circumstances. The statute thus requires the court to 
predict the difference between two figures, each of 
which depends on the duration of the commitment 
period, and one of which also turns partty on facts 
besides historical data. In light of all this, it seems to 
me not at all unusual to describe this process as pro­
jection, not merely multiplication. 

C 
The Conrt's remaining arguments abont the stat­

ute's meaning are easily dispatched. A "mechanical" 
reading of projected disposable income. it contends, 
renders superfluous the phrase "to be received in the 
applicable commitment period" in § 1325(b)(J)(B). 
Ante, at 2474. Not at all. That phrase defines the pe­
riod for which a debtor's disposable income must be 
calculated (i.e., the period over which the projection 
extends), and thus the amount the debtor must ulti­
mately pay his unsecured creditors. 

Similarly insubstantial is the COUl1's claim re­
garding the requirement that the plan provide that the 
debtor's projected disposable income "will be applied 
to make payments" toward unsecured creditors' 
claims, § 1325Cb)(I)(Bl. The Court says this re­
quirement makes no sense unless the debtor is actually 
able to pay an amount equal to his projected disposa­
ble income. Ante, at 2474 - 2475. But it makes no 
sense only if one assumes that the debtor is entitled to 
confirmation in the first place; and that assumption is 
wrong. The requirement that the debtor pay at least his 
projected disposable income is a prerequisite to con­
finnation. The "will be applied" proviso does not 
require a debtor to pay what he cannot; it simply 
withholds Chapter 13 relief when he cannot pay. 

The Court also argues that § 1325(bl(1)'s di­
rective to determine projected disposable income "as 
of the effective date of the plan" makes no sense if 
mere multiplication of existing numbers is required. 

Ante, at 2474 - 2475. As I have explained, however, 
"projected disposable income" may in some cases 
require more than multiplication (as to expenses), and 
the estimations involved may vary from the date of the 
plan's filing until the date it *2482 takes effect. 
Moreover, the provision also applies to the alternative 
avenue to confirmation in § 1325(b)(l)(A), which 
requires that "the value of the property to be distrib­
uted under the plan" to an unsecured creditor equals or 
exceeds the creditor's claim. As to that requirement, 
the effective-date requirement makes perfect sense. 

Text aside, the Court also observes that Circuit 
practice prior to the Bankruptcy Abuse Prevention and 
Consumer Protection Act of 2005 (BAPCPA), 119 
Stat. 23, aligns with the atextual approach the Court 
adopts today. Ante, at 2472 - 2474. That is unsurpris­
ing, since the prior version of the relevant provisions 
was completely consistent with that approach. The 
Court is correct that BAPCP A "did not amend the 
term 'projected disposable income,' " ante, at 2473. 
But it did amend the definition of that term. Before 
2005, § 1325(b)(2) defined "disposable income" 
simply as "income which is received by the debtor and 
which is not reasonably necessary to be expended" on 
the same basic types of expenses excluded by the 
current statute. § 1325(9)(2) (2000 ed.). Nothing in 
that terse definition compelled a court to rely exclu­
sively on past data, let alone a specific 6-month peri­
od. But in BAPCPA-the same Act in which Congress 
defined "current monthly income" in §. 
101(IOAl(A)-Congress redefined "disposable in­
come" in § 1325(b)C2) to incorporate that back­
ward-looking definition. See Pub.L. 109-8, § 102(b), 
(h), 119 Stat. 32-34. Given these significant changes, 
the fact that the Court's approach confonns with 
pre-BAPCPA practice not only does not recommend 
it, see e.g., Pennsylvania Dept. o{Public Welfare v. 
Davenport, 495 U.S. 552, 563-564, 110 S.Ct. 2126, 
109 L.Ed.2d 588 (1990), but renders it suspect. 

II 
Unable to assemble a compelling case based on 

what the statute says, the Court falls back on the 
"senseless results" it would produce-results the COUlt 
"do [es} not think Congress intended." Ante, at 2475 -
2476. Even if it were true that a "mechanical" reading 
resulted in undesirable outcomes, that would make no 
difference. Lewis v. Chicago, 560 U.S. m_, un, 130 
S.Ct. 2191. un, nu L.Ed.2d m_ (2010) (slip op .. at 
ill For even assuming (though I do not believe it) 
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that we could know which results Congress thought it 
was achieving (or avoiding) apart from the only con­
gressional expression of its thoughts, the text, those 
results would be entirely irrelevant to what the statute 
means. 

In any event, the effects the Court fears are nei­
ther as inevitable nor as "senseless" as the Court por­
trays. The Comi's first concern is that if achml or 
anticipated changes in the debtor's earnings are ig­
nored, then a debtor whose income increases after the 
critical6-month window will not be required to pay all 
he can afford. Ante, at 2475 - 2476. But as Lanning 
points out, Brief for Respondent 22-23, Chapter 13 
authorizes the Bankruptcy Court, at the request of 
unsecured creditors, to modifY the plan "[ ajt any time 
after confirmation" to "increase ... the amount of 
payments" on a class of claims or "reduce the time for 
such payments." § 1329(a)(l)-(2) (2006 ed.). The 
COlni offers no explanation of why modification 
would not be available in such instances, and suffi­
cient to resolve the concenl. 

The Court also cringes at the prospect that a 
debtor whose income suddenly declines after the 
6-month window or who, as in this case, receives a 
one-off windfall during that window, will be barred 
from Chapter 13 relief because he will be unable to 
devote his "disposable income" (which turns on his 
prior earnings) to paying his unsecured creditors going 
forward. Ante. *2483 at 2475 - 2476. At least for 
debtors whose circumstances deteriorate after con­
firmation, however, the Code already provides an 
answer. Just as a creditor can request an upward 
modification in light of postconfirmation develop­
ments, so too can a debtor ask for a downward ad­
justment. § 1329(a). C[ § 1329(b)(l) (requiring that 
modifications meet requirements of §§ 1322(aHb), 
1323(c), and 1325(a), but not § 1325Cb)). 

Moreover, even apart from the availability of 
lllodification it requires little imagination to see why 
Congress might want to withhold relief from debtors 
whose situations have suddenly deteriorated (after or 
even toward the end of the 6-month window), or who 
in the midst of dire straits have been blessed (within 
the 6-month window) by an influx of unusually high 
income. Bankmptcy protection is not a birthright, and 
Congress could reasonably conclude that those who 
have just hit the skids do not yet need a reprieve from 
repaying their debts; perhaps they will recover. And 

perhaps the debtor who has received a one-time bonus 
will thereby be enabled to stay afloat. How long to 
wait before throwing the debtor a lifeline is inherently 
a policy choice. Congress confined the calculation of 
cunent monthly income to a 6-month period (ordi­
narily ending before the case is commenced), but it 
could have picked 2 or 12 months (or a different end 
date) instead. Whatever the wisdom of the window it 
chose, we should not assume it did not know what it 
was doing and accordingly refuse to give effect to its 
words. 

Even if one insists on making provision for such 
debtors, the Comi is wrong to write off four alterna­
tive strategies the tmstee suggests, Brieffor Petitioner 
50-54: 

• Presumably some debtors whose income has 
only recently been reduced, 01' who have just received 
a jolt that causes a temporary uptick in their average 
income, can delay filing a Chapter 13 petition until 
their "current monthly income" catches up with their 
present circumstances. The Court speculates that de­
lay might "giv[ej the appearance of bad faith," allfe, at 
2476 (citing § 1325(a)(7», but it offers no explanation 
of why that is so, and no authority supporting it.B:H 

FN4. Neither of the two Court of Appeals 
cases the Court cites- In re Myers. 491 F.3d 
120. 125 (C.A.3 2Q07)' and Neufeld V. 

Freeman, 794 F.2d 149. 153 (C.A.4 
1986)-involved a debtor's delaying his peti­
tion until his circumstances would permit the 
court to confirm a repayment plan. 

• Even ifbad faith were a real worry, or if it were 
essential to a debtor's prospects that he invoke § 362's 
automatic stay immediately, the debtor might ask the 
banktuptcy court to excuse him from filing a statement 
of current income, so that it detelmines his "cllo-ently 
monthly income" at a later date. See .§ 
101(IOA)(A){ii). The Court dismisses this alternative, 
explaining that if the Code requires a mechanical 
approach this solution would "improperly undermine" 
it, and if the Code allows exceptions for changed 
circumstances the solution is unnecessary. Ante. at 
2476 - 2477. The second premise is correct, but the 
first is not. Congress does not pursue its purposes at all 
costs. Rodriguez V. United States, 480 U.S. 522. 
525-526.107 S.C!. 1391, 94 L.Ed.2d 533 (1987) (per 
curiam). Here it may have struck the vely balance the 
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COlU1 thinks critical by creating a fixed fonnula but 
leaving leeway as to the time to which it applies.FNs 

FN5. The Court observes that not every 
debtor will benefit from this exception, aflle, 
at 2476 - 2477, and n. 6, since § 521(i)(3) 
provides that a bankmptcy court may not 
grant a request (which may be made after the 
deadline for filing the current-income 
schedule) for an extension of more than 45 
days to file such a schedule. But the statute 
appears to assume that a court may excuse 
the filing of such a schedule altogether: A 
debtor is required to file a schedule in the 
first instance "unless the court orders other­
wise," § 521(a)(I)(8) (emphasis added). And 
§ lOHlOA)(A)(ii)'s provision ofa method for 
calculating current monthly income "if the 
debtor does not file the schedule of current 
income required by section 52I(a)(l)(B)(ii)" 
makes little sense unless a court can excuse 
the failure to do so, since an unexcused fail­
ure to do so would be a basis for dismissing 
the case, see § 521(i). Allowing com1s to 
excuse such schedules does not render su­
perfluous § 521(O(3)'s authorization for lim­
ited extensions, since that applies to exten­
sions sought up to 45 days after the filing 
deadline, whereas § 521(a)(1)(8) seems to 
apply only before the deadline. 

*2484 • A debtor who learns after filing that he 
will be unable to repay his full projected disposable 
income might also be able to dismiss his case and 
refire it later. § i307(b). The Com1 worries that this 
altemative also might be deemed abusive,~ain with 
no pertinent authority for the speculation. Its con­
cern is based primarily on its belief that this "cir­
cumvents the statutory limits 011 a court's ability to 
shift the look-back period." Ante, at 2477. That belief 
is mistaken, both because the Court exaggerates the 
statutory limitations on adjusting the look-back peri­
od, and because,just as it does 1I0t defeat the dispos­
able-income fornmla's rigidity to allow adjustments 
regarding the time of determining that figure, it would 
not undermine the limitations on adjustment applica­
ble in a pending cflse to allow the debtor to dismiss and 
refile. tlfl 

FN6. The sole authority the Court supplies-a 
single Bankruptcy Court decision predating 

BAPCPA-provides no s1lPPo11. See In re 
Glenn. 288 B.R. 516. 519-521 (Bkrt­
cY.E.D,TeIlll.2002). Although acknowledg­
ing that "[m]ultiple filings by a debtor are 
not, ill and of themselves, improper," the 
court did note that "whether this is the first or 
subsequent filin[g]" by the debtor is one 
among the "totality of the circumstances" to 
be considered in a good-faith analysis.ld .. at 
520 (internal quotation marks omitted). The 
debtor in the case at hand had filed three 
previous Chapter 13 petitions, "each on the 
eve of a scheduled foreclosure," and ac­
cording to the court "never had any intentiOll 
of following through with any of the Chapter 
13 cases," but had used the bankruptcy pro­
cess "to hold (his creditor] hostage, while 
remaining in his residence without paying for 
it." Id., at 520-521. 

FN7. The Court also notes that the Code 
precludes a debtor who has had a case 
pending in the last 180 days from refiling if 
his prior case was dismissed because he 
willfully failed to obey the court's orders or 
to appear before the COllft, § 1 09(g)(I), or if 
he voluntarily dismissed the prior suit "fol­
lowing the filing of a request for relief from 
the automatic stay" under § 362, § 109(g)(2). 
Ante, at 2477, n. 7. But the Court does not 
explain why these ban-iers have any bearing 
on whether refiling for ballklllptcy would be 
abusive when the ban-iers do not apply. 

• A debtor unable to pursue any of these avenues 
10 Chapter 13 might still seek relief under Chapter 7. 
The Court declares this cold comfort, noting that some 
debtors-including Lanning-will have incomes too 
high to qualifY for Chapter 7. Ante, at 2477 - 2478. 
Some such debtors, however, may be able to show 
"special circlUllstances," § 707(b)(2)(B), and still take 
advantage of Chapter 7. Aside from noting the ab­
sence of authority on the issue, the Court's answer is 
unsatisfYingly circular: It notes that the spe­
cial-circumstances exception is available only if the 
debtor has "no reasonable alternative," .§. 
707(b)(2)(B)(i), which will not be true after today 
given the Court's holding that banklllptcy com1s can 
consider changes in a debtor's income. As for those 
who cannot establish special circumstances, it is hard 
to understand why there is cause for concern. COll-
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gress has evidently concluded that such debtors do 1I0t 
need the last-ditch relief of liquidation, and that they 
are not suitable candidates for repaying their debts (at 
least in part) under Chapter 13's *2485 protective 
umbrella. We have neither reason nor warrant to se­
cond-guess either determination . 

... 
Underlying the Comt's interpretation is an un­

derstandable urge: Sometimes the best reading of a 
text yields results that one thinks must be a mistake, 
and bending that reading just a little bit will allow all 
the pieces to fit together. But taking liberties with text 
in light of outcome makes sense only if we assume 
that we know better than Congress which outcomes 
are mistaken. And by refusing to hold that Congress 
meant what it said, but see Connecticut Nat. Bank V. 

Germain, 503 U.S. 249, 253-254. 112 S.Ct. 1146. 117 
L.Ed.2d 391 (992), we deprive it of the ability to say 
what it means in the future. It may be that 110 inter­
pretation of § 1325(b)(I)(B) is entirely satisfying. But 
it is in the hard cases, even more than the easy ones, 
that we should faithftilly apply our settled interpretive 
principles, and trust that Congress will correct the law 
if what it previously prescribed is wrong. 

I respectfully dissent. 

U.S.,2010. 
Hamilton v. Lanning 
130 S.Ct. 2464, 177 L.Ed.2d 23, 78 USLW 4518, 
Bankr. L. Rep. P 81,780, 10 Cal. Daily Op. Servo 
6973, 2010 Daily Journal D.A.R. 8299,22 Fla. L. 
Weekly Fed. S 427 
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H 
Supreme Court of the United States 

Jason M. RANSOM, Petitioner 
v. 

FIA CARD SERVICES, N.A., fka MBNA America Bank, 
NA 

No. 09-907. 
Argued Oct. 4, 2010. 

Decided Jan. 11, 20 I I. 

Background: Unsecured creditor objected to confinnatioll 
of above-median-income Chapter 13 debtor's proposed 
plan as not satisfYing the Bankruptcy Code's "projected 
disposable income" requirement. The United States 
Bankruptcy Court for the District of Nevada, Bruce A. 
Markell, J., entered order sustaining creditor's objection, 
and debtor appealed. The Bankmptcy Appellate Panel 
(BAP), Dunn, J., 380 B.R. 799, affirmed, and debtor ap­
pealed. The Court of Appeals for the Ninth Circuit, Trott, 
Circtlit Judge, 577 FJd 1026, affirmed. Certiorari was 
granted. 

Holdings: The Supreme Court, Justice Kagan, held that: 
ill a debtor who does not mllke 10lln or lease payments 
mlly not tllke the car-ownership deduction in calcuillting 
his projected disposllble income under the means test, 
abrogating In re Washburn. 579 F.3d 934. In re Tale, 571 
II.3d 423. and In re Ross-Tousey, 549 F.3d 1148. and 
ill the car-ownership clltegory encompasses the costs of a 
Cllr 10llll or lease and nothing more. 

Affirmed. 

Justice Scalill filed a dissenting opinion. 

West Headnotes 

ill Bankruptcy 51 ~022 

2l Bllnkruptcy 
ill In Geneml 

511(B) Constitutional and Statutory Provisions 
51k2021 Construction and Opemtion 

51k2022 k. Purpose. Most Cited Cases 

Congress enacted the Bankruptcy Abuse Prevention 
and Consumer Protection Act (BAPCPA) to coned per­
ceived abuses of the bllnkluptcy system. 

ill Bankruptcy 51 ~264(1) 

2l Bankmptcy 
SHU The Case 

Action 

5IIII(C) Voluntary Cases 
51k2259 Dismissal 

51k2264 Proceedings; Motion or Sua Sponte 

51k2264(l) k. In geneml. Most Cited 

Bankruptcy 51 ~370S 

2l Bankruptcy 
51XVIII Individual Debt Adjustment 

51k3704 Plan 
Slk3705 k. Cillims and assets; propriety and 

feasibility in general. Most Cited Cases 

In enacting the Bankruptcy Abuse Prevention and 
Consumer Protection Act (BAPCPA), Congress adopted 
the means test to help ensure that debtors who can pay 
creditors do pay them. II U.S.C.A. §§ 707Cb)(2),.l.ll.W;U. 

ill Bankruptcy 51 G:wJ705 

Jl Bankmptcy 
51XVIII Individual Debt Adjustment 

Slk3704 Plan 
51k3705 k. Claims and assets; propriety and 

feasibility in general. Most Cited Cases 

Bankruptcy 51 ~713 

Jl Bankmptcy 
51XVIII Individual Debt Adjustment 

51k3704 Plan 
51k3713 k. Time for completion; extension or 

modification. Most Cited Cases 

In Chapter 13 proceedings, the "means test" provides 
a fonnula to calculate a debtor's projected disposable in-
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come, which the debtor must devote to reimbursing cred­
itors under a court-approved plan generally lasting from 
three to five years. 11 U.S.C.A. § 1325(b)(l)(B), J:!llill.. 

Hl Bankruptcy 51 ~251 

51 Bankmptcy 
51 III The Case 

51I1I(C) Voluntary Cases 
SIk22S1 k. In general. Most Cited Cases 

Bankruptcy 51 ~3441 

.ll Bankruptcy 
SIXI Liquidation, Distribution, and Closing 

SIk3441 k. In general. Most Cited Cases 

Individuals who file for bankmptcy relief lUlder 
Chapter 7 liquidate their nonexempt assets. rather than 
dedicate their future income, to repay creditors. 11 
U.S.C.A. §§ 704(a)(1), 726. 

ill Bankruptcy 51 ~264(1) 

.ll Bankmptcy 
SI III The Case 

Action 

S IIII(C) Voluntary Cases 
SIk22S9 Dismissal 

SIk2264 Proceedings; Motion or Sua Sponte 

SIk2264(l) k. In general. Most Cited 

If a Chapter 7 petition discloses that the debtor's dis­
posable income as caLculated by the means test exceeds a 
certain threshold, the petition is presumptively abusive. 11 
U.S.c.A. § 707(b)(2)(A)(i). 

W Bankruptcy 51 ~264(1) 

.ll BanklUptcy 
SUU The Case 

Action 

51III(C) VoluntalY Cases 
51k22S9 Dismissal 

51k2264 Proceedings; Motion or Sua Sponte 

SIk2264(l) k. In general. Most Cited 

Bankruptcy 51 €=-z332 

21 Bankruptcy 
SlIU The Case 

SlIII(O) Conversion 
51k2332 k. Conversion to debt adjustment. Most 

Cited Cases 

If a Chapter 7 debtor cannot rebut the presumption of 
abuse, the court may dismiss the case or, with the debtor's 
consent, convel1 it into a Chapter 13 proceeding. 11 
V.S.C.A. § 707(b)(l). 

ill Bankruptcy 51 ~705 

21 Bankruptcy 
SIXVIII Individual Debt Adjustment 

5Ik3704 Plan 
51k3705 k. Claims and assets; propriety and 

feasibility in general. Most Cited Cases 

Under the Bankruptcy Code, a Chapter 13 debtor's 
"disposable income" is "current monthly income" less 
"amounts reasonably necessary to be expended" for 
"maintenance 01' SUIJport," business expenditures, and 
certain charitable contributions. II V.S.C.A. § 
1325(b)(2)(A)(i, ii). 

W Bankruptcy 51 ~705 

21 Bankruptcy 
SIXVIII Individual Debt Adjustment 

51k3704 Plan 
51k3705 k. Claims and assets; propriety and 

feasibility in general. Most Cited Cases 

For a Chapter 13 debtor whose income is above the 
median for his state. the means test identifies which ex­
penses qualify as "amounts reasonably necessary to be 
expended," thereby supplanting the pre-Bank11lptcy Abuse 
Prevention and Consumer Protection Act (BAPCP A) 
practice of calculating debtors' reasonable expenses on a 
case-by-case basis. which led to varying and often incon­
sistent determinations. 11 V.S.C.A. §§ 707Cb)(2), 132S(b ). 

