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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/real 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. (BOTC). 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.

{03000.012/00232691.00CX /} 2
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DEBTS:

Steve was in the middle of a construction project in Prescott Valiey
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:

e four months arrears in their house payments (no equity in the
house above the $1.5MM 1st trust deed)

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

¢ are having trouble making their car payments
o $250,000 in credit card debt.

¢ [RS 100% penalty for missed payroll taxes - $50,000.

{05000.012/00232691.00CX /} 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.

Q FOR ATTORNEY:

HOW DO WE PLAN FOR A SUCCESSFUL
CHAPTER 7 OR CHAPTER 117

{05000.012/00232691.00CX /} 4
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CASE ABSTRACTS
Reprinted with permission from Robin Miller / bankruptcyabstracts.com

In re Beverly, —~ F.3d —— (9th Cir. 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 hls 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 Chappeli, 373 B.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 (Sth 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 §

544(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 varlous 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
s0 as to allow avoidance pursuant to Code § 544(b); and (3) liability of the particular
transferee pursuant to the provisions of section 550, Lipp/ v. City Bank, 955 F.2d 599 (Sth
Cir. 1992). Once fraud and voidness are shown, a trustee may recover under § 550 to the
extent it “benefits the estate,” /.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. Jn 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. 81,413 (9th Clr.,,
Feb. 6, 2009), March 2009, page 126

* The debtor's prepetition 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. 1 81,326 (9th
Cir., 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,

s 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 Beckx, 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 hoth partles 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 (Sth Cir. 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
disposltions.

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 §
522(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 rollover 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 § 522(b)(3)(C).

In re Latone, 2008 WL 5049460, Bankr. L. Rep. 1 81,346 (Bankr. D. Arlz., 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 clrcumstances.

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
dlviding, 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 § 523(a)(5).
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+ LUnder 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 flling.

Schwab v. Reilly, —- U.S. —-, 130 5.Ct. 2652, 177 L.Ed.2d 234 (June 17, 2010)
Property of the estate—Exemptions—Procedure:

Reversing It 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 faciaily-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 falth. 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 7aviorv. Freeland & Kronz, 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—Exemptions—Under federal law—Code § 522(d)(10){E):

Under Code § 522(d){10)(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, annuity,
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’ IRAs 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 IRAs was causally connected to their age because the
substantial tax penalties for withdrawals before the age of 59V limited the debtors’ access
to the funds in the IRAs. Moreover, the IRAs were “similar” to stock bonus, pension,
profitsharing, or annuity plans or contracts because those plans, like the debtors’ IRAs,
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 § 541(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 the 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 appolnt 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;

(B) 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 benefictary not earlier than 720 days nor later than 365 days before such
date, only s0 much of such funds as does not exceed $5,475 [FN1];

[FN1] 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 faw, the
debtor, not his children, was the owner of the account.

In re Addison, 540 F.3d 805 (8th CIr., 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 § 541(b)(6))

Code § 541(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;

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

(IIT) 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 1325(b}(2); or

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

(B) received by an employer from employees for payment as contributions--
(i) to--
(I) an employee henefit 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 Cade of 1986;
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(II) a deferred compensation plan under sectlon 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 1325(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)

523(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 7 re Leahy,
370 B.R. 620 (Bankr. D, Vt. 2007) explicitly holds that the exclusion 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. Ohlo, 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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Thompsen, 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. Ill,, 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 rellef 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 conslder 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, LLC, 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 Straightiine
Investments, inc., 525 F.3d 870 (Sth 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 transactfon 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)
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s 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.
1988). 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 martiai 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 i1 re Pefersern,
2009 WL 248021 (Bankr. D, Arlz., Jan. 30, 2009).) (page 169)

+ Property of the estate—Turnover—Application of equitable recoupment: In crdering
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
credlt for certaln ameounts 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 requirlng 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 I 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)

Postpetition 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 actuaily 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)(1) 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 Cir, B.A.P., Jan. 11, 2011)

000193 Bankruptcy



000194 Bankruptcy



=T - - N+ T I -V S S S R

| T o T N N I T e T N T o T N T e T e S e e gy VOGS Y
0 ~1 O h R W N = Do e -~ N B e Y = D

SIGNED.

Dated: Ja'nuary 19, 2011

T~ JAMES M. MARLAR
\/ Chief Bankruptcy Judge

IN THE UNITED STATES BANKRUPTCY COURT
FOR THE DISTRICT OF ARIZONA

In re: Chapter 7
WALTER RICHARD THIEM and No. 4:10-bk-19279-IMM
KAY A. THIEM,
MEMORANDUM DECISION
Debtors.

L. INTRODUCTION

In this matter of first impression, the chapter 7 trustee objects to the debtors' claimed
exemption for an individual retirement account ("IRA") that Mrs. Thiem inherited as the beneficiary
of her mother's IRA prior to bankruptcy.! Having considered the arguments as well as the amended
Schedule C and the legal memoranda, the court herein sets forth its findings of fact and conclusions
of law pursuant to FED, R, BANKR, P. 7052, overruling the trustee's objection and allowing the

exemption in its entirety.

IL JURISDICTION

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

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

] ! 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.
Case 4:10-bk-19279-JMM Doc 49 Filed 01/19/11 Entered 01/20/11 07:42:14 Desc
Main Document  Page 1 of 21 000195 Bankruptcy




wWoee = Syt R oW N —

| N T O o T o o o T o o T e T oy i G Uy GRPOS VO G ey
0 = N W R W R = D R s N B W N = D

IIL. FACTS AND PROCEDURE

Richard and Kay Thiem (the "debtors") filed a voluntary chapter 7 petition on June 19,
2010. Mr. Thiem receives social security disability income while Mrs. Thiem is employed by the
Tucson Medical Center.

In 2005, Mrs. Thiem's mother died, leaving her traditional IRA* to the debtor and the
debtor's sister, who were the beneficiaries. Within 60 days of her mother's death, $10,723.24 from
the mother's IRA, representing both sisters' interests, was transferred into an "inherited" IRA entitled
"Kay A. Thiem Wells Fargo #xxx6594, Marjorie Ann Dymock DECD." Mrs. Thiem paid to her
sister the sister's share of the money using the debtor's personal funds, while maintaining the original
balance of funds in the IRA.

Between 2005 and the petition date, Mrs, Thiem took out only the required
distributions from the inherited IRA, leaving a balance of $10,032.57 as of the petition date. Upon
filing bankruptcy, the debtors claimed an exemption in the inherited IRA in the amount of
$10,032.57 pursuant to Bankruptey Code § 522(b)(3) * and the Arizona exemption for a retirement
plan, ARIZ. REV. STAT. ("ARS") § 33-1126(B).

The chapter 7 trustee timely objected to the claimed exemption, citing case law which
construed federal exemption statutes, The debtors responded, also citing case law which interpreted
federal law, Following a hearing, and while the matter was under submission, the debtors filed an
amended exemption claim under § 522(b)(3), pursuant to ARS §§ 33-1126(B) and 33-1126{A)(1).
The trustee then filed an amended objection, to which the debtors responded.

There is no dispute that the mother's IRA qualified as an exempt IRA. The trustee
objects, however, to the debtors' assertion that the funds in the inherited IRA retained their exempt

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

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

_ 3 This statute is Title 11 of the United States Code. On Schedule C, the debtors must
either check box T§_|522(b)(2 ) {federal bankruptcy exemptions) or § 522(b)(3) (state or federal
exemptions other than those under § 522(d)).

2

Case 4:10-bk-19279-JMM Doc 49 Filed 01/19/11 Entered 01/20/11 07:42:14 Desc
Main Document  Page 2 of 21 000196 Bankruptcy




oo -1 N W R W N e

L I e L o o T o L o T v S S T T Y
L = T " T o R - BN = - I = N, T -~ VS T N RSy

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

IV, ISSUES

1. Whether the debtors can claim an exemption in the inherited IRA under
either ARS § 33-1126(B) or § 522(b)(3)}(C), or both,
2. Alternatively, whether the IRA is exempt under ARS § 33-1126(A)(1)

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

Y. DISCUSSION

Upon the filing of a bankruptcy petition, an estate is created consisting of all of the
legal or equitable interests of the debtor in property as of the commencement of the case "wherever
located and by whomever held." 11 U.S.C. § 541(a)(1); Inre Konnoff, 356 B.R. 201, 204 (9th Cir.
BAP 2006); In re Pettit, 217 F.3d 1072, 1077 (9th Cir. 2000). Certain property that is initially

included in the bankruptcy estate may be removed therefrom through the exemption process. 11
U.S.C. § 522.

A claimed exemption is presumptively valid, unless a party in interest objects and that
objector satisfics its burden that the exemption is improperly claimed. See Inre Nicholson, 435 B.R.

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

e There may be an unresolved issue regarding the burden of IE)roof in exemptions
claimed under state law, which was not briefed by the parties. In Raleigh v. Ill. Dep't of Revenue,
530 U.S. 15, 120 S.Ct, 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 bankruptey court must
anly 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. Italso noted, however, that Bankruptcy Rule 3001(f), which governs
prgofs of claims, "does not address the burden of proof when a trustee disputes a claim." Id, at 22
n.2.

The igsue 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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Arizona has opted out of the federal exemption scheme provided in § 522(d). See
ARS § 33-1133(B). Debtors in Arizona are only permitted the use of federal non-bankruptcy

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

Bankruptcy Exemption Manual, § 3.01, p. 76 (2006).

A. The available exemption statutes for an IRA

There is one relevant exception to the opt-out rule. Inenacting BAPCPA,® Congress
created a new class of exemptions for certain retirement funds regardless of whether the state of
domicile has opted out of the federal scheme for other property.® Of this class, § 522(b)(3)Q is
applicable in opt-out states and § 522(d)(12) applies in the federal exemption scheme. Id., § 2.17,
p.60-61. The two provisions are identical and provide an exemption for:

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 [blecause Congrcss has regulated the allowance of
exemptions in bankruptcy, the Code and Rules may alter burdens of proot relating to exemptions,
even 1if those burdens are part of the ‘substantive' right under state law."),

Here, neither party has addressed the burden of proof under these Arizona statutes,
nor could the court find any definitive case law. For Furposes of this decision, and in the absence
of clarification from the appellate courts, this court will presume that the Supreme Court in Raleigh
did not affect the ultimate burden of proof allocation upon the frustee under Rule 4003(c).
Furthermore, based on the undisputed facts, and the court having found that the validity of the
exemption claim was unrebutted, the court is able to resolve this matter of law without having to
decide this issue. See Inre Greenfield, 289 B.R, 146, 149 (Bankr. $.D. Cal. 2003).

5 BAPCPA 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 power to preempt state-court exemptions, See 4 COLLIER
ON BANKRUPTCY { 522. 10[9{]] (the debtor's right to exempt retirement funds under § 522§B)(3)(C)
"should prevail over any con icting state exemption laws"). The new provisions are in addition to
the federal exemption under § 522(d)(1 OgéE) which exempts "certain benefits that are akin to future
earnings of the debtor," HR Rep. No. 595, 95th Cong,, 1st Sess. 361-62 (1977) (emphasis added),
including 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 reasonabl
necessary for the suﬁport of the debtor and any dependent of the debior . . " 11 U.S.C.
§ 522(d)(10)(E) (emphasis added).

4

Case 4:10-bk-19279-JMM Doc 49 Filed 01/19/11 Entered 01/20/11 07:42:14 Dasc
Main Document  Page 4 of 21 000198 Bankruptcy




e e T = S S o N o

[ T L O T o o T o o T e T o T e Ty
= = I I U R S R~ - T - . T O & N O - =

"Now, even if some states may not allow retirement plans to be exempted from the
reach of creditors, Congress has made this exemption available to all debtors by placing the
language in section 522(b)(3)© to eliminate the opt-out.” Id. at 62. This new category of exemption
rights "may be exercised by the debtor even if the debtor's state has opted out of the federal
exemption scheme." 4 COLLIER ON BANKRUPTCY § 522.10[9] at 522-90 (16th ed. 2010); In re
Patrick, 411 B.R. 659, 663-64 (Bankr. C.D. Cal. 2008) (a § 522(b)(3)© election can be used in opt-

out states such as California).

Congtress' intent was "to expand the protection for tax-favored retirement plans or
arrangements that may not be already protected under [§] 541{c)(2) pursuant to Patterson v. Shumate
... or other state or Federal Law." HR Rep. No. 31, 109th Cong,., 1st Sess. 224 (2005). In addition,
such retirement fund may be claimed exempt even if it is only in "substantial compliance with"
applicable requirements of the IRC, or if not, if the debtor can claim that he or she is not materially
responsible for such féilure of compliance. Id,; 11 U.S.C. § 522(b)(4)(A)-(B).

The debtor's exemption rights under § 522(b)(3)(C) also apply to certain direct
(trustee-to-trustee) transfers, providing that funds so transferred "shall not cease to qualify for
exemption under paragraph (3)(c) or subsection (d)(12) by reason of such direct transfer.” 11 U.S.C.
§ 522(b)(4)(C) . In addition, the exemption rights continue to apply "to any distribution that
qualifies as an eligible rollover distribution within the meaning of section 402(c) of the Internal
Revenue Code, or an amount that is a distribution from a fund or account exempt from taxation
under section . . . 408 . . . of the Internal Revenue Code, and is deposited to the extent allowed in
such a fund or account not later than 60 days after the distribution of such amount." 4 COLLIER ON
BANKRUPTCY, supra 1522.10[9] at 522-91; 11 U.S.C. § 522(b)(4)(D).

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

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

5

Case 4:10-bk-19279-JMM Doc 49 Filed 01/19/11 Entered 01/20/11 07:42:14 Desc
Main Document  Page 5 of 21 000199 Bankruptcy




@0 1 Rt B W N =

L T o o T o T o o T T T
o - T L - N R =~ R ~.- N TR N ¥R A P S N S TN

claimed under § 522(b)(3)(C), including the provisions of § 522(b)(4), and this court may compare
those statutes and look to case law which construes them,’

Under either federal or state law, exemptions are to be liberally construed in favor of
the debtor who claims the exemption. Inre Arrol, 170 F.3d 934, 937 (9th Cir. 1999); Gardenhire
v. Glasser, 26 Ariz. 503, 503,226 P. 911, 912 (1924); In re Herrscher, 121 Ariz. 29, 31 (Bankr. D.
Ariz, 1989) (citing ARS § 1-211(B) ("Statutes shall be liberally construed to effect their objects and
promote justice.")). The exemption laws in Arizona "were not created merely for the purpose of
conferring a privilege on a debtor, but to shelter the family and thereby benefit the state." In re
Hummel, ___ B.R, ,__ ,2010 WL 5076421 at *5 (9th Cir, BAP Nov. 19, 2010) (quoting In re
Foreacre, 358 B.R. 384, 390 (Bankr, D. Ariz. 2006)). The statutory language may not be reduced

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

intend to create. See id,; Inre DeHaan, 275 B.R. 375 (Bankr. D. Idaho 2002).

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

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

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

When interlpreting a statute, we must first look to its language, the "best and
most reliable index” of its meaning. Unless the legislature clearly expresses an
intent to give a term a special meaning, we give the words used in statutes their
plain and ordinary meanin% In determining the ordinary meaning of a word,
we may refer to an established and widely vsed dictionary.

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

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

pertinent part;

B.  Anymoney or other assets payable to a patticipant in or beneficiary of,
or any interest of angr partlcig)ant 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

’ 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
imvoking g 2 (b)(:(’%(}) would have no m}[pact on the extent to which other ]i-)roger is claimed as
exempt. See Inre Gill, 2007 WL 2990564 at *2 (Bankr. D, Dist, Col., Oct. 11, 2007).

6
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ARS § 33-1126(B) (2010 Thomas Reuters) (footnote omitted).

This statute is similar to § 522(b)(3)(C) and § 522(d)(12). The meaning of a state
exemption is controlled by the applicable state law, and a bankruptcy court is bound by the state's
construction of its statute. InyePalidora, 310 B.R. 164, 165-66 & n.4 (Bankr, D. Ariz. 2004) (citing
In re Goldman, 70 F.3d 1028, 1029 (9th Cir, 1995)). Neither case law nor the legislative history

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

B. Section 408 of the Internal Revenue Code

The federal and state statutes recognize an exemption for an IRA that is provided for
under the Internal Revenue Code, 26 U.S.C. § 408 ("IRC § 408"), which section governs the
creation, operation, and taxability of IRAs. See Inre Merrill, 431 B.R. 239, 243 (Bankr. D. Idaho
2009) (citing In re McClelland, 2008 WL 89901 (Bankr. D, Idaho 2008)); 133 A.L.R. FED. 1, 68
(2010 Thompson Reuters). AnIRA is defined as "a trust created or organized in the United States

for the exclusive benefit of an individual or his beneficiaries," provided that the trust meets the
requirements of that statute.® IRC § 408(a), Generally, any IRA is exempt from taxation under
section 408. IRC § 408(¢); 14 COLLIER ON BANKRUPTCY § Intro,05[2][b] (15thed. rev. 2010) ("The
2005 amendments to the Code provide the debtors will be permitted to exempt all funds in any
account exempt from taxation under sections 401, 403, 408, 408A, 414, 457 and 501(a) of the
Internal Revenue Code.").

There is no dispute that the mother's IRA qualified as an exempt IRA under either
federal law or the Arizona statute. See Rousey v. Jacoway, 544 U.S. 320, 125 S.Ct. 1561, 161
L.Ed.2d 563 (2005); Inre Bharucha, 115 B.R. 671 (Bankr, D, Ariz. 1990); In re Herrscher, 121

® These requirements are such things as the amount of allowable annual contribution,
rohibition on commmﬁ%ling or investment in life insurance contracts, that the trustee be a bank, etc,

See IRC § 408(a)(1)-(

7
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B.R. 29 (Bankr. D. Ariz. 1989). The question is whether Arizona and/or federal law would also
recognize and extend an exemption for the inherited IRA. The court believes this question is
answered by the requirements of IRC § 408, because the IRC creates an inherited IRA and treats the
inherited IRA as tax deferred and subject to distribution rules.
Upon the death of an IRA owner, IRC § 408 provides for an "inherited" IRA:
(ii) Inherited individual retirement account or annuity.— An individual
;tqtiremcnt account or individual retirement annuity shall be freated as inherited
l -
(I) theindividual for whose benefit the account or annuilar is
maintained acquired such account by reason of a death of
another individual, and

(1) such individual was not the surviving spouse of such
other individual.

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

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 beneficiary 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; IRC § 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
income. 26 U.S.C. § 408(d)(1).

Aninherifed IRA may be transferred tax free in a direct trustee-to-trustee transfer. IRS
Pub. 590, p. 20. "A taxpayer is not treated as having received a taxable distribution from an IRA

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

8
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without the IRA owner or beneficiary ever gaining control or use of the funds," Jankelovits v.
C.IR,, T.C. Memo. 2008-285, 2008 WL 5330811 (U.S. Tax Ct. 2008). "In the absence of payment
or distribution, the transfer would not be a rollover contribution described in section 408(d)(3)(A)
because such funds are not within the direct control and use of the participant. This conclusion
would apply whether the bank trustee initiates or the IRA participant directs the transfer of funds."

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

trustee-to-trustee transfer of a distribution from an employees' pension plan to an inherited IRA shall
be treated as an eligible rollover distribution that is excluded from the distributee's taxable gross
income,

Here, the debtors' counsel, at the November 4th hearing, maintained that there was a
"trustee-to-trustee” transfer to the current IRA, See Minute Entry, ECF No. 41, While counsel's
argument is not evidence, clearly, the new IRA is in the mother's name as well as the debtor-
beneficiary's name, In addition, the balance of funds has only been slightly reduced, presumably |
by the required minimum distributions. The debtors maintained that, other than the initial transfer,
they have not rolled over any amount from the account, The facts also reflect that they have not
made any monetary contributions to augment the original funds (setting aside for the moment the
trustee's legal argument on that point, which is considered and rejected below). Thus, the
undisputed facts are consistent with a determination that Mrs. Thiem's IRA is an inherited IRA that

was a direct transfer in compliance with the IRC.’

? Prior to explaining that a trustee-to-trustee transfer had actually taken place, the
debtors had alleged that the funds were "rolled"” into the new account within 60 days of the 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(dg(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 of the payment or distribution, See also § 522(b)(3)(CP and § 522(b)(4)(D) (exempting
rollovers). Arguabl?r, this section applies only whete the original owner rolls over the money. See
26 C.FR, § 1.408- c) 3) (distinguishing "individual on whose behalf an individual retirement
account is established" from that same "individual'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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The trustee has not submitted any evidence to raise an issue concerning the
aforementioned facts. For example, the trustee does not dispute that a direct transfer from the
mother's IRA to the inherited IRA occurred, even while the trustee analogizes that the funds in the
inherited IRA are equivalent to a "cash inheritance." See Trustee's Reply 2, ECF No. 39. The
gravamen of the trustee's argument is that an inherited IRA is neither an exempt "retirement plan”

under the Arizona statute nor exempt "retirement funds” under the federal statutes.

C. Case law - Two Camps

In the absence of any Arizona law on point, the trustee cites a series of cases from
other jurisdictions which held that inherited IRAs are not exempt, while the debtors find support in
contrary opinions. None of the statutes at issue in these cases specifically addressed inherited IRAs.
Nor were the state statutes, if any, that were construed in these cases identical to ARS § 33-1126(B).
None expressly provided an exemption for a plan "beneficiary," as does the Arizona law, although
most provided an exemption for a person’s "interest in" or "rights to" such a plan/fund, or words to
that effect. All of the state statutes at issue provided an exemption for an IRA that qualified for tax
exemption under IRC § 408, such that the Internal Revenue Service treatment of the IRA was the
determining factor as to whether or not the funds in the IRA were exempt, Clearly, "[a] number of
courts have wrestled mightily with the language of the IRS Code and its interplay with various state
exemption statutes." Inre Tabor, 433 B.R. 469, 474 (Bankr. M.D. Pa. 2010).. This court finds the
case law in support of an exemption for an inherited IRA. to be more convincing, starting with the
reasoning of In re McClelland, 2008 WL 89901 (Bankr. D. Idaho 2008).

In McClelland, the Idaho statute provided an exemption for "[t]he right of a person
to a pension, annuity, or retirement allowance or disability allowance, or death benefits, or any
optional benefit, or any other right accrued or accruing to any citizen of the state of Idaho under any
employee benefit plan.” An "employee benefit plan" included an IRA described in IRC § 408. Idaho
Code § 11-604A. The debtor, in McClelland, was the sole beneficiary of her aunt's IRA and
established an inherited IRA which she claimed as exempt under Idaho law, McClelland, 2008 WL

10
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89901 at *2. The bankruptcy court allowed the exemption, noting that the Idaho legislature "painted
with a broad brush" and "chose not to limit the scope of protection to retirement account owners
only." Id. at ¥3-4. It further stated: "[T]o benefit from this exemption statute, a person need not
actually earn the funds deposited in the retirement account or plan. All retirement income to which
a person ‘may become entitled' is exempt." Id. at *4,

Similarly, the Arizona statute does not limit the exemption to the person who
coniributed the funds, i.e., the owner or plan participant, but also entitles the beneficiary to receive
the protection. In McClelland, the court had to interpret the broad language of the Idaho statute to
extend to a beneficiary, whereas the Arizona statute expressly includes the beneficiary.

The trustee attempts to distinguish "retirement plan,” as provided in the Arizona
statute, from “retirement funds," as provided in § 522(b)(3)(C), therefore implying a required
retirement purpose in ARS § 33-1126(B). The debtors, on the other hand, contend that the plain
language of § 33-1126(B) does not require the beneficiary to use the plan funds for his or her own
retirement purposes. '

The trustee raises valid policy concerns concerning inherited IR Asthat, simply, could
be cashed out. Nonetheless, the plain language of ARS § 33-1126(B) protects "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 § . . . 408 ... from any and all claims of creditors of the beneficiary or
participant.” Id. (emphasis added). Therefore, under Arizona law, an inherited IRA is precisely the
mongey payable to, or a beneficiary's interest in, a retirement plan that is exempt from process. Any
distinction is lost.

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

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

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

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. Witﬁ regard to the debtors’ assertion that the IRA'is beingrused for Mrs.
Thiem's retirement purposes, there is little to no evidence of this before the court. Therefore, the
court will not address that part of the argument, nor does it need to in order to resolve this matter.

i1
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the Indiana State Teacher's Retirement Fund, When the debtor filed for bankrupicy, 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 participant or beneficiary in, a [qualified] retirement plan."
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.
Id. at 3.

The facts in Lacefield are distinguishable from the instant case. Mrs, Thiem is clearty
a named beneficiary of her mother's IRA, IRS Pub. 590 states; "[i]f you inherit a traditional IRA,

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

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

"designated beneficiary" as "any individual designated as a beneficiary by the employee"); Treas.
Reg.,26 C.F.R. § 1.408-2(b)(8). Under the Arizona statute, a "beneficiary" may claim an exemption
in the funds payable to her from, or her beneficial interest in, another person's retirement plan that
meets the requirements of IRC § 408.

The Lacefield decision was rendered prior to BAPCPA's amendments, which were
enacted to ensure that debtors may exempt, under either federal or state exemptions, retirement
funds to the extent that those funds are in a fund or account that is exempt from taxation under the
enumerated sections of the IRC. Tax exemption extends to funds that are in an inherited IRA, as
digcussed above. Therefore, the holding of Lacefield is not helpful on this issue.

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

exemption for an inherited IRA account under Pennsylvanialawand 11 U.S.C. § 522(b)(3)(C). The

Pennsylvania statute provided an exemption for

[&]nly retirement or annuity fund provided for under section . . . . 408, . .. of
the Internal Revenue Code of 1986 . . ., the appreciation theron, the income
therefrom, the benefits or annuity payable thereunder and transfers and
rotlovers between such funds.

12
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Id, at 472,

Unable to locate any state court decision on the issue of whether inherited IRAs are
exempt from process under the Pennsylvania law, the court held that it need not make a
determination under state law and, instead, determined that the inherited IRA was exempt under
§ 522(b)(3)(C). Id. at 474, Noting that Congress in enacting BAPCPA had expanded the exemption
status for retirement plans that are established under provisions of the IRS Code, the bankruptcy
court concluded that the increased protection for such retirement funds extended to inherited IRAs
(trustee-to-trustee transfers), pursuant to the plain and unambiguous language of § 522(b)(4)(C) .

There are only two requirements for an IRA to be exempt under § 522(b)(3) or the
corresponding federal statute, § 522(d)(12), according to the Tabor court: "(1) the amount the debtor

seeks to exempt must be retirement funds; and (2) the retirement funds must be in an account that
is exempt from taxation under one of the provisions of the Internal Revenue Code set forth therein."”
Id. at 475 (quoting In re Nessa, 426 B.R. 312, 314 (8th Cir. BAP 2010) (§ 522(d)(12)). Both
requirements were met, ¢ven though the retirement funds belonged originally to the debtor's
deceased mother, the court concluded, Tabor, 433 B.R, at 476.

This court also looks to In re Kuchta, 434 B.R. 837 (Bankr. N.D. Ohio 2010), Ohio
is an opt-out state and, therefore, the debtor was allowed to claim an exemption in an inherited IRA,
which was created by a trustee-to-trustee transfer, under both Ohio law and § 522(b)(3)(C). Id. at
842,

The bankruptcy court found that the inherited IRA could not be exempt under state
law because the statute expressly required that the debtor must have made the contributions to the
IRA. Id. at 842-43. Nevertheless, the court concluded that the inherited IRA was exempt under
§ 522(b)(3)(C) as retirement funds exempt from taxation under IRC § 408, Id, at 844,

The line of cases that deny exemptions in inherited IRAs commonly conclude that
inherited IRAs are (1) fundamentally different from a traditional IRA under the IRC and (2) lack
a retirement purpose. These courts determined that an inherited IRA is (1) subject to an entirely
different set of rules upon the use, distribution and taxation of the funds, and (2) no longer for used

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

13
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without penalty, and which he mus! take as income within a relatively short period of time without
regard for his retirement needs." In re Sims, 241 B.R. 467, 470 (Bankr. N.D. Okla. 1999)
(Oklahoma law) ; see also In re Chilton, 426 B.R. 612 (Bankr. E.D. Tex. 2010) (§ 522(d) (12)); In
re Ard, 435 B.R. 719 (Bankr. M.D. Fla, 2010) (Florida law and citing case law for § 522(d)(12),
and citing Robertson v. Deeb, 16 So. 3d 936 (Ct. App. 2 Dist. 2009) (non-spousal inherited IRA

not exempt from garnishment); Inre Klipsch, 435 B.R. 586 (Bankr, S.D. Ind. 2010) (Indiana law);
In re Jarboe, 365 B.R. 717 (Bankr, S.D. Tex. 2007) (Texas law); In re Taylor, 2006 WL 1275400,
at *2 (Bankr. C.D. Ill. 2006) (Illinois law); In re Navarre, 332 B.R. 24 (Bankr. M.D. Ala. 2004)
(Alabama law).