121 Bankruptcy 51 ~705 

21 Bankruptcy 
51XVIII Individual Debt Adjustment 

SIk3704 Plan 

@2011 Thomson Reuters. No Claim to Orig. US Gov. Works. 

000345  Bankruptcy



Page 3 

131 S.Ct. 716, 79USLW 4020, Bankr. L. Rep. P 81,914, II Cal. DailyOp. Servo 4S9, 2011 Daily JournaID.A.R. S09, 
22 Fla. L. Weekly Fed. S 737 
(Cite as: 131 S.Ct. 716) 

SIk370S k. Claims and assets; propriety and 
feasibility in general. Most Cited Cases 

Under the means test, an above~median-income 
Chapter 13 debtor calculating his "reasonably necess81y" 
expenses is directed to claim allowances for defined living 
expenses, as well as for secured and priority debt. 11 
U.S.CoA. §§ 707(b)(2)(A)(ii~iv), 132S(b). 

!!ill Bankruptcy 51 ~02I.l 

II Bankmptcy 
SII In General 
- 511(B) Constitutional and Statutory Provisions 

51k2021 Constmction and Operation 
SIk2021.1 k. In general. Most Cited Cases 

Court's interpretation of the Bankruptcy Code starts 
where all such inquiries must begin: with the language of 
the statute itself. 

I!ll Bankruptcy 51 ~705 

II Bankmptcy 
51XVIII Individual Debt Adjustment 

51k3704 Plan 
51k3705 k. Claims and assets; propriety and 

feasibility in general. Most Cited Cases 

Above-median~income Chapter 13 debtor who does 
not make loan or lease payments may not take the 
car-ownership deduction in calculating the projected dis~ 
posable income that must be devoted to the payment of 
unsecured creditors, in order for the bankruptcy court to 
confirm, over an unsecured creditor's objection, a plan that 
provides for less than a 100% dividend on unsecured 
claims; abrogating In re Washburn. 579 FJd 934. In re 
Tale, S71 F.3d 423. and In re Ross-Tousev. 549 F.3d 1148. 
11 U.S.C.A. 66 707(b)(2)(A)(ij)(I), 1325(b). 

.l!1l Bankruptcy 51 ~021.1 

2.1 Bankruptcy 
511 In General 

511(B) Constitutional and Statutory Provisions 
Slk2021 Constmction and Operatioll 

51k2021.I k. In general. Most Cited Cases 

Where the Bankruptcy Code does not define a tenn, 
cou11s look to the ordinary meaning of the tenn. 

Il.Jl Bankruptcy 51 ~3705 

II Bankruptcy 
51XVIII Individual Debt Adjustment 

51k3704 Plan 
5!k3705 k. Claims and assets; propriety and 

feasibility in general. Most Cited Cases 

Expense amount is "applicable," within the plain 
meaning of the section of the Bankruptcy Code setting 
forth the "means test" used in calculating a debtor's pro­
jected disposable income, when it is appropriate, relevant, 
suitable, or fit. II U.S.CoA. §6 707(b)(2)(A)(ii)(I), 

llliilil· 

illl Statutes 361 ~06 

361 Statutes 
-361 VI Constlllction and Operation 

36IVJ(Al General Rules of Construction 
361k204 Statute as a Whole, and Intrinsic Aids 

to Construction 
361k206 k. Giving effect to entire statute. 

Most Cited Cases 

Each word in a statute should cany meaning. 

!!.§l Bankruptcy 51 ~2264(1) 

2.1 Bankruptcy 
51 III The Case 

Action 

51IIUC) Volunlmy Cases 
51k2259 Dismissal 

51k2264 Proceedings; Motion or Sua Sponte 

51k2264(1) k. In general. Most Cited 

Bankruptcy 51 €==3705 

2.1 Bankruptcy 
SlXVIII Individual Debt Adjustment 

51k3704 Plan 
51k3705 k. Ch\ims and assets; propriety and 

feasibility in general. Most Cited Cases 

Congress intended the means test to approximate the 
debtor's reasonable expenditures on essential items. il 
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U.S.C.A. §§ 707(b)(2), ill.iChl. 

ll&l Bankruptcy 51 ~705 

,ll Bankl1lptcy 
51XVIII Individual Debt Adjustment 

SIk3704 Plan 
Slk370S k. Claims and assets; propriety and 

feasibility in gelleral. Most Cited Cases 

Because tlte means test does not apply 10 Chapter 13 
debtors whose incomes are below the median, those debt­
ors musl prove on a case-by-case basis that each claimed 
expense is reasonably necessary. II U.S.C.A. §§ 

707(bl(21. 1325(bl(2). (3). 

I!1l Bankruptcy 51 ~264(1) 

i! Bankmptcy 
S1In The Case 

Action 

SIlII(C) Voluntary Cases 
51k22S9 Dismissal 

5 1k2264 Proceedings; Motion or Sua Sponte 

S J k2264(I) k. In general. Most Cited 

Bankruptcy 51 ~3705 

g Bankluptcy 
SIXVIII Individual Debt Adjustment 

51k3704 Plan 
SIk370S k. Claims and assets; propriety and 

feasibility in general. Most Cited Cases 

Congress designed the means lest to measure debtors' 
disposable income and, in that way, to ensure that debtors 
repay creditors the maximum they can afford. II V.S.C.A. 
§§ 707(b)(2). illWl). 

Ill.l Bankl'uptcy 51 ~705 

.i! Bankruptcy 
51XVIII Individual Debt Adjustment 

51k3704 Plan 
51k370S k. Claims and assets; propriety and 

feasibility in general. Most Cited Cases 

For purposes of the means test used in calculating a 

debtor's projected disposable income, the car-ownership 
category of the Internal Revenue Service's (IRS's) Local 
Standards encompasses the costs of a car loan or lease and 
nothing more. II V.S.C.A. §§ 707(b)(2){A)(ii)(J), 132S(b). 

.l!2l Bankruptcy 51 C:w3705 

.i! Bankruptcy 
51XVIII Individual Debt Adjustment 

5lk3704 Plan 
51k370S k. Claims and assets; propriety and 

feasibility in general. Most Cited Cases 

For purposes of the means test used in calculating a 
debtor's projected disposable income, the operating-costs 
category of the Internal Revenue Service's (IRS's) Local 
Standards includes payments for vehicle insurance, 
maintenance, fuel, state and local registration, required 
inspection, parking fees, tolls, and driver's license. 11 
V.S.C.A. §§ 707(bl(2)(A)(ii)(I), 132S(b). 

IM!l Bankruptcy 51 C:w3705 

~ Bankruptcy 
51XVIII Individual Debt Adjustment 

SIk3704 Plan 
SIk370S k. Claims and assets; propriety and 

feasibility in general. Most Cited Cases 

For purposes of the means test used in calculating a 
debtor's projected disposable income, taxes associaled 
with car ownership are categorized by the Internal Reve­
nue Service (IRS) as an "Other Necessary Expens[ ej," for 
which a debtor may take a deduction. 11 U.S.C.A. §§ 
707(b)(Z)(A)(ii)(I), 132S(b)' 

Illl Bankruptcy 51 ~3705 

~ Bankl1lptcy 
51XVIII Individual Debt Adjustment 

51k3704 Plan 
51k370S k. Claims and assets; propriety and 

feasibility in general. Most Cited Cases 

For purposes of the means test used in calculating a 
debtor's pmjected disposable income, a debtor who owns a 
car free and clear is entitled to claim the "Operating Costs" 
deduction for all the expenses of driving, even though such 
a person is nol entitled to claim the "Ownership Costs" 
deduction. II U.S.CA §§ 707(b)(2)(A)(ii)(Il, 1325(b)(2). 
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~ Bankruptcy 51 ~705 

,il Bankl1lptcy 
SlXVIII Individual Debt Adjustment 

SIk3704 Plan 
51k370S k. Claims and assets; propriety and 

feasibility in general. Most Cited Cases 

Although the Bankruptcy Code does not incorporate 
the Intemal Revenue Service's (IRS's) Collection Financial 
Standards, that is, the explanatory guidelines to the IRS's 
National and Local Standards tables, courts may consult 
the guidelines in interpreting the Standards, for purposes of 
the means test used in calculating a debtor's projected 
disposable income, though the guidelines cannot control if 
they are at odds with the statutory language. II U.S.C.A. 
§§ 707(b)(2)(A)(ii)(I), 132S(b). 

Illi Bankruptcy 51 ~705 

il Bankmptcy 
SI XVIII Individual Debt Adjustment 

Slk3704 Plan 
51k370S k. Claims and assets; propriety and 

feasibility in general. Most Cited Cases 

For purposes of the means test used in calculating a 
debtor's projected disposable income, if a debtor's actual 
expenses exceed the amounts listed in the Internal Revenue 
Service's (IRS's) National and Local Standards tables, the 
debtor may claim an allowance only for the specified sum, 
rather than for his real expenditures, while for the Other 
Necessary Expense categories, the debtor may deduct his 
actual expenses, no matter how high they are. II U.S.C.A. 
§§ 707(b)(2)(A)(ii)(I), JJ2.Wll. 

[24J Bankruptcy 51 ~713 

2.! BanklUptcy 
51XVIII Individual Debt Adjustment 

5lk3704 Plan 
51k3713 k. Time for completion; extension or 

modification. Most Cited Cases 

If a Chapter 13 debtor's car payments cease during the 
life of the plan, just as if other financial circumstances 
change, an unsecured creditor may move to modifY the 
plan to increase the amount the debtor must repay. 11 
U.S.C.A. § 1329(a)(1). 

[25] Bankruptcy 51 ~2264(1) 

n Ballkl1lptcy 
SUII The Case 

Action 

SllII(C) Voluntary Cases 
SIk22S9 Dismissal 

Slk2264 Proceedings; Motion or Sua Sponte 

51k2264(l) k. III general. Most Cited 

Bankruptcy 51 ~705 

,il Bankruptcy 
51XVIII Individual Debt Adjustment 

Slk3704 Plan 
S1k370S k. Claims and assets; propriety and 

feasibility in general. Most Cited Cases 

Bankruptcy Code's means test deductions serve 
merely to ensure that debtors in bankruptcy can afford 
essential items. II U.S.C.A. §§ 707(b)(2)(A)(ij)(l). 
1325(b). 

ffi' *719 Syllabus-

FN* The syllabus constitutes no part of the 
opinion of the Court but has been prepared by the 
RepOiter of Decisions for the convenience of the 
reader. See United States V. Detroit Timber & 
Lumber Co .. 200 U.S. 321. 337. 26 S.C!. 282. 50 
L.Ed.499. 

Chapter 13 of the Bankmptcy Code uses a statutOlY 
formula known as the "means test" to help ensure that 
debtors who can pay creditors do pay them. The means test 
instructs a debtor to detennine his "disposable income"-the 
ammmt h.e has available to reimburse creditors-by de­
ducting from his cunent monthly income "amounts rea­
sonably necessary to be expended" for, infer alia, 
"maintenance or support." 11 U.S.C. § 132S(b)(2)(A)(i). 
For a debtor whose income is above the median for his 
State, the means test indelltifies which expenses qualifY as 
"amounts reasonably necessary to be expended." As rele­
vant here, the statute provides that "[tlhe debtor's monthly 
expenses shall be the debtor's applicable monthly expense 
amounts specified under the National Standards and Local 
Standards, and the debtor's actual monthly expenses for the 
categories specified as Other Necessary Expenses issued 
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by the Internal Revenue Service [IRS] for the area in which 
the debtor resides." § 707(b)(2)(A)(ii)(l). 

The Standards are tables listing standardized expense 
amounts for basic necessities, which the IRS prepares to 
help calculate taxpayers' ability to pay overdue taxes. The 
IRS also creates supplemental guidelines known as the 
"Collection Financial Standards," which describe how to 
use the tables and what the amounts listed in them mean. 
The Local Standards include an allowance for transporta­
tion expenses, divided into vehicle "Ownership Costs" and 
vehicle "Operating Costs." The Collection Financial 
Standards explain that "Ownership Costs" cover monthly 
loan or lease payments on an automobile; the expense 
amounts listed are based on nationwide car financing data. 
The Collection Financial Standards fUl1her state that a 
taxpayer who has no car payment may not claim an al­
lowance for ownership costs. 

When petitioner Ransom filed for Chapter 13 bank­
mptcy relief, he listed respondent (FIA) as an unsecured 
creditor. Among his assets, Ransom repol1ed a car that he 
owns free of any debt. In detennining his monthly ex­
penses, he nonetheless claimed a car-ownership deduction 
of $471, the full amount specified in the "Ownership 
Costs" table, as well as a separate $388 deduction for 
car-operating costs. Based on his means-test calculations, 
Ransom proposed II bankruptcy plan that would result in 
repayment of approximately 25% of his unsecured debt. 
FIA objected on the ground that the plan did not direct all 
of Ransom's disposable income to unsecured creditors. 
FIA contended that Ransom should not have claimed the 
car-ownership allowance because he does not make loan or 
lease payments on his car. Agreeing, the Bankmptcy C0U11 
denied confirmation of the plan. The Ninth Circuit Bank­
ruptcy Appellate Panei and the Ninth Circuit affirmed. 

Held: A debtor who does not make loan or lease 
payments may not take the car-ownership deduction. Pp. 
723 - 730. 

(a) This Court's interpretation begins with the lan­
guage of the Bankruptcy Code, which provides that a 
debtor may claim only "applicable" expense amounts 
listed in the Standards. Because the Code does not define 
the key word "applicable," the term carries its ordinary 
meaning of appropriate, relevant, suitable, or fit. What 
makes an expense amount "applicable" in *720 this sense 
is most naturally understood to be its correspondence to an 
individual debtor's financial circumstances. Congress es­
tablished a filter, permitting a debtor to claim a deduction 

from a National or Local Stand<'lrd table only if that de­
duction is <'Ippropriate for him. And a deduction is so ap­
propriate only if the debtor will incur the kind of expense 
covered by the table during the life of the plan. Had Con­
gress not wanted to separate debtors who qualify for an 
allowance from those who do not, it could have omitted the 
term "applicable" altogether. Without that word, all debt­
ors would be eligible to claim a deduction for each cate­
gory listed in the Standards. Interpreting the statute to 
require a threshold eligibility determination thus ensures 
that "applicable" canies meaning, as each word in a statute 
should. 

This reading draws support from the statute's context 
and purpose. The Code initially defines a debtor's dispos­
able income as his "current monthly income ... less 
amounts reasonably necessary to be expended." .§. 
1325(b)(2). It then instructs that such reasonably necessary 
amounts "shall be determined ill accordance with" the 
means test. § 1325(b){3). Because Congress intended the 
means test to approximate the debtor's reasonable expend­
itures on essential items, a debtor should be required to 
qualifY for a deduction by actually incurring an expense ill 
the relevant category. Further, the statute's purpose-to 
ensure that debtors pay creditors the maximum they can 
afford-is best achieved by interpreting the means test, 
consistent with the statutory text, to reflect a debtor's abil­
ity to afford repayment. Pp. 723 - 725. 

(b) The vehicle-ownership category covers only the 
costs of a car loan or lease. The expense amount listed 
($471) is the average monthly payment for loans and leases 
nationwide; it is not intended to estimate other conceivable 
expenses associated with maintaining a car. Maintenance 
expenses are the province of the separate "Operating 
Costs" deduction. A person who owns a car free and clear 
is entitled to the "Operating Costs" deduction for all driv­
ing-reiated expenses. But such a person may not claim the 
"Ownership Costs" deduction, because that allowance is 
for the separate costs of a car loan or lease. The IRS' Col­
lection Financial Standards reinforce this conclusion by 
making clear that individuals who have a car but make no 
loan or lease payments may take only the operating-costs 
deduction. Because Ransom owns his vehicle outright, he 
incurs no expense in the "Ownership Costs" category, and 
that expense amount is therefore not "applicable" to him. 
Pp. 725 - 726. 

(c) Ransom's arguments to the contrary-an alternative 
interpretation of the key word "applicable," an objection to 
the Court's view of the scope of the "Ownership Costs" 
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category, and a criticism of the policy implications of the 
Court's approach-are unpersuasive. Pp. 726 - 730. 

577 F.3d 1026, affirmed. 

KAGAN, J., delivered the opinion of the Court, in 
which ROBERTS, C.J., and KENNEDY, THOMAS, 
GINSBURG, BREYER, ALITO, and SOTOMAYOR, JJ., 
joined. SCALIA, J., filed a dissenting opinion. 
ChristopherP. Burke, Las Vegas, NV, Daniel Lucid, Santa 
Monica, CA, for Petitioner. 

Deanne E. Maynard, Seth M. GalanteI', Marc A. Hearron, 
Morrison & Foerster LLP, Washington, DC, Mark P. 
Ladner. Larten M. Nashelsky, Morrison & Foerster LLP, 
New York City, *721Gilbert B. Weisman. John D. 
Sheehan, William Andrew McNeal, Becket & Lee LLP, 
Malvern, PA, for Respondent. 

Nicole A. Saharsky, Washington, DC, for United States as 
amicus curiae, by special leave ofthe Court, supporting the 
respondent. 

For U.S. Supreme Court Briefs, see:2010 WL 3167315 
(Resp.Brief)201O WL 3518666 (Reply.Brief) 

Justice KAGAN delivered the opinion ofthe Comt. 
Chapter 13 of the Banlauptcy Code enables an indi­

vidual to obtain a discharge of his debts if he pays his 
creditors a portion of his monthly income in accordance 
with a court-approved plan. 11 U.S.C. § 1301 et seq. To 
determine how much income the debtor is capable of 
paying, Chapter 13 uses a statutory fonnula known as the 
"means test." §§ 707(b)(2) (2006 ed. and Supp. III), 
1325(b )(3)(A) (2006 ed.). The means test instructs a debtor 
to deduct specified expenses from his current monthly 
income. The result is his "disposable income"·the amount 
he has available to reimburse creditors. § 1325(b)(2). 

This case concerns the specified expense for vehi­
cle-ownership costs. We must determine whether a debtor 
like petitioner Jason Ransom who owns his car outright, 
and so does not make loan or lease payments, may claim an 
allowance for car-ownership costs (thereby reducing the 
amount he will repay creditors). We hold that the text, 
context, and purpose of the statutory provision at issne 
preclude this result. A debtor who does not make loan or 
lease payments may not take the car-ownership deduction. 

A 
illill "Congress enacted the Bankruptcy Abuse Pre­

vention and Consumer Protection Act of 2005 (BAPCPA 
or Act) to correct perceived abuses of the bankmptcy sys­
tem." Milavetz. Gallop & Milavetz, P.A. v. United States. 
559 U.S. m_, "--", 130 S.C!. 1324, 1329, 176 L.Ed.2d 79 
(2010). In particuhw, Congress adopted the means 
test-"[t]he heart of (BAPCPA's] consumer bankruptcy 
reforms," H.R.Rep. No. 109-31, pt. I, p. 2 (2005) (here­
inafter II.R. Rep.), and the home of the statutory language 
at issue here-to help ensure that debtors who call pay 
creditors do pay them. See, e.g., ibid. (under BAPCPA, 
"debtors (will] repay creditors the maximum they can 
afford"). 

[3][4][5][6][7][8] In Chapter 13 proceedings, the 
means test provides a fonnula to calculate a debtor's dis­
posable income, which the debtor must devote to reim­
bursing creditors under a court-approved plan generally 
lasting from three to five years. §§ 1325(b)(1)(B) and 
.c!ili4}.FNl The statute defines "disposable income" as 
"current monthly income" less "amounts reasonably nec­
essmy to be expended" for "maintenance or support," 
business expenditures, and certain charitable contributions. 
§§ 1325(b)(2)(A)(i) and (ii). For a debtor whose income is 
above the median for his State, the means tcst identifies 
which expenses*722 qualify as "amounts reasonably nec­
essary to be expended." The test supplants the 
pre-BAPCPA practice of calculating debtors' reasonable 
expenses on a case-by-case basis, which led to varying and 
often inconsistent determinations. See, e.g., In re Slusher, 
359 B.R. 290. 294 (Bkrtcy.Ct.Nev.2007). 

FNl. Chapter 13 bOITOWS the means test from 
Chapler 7, where it is used as a screening mech­
anism to detennine whether a Chapter 7 pro­
ceeding is appropriate. Individuals who file for 
bankmptcy relief under Chapter 7 liquidate their 
nonexempt assets, rather than dedicate their fu­
lure income. to repay creditors. See 11 U.S.C. §§ 
704(a)(1). 726. If the debtor's Chapter 7 petition 
discloses that his disposable income as calculated 
by the means test exceeds a certain threshold, the 
petition is presumptively abusive. §. 
707(b)(2)(A)(il. If the debtor cannot rebut the 
presumption, the court may dismiss the case or, 
with the debtor's consent, convel1 it into a Chapter 
13 proceeding. § 707(b)(l). 

[2l Under the means test, a debtor calculating his 
"reasonably necessmy" expenses is directed to claim al-
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lowances for defined living expenses, as well as for se~ 
cured and priority debt. §§ 707{b)(2)CA1(ii)-(iv). As rele~ 
vant here, the statute provides: 

"The debtor's monthly expenses shall be the debtor's 
applicable monthly expense amounts specified lmder the 
National Standards and Local Standards, and the debtor's 
actual monthly expenses for the categories specified as 
Other Necessary Expenses issued by the Internal Rev­
enue Service [IRS] for the area in which the debtor re­
sides." § 707(b)(2)(A)(ii)(I). 

These are the principal amounts that the debtor can 
claim as his reasonable living expenses and thereby shield 
from creditors. 

The National and Local Standards referenced in this 
provision are tables that the IRS prepares listing stand~ 
ardized expense amounts for basic necessities. nn The IRS 
uses the Standards to help calculate taxpayers' ability to 
pay overdue taxes. See 26 U.S.C. § 7122(d)(2). The IRS 
also prepares supplemental guidelines known as the Col­
lection Financial Standards, which describe how to use the 
tables and what the amounts listed in them mean. 

Ownership Costs 

First Car 

National $471 

App. to Brief for Respondent Sa. The Collection Fi­
nancial Standards explain that these ownership costs rep­
resent "nationwide figures for monthly loan or lease pay~ 
ments," id., at 2a; the numerical amounts listed are 
"base[ d] ... on the five-year average of new and used car 
financing data compiled by the Federal Reserve Board," 
id, at 3a. The Collection Financial Standards further in­
stmct that, in the tax-collection context, "[i]f a taxpayer 
has no car payment, ... only the operating costs portion of 
the transportation standard is used to come up with the 
allowable transportation expense."Ibid. 

B 
Ransom filed for Chapter 13 bank11lptcy relief in July 

2006. App. I, 54. Among his liabilities, Ransom itemized 
over $82,500 in unsecured debt, including a claim held by 
respondent FIA Card Services,* N.A. (PIA). Id., at 41. 
Among his assets, Ransom listed a 2004 Toyota Calmy, 
valued at $14,000, which he owns free of any debt. /d., at 

FN2. The National Standards designate anow~ 
ances for six categories of expenses: (I) food; (2) 
housekeeping supplies; (3) apparel and services; 
(4) personal care products and services; (5) 
out-of-pocket health care costs; and (6) miscel­
laneol1s expenses. Internal Revenue Manual § 
5.15.1.8 (Oct. 2, 2009), http://www. irs. gov/ inn/ 
part 5/ irm_ 05~ 015~ 001. html# dOelO12 (all 
Internet materials as visited Jan. 7,2011, and 
available in Clerk of Court's case file). The Local 
Standards authorize deductions for two kinds of 
expenses: (I) housing and lltilities; and (2) 
transportation. ld., § 5.15.1.9. 

The Local Standards include an allowance for trans­
portation expenses, divided into vehicle "Ownership 
Costs" and vehicle "Operating Costs." fill At the time 
Ransom filed for bankmptcy, the "Ownership Costs" table 
appeared as foilows: 

FN3. Although both components of the trans~ 

portation allowance are listed in the Local 
Standards, only the operating-cost expense 
amounts vary by geography; in contrast, the IRS 
provides a nationwide figure for ownership costs. 

Second Car 

$332 

38,49,52. 

For purposes of the means test, Ransom reported in­
come of $4,248.56 per month. ld, at 46. He also listed 
monthly expenses totaling $4,038.01. Id., at 53. In deter~ 
mining those expenses, Ransom claimed a car-ownership 
deduction of$471 for the Camry, the full amount specified 
in the IRS's "Ownership Costs" table. Id., at 49. Ransom 
listed a separate dednction of $338 for car-operating costs. 
Ibid Based on these figures, Ransom had disposable in· 
come of$210.55 per month.ld, at 53. 

Ransom proposed a 5·year plan that would result in 
repayment of approximately 25% of his unsecured debt. 
Id., at 55. FIA objected to confirmation of the plan on the 
ground that it did not direct all of Ransom's disposable 
income to unsecured creditors. ld., at 64. In particular, FIA 
argued that Ransom should not have claimed the 
car-ownership allowance because he does not make loan or 
lease payments on his car. /d., at 67. FIA noted that without 
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this allowance, Ransom's disposable income would be 
$681.55-the $21 0.55 he reported plus the $471 he deducted 
for vehicle ownership.Id.. at71. The difference over the 60 
months of the plan amounts to about $28,000. 

C 
The Bankruptcy Court denied confirmation of Ran­

som's plan. App. to Pet. for Cert. 48. The court held that 
Ransom could deduct a vehicle-ownership expense only 
"if he is currently making loan or lease payments on that 
vehicle." Id .. at 41. 

Ransom appealed to the Ninth Circuit Bankruptcy 
Appellate Panel, which affirmed. In re Ral/som. 380 B.R. 
799.808-809 (2007). The panel reasoned that an "expense 
[amount] becomes relevant to the debtor (i.e., appropriate 
or applicable to the debtor) when he or she in fact has such 
an expense." Id .. at 807. "[W]hat is important," the panel 
noted, "is the payments that debtors actually make, not 
how many cars they own, because [those] payments II. are 
what actually affect their ability to" reimburse unsecured 
creditors. Ibid. 

The United States Court of Appeals for the Ninth 
Circuit affirmed. In re Ransom. 577 F.3d 1026, 1027 
(2009). The plain language of the statute, the court held, 
"does not allow a debtor to deduct an 'ownership cost' ... 
that the debtor does not have." /d .. at 1030. The court 
observed that "[aJn 'ownership cost' is lIot an 'ex­
pense' -either actual or applicable-if it does not exist, pe­
riod." Ibid. 

We granted a writ of certiorari to resolve a split of 
authority over whether a debtor who does lIot make loan or 
lease payments on his car may claim the deduction for 
vehicle-ownership costs. 559 U.S. un, 130 S.C!. 2097, 176 
L.Ed.2d 721 (201O)'i'J:>M. We now affirm the Ninth Circuit's 
judgment. 

FN4. Compare In re Ransom. 577 F.3d 1026, 
1027 (C.A.9 2009) (case below), with In re 
Washburn. 579 F.3d 934, 935 (C.A.8 2009) 
(pennitting the allowance), In re Tate. 571 F.3d 
423, 424 (C.A.5 2009) (same), and In re 
Ross-Tousey. 549 F.3d 1148. 1162 (C.A.7 2008) 
(same). The question has also divided bankruptcy 
courts. See, e.g.. In re Canales. 377 B.R. 658, 662 
(Bkrtcv.C!.C.D.CaI.2007) (citing dozens of cases 
reaching opposing results). 

II 

[10][ III Our interpretation of the Bankruptcy Code 
st311s "where all such inquiries must begin: with the lan­
guage of the statute itself." *724United States v. Ron Pair 
Enterprises. Inc .. 489 U.S. 235, 241,109 S.C!. 1026, 103 
L.Ed.2d 290 (1989). As noted, the provision of the Code 
central to the decision of this case states: 

"The debtor's monthly expenses shaH be the debtor's 
applicable monthly expense amounts specified under the 
National Standards and Local Standards, and the debtor's 
actual monthly expenses for the categories specified as 
Other Necessal)' Expenses issued by the [IRS] for the 
area in which the debtor resides." § 707(b)(2)(A)(ii)(I). 

The key word in this provision is "applicable": A 
debtor may claim not all, but only "applicable" expense 
amounts listed in the Standards. Whether Ransom may 
claim the $471 car-ownership deduction accordingly tU111S 
on whether that expense amount is "applicable" to him. 

(12)[13] Because the Code does not define "applica­
ble," we look to the ordinal)' meaning of the term. See, 
e.g., Hamilton v. Lanning. 560 U.S. un, un, 130 S.C!. 
2464,2471, 177 L.Ed,2d 23 (2010). "Applicable" means 
"capable of being applied: having relevance" or "fit, suitM 
able, or right to be applied: appropriate." Webster's Third 
New International Dictional)' 105 (2002). See also New 
Oxford American Dictionary 74 (2d ed.2005) ("relevant or 
appropriate"); 1 Oxford English Dictionary 575 (2d 
ed. 1989) ("[c]apable of being applied" or "[f]it or suitable 
for its purpose, appropriate"). So an expense amount is 
"applicable" within the plain meaning of the statute when 
it is appropriate, relevant, suitable, or fit. 

What makes an expense amount "applicable" in this 
sense (appropriate, relevant, suitable, or fit) is mostnatu­
rally understood to be its correspondence to an individual 
debtor's financial circumstances. Rather than authorizing 
all debtors to take deductions in all listed categories, 
Congress established a filter: A debtor may claim a de­
duction from a National or Local Standard table (like 
"[Car] Ownership Costs") if but only if that deduction is 
appropriate for him. And a dednction is so appropriate only 
if the debtor has costs corresponding to the category cov­
ered by the table-that is, only if the debtor will incur that 
kind of expense during the life of the plan. The statute 
underscores the necessity of making such an individualized 
determination by referring to "the debtor's applicable 
monthly expense amounts," § 707(b)(2)(A)(ii)(l) (empha~ 
sis added)-in other words, the expense amounts applicable 
(appropriate, etc.) to each particular debtor. Identifying 
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these amOllllts requires looking at the financial situation of 
the debtor and asking whether a National or Local Stand­
ard table is relevant to him. 

[ill If Congress had not wanted to separate in this 
way debtors who qualify for an allowance from those who 
do not, it could have omitted the tell11 "applicable" alto­
gether. Without that word, all debtors would be eligible to 
claim a deduction for each category listed in the Standards. 
Congress presumably included "applicable" to achieve a 
different result. See Leocal V. Ashcroft 543 U.S. 1. 12, 125 
S.C!. 377. 160 L.Ed.2d 271 (2004) ("{W]e must give effect 
to every word of a statute wherever possible"). Interpreting 
the statute to require a threshold determination of eligibil­
ity ensures that the term "applicable" carries meaning, as 
each word in a statute should. 

[15}[l6] This reading of "applicable" also draws 
support from the statutory context. The Code initially 
defines a debtor's disposable income as his "current 
monthly income ... less amounts reasonably necessmy to 
be expended." § 1325(b)(2) (emphasis added). The statute 
then instmcts that "[a]mounts reasonably necessary to be 
expended ... shall be determined in accordance*725 with" 
the means test. § 1325(b)(3}. BeCatlSe Congress intended 
the means test to approximate the debtor's reasonable ex­
penditures on essential items, a debtor should be required 
to qualify for a deduction by actually incurring an expense 
in the relevant category. If a debtor will not have a partic­
ular kind of expense during his plan, an allowance to cover 
that cost is not "reasonably necessary" within the meaning 
of the statute.1W: 

FN5. This interpretation also avoids the anoma­
lous result of granting preferential treatment to 
individuals with above-median income. Because 
the means test does not apply to Chapter 13 
debtors whose incomes are below the median, 
those debtors must prove on a case-by-case basis 
that each claimed expense is reasonably neces­
sary. See §§ 1325(b)(2) and (3). If a be­
low-median-income debtor cannot take a deduc­
tion for a nonexistent expense, we doubt COIl­
gress meant to provide such an allowance to an 
above-median-income debtor-the very kind of 
debtor whose perceived abuse of the bankruptcy 
system inspired Congress to enact the means test. 

ll1l Finally, consideration of BAPCPA's purpose 
strengthens om reading ofthe tenn "applicable." Congress 
designed the means test to measure debtors' disposable 

income and, in that way, "to ensure that [they] repay 
creditors the maximum they can afford." H.R. Rep., at 2. 
This purpose is best achieved by interpreting the means 
test, consistent with tile statutory text, to reflect a debtor's 
ability to afford repayment. Cf. Hamilton. 560 U.s., at un, 

130 S.Ct., at 2475-2476 (rejecting an interpretation of the 
Bankruptcy Code that '\votlld produce (the] senseless 
resul[t)" of "deny{ing] creditors payments that the debtor 
could easily make"). Requiring a debtor to incur the kind 
of expenses for which he claims a means-test deduction 
thus advances BAPCPA's objectives. 

Because we conclude that a person cannot claim an 
allowance for vehicle-ownership costs unless he has some 
expense falling within that category, the question in this 
case becomes: What expenses does the vehicle-ownership 
category cover? If it covers loan and lease payments alone, 
Ransom does not qualify, because he has no such expense. 
Only if that category also covers other costs associated 
with having a car would Ransom be entitled to this de­
duction. 

[18][19][20][21] The less inclusive understanding is 
the right one: The ownership category encompasses the 
costs of a car loan or lease and nothing more. As noted 
earlier, the numerical amounts listed in the "Ownership 
Costs" table are "base[ d) ... on the five-year average of 
new and used car financing data compiled by the Federal 
Reserve Board." App. to Brief for Respondent 3a. In other 
words, the sum $471 is the average monthly payment for 
loans and leases nationwide; it is not intended to estimate 
other conceivable expenses associated with maintaining a 
car. The Standards do account for those additional ex­
penses, but in a different way: They are mainly the prov­
ince of the separate dednction for vehicle "Operating 
Costs," which include payments for "{v]ehicle insurance, 
... maintenance, fuel, state and local registration, required 
inspection, parking fees, tolls, [and] driver's license." In­
ternal Revenue Manual §§ 5.15.1.7 and 5.15.1.8 (May 1, 
2004), reprinted in App. to Brieffol' Respondent 16a, 20a; 
see also IRS, Collection Financial Standards (Feb. 19, 
2010), hup:/I www. irs. govl individuals! article! 0" id= 
96543, 00. html. FN6 A person who owns a car free and 
clear is entitled to *726 claim the "Operating Costs" de­
duction for all these expenses of driving-and Ransom in 
fact did so, to the tune of $338. But such a person is not 
entitled to claim the "Ownership Costs" deduction, be­
cause that allowance is for the separate costs of a car loan 
or lease. 

FN6. In addition, the IRS has categorized taxes, 
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including those associated with car oWllership, as 
an "Other Necessary Expens[e]," for which a 
debtor may take a deduction. See App. to Brieffor 
Respondent 26a; Brief for United States as Ami­
ells Curiae 16, II. 4. 

[221 The Collection Financial Standards-the IRS's 
explanatory guidelines to the National and Local Stand­
ards-explicitly recognize this distinction between owner­
ship and operating costs, making clear that individuals who 
have a car but make no loan or lease payments may claim 
only the operating allowance. App. to Brieffor Respondent 
3a; see supra, at 722. Although the starnte does not in­
corporate the IRS's guidelines, courts may consult this 
material in interpreting the National and Local Standards; 
after all, the IRS uses those tables for a similar purpose-to 
determine how much money a delinquent taxpayer can 
afford to pay the Government. The guidelines of course 
cannot control if they are at odds with the stahltory lan­
guage. But here, the Collection Financial Standards' 
treatment of the car-ownership deduction reinforces our 
conclusion that, under the statute, a debtor seeking to claim 
this deduction must make some loan or lease payments. fN1 

FN7. Because the dissent appears to misunder­
stand our use of the Collection Financial Stand­
ards, and because it may be important for future 
cases to be clear on this point, we emphasize 
again that the statute does not "incorporat[e]" or 
otherwise "impor[t]" the IRS's guidance. Post, at 
730, 732 (opinion of SCALIA, J.). The dissent 
questions what possible basis except incorpora­
tion could justifY our consulting the IRS's view, 
post, at 732, n., but we think that basis obvious: 
The IRS creates the National and Local Standards 
referenced in the statute, revises them as it deems 
necessary, and uses them every day. The agency 
might, therefore, have something insightful and 
persuasive (albeit not controlling) to say about 
them. 

Because Ransom owns his vehicle free and clear of 
any encumbrance, he incurs no expense in the "Ownership 
Costs" category of the Local Standards. Accordingly, the 
car-ownership expense amount is not "applicable" to him, 
and the Ninth Circuit correctly denied that deduction. 

III 
Ransom's argument to the contrary relies on a differ­

ent interpretation of the key word "applicable," an objec­
tion to our view of the scope of the "Ownership Costs" 

category, and a criticism of the policy implications of our 
approach. We do not think these claims persuasive. 

A 
Ransom first offers another tmderstanding of the term 

"applicable." A debtor, he says, determines his "applica­
ble" deductions by locating the box in each National or 
Local Standard table that cOiTesponds to his geographic 
location, income, family size, or number of cars. Under 
this approach, a debtor "consult (s]the table[s] alone" to 
determine his appropriate expense amounts. Reply Brief 
for Petitioner 16. Because he has one car, Ransom argues 
that his "applicable" allowance is the sum listed in the first 
column ofthe "Ownership Costs" table ($471); if he had a 
second vehicle, the amOtUlt in the second column ($332) 
would also be "applicable." On this approach, the word 
"applicable" serves a function wholly illtemalto the tables; 
rather than filtering out debtors for whom a deduction is 
not at all suitable, the term merely directs each debtor to 
the conect box (and associated dollar amount of deduc­
tion) within every table. 

This alternative reading of "applicable" fails 10 com­
port with the statute's text, context, or purpose. As inti­
mated earlier, *727 supra, at 724 - 725, Ransom's inter­
pretation would render the term "applicable" superfluous. 
Assume Congress had omitted that word and simply au­
thorized a deduction of "the debtor's monthly expense 
amounts" specified in the Standards. That language, most 
narnrally read, would direct each debtor to locate the box ill 
every table conesponding to his location, income, family 
size, or number of cars and to deduct the amount stated. In 
other words, the language would instruct the debtor to use 
the exact approach Ransom urges. The word "applicable" 
is not necessary to accomplish that result; it is necessary 
only for the different purpose of dividing debtors eligible 
to make use of tile tables from those who are not. Further, 
Ransom's reading of "applicable" would sever tne con­
nection between the means test and the starntory provision 
it is meant to implement-the authorization of an allowance 
for (but only for) "reasonably necessary" expenses. Ex­
penses that are wholly fictional are not easily thought of as 
reasonably necessary. And filially, Ransom's interpretation 
would run counter to the statute's overall purpose of en­
suring that debtors repay creditors to the extent they 
can-here, by shielding some $28,000 that he does not in 
fact need for loan or lease payments. 

As against all this, Ransom argues that his reading is 
necessary to account for the means lest's distinction be­
tween "applicable" and "actual" expenses-more fully 
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stated, bet\veen the phrase "applicable monthly expense 
amounts" specified in the Standards and the phrase "actual 
monthly expenses for ... Other Necessary Expenses." §. 
707Cb)(2)(A)(ii)(I) (emphasis added). The latter phrase 
enables a debtor to deduct his actual expenses in particular 
categories that the IRS designates relating mainly to tax­
payers' health- and welfare. Internal Revenue Manual § 
5.15.1.10(1), http:// www. irs. gov! inn! part 5! 
irm_05-015-001.html# dOe1381. According to Ransom, 
"applicable" cannot mean the same thing as "actna!." Brief 
for Petitioner 40. lIe thus concludes that "an 'applicable' 
expense can be claimed [under the means test] even if no 
'actual' expense was incurred." Ibid. 

12..ll OUf interpretation of the statute, however, equally 
avoids conflating "applicable" with "actual" costs. Alt­
hough the expense amounts in the Standards apply only if 
the debtor incurs the relevant expense, the debtor's 
mlt-of-pocket cost may well not control the amount of the 
deduction. If a debtor's actual expenses exceed the 
amounts listed in the tables, for example, the debtor may 
claim an allowance only for the specified sum, rather than 
for his real expenditures.ftiB. For the Other Necessary Ex­
pense categories, by contrast, the debtor ma~deduct his 
actual expenses, no matter how high they are. N9 *728 Our 
reading of the means test thus gives full effect to "the 
distinction between 'applicable' and 'actual' without tak­
ing a further step to conclude that 'applicable' means 
'nonexistent.' " In re Ross-Tousey. 368 RR, 762, 765 
(Bkrtcy.Ct.E.D.Wis.2007), rev'd, 549 F.3d 1148 (CA7 
2008). 