This court respectfully disagrees with these courts. Even though inherited IRAs are
treated differently under the IRC, they are still protected from taxation for a time period that is
provided under the IRC. In fact, the Internal Revenue Code and Regulations ensure that the original
retirement funds will be protected and remain unchanged in character, e.g., by prohibiting
contributions and rollovers to the new account. Therefore, it is not accurate to state that inherited
IRAs do not meet the requirements for an IRA under § 408. Both ordinary and inherited IRAs are
exempt from taxation, and that is all that is required by ARS § 33-1126(B) and 11 U.S.C. § 522.
See Tabor, 433 B.R. at 469; sce generally A. J. Golden, "Retirement Benefits and Creditor's
Rights,” SS007 ALI-ABA 289, 303 (2010).

Nor did any of the above cases analyze § 522(b)(3)(C) or § 522(b)(4)(C). The plain
language of § 522(b)(4)(C) provides that transfers of the type that create an inherited IRA do not

cause a loss of exemption eligibility. In Chilton, the debtors alternatively asserted that the transfer
of funds from the deceased account to the debtor's account was a trustee-to-trustee transfer protected
by § 522(b)(4)(C). The bankruptcy court did not address this poignant argument. Chilton, 426 B.R.
at 621-22; see also Nessa, 426 B.R. at 315 n.3.

Secondly, another argument commonly made by these courts against allowing an
exemption for an inherited IRA isa determination that the retirement funds must be the debfor’s own

retirement funds. See, e.g., Chilton, 426 B.R, at 617.

14
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The debtors cite to Nessa, There, the Eighth Circuit Bankruptcy Appellate Panel
concluded that such a requirement would "impermissibly limit the statute beyond its plain

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

would mean writing "retirement” out of "retirement funds," the Nessa court countered that
disallowing the exemption would be writing in the "debtor's retirement funds" where the statute only
says "retirement funds." See Chilton, 426 B.R. at 617; Nessa, 426 B.R. at 314.

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

require the retirement funds to be those originally created by the debtor-beneficiary. Until Congress
sees fit to amend or clarify this exemption, this court holds that an inherited IRA that complies with
the IRC is, in name and substance, an account that meets the requirements of the Arizona and federal
retirement exemption statutes at issue here.

Courts that have followed the reasoning of Nessa include Tabor, Kuchta and [n re

Weilhammer, 2010 WL 3431465 (Bankr. S.ID. Cal. Aug. 30, 2010). As mentioned above,

McClelland, a decision which predated Nessa, held that Idaho law did not limit its exemption to only
those funds held by the person who contributed them to the account, and upheld the exemption in
an inherited IRA. Therefore, this court does not perceive a "trend” to deny such exemptions at this

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

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

dealt with as follows, in no particular order.

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

Section 33-1126(B) protects money that is "payable" to the beneficiary. The trustee
contends that the debtor was already paid the monies out of her mother's IRA in 2005, and then
merely "placed"” the money into another IRA. Trustee's Reply 2, ECF No. 39. Therefore, the trustee
contends that the facts do not fall within the exemption.

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

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

15
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solely as Mrs. Thiem's account. Moreover, the funds in an inherited IRA may not be rolled over.
IRC § 408 (d)(3)(C). The inherited IRA may be transferred into a traditional IRA for the benefit
of the beneficiary by a direct trustee-to-trustee transfer. Such a transfer is considered neither a
"rollover" nor a "distribution, " See IRS Pub, 590, p. 20. In fact, the direct transfer maintains the
tax exempt nature of the funds in the new account. See id. ("Like the original owner, you generally
will not owe tax on the assets in the IRA until you receive distributions from it."); IRC § 408(e); 11
U.8.C. § 522(b)(4)(C).

There is a presumption that Mrs. Thiem's IRA complies with the requirements of the
IRC for a direct transfer of the inherited IRA, and the trustee has not rebutted that presumption with
any evidence that it is not in compliance. See § 522(b)(4).

As such, the trustee's objection is not persuasive in light of the specific means
provided by the IRC to protect the tax-exempt nature of the funds in an inherited IRA, Therefore,
the court finds that the retirement funds in the inherited IRA are still "payable" to Mrs. Thiem.

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

The trustee contends that the inherited IRA's exemption is created under IRC
§ 402(c)(11). Since that section is not listed in ARS § 33-1126(B) {designating §§ 401(a), 403(a),
403(b), 408, 408A or 409), the trustee asserts that an inherited IRA is not exempt,

Section 402 governs the "[t]axibility of beneficiary of employees' trust." An
employees' trust is described in [RC § 401(a). See IRC § 402(a). Section 402(c)(11) allows the
beneficiary of an employee trust to move the inherited funds into an IRA account for his or her
benefit via a trustee-to-trustee transfer without paying taxes on the distribution, by treating the
transfer as an eligible rollover distribution and as an inherited IRA. LR.C. § 402(c)(11)(A).

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

B.R. 612 (Bankr. E.D. Tex. 2010). The bankruptcy court first distinguished the tax treatment of
retirement accounts versus the tax treatment of distributions. It held that an inherited IRA is merely

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

16
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concluded that the inherited IRA's tax exempt status was created under IRC § 402(c)(11) and did
not fall under the IRA account exemption of § 408(e)(1). Id.

Such an analysis is not in accord with the legislative history of this section, which,
ironically, was described in depth in the prior Texas case of Jarboe. There, the court discussed the
amendment adding subsection (c)(11) to § 402 by the Pension Protection Act ("PPA) in order to
expand the types of retirement plans that may create an inherited IRA :

Whereas previously only the transfer of a decedent's IRA could create an

inherited IRA, now a trustee-to-trustee transfer of several types of retirement

plans (i.e., not f'ust IRAs but also employer-sponsored plans such as 403(a)
- plans, 403(b) plans, and 457(b) plans) may create inherited IRAs.

[TThe PPA does nothing to chan%c the tax treatment of inherited IR Ag; rather
it only levels the playing field for more kinds of non-spouse beneficiaries,
eliminating the somewhat harsh tax treatment of non-spouse beneficiaries of
employer-sponsored retirement plans. (Prior to the passage of the PPA, non-
spouse beneficiaries of employer-sponsored retirement plans typically had to
take distribution either in a lump sum or within five years. . . f

Jarboe, 365 B.R. 717, 724 n.10; 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 . . . [sJomething for which bankruptcy court judges are ill-equipped for statutes other than
the Bankruptcy Code." See A. J. Golden, supra, Retirement Benefits and Creditor's Rights, SS007
ALI-ABA at 305. The authors then state: "In fact § 402(c)(11) simply authorizes a non-taxable

frustee-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 fbo the
beneficiary." Id. (Alteration in original.)

In addition, IRC § 408(e), which states that "any" IRA is exempt from taxation, "does
not distinguish between an inherited IRA and traditional types of IRAs." Nessa, 426 B.R. at 315.

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

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

The trustee contends that the tax exempt qualification of the inherited IRA was
destroyed, either as to the entire fund or to half of it, when the debtor paid her sister her portion of
the funds using the debtor's personal funds. In essence, the trustee maintains, that transaction was
a prohibited "contribution” to the IRA which destroyed the nature of the inherited TRA.

Alternatively, the trustee contends that the exemption should be limited to Mrs.
Thiem's half of the inheritance in the amount of $5,361.62.

Aninherited IRA may not be treated as one's 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." IRS Pub. 590, p. 20.

The ordinary meaning of "contribution" is the act of contributing something, such as
a payment, or "o give a part to a common fund." MERRIAM-WEBSTER'S COLLEGIATE DICTIONARY
272 (1tthed, 2004),

This court does not agree that Mrs. Thiem's payment to her sister was essentially a
"contribution” of her personal funds to the IRA. The same funds, which were the mother's retirement
funds, remained in the inherited IRA at all times. The arrangement between the two sisters was a
distinct and separate transaction between two beneficiaries which did not affect the total amount or
nature of the inherited IRA.

There are certain acts by a beneficiary, who is a fiduciary, that will cause a loss of the
tax exemption, such as self-dealing, sale or lending of the money. See IRC § 408(¢)(2) (citing IRC
§ 4975). The transaction between the two beneficiaries whereby Mrs, Thiem's sister essentially
agreed to release her one-half interest in the inherited IRA for the cash payment from Mrs. Thiem
was not such a prohibited transaction, under IRC § 4975, nor has the trustee contended that it was.

Therefore, the court holds that neither a contribution nor a prohibited transaction
occurred to destroy the character of the IRA. The inherited IRA in its entirety is intact.

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

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

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

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

l D. The Alternate Claim under ARS § 33-1126(A)(1)

The debtors amended their Schedule C to claim an exemption in the inherited [RA
pursuant to ARS § 33-1126(A)(1), which provides, in pertinent part:

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

1, 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,
The trustee maintained that this statute's reference to "money . . . payable . . . upon the

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

lives..." ARS §20-254, and generally described as "insurance on the life of" someone. See ARS
§§ 20-1257(A), 20-1603(3), 20-1131(A).

The court will overrule this objection on the following grounds. The legislative
history reveals no useful information pertaining to the interpretation of the phrase at issue or the
" purpose behind the exemption. The legislature, however, knew how to write or amend subsection
(A)(1) to limit it to the proceeds of life insurance policies if it had wanted to. In fact, subsection
(A)(6) provides a certain exemption for "[t]he cash surrender value of life insurance policies . . ."
Section (A)(1), however, is not limited to "life insurance policies."

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

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

View 1, Professor Dale Beck Furnish wrote:

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.
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D.B, Furnish, "Arizona's New Exemption Statute," 19 Ariz. B.J, No. 3, p. 32, 42 (1983) (emphasis
added). However, in View 2, Mr. Thomas Salerno, Esq. wrote that the same exemption statute
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."

Id. at 48 (emphasis added).

An Arizona bankruptcy court has also interpreted the statute broadly. In Lacefield,
an unpublished decision previously cited by the trustee because the bankruptey coutt, there, had
disallowed the debtor's exemption claim in an inherited pension under ARS § 33-1126(B), the court
alternatively allowed the exemption under ARS § 33-1126(A)(1). The court found that the debtor
was a "death beneficiary" as to those funds. In re Lacefield, case no. 2:03-bk-22470-CGC, at 4
(July, 20, 2004).

Mrs, Thiem received the funds in the inherited IRA due to the death of her mother.
Therefore, this court will also interpret ARS §33-1126(A)(1) liberally as exempting Mrs. Thiem's

inherited IRA, as an alternative basis for the exemption.

V1. CONCLUSION

Mrs. Thiem's inherited IRA, in the total amount of $10,032.57, is exempt under the
Arizona exemption statute, ARS § 33-1126(B), which extends protection to monies payable to a
beneficiary of a retirement plan which meets the requirements of the IRC. In addition, the
retirement funds are exempt, for a debtor in an opt-out state, under § 522(b)(3)(C).

Alternatively, the inherited IRA are exempt funds received by a death beneficiary
pursuant to ARS § 33-1126(A)(1).

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

Stephen Trezza, Attorney for Debtors
Tiudy Nowak, Ch. 7 Trustee
Office of the U.S. Trustee

Main Document
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the Debtors’ Amended Motion be and is
hereby DENIED.

O ‘glﬂ' HUMBER SYSTEM
T

In re Marvin James CRATER and
Fay B. Crater, Dehtors.

James D, Murphey, Plaintiff,
v,

Marvin James Crater and Fay
B. Crater, husband and
wife, Defendants,

Bankruptey No. 01-12851-PHX-RJH.
Adversary No. 02-00007,

United States Bankruptey Court,
D. Avizona.

Dec, 17, 2002.

Creditor brought adversary proceed-
ing to deny debtors’ discharge in Chapter
7 based upen their prebankruptey plan-
ning in converting exempt to nonexempt
aggets, On creditor's motion for summary
judgiment, the Bankmptey Court, Ran-
dolph J. Haines, J., held that, unless credi-
tor that seeks to deny debtor’s discharge
hased upon his prehankruptey exemption
planning shows some deception o1 conceal-
ment, an insider transaction, 8 fraudulent
conveyance, a secretly retained possession
or benefit, or debtor 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 geing for-
ward, even if all of the debtor's nonexempt
assets are converted into exempt assets
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Just after being sued and just before debt-
or files for bankruptey.

Motion denied.

1. Bankruptcy €=3271

Denial of discharge iz hargh result,
and in keeping with"fresh start” policy of
the Bankruptey Code, courts should con-
strue discharge exceptions liberally in fa-
vor of debtors and strictly against pariies
objecting to debtors’ discharge., Bankr.
Code, 11 U.S.C.A. § T27(a).

2, Bankrupicy <3274

To prevail on complaint to deny deht-
or's discharge based upon his prepetition
transfer of property with intent to hinder,
delay or defrand ereditor, complainant
must dewnonstrate an actual intent to hin-
der, delay or defrand; constructive intent
will not suffice. Bankr.Code, 11 US.C.A.
§ T2T(a)(2)(A).

3. Bankruptey €=3274, 3317(5)

While party seeking o deny debtor's
discharge based upon his prepetition
transfer of property with intent to hinder,
delay or defraud ecreditor must demon-
strate an actual, not just a constructive,
intent on debtor’s part, requisite intent
need be shown only by a preponderance of
evidente. Bankr,Code, 11 US.CA,
§ T127(a)2)(A).

4. Bankvuptcy €=3274

To prevail on complaint to deny debt-
or’s discharge based upon his prepetition
transfer of property, complainant need not
denonstrate that transfer was made with
actual intent to defraud; intent to hinder
or delay will suffice. Bankr.Code, 11
US.CA. § T27(a)(2XA).

5. Bankruptey ¢=3274, 3315(2)

While party seeking to deny debtor's
discharge based upon his prepetition
transfer of property with intent to hinder,
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delay or defraud creditor must demon-
strate an aetval, not just a constiuctive,
intent on debtor's part, requisite intent
may be inferred from cirecwmstances sur-
rounding the transfer. Bankr.Code, 11
UB.CA, § T2T(a}2)(A),

6. Banlaruptey ¢&2164.1

Mere presentation of facts that could
sustain a factual finding that transfer was
made with fraudulent intent, or that could
establish prima facie case of fraud, will not
necessarily suffice for complainant to pre-
vail on motion for summary judgment on
complaint te deny debtor’s discharge based
on his prepetition transfer of assets if, on
undisputed facts, a fact finder could infer
that debtor's intent was innocent. Bankr.
Code, 11 U8.C.A. § T27(a)(@)(A).

7. Bankruptcy <3274

Even though debtor’s prebankruptey
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 debtor’s discharge based on
his prepetition transfer of assets, absent
extrinsic evidence of frand. Bankr.Code,
11 US.C.A. § T27(a)(2)(A).

8. Banluauptey ¢&=3274

“Badges of firand,” such as court may
consider, for denial-of-discharge purpoeses,
in deciding whether debtor’s prepetition
transfer of assets was done with requisite
intent to hinder, delay or defrand credi-
tors, fall into three general categories con-
sisting of (1) those badges which are them-
gelves indicative of concealment, deception
or frandulent intent (such as debtor’s re-
tention of possession or control over prop-
erty, or concealment of transfer); (2) those
badges that do not implicitly suggest
fraud, but that do suggest there must have
been a motivation other than transaction
itself because it was not an economically

rational decigion for debtor to make (such
as debtor's transfer of essential assets of
business or transfer for less than reason-
ably equivalent value, or to insider); and
(3) those badges which may be innacent in
themselves, or are merely timing factors
that become suspicions only when com-
bined with other factors (such as fact that
transfer is made after debtor is sued or
threatened with suit, involves essentially
all of debtor’s assets, or is made when
debtor is, or has effect of rendering debt-
or, insolvent). Bankr,Code, 11 US.C.A,
§ T27(a)(2)(A).

9, Bankruptey <2164.1, 3315(2)

Court cannot infer that debtor’s pre-
petition transfer was made with actual in-
tent to hinder, delay or defrand 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 debtor’s discharge
nor to shift the burden of geing forward to
debtor. Bankr.Code, 11 TUS.CA.
§ T2T()2)A).

10. Bankruptey ¢=3274 .

Intentional nature of debtor’s prepeti-
tion conversion of exempt o nonexempt
assets, as part of his prebankruptey ex-
emplion planning, is not alone suffictent
hasig to regard this conversion as ground
to deny debtot’s discharge based on his
fraudulent prepetition transfer of assets;
any such rule would reward ignorant debt-
org while punishing knowledgeable ones,
Bankr.Code, 11 US.C.A. § T27(2))(A).
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11. Bankruptey ¢=3276.1

Mere fact that debtor’s prebankruptey
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 prepetition
transfer of assets; it is inappropriate for
bankruptey judges to attempt to determine
when pigs become hogs, when legislature
hag failed to do so and hag not invited
courts to exercise that judgment. Bankr.
Code, 11 U.8.C.A. § T27(a)(2)(A).

12. Bankruptey <=3273.1

Neither timing factors nor uheconom-
ie decision-making by debtors is sufficient
{o deny them a discharge upon account of
their knowledgeable exemption planning,
in converting exempt to nonexempt assets.
Rankr.Code, 11 U.S.C.A. § T2Ta)(2)(A).

13. Bankruptey ¢=3315(2)

Unlesg creditor that seeks to deny
debtor’s discharge based upon his pre-
bankraptey exemption planning shows
some deception or conceabment, an insider
transaction, a frandulent conveyance, a se-
eretly 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 into exempt assets just after debtor is
sued and just before debtor files for bank-
ruptey. Bankr.Code, 11 US.CA.
§ T27(a)2)(A).

Tim D. Coker, Esg., Robert Mothers-
head, P.C., Phoenix, AZ, for Plaintiff/Cred-
itor.
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William F, Doran, Esgq., Phoenix, AZ,
for Defendants/Debtors.

Louis Movitz, Carefree, AZ, Chapter 7
Trustee.

OPINION RE: OBJECTION
TO DISCHARGE

RANDOLPH J. HAINES, Bankruptey
Judge.

This case concerns an objection to dis-
charge due to the debtors’ prebankruptey
sale of an asset and use of the proceeds to
increase an exemption. The objecting
craditor seeks suminary judgment on his
objection to discharge. Because the Court
finds the undisputed facts do not establish
any improper intent to hinder, delay or
defraud ereditors, 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 with a suit
filed by eveditor James Murphey ("Mur-
phey™) for royalties due under a patent
license. Murphey obtaihed a default judg-
ment in that suit for more than $600,600 in
Cctober, 2001, although that judgiment was
subsequently vacated becauge it had heen
entered in violation of the automatic stay.

Debtors retained a bankruptcy attorney
on July 26, 2001, who sent. a letfer inform-
ing Murphey that he had been retained to
file Chapter 7 for the Debtors, On or
shout that same day the Debtors seold
some stock they owned in Kvispy Kream
for about $40,000. On 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 Sep-
teiber 27, 2001.

Murphey filed a timely complaint object-
ing to the Debtors' discharge. Among
other grounds, the complaint objected pur-
suant to 11 U.B.C. § T27(a)(2)(A),! on the
ground that the sale of the Krispy Kream
stock wag made with “intent to hinder,
delay, or defraud a creditor,” by essential-
ly converting Debtors’ nonexempt asset
into an increased homestead exemption,
Avizona has opted out of the federal ex-
emptions * and permits a homestead ex-
emption up to $100,000 in equity.? Debt-
ors’ Schedule D claimg 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 theirr eurrent home-
gtead exemption ig 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 distrib-
ute to creditors.

Murphey moved for simmary judgment.
His principal srpwment is that actual in-
tent to hinder, delay or defraud creditors
can be shown by circumstantial evidence,
and that it iz shown by the “badges of
frand” becanse the Debtors sold essential-
ly all their nonexempt assets shortly after
heing sued, and uged the proceeds to in-
erease their homestead exemption shortly
before filing bankruptey.?

General Principles

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

1. Unless otherwise noted, all statutory and
rule relerences are to the United States Bank-
rupicy Code, 11 U.S.C. §§ 101-1330, and the
Federal Rules of Bankiuptey Procedure.

2, Arizona Revised Statutes ("A.RS5.") § 33-
1133(B).

3, ARS.§ 33-1101{A).

ed nonexempt assets into exempt assets
shortly before filing has been addressed in
some sighificant cases in other circuits,
See, e.g, Smiley v. First Natl Bank of
Belleville (In re Smiley), 864 F.2d 562 (Tth
Cir.1989); Norwest Bank Nelraska, N.A.
v. Tveten, 848 F.2d 871 (8th Cir.1988);
Honson v, Fivst Nal'l Bank in Brookings,
848 F.2d 866 (8th Cir.1988); Ford v». Po-
ston {In re Ford), T73 I".2d B2 (4th Cir.
1985); [IMirst Tewxas Sav. Assoc, Ine v
Reed (In ve Reed), 700 F.2d 986 (5th Cir,
1983). But it does not appear to have
been addressed by the Ninth Circuit at
least since the adoption of the Bankruptey
Code.

There is, however, substantial Ninth
Circuit case law addressing the elements,
evidentiary standards, and burden of proof
for  denial of discharge under
§ T27(a)2)(A)

[1] “Denial of discharge i3 a harsh re-
sult.” Bernard v. Sheaffer (In ve Ber-
nord), 96 F.8d 1270, 1283 (9th Cir.1996).
“In keeping with the fresh start’ purposes
hehind the Bankruptey Code, courts
should construe § 727 liberally in favor of
debtors and strictly against parties ohject-
ing to discharge.” Id. at 1281, citing Dev-
ers v. Bank of Shevidan, Montana (In ve
Devers), 159 T.2d 751, 764 (9th Cir.1985).

SBaction 7T27(a)2)(A) provides that a
debtor may be denied a discharge if “the
debtor, with intent to hinder, delay, or
defraud a cveditor, ... has transferred ...
property of the debtor, within one year
before the date of the filing of the petition;

4. There is some indication in Mwphey's mo-
tien that the transfer did not in fact occur
until alter the petition was filed. Debtor de-
nies that, however, so to the extent Murphey
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 Debt-
ors transferred their Kvispy 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 defrand a creditor.”

[2-56] To a deny a discharge under
§ T27(a)(2)(A), the intent must be actual
intent, ag “[elonstructive frandulent intent
cannot be the basis for denial of a dis-
charge,” First Beverly Bonk v. Adeeb (In
re Adeeb), 787 F.2d 1339, 1343 (9th Cir.
1986); Devers, 769 F.2d at 763, 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. Grogen
v. Garner, 498 U.S. 279, 284, 111 8.Ct. 654,
112 L.Ed.2d 755 (1991). And an intent to
defraud need not be shown, as “[ilntent to
hinder or delay is sufficient.” Bernard, 98
F.3d at 1281, That intent, though it must
be actual, may be inferred “from the cir-
comstances surrounding the transaction,”
Emmett Valley Assocs. v. Woodfield (In ve
Woodfield), 978 F.24 516, 518 (9th Cir,
1992).

Although the “badges of fraud” that
were recognized at commeon law and are
now codified in the Uniform Fraudulent
Transfer Act S for finding an actual fraudu-

5. See, eg, ARS. §44-1004(B), codilying
UFTA § 4(b):

“In determining actual intent under subsec-
tion A, paragraph 1, 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-
ired of the property transferved alter 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 debtar’s assets.

286 BANKRUPTCY REPORTER

lent conveyance are not codified in the
Bankruptey Code either for that purpose
or for denial of discharge under
§ T27(a)(2)(A), Woodfield seems to suggest
that they are at least appropriate circum-
stances that may be considered as a basis
to infer that intent. fd. Indeed, that opin-
ion could be read to say that the presence
of some of the badpes of fraud may be
sufficient to infer the requisite intent "un-
less some other convineing explanation ap-
pears.” Id But that was dictum because
the opinion also noted that “[m]ore than a
dry checklist of badges of fraud demon-
strates the Debtor's intent, however,” be-
cause those debtors admitted they “were
trying to delay or prevent seizore of the
assets,” and they omitted them from their
statement of affairs. Id. at 519.

Evidentiary Standards

The plaintiff, of course, always has the
ultimate burden of proof. Bankruptcy Rule
4005. But depending on the procedural
context, there are at least three possibly
applicable evidentiary standards. The
lowest of them is when the bankraptey
court has conducted a full trial and found
that the discharge should be denied. Be-
cavge the standard of review on appeal for
the factual finding of the requisite intent is
the dlearly erroneous standard, Devers,
759 F.2d at 753, it will 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
amount of the obligation incurred.

9. The debtor was insolveni or became
insolvent shortly alter the iransfer was made
or the obligation was incuired.

10. The transfer occurred shorily before
or shortly after a substantial debt was in-
curred.

11. The debtor transferred the essential
assets ol the business to a lienor who trans-
ferred the assels to an insider of the debtor.”
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cum of evidence of fraudulent intent to
sustain the bankruptey 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, to explain the innocence of
his transactions and intent, The Fifth Ci-
cuit described that peint ag when plaintiff
“makes a prima facie cage,” Reed, T00
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. Id.
Finally, the highest standard is that re-
quired of a plaintiff to obtain summary
Jjudgment when the debtor has denied any
fraudutent intent, because the court must
then be convineed that no fact finder conld
infer that the debtor’s intent was innocent.
But generally “scienter should not be re-
solved by summary judgment,” Provenz v
Miller, 102 F.3d 1478, 1489 (9th Cir.19986),
g0 “eredibility issues are to be left to the
trier of fact to resolve on the basis of oral
testimony except in extreme cases.” JFn re
Chovin, 150 F.3d 728, 728 (Tth
Cir,1998)(emphasis in oviginal),

[6] Beecause this is summary judgment,
plaintiff must satisfy that highest stan-
dard. Mere presentation of facts that
coutd sustain a factwal finding of fraudu-
lent intent, or even establishment of a
prima facie caze, will not necessarily be
sufficient to win sumwary judgment, if on
such undisputed facts a faet finder could
infer that the debtor's intent was innecent.

Exemption Planning Is Permissible, Ab-
sent Extrinsic Fraud

[7] Se far as this Court has seen, the
authorities are unanimous that even
though an actual intent to convert nonex-
empt assefs into exempt assets shortly
hefore filing bankruptey ¢s necessarily an
intent to hinder or delay creditors, such

intent and conversion by themselves do not
compel denial of discharge under
§ T2T(a)(2)(A), The Ninth Circuit Bank-
ruptey Appellate Panel has so held,
Coughlin v Colalde (In re Cutaldo), 224
B.R. 426, 429 (9th Cir. BAP 1998), guoting
Roosevell v. Ray (In re Roosewelt), 176
B.R. 200, 208 (9th Cir, BAP 1994)(“[1]t is
clear that in the Ninth Cireuit a debtor
may convert non-exempt property into ex-
empt property even on the eve of bank-
ruptcy.”)(dictum). This is because such a
conclusion would be contrary to the very
purpose of providing exemptions, and be-
cauge the ability to make intelligent use of
the exemptions was specifically addressed
snd permitted by the legistative history of
the Code:
As under current law, the debtor will be
permitted to convert nonexempt proper-
ty into exempt property before filing of
the bankruptey petition. This practice
is not fraudulent as to creditors, and
perimits the deblor to make full use of
the exemptions to which he ig entitled
under the law. (Emphasis in original).