FN8. The parties and the Solicitor General as 
amiclls curiae dispute the proper deduction for a 
debtor who has expenses that are lower than the 
amounts listed in the Local Standards. Ransom 
argues that a debtor may claim the specified ex­
pense amount in full regardless of his 
out-of-pocket costs. Brief for Petitioner 24-27. 
The Govenunent concurs with this view, pro­
vided (as we require) that a debtor has some ex­
pense relating to the deduction. See Brief for 
United States as Amicus Curiae 19-21. FIA, re­
lying on the IRS's practice, contends to the con­
trary that a debtor may claim only his actual ex­
penditures in this circumstance. Brief for Re­
spondent 12, 45-46 (arguing that the Local 
Standards function as caps), We decline to re­
solve this issue. Because Ransom incurs no 
ownership expense at all, the car-ownership al­
lowance is not applicable to him in the first in-

stance. Ransom is therefore not entitled to a de~ 
duction under either approach. 

FN9. For the same reason, the allowance for 
"applicable monthly expense amounts" at issue 
here differs from the additional allowances that 
the dissent cites for the deduction of actual ex­
penditures. See post, at 731 - 732 (noting allow­
ances for "actual expenses" for care of an elderly 
or chronically ill household member, §. 
707(b)(2)(A)(ii)(II), and for home energy costs, §. 
707(b )(2)(A)(iilCV). 

Finally, Ransom's reading of "applicable" may not 
even answer the essential question: whether a debtor may 
claim a deduction. "[C]onsult{ing] the table[sJ alone" to 
detennine a debtor's deduction, as Ransom urges us to do, 
Reply Brief for Petitioner 16, often will not be sufficient 
because the tables are not self-defining. This case provides 
a prime example. The "Ownership Costs" table features 
two columns labeled "First Car" and "Second Car." See 
supra, at 722, Standing alone, the table does not specify­
whether it refers to the first and second cars owned (as 
Ransom avers), or the first and second cars for which the 
debtor incurs ownership costs (as FIA maintains)-and so 
the table does not resolve the issue in dispute.flillI See In re 
Kimbro, 389 B.R. 518. 533 (6th Cir. BAP 2008) (Fulton, J., 
dissenting) ("[O]ne cannot really 'just look up' dollar 
amounts in the tables without either referring to IRS 
guidelines for using the tables or imposing pre-existing 
assumptions about how [they] are to be navigated" (foot­
note omitted)). Some amount of interpretation is necessary 
to decide what the deduction is for and whether it is ap­
plicable to Ransom; and so we are brought back full circle 
to our prior analysis. 

FNIO. The interpretive problem is not, as the 
dissent suggests, "whether to claim a deduction 
for one car or for two," post, at 731, but rather 
whether to claim a deduction for any car that is 
owned if the debtor has no ownership costs. In­
deed, if we had to decide this question on the ba~ 
sis of the table alone, we might well decide that a 
debtor who does not make loan or lease payments 
cannot claim an allowance. The table, after all, is 
titled "Ownership Costs "-suggesting that it ap­
plies to those debtors who incur such costs. And 
as noted earlier, the dollar am01J11ts in the table 
represent average automobile loan and lease 
payments nationwide (with all other car-related 
expenses approximated in the separate "Opera!-
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ing Costs" table). See supra, at 725 - 726. Ran­
som himself concedes that not every debtor falls 
within the tenns of this table; he would exclude, 
and thus prohibit from taking a deduction, a per­
son who does not own a car. Brief for Petitioner 
33. In like manner, the four comers of the table 
appear to exclude an additional group-debtors 
like Ransom who own their cars free and clear 
and so do not make the loan or lease payments 
that constitute "Ownership Costs." 

B 
Ransom next argues that viewing the car-ownership 

deduction as covering no more than loan and lease pay­
ments is inconsistent with a separate sentence of the means 
test that provides: "Notwithstanding any other provision of 
this clause, the monthly expenses of the debtor shall not 
include any payments for debts." § 707£bl(2)(A)(iil(ll. The 
car-ownership deduction cannot comprise ollly loan and 
lease payments, Ransom contends, because those pay­
ments are always debts. See Brieffor Petitioner 28, 44-45. 

Ransom ignores that the "notwithstanding" sentence 
govems the full panoply of deductions under the National 
and Local Standards and the Other Necessary Expense 
categories. We hesitate to rely on that general provision to 
interpret the content of the car-ownership deduction be­
cause Congress did not draft the fonner with the lalter 
specially in mind; any friction between the two likely 
reflects only a *729 lack of attention to how an 
across-the-board exclusion of debt payments would cor­
respond to a particular IRS allowance.1.'1:ill Further, the 
"notwithstanding" sentence by its terms functions only to 
exclude, and not to authorize, deductions. It cannot estab­
lish an allowance for non-loan or -lease ownership costs 
that no National or Local Standard covers. Accordingly, 
the "notwithstanding" sentence does nothing to alter our 
conclusion that the "Ownership Costs" table does not 
apply to a debtor whose car is not encumbered. 

ENI!. Because Ransom does not make payments 
on his car, we need not and do not resolve how the 
"notwithstanding" sentence affects the vehi­
cle-ownership deduction when a debtor has a loan 
or lease expense. See Brief for United States as 
Amicus Curiae 23, n. 5 (offering alternative views 
on this question); Tr. orOral Arg. 51-52. 

C 
Ransom finally contends that his view of the means 

test is necessary to avoid senseless results not intended by 

Congress. At the outset, we note that the policy concerns 
Ransom emphasizes pale beside one his reading creates: 
IIis interpretation, as we have explAined, would fmstrate 
BAPCPA's core purpose of ensuring that debtors devote 
their full disposable income to repaying creditors. See 
supra, at 724 - 725. We nonetheless address each of 
Ransom's policy arguments in tum. 

Ransom first points out a troubling anomaly: Under 
our interpretation, "[ d]ebtors can time their bankruptcy 
filing to take place while they still have a few car payments 
left, tht_s retaining an ownership deduction which they 
would lose if they filed just after mAking their last pay­
ment." Brieffor Petitioner 54. Indeed, a debtor with only a 
single car payment remaining, Ransom notes, is eligible to 
claim a monthly ownership deduction. Id., at 15, 52. 

(24] But this kind of oddity is the inevitable result of a 
standardized fOimulAlike the means test, even more under 
Ransom's reading than under ours. Such fonnulas are by 
their nature over- and under-inclusive. In eliminating the 
pre-BAPCP A case-by-case adjudication of 
above-median-income debtors' expenses, on the ground 
that it \eant itself to abuse, Congress chose to tolerate the 
occasional peculiarity that a brighter-line test produces. 
And Ransom's alternative reading of the statute would 
spawn its own anomalies-even placing to one side the 
fundamental strangeness of giving a debtor an allowance 
for loan or lease payments when he has not a penny ofloan 
or lease costs. On Ransom's view, for example, a debtor 
entering bAnkruptcy might purchase for a song a junkyard 
car-"an old, rusted pile of scrap metal [that would] si[t] on 
cinder blocks in his backyard," In reBrown. 376 B.R. 601, 
607 CBkrlcy.CI.S.D.Tex.2007l-in order to deduct the $471 
car-ownership expense and reduce his payment to creditors 
by that amount. We do not see why Congress would have 
preferred that result to the one that worries Ransom. That is 
especially so because creditors may well be able to remedy 
RAnsom's "one Pflyment left" problem. If car payments 
cease during the life of the plan, just as if other financial 
circumstances change, an unsecured creditor may move to 
modify the plan to increase the amOlmt the debtor must 
repay. See 11 U.S.c. § 1329(al(l). 

(251 Ransom next contends that denying the owner­
ship allowance to debtors in his position "sends entirely the 
wrong message, namely, that it is advantageons to be 
deeply in debt on motor vehicle loans, rather thAIi to pay 
them off." Brieffor Petitioner 55. But the choice here is not 
between thrifty savers and profligate borrowers, as Ran­
som would have it. Money is fungible: The $14,000 that 
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Ransom *730 spent to purchase his Camry outright was 
money he did not devote to paying down his credit card 
debt, and Congress did not express a preference for one use 
of these funds over the other. Further, Ransom's argument 
mistakes what the deductions in the means test are meant to 
accomplish. Rather than effecting any broad federal policy 
as to saving or borrowing, the deductions serve merely to 
ensure that debtors in banknlptcy can afford essential 
items. The car-ownership allowance thus safeguards a 
debtor's ability to retain a car thrOllghout the plan period. If 
the debtor already owns a car outright, he has no need for 
this protection. 

Ransom finally argues that a debtor who owns his cal' 
free and clear may need to replace it during the life of the 
plan; "[g]ranting the ownership cost deduction to a vehicle 
that is owned outright," he states, "accords best with eco­
nomic reality." Id., at 52. In essence, Ransom seeks an 
emergency cnshion for car owners. But nothing in the 
statute authorizes such a cushion, which all debtors pre­
sumably would like in the event some unexpected need 
arises. And a person who enters bankruptcy without any 
car at all may also have to buy one during the plan period; 
yet Ransom concedes that a person in this position cannot 
claim the ownership deduction. Tr. of Oral Arg. 20. The 
appropriate way to account for unanticipated expenses like 
a new vehicle purchase is not to distort the scope of a 
deduction, but to use the method that the Code provides for 
all Chapter 13 debtors (and their creditors): modification of 
the plan in light of changed circumstances. See .§. 
1329(a)(I); see also supra, at 729. 

IV 
Based on BAPCPA's text, context, and purpose, we 

hold that the Local Standard expense amount for trans­
portatioll "Ownership Costs" is not "applicable" to a 
debtor who will not incur any such costs during his bank­
ruptcy plan. Because the "Ownership Costs" category 
covers only loan and lease payments and because Ransom 
owns his car free from any debt or obligation, he may not 
claim the allowance. In short, Ransom may not deduct loan 
or lease expenses when he does not have any. We therefore 
affirm the judgment ofthe Ninth Circuit. 

/1 is so ordered. 

Justice SCALIA, dissenting. 
I would reverse the judgment of the Ninth Circuit. 

agree with the conclusion of the three other C0\l11S of 
Appeals to address the question: that a debtor who owns a 
car free and clear is entitled to the car-ownership allow-

ance. See In re Washburn. 579 F.3d 934 (C.A.8 2009); In 
re Tate, 571 F.3d 423 (C.A.5 2009); In re Ross-Tousey. 
549 F.3d 1148 (C.A.7 2008), 

The statutory text at issue is the phrase enacted in the 
Bankmptcy Abuse Prevention and Consumer Protection 
Act of 2005 (BAPCPA), "applicable monthly expense 
amounts specified under the National Standards and Local 
Standards," 11 U.S.C. § 707(b)(21(A)(ii)(Il. The Court 
holds that the word "applicable" in this provision imports 
into the Local Standards a directive in the Internal Revenue 
Service's Collection Financial Standards, which have as 
their stated purpose "to help determine a taxpayer's ability 
to pay a delinquent tax liability," App. to Brief for Re­
spondent I a. That directive says that "[i]fa taxpayer has no 
car payment," the Ownership Cost provisions of the Local 
Standards will not apply.Id., at 3a. 

That directive fonns no part ofthe Local Standards to 
which the statute refers; and the fact that portions of the 
Local Standards are to be disregarded for reve­
nue-collection purposes says nothing about *731 whether 
they are to be disregarded for purposes of Chapter 13 of the 
Bankruptcy Code. The Court believes, however, that un­
less the IRS's Collection Financial Standards are imported 
into the Local Standards, the word "applicable" would do 
no work, violating the principle that" 'we must give effect 
to every word of a statute wherever possible.' " Allie, at 
724 (quoting Leocal v. Ashcroft 543 U.S.!. 12, 125 S.Ct. 
377, 160 L.Ed.2d 271 (2004)). I disagree. The canon 
against superfluity is not a canon against verbosity. When a 
thought could have been expressed more concisely, olle 
does not always have to cast about for some additional 
meaning to the word or phrase that could have been dis­
pensed with. This has always been Ullderstood. A House of 
Lords opinion holds, for example, that in the phrase" 'in 
addition to and not in derogation of " the last part adds 
nothing but emphasis. Davies v. Powell DuffiYII Associ­
ated Collieries. Ltd., [1942] A.C. 601, 607. 

It seems to me that is the situation here. To be sure, 
one can say "according to the attached table"; but it is 
acceptable (and indeed I think more common) to say "ac­
cording to the applicable provisions of the attached table." 
That seems to me the fairest reading of "applicable 
monthly expense amotmts specified under the National 
Standards and Local Standards." That is especially so fol' 
the Ownership Costs portion ofthe Local Standards, which 
had no column titled "No Car." Here the expense amount 
would be that shown for one car (which is all the debtor 
here owned) rather than that shown for two cars; and it 
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would be no expense amount if the debtor owned no car, 
since there is no "applicable" provision for that on the 
table. For operating and public transportation costs, the 
"applicable" amount would similarly be the amount pro­
vided by the Local Standards for the geographic region in 
which the debtor resides. (The debtor would not first be 
required to prove that he actually operates the cars that he 
owns, or, if does not own a car, that he actually uses public 
transportation.) The Court claims that the tables "are not 
self-defining," and that "[sJome amount of interpretation" 
is necessary in choosing whether to claim a deduction at 
all, for one car, or for two. Ante, at 728. But this problem 
seems to me more metaphysical than practical. The point 
of the statutory language is to entitle debtors who own cars 
to an ownership deduction, and I have little doubt that 
debtors will be able to choose correctly whether to claim a 
deduction for one car or for two. 

If the meaning attributed to the word by the Court 
were intended, it would have been most precise to say 
"monthly expense amounts specified under the National 
Standards and Local Standards, if applicable for IRS col­
lection purposes." And even if utter precision was too 
much to expect, it would at least have been more natural to 
say "monthly expense amounts specified under the Na­
tional Standards and Local Standards, if applicable." That 
would make it clear that amounts specified under those 
Standards may nonetheless not be applicable, justifying 
(perhaps) resort to some source other than the Standards 
themselves to give meaning to the condition. The very next 
paragraph of the Bankruptcy Code uses that formulation 
("if applicable") to limit to actual expenses the deduction 
for care of an elderly or chronically ill household member: 
"[T]he debtor's monthly expenses may include, if appli­
cable. the continuation of actual expenses paid by the 
debtor that are reasonable and necessary" for that purpose. 
11 V.S.c. § 707(b)(2)(A)(ii)(1I) (emphasis added). 

Elsewhere as well, the Code makes it very clear when 
prescribed deductions are limited to actual expenditures. 
*732Section 707(b)(2)(A)(ii)(I) itself authorizes deduc­
tions for a host of expenses-health and disability insurance, 
for example-only to the extent that they are "actual ... 
expenses" that are "reasonably necessary." Additional 
deductions for energy are allowed, but again only if they 
are "actual expenses" that are "reasonable and necessary." 
§ 707(b)(2)(A)(iilM. Given the clarity of those limita­
tions to actual outlays, it seems strange for Congress to 
limit the car-ownership deduction to the somewhat pecu­
liar category "cars subject to any amount whatever of 
outstanding indebtedness" by the mere word "applicable," 

meant as incorporation of a limitation that appears in in­
structions to IRS agents.FN

' 

FN* The Court protests that I misunderstand its 
use of the Collection Financial Standards. Its 
opinion does not, it says, find them to be incor­
porated by the Bankruptcy Code; they simply 
"reinforc{e] our conclusion that ... a debtor seek­
ing to claim this deduction must make some loan 
or lease payments." Ante, at 726. True enough, 
the opinion says that the Bankruptcy Code "does 
not incorporate the IRS's guidelines," but it im­
mediately continues that "courts may consult this 
material in interpreting the National and Local 
Standards" so long as it is not "at odds with the 
statutory language." Ibid. In the present context, 
the real-world difference between finding the 
guidelines incorporated and finding it appropriate 
to consult them escapes me, since I can imagine 
no basis for consulting them lUlless Congress 
meant them to be consulted, which would mean 
they are incorporated. And without incorporatioll, 
they are at odds with the statutory language, 
which othenvise contains no hint that eligibility 
for a Car Ownership deduction requires anything 
other than ownership of a car. 

I do not find the normal meaning of the text under­
mined by the fact that it produces a situation in which a 
debtor who owes no payments on his car nonetheless gets 
the operating-expense allowallce. For the Court's more 
strained interpretation still produces a situation in which a 
debtor who owes only a single remaining payment on his 
car gets the full allowance. As for the Court's imagined 
horrible in which "a debtor entering bankruptcy might 
purchase for a song a junkyard car," ante. at 729: That is 
fairly matched by the imagined horrible that, under the 
Court's scheme, a debtor entering bankruptcy might pur­
chase ajunkyard car for a song plus a $10 promissory note 
payable over several years. lIe would get the full owner­
ship expense deduction. 

Thus, the Com1's interpretation does not, as promised, 
maintain "the connection between the mealls test and the 
statutory provision it is meant to implement-the authori­
zation of an allowance for (but only for) 'reasonably nec­
essary' expenses," allle. at 727. Nor do I think this diffi­
culty is eliminated by the deliS ex machina of II U.S.C. § 
1329(a)(1), which according to the Court would allow an 
unsecured creditor to "move to modify the plan to increase 
the amonnt the debtor must repay," allie, at 729. Apart 
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from the fact that, as a practical matter, the sums involved 
would hardly make this worth the legal costs, allowing 
such ongoing revisions of matters specifically covered by 
the rigid means test would return us to "the pre-BAPCP A 
case-by-case adjudication of above-median-income debt­
ors' expenses," ante, at 729. If the BAPCPA had thought 
such adjustments necessary, surely it would have taken the 
much simpler and more logical step of providing going in 
that the ownership expense allowance would apply only so 
long as monthly payments were due. 

The reality is, 10 describe it in the Court's own terms, 
that occasional overallowance (or, for that matter, un­
derallowance) "is the inevitable result of a standardized 
formula like the means test. ... Congress chose to tolerate 
the occasional peculiarity that a brighter-line test produc­
es."*733 Ibid. Our job, it seems to me, is not to eliminate 
or reduce those "oddit [ies]," ibid., but to give the fonnula 
Congress adopted its fairest meaning. In my judgment the 
"applicable monthly expense amounts" for operating costs 
"specified under the ... Local Standards," are the amounts 
specified in those Standards for either one car or two cars, 
whichever oflhose is applicable. 

U.S.,2011. 
Ransom v. FJA Card Services, N.A. 
131 S.C!. 716,79 USLW 4020, Bankr. L. Rep. P 81,914, 
II Cal. Daily Op. Servo 459, 2011 Daily Journal D.A.R. 
509,22 Fla. L. Weekly Fed. S 737 
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IN RE EGEBJERG 1045 
CUe ... 574 P.3d 1045 (9IhClr. 2009) 

pend only on the size of the event and the 
natm'e of the facilities involved in it (a 
bandstand, stage, tents, and so forth)"), 
affd on other grou'lJds, 534 U.S. 316, 122 
s.m. 775, 151 L.Ed.2d 783 (2002). In­
stead, the ordinance requires the purchase 
of insurance even if, as could well be the 
case, the insurance premium reflects the 
insurer's assessment of the connection be­
tween the risk of loss and the content of 
the insured's expressive activity. For that 
reason, were I free to do so, I would follow 
the substantial case law holding such an 
insurance requirement unconstitutional as 
a violation of the First Amendment. See 
Santa Monica Food Not Bombs v. Gity of 
Santa Monica ("Food Not Bombs "), 450 
F.3d 1022, 1049-52 (9th Cir.2006) (Berzon, 
J., dissenting in part); w. (citing cases 
invalidating insurance requirements for 
public forum permits as content-based). 

I fully expressed this view, however, in 
Food Not Bombs, but did not prevail. The 
Food Not Bombs majority did not ac­
knowledge the substantial case law sup­
porting my conclusion, and did not consid­
er the likelihood that insmance premiums 
would, like the fees set in FO-J'Syth County 
v. Nationalist Movement, 605 U.S. 123, 
134, 112 S.Ct. 2395, 120 L.Ed.2d 101 
(1992), reflect the content of the permit­
tee's expression and the likely reaction of 
bystanders to that content. Still, I am 
bound by Food Not Bombs as precedent, 
and so concur. 

I note that the discussion in this opinion 
of the indemnification provision supports 
my view that setting an ulll'estl'icted insur­
ance requirement as a condition for issuing 
a permit for expressive activity is unconsti­
tutional. We explain today why the in­
demnity provision is not nal'l'owiy tailored. 
Inslll'ance companies typically set premi­
ums by first detel,nining the risk of loss. 
Nothing in the Long Beach ordinance 
would Ill'eVent any issuer from taking into 
account, in assessing the risk of loss and 

then setting the premium fm' event insur­
ance accordingly, the very considerations 
we conclude make the indemnity provision 
insufficiently narrowly tailored. More­
over, an insurance requirement demands 
up front payment even if the insured risk 
never eventuares, making it even less nar­
rowly tailored, and mom likely to discour­
age communicative activities in public fora 
than an indemnity l·equirement. 

I nonetheless concur, as I agree with 
Judges Fletehel' and Pregerson that there 
is no difference of principle between the 
insm'ance requirement in this case and the 
one in Food Not Bombs. 

In re Scott Lee EGEBJERG, Debtor. 

Scott Lee Egebjerg, Debtor-Appellant, 

v. 

Peter C. Anderson, United States 
Trustee, Trustee-Appellee. 

No. 08-55301. 

United States Court of Appeals, 
Ninth Circuit. 

Argued and Submitted March 12, 2009. 

Filed May 29, 2009. 

Amended Aug. 3, 2009. 
Background: United States Trustee 
(UST) moved to dismiss debtor's bank-
1'Ilptcy petition as an abuse of Chapter 7. 
The United States Baniu'uptey Comt for 
the Central District of CalifOl'nia, Geral­
dine Mund, J., dismissed petition. Debtor 
appealed. 
Holdings: Mter granting debtor's petition 
fol' direct appeal, the Court of Appeals, 
Michael Daly Hawkins, Circuit Judge, held 
that: 
(1) as an issue of first impression, pay­

ments made on loan from debtor's re-
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til'ement account cannot be deducted in 
performing Chapwl' 7 means testj 

(2) as an issue of first impression, pay­
ments made by debtor on loan taken 
from retirement account were not de­
ductible under means test as "other 
necessary expense"; and 

(3) debtor's repayment of loan taken from 
his retirement account did not estab­
lish "special Cll'CtlInstances" rebutting 
presumption of abuse. 

Affirmed. 

1. Bankruptcy *",3782 

CaUlt of Appeals l'eviews the bank­
ruptcy court's legal conclusions de novo. 

2. Bankruptcy 0$0>2021.1, 2825 
As used in Bankruptcy Code, terms 

"debt" and "claim" are coextensive. 11 
U.S.C.A. § 101(5, 12). 

3. Bankruptcye:::>2021.1 
Debtor's obligation to repay a loan 

from his or her retirement account is not a 
"debt" tmdel' the Bankruptcy Code. 11 
U.S.C.A. § 101(12). 

See publication Words and Phras­
es for other judicial constructions 
and definitions. 

4. Bankruptcy eo>2264(1) 
Since debtor's obligation to repay loan 

from l'etirement account is not a "claim" 01' 
"debt" under the Bankt'upky Code, debtor 
may 1I0t deduct payments on such loans as 
monthly payment "on account of secured 
debts" in performing means test under 
Chapter 7 fol' determining whether pre­
sumption of abuse exists. 11 U.S.C.A. 
§ 101(5, 12), 707(b)(2)(A)(ili). 

See publication Words and Phras­
es for other judicial constructions 
and definitions. 

5. Statutes eo>212.1 

Comt presumes that when Congress 
legislates, it is aWf\1'e of past judicial inter­
pretations and practices. 

6. Statutes eo>195 

Court presumes that if Congl'ess in­
cludes particular language in one section of 
a statute but omits it in another, Congl'ess 
acted intentionally in that exclusion. 

7. Bankruptcyeo>2264(1) 

Payments made by Chapter 7 debtor 
on loan taken from his retirement plan 
were not deductible under means test for 
determining whether presumption of abuse 
exists as "other necessary expense," even 
though debtor contended that replenish­
ment of his 401(k) plan was necessary to 
his long-term health and welfare, where 
payments did not fit within any Internal 
Revenue Service (IRS) category of ex­
penses that might be considered neces­
sary, payments were voluntary in that 
debtor could simply ask loan administrator 
to treat his outstanding loan balance as 
early withdrawal, and payments were not 
of same kind and character as those ex­
penses allowed elsewhere under IRS list. 
11 U.S.G.A. § 707(b)(2)(A)(li). 

8. Bankruptcy eo>2264(1) 

Debwl"s l'epayment of loan taken 
from his retirement account did not estab­
lish "special circumstances" rebutting pre­
sumption of abuse of Chapter 7 atising in 
debtor's case under means test where 
debtor's only explanation for loan was that 
he was attempting to payoff bills in hope 
of avoiding bankruptcy. 11 U.S.C.A. 
I 707(b)(2)(B). 

See publication Words and Phras­
es for other judicial constructions 
and definitions. 

Michael R. Totaro, Totaro & Shanahan, 
Pacific Palisades, CA, for the debtor-appel­
lant. 

Kelsi Brown Corkran, Civil Division, De­
partment of Justice, Washington, D.C., for 
the trustee-appellee. 
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Appeal from the United States Bank­
ruptcy Cotu't for the Central District of 
California, Geraldine Mund, Bankruptcy 
Judge, Presiding, BK No. SY 06-12592-
GM. 

Before: HAWKINS, MARSHA S. 
BERZON and RICHARD R. CLIFTON, 
Ch'cuit Judges, 

ORDER AND AMENDED OPINION 

ORDER 

The Opinion filed on May 29, 2009, and 
repol'ood at 2009 WL 1492138 (9th Cir. 
May 29, 2009), is replaced by the Amended 
Opinion filed concurrently with this Order, 

OPINION 

MICHAEL DALY HAWKINS, Circuit 
Judge: 

In this direct appeal from the bank­
ruptcy court, Scott Lee Egebjel'g ("Egeb­
jerg") challenges the bankl'llptey COtu't's 
dismissal of his Chapwr 7 petition for 
abuse under 11 U.S.C_ § 707(b){3). In an 
issue of first impression in this circuit un­
der the Bankmptcy Abuse Prevention and 
Consumer Protection Act of 2005 
("BAPCPA"), we consideJ' whether a debtr 
or's repayment of a 401(k) loan consti­
tutes a "monthly payment on account of 
seem'ed debts" 01' an "[olther [n]ecessal'Y 
[e]xpellse" that can be dedueood from a 
debtor's monthly income for purposes of 
calculating the debtor's disposable month­
ly income under § 707(b){2), Because we 
condude it is not, the debtor's filing in 
this case was presumptively abusive \mder 

I. Egebjerg's estlmated monthly disposable in­
come on the amended schedule was $170.31, 
less a $155 deduction for the diITerence be­
tween his actual rent and the applicable 
monthly rent expense specified in the IRS's 
Housing and U!ility Standards, which debtors 
are required to use for means lest purposes. 

the "means test" of § 707(b){2). We 
therefore afill'm the bankmptcy court's 
dismissal of his Chaptet' 7 petition, 

FACTS AND PROCEDURAL 
HISTORY 

Egebjel'g med a voluntary Chapoor 7 
bankl'Uptcy petition on December 31, 2006. 
At the time, he had been employed by 
Ralph's grocery store for twenty-seven 
years and eat'ned a gross income of 
$6,115.56 pel' month. Egebjerg was single 
with no assets. His only secured property 
was an automobile he used for work and a 
timeshare. He had unsecured consumer 
debt of about $31,000. 

Approximately two years before he filed 
for bankl'llptcy, Egebjerg had taken a loan 
from his 401{k) plan, The plan automati­
cally deducted $733,90 from his paycheck 
each month to repay this loan, which was 
scheduled to be fully repaid by Sepoombel' 
2008. According to Egebjel'g's amended 
schedule of necessary expenses (in which 
he included the 401{k) repayment), he was 
left with a monthly disposable income of 
$15.31.1 

The U,S, Trustee moved to dismiss 
Egebjerg's Chapter 7 petition, arguing 
that Egebjel'g had improperly included the 
401{k) repayment in his necessary ex­
penses. If, the Trustee urged, this 
amount were not subtracted from income 
as a necessary expense, Egebjerg's filing 
was presumptively abusive under the 
"means oost" of § 707(b){2). The Trustee 
further argued that even if the presump­
tion of abuse did not arise under 
§ 707(b)(2), the court should still dismiss 
the case because, under the totality of the 

Egebjerg listed this rent differential as a nec· 
essary "Other Expensc[)" on line 56 or his 
amended means test form. The govemment 
does not challenge this deduction and we 
express no opinion on its propriety. Instead, 
we assume, without deciding, that the deduc­
tion was propcr. 
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circumstances, Egebjerg had sufficient 
mealls to repay a meaningful pOliion of his 
debts, especially once his 401(k) loan was 
repaid. 

The bankruptcy court rejected the Trus­
tee's first argument, concluding that the 
401(k) loan was a "secured debt" and could 
be deducted from income for purposes of 
the means test. By including this figure, 
no presumption of abuse arose under 
§ 707(b)(2). 

Still, agreeing with the Trustee on the 
totality of the circumstances ground, the 
bankruprey court dismissed the Chapter 7 
petition undel' § 707(b)(3), noting that, at 
the time of the court's order in June 2007, 
the 401(k) loan would be repaid in just 
over a year, leaving $525 a month to rellay 
unsecured creditors. The COtu't concluded 
that the debtor could therefore pay a sig­
nificant amount of his debts in a Chapter 
13 proceeding and that, because of his 
ability to pay, it would be an abuse to 
permit the case to continue as a Chapter 7 
proceeding. The court ordered the case to 
be dismissed unless the debtol' converted 
to a Chapter 13 within ten days, which 
Egebjerg did not do. 

Egebjerg filed a notice of appeal and 
reqllested that the banlu'uptcy court enter 
an order certifying the decision for direct 
appeal purSllant to 28 U,S.C. § 158(d)(2). 
The bankruptcy court entered the certifi­
cation, and a motions panel of this court 
granted Egebjerg's petition for direct ap­
peal and stayed the district court appeal 
pending circuit review. 

DISCUSSION 

I. Statutory Background 

Prior to BAPCP A, there was a presump­
tion "in favor of granting the relief re­
quested by the Debtor." 11 U.S.C. 
§ 707(b) (2004). This presumption could 
be overcome if the comt found that "grant­
ing of relief would be a substantial abuse" 
of Chapter 7. ld. (emphasis added). 

Courts looked to the "totality of the cir­
cmnstances" to make this substantial 
abuse determination_ In 1'e P1'ice, 363 
F.3d 1136, 1139-40 (9th Cir,2004). 

BAPCPA llroduced a sea change. 
There is now no pI'esumption favoring 
Chapter 7 relief, hut an emphasis on l'e­
paying creditors as much as possible. 
H.R.Rep. No. 109--31, pt. 1 at 2 (2005), 
1'6pl'inted in 2005 u.S.C.C.A.N. 88, 89. 
BAPCPA introduced a mathematical for­
mula, commonly referred to as the "means 
test," to determine whether a debtor's fi­
nallcial circumstances create a presump­
tion against granting relief under Chapter 
7. 11 U.S.C. § 707(b)(2) (2008). A pre­
sumption of abuse may be rebutted if the 
debtor demonstrates "special circum­
stances" such as "a serious medical condi­
tion 01' a call 01' order to active duty in the 
AI'med Forces." § 707(b)(2)(B). Even if a 
debtoes financial situation does not create 
a presumption of abuse (or if the presump­
tion is l'ebutted), the bankruptcy com-t 
may still dismiss the petition if the debtor 
filed the petition in bad faith 01' if the 
"totality of the circumstances" demon­
strates "abuse" of Chapter 7. § 707(b)(3); 
Blausey v. U.S. Tl'lWtee, 652 F.3d 1124, 
1127 n. 1 (9th Cil'.2009). 

[I] This case potentially implicates 
both § 707(b)(2) and § 707(b)(3). However, 
because the statute is framed to consider 
the presumptive abuse question first, and 
resorts to the totality of circumstances 
analysis only if the debtor survives the 
means test, we have chosen to address the 
propel' interpretation of § 707(b)(2) flrst. 
We review the bankruptcy court's legal 
conclusions de novo. In 1'6 Fowl61~ 394 
F.3d 1208, 1212 (9th Cir.2005). 

II, Presumption of Abuse under 
§ 707(b)(2) 

A. Secured Debt 

[2] In calculating the debtolJs curl'ent 
monthly income, § 707(b)(2) permits the 
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debtor to deduct "the average monthly 
payments on account of secU1wl debts." 
§ 707(b)(2)(A)(iii) (emphasis added). In the 
Bankruptcy Code, the term "debt" means 
"liability on a claim." § 101(12). "Claim" 
is defined very broadly within the Code to 
mean any "right to payment," whether 
fIXed, contingent, matured, disputed, se­
cured, and so on. § 101(5). The terms 
"debt" and "claim" are coextensive, "flip 
sides to the same coin." In 1'6 R1jkin, 124 
B.R. 626, 628 (Bankr.E.D.N.Y.1991); 
S.Rep. No. 989, 95th Cong.2d Sess., 23 
(1978), 1'6p1'inted in U.S.C.C.A.N. 5787, 
5809. Therefore, Egebjerg's 401(k) loan 
constitutes a "debt" only if the plan admin­
istrator has a "claim" for repayment. 

[3J We join the vast majority of COll'ts 
in holding that the debtor's obligation to 
repay a loan from his or her retirement 
account is not a "debt" under the Bank­
l'llptcy Code. See. e.g., In 1'6 Vilkww, 648 
F.2d 810 (2d Cil'.1981) Ooan drawn on em­
ployee's conhibutions to retu'ement sys­
tem not a "debt" because plan has no light 
to sue a member for the amount of the 
advance, it is simply offset against future 
benefits); Bolen v. Adams, 403 B.R. 396, 
2009 WL 605270, "'3 (N,D,Miss.2009) (vast 
majority of courts have held a debtor's 
obligation to repay retirement account loan 
is not a "debt" under the Code); Eisen v. 
Thompsml, 370 B.R. 762, 769 (N.D.Ohio 
2007) (majority view is that retu'ement 
plan loans are not secured debts); In re 
Esquivel, 289 B.R. 146, 152 (Bankr. 
E.D.Mich.1999) ("clear consensus" that 
borrowing from l'etu'ement account does 
not give rise to either secured or unse­
cured "claim" under the Bankrllptcy 
Code); see also McVay v. Otero, 371 B.R. 
190, 195 (W.D,Tex.2007); In 1'6 Fulton, 211 
B.R. 247, 264 (Bankr.S.D.Ohio 1997); In 1'e 

Scott, 142 B,R. 126, 131-32 (Bankr.E.D.Va. 
1992); In 1'e Jones, 138 B.R. 536, 537-38 
(Bankr.8.n.Ohio 1991). 

The reasoning behind these decisions is 
straightforward. Egebjerg's obligation is 
essentially a debt to himself-he has bor­
rowed his own money. In re Smith, 388 
B.R. 885, 887 (Bankr.C.D.Ill.2008); see 
also McVay, 371 B.R. at 197 (collecting 
cases). Egebjerg contributed the money 
to the account in the first place; should he 
fail to repay himself, the administrator has 
no personal recourse against him. In re 
ViUa1'W, 648 F.2d at 812. Instead, the 
plan will deem the outstanding loan bal­
ance to be a distribution of funds, thereby 
reducing the amount available to Egebjerg 
from his account in the future. See In 1'6 

MOWI'iS, 384 B.R. 235, 238 (Bankr.W.D.Mo. 
2008); see also Mullen v. United SWWS, 
696 F.2d 470, 472 (6th Cir.1983). This 
deemed distribution will have tax conse­
quences to Egebjerg, but it does not cre­
ate a debtor-creditor relationship. In 1'e 

Smith, 388 B.R. at 888 ("Nonpayment 
comes with liability for income taxes and 
penalties, but non-payment is a valid, law­
ful alternative."). 

As succinctly explained by one district 
court: 

Retirement plan loans are qualitatively 
different than secured debts such as 
home mortgages and cal' loans. The 
retirement plan adminisb'ator does not 
loan the plan participant the administra­
tor's money. It simply deducts the re­
quested loan amount from the pm·tici­
pant's own account, and credits the loan 
payments and interest back to the par­
ticipant's account. If the pm'ticipant de­
faults on the loan, the plan administrator 
deducts the amount owed from the vest­
ed account balance, and repays the loan 
with this deduction. The pmticipant 
must treat this deduction as a distribu­
tion which is taxable as income to the 
pmticipant in the default year. The 
pEuticipant may also be subject to an 
early withdrawal penalty. But, the plan 
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administrator has no right to payment 
under the Bankruptcy Code. 

Thmnpsm/, 370 B.R. at 768 n. 10. 

[4] Because the debtor's loan repay­
ment obligation is not a "claim" or "debt" 
under the Bankmptcy Code, the dehoor 
may not include payments on such loans as 
a deduction for ptu'poses of the means test 
under § 707(b)(2). See, e.g., In 1"8 Smith, 
388 B.R. at 888j In 1'6 MQWl'is, 384 B.R. at 
237-38; McVay, 371 B.R. at 203; TJwmp­
san, 370 n.R. at 768-72. This conclusion 
under BAPCPA is not only supported by 
the definitions of "claim" and "deht" within 
the Code, but also by two basic canons of 
statutory construction. 

[5] First, we presume that when Con­
gress legislates, it is aware of past judicial 
interpretations and practices. See Dwsn­
up v. Timm, 502 U.S. 410, 419, 112 S.Ct. 
773, 116 L.Ed.2d 903 (1992). (''When Con­
gress amends the Bankmptcy laws, it does 
not write on a clean slate.") (internal quo­
tation marks omitted~ "Because over­
whelming case law preceding [BAPCPA) 
held that 401(k) loans were not 'debts' 
under the Code, and because Congress has 
not expressly said otherwise, the Court 
must presume that 'debt' retains its pre-
2005 Act meaning." Tlunups(YI/, 370 B.R. 
at 771; see also In re Mowl'w, 384 RR. at 
238 ("The overwhelming lllI\jOllty of pre­
BAPCPA opinions held that a debtor's ob­
ligation to make payments on a loan taken 
from a qualified retirement account was 
not a claim or debt under the Code, and 
the court must assume that Congress was 
aware of this judicial interpretation when 
it enacted BAPCPA."). 

[6] Second, we also presume that if 
Congress includes particular 1£lllguage in 
one section of a statute but omits it in 
another, Congress acted intentionally in 
that exclusion, KP Ptmnanent Make-Up, 
Inc. v. Lasting hnp1'(JssWn I, Inc., 543 
U.s. 111, 118, 125 S.Ct. 542, 160 L.Ed.2d 
440 (2004). Here, in BAPCPA, Congl'ess 

expressly gave Chapter 13 debtors the 
ability to deduct 401(k) payments from 
their disposable income calculation, 
§ 1322(0, but did not include any similar 
exemption for Chapte1' 7 debtors. Con­
gl'ess also added a section which provides 
that the automatic stay does not apply to 
automatic deductions to repay a retire­
ment plan loan, but expressly stated that 
the provision shall not be construed to 
pl'ovide that stIch a loan constitutes a 
"claim" or "debt," § 362(b)(19), "In light 
of the amendments sprinkled throughout 
the Code [addressing 401(k) loans]-espe­
cially section 1322(0-the lack of a 401(k) 
provision in section 707 is a glaring indica­
tion that Congress did not intend 401(k) 
loan repayments to be deducted in Chap­
ter 7," In 1'8 T1tt'lWlj 376 B,R, 370, 376 
(Bankr.D.N.H.2007). 

Although Egebjel'g contends that this 
construction creates anomalous results, 
"[t)he explanation for the lack of such a 
pl'ovision in section 707 is that Congl'ess 
intended to steel' many would-be Challter 
7 debtors toward Chapter 13." Id. As one 
court explained: 

First, 401(k) loan repayments are finite; 
a loan \vill eventually be paid off, Sec­
ond, a Chapter 13 case is prospective, 
ie., it encompasses a debtor's CUl'rent 
and futm'e financial circnmstances for a 
period of three to five years .... Ex­
cluding 401{k) loans from the means test 
evidences a "wait and see" approach 
that would channel debtors with such 
expenses into the longer peliod of bank­
rupky supervision of Chapter 13 rather 
than the relatively short tenUl'e of a 
Chapter 7 case, notwithstanding that do­
ing so might result in a zero payment 
plan. However, because, as here, 401(k) 
loans might be paid off withiu the com­
mitment pell0d of a Chapter 13 case, the 
ability to increase the monthly plan pay­
ment would dil'ect newly available funds 
to creditors. Such an approach serves 
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both the Congre.ssional intent to protect 
retirement contdbutions and "ensure 
that debtors repay creditors the maxi­
mum they can afford," a primary goal of 
BAPCPA. 

In 1'6 Lenton, 358 B.R. 651, 660 (BanJo" 
E.D.Penn.2006). 

B. Other Necessary Expense 

[7] In addition to maintaining that his 
401(k) loan to himself is a "secured debt," 
Egebjerg also contends that his loan re­
payments are an "other nece.ssary ex­
pense" for the purposes of applying the 
means test. We reject that argument as 
well. 