H.R. REP, 95-595, at 361 (1977), reprinted
in, 1978 U.S.C.C.A.N. 5963, 6317; 8. REP,
No, 95-989 at 76 (1978), reprinted in 1978
US.C.C.AN. 5787, 5862, quoted in, Tvel-
en, 848 I".2d at 874: Reed, T00 F.2d at 990;
and Cotaldo, 224 B.R. at 429,

In this case, the exemption planning oc-
cewrred by payment of a valid debt. This
creates a second reason why such exemp-
tion planning iz not frawdulent. When a
debtor is insolvent, the payment of any one
ereditor may inherently delay others, and
that may even be the debtor's actnal intent
in paying the one creditor, either to in-
crease the equity in an exempt agset snch
as here, or simply to prefer that creditor
over others. And yet it has always heen
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 wonld tachnically
fit the terms of that statwte® Coder v
Arts, 213 U.S, 223, 20 S.Ct. 436, 53 L.Ed.
772 (190N(constining Act § 67e); hrving
Trust Co. v. Chase Natl Bank, 65 F.2d
409, 410 (2¢ Cir,1933)(“Pro tanto every
preference hinders and delays [other ered-
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
injurions to creditors beyond that implied
in giving the preference, was not deemed a
fraudulent conveyanee under the principles
of the common law and the statute of
Elizabeth. Nor is it so under the Bank-
ruptey Act.”(citations omitted)); 4 CoLLien
oN Bawnkwuprcy 1 6737, at 635 (14th ed.
1978X“The intent to delay or hinder seem-
ingly implicit in any preferentiol transfer
by an insolvent debtor has, however, been
held not to constitute the actual fraudulent
intent required under former § 67e [the
attempted codification of Dean v Dowis,
242 U8, 438, 37 S.Ct. 130, 61 L.Ed. 419
(1917)). 'This interpretation of the familiar
words, ‘with intent to hinder, delay or de-
fraud,’ surely holds true for [Act]
§ 67d(2)(d) [actnal fraudulent convey-

6. There is now an exceplion to this broad
slalement in states that have adopted the Uni-
form Fraudulent Transfer Act § 5 as original-
ly drafted, which makes insider preferences
fraudulent. Section 5(b} of the UFTA pro-
vides: “A transfer made by a delsor is lraudu-
lent as to a creditor whose claim arose belore
the transler was made if the transfer was
made to an insider for an antecedent debt, the
debtor was insolvent al that time, and the
insider has reasonable cause to believe that
the debtor was insolvent.” Arizonga, however,
did not adopt that provision. See AR.S.
§ 44-1005 (codilying UFTA § 5(a) and elimi-
nating § 5(b)).

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

286 BANKRUPTCY REPORTER

ancel.”); II GERRARD GLENN, FRAUDULENT
ConvEYANCES AND Pruverevces § 382, at
6062 (rev. ed. 1940)(“[A] preference cannot
be turned into a fraudulent conveyance by
a mere finding that the debtor intended to
defraud his creditors, if the other findings
show only a preference and nothing
more.”).

The cireuit comrts 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; accord, Twveten, 848 F.2d at 874 (dis-
charge may be denied “if there was extrin-
sic evidence of the debtor's intent to de-
frand creditors”); Cafeldo, 224 B.R. at 430
("[In] SBection T27(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 extrinsie to the conversion
which hinders, delays or defrauds,’” quot-
ing, Smiley, 864 F.2d at 567).°

These principles also reflect the law of
the Ninth Cireuit under the Act, which the
legislative history quoted above was in-
tended to incorporate into the Code? Un-

enth Circuit's rule as stated in Smifey, which
requires an exirinsic aet, and the FRilth and
Bighth Circuil formulations, which only re-
quire exlrinsic evidence of the prohibited in-
tent, Here, there is no act extrinsic to the
conversion of exempt into nonexempt assets,
yet the creditor argues that the timing of that
act is such evidence ol the prohibiled intent.
But if an extringic fraudulent or delaying act
is required, why is not that act alene sulfi.
cient to deny the discharge wholly apart from
the exemption planning?

8. In fact, one authority suggesis that it was
precisely these Ninth Circwitl cases thal were
referved to in the legislative history quoted
above, based on a letter from a California
bankruptey judge, who described this state of

000223 Bankruptcy



IN RE CRATER 763
Cite as 286 B.R, 756 (Blricy.D.Arlz, 2002)

der the Act, the Ninth Circuit held that
the mere conversion of nonexempt assets
to exempt assets, even on the eve of bank-
ruptey, would not without wore result in a
denial of the exemption® E.g, Wadrick v
Clements, 451 F.24 988 (Sth Cir,1971)(up-
holding exemption for money horrowed
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.1M8), affy 72
F.Supp. 943 (8.D.Cal.194T)(upholding ex-
emption for $1,000 of exempt Building and
Y.oan Association stock purchased one
week prior to voluntary petition). But the
exemption could be denied if there was
other evidence of actual fraud. 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 lean,
the trustee could use the strong arm
clange to assert the rights of the defranded
bank and avoid the debtor’s elaimed home-
stead exemption. Miguel v. Wolsh, 447
F.2d 724 (9th Cir.1971),

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

the law in the Ninth Circuit and noted the law
was “in a state of utler confusion in other
circuils.” In re Kravirz, 225 B.R, 515, 518
{Bankr.D.Mass.1998).

9, These Ninth Circuil authorilies under the
Act technically dealt 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 under § 727(a)(2) is
governed by federal law. This distinction is
implicit in Cataldo, and is well illustrated by

exemption, which was affirmed by the Ref-
eree, but then reversed by the District
Court, which was upheld by the Ninth
Cirenit, In reversing, the Distriet Court
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’ period, could be nullified,
and the protection which the state law
gives to a debtor, even against the solern
money judgement of a court, would be
denied him against creditors in bankrupt-
ey, Id. at 947, And in response to the
Referee’s focus on the aequisition while
insolvent, the District Court held that if
siuch 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 he acquired in order to ba exempt.
Nor does it say that the person shall be
solvent at the time of acquisition, To
sustain the Referee in this case, we
would have to impose a time limit and
make solvency a condition precedent to
exemption, Thiz would mean reading
into the state statute restrictions which
are not there. And this we cannot and
ghould not do. And, as there is no
showing of actwal fraud, the stock is
immune against the ereditors and never
passed to the trustee.

the Lwo decisions in Reed, one of which up-
held the exemption, and the other of which
denied the discharge. Driskill v. Reed {fn re
Reed), 12 B.R, 41 (Bankr,MN.D.Tex. 1981} and
Reed, 700 F.2d 986. But the legislative histo-
ry that all the authorities rely on, which says
the conversion of nonexempt properly inlo
exempt properly is not (raudulent as to credi-
tors, really speaks to the § 727 issue and
therefore makes these Ninth Circuit cases ap-
plicable to the § 727 contexl,
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Id. at 947, The opinion had earlier sum-
marized this coneclusion: "“The doctrine
bearing upon conveyances made to hinder,
delay, or defraud creditors has no appliea-
tion to the creation of a homestead.” Id
at 946,

The issue these authorities leave open,
and the determinative issue here, is wheth-
er proof of one or more of the badges of
fraud may be used to infer the extrinsie
actual fraud that is required to deny a
discharge to a debtor who converted non-
exempt into exempt assets.

Certain Badges of Fraud Alone Do Not
Imply Actual Fraud

Az noted above, the “badges of fraud”
are not codified as appropriate grounds for
denisl of  discharge pursuant to
§ T27(a)(2)(A). But they have been long
recognized at common law as grounds for
finding the identical statutory element that
is found in § T2T(A)2)(A)—"actnal intent
to hinder, delay or defraud”—when it is an
element of a fraudulent {ransfer. And
Woodfield sugpgests, but does not hold, that
the badges of fraud are relevant consider-
ations for purposes of § T2Ta)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. Transfer without change of possession was
considered [raudulent at the inceplion of
fraudutent conveyance law over 400 years
age. See Twyne'’s Case, 3 Coke Rep. 80b
(1601). See also ARS. § 44-1061(A): “A
sale made by a vendor of goods and chaitels
..., unless the sale or assignment is accompa-
nied by an immediale delivery and followed
by an aciual and continued change of posses-
sion of the things sold or assigned, is prima
facie evidence of frand against creditors of the
vendor ...."
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[81 The badges of frand may be cate-
govized into three types. Some of the
hadges are themselves indicative of con-
cealment, deception or fraudulent intent:
2, The debtor retained possession or con-
trol of the property transferred after the
transfei; 1Y 8. The transfer or obligation
was ... concealed; 6. The debtor abscond-
ed; and 7. The debtor removed or 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 transae-
tion itself because it was not an economi-
cally rational decision for a debtor to make
but for its effect to hinder or delay credi-
tors: 1. The transfer or obligation was to
an insider; ' 8. The value of the consider-
ation received by the debtor was [not]
reasonably equivalent to the value of the
agset transferred or the amount of the
obligation incorred; 11. The debtor trans-
ferred the essential assets of the buginess
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 suspiclous only when combined
with other factors: 4. Before the transfer
was made or obligation was incurred, the
debtor had been sued or threatened with
suit; 5. The transfer was of substantially

11, A insider iransfer suggests the debtor did
nol seek to maximize his economic benelit by
exposing the assel 1o the market to obtain the
highest possible price. Bul il could also fall
in the [irsi calegory, because insider sales
may also facilitate a secret retention of pos-
session, conirol or benelit. Of course it could
also evidence an infent to benefit the insider,
a potential classic fraudulent conveyance il
made while insolvent without receipt of fair
equivalent value. And under UFTA § S(b),
even payment of a valid insider debt while
insolvenl may be fraudulent. See note 6 su-
pra.
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all of the debtor’s assets; 9. The debtor
was insolvent or became insclvent shortly
after the transfer was made or the obli-
gation was incurred; and 10. The transfer
ocemrred shortly before or shortly after a
substantial debt wag incurrad.

Here, the plaintiff creditor has estab-
lished only that (1) the Debtors sold the
asset shortly after being served with suit,
(2) the asset wag the Debtorg’ 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 occurred shortly
before the filing of bankruptey and, iplic-
itly, while ingolvent. Thus the creditor has
establigshed 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 info the second category of
transactions that are suspicious because
they lack an economically rational pmpose.
For example, the creditor has not shown
that the Krispy Kream stock was appreci-
ating, or generating dividends, in excess of
the interest the debtor was paying on the
gecond mortgage. Rather, they are mere-
1y tiiming factors.

If conversion of nonexempt into exempt
assets should not itself result in denial of
discharge, should it do so when it occwrs
shortly after the debtor has been sued or
incurred a large debt, or ig insolvent, or is
about to file bankruptey? 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. As the conrt
noted in Goggin v. Dudley, this would he
to add a restriction to the exemption that

12. The term "fraudulent’” is used here gener-
ically 1o include also the prohibiled intent to

the legislature (and Congress) did not im-
pose, i.e, certain assets are exempt only if
purchased while solvent, while not owing
substantial debts, or some signifieant peri-
od of time prior to levy of exeeution or
hankruptey. It would be particularly inap-
propriate to impose such a judge-made
time condition on an exemption, such as
the homestead, when the legislature did
not do so bhut did so with respect to other
exemptions. For example, while Arizona
imposes no time limit on obtaining or de-
claring & homestead, it does require that
life insurance policies must have been con-
tinuously maintained for two years in o1~
der to be exempt, and excludes from the
exemption cash surrender values that were
increased by premimm payments within
the prior two yems in excess of the aver-
apge anhual premium paid during the previ-
ous three years., AR.S, §§ 33-1126(A)@)
& (B). 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 per se
fraudulent as to ereditors, what is the ad-
ditionally fraudulent ' nature of the intent
that is evidenced by such a conversion
occurring shortly after being sued, while
insolvent, and shortly before filing hank-
ruptey? 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
ig not fraudnlent. So how could the timing
of the conversion, or the pressure of a

hinder or delay creditors.
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single creditor, cause that same intent to
result in a denial of discharge?

Indeed, what if the transaetion did not
make economic sense, standing alone?
The seenario is not uncormon in the ex-
emption planning discharge cases, and it
yields conflicting results even within the
same circuit, as one deblor may get a
discharge despite huying an exempt
$10,000 shotgun that he does not need,®
but another is denied the opportunity to
buy a homestead that he does not need.
For example, what if the Krispy Kream
stoel 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 “innocent” explanation of the transac-
tion, i.e, it belies an argument that the
debtor thought it was a better use of his
money to pay down his homestead mort-
gage. But what does that prove? It
proves that the intent really was to maxim-
ize the exemplion, 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
should be the same intent when strongly
felt and focused on a particular creditor.

[91 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 badpes

13, In fn 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 koew Iowa had no
dollar limit on the exemption for a family
gun, and yet he was allowed his discharge.
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of fraud 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
poing forward to the debtor. In short,
they do not establish a prima facie case for
denial of discharge, even when conjoined
with prebankruptey exemption planning.
They really do nothing more than demon-
strate that the debtor engaged in other-
wise permissible 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 Cirenit and elsewhere.

Ninth Circuit Cases Do Not Find Tim-
ing Factors and Uneconomic Transac-
tions Sufficient to Establish Fraud.

The tentative conclusion is certainly con-
sistent with, if not compelled by, Ninth
Cireuit precedent. Goggin v Dudley es-
sentially rejected timing factors as a basis
to deny an exemption, and given § 727's
legislative history indieating an intent to
preserve the existing ability to convert
nonexempt info exempt assets, there is no
reason to conclude the resunlt ghould be
different under the Code. It is also consis-
tent with Miguel v. Walsh, where there
was actual extrinsie fraud, in that the debt-
or fraudulently induced 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 Woodfield,
where although the court relied on many
of the third category timing badges, there
also existed the suggestive fraudulent ele-

14, In Jensen v. Dietz (In re Sholdan), 217 F.3d
1006 (8th Cir.2000), the ninely year old debt-
or moved out of assisted care facility into a
homestead purchased with all his exempt as-
sels, and the exemption was denled.
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ment of an insider transaction, and there
were explanations that lacked credibility
and were therefore deceptive. See 978
F.24 at 518-19.

Wadrick could be read ag establishing
an even broader rule upholding exemp-
tions and discharges. In Wudrick the
debtors in the two cases consolidated for
decision hoth borrowed mohey against
their cars to obtain the funds to put into
the exempt credit union accounts. 451
F.2d at 989. It ig highly likely, aithough
the Ninth Cirenit did not cormment on it,
that the interest rates the debtors had to
pay on the auto loans exceeded the inter-
est rates that eonld be earned onh the sav-
ings accounts, If 50, 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 Cireuit upheld the exemptions indi-
cates that even the second category of
badges of fraud—noneconomic deeigion
making—is not sufficient to make a prima
facie case to deny the discharge. Indeed,
because the Ninth Cireuit's opinion re-
versed the district 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 fravd does not even consti-
tute evidence of the requisite fraudulent
intent,

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

15. See H.R. REP. 95-595, at 361 (1977), re-
printted in, 1978 US.C.C.AN. 5963, 6317; S.
REP. No. 95-989 at 76 (1978), reprinted in
1978 U.S.C.C.AN. 5787, 5862, quoted in,
Tvetenn, 848 F.2d at 874; Reed, 700 F.2d at
990; and Cartaldo, 224 B.R, at 429, See note
8 supra.

16. The dissent in Tveen criticized the majori-
1y's reasoning by comparing it 1o that in Albu-
quergiie Nat'l Bank v. Zouhar {In re Zouhar),
10 B.R. 154, 157 (Bankr,D.N.M.1981), where
the bankrupicy courl denied the discharge

beyond the Ninth Cirenit, because they
were apparently the Act authorities the
House and Senate Reports were referring
to when they said "As under curvent law,
the debtor will be permitted to convert
nonexempt property into exempt property
before filing of the bankruptey petition,”
Most Other Circuit Decisions Ave Con-
sistent

[10,11] The tentative conclusion is
consigtent, with Smiley v, First Nat'l Bank
of Bellevilie (In ve Smiley), 864 F.2d 562
(7Tth Cir1983). The Seventh Cirveuit's
analysis of the case law on this issue ig
usgeful in categorizing the cases into three
camps. The first denies the discharge if
the exemption planning was intentional,
even without other evidence of frand, The
Seventh Cirenit, like this Court, rejects
that analysis as rewarding ignorant debt-
ors and punishing knowledgeable debtors.
864 F.2d at 567. The second camp bages
dental of discharge on the amount attempt-
ed to be exempted, essentially creating a
judge-made cap on exemptions at the level
the cowrt 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 reasons
eloguently set forth in the Pwelen dissent,
this Cowrt agrees it is inappropriate for
judges to determine when pigs become
hogs '®* when the legislature hag failed to
do 8o and has not invited the courts to
exercise that judgment.” Finally, there

based an the "principle of too much; phrased
colloquially, when a pig becomes a hog it is
slaughtered.” Zveten, 848 F.2d at 879 (Ar-
nold, 1., disseniing).

17, In fact, this appears to be the issue that
makes this area so dilficult. Virtually all of
the difficult cases deal with state exemption
stalutes that are unlimited in amount. The
cases simply do not arise with any {requency,
or at least do not reach the cireuit courts,
when the state legislalure has imposed caps
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are those cases, with which the Swmiley
court agreed, that did not limit debtors’
full use of exemptions within the limits of
the law, 864 F2d at 5667, The Smiley
court ultimately concluded the discharge
should be denied because 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 liguidated to penerate those
funds. Id at 568. Because such false
statements and concealment fall into the
first category of fraudulent badges of
fraud, it is consistent with this Court’s
tentative conclusion on the present facts,
where there is no false statement or con-
cealment, of assets.

The conclusion ig conzistent with Ma-
vine Midiand Bus. Loans, Inc. v. Carey,
938 F.2d 1073 (10th Cir.1991), The facts
there were essentially the same as in this
case, in that nonexempt assets were liqui-
dated and the proceeds used to reduce the
mortgage on the homestead, The debtor
was left with a $300,000 exemnpt Oklahoma
homestead subject only to a $30,000 mort-
gage. Id at 1076. The bankruptey and
distriet courts found there was no improp-
er intent, and the Tenth Cirenit affirmed:

The liquidation of the other aszets used

to pay down the home wmortgage oc-

curred over 8 two year period and was
in the open; the activity and payment
appears to he consistent with what has
been approved by Congress to take ad-
vantage of exemptions, [Debtor] fully
disclosed all payments and transfers in
her bankruptey schedules and at the
meeting of craditors. [Debtor] retained

on exemplions. This case, however, is an
exceplion 1o thal general observation.

18. Perhaps Ford counscls that it would be
unwise to grant debfors 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-
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ho beneficial interest in any converted
property. She did not obtain credit to
purchase exempt property. Under
these cireumstances we cannot say that
the district and bankruptey courts erred
in finding she did not intend to “hinder,
delay, or defraud” her ereditors or acted
improperly in relation to her homestead,

Id. at 1078.

More diffieult to harmonize under the
analysis proposed here is Ford v Poston
{In ve Ford), 773 F.2d 52 (4th Cir.1985),
but its resuit may have hinged primarily
on the debtor’s perceived lack of candor.
There the debtor had owned land as his
sole and separate property for over six
menths, 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 entiveties, which under
Virginia law puat it beyond the reach of a
ereditor holding a debt against only one of
the spouses. 773 F.2d at 53. After trial,
the bankruptey court denied the discharge,
which the Fourth Circunit affirmed. Al
though the Fourth Circuit’s opinion re-
quives “entrinsic evidence of actual intent
to defrand creditors,” id. at 55 {(emphasis
in original}, the bankruptey court appar-
ently relied almost solely on the timing of
the transfer. It could be, however, that
the bankruptey court also relied on a find-
ing that the debtor’s explanation of the
transaction—that he wag mevely correct-
ing a mistake that had been made when he
took title—was simply inecredible, and
therefore the debtor testified falsely and
sought to conceal his true intent.'®* The

nied if the explanation is not credible. If so,
that would mean that any badge of [raud
could make a prima lacie 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 testilied honestly, like
Mr. Tveten, then the creditor’s case is insuffi-
cient to deny the discharge. But that issue is
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Fourth Cirenit’s opinion seems to suggest
that was the cage, by deseribing the debt-
or's explanation as “conveniently choosing
to correct, at that point in time, what was
then a sixemonth old mistake,” Jd Per-
haps that lack of candor could be deemed
sufficient evidence falling in the first cate-
gory to warrant a denial of discharge.’®

The tentative conclusion is consistent
with First Texas Sav. Assoc, Inc. v. Reed
(Tn ve Reed), 700 F.2d 986 (5th Cir.1983).
As a threshold matter, it should be noted
that Reed was not a granting of summary
judgment to the objecting ereditor, but an
affirmance of the bankruptey court’s denial
of discharge after tvial, 700 F.2d at 992, so
the evidentiary standard was much lower
than is required here. But the facte in
Reed algo clearly included some that were
intrinsically indicative of fraudulent intent,
and many others that were not economieal-
ly rational. Reed hid accounts from his
ereditors and sold assets, to insiders, for
less than their acquisition cost only a short
time before. Certainly 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.® Such facts may even be
sufficient to make a prima facie case and
ghift the burden to the debtor to provide
the innccent explanations of the transac-

not presently before the Cowrt, 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. Pomeraniz (In re Pomerantz), 215
B.R. 261 (Bankr.5.D.Fla.1997). In that case
the debtor purchased a Florida homestead
within 20 days of the plaintiff abtaining swn-
mary judgment cn a $250,000 debl. Deblor
testilied that she moved to Florida because
she had received a job offer there, but then
did not take the job for another 18 meonths,
during which time she had virlually no other
income and was living off of borrowing
against the exempt asset. fd. at 264.

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

The panel decision in NCNB Texas
Nat'l Bank v. Bowyer (In ve Bowyer), 916

‘F.2d 1056 (5th Cir,1990), would have heen

mote difficult to harmenize with this analy-
sis, but it was reversed en bane. 932 F.2d
1100 (5th Cir,1991), The debtor there had
liguidated nonexempt assets and wused
some of the proceeds on hxuries and some
to pay down his homestead mortgage two
weeks after engaging a bankiuptey lawyer
and just two weelts before filing hankrupt-
cy. The bankruptey court allowed the dis-
charge, but the Fifth Cireuit panel re-
versed, concluding that the bankrupiey
court had only found no intent to defrazd,
but had not addressed an intent to hinder
or delay., 916 I'.2d at 1060. The opinion .
referenced the “pig to hog” analysis but

found “especially critical to finding extrin-
sic evidence of an intent to hinder or de-
lay” was that the debtor’s wife carrvied
$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 eash-
ier's check payable to her rather than a
personal check payable to the mortgage
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, 700 F.2d at 989. He justified
sales of assets for less than what he paid lor
them not long belore by noting that if he had
received more it would have been invested in
exempt assets as well, Jd. He did not explain
his purchase of steck in Triple BS Corpora-
tton one wmonth before filing bankruptcy, or
the significance of the initials, Fd. n. 1.
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Id. But on rehearing en bong the Fifth
Circuit reversed itself and affirmed the
bankraptey court’s factual finding of a lack
of any extrinsic evidence of intent to de-
fraud, distinguishing Reed because the fact
finder there had found such intent, and the
“debtor’s conduct was more egregions”
than Bowyer’s, 932 I".2d at 1102,

Eighth Circuit Cases Are To the Con-
travy

But while the Fifth Cirenit decisions can
be seen as consistent with the proposed
analysis, the Bight Cireunit decisions can-
not, Novwest Bank Nebrasko, N.A. »
Tueten (In ve Tveten), 848 F.2d 871 (8th
Cir.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 (Fn re Sholdon), 217
FAd 1006 (8th Cir.2000), seems to hold
that the discharge may he denied if the
investment in exempt assets wag unwise,
uneconemical or unusual from the debtor's
perspactive.

Tweten was an affirmance of the bank-
ruptey court’s denial of discharge after
trial, so it was the lowest standard summa-
rized above. Nevertheless, the bankirupt-
ey cowrt had relied almost exclusively on
the timing factors—the debtor’s knowl-
adge of a judgment against him, his rapid-
ly deteriorating investments, and the ra-
pidity with which he converted nonexempt
into exempt assets in 17 separate transfers
shortly before bankruptey. About the
only fact mentioned that falls outside the
third, timing category is that a number of
the transfers were to his pavents and
brother, Id. 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, or
may be uneconomic because of the likeli-
hood that someone other than a family
member might have paid more if the asset
were adequately exposed to the market.
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But cne cannot read the T'wefen opinion
without conctuding 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 alse how the Eighth Circuit subse-
quently read it. In Ponuske v. Johnson
(In re Johnson), 880 I*.2d 78, 82 (8th Cir.
1989), the court summarized the kind of
extringie evidence of frand necessary to
deny a discharge, in terms consistent with
the analysis proposed here: "further eon-
duct intentionally designed to materially
miglead or deceive creditors about the
debtor’s position; conveyances for less
than fair value; or, the continued reten-
tion, benefit or use of property allepedly
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 exemption, is not limited
in amount, the amount of property con-
verted 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 courts that there is nothing fraudu-
lent per se about making even significant
use of other legal exemptions.” Id at 83.
“The power sanctioned in Tvefen shonld be
reserved for exceptional cases and has no
application to homestead exemptions.” Id.
at 84.

But then the Eighth Cireuit 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
wag sied in a personal injury suit for an
amount far in excess of his insurance cov-
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erage, however, he liquidated his bank ac-
counts and purchased a newly built house,
even though the property taxes on the
house were $2000 per year while the debt-
or was living on social security that left
him with only $500 per year disposable
income, Id. On those facts, the Eighth
Circuit upheld the bankruptey court’s find-
ing of “ample evidence extrinsic to the
mere conversion of assets that showed
fraudulent intent on the part of the deht-
or”? Id. at 1010-11. The Eighth Cir-
cnit's effort to summarize that exirinsic
evidence that showed fraudulent intent
was unenlightening:
It is one thing to convert non-exempt
agsets into exempt property for 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
catepory of the badges of fraud, because
the debior’s investment in the homestead
wag either yneconomical or an unwise in-
vestment for that parvticular debtor. But
the Eighth Circuit's epinion fails fo demon-
strate how that made the intent any more
fraudulent than a clear intent to convert
nonexempt into exempt assets. The clos-
est it eame 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 fraudulent
conveyance analysis and utilized the badges
of fraud to find the fraudulent intent, which
the Bighth Circuit approved, including the
reliance on the deblor's age and the value of
the house. Jd. at 1009-10 & n. 5.

beyond the reach of creditors is one thing,
but purchasing a house for no other reason
than to claim a homestead exemption is
another, is a good demonstration that
there is no such distinetion 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,”
snd 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., diggenting),

Conclusion

[12]1 The Ninth Cirenit cases dis-
cussed above may be sufficient to resolve
the issue hefore the Court today. Nei-
ther timing factors nor uneconomic deci-
sion-making by debtors is sufficient to
deny a discharge on account of knowl-
edgeable exemption planning. They were
not suffictent to deny exemptions under
the Act, and even aside from the legisla-
tive history quoted above there is no ba-
sig to conclude that Congress intended a
different result under the Code,” and cer-
tainly not to impose ah even harsher 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 faet based that it cammot be deter-
mined without live testimony and the op-
portunity to judge the eredibility of the
debtor, See In ve Chovin, 150 F.3d 726
(Tth Cir.1998).

22. Sce Dewsnup v. Timm, 502 1.8, 410, 419,
112 8.Ct. 773, 116 L.Ed.2d 903 (1992)("[T]his
Court has been reluctant te accept argumenis
that would interprel the Code, however vague
the particular language under consideration
might be, to ellect a major change in pre-
Code practice that is not the subject of ai Jeast
some discussion in the legistative history.”).
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[131 But the analysis suggests an even
stronger rule—unless the ereditor shows a
deception or concealment, an insider trans-
action, a fraudulent conveyance, a seeretly
retained possession or benefit, or debtor
explanations that lack credibility, the sec-
ond and third categories of badges of frand
are not sufficient to shift to the debtor the
burden of going forward, even if all of the
debtor’s nonexempt assets were converted
into exempt assets just after being sued
and just before filing bankruptey,

There are many areas of bankruptey law
where Congress apparently intended bank-
ruptey judges to weigh the evidence and
utilize their experience and judgment to
decide individual cases on a case by case
hasgis. It does so by using terms that are
inherently incapable of fine definition, such
as “pond faith,” “substantial abuse,” “un-
due hardship,” and the like, Case law in
such arens 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-
ruptey law are best dealt with as in the
civil system, with each judge reading and
applying the statute and its underlying
policies and principles to each factual situ-
ation that comes wp, without regard to
what the last judge did on different facts.
Reported decisions in such areas zerve
little useful purpose, and in fact may he
counterproductive,”

But this is not one of those areas.
Congress did not invite bankruptey judges
to grant or deny the discharge based on
an amorphovs, individualistic finding such
as “reasonable” or “good faith.,” Instead,
it made the requisite determination hinge
on intent, something that common law
precedent has successfully refined over
the centuries, partieularly in tort law and

23. See Lawrence Ponorofl, The Dubiats Role
of Precedent in the Quest for First Principles in
the Reform of the Bankruptcy Code: Some

286 BANKRUPTCY REFORTER

in eriminal law, Consequently here is it
appropriate for courts to seek fo refine
and define the requisite intent, so that the
evolution of precedent may in the long
rung yield predietable, practical rules.