Under the statutory provisions govern­
ing the means test, debtors may deduct, in 
addition to payments on secured debt, 
their "actual monthly expenses for the cat­
egories specified as Other Necessary Ex­
penses issued by the Internal Revenue 
Service." 11 U.S.C. § 707(b)(2)(A)(ii). In 
turn, the Internal Revenue Manual 
("IRM") lists fifteen categorie.s of expenses 
which may be considered necessary under 
certain circumstances, such as child care, 
education and court-ordered payments 
such as alimony and child support. IRM 
§ 5.15.1.10. 

The IRM list of categol'ie.s appears to be 
nonexhaustive. See IRM § 5.15.1.10(1) 
(noting that other expenses may be consid­
ered if they meet the necessary expense 
test--i.e., if they "provide for the health 
and welfare of the taxpayer and/or his 01' 

her family 01' [provide] for the prOdtlction 
of income."). However, some bankmprey 
courts have held that this list iB exhaustive 
for purposes of the bright-line means test, 
because, by the plain language of 
§ 707(b){2){A)(ii)(I), Congress expressly 
limited a debtor's deductions for other ex­
pense.s to "the ca.tegm-ws specifwd" by the 

2. Egebjerg does not actually provide his age. 
He slates only that "{slince he has been em· 
ployed with Kroger for 27 years he is not 

Internal Revenue Service. See In 1'13 Tn1" 

1W1~ 376 B.R. at 375; In 1'e Lam, 347 B.R. 
198, 204 (Bankr.N.D.Tex.2006); In 1'e 

Monli.s, 2007 WL 2962903, *2 (Bankr. 
E.D.Mo.2007); In 1'6 Whitake!~ 2007 WL 
2166397, "'4 (Bankr.N.D.Ohio 2007). Other 
courts have looked beyond the enumerated 
categories and considered the applicability 
of IRM § 5.15.1.1O(I),s "necessary expense 
test" on a case-by~case basis. See 11~ 1'6 

Mowl'is, 384 B.R. at 238-39; In 1'6 Lenton, 
358 B.R. at 658. 

We need not resolve this debate in this 
case, however, because we conclude that 
under either interpretation, Egebjerg's re­
payment of his 401(k) loan does not qualify 
as all "Other Necessary Expense." Such 
payments do not fit within any of the 
IRM's listed categories. See, e.g., In 1'6 

Ban'Uza, 346 RR. 724, 730 (Bankl'. 
N.D.Tex.2006) (rejecting argument that re­
payment could be considered an "involun_ 
tary deduction" because it is not a condi­
tion of the debtor's employment); see also 
In 1'6 Lenton, 358 RR. at 657-58 (same). 
As discussed above, the 401(k) loall repay­
ments themselve.s are voluntary in the 
sense that Egebjerg can simply ask the 
loan administrator to b.·eat his outstanding 
loan balance as an early withdl'3wal from 
his 401(k) and thereby relieve himself of a 
future repayment obligation. Doing so 
would have tax consequences, but Egeb­
jerg would retain the use of most of the 
money loaned. 

According to Egebjerg, the replenish­
ment of his 401(k) plan is necessary to his 
long-term "health and welfare," because he 
is apllroaching retirement and his 401(k) 
plan is his only significant asset. 2 But 
even if we were to look beyond the speci­
fied categorie.s to consider the more gener­
al "necessary expense test" in the IRM, 

someone who is many years from retire· 
menl." 
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401(k) repayments are simply not of the 
same kind and character as those expenses 
allowed elsewhere under § 6.15.1.10. For 
example, dellendent care expenses (for 
cm'e of the elderly or handicapped) are 
permitted only if there is no alternative to 
paying the expense, and "[e1ducation" 
costs are necessary expenses only if they 
are "required for a physically or menU\lIy 
challenged child and no pnblic education 
providing similar services is available," or 
if they are "required as a condition of [the 
debtor's] employment." /d, We also note 
that the IRS guidelines themselves provide 
that "[c]ontl'ibutions to voluntary retire­
ment plans are not a necessary expense." 
IRM § 5.15.1.23; see also In 1'6 Lenton, 
358 B.R. at 658 ("{iJI future voluntary COIl­

tributions to the 401k plan are not neces­
sary expenses, it is hard to argue that the 
replenishment of past voluntary contribu­
tions to the 401k account by repaying 
loans is a necessary expense.").3 

Arguing to the contrary, Egebjerg cites 
HeblYl'ing v. United States Tl'U$tee, 463 
F.3d 902 (9th Cir.2006), In 1'6 Hil~ 328 
B.R. 490 (Bankr.S.D.Tex.2005), and In 1'6 

Vansickel, 309 B.R. 189 (Bankr.E.D.Va. 
2004), for the proposition that voluntary 
401(k) contributions are not pel' se unnec­
essary expenses for the purposes of calcu­
lating a debtor's disllosable income under 
§ 707(b)(2). What Egebjerg fails to note 
is that each of these cases either pre-dates 
the BAPCPA (and therefore pre-dates the 

3. We do not hold that § 5.15.1.23 is control­
ling, but that it is useful and persuasive in the 
context of this case-defining the parameters 
of§ 5.15.1.10(1) and what was considered to 
provide for "health and wel£are" at the time 
Congress cross-referenced the IRM's "Other 
Necessary Expenses" provisions. We recog­
nize that the cxtcnt of the manual's "incorpo· 
ration" and/or usef\dncss in interpreting 
§ 707(b)(2)(A)(ii)(I) is a subject of extensive 
debate, particularly with respect to interpret­
ing the "applicable monthly expense amounts 
specified under the National Standards and 
Local Standards." See In re Ross-Tousey, 

means test) or applies pl'e-BAPCPA law. 
See, e.g., Heblning, 463 F.3d at 904 n. 1. 
This point is critical because the pre­
BAPCPA § 707(b)(2) "totality of CU'Cllm­
stances" test for abuse, which now appears 
(as modified by BAPCPA) as part of 
§ 707(b)(3), is distinct from the CUl'l'ent 
§ 707(b)(2) means test. When it intro­
dllced the means test, Congress provided, 
by reference to the IRS guidelines, specific 
guidance as to what ql18lifies as a neces­
sary expense for the purposes of applying 
that test. Om' holding in Heblning, which 
concerns only the former "totality of cir­
cumstances" rest, is simply not applicable" 

For all the foregoing reasons, the bank­
ruptcy com·t erred by allowing Egebjerg 
to deduct his 401(k) repayment from dis­
posable income for purposes of the means 
test. If the amount of his loan repayment 
is included ill Egebjel'g's income, then a 
presumption of abuse arises under 
§ 707(b)(2). 

III. Special Circumstances 

[8] The bankruptcy comt also held, ill 
the alternative, that even if the amount of 
Egebjerg's loan repayment obligation 
should not be included as a seclU'ed debt 
01' necessary expense, it could be properly 
included 8S a "special ch'cumstance" which 
could rebut the presumption of abuse, cit­
ing lt~ 1'6 Thompson, 350 R.R. 770 (Bankr. 
N.D.Ohio 2006). However, Tlwm,pson was 

549 F.3d 1148, 1156-57 (7th Cir.2008) (dis­
cussing split in authority). By our narrow 
decision today, we do not mean to imply that 
the IRS standards have been incorporated 
wholesale into the Bankruptcy Codc or that 
they control outcomes on other issues. 

4. Egebjerg also argues that our failure to rec­
ognize his 401(k) repayments as a "necessary 
expense" would create a connict with the 
Bankruptcy Code's automatic stay provisions. 
We reject this argument for the reasons al­
ready stated in Part II.A. 
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IN RE EGEBJERG 1053 
CHe lUI 574 F.3d 1045 (9!h Clr. 2009) 

reversed by the district court on this very 
point on appeal, Tlunnpsoll, 370 B.R. at 
772-73, and the majority of courts agree 
that the mere obligation to repay a 401(k) 
loan is not itself a special cU·cumsumce. 
See, e.g., Smith, 388 RR. at 888; In 1'e 

Mow!~, 384 B.R. at 240; In 1'e TU1'1161~ 

376 RR. at 378. 

Section 707(b)(2)(B) provides: 
In any proceeding brought under this 
subsection, the presumption of abuse 
may only be rebutted by demonstrating 
special cu'cumstances, such 8S 8 serious 
medical condition or a call or order to 
active duty in the Armed Forces, to the 
extent SllCh special circumstances ... 
justify additional expenses or adjust.­
ments of current monthly income for 
which there is no reasonable alternative. 

Thus, Congress did not provide an exhaus­
tive list of "sllecial circumstances," but did 
indicate examples of situations it would 
consider sufficient to rebut the presump­
tion of abuse. As one cOllrt has noted, 
both examples given by Congress share "a 
commonality; they both constitute situa­
tions which not only put a strain on a 
debtoes household budget, but they arise 
from circumstances normally beyond the 
debtolJs control." In 1'e Castle, 362 B.R. 
846,851 (Bankl'.N,D.Ohio 2006). 

We need not explore the outside pm'am­
eters of the special circumstance provision, 
however, for we agree that "rew'ement 
plan loans are neither extraordinary nor 
rare; many individuals take loans for 
many different reasons, and they are all 
required to repay the loans. Without 
more, a situation as common as the with­
drawal of one's retirement funds cannot be 
a 'special circumstance' within the accept.­
ed definition of this term." Tlwmpson, 
370 B.R. at 773, 

While there may be situations in which 
the debtol~s underlying reason for taking 
out a 401(k) loan may constitute a special 
circumstance, see In re TU1tWr, 402 B.R. 

903, 906-7 (Bankr.M,D.Fla.2009), Egeb­
jerg's only explanation was that he was 
using the money to "payoff bills" in the 
hope of avoiding bankl'Uptcy in the first 
instance. Although a commendable goal, 
"the fact that he borrowed from those 
retirement funds and now wishes to pay 
the loans back is not a life altering circum­
stance of the kind referenced in the stat.­
ute. It is simply the consequence of a 
prior financial decision." Smitll, 388 B.R. 
at 888. 

It appears that borrowing from a 401(k) 
is not an uncommon approach for many 
debtors, usually stemming from their 
"longstanding general inability to keep up 
with their obligations to creditors." 
TJunnpsrm, 370 B.R. at 773; see also In 1'e 
M{)W1'is, 384 B.R. at 240; In 1'e T1t1'ne1~ 

376 B.R, at 378. Indeed, if the original 
unsecured consumer obligation could not 
be cOllsidered a special circmnstance, it 
would seem problematic to find "special 
circumstances" for the 401(k) loan that 
merely replaced those debts. See In 1'e 
Jackson, 2008 WL 5539790 at $3 n, 20 
(Bankr,D.Kan.2008); cf. 'l'um.81; 376 B.R. 
at 378-79 (401(k) repayment may be spe­
cial circumstance if taken out for a "spe­
cial" reason other than general fmancial 
problems preceding almost every bank­
ruptcy), 

Thus, on this record, while we agree 
with the bankruptcy cow·t's bottom line 
conclusion, it erred by concluding Egeb­
jel'g had demonstrated special circum­
stances under § 707(b)(2)(B), Because 
Egebjel'g thus did not rebut the presump­
tion of abuse under § 707(b)(2)(A), the 
bankruptcy court properly dismissed 
Egebjerg's Chapter 7 petition. 

AFFIRMED, 
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Pre-Filing Considerations In Corporate Chapter 11 Cases 
Lori Winkelman, Quarles & Brady LLP 

I. Disgorgement of Retainers and Fees. 

Pursuant to the Bankruptcy Code, the Debtor must seek authorization to employ 

" professionals such as attorneys and accountants. Prior to the filing, it is common for an attorney 

to receive a retainer, which mayor may not come from the operations of the single-asset Debtor. 

If the retainer comes from the operations of the Debtor, it may be subject to disgorgement. In 

addition, a retainer may be subject to disgorgement if the attorney does not comply with the 

Bankruptcy Code, or a court finds the attorney acts in bad faith. The bankruptcy court has the 

authority to enter disgorgement orders pursuant to §105 (inherent sanction powers), §329(b) and 

§330(a) (power to review reasonableness of fees paid to debtor's counsel), and Rule 9011 (power 

to sanction bad faith filings). See Hale v. U,S. Trustee, 509 F.3d 1139 (9th Cir. 2007) (applying 

§105 and Rule 9011); In re Tran, 427 B.R. 805 (Bankr. N.D. Cal 2010) (applying §329(b) and 

Rule 9011). 

The court may direct disgorgement to the bankruptcy estate, the entity that paid the 

retainer or fees, or to the trustee. See In re Monument Auto Detail. Inc., 226 B.R. 219 (BAP 9th 

Cir. 1998) (citing §329(b». Disgorgement may be sought by the trustee or the debtor, and is 

available in Chapter 7, 11, and 13 cases. 

The rationale for disgorgement is that it deters counsel's non-compliance with the 

Bankruptcy Code. See In re BOH! Ristorante, Inc., 99 B.R. 971, 973 (BAP 9th Cir. 1989). In 

addition, disgorgement facilitates the bankruptcy court's "duty to see that [estate] funds are 

administered in a manner consistent with the intent of the Bankruptcy Code," See id. Both are 

implicated when counsel for a debtor-in-possession seeks allowance of an administrative claim 

for services rendered in a Chapter 11 case. 

A bankruptcy court may order disgorgement of a retainer where counsel fails to comply 

with the Code's employment and compensation provisions, See In re Monument, 226 B.R. at 

224-25 (failure to apply for employment authorization); In re Frag~ 210 B.R. 812 (BAP 9th Cir. 

1997) (failure to file Rule 2016 disclosure). It is immaterial whether the employment or 

compensation would have been approved or whether the failure to comply with the Code was the 

result of mere negligence. An attorney cannot avoid disgorgement by arguing that the estate or 

QB\1268301O.1 
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the debtor would be unjustly enriched by disgorgement, See In re Weibel, Inc" 176 B.R. 209 

(BAP 9th Cir, 1994), Because failure to comply with the Code is fatal and requires 

disgorgement of the entire retainer and all fees paid, counsel must determine and properly 

disclose the source of a retainer and future compensation, 

A bankruptcy court may order disgorgement where counsel has provided inadequate 

representation or engaged in misconduct in the prosecution of the bankruptcy case, See In re 

Avon Townhomes Venture, 433 B.R. 269 (Bankr. N,D, CaI20lO), Under these circumstances, 

the court must find that the fees are unreasonable in light of counsel's conduct under §329(b) or 

§330(a), I Rule 9011 is implicated where the misconduct is the filing, signing, or submittal of 

papel's in bad faith. See Hale, 509 F.3d at 1140-1142. 

Bad faith exists where counsel files a Chapter II petition when reorganization is 

impossible under the circumstances, See, U, In re Kohl. 95 FJd 713 (8th Cir, 1996) (denying 

compensation; finding that reorganization was impossible because individual debtor had $90,000 

in liquidated tax debt and lacked sufficient disposable income to repay the tax debt within 

§1129(a)(9)(C)'s six-year time limitation), Thus, counsel must conduct a reasonable 

investigation into the debtor's ability to reorganize before filing the petition, 

Disgorgement is not a proper sanction where the attorney is not retained pursuant to §327 

and the source of the retainer is a third-party, See In re BOH!, 99 B.R. at 973-74 (explaining 

that under such circumstances deterrence and preservation of estate assets are not implicated); 

see also In re W,T, Mayfield Sons Trucking Co" Inc" 225 B.R, 818 (Bankr, N.D, Ga, 1998) 

(citing BOH! and explaining that whether disgorgement is proper turns on whether payment of 

fees has an "adverse effect on the estate"),2 

But, regardless of the source of the retainer, fees paid to counsel for a debtor-in­

possession are always subject to total disgorgement, See In re Famous Restaurants, Inc., 205 

B,R. 922 (Bankr, D. Ariz, 1996). Although there is no conceivable adversity to the estate when a 

third party pays the retainer, disgorgement is a proper sanction to deter non-compliance with the 

§329(b) applies in Chapter 7 and 13 cases. §330(a) applies in Chapter 11 cases. 

2 COUit authorization of employment and compensation is still necessary where the source of the 
retainer is a third-party, 

2 
Qm126830lO.l 
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Bankruptcy Code's provisions relating to authorization of employment and compensation. See 

id.; In re BOH!, 99 B.R. at 973-74. 

Some courts have held that a retainer is subject to automatic disgorgement upon 

conversion of a Chapter 11 case to Chapter 7 pursuant to §726(b), which requires disgorgement 

of claims that have already been paid in the Chapter II case to ensure pro rata distribution 

among all similarly-situated Chapter 7 claimants. See Specker Motor Sales Co. v. Eisen, 393 

F.3d 659 (6th Cir. 2004). 

In the Ninth Circuit, however, security retainers are not subject to automatic 

disgorgement under §726(b). See Dick Cepek Inc. v. Yoo, 339 B.R. 730 (9th Cir. BAP 2006). 

In Cepek, the Bankruptcy Appellate Panel explained that before any pro rata distributions are 

made under §726(b), the estate must be fully administered, reduced to cash, and any liens 

satisfied from such cash. Thus, to the extent that counsel has a valid and enforceable security 

interest in the retainer, any indebtedness secured thereunder must be repaid first. 3 

Although a retainer may not be subject to automatic disgorgement, conversion to Chapter 

7 may implicate disgorgement sanctions for counsel misconduct under §105 or Rule 9011 (~, 

where counsel should have known that Chapter 11 reorganization was impossible). Therefore, it 

is important to always conduct a reasonable pre-filing investigation to determine, among other 

things, the source of the funds used to pay the retainer and whether reorganization is viable. 

II. Use of Cash Collateral to Fund Retainers. 

The Bankruptcy Code prohibits the use of a creditor's cash collateral without the 

creditor's consent or the bankruptcy court's approval. See II U.S.C. §363(c)(2). Cash collateral 

is cash in which the debtor and another entity have a "legally cognizable interest," for example, 

rents or profits derived from the debtor's business operations in which a creditor has a security 

, 
Under Arizona and California law, a security retainer exists when funds are paid by a client and 

held in a trust account until counsel performs services. See Scottsdale Medical Pavilion, 159 B.R. 295, 
298 (B.A.P. 9th Cir. 1993); In re Goco Realty Fund I, 151 B.R. 241 (Bankr. N.D. Cal. 1993). In a 
Chapter II case, title to the funds passes to the attorney when the bankruptcy court approves 
compensation. Until such time, the fees are property of the estate subject to the attorney's lien. 

3 
QB\1268301O.1 
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interest.4 See 11 USC §363. Whether a creditor has a legally cognizable interest is a question of 

state law. See Scottsdale Medical Pavilion, 159 B.R. 295, 298 (BAP. 9th Cir. 1993). 

Cash collateral controversies are common in single asset real estate cases because, absent 

a loan from a third-party, rents and profits are the debtor's only source of funds to pay legal fees. 

This problem is exacerbated as to rents; unlike other forms of cash collateral, post-petition rents 

are subject to the creditor's security interest. See 11 U,S.C. §552(b)(2), In addition, the 

existence of a security interest in rents may not be easy to ascertain because the neat rules of 

UCC Article 9 do not apply. See AR.S. §33-702(B) (perfection of a security interest in rents 

under Arizona law). Another source of confusion is the lack of uniformity across jurisdictions. 

Compare A,RS. §33-702(B) (not requiring enforcement step to perfect security interest in rents) 

with Cal. Civil Code §2938(a) and (c) (requiring enforcement step). 

Under Arizona law, whether a security interest in rents is perfected turns on the language 

of the instrument (the assignment of rents), See Scottsdale Medical, 159 B,R at 298. In 

Scottsdale Medical, the court found that the creditor had an interest in the rents at issue because 

the terms of the assignment immediately assigned the rents to the creditor upon execution and 

permitted the debtor to use the rents only if there were no defaults (a "present absolute 

assignment"),5 See id. 

The rents in Scottsdale Medical would not have been cash collateral if the assignment of 

rents had required the creditor to take some enforcement step, such as noticing the default and 

making a demand for rents (a "conditional absolute assignment"), See In re Ooco Realty Fund I, 

151 B.R 241 (Bankr. N.D. Cal. 1993), Until such time, the creditor's security interest is 

conditional, and therefore, is not a "legally cognizable interest." In other jurisdictions, California 

for example, an enforcement step is always necessary, See Cal. Civil Code §2938(c) (requiring 

enforcement step for absolute and conditional absolute assignments).6 

The definition of cash collateral is broad enough to encompass interests other than security 
interests, such as setoff rights. See COLLIER ON BANKRUPTCY 1\ 363.03[a][3], 

This mechanism is akin to a license. The creditor is entitled to collect the rents directly, but 
permits the debtor to collect the rents if the debtor is not in default of the agreements secured by the 
assignment. , 

California's statute states: 

4 
QB\12683010.1 
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Given the nature of rents, debtor's counsel must review the applicable non-bankruptcy 

law and the relevant agreements to determine whether they may constitute cash collateral. 