And this ig an area of law where that
effort is particularly needed and impor-
tant. As noted by the Twelen dissent,
“[dlebtors deserve more definite answers”
than “each bankruptey judge’s sense of
proportion.” 848 F.2d at 879 (Arnold, J.,
dissenting). Without move definite an-
swers, “debtors will be unable to know in
advance how far the federal courls will
allow them to exercise their rights under
state law.” Id The result will be that
some debtors who relied on well inten-
tioned advice of counsel may be denied a
discharge, the bankruptey equivalent of
the death penalty, while others receive an
unconscionable benefit, perhaps through
ignorance or perhaps through cunning.
And as the Twvelen dissent algo emphasizes,
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. fd. 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 purchased before
bankruptey 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 authorities (except perhaps
the Eighth Circuit) agree that that intent
is not penalized or forbidden by

Lessons from the Civif Law and Realist Tradi-
tions, 74 Am. Bankr.LJ. 173 (Spring 2000).
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Clieas 286 B.R, 773 (Bketcy.N.[LCal. 2002)

§ T27(a)(2)(A), that intent is not trans-
formed into something more evil by its
timing or even by the size of the transac-
tion, TFortunately the Arizona legislature
has spared both debtors and judges prob-
lems such as Twefen, by imposing dollar
limits on almost all exemptions, and an
additional timing limitation en the only one
readily capable of substantial prebankrupt-
¢y exemption planning,?

Based on the foregoing, the Court con-
cludes that the showing of only the timing
hadges of fraud is insufficient to support
summary judgment for Murphey. Be-
canse Murphey hag made no showing of a
badge of fraud falling in the firat category,
Muwrphey’s motion for summary judgment
is denied.

W
o gﬂ.‘l’ HUHSBER S¥STEH

In re Paul and Veda GARSKE,
Debtors.
Veda Garshke, et al,, Plaintiffs,
V.
Arcadia Financial, Léd., Defendant,

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

United States Bankruptey Count,
N.D. California.

April 8, 2002,

Chapter 7 debtors, who retained a
secured creditor’s collateral without for-
mally reaffirming the debt and thereafter
became delinguent, brought class action
against creditor alleging violation of dis-

24, AR.S. 85 33-1128(A)6) & (B).

charge injunction, On creditor's motion for
summary judgment, the Bankruptey
Court, Alan Javoslovsky, J., held that tele-
phone ealls from creditor to Chapter 7
debtors after discharge, in which ereditor
threatened to repossess its collateral if
delinquent payments were not hrought
current, did not violate discharge injunc-
tion,

Moticn granted.

1. Bankruptcy &=2364

Telephone ealls from creditor to
Chapter 7 debtors after discharge, in
which ereditor threatened to repossess its
collateral if delinguent payments were not
hrought current, did not violate discharge
injunction; phone calls were not per se
improper collection activity and there was
no indieation that creditor told or implied
to any debtor that there would have been
any consequence heyond repossession if
payments were not current, there was no
showing that creditor continued to contact
any debtor after debtor told creditor to
repossess its collateral, and phone ealls
were not used for improper purpose, nor
did they stray into improper collection ac-
tivity. Bankr.Code, 11 US.C.A
§ 524(a)(2).

2. Bankruptcy 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, Bankr.Code, 11 US.CA,
§ 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 awalting [trial] for
the instant offense.” It recommended that
Garcla-Gil's offense level be increased by
two levels pursuant to § 3C1.1 of the Unit-
ed States Sentencing Guidelines, because
he had “attempted to impede the adminis-
tration of justice during the prosscution of
the instant offense,” The distriect court
accepted this recommendation. On appeal,
Garcia—-Gil challenges this increase, argu-
ing only that “[aJn escape attempt baged on
the paltry facts known below can hardly be
said to come under the aegis of § 8CL.L”
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
com¢ under the aegis of § 3CL.1.

At the time of Garcia-Gil's offenses,
§ 3CL1 covered defendants who “willfully
impeded or obstructed, or attempted to im-

pede or obstruet, the administration of jus-,

tice during the ihvestigation or prosecu-
tion’ of their offenses. Does this defini-
tion include attempted escape pending tri-
al? For offenses committed after Novem-
her 1, 1990, the answer is yes. Application
Note 8(e) provides that § 3C1.1 apples to
“attempting to escape from custody before
trial or sentencing.” Prior to amendment,
the commentary did not list attempted es-
cape 45 an example of covered conduet, 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 § 8C1.1 as sit-
uations arise. Having considered the situa-
tion in this case, we conctude that an es-
cape or an attempted eseape may constitute
the willful obstruction of justice for sen-
tencing offenses committed before Novem-
ber 1, 1990. That the Sentencing Commis-
gion now explicitly agrees with this conclu-
gion provides more, not less, support for
our holding.

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

932 FEDERAL REPORTER, 2d SERIES

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 Stales v Tefo,
918 F.2d 1329, 1384-36 (7Tth Cir.1990) (““de-
fendant's willful failure to appear”); Unit-
ed States v. Perry, 908 F.2d 56, 59 (6th
Cir.) (defendant who “jumped bond before
sentencing”), cert denied, — US, —
111 8.Ct. 566, 112 L.Ed.2d 5T1 (1990%
United States v, dvile, 905 F.2d 296, 207
(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 ab-
sconding from pretrial release are obstrue-
tions of justice, so is escaping or attempt-
ing to escape from actual custody. The
district court correctly applied § 3C1.1 and
increased Garcla~Gil's sentence.

. Finding no errors in the proceedings be-
low, we sugtain both the convietions and
the sentences of defendants Rugerio Vaild-
iosera-Godinez and Alejandro Garela-Gil.

AFFIRMED,

W
' EKiY HUMBER S¥STEH

i

In the Maiter of Denis Edward
BOWYER, Dehfor.

NCNB TEXAS NATIONAL BANK,
formerly First Republichank
Austin, Appellant,

Y.
Denis Edward BOWYER, Appellee.
No. 88-T029.

United States Court of Appeals,
Fifth Circuit. '
May 23, 1991.

Rehearing and Rehearing En Bane Denied
July 22, 1991,

Objection to Chapter 7 debtor’s dis-
charge was overruled by the United States
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Cile a8 932 F.2d 1100 (Sth Cir, 1931)

Bankruptey Court for the Western Distrlet
of Texas, and the District Court, James R.
Nowlin, J., affirmed. On appeal, the Court,
of Appeals reversed and remanded, 916
F.2d 1058, 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. Bankruptey €=3317(6)

Bankruptey court’s finding in dis-
charge proceeding that Chapter 7 debtor
did not decide to file bankruptey petition
until October, 1987, after sale of gold “Ma-
pleleafs” allegedly to .defraud creditors,
was supported by evidence, and thus, evi-
dence supported finding that sale of gold
and use of debtor’s savings fo repair his
exempt residence were not transfers made
to defraud, hinder or delay 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 payments on their
note, which was incompatible with intent to
default on note and file petition. Bankr.
Code, 11 U.8.C.A. § T27(a)(2}A)

2, Bankruptey <=3317(5)

Determination that Chapter T debtor,
whose wife withdrew 324,000 from savings
and paid it on homestead mortgage approx-
imately 16 days before bankruptey 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, was supported by evidence.
Bankr.Code, 11 U.S.C.A. § T2Na)(2)(A).

Joanalys B. Smith, Thotnas .- Rogers,
Small, Craig & Werkenthin, Austin, Tex.,
for appellant,

1, Dr, Bowyer spent most of this sum to install
central heatlng and alr condltioning in his

William €. Davidson, Jr., Austm, Tex.,
for appelles.

Appeal from the United States Disteiet
Court For the _Western Dl_str;ct of _Texas

ON PETITION FOR IREHEA'RING.

(Opinion November 14, 1990, 5th Cir.
916 F.2d 1056}
~ Before WISDOM, DAVIS and
BARKSDALE, Gircuit Judges,

PER CURIAM:

On reflection, we are persuaded that we
did not give the bankruptey court's find-
ings the required deference. When we
give those findings the deference that is
due them, we conclude that the bankruptey
court and the district court correctly grant-
ed discharge to Bowyer under the Bank-
ruptey Code,

I .

(11 The hankruptey court's finding that
Dr. Bowyer did not decide to file a bank-
ruptey petition until Qctober 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 {0 deny
Bowyer's discharge have limited relevance.
More particularly, the bank's. argument
that the July sale of the gold Mapleleafs
was g transfer with intent to hinder, delay
or defraud a creditor loses its force unless
Dr. Bowyer sold this asset to aveid 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
bankruptey, this sale and the expenditure
of funds resalized from that sale have little
gignificance for our purposes. The same
analysis applies to Dr, Bowyer's expend-
ture of approximately $7,000 in non-exempt
funds on improvements to his home in July
or August.!

- On reconsideration, wé conclude that the

. record adequately supports the bankraptey

court’s finding that Dr. Bowyer did not
decide to file a bankruptcy petition until

home, hardly an extraordinary expense for one
residing In Austin, 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
wifs withdrew $25,000 from their savings
and paid this sum to NCNB as advance,
unscheduled payments on their note. We
agree with the bankruptey 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 bankruptey petition, We con-
clude therefore that the distriet court's
finding that Bowyer did not intend to file a
bankruptey 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,

IL

{2] The only other tramsaction 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 stated in our original opin-
fon, Bowyer's wife withdrew $24,000 from
savings and paid it on their homestead
mortgage appreximately fifteen days be-
fore the bankruptey petition was filed on
Ccteber 28, 1987 The bankruptey court
and the distriet eourt correctly concluded
that this transaction will not defeat Bow-
yer's discharge,

Collier on Bankruptey states the well-
gettled rule that: “Under the former Act,
the mere conversion of non-exempt proper-
ty into exempt property on the eve of a
bankruptey was not of itself such fraud as
will deprive the bankrupt of his right to
exemptions.” 8 Collier on Bankruplcy
§ 522.08[4] (15th ed. 1991). Before the
Bankruptey Code was adopted in 1978,

2. The Reed court summarizes Reed's conduct as
follows:
His rapid converslon of nonexempt assets to
extingulsh one home mortgage and to reduce
another four months before bankruptey, after
arranging with his credltors to be free of
payment obligations until the followlng year,
speaks for itself as a transfer of property in

932 FEDERAL REPORTER, 2¢ SERIES

strong arguments were made to change
that rule so that property chtained in last
minute conversions would be ineligible for
exemption. Both the House and Senate
Reports rejected those argaments:
As under current law, the debtor will be
permitted to convert non-exempt proper-
ty into exempt property before filing a
bankruptey petition. The practice is not
fraudulent as to creditors, and permits
the debtor to make full uge of the exemp-
tions to which he is entitled under the
law.

H.R.Rep. No. 595, 96th Cong., 1st Sess, 361
(1977, reprinted in 1978 U.8.Code Cong.
& AdminNews 5963, 6317 (citation omit-
ted); S.Rep. No, 989, 96th Cong., 2d Sess,
76 (1978), reprinfed in 1978 U.8.Code
Cong. & Admin.News 5787, 5862; sce Mat-
ter of Reed, TOO ¥.2d 986, 990 (6th Cir.
1983).

Of course, conversion of nen-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 bankruptey court or the distriet
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 hankruptey court was
placed on notice that a specific finding was
necessary on the debtor’s non-fraudulent
intent to hinder or delay credifors, Even if
we interpret the hank’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 datly
receipis of Reed’s Mens Wear Into an account
unknown to his credifors and management
consultant and his subsequent use of the re-
ceipts to repay a loan that had been a vehicle
for this converston conflvm his fraudulent
molivatlon.
700 F.2d at 991-92,
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Cite as 932 F.2d 1103 (5thCIr. 199[)

court fully support its legal conclusion that
Bowyer's $24,000 payment from non-ex-
empt savings on his exempt homestesd was
legitimate pre-bankruptey planning, Thus,
that transaction cannot support a finding
of intent to delay or hinder creditors,

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

For the reasons stated above, Bowyer's
application for rehearing is GRANTED and
the judgment of the district conrt is AF-
FIRMED. .

BARKSDALE, Circuit Judge,
dissenting:

I respectfully dissent, Our original opin-
fon, 916 F.2d 1056, correctly applied 11
US.C. § 727(a)(2)(A); we held that the
bankraptey 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 T27(a)(2{A) prohibits, under cer-
tain conditions, an action taken with "intent
to Ainder, deluy, or defraud a credi-
tor....” (Emphasis added.} As addressed
in our original opinion, "the term ‘defraud’
does not subsume ‘hinder or delay.”’ 916
F.2d at 1069, " And, at each stage of thege
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 gratiting rehearing and affirming the
judgment of the district court, the majority,
I respectfully submit, continues this error.

W
o %KI\' HUMBER SYETEM

3.. The Bank contenis that Bowyer: fraudulently
or knowingty made a false oath or account,
under 11 U.S.C. § 727(a}4); did not satisfacto-
rily explain the dissipation of assets, undér 11

LAKEDREAMS, a Texas parinership,
Plalntiff-Appelles,

¥.

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

No. 90-1472.

United States Court of Appeals,
-Fifth Cireuit.

June 11, 1991,

In action for, inter alia, copyright in-
fringement, the United States District
Court, Northern District of Texas, Samuel
Ray Cummings, J., granted preliminary in-
junction precluding alleged infringer from
distributing shirts containing design and
text substantially similar fo that appearing
in alleged owner's copyright application,
Alleged infringer appealed. The Court of
Appeals, Johnson, Cireuit Judge, held that
District Court did not abuse its discretion
in issuing preliminary injunction,

Affirmed.

1: Federal Courts &=571, 5§72

To be appealable, order must be final,
it must fall within specific class of interloc-
utory orders made appealable by statute,
or it must fall within some jurisprudential
exception. 28 U.S.C.A. §§ 1291, 1202(a).

2 Federal Courts =677

Court of Appeals lacked jurisdiction to
raeview -district court’s denial of alleged
copyright infringer's motion to dismiss,
even though motion was made during in-
junection hearing; there was no indleation
that district court consolidated preliminary
injunction with trial on merits and_order
granting preliminacy injunction made -no

US.C. § 727(a)(5y; wade a false statement in
writinig, under 11 US.C. § 523(a)(2)(B); and
oblained refinancing by:actual fraud or misrep-
resenlation, under 11 U.S.C. § 523(a)(2)}{A).
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Clieas 3 F.3d 929 (5th Cir, 1993)

the a]legations of the complaint. The con-
duet criticized by the judge was defense
counsel’s failure to divulge its $26,000 policy
Hmit untl the morning of trial, This conduet
oceurred well after the removal. As of the
date of removal, both State Farm and its
insured, Liee, were still in this case, because
defendant Lee had not as yet been dismiaged,
The state couxt petition alleged that plaintiff
sustained “neck and shoulder injuries, includ-
ing the agpgravation of an osteoarthritic con-
ditlon and possibly a torn rotator enff among
other injuries.” With Lee present in the
suit, the plaintiff’s possible damages could
have exceeded the policy limits and indeed
the $50,000 requivement for diversity juris-
diction.

[41 The plaintiff would disregard Mr.
Lee, the second defendant, because he was
never setved. Yet Title 28 does not oblige 8
defendant to wait until all co-defendants are
served hefore removing. A defendant may
remove a case without joinder of a non-
served, hon-resident defendant. See 144
Wright, Miller & Cooper, Federal Practice
and Procedure § 8731 at 509-10 (1986); see
alzo 28 US.C.A. § 1448 (West 1978) (provid-
fng for service of process on unserved defen-
dants after’ removal).

Tn this case, plaintiff requested Judgment,
in no speeific sum in the state court suit,
congistent with Article 898 of the Louisiana
Code of Clvil Procedure. The defendant was
unable to persuade plaintiff to stipulate that
his damages were less than $50,000. At the
time of the removal, defense counsel reason-
ably considered the potential for a judgment
against Lee as well ag State Farm, as counsel
could not foresee Lee's dismissal. Gf St
Paul Mercury Indem. Co. v, Red Cab Co,
303 U.S, 2883, 202-93, 58 S.Ct. 586, 592, 82
L.Ed. 845 (1938) (events occwmving after re-
moval which redice amount in controversy
do not cust district court’s jurisdiction once ft
has attached); Federal Savings & Loan Ins.
Corp, v. Griffin, 935 F.2d 691, 696 (5th Cir,
1991) (dismissal of a party gfter removal does
not affect propriety of the removal), cerd
denied, — 8. ——, 112 S.Ct. 1163, 117
L.Ed.2d 410 (1992), '

We find no impropriety in State Farm’s
removal of the complaint as it appeared at

the time of the remoaval and the distrlct court
erred in awarding attorneys fees against de-
fendant. .

[5] As for costs, we find niothing in the
jurisprudence to suggest that the ‘court

.abnsed its diseretion in ordering defendant to

pay costs of the proceedings. An award of
costs has never been predicated on a finding
of had faith or negligent or frivolous removal,
See News-Tevan, Ing v City of Gavland,
814 F.2d 216, 220 (6th Ci.198T); Bucary, 883
F.2d at 449, According to the above quofed
commentary on the 1988 smendment, fees
siiould be awarded oniy if it was improper for
the defendant to remove; no such restriction
oh a court's discietion to award costs is
suggested in the amendment.

The award of fees is therefore vacated, hut
the order awarding court costs is affirmed.
Becauge the rest of this case has hesn re-
manded to state court, the district court has
no further jurfsdiction and remand to that
court is uhnecessary.

VACATED in part and AFFIRMED in
part.

’ Q EI’I'I’NUHM& SYSTEN

T

In the Matter of Davill Marvin SWIFT,
d/b/a State Farm Insurance, Debtor,
David Marvin SWIFT, d/b/a State
Farm Insurance, Appellant,

Y.

The BANK OF SAN ANTONIO, Appellee.
No. 92-5698.

United States Court of Appeals,
Fifth Cireuit.
| Oct. 8, 1993,
Reheaiing Denied Nov. 3, 1993,

In Chapter 7 case, the Bankruptey
Court denied discharge on ground that debt-
or transferred, concealed or disposed of
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property within one year hefore filing with

intent to hinder, delay or defraud creditors.
Debtor appealed, The United States District
Court for the Western District of Texas,
H.F. Garela, J., 126 B.R. 725, affirmed.
Debtor appealed. The Cowt of Appeals,
Edith H, Jones, Circuit Judge, held that
‘debtor’s transactions with relatives immedi-
ately prior to filing bankruptey which had
effect of disposing of or encumbering debt-
or's only nonexempt agsets was with intent to
hinder, defraud, delay or conceal estate as-
gets from creditors justifying denial of dis-
charge. T

 Affirmed.

Bankruptey $=3276.1, 3277

Chapter T debtor’s transactions with rel-
atives including prepaying alimony to ex-
wife, transferving insurance. policies to son
who, after borrowihg against them, trans-
ferred funds back to ex-wife who then loaned
funds back to debtor who gave her promisso-
ry note day before bankruptey, 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, defrawd, delay or conceal estate as-
sets from his creditors justifying denial of
discharge; debtor’s rationale, among others,
that he botrowed from relatives because he
needed cash to fund bankruptey proceeding
was not believable singe debtor’s monthly
cash flow from his insurance business contin-
wed to be substantial Banke.Code, 11
U.S.C.A. § 727(a)(2).

R. Mark Dietz, Dietz & Associates, Round
Rock, TX, for appellant,

Michzel Q. Colvard, Martin, Shannon &
Drought, San Autonio, TX, for appelles.

Appesl from the United States Distriet
Court for the Western Distriet of Texas.

* Chief Judge of the Southern District of Mississip-
Pl sitting by designation,

1. This court has recently held that the burden of
proof on eblections to discharge is by the pre-
ponderance of the evidence. In re Beanbouef,

3 FEDERAL REPORTER, 3d SERIES

Before JONES and DeMOSS, Cireuit
Judges and BARBOUR *, District Judge.

EDITH H. JONES, Circuit Judge:

. Appellant, Swift is an insurance agent in
San Antonio, Texas, who filed Chapter 7
bankruptey on March 1, 1990. He has ap-
pealed the hankruptey court's determinatlon,
affirmed by the distriet court, 126 B.R. 726
(Bankr.W.D/Tex.1991), that his -discharge
should be harred because he transferred,
concealed or disposed of property within one
year before filing with the intent to hinder,
delay or defraud creditors. 11 US.C.
§ 727(a)2). Finding no clear ervor in the
court’s findings of fact! we affirm.

As a caution to those who might hope to
take unfair advantage of the liberality of
bankruptey discharge provisions, the transac-
tions in which Swift engaged just before
bankruptey should be suminarized. Review-
ing the evidence, the bankruptcy court con-
cluded that Swift gambled and lost on the
discharge of $2,000,000 in debt by engaging
in “cute” transactions that invelved approxt-
mately $20,000 of his estate, The net effect
of these transactions, however, was to dis-
pose of or encumber his only non-exempt
asgets, The conrt 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-

.eent pre-bankruptey planning. Matter of

Reed, 700 F.2d 986 (5th Cir.1983). The
tranisactions, all accomplished within a couple
of wmonths before hankruptey, were as fol-
lows: .

1. Swift prepaid $5000 in alimony or
property settlement to his ex-wife, The pay-

‘ments would not have been due until after

bankruptey, and they 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 lability on his Chevrolet Snbur-
ban truck. Contrary to his representations,

966 F.2d 174 (5th Cir.1992). The bankrupicy
court applied this standard. The gourt also de-
nicd discharge based on 11 U.8.C. § 727(a){4),
but we do not reach that aspect of his decisfon.
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this was not a payment ‘in the ordinary
comrse of business,

3. Despite having in hand a legal opinion
that certain insurance renewsl commissions
were property of the.estate, Swift under-
reported those commissions on his schedules.
The cowrt found $18,000 due ih renewsl com-
missions; Swift reported only $6,000.

4, Swift transferred insurance policies to
his 20-year old son, who, after borrowing
against them, transferred the funds to Swift's
ex-wifg, The ex-wife then loaned the funds
back to Swift, who gave her a promissory
note the day before bankruptey. As the
“bankruptey court put it, “it’s kind of lke
what happens to-a  lemon; * [Swift] just
squeezed the juice out of it and then gave the
rind back to the estate

5. Swift’s daughter loaned money to her
father in exchange for a-promissory note,
secured by Swift's interest in his forniture
and fixiures, renewal commissions, boat, mo-
tor and trailer,

In evaluating Swift's intention, the court
observed his evasiveness and deception, not
only at tijal but also in the filing of his

schedules and in his testimony al the section

341 creditors’ meéeting. The court 'did not
beligve Swift's rationale, among others, that
he borrowed from relatives because he need-
ed cagh to fund the bankruptey proceeding;

Swift's monthly cash flow from his insurance

business continued o be substantial,

Basged on these transactions and his eredi-
bility decision, the bankruptey cowrt did not
clearly etr in concluding that Swift complet-
ed them with Intent to hinder, defraud, delay
or conceal estate assets from his creditors,
As the court pointed out, nearly every asset
in his estate had been tampered with before
bankruptey. Unfortunately, the line between
legitimate pre-bankruptey planning and in-
tent to defraud creditors contrary to section

T27(a)(2} i3 not clear. Northwest Bark Ne-

braska; N.A. v. Tveten, 848 I*.2d 871; 879 (8th
Cir,1988) (Arnold, J,, dissenting), One court
simply stated, “there is a prineiple of too
much; -phrased colloquially, when a pig be-
comes a hog it is slavghtered.” In're Zou-
har, 10 B.R. 1564, 167 (Bankr.D,N.M;1981},
As the finder of fact, the bankruptey eourt

has the primary duty to distinguish hogs
from pigs. - Compore Matter of Bowyer, 916
F.2d 1058 (6th Cir,1990) (reversing bankrupt-
ey court), op. on reh, 932 F.2d 1100 (5th
Cir.1981} (affirming bankruptey court and
finding intent to hinder, delay or defrand
creditors on facts before it).

The judgments of the banlruptey and dis-
triet courts are AFFIRMED.

- .
O gmrnuasin STEM

Michael K. TOPALIAN, et al., Plaintiffs,

Roy Jacobs, Jr., Richard H. Manuel,
and Bobby W. McDonald,
Plaintiffs~-Appellants,

and
Armando Lopez, Appellant,
. v

John N, EHEMAN, etc., et al,,
_ l_)efendants—Appellees.

No. 91-2818, .

United States Court of Appeals, :
' Fifth Civcuit. -

Oct. 12, 1998,
" Rehearing Denied Nov. 9, 1998,

The United States District Court for the
Southern Distriet of Texas, Norman W.
Black, Chief Judge, imposed sanctlons 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 sanctlon in excess of $300,000
on investors’ attorney, and investors and
theit' attorney appealed.- The Court of Ap-
peats, DeMoss, Cirenit Judge, held that: (1)
Rule 11 sanctions against inveators were per-
missible aince distriet court had diseretion to
Impose sanctions against nonsigning repre-
sented parties for violations of rule by their
attorney, and (2) sariction in excess of $300,-
000 apainst attorney required very speéific
factual bages from which Court of Appeals
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IIL

For the foregoing reasons, the mortgage
executed by Debtor on Jannary 13, 2005 in
favor of Defendants was not a preferential
transfer in violation of 11 U.8.C. § 547(b).
Plaintiff's Motion for Summnary Judgment
is denied and Defendants’ Motion for Sum-
mary Judgment is granted. Plaintiff's
Complaint is dismissed.

Conclusion

O \gilf HUHBER $VSTEM
T

In re Charlene 1. VANGEN, Debtor,
No. 05-13793-7.

United States Bankruptey Court,
W.D. Wisconsin.

Nov. 23, 2005.

Background: Chapter 7 trustee and ered-
itor, debtor’s former hushand, objected to
debtor’s claim of a Wisconsin exemption in
retirement-related  annuities, asserting
that she had engaged in impermissible
pre-bankruptey exemption planning.

Holdings: The Bankruptey Court, Thom-

as S. Utschig, J,, held that:

(1) absent extrinsic evidence of fraud, a
debtor's conversion of nonexempt as-
sets into exempt assets will not, by
itgelf, he regarded as evidence of
fraudulent intent, as would warrant de-
nial of the exemption under Wisconsin
law, and

(2} here, plaintiffs failed to present suffi-
cient extrinsic evidence of fraud to
overcome the general 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 ¢&=49

Under Wiseonsin law, all that is re-
guired for an annmity to fall within the
exemption for retirement henefits is that it
qualify for tax-deferred status under the
federal Internal Revenmue Code. W.S.A.
815.18(3)(3).

2, Exemptions &=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 restriction on the
amount claimed as exempt. 11 U.S.CA.
§ 522(d)(10); W.B.A. 815.18(3)(j).

3. Exemptions <104

Under Wisconsin law, an exemption
may be denied where the asset in question
was procured, concealed, or transferred
with the intention of defraunding creditors,
W.S.A. 815.18(10).

4, Bankruptey <3271

Bankruptey relief is intended to afford
the “honest but unfortunate” debtor the
proverbial “fresh start.”

5. Bankruptcy €=2363.1, 2761

Although part of a debtor’s “fresh
start” ig the nofion that the debtor may
retain certain assets in order to bhegin a
new financial life, the law algo recognizes
that there is a point at which the fresh
start becomes an impermissible “head
start,”

6. Exemptions &=10

Debtors are te 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 ¢=104

Pursuant to the Seventh Circuit’s
Smiley decision, extrvinsic 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 oceurred 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 debtor insolvent,

8. Exemiptions &=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 ave the amount of the ex-
emption, the proximity of the time of con-
version to the time of filing bankruptey,
the source of the funds, whether the debt-
or misled creditors dwing the conversion
process, the purpose of the conversion, and
whether the conveyances were for less
than fair consideration. W.S.A. 815.18(10).

9. Bankruptcy &=2798

Bankruptey Code contemplates that
the simple practice of taking advantage of
exemption laws is not fraudulent per se;
there must bhe additional, or “extrinsie,”
evidence of fraud,

10. Exemptions ¢=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 exemption, it is not the
acquisition of exempt property which is the
principal component of the court’s inguiry
but, rather, the swrounding cireum-
stances; there must be some demonstrable
behavior which triggers the notion that the
debtor has procured, concealed, or trans-
ferred assets with the intention of defrand-
ing creditors. W.S.A, 815.18(10).

334 BANKRUPTCY REFORTER

11, Exemptions =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.S.A. 815.18(10).

12, Exemptions ¢=104

Absent extrinsic evidence of fraud, a
debtor's conversion of nonexempt assets
into exempt assets will not, by itself, be
regarded ag evidence of fraudulent intent,
as would warrant denial of the exemption
under Wisconsin law, even if done on the
eve of bankruptey and with the express
purpose of placihg that property beyond
the reach of creditors. W.S.A. 815.18(10).

13. Exemptions ¢=49

Wisconsin exemption for retirement
benefits has no standard for lmiting an
annuity to a judicially determined “reason-
able amount.” W.8.A. 815.18(3)(j).

14, Exemptions =104

Parties ohjecting to claim of Wiscon-
sin exemnption in retivement-related annui-
ties by Chapter 7 debtor, who admittedly
cohverted nonexempt assets to exempt as-
gets in anticipation of bankruptey, failed to
present sufficient extrinsic evidence of
fraud to overcome general rule that a
debtor may arrange 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 sonrce of retirement
income, debtor did not obtain the funds
through theft or wrongful appropriation,
but by converting assets she alveady
owned, the equity in her home and her
interest in a commereial building, into an
exempt asset, debtor sold her interest in
the commercial building for fair market
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value, and while debtor may have songht
to place assets beyond creditor's reach, her
motivation in doing =0 was to ereate a
retivement fund. W.S.A. 815.18(3)(j), (10).

Galen W, Pittmnan, Galen W, Pittman,
5.C., La Crosse, W1, for Debtor.

James W, MeNeilly, Jr, Bosshard
Parke, Ltd., La Crosse, WI, Chapter 7
Trustee.

Timothy 8. Jacobson, Kevin M. Connel-
ly, O'Flaherty Heim Egan, Ltd, La
Crozse, WI, for Creditor.

MEMORANDUM OPINION,
FINDINGS OF FACT, AND
CONCLUSIONS OF LAW

THOMAS 8. UTSCHIG, Bankruptcy
Judge,

When the debtor filed bankruptey, she
listed several retivement accounts and an-
nuities among her assets, She also
claimed these accounts as exempt on her
Schedule C. 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, becanse the debtor
engaged in impermissible pre-bankruptcy
planning and converted nonexempt assets
into the assets now claimed as exempt.
This case poses intrigning questions re-
garding the issue of “exemption planning.”
It also represents the truth of the old saw
that divorce is never final, as it hag its
genesis in the dissolution of the debtor's
marriage some twelve years ago.

The debtor was mariied to the creditor,
Larry Vangen. They were divorced in
1993. At the time of the divoree, Larry
Vangen was a named defendant in litiga-
tion relating to Hawkins, Ash, Baptie &

Co., the accounting firm in which he is a
partner, The principal allegation in that
state cowrt lawsuit, styled Management
Computer Services, Inc. v. Howlsins, Ash,
Baptie & Co,, ef ol, was that HABCO and
its partners conspired to utilize the plain-
tiff’s software withont compensation in the
licensing of turnkey computer operations,
and the plaintiff sought a significant
amount of damages. As the divorce court
recognized, were lability to be assessed
against, HABCQ in the litigation, that obli-
gation wonld pass through to the individual
partners as well. In the context of divid-
ing the parties’ assets and liabilities, the
court found the lawsuit to be “a difficult
issue” for hoth parties. In its August 10,
1993, findings of fact, conclusions of law,
and judgment of divorce, the court stated:
As the court understands the lawsuit,
there are allegations that the partner-
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 from that breach, The petition-
er [Charlene Vangen, the debtor in this
casge] also benefitted from that additionsl
income. If she was the beneficiary of
income that the parties should not have
received because it came from a contract
that was breached, then she should bear
the detviment if there is one, If the
regpondent was a plaintiff in a lawsuit
and was perhaps to receive or be the
beneficiary of a §5 million verdict in hig
favor, the Court suspects that the peti-
tioner would certainly assert that she
was entitled to a portion of that money
since it acerued during the comse of the
marriage. The fact that this lawsnit is a
liability rather than an asset does not
change the legal reasoning, particularly
because it appears that the amount that
is going to be paid or may be paid to
settle the lawsuit is based on the amount
of income that the respondent in fact
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received during that perviod of time.
There is certainly a direct connection,

Consequently, the divorce court there-
fore determined that the debtor was “re-
gponsible for one-half of whatever liability
the respondent hag.” The lawsuit, howev-
er, was not resolved by way of a settle-
ment as contemplated by the divoree court.
Instead, it went to tyial, and the jury found
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 received
during that period of time.” The HABCO
defendants appealed the judgment, which
wound its way through the state court
appeliate system, but ultimately HABCO
and its partners were obligated to pay a
sizeable judgment. Larry Vangen's share
of the obligation amounted to approximate-
Iy $800,000; pursnant to the divorce de-
cree, the debtor was responsible for one-
half of this debt, or approximately
$400,000.

The debtor subsequently asked the di-
voree court to reconsider its eavlier order,
which the court refused to do. In Novem-
ber of 2004, the divorce cowrt determined
that the original divorce decree would he
enforcad and that the debtor was still ve-
sponsible for one-half of Larry Vangen’s
total litigation-1elated  lability, even
though it would appear diffieult to con-
clade that the resulting obligation was in
fact casually connected to the "increased
income” the debtor purportedly received
during the marriage.!

[1,2] Shortly after the hearing before
the divorce court, the debtor began con-

1, Indeed, to the exient 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.

334 BANKRUPTCY REPORTER

sulting with attorneys rvegarding her op-
tions, bankrptey among them. The deht-
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 banlruptey. In her bankvuptey
schedules, she claimed these retirement
funds as exempt under Wis, Stat,
§ B15.18(3)j). This section provides that
debtors may claim as exempt assets which
are held under “any retirement, pension,
disability, death benefit, stock bonus, profit
sharing plan, annuity, individual retive-
ment aceount, individual retivement annui-
ty, Keogh, 401-K or similay plan....” All
that is required for an annuity to be ex-
empt under this section is that it qualify
for tax-deferred status wnder the Federal
Internal Revenue Code. [ ve Brushi, 226
B.R. 422, 425 (Bankr.W.D.Wis.1998). And
unlike the federal exemption fomud in 11
U.B.C. § b522(d)(10), the Wisconsin exemp-
tion for such annuities places no restriction
on the amount claimed as exempt. Id

[31 Larry Vangen and the bankruptey
trustee both objected to her exemption
claims. They contend that her “pre-bank-
ruptey 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, or transferred with
the intention of defranding creditors?
The debtor concedes that she purchased
the annuities while considering whether to
fite bankruptey. However, she denies that
she engaged in any behavior which could

2. The seciion specilically provides that "“(alny
or all of the exemptions granted by this sec-
tion may be denied if, in the discretion of the
court having jurisdiclion, the debtor pro-
cured, concealed, or transferred assels with
the intention of defrauding creditors.”
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be considered fraudulent, and econtends
that her principal concern was her retirve-
ment, especially since she was worried
about the viability of any payout under her
husband’s retirement plan.

The objection to the debtor’s exemption
is premised upon a few basic facts, First
of all, in November of 2004, the debtor’s
home was worth approximately $200,000;
the only lien against her homestead was a
first mortgage in the amount of $35,800,
She also owned a fractional interest in the
huitding which was leased to HABCO.
She consulted with attorneys, after which
she refinanced the mortgage on her home-
stead and received some $130,000. She
paid off the fivst 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 bankruptey, the debtor
sold her interest in the HABCO building
to her son for the sum of $60,000, Again,
she paid a few other hills from the pro-
ceeds and then invested the balance in the
AXA annuity.

[4,5] The creditor complains that the
debtor “drained” the nonexempt equity
from her assets in anticipation of bank-
ruptey. In that regard, bankruptey relief
is intended to afford the *honest but unfor-
tunate” debtor with the proverbial “fresh
start.” See Grogan v Garner, 498 US,
279, 288, 111 B.Ct. 654, 659, 112 L.Ed.2d
756 {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 hecomes an impermissible “head
start.” The question before the Court is
whether the debtor has crossed the line
into that forbidden territory.

During the trial in this matter, the debt-
or 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 retivement
purposes. ‘The creditor and the trustee
contend that she did so with the anticipa-
tion of filing banlruptey and point to the
fact that, during testimony, the debtor con-
ceded that the specific annuity in question
wag purchased with the expectation that it
could be claimed as exempt.

[6]1 So-called “exemption planning” ex-
ists within something of a legal “pray
area” in which competing interests con-
spire to blur the border between the ac-
ceptable and the impermissible, Despite
the recognition that certain conduct may
constitute fraud or be regarded as umrea-
sonable, the law permits debtors to take
advantage of the exemptions available to
them. Indeed, debtors are to be permit-
fed the "full use” of the available exemp-
tions and will not. be penalized for ordering
their affairs in such & manner as to take
best advantage of the exemptions legally
afforded to them. In re Smiley, 864 F.2d
662, 567 (Tth Cir.1989); see also Bruski,
226 B.R. at 425, As Judge Learned Hand
stated in a similar context, “[Tlhere is
nothing sinister in so arranging one’s af-
fairs as to keep taxes as low as possible.”
Commissioner v Newman, 159 F.2d 848,
850-51 (24 Cir,1947),

[71 In Smiley, the Beventh Circnit
wrestled with the issue of exemption plan-
ning in the context of the debtor's dis-
charge, and concluded that the conversion
of assets from nonexempt to exempt within
the year preceding bankruptey was not
automatically fraudulent to creditors. In-
stead, the court stated that in order to find
fraudulent intent, a court must leok to
“extrinsic signs of fraud,” including:

I. Whether the debtor obtained
credit in order to purchase exempt prop-
erty;
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2, Whether the conversion occurved
after the entry of a large judgment
against the debtor;

8. Whether the debtor had engaged
in & pattern of “gharp dealing” prior to
the bankruptey; and

4. Whether the conversion rendered
the debtor insolvent.

See Smiley, 864 F.2d at 567.

[8] In the case of In re Bogus 240
B.R, 742 (Bankr.E,D\Wis,1999), the cowrt
examined a number of factors when con-
sidering whether a debtor’s conversion of
assets from 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
bankruptey, 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 fair consideration.
Id. at 750-51.

[9] To creditors, it is unlikely that any
conversion of nonexempt assets into ex-
empt ones would be considered “fair” or
“jugt.” But the bankrptey code contem-
plates that the simple practice of taking
advantage of exemption laws is not frawndu-
lent per se; there must be additional, or
“extrinsic,” evidence of fraud.? State law
reflects a similar perspective. For exam-
ple, in the case of Paulman v. Pemberion
{in ve Poubnan), 246 Wis.2d 909, 633
N.W.2d 7156 (Wis.App.2001), the Wisconsin
Court of Appeals noted that while the
state’s homestead exemption is to be “lib-
ervally construed,” the exemption did not

3. For example, the report of the House Judi-
ciary Commitlee on the Bankruptcy Code of
1978 indicates:

As under current law, the debtor will be
permitted fo convert nonexempt properly
into exempl properiy before {iling a bank-
ruptcy petition. See Hearings, Pt 111, at

334 BANKRUPTCY REPORTER

apply to instances where the exemption
had been acquired by “conversion, theft, or
other wrongful appropriation” In that
casge, the defendant had purchased s 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,

[10,111 While Poulman was not decid-
ed under Wis. Stat. § 815.18(10), it is
nonetheless illustrative of the fact that it is
not the acquisition of exempt property
which is the principal component of the
court's inquiry, but rather the surrounding
eireumstances. There must be some de-
monstrable behavior which triggers the
notion that the debtor has "procured, con-
cealed, or transferred assets with the in-
tention of defranding creditors.” This is a
fact-intensive inquiry which must rest
upon an examination of the particular case,
In that regard, the Eighth Circuit's com-
panton cases of In re Johnson, 880 F.2d 78
(8th Cir.1989), and Norwest Bank Nebras-
ko, NA. v Tuvelen, 848 F.2d 871 (8th Cir.
1988}, are guite instructive,

Johnson and Tveten, the debtors in the
respective cases, were partners in certain
real estate developments 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
likewige hecame responsible for a portion
of the debt. Both began converting non-
exempt aszets 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 crediters, and permits the debior to
make [ull use of the exemptions to which he
is entitled under the law.
H.R.Rep. No, 595, 95th Cong., 2d Sess. 361,
reprinted i 1978 U.S.Code Cong. & 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 cowt
agreed that there was no fraud as to the
homestead exemption but remanded for
further proceedings regarding some of the
other exemptionsf In Tveten’s case, the
court affirmed the denial of his discharge,

Importantly, however, the court made a
number of statements which are relevant
to the present inquiry. For example, in
Johnson the court statad that “we remind
the lower courts that thete is nothing
frandulent per 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.”
Johnson, 880 F2d at 83. Likewise, in
Toeten, the comt stated that the debtor
ghould not be penalized for merely doing
that which the law allows him to do, and
reaffirmed the idea that there must be
“some facts or circumstances which are
extrinsie to the mere facts of conversion of
nonexempt agsets into exempt” Tvefen,
848 F.2d at 876.

While Johnsorn and Tweten involved the
issue of whether excessive exemption plan-
ning could result in the denial of a debtor's
discharge, the case of Huanson v First
Neoil Bank, 848 F.2d 866 (8th Cir.1988),
presented the comrt with an objection to
the exemptions the debtors claimed under
state law. In that case, immediately prior
to filing bankruptey the debtors consulted
an attorney. On advice of counsel, the
debtors sold their nonexempt property, in-
cluding a car, two vans, and & motor home,

4, Johnson's discharge was subsequently de-
nied on remand. See In re Johnson, 124 B.R.
290 (Bankr.D.Minn.1991). The court made a
number ol very specific factual findings re-
garding the debtor's “actual intent” and con-
cluded that the debtor intended to defraud
creditors, Among the findings were the fact

to their son for fatr market value (as deter-
mined by an independent appraisal). They
used the proceeds of those sales to pu-
chase life insurance policies, which they
subsequently claimed as exempt. A credi-
tor ohjected to the exemption claims, con-
tending that the conversion of nonexempt
assets to exempt assets on the eve of
bankruptey demonstrated frandulent in-
tent and justified the denial of the exemp-
tions,

(121 The court disagreed and peimit-
ted the debtois to claim the exemptions.
In doing so, it reaffirmed the fundamental
notion that

[A] debtor's conversion of non-exempt

property to exempt property on the eve

of bankruptey for the express purpose 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.

Id. at 868. The only exception to this
principle is where the debtor acts with
“actual intent” to defraud ereditors; if
such intent is proven, the exemption may
he denied. Id. Abzent extrinsic evidence
of fraud, however, the conversion of nonex-
empt assets into exempt assets will not by
igelf be regarded as evidence of fraundu-
lent intent, [Id. It is Important to under-
stand this basic principle in the context of
this cage, as it largely determines the out-
come,

[13] As this Cowrt noted in Bruski
and as the Eighth Circuit noted in John-
son, the establishment of monetary limits
on exemptions is largely the province of
the legislature, not the judiciary. At the

that the debtor had cashed his life insurance
policies immediately alter the bankiruptey fil-
ing, and thal 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
gtart and a “head start,” and the colloguial
chavacterization that in the context of ex-
emption planning, “when & pig becomes a
hog it is slaughtered.” See In ve Zouhar,
10 B.R. 154, 157 (Bankr.D.N.M.1981}. As
evidence that the debtor has gone too far
in her exemption planning, the creditor
and the trustee 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 annnity to a judicially
determined “reasonable amount,” even
though such provisiong 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
cage is whether there is “extrinsic evi-
dence” that the debtor “procured, con-
cealed, or transferred assets with the
intention of defranding creditors.” Con-
sidering the non-exclusive list of factors
mentioned by the court in Bogue, it is
true that the exemption here involves
more than has been elaimed exempt in
some prior cases® At the same time,
$136,000 is not a particularly sizeable
sum when one considers that it may
well serve as the debtor’s prinecipal
source of retirement income’ Admitted-
ly, the debtor funded the annuities in
guestion in anticipation of filing bank-
ruptey. But that fact is of minimal im-
portance since there must be evidence
beyond the mere conversion of nonex-
empt property info exempt assels,

5, For example, in Bogue the debtor sought to
exemnpt $17,800, while the debtors in Bruski
clalmed $16,000 as exempt.

6. There was testimony regarding the debtor's
concerns about the stability of Larry Vangen's
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whether in anticipation of bankruptey or
naot,

Ag for the source of the funds, there ig
ho basig for considering the money the
debtor used to fund the annuities to have
bheen “tainted” in any way. Unlike the
defendant in Paulman, for example, there
was no evidence that the debtor obtained
the funds through conversion, theft, or
wrongful appropriation, In Hanson, the
court noted an extrinsic example of fraudu-
lent intent might he an instance in which
the debtor had “obtain{ed] goods on credit,
[sold] themn, and then place[d] the money
into exempt property” 848 F.2d at 869,
Heire, 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 eguity 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
gold her interest in the HABCO 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
ereditor also complaing that the debtor
somehow “misled” him while she estab-
lished and funded the annuities. This
seems gomewhat disingenuous, as the
debtor has always maintained that she was
incapable of paying the debt. Fuwther,
ghe testified that while there may have
been discusgions about inediation, 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 [rom HABCO which would requive
funding [rom [utlure operations. The debtor
was concerned that the business might not be
able to sustain these payments.
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duce the amount of her liahility. As such,
she saw little reason to proceed with those
discussions and opted to file bankruptey.
There is ne evidence that she made any
misrepresentations to the creditor, or that
he was in any manner forestalled or
agreed to forbear in any collection efforts
48 a result of any misrepresentations.

The debtor may well have sought to
place agsets beyond the reach of the credi-
tor, but her motivation in doing so was to
create a retivement 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 simply part 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 frand to overcome the
general perspective that the debtor is enti-
tled to arrange her affairs in such a man-
ner as to take full advantage of the exemp-
tions available to her under state law.
The ohjection to her exemption is denied.

Thig decision shall constitute findings of
fact and conclusions of law pursuant to
Bankruptey Rule 7052 and Rule 52 of the
Federal Rules of Civil Procedure,

w
O Et!l‘ HUHEER S¥5TEN
T

In re Michael J, LINDELL and Karen
A, Lindell a/s/f Twin Silver, Inc,
Debtors.

Dwight R.J. Lindguist, Trustee for the
Chapter 7 Bankrupicy Hstate of Mi-
chael J. Lindell and Karen A. Lindell,
Plaintiff,

V.

JNG Corporation, Robert J, Weierke,
and Twin Silver, Inc,,
Defendants.

Bankruptcy No. 0441269,
Adversary No, 044353,

United States Bankruptey Court,
D. Minnesota.

Sept. 29, 2005,

Background: Chapter 7 trustee brought
adversary proceeding to avoid, on veil-
piercing and constructive fraudulent trans-
fer theories, a prepetition sale of promisso-
1y note owned by debtors’ corporation,

Heldings: The Bankruptey Court, Robert
J. Kressel, J., held that:

(1) corporate veil could be pierced, for
purpose of avoiding, as constructively
frandulent transfer of "interest of the
debtors in property,” a sale of promis-
sory hote by debiors’ wholly owned
corporation;

(2} payment of §$50,000 for promissory
note that, at time of sale, had outstand-
ing balance of $263,398,10 did not con-
stitute “reasonably equivalent value”;
and

(8) trustee was entitted to recover from
good faith transferee the difference be-
tween value of note at time of transfor
and consideration that transferee had
paid,

So ordered,
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Kenneth 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 bankruptey petition pursuant to
Chapter 7 of the Bankruptcy 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 National loaned 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 certain of
their property 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 $27,1135, the amount for which
the property was appraised. Ronald had purchased the property 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 bankruptey petition, the Hansons used these proceeds to
purchase life insurance policies with cash surrender vatues 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 property 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.
S.D.Codified Laws Ann. 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 property allegedly sold ever was transferred to the buyers. The debtors testified that the
vehicles sold to their son, Ronald, were stored at their home because Ronald still lived with them
while he was working part time and attending school part 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 home 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 assett, 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 erroneous. The instant appeal
followed. The sole 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.

IL.

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 property 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, 11 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. 11 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 on the eve of bankruptey 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. 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. Arinstrong v. Lindberg, 469
U.S. 1073 (1984); Inre 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 convert property into
allowable exempt property would be extremely harsh, especially in those jurisdictions where the
exemption allowance is minimal." 3 Collier on Bankruptey p 522.08, at 40 (15th ed. 1984).
Nevertheless, 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 court'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 court found that the debtors did not commit a
fraudulent conveyance. The court permitted the debtors to exempt their entire homestead after
finding that the debtors prior to bankruptey used their savings to satisfy their mortgages, no
business assets having been used and no debts having been incurred.

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, transferred title
to his expensive automobile, boat and trailer to his fiancee without consideration three weeks
before filing his bankiuptcy petition. The district court, reversing the decision of the bankruptcy
coutt, held that the debtor's discharge was denied because of his fraudulent intent to shield his
assets from his creditors. The Second Cireuit, in affirming the district court, 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 bankruptcy coutt, 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
watived 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 Cowt 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 property beyond
the reach of creditors. Otherwise, the entire Forsberg rule would be swallowed up in the
exception for "extrinsic fraud."

The Court is entirely correct in holding that there is no extrinsic fraud here, The money placed
into exempt property was not borrowed, 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 worth of property, 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 itnmaterial,
and for a closely related reason. The federal exemption statute, just referred to, simply
incorporates state and local exemption laws without regard to whether those laws contain dollar
limitations of their own.,

The Court 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 erroneous, 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 Court'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 turn 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 chancellot's foot.
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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, denving & discharge in view of
its finding that Tveten intended to defraud, delay, and hinder his craditors. The district
court, in an order entered July 10, 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.

L

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 Tveten joined 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 sour. 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 bankiuptcy, Tveten consulted counsel. As part of his pre-bankruptcy planning,
he liquidated almost alt 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 property 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 fraternal benefit association,
which, under Minnesota law, cannot 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.
Secs. 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 aione, would not justify denial of a discharge, his
inferred intent to defraud would.2 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 bankruptey court order to the federal district court. In a memoranduim

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.3
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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.

IL

The scle 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, 11 U.S.C. Sec. 522(b) & (d) (1982 & Supp. 1V 1986), or pursuant to the provisions of state
law and federal law other than the minimum allowances in the Code. 11 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 Cir.), cert.
denied sub nom. Armstrong v. Lindberg, 469 U.S. 1073 (1984); In re Reed, 700 F.2d 986, 990
(5th Cir,1983); 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, 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 Cong. &
Ad.News 5963, 6317; S.Rep. No. 989, 95th Cong., 2d Sess. 76 (1978), reprinted in 1978
U.S.Code Cong. & Ad.News 5787, 5862. The rationale behind this policy is that "[t]he result
which would obtain if debtors were not allowed to convert property into allowable exempt
property would be extremely harsh, especially in those jurisdictions where the exemption
allowance is minimal." 3 Collier on Bankruptcy, 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 990.4

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.
[1 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
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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 bankruptey court correctly 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 cattle 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); In re
Ellingson, 63 B.R. 271 {(N.D.Iowa 1986).

There also are a number of cases, 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]aving 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 Bankruptcy Code to permit a debtor
earning $180,000 a year to convert every one of his major nonexempt assets into sheltered
property 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
property, 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 of their homestead
was consistent with several of these policies, such as protecting the family unit from
impoverishment, relieving society from the burden of supplylng 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:

" (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.” " :

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 on 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 of bankruptcy 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 court, 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 attorney'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 (8th Cir,1981),

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 still is entitled to retain, free from creditors' claims,
property rightfully exempt under relevant state law.5

We distinguish our decision in Hanson v, Flrst National Bank, 848 F.2d 866 (8th Cir.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.

I1I.
To summarize:

We hold that the bankruptcy court was not clearly erroneous 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 never made any bones about what he is doing, or trying to do, in this case. He
deliberately set out to convert as much property as possible into a form exempt from attachment
by creditors under Minnesota 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
governing authority in this Court 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 part of his property 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
propeity 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 unfairness is simply a consequence of the existence of
exemptions under the jurisdiction's bankruptcy law. In an early case in this Circuit, Judge Walter
H. Sanborn, 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 property
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 cannot 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 report of the House Judiciary Committee states as follows:

As under current law, the debtor will be permitted to convert nonexempt property into exempt
property before filing a bankruptcy petition. See Hearings, Pt. IIl, 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 Cong. & Admin.News 5787, 5862. In the hearings refeired to in the
House Committee report, two federal judges, concerned about the "outrageous" implications of
existing law, specifically urged Congress to incorporate provisions in the new Bankruptcy Code
which would make pre-bankruptey 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 property, 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 Cir.), cert. denied sub nom. Armstrong v. Lindberg, 469 U.S, 1073, 105 S.Ct. 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 property 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)2:

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 covertly, 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 on any exemption.3 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?7 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
2

Several creditors also objected to Tveten's claimed exemptions. In response, the bankruptcy
court, by order entered September 16, 1986, certified the question to the Minnesota Supreme
Court. The bankruptcy 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

3

Before the district court entered its order, the Supreme Court of Minnesota held in a decision
entered March 27, 1987, that annuities and life insurance contracts issued by a fraternal 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 no
longer will be able to claim these exemptions. Following the opinion of the Supreme Court 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

4

000268 Bankruptcy



This exception comports with congressional intent. Both the House and Senate Reports use the
phrase "[a]s under current 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

5
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 Court

2

Counsel in this case have advised us that an appeal in Johnson is now pending in the District
Court

3

There is some irony in the fact that the exemption sought by the debtor in this case, that for
benefits under annuities or life-insurance policies issued by fraternal associations, has been held
unconstitutional under two provisions of the Minnesota Constitution. One such provision, Article
1, Section 12, provides that "[a] reasonable amount of property shall be exempt...." The Supreme
Court of Minnesota 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-
38 (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

CRATS)

848 F.2d 866
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Alan R. Sclot, Esq., Tucson, AZ, argued for appel-
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Before: JURY, BAUER,®! and PAPPAS, Bank-
ruptcy Judges.

OPINION

JURY, Bankruptcy J ud%e.

*1 Chapter 7 2 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(AX(7) (BAP No. 10-1206).

Both appeals involve the construction of the
identical phrases contained in Ariz.Rev.Stat. §§ 33-
1126(AX(6) =2 and (7), which allow a debtor to ex-
empt the cash surrender value of life insurance poli-
ctes 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.

© 2011 Thomson Reuters. No Claim to Orig. US Gov. Works.

I. BACKGROUND

The Hummel Bankruptcy-BAP No, 10-1202

On January 27, 2010, Hummel filed her chapter
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 Arxiz.Rev.Stat. § 33-1126(A)6) and § 20-
1131(D). Humime! 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 bankruptey 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(AX7).
Tober named her adult, nondependant daughter as the
beneficiary in the annuity centract. Tober did not list
her daughter as a dependent in her Schedule I or 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.

IL JURISDICTION
The bankruptcy court had jurisdiction pursvant
to 28 U.S.C. §§ 1334 over this core proceeding under
§ 157(b)(2)(B). We have jurisdiction under 28 U.S.C,

§ 158,

III. ISSUE
*2 Whether Ariz.Rev.Stat. § 33-1126(AX6) and

(7} require that a child of the debtor named as a bene-
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ficiaty 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
[1] We review the bankruptcy court's conclu-
sions of law and questions of statutory interpretation
de novo. Clear Channel OQwtdoor, Inc. v. Knupfer (In

re PW, LIC), 391 B.R. 25, 32 (9th Cir. BAP 2008).

V. DISCUSSION

[2] Section 541(a}1) of the Bankruptcy Code
provides that “property of the estate” includes “afl
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 (In re Turner), 186 B.R.
108, 113 (9th Cir. BAP 1995),

For Arizona residents, the exemption of certain
insurance and annuity benefits or proceeds is gov-
erned by Ariz.Rev.Stat. § 33-1126 which provides in
relevant part:

A. The following property of a debtor ™ 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
surviving spouse, child, parent, brother or sister,
or any other dependent family member, in the pro-
portion that the policy names any such benefici-
ary.... For the purposes of this paragraph “depend-

@ 2011 Themson Reuters. No Claim to Orig, US Gov. Works.

ent” means a family member who is dependent on
the insured debtor for not less than half support, ™2

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 debtor, debtor's surviving spouse, child, parent,
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
(1) 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 Jama v. fimmigration
& Customs Enforcement, 543 U.8.335,343 n. 3, 125
8.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 [31[41[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, Inc. v.
Richard Feiner & Co., 896 F2d 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. fd. 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, Cont'{ Ins. Co., 178 Ariz.
264, 872 P.2d 668, 672 (1994).
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[6] 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 Ry., Light & Power Co. v,
Mor, 253 U.S8. 345, 348, 40 S.Ct. 516, 64 L.Ed. 944
(1920). While not dispositive, applitcation 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. E¥% Ariz Rev.Stat. § 33-
L1126(AX(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 (AXS)) regarding the exemption for
the cash surrender value of life insurance policies
provides us with some meaningful guidance.