III. Artificial Impairment. 

Bankruptcy Code §1124 states that "a class of claims or interests is impaired under a plan 

unless, with respect to each claim or interest of such class, the plan. , . leaves unaltered the legal, 

equitable, and contractual rights to which such claim or interest entitles the holder of such claim 

or interest." See II U.S.C. §1124(1). The Ninth Circuit has interpreted this definition broadly 

such that "any alteration of the rights constitutes impairment even if the value of the rights is 

enhanced." See In re L&J Anaheim Assocs., 995 F.2d 940, 942 (9th Cir. 1993) (internal 

citations omitted). 

Impairment of a claim does not require that a plan be altered to a particular degree, but 

merely that a creditor's rights are in fact altered. See In re Patrician St. Joseph Partners Ltd. 

Partnership, 169 B.R. 669, 678 (Bankr. D. Ariz. 1994). Arguments that a debtor could have 

avoided impairing a claim are unavailing. A court will not ask "whether alternative payment 

structures could produce a different scenario in regard to impairment of classes; nor does the 

Code require that a plan proponent use all efforts to create unimpaired classes." See id. 

Objecting creditors, however, are not without recourse. A court may properly refuse to 

confirm a plan on the basis of a debtor manufacturing an impaired class merely for the purpose 

of garnering votes of such classes in favor of its plan, Although a court may avoid questioning a 

Upon default of the assignor under the obligation secured by the 
assignment of leases, rents, issues, and profits, the assignee shall be 
entitled to enforce the assignment in accordance with this section. On 
and after the date the assignee takes one or more of the enforcement 
steps described in this subdivision, the assignee shall be entitled to 
collect and receive all rents, issues, and profits .... 

Cal. Civil Code §2938(c) (emphasis added). Compare with Arizona's statute, which states: 

A mortgage or trust deed may provide for an assignment to the 
mortgagee or beneficiary of the interest of the mortgagor or trustor in 
leases, rents, issues, profits or income from the property covered thereby, 
whether effective before, upon or after a default under such mOitgage or 
trust deed or any contract secured thereby ... , 

A.R.S. §33-702(B) (emphasis added). 

5 
QB\12683010.1 
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debtor's motives in determining whether a class is impaired under Section 1129(a)(10), such 

motives are appropriately examined in deciding whether or not a plan was proposed in good faith 

under Section 1129(a)(3). See L&J Anaheim Assoc., 995 F.2d at 943 n.2; In re Hotel Assoc. Of 

Tucson, 165 B.R. 470, 474-75 (9th Cir. BAP 1994) (instructing the lower court to recognize that 

the act of impairment in an attempt to gerrymander a voting class of creditors is indicative of bad 

faith). 

In In re L&J Anaheim Assoc., the court recognized that permitting debtors to 

manufacture an impaired class for the pmpose of obtaining class acceptance for a plan should not 

be allowed. 995 F.2d at 943 n.2. Other courts have come to the same conclusion. See,.!!:&. In 

re Woolley's Parkway Center, Inc" 147 B,R, 996, 1003 (Bankr. M.D. Fla. 1992) ("To illustrate 

further the lack of good faith of the Debtor ... , need only consider the crass .. , attempt to 

manipulate ... by aI1ificially creating an impaired class. ' . ,II); In re Meadow Glen. Ltd., 87 

B.R. 421, 427 (Bankr, W,D. Tex. 1988) ("Where there is no need to impair, the act of 

impairment is an abuse,"). 

IV. Conclusion. 

To avoid these common pitfalls, debtor's counsel must conduct a reasonable investigation 

before filing the Chapter 11 petition, It is important to determine and properly disclose the 

somce of a retainer and funds that will be used to pay fees during the pendency of the case, 

analyze whether reorganization is viable, and whether confirmation of a plan turns on an 

artificial impaired class, 

6 
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000376  Bankruptcy



000377  Bankruptcy



DEBTOR'S CORPORATE BANKRUPTY PLANNING CHECKLIST 

By Frederick J. Petersen 

Mesch, Clark & Rothschild, P.C. 

March 7, 2011 

1. CORPORATE AUTHORITY AND RESOLUTION 

Authority to file a voluntary Chapter 11 petition is truly a benchmark issue that must be 

addressed before a filing is commenced. In most situations where a debtor is adverse to a secured 

lender or another group of creditors, corporate authority may not be a significant issue because 

the debtor is unified against those third parties. However, ifthe company has a dispute within 

ownership, or a secured creditor has obtained control over the voting rights related to any part of 

the entity. a Chapter 11 filing may not be possible. The debtor must follow the procedures 

articulated in its corporate documents, so that the act of a Chapter 11 filing is appropriately 

authorized, and an individual has authority to file the petition and sign all related docllments on 

behalf of the entity. 

NOTE: 11 U.S.C. §303(b)(3) provides that in order to file a voluntary petition for a 

partnership. there must be a consensus of all general partners. Without a consenSllS of all general 

partners, the petition mllst be filed as an involuntary case, and all of the objection provisions in 

11 U.S.c. §303 to an involuntary petition are reserved for a general partner who did not join in 

the petition. See In re Cloverleaf Properties, 78 B.R. 242 (9th Cir. 1987). 

2. CONTROL OF ESTATE PROPERTY 

The filing ofa reorganization petition typically results in the continued operation of the 

debtor's affairs, with all assets and control vested in the debtor in possession. However, in 

planning for a bankruptcy, a careful review needs to be completed so that estate property is not 

lost, and placed beyond the reach of the reorganization estate once a petition is filed. Important 

considerations include the filing of a petition before: 
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(a) foreclosures or repossessions are completed, See In I'e Hoopai, 581 FJd 1090, 

(9th Cir. 2009), [non~judicial foreclosure auction conducted, but affidavit of 

sale not recorded, as required by Hawaiian law, to complete sale before 

bankruptcy filing-assets determined to be property of the estate] ; 

(b) leases are terminated; 

(c) A custodian or receiver remains in possession and control for more than 120 

days (See 11 U.S.C. §543(c)). 

Generally, debtors file bankruptcy petitions prior to foreclosures, lease terminations, or 

the appointment ofreceivers, when applicable, so that there is no dispute as to who controls 

estate property. 

3. IS THIS A "SINGLE ASSET REAL ESTATE CASE?" 

With the substantial creditor protections included in the 2005 changes to the bankruptcy 

code, whether a case is a "Single Asset Real Estate" case is important. The determination may 

make a difference on the timing of a plan and the duration of the automatic stay (See 11 U.S.C. 

362(d)(3)). Such a determination does not make a successful reorganization impossible, but it is 

certainly more difficult to meet the 1129 requirements in the circumstance where a secured 

creditor has a lien on all assets, can object to the use of cash collateral, and holds what may be a 

control vote in the unsecured class of creditors. See in I'e ForI Lowell Retail, LLC, 2011 WL 

609793 (Bankr.D.Ariz. 2011) 

000379  Bankruptcy



a. 11 U.S.C. 1 OI(51B)---defines "Single Asset Real Estate" as: 

"real property constituting a single property or project, other than residential real property 
with fewer than 4 residential units, which generates substantially all of the gross income 
of a debtor who is not a family farmer and on which no substantial business is being 
conducted by a debtor other than the business of operating the real property and activities 
incidental." 

b. But the definition is not the entire story. Courts look to the nature the assets and 

carefully analyze whether the assets are assembled for a single project. Courts 

consider whether the separate parcels are contiguous, whether there are different 

development plans for different parcels, whether the intended uses will yield 

active or passive revenue, and whether as actually used, different plans and 

income are apparent. See Sargent Ranch, LLC, 2010 WL 3189714 (S.D.Cal 

2010); See also Pioneer Austin East Development I, LLC, 2010 WL 2671732 

(Bankr.N.D.Tex. 2010) [Separate tracts of land assembled for claimed different 

purposes and development, but all part as one project. Notably, various tracts had 

different lenders, so as to create different classes of secured creditors-but 

determined to be a single asset real estate case],' See also Kara Homes, 363 BR 

399 (8ankr.D.N.J. 2007) 

4. GUARANTOR ISSUES 

a. Who is thc Clicnt? 

Once an entity is insolvent, principals and counsel are to act as fiduciaries for the 

benefit ofthe estate and its creditors. See In re Southwest Supermarkets, LLC, 325 
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B.R. 417 (Bankr.D.Ariz. 2005). The obligation can be difficult to maintain, when 

ultimately, minimizing the deficiency owed by a guarantor is the reason for a 

bankruptcy filing. Even more difficult, is the practical issue when the sole source 

for funding a plan, is the very guarantor being simultaneously sued by a creditor. 

b. Bankruptcy Relief for Third Parties 

i. In /'e Regatta Bay, LLC, 406 B.R. 875 (Bankr.D.Ariz. 2009) reversed by 

In re Regatta Bay, LLC, 2009 WL 5730501 (D.Ariz. 2009). (Judge 

Haines) 

ii. In re Linda Vista Cinemas, 2010 WL 4882773 (Bankr.D.Ariz. 2010). 

(Judge Marlar) 

iii. Several bankl'Uptcy courts have issued injunctions in favor of non· debtors 

who agree to make financial contributions to a debtor's reorganization. 

See In re Finley, Kumble, Wagner, Heiner, Underberg, Manley, Myerson 

& Casey, 85 B.R. 13 (Bankr. S.D.N.Y. 1988); In /'e Mymon & Kuhn, 121 

B.R. 145, 157 (Bankr. S.D.N.Y. 1990). 

iv. Other Courts have determined injunctions are appropriate if seven factors 

are met: 1) there is an identity of parties such that a suit against the non· 

debtor is a suit against the Debtor and will deplete assets of the estate; 2) 

the non·debtor has and will contribute significant assets to the 

reorganization; 3) the injunction is essential to reorganization; 4) the 

classes have primarily voted to accept the plan; 5) the plan pays all or 
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substantially all of the classes affected by the injunction; 6) claimants who 

choose not to settle recover in full on their claims; and 7) the bankruptcy 

court makes a record of specific factual findings that support its 

conclusions. In re Dow Corning COIp., 280 F.3d 648 (6th Cir. 2002); In re 

A.H. Robins Co., 880 F.2d 694 (4th Cir. 1989); MacArthUl' v. Johns­

Manville, Corp., 837 F.2d 89, 92-94 (2nd Cir. 1988). 

v. In l'e Airadigm Communications, Inc. 519 F.3d 640, 656 (C.A.7 (Wis.) 

2008) 

vi. In re Seatco, Inc~, 257 B.R. 469, 475 opinion modified on reconsideration, 

259 B.R. 279 (Bankr. N.D. Tex. 2001) 

vii. In l'e Acorn Hotels, LLC, 251 B.R. 696, 702 (Bankr. W.D. Tex. 2000) 

5. TIMING THE FILING 

There are many factors that must be considered when timing the filing. 

(a) Payment of employees. 

Although courts and creditors regularly authorize the payment of pre petition 

wages to employees in circumstances where it makes sense to continue the 

operation of the business, the filing should be timed to minimize the impact on 

employees. To this end, there are a few considerations: 

(i) To the extent you have handed out pay checks, but those pay 

checks have not been cashed, a bankruptcy filing is going to freeze all 

bank accounts and prevent people from cashing their pay checks. The 

bankruptcy should be timed, if possible, so employees have a reasonable 

time to cash their checks before the filing, so as to not get caught by the 

frozen bank accounts. 
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(ii) Authority needs to be obtained from the court before pre-petition 

wages can be paid. This mean the case needs to be filed, the first day 

motions noticed, a hearing set and conducted, and an order entered by the 

court before the next payroll can be made. A filing the day before a 

payroll is due is not practical in order to meet the payroll obligation. 

(iii) Minimize pre-petition wages to the extent possible - various 

employers pay employees on different schedules, but most of the time pay 

to some extent in aHears. If the filing can be timed so as to minimize the 

aHearage that represents a pre-petition claim of the employees, it is 

beneficial to employee relations, and to reduce the stress and uncertainty 

of youI' employees. 

(b) Preferences, Fraudulent Conveyances. 

Payments on antecedent debts made within the 90 days before a 

bankruptcy is filed, or fraudulent conveyances made within a year before the 

petition, are susceptible to being set aside post bankruptcy. 

See In re Circuit City Stores, 2010 WL 4956022 (Bankr.E.D.Va. 2010) 

[Creditor may only claim payment one time, and cannot use credit from pre­

petition deliveries as a 547(c)(4) new value defense to preference claims, while 

also asserting an 11 U.S.C. 503(b)(9) claim for the same monies.]; TI Acquisition 

LLC v. Southern Polymer, Inc., 429 B.R. 377 (Bankr.N.D.Ga 2010) [Once 

creditor has allowed admin claim for delivery of goods, creditor may not assert a 

new value defense for delivery of the same goods.]. 

See In re Tousa. Inc .. 422 BR 783 (S.D.Fla 2009), Overturned on Appeal, 

In 1'e Tousa, Inc. 2011 WL 522008 (S.D.F1a 2011). 
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6. PROFESSIONAL RETAINERS 

The Bankruptcy Code prevents the payment ofprofessionai persons (attorneys, 

accountants) after the filing of the bankruptcy petition from estate resources, except upon court 

authorization and after a notice to creditors. To the extent all ofthe assets of a debtor are 

encumbered, the secured lender will need to agree to a carve out or be compelled to a surcharge, 

in order to pay the professional persons. In order to avoid these problems, pre~petition retainers 

are typically paid to avoid the restrictions upon transfer of estate property to professionals. Court 

approval is still necessary before the retainers can be drawn down, but it avoids an issue of the 

fight about the transfer of estate property. 

See In re Renfrew Center of Florida, Inc., 195 B.R. 335 (R.D,Pa. 1996) [Receipt of 

prepetition retainers did not disqualify law firm from representing two co-debtors, despite fact 

that retainers were paid entirely from funds consisting of receipts from debtors' accounts 

receivable, in which objecting bank had prior secured interest via a blanket lien against all of 

debtors' assets,] 

See In I'e Jeep Eagle 17. Inc. 2009 WL 2132428 (D.N.J. 2009) [Retainer payment made 

to counsel for one entity, from cash collateral of a different entity (a co-debtor), creates a conflict 

that may prevent counsel from representing both entities, If disqualified, retainer may be subject 

to disgorgement.] 

7. PAYMENTS TO NECESSARY SUPPLIERS 

When the debtor's business is dependent upon provisions from particular suppliers, 

arrangements should b~ made pre-petition for the orderly access to such necessary ingredients, 

notwithstanding the bankruptcy. Frequently, key suppliers require that an account be brought 

current, will change an account to cash on delivery for all goods provided post bankruptcy, or 

will require the posting of a deposit, often depending on the frequency of the deliveries. 

Regardless of the particular arrangements, the lines of supply need to be examined and preserved 

before a petition is filed. 

000384  Bankruptcy



NOTE: Such payments may trigger a preference issue for the vendors if the case does not 

repay creditors in full. 

8. PAYMENT OF UTILITIES 

A business cannot operate without all necessary utilities remaining on. 11 U.S.C. §366 

authorizes the utilities to demand and requires the debtor to provide "adequate assurance of 

payment" as defined in the statute. If such adequate assurance of payment cannot be provided 

within 20 days from the filing, the statute allows the utility to aiter, refuse, or discontinue 

service. In order to avoid these problems, utilities should be paid current, so they are not 

creditors of the bankruptcy estate. To the extent utility companies have some claim for a stub 

period, request should be made to authorize and allow those pre-petition payments, in exchange 

for the requirement to post cash deposit or letter of credit required as an assurance of payment. 

9. HOLD ONTO CASH 

While the Bankruptcy Code allows the debtor powers to do many things, the Bankruptcy 

Code cannot be used to force a creditor to continue lending money or make credit available post 

bankruptcy. A filing virtually automatically triggers increased cash flow needs to pay cash in 

advance of deliveries, post security deposits to vendors and utilities, and to compensate for 

slowed collection of accounts receivable. A bankruptcy also leads to other incumbent expenses 

such as ordering new check stock and locating new, and sometimes more expensive vendors. To 

anticipate such cash needs, a debtor should hold onto its cash prior to a bankruptcy filing 

sufficient that the debtor can get through the first few months of the bankruptcy case, with the 

cash on hand. Such cash may be cash collateral of the secured creditor, and appropriate adequate 

protection must be provided for using such monies. However, to the extent any cash is not 

encumbered and would not constitute cash collateral, it should be segregated so it can be used as 

needed, without the objection of the secured creditor. 
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10. MAKING SURE THERE ARE IMPARIED CREDITORS 

(a) Reviewing classes of creditors. 

In a single asset real estate case, the secured creditor typically has a lien on the 

principal asset of the debtor, and possibly a deficiency, that may control the 

voting of the unsecured class of creditors. In order for a case to emerge from 

bankruptcy, there has to be an impaired, consenting class of creditors that vote in 

favor of the reorganization plan, before a cramdown over the objection of the 

secured creditor is possible. 

See in re Fort Lowell Retail, LLC, 2011 WL 609793 (Bankr.D.Ariz. 2011) 

[More favorable treatment to administrative convenience class of creditors proved 

the debtor unable to meet 1129 requirements for objecting secured creditor who 

controlled unsecured class.] 

See In re Loop 76. LLC. 2010 WL 5544491 (Bankr.D.Ariz. 2010) [Holding a 

debt, for which there is another, non-debtor source of repayment, is not 

"substantially similar" to other unsecured creditors, and may be separately 

classified.]; See also Slee/case, Inc. v. Johnston, 21 F.3d 323 (9111 Cir. 1994); In re 

Barakat, 99 F.3d 1520 (9'" Cir. 1996). 

(b) Other secured creditors. 

Customer deposits, secured vendor claims based upon vendor deposits, other 

secured creditors (auto or equipment loans), 

(c) Accountants, architects, consultants, landscapers, janitorial supply 

(d) Priority creditors. Real estate taxes, priority taxes, withholding taxes, impact 

fees, ... 
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(e) Anticipate Possibility of the Secured Creditor Buying Claims 
See In re DBSD North America, Inc., 419 B.R. 179, (Bankr.S.D.N.Y. 

2009); affirmed in part, reversed in part, 2010 WL 1223109 (S.D.N.Y. 2010); 

affirmed in part, reversed in part, 627 F.3d 496 (2nd Cir. 2010). [Discussion of 

basis for designating votes of creditors for "not in good faith. "] 

11. SETOFFS 

The Bankruptcy Code specifically provides that bankruptcy law will not affect state 

setoff law. 11 U.S.C. 553. However, the automatic stay may prevent a creditor from unilaterally 

accomplishing this. In any case, before filing a petition, a debtor and his counsel should examine 

the potential for setoffs and make necessary arrangements with creditors, to the extent 

appropriate. 

12, BANK ACCOUNTS 

A bankruptcy debtor, for strategic purposes, may want to establish accounts at a new 

bank, other than one of its lenders that will be a creditor in the bankruptcy estate. Based on the 

requirements of the U.S. Trustee, the list of approved depositories should be reviewed. 

13. FINANCING THE EXIT STRATEGY 

(a) Money for initial creditor distributions. 

Impaired classes of creditors must be incentivized to read the plan and 

disclosure statement, and return their ballot. Without some initial payment, 

experience shows it unlikely that creditors will spend their time supporting a 

Plan. A source of funds must be available to fund an initial distribution. 
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(b) PACA Trust issues. 

By definition, PACA trust monies are not property of the bankruptcy estate. 

However, in order to prevent PACA creditors from seizing assets and 

accounts with PACA trust characteristics (the automatic stay does not stop 

them), PACA claims must be dealt with and repaid. Typically, payment of 

such claims takes priority over a secured creditor with a blanket lien on 

accounts and accounts receivable, but paying such amounts may critically 

injure the estate's reorganization prospects. 

(c) Trade debt/reclamations/§503(b)(9) administrative claims 

11 U.S.c. 503(b)(9) grants an administrative priority claim to vendors who 

sell goods to the debtor in the ordinary course of the debtor's business, and to 

the extent such goods are delivered within the 20 days prior to the 

commencement of the case. This administrative burden can be substantial, and 

must be anticipated for an exit strategy to be crafted. 

000388  Bankruptcy



000389  Bankruptcy
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The role of a creditor in a pre-bankruptcy setting will be most influenced by whether the 

creditor is secured or unsecured. In a typical bankruptcy, individual unsecured creditors have 

very little leverage to influence proceedings once the debtor has filed. Trade creditors, who are 

usually unsecured, are generally advised to stop extending credit to help ensure payment and 

prevent or limit the risk of preference liability. Secured creditors, on the other hand, may have 

many more options to protect their interests depending on the nature of the collateral and their 

priority with respect to other creditors. 