Prior to 1992, Ariz.Rev.Stat, § 33-1126(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
any dependent.... A “dependent” means a person
who is dependent upon the insured for not less than

© 2011 Thomson Reuters. No Claim to Orig. US Gov. Works.
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one-half of his support. (Emphasis added).

*4 The proposed amendments to subsection
(AX6) were contained in Senate Bill 1060 and served
to eliminate per deperndent limits on life insurance
proceeds as well as adjusting the dollar amount of the
exemption upward to $100,000. Moreover, the bene-
ficiary phrase was changed from “debtor's surviving
spouse, child, pareﬁt, brother, or sister, or any de-
pendent” to “debtor’s surviving spouse, child, parent,
brother or sister, or any other dependent fanily mem-
ber.” In addition, the meaning of dependent was
changed from “dependent means a person” to “de-
pendent means a family member.”

[7]1 The revised Senate Fact Sheet for Senate Bill
1060, 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 named
beneficiary of those proceeds.

The Fact Sheet also furnished the following
background on the bill:

Currently, under the Arizona insurance statutes, if a
dependent 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 $10,000 for all dependents combined.

Amended Fact Sheet for S.B. 1060, 40th Leg.,
2d Sess., at 1 (Ariz. March 2, 1992). 28

Senate Committee Minutes reflecting considera-
tion of the amendments to Senate Bill 1060 included
this summary of the bill: '

[Ulnder 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.
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However, certain portions are exempt when & de-
pendent family member had been named benefici-
ary. This bill eliminates the requirement that the
dependent 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
dependent 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 debfor. 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).22

*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,

[§1[9][10] We are mindful of the rule that ex-
emption statutes are to be construed liberally in the
debtor's favor., fn_re Hoffpauir, 125 B.R. 269, 271
(Bankr 1> Ariz. 1990). Qur 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

© 2011 Thomson Reuters. No Cilaim o Orig, US Gov. Works.

thereby benefit the state.” fn re Foreacre, 358 B.R.
384, 390 (Bankr.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 § 33-1126(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 aobtain an exemp-
tion under those sections.

VI CONCLUSION
For the reasons stated above, we REVERSE the
bankruptcy court's order in each appeal.

ENI. Hon. Catherine E. Bauer, Bankruptcy
Judge for the Central District of Califernia,
sitting by designation.

EN2. Unless otherwise indicated, all chapter,
section and rule references are to the Bank-
ruptcy Code, 11 U.5.C. §§ 101-1532, and to
the Federal Rules of Bankruptey 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,
§ 33-1126(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 propeity
described in this article for personal, family
or household vse.” Ariz.Rev.Stat. § 33-1121.

FNS. The Insurance Code exemption con-
tained in Ariz.Rev.Stat. § 20-1131(D} pro-
vides in relevant part;

If, for a continucus, unexpired period of
two years, a policy of life insurance has
named as beneficiary the insured’s surviv-
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ing spouse, child, parent, brother, sister
or any other dependent family member, END OF DOCUMENT
then, in event of banktuptey or in any pro-
ceeding before any court in this state, the
cash surrender 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-
en” means a family member who is de-
pendent on the insured for not less than
half support. (Emphasis added).

FIN6. 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. 201(b). See aiso,
Hayes, 872 P.2d at 673 n. 5. We obtained
the records directly from the Arizona State
Senate Resource Center.

EN7. Ariz.Rev.Stat. § 20-1131(D) contained
in the Arizona Insurance Code was added in
1963. It too was amended in 1992 at the
same time as Ariz.Rev.Stat. § 33-
1126(A)(6). The amendment for
Ariz.Rev.Stat, § 20-1131(D) eliminated the
$5,000 minimum and $10,000 maximum
limits for all dependents combined and
brought the definition of a dependent in line
with that uwnder Ariz.Rev.Stat. § 33-
L1126(A)(6).

ENS. 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).

EN9. For this reason, we are unpersuaded by
the out-of-state case law cited by the parties
that construed similar exemption statutes.

Sth Cir. BAP (Ariz.),2010.

In re Hummel

--- B.R. -, 2010 WL 5076421 (9th Cir.BAP
(Ariz.)), 10 Cal. Daily Op. Serv. 15,747, 2010 Daily
Journal D A R. 18,736

© 2011 Thomson Reuters. No Claim to Orig. US Gov. Works.
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Issues in Individual Chapter 11 Bankruptcies
Honorable Charles G. Case 11
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 §1115 have led to
extremely divergent opinions about 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 priority rule,
and provided that individual Chapter 11 debtors may retain property “included in the estate under
section 1115” 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 performed by the debtor after the commencement of the

case....”

Until recently, the case law was fairly consistent, interpreting § 1129(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. BAPCPA Abolished Absolute Priorily Rule in Individual Chapter 11 Cases- In re Shat
The recent decision in Jn re Shat® surveyed the history of the absolute priority rule,

BAPCPA, 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)(ii).
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 §
1129(b)(2)(B)(ii), discussed below, would have little effect on the debtor’s ability o reorganize,
and that the exception in § 1129(b)(2)(B)(ii) should be read in line with the broad inclusive
language of § 1115.* The Shat court noted the “almost trivial” result of the narrower reading of
§ 1129(b)(2)(B)(ii), which would seemingly only protect the value of earnings payable after the
fifth anniversary of the plan confirmation. In the end, the court concluded that these factors
indicated that Congress intended to abolish the absolute priority rule in individual Chapter 11
cases, closer aligning treatment of individuals under Chapter 11 with the treatment of debtors in
Chapter 13.

3

B. BAPCPA Did Not Abolish the Absolute Priority Rule in Individual Chapter 11 Cases- In
re Karlovich

Until early 2010, the case law on this issue appeared to be unanimous. However, since
April of 2010, two courts have decided that BAPCPA, to some extent, left the absolute priority
rule intact in individual Chapter 11 cases.

In April 2010, the court in Jn re Gbadebo® 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 5417 in § 1115 was included to ensure that it was clear that § 1115 did not
overrule § 541°s inclusion of prepetition 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 Gbhadebo, the court in In re Karlovich® 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 § 1115 if the debtor does not propose

Y Citing In re Roedmeier, 374 B.R. 264 (Bankr. D. Kan, 2007).
* Citing In re Tegeder, 369 B.R, 477 (Bankr. D. Neb. 2007).

* 431 B.R. 222 (Bankr. N.D, Cal. 2010).

2010 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 beginning 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 “exclusivity 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.” 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;®

2) The Chapter 11 must file monthly operating reports pursuant to § 1116(4), Fed. R. Bank.
P. 2015, and Local Rule 2015-1.

3) Anundersecured 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)(10) 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.

711 U.8.C. § 1121(c)(2)-(3).
*11 U.S.C. § 1121(d).
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Individual Chapter 11s

The Case of the Drs. Gupta
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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:
— S$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 525,000
— Summer cabin $175,000

— Interest in Simpson & Gupta Real Estate
Investment, LLC {S0) S&G owns 4 office
buildings worth a combined $5 million.

— Engagement ring $14,000
—  Jewelry $2,000
—  Coin collection $2,500

+ Lliabilities

$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? (510,000 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 | 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 13?

— $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)(5). 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 13?
— 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?

e Are there any advantages to Chapter 13?

— 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?

oooooooooooooooo




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
1325(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 (6™ 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://www.irs.gov/individuals/article/0,,id=96543,00.htm! Be 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.qg., In re Kagenveama, 541 F.3d 868 (9t 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
— OQut-of-pocket healthcare $60/mo
— Total: 3,285
Secured claims
— House $7,000/mo
— BMW & Ferrari $1,750/mo
— Boat $900/mo
— Summer cabin $2,000/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.

* |n 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
liguidation value of the property).

oooooooooooooooo




The Individual Debtor’s
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
guarterly fees?

A good idea to have a form letter (example
provided) to protect yourself.

Encourage open communication at the meeting
with the UST analyst.

oooooooooooooooo




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)(5)(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 languége of the
statute/rule, ask yourself these questions?

Can i construct a policy argument {hopefully using bankruptcy rationales)
to support my position?

How can | communicate the justice of my position to the Court?

Does the outcome that | 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. Non-consumer 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 or all of the debtor’s debts constitute
primarily consumer debts.

Consumer debt is one incurred by an individual primarily for personal, family, or
household purpose, 11 US.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 “[a] literal
reading of the Code’s simple language leads inexorably to the conclusion that consumer
debt includes secured debt™); see also In re Price, 353 F.3d 11385, 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 incurred
primarily for a consumer purpose.

1. Overall ratio of consumer to non-consumer debts is greater than 50 percent.
See In re Stewart, 175 F.3d 796 (10a Cir. 1999); In re Booth, 858 F.2d 1051 (5 Cir.
1988); In re Kelly, 841 F.2d 908 (9u 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); sce generally
Annotation, What Are “Primarily Consumer Debts” Under 11 U.S.C. §707(b), 101
A.L.R. 771 (1991),

The 9™ Citcuit 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
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determination relies on a plain definition of the word “primarily” to mean “for the most
part,” or that more than half of the dollar amount owed.

Secured Debts

[. 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, if was not automatically included either. The Court
ultimately had to make a determination as to the purpose of the debt. Id. at 913.

The Kelly Court determined the debtor’s mortgage consisted of a $93,000.00 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 Court 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.

Conversely, a mortgage 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). Inre Pedigo, 296 B.R. 485 (Bankr, 8.D. Ind. 2003); see also Matter of Booth,
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

FCAs0nNs:

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: 7n re Westberry,

215 F.3d 589 (6th Cir. 2000); In re Brashers, 216 B.R. 59 (Bankr. N.D. Okla. 1998); and
In Re Traub, 140 B.R. 286 (Bankr. D.N.M. 1992).

1. Domestic Support Obligations,

Courts have ruled that domestic support obligations owed by a debtor are
consumer debts. Courts 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 re Hall, 258 B.R. 45 (Bankr. M.D. Fla. 2001).

II. 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 incurted 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 (Bankr. N.C. 1985) held that a judgment
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 antomobile 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 transportation 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 incurred the debt has
no personal, family or household purpose. Frequently, tort 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 Court in In re Stewart, 175 F.3d 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 re 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-Consumet 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 re Jones, Slip CopyWL 102442 (Bkricy.E.D.N.C., 2009) the Court adopted a
“totality of the circumstances approach” to determine whether the debts were primarily
consumer debts. See Neufeld v. Freeman, 794 ¥.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 11 U.8.C. §707(b)(1), Mr. Jones’ uncontroverted testimony was
that $28,000,00 of his second mortgage and 95% of his credit card debt was atfributable
to his business. Based on the uwncontroverted testimony the Court determined the debt to
be non-consumer and the Motion to Dismiss was denied, Id.
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In re Almendinger, 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 pay off
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 1iI and
Pauline A, Kelly, Debtor,

Robert W. and Carolyn B. ZOLG and
Tucson Realty & Trust
Company, Appellents,

and

United States of America, Intervenor,

¥

Thomas G. KELLY III and Pauline A.
Kelly, Appellees,

and
Alan Solot, Trustee in Bankrupicy,
No, 37-1560,

United States Court of Appeals,
Ninth Circuit.

Argued and Submitted Aug. 18, 1987,
Dacided March 2, 1988,

The Bankruptey Court dismiszed debt-
org’ Chapter 7 petition as substantial abuse
of the Bankruptey Code. Debtors moved
for reconsideration, After second hearing,
the Bankruptey Court, 57 B.R. 586, re-
affirmed dismissal. Debtors appealed.
The Bankruptey Appellate Panel for the
Ninth Cirvenit, 70 B.R. 109, roverzed end
remanded. Appeal was taken. The Court
of Appeals, Kozinski, Clreuit Judge, held
that: {1) debtors’ debts wera primarily con-
sumer debts; (2) debtors’ abllity to vepay
debts, standing alons, justified dismiseal;
(8) statute permitting dismissal of Chapter
7 petitions where debts are primarily con-
sumer debts and where granting relief
would be substantial abuse of Chapter 7
provisions was not unconstitutionally
vague; and (4) bankruptey court's power to
order hearing on iseue of dismissal did not
deny debtors neutral and impartial arbiter.

Raversed and remanded,

1. Bankruptcy $=3811
Declslon affirming or reversing final
order of bankruptey court iz deemed “fi-

841 FEDERAL REPORTER, 2d SERIES

nal” for purposes of appealability; how-
ever, where bankruptey appellate panel re-
mands for further factual findlngs on “'a
central issug,” decizion 18 not appealable,
28 U.B.C.A. § 168(d).

See tgublicatlon Words and Phrases
for other judicial constructions and
definitlons.

2, Bankruptey ¢=3811

Bankruptey appellate panel's decislon,
which reversed final order of bhankruptey -
court dismissing Chapter 7 petitlon and
which remanded for “a determination of
the nature of the unsecured debt” and for
reconsideration of proper test for substan.
tial abuse, was “final,” for appealability
purpozes; underlying facts were not dis-
puted and legal issues predominated ques-
tions on remand. Banke.Code, 11 U.8,C A,
§ T01 et seq.; 28 U.S.C.A. § 158(d).

3. Btatutes $=217.4

Where statutory language is clear and
precisely addresses relavant issue, resort to
legislative history is inappropriate.

4. Bankruptcy #2264

“Consumer debt,” within meaning of
statute permitting dismissel of Chapter 7
petition where debts are primarily consum-
er debts and where granting rellef would
be substantial abuse of Chapter 7 provi-
slons, can include debt secured by real
property; purpose of debt determines
whether debt ls “consumer debt.” Bankr.
Code, 11 USB.CA. §§ 101¢dXA), (7, 11),
521(3), TOT(b). :

See publication Words and Phrases

for other judiclal constructions and
definitions,

6. Statutes $=216, 217.3

To extent legislative history may be
considered in construing statute, the offi-
cial committee reports provide the author
itatlve guide; atray cornmenta by individua)
legislators cannct be attributed to the full
legislative body.

6. Statutes €=184

Policy arguments are irvevelant to in-
terpretation of unambiguous statute,

7. Bankruptcy 2125
Bankruptey judges have no power to
ignore plain language of statute in order to
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Clieas 841 F.2d 908 (9th Cir. 1988)

reach results in keeping with notions of
equity.
8. Bankruptey ¢=2264

Mortgage debts, which consisted of
lien assumed at purchase of home and
home equity line of credit incurred for
home improvements and repayment of
credit card debts, were “consumer debt,”
within meaning of statute permitting dis-
missal of Chapter 7 petition where debts
are primaril_y consumer debts and where
granting relief would be substantial abuse
of Chapter 7 provisions. Bankr.Code, 11
U.S.C.A. §§ 101(4)(A), (7, 1), 521(2), T01 et
seq., T07(b}.

9. Bankruptcy ¢=2254

Second home equity line of credit se-
curing loan from bank to debtor's profes-
sional ecorporation was not ‘“‘consumer
debt,” within meaning of statute permit-
ting dizmissal of Chapter 7 petition where
debts are primarily consumer debts and
where granting relief would be substantial
abuse of Chapter T provisions; debt in-
curred for business ventures or other prof-
it-eeking activities is plainly not consumer
debt. Bankr.Code, 11 US.C.A,
§§ 101(4}(A), (7, 11), 621(2), T01 et seq.,
T07(b).

10, Bankruptcy &+2254 )

Debt for attorney's fees incurred in
state court litigation commenced by debt-
ora for purpose of recovering money alteg.
edly overpaild in purchasing home was
“consumer debt,” within meaning of stat-
ute permitting dismissal of Chapter 7 pati-
tion where debts are primarily consumer
debts and where granting relief would be
substantial abuse of Chapter T provisions.
Bankr.Cods, 11 U.S.C.A. §§ 101{4)}{A), (T,
11), 621(2), 701 et seq., T07(b).

11. Bankruptey 2254

Chapter 7 debtors have “primarily”
consumer debts, for purﬂoaes of statute
permitting dismisssl of Chapter T petitlon
where debts are primarily consumer debts
and where granting relief would be sub-
stantial abuse of Chapter T provisions,
whera mora than half of the dollar amount
of their debts {s consumer debt. Bankr,
Code, 11 U.8.C.A. 8§ 701 et seq., T07(h).

12, Bankruptey ¢=2264
Dabtor's ability to pay debts when dus,
as determined by ability to fund Chapter 18

plan, is primary factor to be consldered In
determining whether granting relfef would
be substantial abuse within meaning of
statute permitting dismissal of Chapter 7
petition where debts are primarily consum.
er debis and where granting relief would
be substantial abuse of Chapter 7 provi-
sions, Bankr.Code, 11 U.S.C.A. §§ 701 et
geq., TOT(b), 1301 &t seq.

13, Bankrupicy ¢=2254

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;
bankruptey 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 U8,
C.A. §§ TOL et geq., TOT(b).

14, Bankruptcy ¢=2254

In determining debtor's ability to re-
pay debts, for purposes of applying statute
permitting dismiasal of Chapter 7 petition
for substantial abuse, court will look to
whether debtor's claimed expenditures
wore reasonably necessary for mainte-
nance or support of debtor or dependent of
debtor. Bankr.Code, §§ 701 et seq., T07(b),
1325(h).

16. Constliutlonal Law ¢=82(1)

Laws, such as Bankruptey Code, that
regulate economic actlvity not involving
constitutionally protected conduct are sub-
jeet to quite lenient tests for constitutional
sufficiency.

16, Bankruptcy 4=2013

There was no constitutional infirmity
in leaving to discretion of hankruptey court
application of presumption in favor of
granting bankruptey relief under statute
permitting dismizsal of Chapter 7 petition
where debts are primarily consumer debts
and where granting rellef would be sub-
stantial abuse of Chapter T provisions,
Bankr.Code, 11 UB.C.A. §§ 701, T0T(h).

17, Constitutional Law 482(4)

The Constitution does not require the
leglalature to ineo&porste dictionary Into
every statute in order to insulate statute
from vagueness challenges.

18, Bankrupicy 422013
Statute permitting dismissal of Chap-
ter T case whera debis are primarlly con-
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sumer debts and where granting of relisf
would be substantlal abuse of Chaptar 7
provisions was not unconstitutionally
vague. Bankr.Code, 11 U.8,C.A. §§ T01 et

seq., TOT(D),

19, Bankruptey $=2013, 2284(1)

Bankruptey comrt's power to order
hearing on issue of dismiseal did not deny
debtors neutral and impartlal arbiter and
did not render unconstitutional statute per-
mitting dismissal of Chapter 7 petition
where debts are primarily consumer debts
and where granting of relief would be sub-
stantlal abuse of Chapter 7 provisions,
Bankr.Code, 11 UB.C.A. §§ T01 et seq.,
107{b).

20. Bankruptcy ¢=2264(1)

Presumption in favor of granting
bankruptey relief, under statute permitting
dismissal of Chapter 7 petition where debis
are primarily consumer debts and where
granting relief would be substantial abuse
of Chapter 7 provisions, did not place on
bankruptey court burden of producing evi-
dence; rather, presumption was reminder
to bankruptey court that Congress favors
granting of relief and that court should
give benefit of doubt to debtor. Bankr.
Code, 11 USB.C.A. §§ 701 et seq., TOT(h).

21, Bankruptey ¢=£187

Appellants were not entitled to award
of attorney's fees against Chapter 7 debt-
ors for debtors’ alleged bad faith in Htigat-
ing appeal of dismissal of Hetition for sub-
stantial abuse, Bankr.Code, 11 US.CA,
§§ T01 et seq., TOT(h); 28 US.C.A. §§ 1912,
1927, F.R.A.P.Rule 38, 28 U.8.C.A.

Michael MeGrath, Stompoly & Stroud,
Tueson, Ariz, for appellants.

Thomas G. Kelly III, Blager, Kelly &
Don, Tucson, Ariz., for appellees.

Scott A, Harbottle, Civil Div,, Dept. of
Justice, Washington, D.C., for intervenor,

Appeal from the Bankruptey Appeltate
PanePfor the Ninth Circuit,

Before SCHROEDER, POOLE and
KOZINSKI, Circuit Judges,

KOZINSK]I, Circult Judge:

We consider whether the bankruptey ap-
pellate panel erred in reversing the bank-
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ruptey court's dismissal of appellees’ chap-
ter 7 bankruptey petition aa a “substantial
abuse” of the Bankruptey Code.

Background

Robert and Carolyn Zolg sold their home
to the Kellys; Tucson Realty acted as the
real estate agent for this transaction. Sub-
sequentlg, the Kellys sued the Zolgs and
Tucson Realty, charging fraud and breach
of contract and seeking damages for loss
of the benefit of their bargain, repalra to
the house, punitive damages 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 $16,369.90,
plus intereat 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 fto expire, but the
court's order provided that the stay wounld
remain in effect thereafter if the credit
agreement was extended. Clerk’s Record
(CR) 16 exh. C. VNB promised to extend
the agreement for an additional year if the
Kellys' credit remained satigfactory, and
the line of credit was in fact so extended.
CR 15 16 & exh. B.

The Arizona Court of Appeals affirmed
the judgment against the Kellys on Febru-
ary 8, 1085, and awarded defendants an
additional $5,610.78 in attorney's fees and
costs, Not long thereafter, without notify-
ing defendants or seeking permission from
the court, Kelly instructed VNB to ceage
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,
1986. Having exhausted all recourse in the
state courts, the Kellya turned to the feder-
al courts, filing a petition for relief under
chapter 7 of the Bankruptey Code, In their
petition the Kellys listed $181,350 in assets,
$147,000 in debt secured by mortgages
againgt their home, and $25,000 in unge-
cured debt owed to the Zolgs, Tucson Real-
ty, and the other defendants in the original
state court action. Befors filing for bank.
ruptey, the Kellys paid off all thelr other
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unaecured creditors, consolidating gome of
this debt into their secured line of credit
with YNB. ER at 67a, 69-70; CR 18 at
88-46. Shortly after filing this petition,
Kelly sold back his one-thirg interest in his
law firm, Blaser, Kelly & Don, P.C,, for the
nominal sum of $100,

On August 30, 1086, Kelly was examined
pursuant to Bankruptey Rule 2004, There-
after, on October 16, 1986, the bankruptey
judge on his own motion held a hearing to
determine whether the Kellys' petition
should be dismisgsed under 11 UB.C
§ T07(b}. The court found that the Kellys
owed “primarily consumer debts” and that
granting their petition would be a “sub-
stantial abuas” of the Code becauss they
could easily pay all of their debts. Accord-
ingly, the bankruptey court dismissed the
patitlon. The Kellys moved for reconsider-
ation, and after a eecond hearing on Janu-
ary 18, 1986, the court reaffirmed the dis-
missal, In re Kelly, 67 B,R, 536 (Bankr.D,
Aviz,1986) (Scanland, J.).

The Kellys appealed, arguing (1) that
section TOT(h) is unconstitutional; (2) that
they did not have “primarily consumer
debts” because most of their debts were
gecured by real estate morigages; and (8)
that their abllity to repay all their unse-
cured debts was irrelevant to the question
of whether granting their petition would be
a “subatantial abuse.” The BAP agreed
with the second contention and reversed.
Kelly v Solot (In re Kelly), 70 B.R. 100
{(Bankr, 9th Cir.1986). The Zolgas and Tue-
son Realty in turn appealed to this court,
and the United States intervened to defend
the constitutionality of section 707(b).

I. Jurisdietion

Our jurisdiction over appeals from the
BAP is limited to “appeals from all final
decisions, judgments, orders and decrees.”
28 US.C. § 168(d) (Supp, IIT 1985, In
determining whether & decision is final,
"[wle look, first, to see whether the order
of the bankruptey court was final, and sec-
ond, to whether the decision of the BAP is
final, Both decisions must be final”
King v. Stanton (In re Stanton), 768 F.2d
1288, 1285 (9th Cir,198E) (citations and foot-
note omitted), Twrning first to the bank-

1. Although the bankruptey court record does
not contaln r Full exegesls of the factual sening
glving rise to the litigation which resulted in the
award of attorney’s fees, we take judiclal notice

raptey court's order, it is obvious that a
dismissal of a debtor’s bankruptey petition
is final, terminating, as it does, all litigation
in the case. The more difficult question is
whether the BAF’s reversal of that dismis-
sal is also final.

[1] A decision affirming or reversing a
final order of a bankruptey cowmrt s also
deemed final for purposes of appealability.
In re Stanton, 766 F.2d at 1287, How-
ever, where the BAP remands for further
factual findings on “a central Jssue,” the
decision i3 not appeslable, becauge review
of such decisions wounld violate the tradi-
tional “policy disfavoring plecameal ap-
peals.” Id,

[2] Here, the BAP reversed a final or-
der of the bankruptey court and remended
for “a determination of the nature of the
unsecursd debt” and for reconsideration of
the proper test for substantial abuse. 70
B.R. at 112, 118. The Iatter gueation iz
clearly one of law. As for the former, the
only matter left unresclved was whether
appellants’ judgment for attorney’s fees
qualifies as a “consumer debt” under 11
US.C § 101(7). Since the underlying facts
are not disputed,’ the question 2 one in
which legal issues predominate and is thus -
subject to de nove review. United Stales
v. McConney, 728 F.2d 1195, 1199-1204
(8th Cir.) (en hane), cert, denisd, 469 U.S,
824, 106 8.Ct. 101, 83 L.Ed.2d 48 (1984).
The policies of judicial efficiency and finali-
ty are best served by our resolving the
question now,

Il Section T0%(b) Dismiasal

Title IIT of the Bankruptay Amendments
and Federat Judgeship Act of 1984, Pub.L,
No. 98-868, 98 Stat. 856 (the 1984 Act)
added the so-called consumer credit amend-
ments to the Bankruptey Code as it had
heen originally enacted by the Bankruptey
Reform Act of 1978, Pub.L. No. 95-598, 52
Stat. 2549 (the 1078 Act). Included in
these amendments was new subsection
T07(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
dizmies a case filad by an individual debt-

of the Arizona Court of Appeals’ memorandum
opinton setting forth the Facts and 1ssues Jn that
case, Fed.R,Bvid, 201,
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or under this chapter whose debts are
primarily consumer debts if it finds that
the granting of relief would be a sub-
stantial abuse of the provisions of this
chapter [7). There shall be & presump-
tion in favor of granting the relief re-
quested by the debtor,

11 UB.C, § T07(h) (Snﬁp. I11 1986)3 The

Kellys dispute the applicability of this pre-

vislon to thelr case,

A, Primarily Consumer Debls

1. The firat question we must address is
whether some or all of the Kellys' debts
constitute “consumer debts” within the
meaning of tha Code. As an initial matter,
the Kellys 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. See 124 Cong.Rec. 817,406 {daily ed,
Qct. 6, 1978) (statement of 8en. DeConcini)
("[a] consumer debt does not include a debt
to any extent the debt ig secured by real
property”); 124 Cong.Rec. 32,393 (1978)
(statemnent of Rep. Edwards) (same). Since
approximately 86 percent of the Kellys'
debt is secured by real property (their
home), they contend that they cannot have
“primarily consumer debts” and thus are
exempt from dismissal wunder section
T07(b}.

[38]1 This argument stands the process of
statutory interpretation on its head, resort-
ing to legislative history without firat con-
sidering the language of the statute, As
the Supreme Court hag noted, "legislative
history, ... by traditional canons of inter-
pretation],] is irrelevant to an unambiguous
statute.  United Air Lines, Ine. v
MeMann, 434 U.S. 192, 199, 98 8.Ct. 444,
448, 64 L.Ed.2d 402 (1977); accord Valen-

2. Sectlen 707(b) was later amended by the
Bankruptey Judges, United States Trustees, and
Family Farmer Bankruptcy Act of 1986, Pub.L.
No. 99-554, title 11, § 219(b), 100 Stat. 3101
(1986 Act), 1o permit the Unlted States Trustee
to request a dismissal hearing,

3. Even If the statutory language were ambigu-
ous, we would find the Kellys' snalysis of the
leglslative history unconvincing. To the extent
that leglslative history may be considered, it is
the offlclal commlties reports that provide the
authoritative expression of leglslative intent.
Garcia v, United States, 469 U8, 70, 76, 105 8.Ct,
479, 483, B3 L.Bd.2d 472 (1984); Zuber v. Allen,
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tine v. Mobil Oil Corp., T80 F.2d 1888,
1391 (9th Cir.1986). Here, resort to Jeginla-
tlve histor{ i not appropriate because the
statutory language is clear and precisely
addresses thia situstion,

[4] The Code defines "conaumer dabt”
as “debt incurred by an individual primarily
for a personal, family, or household pur-
pose,” 11 U.B.C, § 101(7) (1982), ‘Deht”
means “liabilitg' on & claim,” 11 UR.C.
§ 101(11) (1982), and “elaim,” in turn, s
broadly defined as any “right to payment,
whether or not such right is ... secured,
or unsecured” 11 US.C. § 101(4}A}
(1982) (emphasis added). A literal reading
of the Code’s simple language leads inexor-
ably to the conclusion that consumer debt
includes secured debt. Indeed, gection
621(2) of the Code, also added by the 1984
Act, makes special provision for “consumer
debts which are aecured by property of the
estate,” an unambigucus indication that
Congress intended that the “secured or
ungecured” language of the definition ap-
ply to consumer debts,

[6] Nor iz there any indication that
debts secured by real property are to be
treated differently. To the contrary, sec
tion 524 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 USC,
§§ 624(c)(6}B), (AX2) (Supp, 11T 1986). The
atatutory schome 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 1707.06, at 707-18 (15th ed,
1987) (Collier)d

396 U.S. 168, 186, 90 8.0y, 314, 324, 24 L.Bd.2d
345 (1969). The committee reports on the 1978
Act make no reference to the supposed exclu-
sion of debt secured by real property from the
definliion of consumer debt. Sse S.Rep, No.
989, 95th Cong,, 2d Sess. 22 (1978), reprinted in
1978 U,5.Code Cong. & Admin.News 5787, 5808;
H.R.Rep. No. 595, 95th Cong, 1st Sess, 309
(1977), reprinted in 1978 US.Code Cong. & Ad-
min.News 5963, 6266, Stray comments by ind|-
vidual legistators, not otherwiss supported by
statutory language or commlittee reports, cannot
be attrlbuted to the full body that voted on the
bill. The opposlte inference 1s far more likely.
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(6,71 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 eecured by real prop-
erty. Such policy arguments ave, of
course, beside the point once Congress has
spoken. In any event, the argument is
spurfous. The exiztence of substantial con-
pumer debt does not, in itself, result in
diamissal, 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 T07(b) dismizeal. This is precise-
ly what Con%ress had in mind. See pp.
913-14 infra.

[8]1 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 falls within the
statutory definition. Of the Kellys’ mort-
gage debts, 395,000 consists of a lien they
assumed in purchasing their home and
232,000 represents a home equity line of
eredit incurred for home improvements and
the repayment of credit card debts. ER at
102; CR 18 at 88-48. All these fit comfort-
ably within the Code’s definition of con-
sumer debt.® It is difficult to conceive of
any expenditure that serves a “family ...
or hougehold purpose” more directly than
does the purchase of & home and the mak-
ing of improvements thereon.

[9] The Kellys also claim to have a see-
ond home equity line of credit on which
they owe approxlmately $20,000. The sole
evidence concerning the nature of this debt

4. In fact, it {s the interpretation urged by the
Kellys that would frustrate congressfonal intent,
Since many debtors do have large morigage
debts, a blanket rule excluding such debt from
the category of consumer debt would complete-
ly insulate a very substantlal number of debiors
from sectlon 707(b) dismissal.

The BAP autempted to avold this problem by
excluding mortgage debt from the sectlon
70°7(b) catculus altogether, and jnstead constder-
Ing only the ratlo of unsecured consumer debt
to unsecured nen-consumer debt. Nothing in
the statute provides the slightest support for thls
approach. Benkruptcy Judges have no more
power than any others to ignors the plain lan-
guage of a statute In order to reach a result

is Kelly's affidavit which describea it as
gecuring a loan from VNB to his profes-
sional corporation. Debt incurred for busi-
ness ventures or other profit-seeking activi-
ties iz plainly not consumer debt for pur-
poses of section T07(b). In re Bell, 65 B.R,
576, 677 (Bankr.E,D.Mich,1986),

[10] The Kellys’ only remaining debt is
the $26,000 they owe to the Zolgs and
Tucson Reaity for attorney's fees incurred
in the state court litigatfon. 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” or
“household” purpose within the meaning of
section 101(7). A debt for attorney’s fees
ineurred in attempting to further this pur-
pose, like any other debt g0 incurred, quali-
fies as a consumer debt.

[11] The ultimate guestion we must de-
cide under section T0T(b) is, of course,
whether debtors have ";m'maﬁty consum-
er debts.” “Primarily” means “for the
most part.” Webster'’s Ninth New Collegi-
ate Dictionory 934 (1984). Thus, when
“the most part"—i.e,, more than half—of
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 section TOT(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 thelr notlons of equity.
In re Shoreline Concrete Co., 831 F.2d 903, 905
{(9th Clr,1987),

5. The Kellys argue that the $95,000 first mort-
gage I not to be counted in determining thelr
total debt load because it is non-recourse, This
contentlon Is frivolous, The title to the Kellys'
home is subjsct to this lien, and they make
monthly payments on the debt, BR at 18, 64-
65, Were they to default on such payments, the
lienholder could sell thelr home In a foreclosure
or trustee's sale to collect the $95000, This
clearly qualifies as a consumer debt within the
meaning of 11 US.C. 8§ 101{4), (11).
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singular exception of the BAP below, the
unanimous conelusion of bankruptey courts
hes been that the principal factor to be
considered in determining substantial
abuae {3 the debtor's ability to repay the
debta for which a discharge is sought.
See, e.9., In re Walton, 690 B.R, 180, 154
(E.D.Mo0.,1088); In ve Cord, 68 BR. b, T
(Bankr.W.D.Mo,1988); n re Gaukler, 68
B.R. 224, 225 (Bankr,D.N.D,1988); In re
Kress, BT B.R. 874, 878 (Bankr.D.N.D,
1986); In re Hudson, 68 B.R. 415, 419
{Banke.N.D.Qhio 1986); In re Grant 51
B.R. 385, 391 (Bankr.N.D.Ohio 1986); In re
Edwards, 60 B.R, 988, 088-87 (Bankr.3.D,
N.Y.1986); In re Wkite, 49 B.R, 869, 874
(Banke,W.D.N.C.1986); sec also In re
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
1707.07 (primary factor iz ability to repay
debts; other factors include failuve to fully
disclose financial condition and indication
that debtor has not suffered any calamity
but merely desires to avoid paymg debts);
8 Collier ¥ 521.06[4}, at 521-26, In deter-
mining ability to pay, courts have looked to
the debtor's ability to fund a chapter 13
plan. -See, e.g., Walton, 69 B.R. at 154;
Hudson, 56 B.R. at 420; Grant, 5L B.R. at
391,

The Kellys point to the legislative history
of the statute which they claim demon-
strates that ability to pay 1s not a relevant
consideration in defermining substantial
abuse, See 130 Cong.Rec, §7624 (daily ed.
June 19, 1984) {“under [the 1984 Act), the
availability of bankruptey relief would not
be limited by a future earnings standard")
(atatement of Sen. Metzenbaum), 130
Cong.Rec, H7489 (daily ed. June 29, 1984)
("the Consumer Credit amendments ...
contain no threshold or future income
test”) (statement of Rep. Rodino).? Even if
such floor statements were indicative of
legislative intent, but see p. 912 n, 8 supra,
the Kellya misinterpret these statements
and the intent of Congress in passing the
1084 Act.

6. As usual, the Congresslonal Record contalns
ample support on both sides of the {ssue, Ses
&g, 130 Cong.Rec. H7499 (daily ed, June 29,
1984} (substaniial abuse occurs if “the debtor s
found capable of fulfilling the terms of a chap-
ter 13 repayment agreement”} {staterent of
Rep. Anderson); 130 Cong.Rec, 86090 (dally d.
May 21, 1984} (statement of Sen. Hatch); /4. at
86087 (statement of Sen, Heflin); 130 Cong.Rec.
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[12] The consumer credit amendments
approved by Congress In 1084 were adapt-
ed from proviglons first proposed in an
earller Sonate bill, B, 446, As originally
Introduced in Februa?r 1988, 8. 445 con-
tained a formula for etermlnlnf the pre-
cise point where a debtor's ability to ﬁasr
some debts wonld prectude chapter T relief.
As a result of efforts by Senator Metzen-
baum and others, howsver, this formula
was eliminated by the Senate Judiclary
Committee in favor of the substantial
abuee formulation which was ultimately
adopted and codiffed by the 1884 Act as
section T07(b). The statements cited by the
Kellys referred to the fact that the bill no
longer contained a threshold formula; they
do not sugdgest that a debtor's 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 8, 4457 statea clearly
that dismissal for substantial abuse i3 in-
tended to "“uphold[] creditors’ interests in
obtaining repayment where such repay-
ment would not be a burden,” and that “if
& debtor can meet his debts without diffi-
culty as they come due, use of Chapter T
would represent a substantial abuge”
S.Rep. No. 85, 98th Cong., 1st Sess, 58, 54
(1983). Accordingly, we hold that the debt-
or's ability to pay his debts when due, as
determined by hiz ability to fund a chapter
18 plan, ia tﬁe primary factor to be con-
sidered in determining whether granting
relief would be a substantial abuse,

[12] 2. The rule adopted by the 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, 6§ B.R. at 7 (debtors who are shle to
pay their debts neither need ner deserve
protection of chapter 7); Hudson, 56 B.R.
at 419 (substantial abuse occurs whenaver
debtor has ability to repay subatantial por-
tion of his debts under chapter 13); Ed-
wards, 50 B.R, at 987 (ability to pay prine-

pal amount of debts in three years {s por se

H1808 (dally ed, March 21, 1984) (statement of
Rep. Roukemp); s2s also 4 Collier §707.04, at
707-12 n. 4.

7. There were no committee reports on the 1934
Act, Therefore, the report on 8. 445 Is the best
avallable evidence of Congress’ Intent in enact-
ing sectlon 707(b).
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substantin] abuse)® We find this approach
fully in keeping with Congress's intent in
enacting gectlon TOT(h), and accordingly
adopt it. This i not to say that inability to
pay will shield a debtor from section T07(b)
dismissal where bad faith js otherwise
shown. But a finding that a debtor is able
to pay his debts, standing alone, supports a
concluslon of substantial abuse.

[14) The Kellys are clearly able to re-
pay their debta. They admitted to an ex-
cess of income over expenses in the amount
of some $440 per month, and the bankrupt-
ey judge found that half of their claimed
$600-per-month expenditure for “recrea-
tion” was excessive. &7 B.R. at 540.°
Combining these two figures, the court
found that the Kellys could repay, cut of
disposable income, approximately 98 per
cent of their unsecured debt in only three
years. Id. The bankruptey court was am-
ply juetlfied In dismissing the petition un-
der section TOT(b) as a substantinl abuse of
chapter T,

III, Constitutionality of Section TOT(b)

The Kellys raige various constitutional
challenges to section 707(b). Although the
BAP found it unnecessary to address these
claime, it nonetheless opined that "“[the Kel-
lys'] due process arguments are trouble-
some.” 70 B.R. at 110. We do not find
them g0.

A, Vagueness

[156] The Kellys first raise a volley of
arguments to the effect that section T0T(h)
is void for vagueness. But laws that regu-
lata economie activity not involving consti-
tutionally protected conduct are subject to
a quite lenient teat for constitutional suffi-
ciency. See Villags of Hoffman Estates v.
Flipside, Hoffman Estates, Inc, 466 U.8.

8. But see In re Deaton, 65 B.R. 663, 664-85
(Bankr.5.D.0hlc 1986) (“the mere abllity to
fund a Chapter 13 plan is not sufficlent to con-
slitute ‘substantial abuse'"),

9, The bankruplcy judge was, if anything, unduly
generous in this regard. The sole support for
the $500 flgure was Kelly's explanation that this
was for “going out to dinner, entertaining peo-
plel,] ... buying toys for the kids or golng to the
movles, that sort of thing" ER at 62, None of
these items qualify as “reasonably necessary ...

489, 497, 102 8.Ct, 1188, 1102, 71 L.Ed.2d .
362 (1982); Papachristou v. Clly of Jack-
sonville, 406 U.8. 156, 162, 82 §.0t. 889,
848, 81 L.Ed.2d 110 (1972). The Bankrupt-
ey Code s such a law, In re Talmadge,
892 F.2d 1120, 1125 (9th Cir,1987), Consid-
ering the Kellys' contentions in this light,
we find them to be lacking in merit.

1. The Kellys first argue that zection
T07(h) s constitutionally inadequate be-
cauge it fails to require notice to the deht-
ors that fully informs them of all the mat-
tera to he consldered at the hearing and of
the facts on which the court will rely in
resolving them. This contention {s friv-
olous, The due process clause requires
only such notice as I3 *“reasonably calculat-
ed ... to apprise interestad parties of the
pendency of the action and afford them an
opportunity to present thelr objections,”
Mullane v. Ceniral Hanover Bank &
Prust Co.,, 839 U.3. 806, 814, T0 8.Ct. 662,
667, 94 L.Ed. 866 (1950). Section T07(h)
provides that the court may dismisa a peti-
tion under its provisions “[a)fter notice and
a hearing,” a phrase defined as "such no-
tice ... and such opportunity for a hearing
a8 is appropriate in the particular circum-
atances,” 11 US.C, § 102(1KA) (1982), In
conformity with these statutory and conati-
tutional strictures, the bankruptey }'udge
gave the Kellys more than a month's no-
tice, informing them of the hearing and the
nature of the issue to be considered, and
ingtructing them to “appear ... to show
cause, if any they have, why such proceed-
ings should not be dismissed.” ER at 89,
The Cods provides for, and the Kellys re-
ceived, constitutionally adequate notice,

The Kellys argue, however, that they
were uhable to aseertain what facts would
be conaidered at the hearing. ‘This conten-
tlon is untenable. Section TOT(b) permits
dismisaal 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 USC,
§ 1325(b}2)(A) (Supp. 111 1985), and thus per.
mitting & debtor to retain this income would be
grounds for rejection of a chapter 13 plan, 11
USC. § 1325(b). The same test Is appropriate
In determining which of the expenses clalmed
by the debtor could In reality be devoted to debt
servicing for purposes of determining the debt.
ofs(ba)bllity to repay his debits under section
707(b).

000313 Bankruptcy



918

engaged in “substantial abuse.” Both of
these terms are defined by the Code, logis-
lative history and case law; debtors are
therefore on reasonable notice of the facts
relevant to these determinations, Even if
the Kellys had for some resson 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-
gponse to their motion for reconsideration.
The Kellys had by then read the judge's
original order dismissing their petition and
therefora knew exactly the facts and law
the court deemed relevant. The bankrupt-
¢y judge generously allowed them to
present additional evidence at this hearing,
but they chose to rely solely on previous
submitted evidence and Kelly's affidavit.i®
Their argument that they were “'placed ...
in the untenable position of not knowing
what evidence to present at the hearing
ordered by the Court,” Appeliees' Answer-
ing Brief at 12, i3 quite simply disingenu-
ous,

[16]1 2. The Kellys also claim that sec-
tion 707(b} i unconstitutionally vague be-
cauge it fails to specify the procedures for
the presentation of evidence and rebuttal
of the atatutory presumption in favor of
granting relief. With respect to the pre-
sentation of evidence, the Bankrupicy
Rules incorporate the Federal Rules of Evi-
dence, as well as Federal Rules of Civil
Procedure 48 and 44 governing precisely
this {ssue. BankeR. 2017. As for the
presumption, we are unable to discern any
constitutional infirmity in leaving its appli-
catlon to the discretion of the trial court.
The Kellys’ claim to the contrary is entirely
without merit.

8. The Kellys’ final vagueneas objection
to section T0T(b) is that the terms “primari-
ly consumer debt” and “subatantial abuse”
are not adeguately defined. Although they
admit that “consumer debt” is defined in 11
U.8.C. § 101(7), they argue that the defini-
tion is ambiguous because it fails to indi-
eate whether mortgage debis are consumer

10, At this hearing, the following exchange took
place:

THE COURT: ... [ would be willing to take
any evidence you would want 1o give.

MR. BREEN [attorney for Kellys): Well, as
far as the facts, Your Honor, we were satls
fled with the affidavit of the Kellys explaining
how the debt structure was, which was at-
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debts. As discussed ahove, however, the
statute addresses this point directly, See
pp. 811-18 supra.

[17,18] The term "primarily conaumer
debts” i3 not separately defined in the
Code, But the Code does define “consumer
debt,” and the modifier "primarily" is not &
word that ia 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 algo 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 egually vndefined stan-
dards of decision. See, e.g, Nash v, Unit-
ed States, 229 U8, 873, 876-78, 88 8.Ct.
780, 781, 657 L.Ed. 1282 (1918) (*'unreason-
able” restraints of trade). The legisiative
history of the statute clearly indicatea that
ability to repay debts ig the primary factor
to be considered in applying this phrase,
and the bankruptey courts have had no
difficulty in faghioning a relatively uniform
approach to resolving this question, See
Thomas v. Union Carbide Agric, Prods,
Co., 478 U.8. 588, 533, 105 8.Ct. 3825, 8239,
87 L.Ed.2d 409 (1985) (statutory “term that
appears vague on its face ‘may derive
much meaningful content from the purpose
of the Act, its factusl background, and the
atatutory context'’') (guoting Amerfean
Power & Light Co, v. SEC, 829 U.S, 90,
104, 67 S.Ct. 188, 142, 91 L.Ed. 108 {1948)).
As Kelly, an experienced lawyer, should
well have known, section TOT() is simply
not void for vagueness.

B. Due Process

(18] The Kellyz also object to the fact
that, at the time their petition was filed,
section TO7(b) granted the bankruptoy
judge sole discration to institute dismissal
proceedingz.) They claim that this placed
the court in an adversarial position, particu-
larly hecause the presumption in favor of

tached to the motlon, and then the legal argu-
ments about respective income,
CR 38 at 4,

11. The Code was amended fn 1986 to authorize
United States Trustees to Initlate such proceed-
Ings o well. Ses p. 911 n. 2 supra.
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granting relief supposedly requires the
court to come forward with evidence justi-
fying dismissal. They rely on /n re Mur
chison, 348 1.5, 188, 76 8,Ct. 623, 99 L.Ed.
942 (1965), which held that a judge could
not try witneases, who had appeared before
him while he sat as a one-man grand jury,
for eriminal 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 disintereated in the conviction or
acquittal of those accused,” Id. at 187, 76
8.Ct. at 626-26,

The result in Muyrchison was based in
part on the eriminal nature of the proceed-
ings, 4., and in part on the fear that the
extensive and often onesided 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,” fd. at 138, 76 S.Ct. at 626.
Neither of these considerations is present
in the bankruptey context. Indeed, the au-
thority granted the bankruptey judge unm-
der section 707(b} is no different from that
granted federal judges in a number of gim-
ilar situations, none of which raises any
due process concerns. See, a.g., Sacher v.
United States, 348 U8, 1, 9, T2 S.Ct. 451,
465, 96 L.Ed. T1T (1952) (upholding district
court’s imposition of criminal contempt
sanctions, without hearing, on parties who
committed disruptive conduct during trial
before sanctioning judge); Clark v. Poul
Gray, Ine., 806 U.8. 588, 588, 59 S.Ct. T44,
748, 83 L.Ed, 1001 (1939) ({ssue of subject
matter jurisdiction raised sua sponte); Fed.
R.Civ.P. 11 (court on its own motion may
impose sanctions for frivolous pleadings);
Fed R.Civ.P. 12(h}3) (court wmust 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 sanctions 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 unlese con-
tempt charged "involves disrespect to or
criticiam of” that judge).

There is simply no basis for the Kellys’
novel contention that a judge’s power to
order a hearing on the iasue of dismisaal
denies debtors a neutral and impartial arhi.
ter, As with sua sponte orders concerning
jurigdiction, contempt and sanctions, the
court aequires no stake jn the litigation
merely by ordering a hearing.

[20] Our conclusion is not affected by
the fact that the statute gives debtora the
benefit of & presumption in favor of grant.
ing relief. This presumption does not place
on the judge the burden of producing evi-
dence. Rather, when the {asue of section
707(h) dismiasal is ralged, the debtor and, if
appropriate, other parties as well are free
to present evidence on the relevant issues,
The court remains at all times above the
lovel of advocacy. Seen in thiz light, the
presumption i In reality a caution and &
reminder to the bankruptey court that the
Code and Congress favor the granting of
bankruptey relief, and that accordingly
“the court should give the benefit of any
doubt to the debtor and dismiss a case only
when a substantial abuge is -clearly -
present.” 4 Collier § 707.08, at T07-19.

It ia ironic that the Kellys should be
raising a constitutional objection to this
provision, Congress carefully reserved to
the court the power to institute such pro-
ceedings precisely to protect debtors from
possible havasament by creditors, Sec 4
Coilier 1707.05. Congress violated no con-
atitutional protections in adopting this ap-
proach. Section T07(h) iz constitutional on
its face and as applied to the Kellys in this
case,

1V. 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 Tacson Re-
alty are appellants before us, wo cannot
award them fees under 28 U.S.C, § 1812
(1982) (damages and costs may be allowed
to prevailing appellees), or Federal Rule of
Appellate Procedure 38 (fees may be
awarded to prevailing appellees). We de-
¢line to make such an award under 28
US.C. § 1927 (1982) or our -inherent eq-
vitable powers. We express no opinlon,
however, as to whather appellants may be
entitled to an award of attorney’s fees in
the courts below,

Conclusion

The judgment of the BAP ia REVERSED
and the case i{s REMANDED to the bank-
ruptey court for further proceedings in ae-
cordance with this opinion,

(] ‘Il‘flﬂlﬂlll SYITEH
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in October 1998 that the acquisition would
not add earnings per share. As the dis-
trict court concluded, the statement
ghowed that the aequisition would entail
seme costs, not that the costs would ex-
ceed the predicted benefits.

AFFIRMED.
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In re Thomas W, PRICE, Debtor,

Thomas W. Price, Appellant,
v.
United States Trustee, Appeliee.
No, 02-16468,

United States Court of Appeals,
Ninth Circuit.

Argued and Submitted Oct. 6, 2003.

Filed Jan. 7, 2004,

Background: United States Trustee
(UST) moved to disiniss Chapter 7 case as
substantial abuse of provisions of that
chapter, The United States Bankruptey
Cowrt for the District of Nevada, Bert M.
Goldwater, J,, granted dismissal motion,
and debtor appealed. The Bankruptey Ap-
pellate Panel (BAP), Brandt, J., 280 B.R.
499, affirmed, and debtor appesled.

Holdings: The Court. of Appeals, Thomas,
Cireunit Judge, held that:

(1) debtor’s purchase money morigage
debt was "econswmner debt” for pur-
poses of the Bankruptcy Code’s “sub-
stantial abuse” dismisgal provision, and

(2) the bankruptey comt did not err in
dismissing the petition for substantial
abuse based on findings that debtor
had primarily consumer debts and had
the ability to fund a Chapter 13 plan,
deapite evidence that the debt to be

discharged primarily consisted of com-
mereial debt.

Affivined.

1. Bankruptey ¢=32811

Court of Appeals reviews the dect-
gions of the Banlauptey Appellate Panel
{BAP) de novo.

2. Bankruptey ¢=3782, 3786

Court of Appeals reviews the bank-
ruptey cowrt’s conclusions of law de novo
and its factual findings for clear error.

3. Bankruptcy <=3784

Court of Appeals reviews a bankrupt-
ey cowrt's decision to dismiss a case for
abuse of discretion.

4, Bankruptcy ¢=2254

Banktuptey Code allows a court to
dismiss a Chapter 7 bankruptcy case, ei-
ther sua sponte or 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. Bankr.Code, 11 US.C.A.
§ 07(h).
5. Bankruptey <2253

Congregs added the “substantial

abuse” dismissal provision to the Bank-
ruptey 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
US.CA. § D).

6. Bankruptcy <=2254

First prerequisite to dismissal uwnder
the Bankruptey Code’s “substantial abuse”
dismissal provision is that the debtor have
primarily consumer debt; the second re-
quirement is a finding by the comt that
granting debtor’s petition would be a “sub-
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stantial abuse” of Chapter 7. Bankr.Code,
11 UB.C.A. § 707(b).

7. Bankruptey ¢=2254

Under the Ninth Cireuit's Kelly deei-
sion, whether or not a particular secured
debt iz excluded from inclusion as “con-
sumer debt” under the Bankruptey Cede’s
“substantial abuse” dismigsal provision de-
pends on the purpose of the debt. Bankr,
Code, 11 U.S.C.A. § T07(b).

8, Bankruptcy ¢=2254

For purposes of the Bankruptey
Code’s “substantial abuse” dismissal provi-
sion, “constmner debt” includes all secured
debt incurred for personal, family, or
household pwposes.  Bankr.Code, 11
U.S.C.A, §§ 101(8), T07T(b).

See publication Words and Phras-
es for other judicial constructions
and definitions.

9, Banlwuptey ¢»2254

Chapter T debtor’s inortgage debts,
including his purchase money mortgage,
were properly included in the caleulation
of “consumer debt,” for puwrposes of the
Bankruptey Code’s “substantial abuse”
dismissal provision; debtor’s personal resi-
dence was secured by two mortgages, the
first, in the amount of $120,000, securing
debt incmrred to purchase the home, and
the second, in the amount of $21,611, se-
curing debt incurred to finance household
improvements, and there was no guestion
that the secured debt at issue was incurred
primaxily for a personal, family, or house-
hold purpose. Bankr.Code, 11 U.SB.C.A.
§8 101(8), T07(b).

10. Bankruptey &=2021.1
Statutes ¢=223.4
Generalized expressions of federal
policy contained in other federal statutes
do not take precedence over specific provi-
_ siong of the Bankruptey Code.

11. Bankyruptcy ¢=2254
Under the 1ubric established by the
Ninth Cirevit's Kelly decision, a debtor is
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considered to have “primarvily consumer
debts” under the Bankruptey Code’s “sub-
stantial abuse” dismissal provision when
consumer debts constitute more than half
of the total debt. Bankr.Code, 11 U.S.C.A.
§ T07Db).

12. Bankrupicy ¢=2254

Couwrts examine the totality of the cii-
cumstances in determining whether “sub-
stantial abuse” exists in a particular Chap-
ter 7 case, utilizing such eriteria 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 unseecured claims, (2)
whether debtor's petition was filed as a
consequence of illness, disability, uwnem-
ployment, or some other calamily, (3)
whether the schedules suggest debtor ob-
tained cash advahcements and cohsmner
goods on credit exceeding his or her abili-
ty to rvepay them, (4) whether debtor’s
proposed family budget is excessive or ex-
travagant, (6) 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-
bankruptey purchases. Bankr.Code, 11
US.CA. § T07(b).

13. Bankruptcy ¢=2253

Primary factor defining substantial
abuse is Chapter 7 debtor’s sbility to pay
hig debts as determined by the ability to
fund a Chapter 13 plan, Bankr.Code, 11
US.CA. § T07(0).

14, Bankruptey ¢=2253

While Chapter 7 debtor’s ability to
pay his debts will, standing alohe, justify
dismissal under the Bankruptey Code’s
"substantial abuse” dismissal provision,
debtor’s ability to pay higs or her debts
dees not compel such a dismissal of the
petition as a matter of law. Banka.Code,
11 U.B.C.A. § T07(b).
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15. Bankrupicy ¢=2253

Bankruptey court could make a find-
ing of “substantial abuge” under the faets
of a particular case even if debior did not
have the ability to fund a Chapter 13 plan.
Banki.Code, 11 U.8.C.A. § T07(b).

16, Statutes ¢=188

In constyuing 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 inguiry is com-
plete,

18. Banluupicy <2254

Bankruptey court did not err in dis-
missing Chapter 7 petition for substantial
abuse based on findings that debtor had
primarily eonsumer debtg 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, § T07(b).

John A, White, Ji, Reno, NV, for the
appellant.

Nicholas Strozza and William B, Cossitt,
Office of the United States Trustee, Unit-
ed States Department of Justice, Reno,
NV, for the appellee,

Appeal from the Ninth Cirenit Bank-
ruptey Appellate Panel; Klein, Brandt and
Ryan, Bankruptey Judges, Presiding.
BAP No. NV-01-01627-BKRy.

Before MARY M. SCHROEDER, Chief
Judge, SIDNEY R. THOMAS, and
RICHARD R. CLIFTON, Cireuit Judges.

THOMAS, Cirevit Jadge.

In this appeal, we consider whether the
bankruptey court appropriately dismissed
a Chapter 7 bankruptey for substantial

abuse pursuant to 11 US.C. § T07(D).
Under the circumstances presented by this
cage, we conclude that it did.