I. TRADE DEBT AND CRITICAL VENDORS 

Trade creditors typically extend credit on an unsecured basis, expecting payment within 

30 to 60 days of having shipped product. Creditors with an ongoing relationship with the debtor 

may quickly build a substantial debt if product continues to ship while the debtor's payments 

either slow in frequency or stop altogether. Even worse, the trade creditor may be subject to 

preference liability and be forced to essentially refund some or all payments received from the 

000390  Bankruptcy



debtor during the 90 M day period before the debtor's bankruptcy filing, if such payments are not 

protected by any of the preference defenses set forth in \\ U.S.c. § 547. Because the bankruptcy 

trustee has two years to bring such actions, the creditor may find itself paying such preference 

liability years after parting ways with the defunct debtor) Despite these challenges, trade 

creditors may take certain preM filing actions to limit or reduce the adverse impact from a debtor's 

filing. 

A. Reducing Preference Risk 

The Bankruptcy Code2 permits the trustee of the bankruptcy estate to avoid any transfer 

of an interest of the debtor in property made on antecedent debt while the debtor was insolvent 

on or within the 90 days before the debtor's bankruptcy filing.3 To avoid the risk that the 

bankruptcy trustee will avoid payments made to satisfy antecedent debt, the creditor may require 

an insolvent debtor to prepay for goods and services or pay contemporaneously with delivery. 

Eliminating trade debt altogether provides the creditor certainty that future payments will not be 

subject to preference liability, but the creditor is still potentially liable for all payments received 

in the 90 days prior to the change in payment terms and will not be totally insulated from risk 

until 90 days after such change. 

Demanding prepayment is not always practical, especially in light of the debtor's 

financial trouble. Preference law strives to reward trade creditors who continue to extend credit 

to debtors during the prepetition period by providing the defenses in 11 U.S.C. § 547. By 

modeling their behavior to match these defenses, knowledgeable trade creditors may improve 

their chances of retaining payments received during the preference period. Stilt, creditors should 

not forgo opportunities to get paid simply because they are concerned about-preference liability. 

1 \\ U.S.C. § 546(a)(1) 
2 1\ U.S.C. § \0\ et seq. 
3 1\ U.S.C. § 547(b) 
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The creditor is almost always better off accepting a payment prepetition and defending its 

retention rather than trying to get paid post-petition. 

1. Ordinary Course of Business Defense4 

A trustee may not avoid a payment on a debt that was incurred in the ordinary course of 

business or financial affairs of the debtor and the creditor and was either (i) paid in the ordinary 

course of business between the debtor and the creditor, or (ii) paid according to ordinary business 

terms.5 A creditor who seeks the protection of this defense will benefit from maintaining 

consistent dealings with the debtor during the potentially turbulent pre-filing period. A creditor 

who engages in special collection practices during the 90-day preference period will probably 

have a weaker ordinary course of business defense,6 Again, creditors should not abstain from 

collection efforts, or forgo getting paid, merely because of preference risk. Ideally, a creditor 

will establish a policy for collection of overdue debts and maintain conformance with that policy 

both before and after the preference period to establish a strong ordinmy course of business 

defense. 

The creditor should also be aware of any credit terms that differ substantially from credit 

terms typically used in the creditor's industry. Granting a struggling debtor longer credit terms 

than the creditor uses with other customers or that include other special accommodations will 

decrease the likelihood that payments meet the ordinary course of business defense. Creditors 

who desire protection from the ordinary course of business defense should maintain consistent 

dealings with struggling debtors regardless of their financial condition. 

4 11 U.S.C. § 547(c)(2) 
5Id. 
6 In re Stratosphere Gaming CO/p., 23 Fed.Appx. 749, 750 (9th Cir. 2001). 
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2. Subsequent New Value Defense7 

A transfer received by a trade creditor during the 90-day preference period may not be 

recovered by the trustee to the extent that, after such transfer, the creditor gave new value to the 

debtor.8 To maximize the benefit of this defense, the creditor should attempt to continue 

shipping product to the debtor on an unsecured credit basis. The value of shipments made on an 

unsecured basis will offset the payments received prior to that shipment. Creditors should be 

wary that slowing shipments while the debtor is still paying may reduce the benefit of this 

defense. The creditor receives an offset only for value given subsequent to receipt of a 

preferential payment, so a creditor who refuses to make further shipments until a debtor's 

balance is current runs the risk of receiving substantial payments that will have no new value 

offset. 

B. Critical Vendors 

Bankruptcy courts are courts of equity, and they have used their equitable powers to 

permit payments to "critical vendors" that might not otherwise be permitted under the 

Bankruptcy Code,9 Because payments to critical vendors are not clearly allowed under the 

Bankruptcy Code, courts fashion such payments on a case-by-case basis with the underlying goal 

of preserving the debtor's business as a going concern and enhancing value to the bankruptcy 

estate.1O To be considered a critical vendor, the goods and services provided by the creditor to 

the debtor must be so important that the debtor's business would likely collapse if such 

711 U.S.C. § 547(c)(4) 
8 ld. The new value provided by the creditor only offsets liability to the extent the debtor did not 
make an otherwise unavoidable transfer to or for the benefit of such creditor on account of such 
new value, ld, 
9 11 U,S.C. § 105(a) ("the court may issue any order, process, or judgment that is necessary or 
appropriate to carry out the provisions of this title.") See, e.g. In re Just for Feet, Inc., 242 B.R. 
821,824 (D. Del. 1999); In re Lehigh & New England Ry. Co., 657 F.2d 570, 581 (3rd Cir. 
1981); In re Ionosphere Clubs, Inc., 98 B.R. 174, 175 (Bankr. S.D.N.Y. 1989). 
10 In re Berry Good, LLC, 400 B.R. 741, 747 (Bankr. D. Ariz. 2008). 
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shipments were to cease. In In l'e A&A Dairy, a case filed by a dairy farm in the District of 

Nevada, the COUlt awarded critical vendor status to a supplier of cattle feed because the feed was 

necessary to keep the cattle alive.!! Not only did the court permit the cattle feed supplier to be 

paid, it also allowed the supplier to retain a second deed of trust granted prepetition during the 

preference period, Similarly, courts have permitted a debtor consisting of a chain of movie 

theaters to pay suppliers of film and have permitted a shoe retailer to pay shoe suppliers for 

shipments needed for the holiday season,!2 Thus, during the pre-bankruptcy period, a trade 

creditor should consider whether the goods and services it provides to the potential debtor are so 

critical that the creditor could be granted "critical vendor" status. It is important for such 

creditors to negotiate their treatment as a critical vendor prepetition because many debtors move 

for authority to pay critical vendors on the first day of filing. 

II. SECURED CREDITORS AND CONTROL OF ESTATE PROPERTY 

One of the primary reasons debtors file bankmptcy cases is to obtain the protection of the 

automatic stay imposed on creditors upon filing, which prevents creditors from initiating or 

continuing collection proceedings.!3 The secured creditor has several tools at its disposal that 

may help avoid a bankruptcy altogether if the secured creditor can exercise its remedies before 

the debtor is able to file. 

A. Foreclosure - Real and Personal Property 

Foreclosure on real and personal property is dictated by state law, The uniform 

commercial code, which has been adopted in generally similar fashion in all 50 states, sets forth 

the pl'Ocedure for foreclosure on personal property. So long as the secured creditor does not 

11 Case No. 10-52539 (Order filed Jan. 4, 2011). 
12 In re Wehrenberg, Inc., 260 B.R. 468 (Bankr. E.D. Mo. 2001); In re JustJor Feet, Inc., 242 
B.R. at 824. 
IJ 11 U.S.C. § 362 
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breach the peace, upon default the secured creditor may repossess collateral secured under 

Article 9 of the uee and sell the collateral at public auction or private sale on ten days notice to 

the owner. 14 Thus, personal property may be recovered and sold quickly and inexpensively. 

In circumstances where it is not practical to recover the personal property without a 

breach of the peace, the secured creditor may have to institute a replevin action under state law. 

This option is less favorable due to the cost of litigation and the time associated with obtaining a 

court order. Filing the suit will put the debtor on notice, who may have sufficient time to file a 

bankruptcy and obtain the protections of the automatic stay.15 

Foreclosure of real property is not controlled by a uniform code, but is unique to the 

statutory law of the state where the real property is located. Many states allow for non-judicial 

foreclosure pursuant to publication of the sale and public auction. Again, a debtor who desires to 

avoid loss of valuable real property will often have time once notice is given to file a bankruptcy 

to obtain the protection of the automatic stay. Thus, a secured creditor who has not yet 

committed to foreclosure of real property must evaluate whether the debtor is likely to file a 

bankruptcy to save the property. Some factors to consider are the value of the property relative 

to the debtor's total assets, whether the property is critical to the debtor's business, whether the 

value of the collateral justifies the risk of debtor's possible filing, and whether the debtor has 

other assets with which to satisfy the debt. At a minimum, secured creditors should file their 

notice of default immediately. Once a secured creditor has concluded foreclosure is necessary, it 

should move forward as quickly as the foreclosure process will allow. 

14 U.C.C. 9-612 
15 11 U.S.C. § 362 
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B. Receivership 

Another remedy available to the secured creditor in a pre-bankluptcy setting is the 

appointment of a receiver. Appointment of a receiver is generally appropriate when the secured 

creditor has a lien on assets that might otherwise be dissipated, wasted, misappropriated, or 

unlawfully diverted by current management. 16 The advantage of a receivership is that it can 

often be obtained quickly to preserve assets when dealing with a difficult debtor. State COutts 

will often appoint a receiver on an expedited basis, which prevents giving the debtor time to file 

a bankruptcy petition before the order is granted. The practical effect of wresting control of the 

business or its critical assets from the debtor is that it may discourage filing of bankruptcy. 

Further, appointment of a receiver prepetition may yield helpful findings of fact from the state 

court that can be offered in a subsequent bankruptcy case to support a motion to appoint an 

examiner, trustee, or other responsible person. 

Note, however, that if a debtor elects to file a bankruptcy after a receiver has been 

appointed, the receiver will be required to tum over the debtor's propelty to the bankruptcy 

estate. 17 To prevent the receiver's turnover ofpropelty, the creditors must show either (i) that 

the creditor's interests are best served by retaining the receiver, or (ii) the receiver has been in 

possession for more than 120 days,l8 

C. Assigrunent of Leases and Rents 

Most mortgages and deeds of trust include an assigrunent of leases and rents granted by 

the debtor in favor of the secured lender. In virtually every case, rents generated by the debtor's 

real property are a valuable asset for repayment of debt. In some jurisdictions it is important for 

16 Jolm D. Ayer & Michael L. Bemstein, American Bankruptcy Institute: Bankruptcy in Practice, 
§ 6.27 (4th ed. 2007) 
17 11 u.S.C. § 543. 
18 11 U.S.C. § 543(d) 
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the secured creditor to "activate" its rights under the mortgage before the debtor files for 

bankruptcy, This often is as simple as sending a notice letter declaring the default under the debt 

and demanding all rents be paid to the lender. Some jurisdictions also require that the secured 

lender send demand letters to tenants stating that all future rent payments should be made 

directly to the lender, Regardless of what may be required, it is good practice for a secured 

lender to begin collecting rents as early as possible. The automatic stay will prevent the secured 

lender from collecting rents post~petition until the stay is lifted, The secured lender will receive 

some protection from the fact that the rents constitute the secured creditor's cash~collateral post-

petition. which the debtor cannot use without leave from the bankruptcy court or consent of the 

secured creditor, 19 

D. Termination of Leases 

The Bankruptcy Code grants debtors the right to elect to assume or reject executory 

contracts and unexpired leases,2o If the debtor's rights under an unexpired lease are valuable, the 

debtor will probably execute its right to assume such contract and assign it to a third party 

thereby capturing the value of the leasehold interest for itself. A landlord in such a position 

should seek to terminate the lease, if possible, before the debtor files. Termination will allow the 

landlord to remove the debtor from the property and lease the property to a new tenant. capturing 

the benefit of the valuable leasehold for itself rather than allowing the debtor to acquire it. 

III. USE OF CASH AND RIGHT OF SETOFF 

Some of the biggest battles in bankruptcy court erupt over the use of cash collateraL A 

debtor cannot use cash that constitutes a secured lender's collateral without approval from the 

19 11 U.S.C. § 363(c)(2). 
20 11 U.S.C. § 365 
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bankruptcy comt or consent from the secured lender,21 Due to such restrictions, the debtor is 

likely to manipulate its cash position to try to make cash available for use post-petition, The 

secured lender should take all efforts prepetition to secure as much cash as possible, The secured 

lender is most often a bank, and the lender should ensure that the debtor's cash is held in 

accounts at the bank and not in accounts with another institution, Even if the debtor is granted 

the right to use cash by court order, the secured lender can better police such use when the 

withdrawals and deposits are made on accounts with the secured lender, 

A bank holding cash in accounts owned by the debtor may set off its obligation to pay 

those funds to the debtor by the amount of the bank's own claim, The right of setoff under state 

law is recognized in the Bankruptcy Code,22 There are some key issues, however, that a creditor 

should note, First, both the claim of the creditor, and the obligation owed to the debtor must 

have arisen prepetition,23 The creditor cannot set off a prepetition claim against funds acquired 

by the debtor post-petition.24 Second, a creditor may only set off against an allowable claim,25 

If the creditor's claim is later disallowed, any setoff against such claim is recoverable by the 

trustee. A creditor must also be careful when applying setoff rights within the 90 days prior to 

the bankruptcy filing. To the extent that the creditor was able to set off a greater amount during 

that 90-day period than it would have been able to set off on the day the period commenced, the 

trustee may avoid the incremental improvement in the creditor's position.26 Thus, while setoff 

21 11 U.S.C. § 363(c). 
22 11 U.S.C. § 553. 
23Id. 
24 e.g. Hood v. Brownlee, 62 F.2d 675 (4th Cir. 1933); In re Kleather, 208 B.R. 406 (Bankr. S.D. 
Ohio 1997). 
25 11 U.S.C. § 553(a)(I). 
26 11 U.S.C. § 553(b) 
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rights are generally recognized under the Bankruptcy Code, a creditor with such rights should be 

aware that such rights have certain limitations in a bankruptcy context. 

IV. ARTIFICIAL IMPAIRMENT 

The Bankruptcy Code requires that at least one impaired class accept a chapter 11 plan to 

permit the other provisions of the plan to be crammed down on the remaining impaired classes.27 

If an impaired class has accepted the plan, the court may approve the plan over the refusal of 

other impaired classes to accept the plan if the plan does not discriminate unfairly, and is fair and 

equitable with respect to each class of claims that is impaired and has not accepted the plan.28 

Creditors should be wary, however. of efforts by debtors to artificially impair a class of friendly 

creditors in an effort to cram down unfavorable treatment on other impaired creditors. The 

minor impairment of an unsecured class of creditors solely to create an accepting impaired class 

may be contested as unimpaired.29 Such an effort by the debtor may be deemed to violate good 

faith requirements under the Bankruptcy Code.30 

V. PREPACKAGED BANKRUPTCY PROVISIONS 

Within the course of a workout negotiation before a debtor files bankruptcy, a creditor 

may attempt to obtain favorable bankruptcy treatment. Negotiations can include an agreement 

not to contest the secured creditor's motion for relief from stay. a stipulated budget for use of 

cash collateral, and even the sale of substantially all the debtor's assets with either the proceeds 

going to pay down the secured debt or the lender credit-bidding its interest. 31 

27 11 U.S.c. § 1129(a)(lO) 
28 11 U.S.C. § 1129(b)(1) 
29 In re Windsor on the River Assoc .• Ltd., 7 F.3d 127 (8th Cir. 1993). 
30 In re Dunes Hotel Assoc., 188 B.R. 174 (Bankr. D.S.C. 1995). 
31 11 U.S.C. § 363. 
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VI. PARTICIPATION AGREEMENTS AND SYNDICATED LOANS 

Many secured loans are either participated or syndicated loans. A secured lender acting 

as a lead bank in a participated loan must consider its rights and obligations under the 

pa11icipation agreement among the banks. It is important in a pre-bankruptcy setting to 

communicate with the other banks in the participation agreement to set a uniform strategy. A 

lead bank in a participated or syndicated loan should also be aware of potential litigation from 

participant banks who may become dissatisfied with the lead bank's actions on behalf of the 

group and may bring actions alleging violations of the participation or syndication agreement 

and any duty of care the lead bank may have therein.32 

VII. CONCLUSION 

The primary rule a creditor should remember is that it is always easier to get paid 

prepetition and defend keeping money than to forgo payment and attempt to collect after the 

debtor has filed. For that reason, creditors should aggressively seek to recover payment by all 

legal means before a debtor files a bankruptcy case. A creditor can almost always develop 

enough of a defense to its prepetition collection actions to retain some of the money it was paid. 

Once a creditor has concluded that foreclosure is necessary, it should move as quickly as the law 

will allow to give the debtor as little time as possible to react with a bankruptcy filing. 

32 First Citizens Federal Savings and Loan Assoc. v. Worthen Bank & Trust Co., 919 F.2d 510 
(9th Cir. 1990). 
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 Hon. Charles G. Case II was appointed a United States Bankruptcy Judge for the 
District of Arizona on January 5, 1994 and reappointed January 5, 2008.  Previously, he was a 
member of the Phoenix law firm of Meyer, Hendricks, Victor, Osborn & Maledon, P.A., where 
he concentrated in bankruptcy, Chapter 11 reorganizations, secured transactions and commercial 
litigation.  From 1975 to 1988, he practiced with the law firm of Lewis and Roca in Phoenix.  He 
graduated cum laude from Harvard University and magna cum laude from Arizona State 
University College of Law.  Judge Case is a fellow of the American College of Bankruptcy and a 
member of the American Law Institute, the International Exchange of Experience in Insolvency, 
and the American Bankruptcy Institute. He is a member of the International Insolvency Institute 
and co-chair of its Judicial Committee. He is a past President of the National Conference of 
Bankruptcy Judges and a former member of the Board of the Harvard Alumni Association. 
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Hon. Randolph J. Haines 
U.S. Bankruptcy Court 
 
THE HON. RANDOLPH J. HAINES, U.S. Bankruptcy Judge, received his B.A. with honors 
from the University of Wisconsin in 1970, a Ph.D. in philosophy from Yale University in 1975, 
and a J.D. from Stanford Law School, with Order of the Coif, in 1978. He joined the Phoenix 
law firm of Lewis and Roca upon graduation and practiced there for 22 years, primarily in the 
areas of bankruptcy and commercial litigation, until his appointment as a United States 
Bankruptcy Judge for the District of Arizona in March 2000. He has written extensively on 
bankruptcy law, is a contributing editor to the Norton Bankruptcy Law and practice 2d treatise 
and managing editor of the Norton Bankruptcy Law Adviser, a monthly newsletter and is a 
frequent speaker at bankruptcy conferences such as the Norton Institutes and the National 
Conference of Bankruptcy Judges. He has served for six years on the Arizona State Bar’s 
Committee on the Rules of Professional Conduct, the committee that issues formal and informal 
advisory opinions on lawyer ethics. 
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Hon. Redfield T. Baum, Sr. has been a United States bankruptcy Judge for the District of 
Arizona since 1990.  He was the Chief Judge of the Arizona Bankruptcy Court from 2005 to 
2009.  Judge Baum has been an active member of the National Conference of Bankruptcy Judges 
serving on the Board of Governors, the finance, elections, site selection and legislative 
committees, and he runs its annual golf tournament.  He has served multiple times as a Judge pro 
tem on the Ninth Circuit Bankruptcy Judge’s Appellate Panel, and has served on the Ninth 
Circuit Bankruptcy Judge’s education and local rules committees.  He was also a member of the 
Arizona State Federal Judicial Council.  He has served as a visiting Judge and settlement judge 
in other districts in the Ninth Circuit.  He helped create and implement the Alternative Dispute 
Resolution program adopted by the Arizona Bankruptcy Court. 
 
Prior to his appointment, Judge Baum was a partner and director at the O’Connor, Cavanagh, 
Anderson, Westover, Killingsworth & Beshears law firm, one of the largest law firms in 
Arizona, where he concentrated in commercial law, creditor’s rights, bankruptcy, chapter 11 
reorganizations, and litigation.  From 1973 to 1980, he practiced with and became a partner at 
the Arizona law firm of Rawlins, Ellis, Burris & Kiewit. He graduated with honors from Arizona 
State University [B.A. History] in 1970 and from Arizona State University College of Law in 
1973.  Judge Baum was commissioned as a second lieutenant in the United States Army in 1970 
and became a captain prior to his discharge.  He has been on the board of directors of the Sandra 
Day O’Connor College of Law at Arizona State University Alumni Association for many years. 
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