I

Thomas Price is a computer consultant,
In addition, during 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 eard advances. The businesses
failed, along with his own computer con-
sulting business. Price estimates that he
and hig wife lost approximately $250,000
during 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 volunfary petition in bank-
ruptey under Chapter 7 of the United
States Bankruptey Code,

In his bankruptcy schedules, Price listed
total debts of $322,552.81, $167,469 of
which was secured debt, $19,356.60 priori-
ty debt, and $185,727.31 unsecured nonpri-
ority debt. Additionally, $141,511 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 per month
and nets over $7,200 in monthly income.

Accompanying hig petition, Price includ-
ed an exhibit claiming $101,690.95 in total
business debt, and $72,160.86 in personal
debt. Price excluded from these figwres
$141,611 in debt secured on his residence
and $7,200 in priority debt owed to his
former wife, Price’s petition claimed that
“buginess debts predominate if debt se-
cared by exempt home is excluded”
Price’s petition also indicated that he had
$4,776.97 in current monthly expenditures,
which left $2,497.37 in disposable monthly
income,
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Basged on these facts, the United States
Trustee sought to dismiss Price’s petition
for substantial abuse under 11 U.B.C.
§ 707(b). After notice and a hearing, the
hankraptey court concluded that Price’s
debts were primarily consumer, and that
granting relief as sought by the petition
would be an abuse of Chapter 7 hecause
Price had the ability to pay his debts. As
a result, the petition was dismissed unless
Price filed a Chapter 13 bankruptey within
30 days. The bankruptey court entered a
final order dismissing the petition, Price
timely appealed the dismissal to the Bank-
ruptey Appellate Panel, which affirined the
order of the bankruptey court. This time-
ly appeal followed.

[1~3] We review the decisions of the
Bankruptey Appellate Panel de novo
Haonf v. Summers (In ve Swmmers), 332
F.3d 1240, 1242 (9th Cir.2008). We review
the bankruptey court’s conclusions of law
de novo and its factual findings for clear
error. Id (citing Finstein/Noah Bagel
Corp. v. Smuith (In ve BCE West, L.P.), 319
¥.3d 1166, 1170 (9th Cir.2008)), We re-
view a bankruptey court’s decision to dis-
miss 4 case for abuse of discretion. Leaw-
it v Solo (In ve Leawitt), 171 F.3d 1219,
1223 (9th Cir,1999).

11

[4,5] Section T07(b) of the Bankruptcy
Code allows a court to digsmiss a Chapter 7
banlauptey case, either sua sponte o1 upon
suggestion of the United States Trustee,
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,
§ T07(b) provides:

After notice and a hearing, the eourt, on

its own motion or on a motion by the

United States trustes, but not at the

request or suggestion of any party in

interest, may dismiss a case filed by an
individual debtor under this chapter
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whose debts are primarily consumer
debts if it finds that the granting of
relief wonld be a substantial abuse of the
provisions of thig chapter. There shall
be a presumption in favor of pgramting
the relief requested by the debtor. In
making a determination whether to dis-
miss a ease under this section, the court
may not take into consideration whether
a debtor has made, or continues to
make, charitable contributions (that
meet the definition of “charitable contri-
bution” wunder section B548(d)(3)) to any
qualified religious or charitable entity or
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
resort to chapter 7 to avoid their obli-
gations.” 6 Collier on Bankruptoy
1707.04, at 707-15 (Alan N. Resnick et al.
eds.,, 15th ed.2001); see also S.Rep. No.
9866, at 54 (1983).

[6] The first prerequisite to dismissal
under section 707(b) is that the debtor
have primatily consumer debt; the second
requivement is a finding by the court that
granting the debtor's petition would be a
“gubstantial abuse” of Chapter 7. Zolg v
Kelly (In ve Kelly), 841 F.2d 908, 912-13
(9th Cir.1988).

A

Price eoncedes that his debt ag listed in
his schedules is primarily consumer debt.
However, he contends that his mortgage
debts should not be included in the caleula-
tion of “consumer debts.” We specifically
rejected this notion in Kelly, noting that
"[t]lhe statutory scheme so clearly contem-
plates that consumer debt include debt
secured by real property that there is no
room left for any other conclusion.” Id at
912, Price e¢laims that this holding was
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dicta in Kelly that we may disregard.
Clearly, it was not.

[7-10]1 Under Kelly, whether or not a
particular secured debt is excluded from
inclugion as “consumer debt” under
§ TO%(b) depends on the purpose of the
debt. 7Id at 913. Under the Bankruptcy
Code, “consumer debt” is “debt incurred
by an individual primarily for a personal,
family or houseliold purposel.]’ § 101(8).
As we held in Keally, this includes all se-
ewred debt incurred for personal, family,
or household purposes. Id. In this case,
Price’s personal residence was secured by
two mortgages. The first, in the amount
of $120,000, secured debi incurred to par-
chase the home; the second, in the amonnt
of $21,511, secured debt incurred to fi-
nance household improvements, Thus,
there is no question that the secured debt
at issue was incwrred “primarily for a per-
gonal, family or household purpose” and
must be considered “consumer debt” for
the purposes of § 707(h).

Price argues that, even if residential
mortgages are considered consumer debt,
purchase monay mortgages should be ex-
empt from inclusion. He contends that
inclusion of purchase money wmortgage
debt in § T0T(b) improperly discriminates
against homeowners in violation of federal
housing nolicies favoring home ownership.
He relies wpon the Homeless Assistance
Housing Assistance Supportive 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 § T07(h). Price cites no
authority for thig propoesition, and there is
none. (eneralized expressions of federal
policy contained in other federal statutes
do not take precedence over specific provi-
sions of the Bankiuptey Code. See Uniled
States v. Padille (In ve Padilla), 222 F.3d

1184, 1192 (9th Cir2000); Am. Bicycle
Ass'n v, United States (In re Am. Bicycle
Ass'n), 895 F.2d 1277, 1280 (9th Cir.1990).

Moreover, we have rejected the claim
that § T07(b) necessarily discriminates
against homeowners. In Kelly, we ex-
plained that the existence of primarily
consumer debt alone does not result in
dismissal under § T07(b), because the
bankruptey court must still make a finding
of substantial abuse. Conzequently, a
debtor truly in need of a fresh start will
not be subject to dismissal. 841 F.2d at
913. Thus, Price’s arpuments are unavail-
ing.

[11] Under the rubric established by
Kelly, a debtor is considered to have "pri-
marily consumer debts” under § TO7(b)
when consumer debts constitute more than
half of the total debt. Here, when the
deht securing Price's residence is included,
well over half the total debt reported is
consumer debt. Thus, the first require-
ment of § TOT(b) is satisfied.

B

[12] The remaining substantive issue is
whether Price meets the substantial abuse
gtandard of Section T07(b). The term
“gubstantial abuse” is not defined in the
Bankruptcy Code. Rather, courts have ex-
amined the totality of the circumstances in
determining 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, or 13 plan which
would pay a substantial portion of
the unsecured claimas;

(2) Whether the debtor’s petition was
filed as a consequence of illness, dis-
ability, unemployment, or some oth-
er calamity;
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(8) Whether the schedules suggest the
debtor obtained cash advancements
and consumer goods on credit ex-
ceeding his or her ahility to repay
them;

(4) Whether the debtor's proposed fami-
ly budget is excessive or extrava-
gant;

(6} Whether the debtor’s statement of
income and expenses is mistrepresen-
tative of the debtor’s financial condi-
tion; and

(6) Whether the debtor has engaged in
eve-of-bankruptey purchases.

3 Norton Bankruptecy Low and Practice
2d § 675, at 67-10 (William L. Norton, Jr,
et al. eds,, 1997),

[13] The primary factor defining sub-
stantial abuse is the debtot’s ability to pay
his debts as determined by the ability to
fund a Chapter 18 plan. Thus, we have
coneluded that a “debtor’s ability to pay
his debts will, standing alone, justify a
section T07(b) dismissal” Kelly, 841 F.2d
at 914,

[14,15] The United States Trustee ar-
gues that we need not reach any of the
issnes raised by Price because Congress
created a bright line test: that dismissal is
required whenever a debtor is able to fund
a Chapter 18 plan. However, the text of
the section and its legislative history belie
this interpretation. Indeed, Congtess spe-
cifieally rejected such proposals. See 6
Collier 1707.04, at 707-16. Rather, Con-
gress committed the question of what con-
stitutes substantial abuse to the discretion
of bankruptey 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 atone,
Justify a section “T07(b) dismissal,” Kelly,
841 F.2d at 914, the debtor’s ability to pay
his or her debts does not eomipel a section
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TOT(b) dismissal of the petition as & matter
of law. In addition, as Kelly noted, a
bankruptey comrt could make a finding of
substantial abuse under the facts of a par-
ticular case even if the debtor did not have
the ability to fund a Chapter 13 plan. Jd
at 914-16, Thus, Kelly did not establish
an absolute, per se rule. Rather, Kelly
quite appropriately hetd that ability to
fund a Chapter 13 plan is the most impor-
tant, consideration under § 707(h), and that
a finding of ahility to pay atone is sufficient
to sustain a § 707(b) dismissal,

In this case, the bankruptey court relied
upon Price’s ability to pay his debis to
make a finding of substantial abuse, Al-
though the cowrt was not compelled to
make the finding, it was well justified in
relying on this finding in ordering dismiss-
al of the petition under § 707(b).

C

Price contends the bankruptey court
erred in making a finding of substantial
abuse in this case because the debts he
seeks to discharge in his Chapter 7 peti-
tion are primarily trade debts. He argues
that the phitosophy 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
short, he would have us constiue the re-
quirement that the debtor be one "whose
debts are primarily consumer debts” to
mean a debtor “whose debts {o be dis-
charged are primarily consumer debts.”

[16,17] In construing a statute, “we
begin with the understanding that Con-
gress ‘says in a statute what it means and
mesans in a statate what it says there)”
Hartford Underuriters Ins. Co. v Union
Planters Bank, N.A, 530 US. 1, 6, 120
8.Ct, 1942, 147 L.Ed.2d 1 (2000) {quoting
Conn. Natl Bank v Germain, 503 US,
249, 254, 112 S.Ct. 1146, 117 L.Ed.2d 391
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(1992)). If the statutory language is un-
ambiguous, then our “judicial inquiry is
complete.” Rubin v. Unifed States, 449
U8, 424, 430, 101 8.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 Kelly and found it “clear.” 841
F.2d at 912, Adopting Price's interpreta-
tion would amount to rewriting the statute,
If Congress had intended to impose such a
restriction on the cowrt’s power to dismiss
a case for substantial abuse, it easily coutd
have done so. Given the plain words of
the statute, we cannot conelude 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 bankruptey schedules.

Contrary to Price’s assertion, Unifed
States v. Padille (In ve Padilla), 222 F.3d
1184 {(9th Cir.2000), does not compel a
different conclugion, Price contends that
Padillo “makes it crystal clear that the
framers of § 707(b) had no intention of
preventing a consumer from using the
bankruptey code to discharge his frade
debt.” Padille did not involve § TO7(h).
It held that bad faith per se does not
constitute cause for dismissal under
§ T07(a). Id. at 1194. 1t is true that
Padille discussed the general rationale
underpinning § 707; however, it did not
hold that a dismissal for substantial abuse
under § T07{(b) cannot ocenr if the debt to
be discharged is primaxily trade debt.
There is nothing in Padilie that is incon-
sistent with Kelly, nor is there anything in
Pgdilie that would preclude a finding of
substantial abuge in a consumer debtor
bankruptey when the debts sought to be
discharged were primarily trade debt.

II1

In sum, the bankruptcy comt was en-
tively justified in dismissing the petition

for substantial abuse under 11 UB.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
primarily consisted of commenrcial debt,

AFFIRMED.

w
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ORDER

The majority of the panel has voted to
deny appellee’s petition for rehearing and
petition for rehearing en banc. Judge
Canby votes to deny the petition for re-
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Supreme Court of the United States
Jan HAMILTON, Chapter 13 Trustee, Petitioner,
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Stephanie Kay LANNING.
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Background: Chapter 13 trustee 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 Bankruptcy Court for the
District of Kansas, Janice Miller Karlin, J., 2007 WL
1451999, denied objection, and trustee appealed. The
Bankruptey Appellate Panel (BAP), Richard L. Bo-
hanon, J., 380 B.R. 17, affirmed. Trustes appealed.
The Court of Appeals for the Tenth Citcuit, Brorby,
Senior Circuit Judge, 545 F.3d 1269, affirmed. Certi-
orari was granted.

Holding: The Supreme Court, Justice Alito, leld 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.
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Cited Cases

If a trustee or an unsecured creditor objects to a
Chapter 13 debtor's plan, a bankmptcy court may not
approve the plan unless the plan provides for the full
repayiment 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 terms of the
plan, 11 U.S.C.A. § 1325(b)(1).
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six-month period than the six full months preceding
the filing of the bankruptey petition. 11 US.C.A. §
LO1{106AY A)ii).
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S1XVII Individual Debt Adjustment
51k3704 Plan
51K3705 k. Claims and assets; propriety and
feasibility in general. Most Cited Cases

Under the Bankmuptey Code, as amended by the
Bankruptcy 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.
1t U.8.CA. §8 707(b)(2), 1325(b)}(2), (bLY2MAX(),

{bY3NA).

[5] Bankruptey 51 €=3705
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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 virtwally certain at the time
of confirmation. 11 U.S.C.A. § 1325(b)(1)(B).
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When terms used in a statute are undefined, the
comt gives them their ordinary meaning.
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361 VI{A) General Rules of Construction
361k187 Meaning of Language
361k199 k. Particular words and
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When, in a statute, Congress wishes to mandate
simple multiplication, it does so unambiguously, most
commenly by using the term “multiplied.”

[8] Bankruptey 51 €=2021.1
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511 In General
511{B) Constitutional and Statutory Provisions
51k2021 Construction and Operation
51k2021.1 k.-In general. Most Cited

{ases

Courts will not read the Bankruptcy Code to
erode past bankruptey practice absent a clear indica-
tion that Congress intended such a departure.

[9] Bankruptcy 51 €=3715(10)

51 Bankruptey
S1XVYIII Individual Debt Adjustment
51k3704 Plan
51k37135 Acceptance and Confirmation
51k3715(9) Effect
31k3715(10) 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.
11 US.CA, §1327%a).

[10] Bankruptey 51 €23705

51 Bankruptcy
S1XVIII Individual Debt Adjustment
51k3704 Plan
51k3705 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 calenlating
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 information about the debtor's futute income or
expenses. 11 U.S.C.A. § 1325(b)}{1)(B), (b)(2).

[11] Bankruptey 51 €3705

$1 Bankruptcy
S1XVII 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. 11 USC.A. §
1325(a)(6).

[12] Bankruptcy 51 €2322.5

31 Bankruptcy
511 The Case
S1IKF) Schedules and Statement of Affairs
51k2322.5 k. Income and expenditures.
Most Cited Cases

Debtor secking 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()(3).

*2466 Syllabus BE

IFN* The syllabus constitutes no part of the
opinion of the 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.8. 321,
337,26 S.Ct. 282, 50 L.Ed. 499,

Debtors filing for protection under Chapter 13 of
the Bankruptey Code must agree to a court-approved
plan under which they pay creditors out of their future
income. If the bankruptey trustee or an unsecured
creditor objects, a bankruptey 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.8.C. § 1325(b)(1).
Before enactment of the Bankruptcy 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 ef 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.
BAPCPA, 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)(AX{). “Current monthly income,” in turn,
is caleulated by averaging the debtor's monthly in-
come during a 6-month look-back period preceding
the petition's filing. See § 101{10A)AX(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(bU (AN, but if the debtor's income exceeds
the state median, only certain specified expenses are

included, see §§ 707(b)(2), 1325(b)}(3WA).

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 repoited 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, tite 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 because
she had not committed all of her “projected disposable
income™ to repaying creditors, Petitioner ¢laimed 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. Her actual income was insufficient to
make such payments.

The Bankruptey Court endorsed a $144 payment
over a 60-month period, concluding that “projected”
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requires courts to consider the debtor's actual income.
The Tenth Circuit Bankruptcy Appellate Panel af-
firmed, as did the Tenth Circuit, which held that a
court caleulating “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 debtot's circurnstances.

Held: When a bankmuptcy 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 virtually certain at the time
of confirmation. Pp. 2471 - 2478.

(a) Respondent has the better 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.8. 179, 187, 115 §.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, eg., 7 U.S.C. § 1301(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.8.C. § 1325(b)(3). Third, under pre-BAPCPA
case law, the general rule was that courts would mul-
tiply a debtor's current monthly income by the number
of months in the commitment period as the first step in
determining 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 bankruptcy practice absent a clear
indication that Congress intended such a departure,”
Travelers Casualty & Surety Co. gf America v. Pacific
Gas & Elec. Co., 549 U.S, 443, 454, 127 $.Ct. 1199,
167 1..Ed.2d 178, and Congress did not amend the
term “projected disposable income” in 2005, Pp. 2471
- 2474,

(b) The mechanical approach also clashes with §
1325's terms. First, § 1325(b)(1XBYs reference to
projected disposable income “to be received in the
applicable commitment period” strongly favors the

forward-looking 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-
termine projected disposable income *“as of the effec-
tive date of the plan,"-ie, the confirmation date-is
more consistent with the view that they are to consider
postfiling inforimation about a debtor's financial situ-
ation. Iad Congress intended for projected disposable
income to be no more than a multiple of disposable
income, it could have specified the plan's filing date as
the effective date. Third, § 1325(b)(1)(BYs 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
formula plays under the forward-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
courts to consider “special circomstances,” 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 cettain 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-
coine outside the 6-month period; a debtor with wan-
sually high incoine during that peried could seek leave
to delay filing a schedule of current income and ask
the bankmiptcy 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 relief by filing under Chapter
7 or converting her Chapter 13 petition to one under
Chapter 7-are ali flawed. Pp. 2475 - 2478,

345 F.3d 1269, affirmed.

ALITOQ, J., delivered the opinion of the Court, in
which ROBERTS, C.J., and STEVENS, KENNEDY.
THOMAS, GINSBURG, BREYER, and 80-
TOMAYOR, JI., joined. SCALIA, 1., 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, Trustee, Counsel of Record, Teresa L.
Rhodd, Staff Attorney, Chapter 13 Trustee's Office,
Topeka, K8, for petitioner,

Amy Howe, Kevin K, Russell, Howe & Russell, P.C.,
Bethesda, MD, G, Eric Brunstad, Jr,, Collin Q'Connor
Udell, Matthew J. Deluds, Dechert LLP, Hartford,
CT, Thomas C. Goldstein, Counsel of Record, Patricia
A, Millett, Peter J. Gurfein, Roberi 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)2010 WL 342041 (Resp.Brief)2010 WL
740751 (Reply.Brief)

Justice ALITO delivered the opinion of the Court,
Chapter 13 of the Bankruptey Code provides
bankruptey protection to “individual[s] with regular
income™ whose debits fall within statutory limits, 11
U.S.C, §§ 101(30), 109(e). Unlike debtors who file
under Chapter 7 and must liquidate their nonexempt
assets in order to pay *2469 creditors, see §§
704(a)(1), 726, Chapter 13 debtors are permitted to
keep their property, but they mwust agree to a
court-approved plan wnder which-they pay creditors
out of their future income, see §§ 1306(b), 1321,

1322(a)(1), 1328(a). A bankruptcy trustee oversees
the filing and execution of a Chapter 13 debtor's plan,
§ 1322(a){1); see also 28 U.S.C. § 586{a)(3).

Section 1325 of Title 11 specifies circumstances
under which a bankruptey court “shall” and “may not”
confirm a plan, § 1325(a), (b). If an unsecured creditor
or the bankruptcy trustee objects to confirmation, §
1325(b)(1) 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
of the plan,

We granted certiorari to decide how a bankruptcy
court should calculate a debtor's “projected disposable
income.” Some lower courts have taken what the
parties termy 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.

I

[1] As previously noted, § 1325 provides that if a
trustee or an unsecured creditor objects to a Chapter
13 debtor's plan, a bankruptcy court may not approve
the plan untess it provides for the full repayment of
unsecured claims or “provides that all of the debtos'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
LLS.C. § 1325(b)(1); see also § 1325(b){(1) (2000 ed.).
Before the enactment of the Bankruptcy Abuse Pre-
vention and Consumer Protection Act of 2005
(BAPCPA), 119 Stat. 23, the Bankruptey 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 qualitying chari-
table contributions, or for business expenditures. §

1325(b)(2)(A), (B).

The Code did not define the term “projected
disposable income,” and in most cases, bankiuptcy
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 determined what portion of the result
was “excess” or “disposable.” See 2 K. Lundin,
Chapter 13 Bankrupicy § 164.1, p. 164-1, and n. 4 (3d
ed.2000) (hereinafter Lundin (2000 ed.)} (citing cas-
€s).
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In exceptional cases, however, bankruptey courts
took into account foreseeable changes in a debtor's
income or expenses. See In re Heath, 182 B.R. 557
359-561 (9th Cir, BAP 1995); In re Richardson, 283
B.R. 783, 799 (Bkrtcy.Kan.2002); Tr. of Oral Arg, 7.
Accord, 1 Lundin § 35.10, at 35-14 (2000 ed.) (“The
debtor should take some care to project estimated
future income on Schedyle [ 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 confirmation hear-

ing™).

[2][3]1[4] BAPCPA left the term “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 suppert, for qualifying
charitable contributions, and for business expendi-
tores. § 1325(b)(2)(A)(E) and (i) (2006 ed.). *2470
“Current monthly income,” in turn, 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 full months pre-
ceding the ﬁlinﬁﬂof the bankruptcy petition. See §
101{10AYAY({).2** 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
§ 1325(b)2)AX(i), but for a debtor with income that
exceeds the state median, only certain specified ex-
penses are included P2 see §8  707(b)(2),
L1325(b}3)(A).

BNI1. However, if a debtor does not file the
required schedule (Schedule I), the bank-
ruptey court may select a different 6-month

period. See § 101(10A)AXii).

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
Bkrtey. Proc. Official Form 22C (2009), In
re_ Liverman_ 383 B.R, 604, 606, n. 1

608-609 (Bkrtcy.N.1.2008).

I

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 former 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, fd, at 83. She reported a monthly
“disposable income” of $1,114.98 on Form 22C, fbid,

On the form 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.
Id., at 66; see also id., at 78. On the form used for
reporting monthly expenses (Schedule I), she reported
actual monthly expenses of $1,772.97. Id, 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
confirmation of the plan because the amount re-
spondent proposed to pay was less than the full
amonnt of the claims against her, see § 1323(b)(1)(A),
and because, in petitioner's view, respondent was not
committing all of her “projected disposable income”
to the repayment of creditors, see §_1325(b}1)(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. fd, 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 required a
60-month plan period. ¥2471No. 06-41037 etc., 2007
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WL 1451999, *8 (Bkrtcy.Kan.2007). The court agreed
with the majority view that the word “projected” in §
1325(9)(1)(B) requires courts “to consider at confir-
mation the debtor's acinal income as it was reported
on Schedule L" Id, at *5 (emphasis added). This
conclusion was warranted by the text of § 1325{b)(1),
the Bankruptcy Court reasoned, and was necessary to
avoid the absurd result of denying bankruptcy protec-
tion to individuals with deteriorating finances in the
six months before filing. /bid.

Petitioner appealed to the Tenth Circuit Bank-
ruptcy Appellate Panel, which affirmed. 380 B.R. 17
19 {2007). The Panel noted that, although 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 bankruptcy courts
determined projected disposable income by reference
to Bchedules 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 afficmed. 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 foltowed, and we granted certiorari.
558 U.8. «--v, 130 $.Ct. 487, 175 L.Ed.2d 343 (2009).

I

A
[3] The parties differ sharply in their interpreta-
tion of § 1325% 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 number 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,

[6] First, respondent's argument is supporied 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 §.Ct. 788, 130
L.Ed.2d 682 (1995). Here, the term “projected” is not
defined, and in ordinary usage future occurrences are
not “projected” based on the assumption that the past
will necessarily repeat itself. For example, projections
conceming 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., Tellghs,
Inc. v Makor Issues & Rights, Ltd, 551 1.8. 308, 316,
127 S.Ct. 2499, 168 L Ed.2d 179 (2007) (describing
adjustments to “projected sales” in light of falling
demand); Innovair Aviation, Ltd v, United States, 83
Fed.Cl. 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 in
the 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 winning pet-
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 BR. 302, 312, n. 9 (1st Cir. BAP 2007)
(contrasting “multiplied,” which “requires only
mathematical acumen,” with “projected,” which 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 praduction
practices.” 7 U.S.C. § 1301(b)(8)B), (13)(), (K).2

FN3, Seealso, e.g., 811.8.C. § 1364(a), (c)(2)
(requiring the triennial immigration-impact
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repert to include information “projected for
the succeeding five-year period, based on
reasonable estimates substantiated by the
best available evidence™); 10 US.CA. §
2433a(a)(2)(B) (2010 Cwmn.Swpp.) (“pro-
jected cost of completing the [defense ac-
quisition] program based on reasonable
modification of [current] requirements™); 15
U.S.C. § 719c(c)2) (2006 ed.) (“projected
natural gas supply and demand”); 25 U.8.C.
§ 2009(c)(1), (2) (requiring the Director of
the Office of Indian Education Programs to
submit an annual repott containing cerfain
projections and “a description of the methods
and formulas used to calculate the amounts
projected™).

[7] By contrast, we need look no further than the
Bankruptey Code to see that when Congress wishes to
mandate simple multiplication, it does so unambigu-
ously-most commonty by using the term “multiplied.”
See, eg, 11 US.C. § 1325(b)(3) (“current monthly
income, when multiplied by 127); §§ 704(b)(2),
F07(b)(6), (TI(A) (same}; § 707(bY2IAXD, (B)(iv) (
“multiplied by 60”). Accord, 2 U.S.C. § 58(b)(1)(B)

(“multiplied by the number of months in such year™);
5 US.C. § 8415(a) (“multiplied by such individual's

total service™); 42 U.8.C. § 403(N(3) (“muitiplied by

the number of months in such year™).

Third, pre-BAPCPA case law points in favor of
the “forward-looking” approach. Prior to BAPCPA,
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
determining projected disposable income. See, e.g., In
re Killough, 900 F.2d 61, 62-63 (C.A.5 1990) (per
curigm),; In re Anderson, 21 F.3d 355, 357 (C.A9
1994); In re Solomon, 67 P.3d 1128, 1132 (C.A4
1995). See 2 Lundin § 164.1, at 164-1 (2000 ed.)
("Most courts focus on the debtor's cwrent 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 certain changes in the debtor’s
income. See Heath, 182 B.R. at 559-561; Richardson,
283 B.R,, at 799; In re James, 260 B.R. 498, 514-515
(Bkrtey. Idaho 2001); In re Jobe, 197 B.R, 823,
826-827 (Bkricy. W.D.Tex.1996); fn re Crompton, 73
B.R. 800, 808 (Bkrtcy.E.D.Pa.1987); sce also In re

Schyma, 68 B.R. 52, 63 (Bkricy.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”); [n 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 bl;](l 36 in order to determine his *pro-
jected’ income™).2! This judicial discretion was well
documented in contemporary bankruptcy treatises.
See 8 Collier on Bankmuptey 9 1325.08[4][a), p.
1325-50 (1 5th ed. rev.2004) (hereinafter Collier) (“As
a practical matter, unfess there are changes which can
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
{1991) (“It has been held that the court should focus
upon present monthly income and expenditures and,
absent extraordinary circumsiances, 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 (Bkytcy.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 9 132508[4][a] (15th ed.
rev.1995))); James, supra, at 514 (same) (quoting 8
Collier ¥ 1325.08(4] fa] (15th ed. rev.2000));
Crompton, supra, at 808 (same) {citing 5 Collier ¥
1325.08{4][a], [b], at 1325-47 to 1325-48 (15th
ed.1986)). Accord, 8 Collier § 1325.08[4][b), at
1325-60 (1 5th ed. rev.2007) (“As with the income side
of the budget, the court must simply use the debtor's
current expenses, wless a change in them is virtuafly
cerfain” (emphasis added)). Indeed, petitioner con-
cedes that cowrts possessed this discretion prior to
BAPCPA. Tr, of Oral Arg. 7.

EN4, When pre-BAPCPA courts 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 fn re
Solomon, 67 I7.3d 1128 (1995), for example,
the Fourth Circuit refused to make such an
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adjustment because it deemed disbursements
from an individual retireinent account during
the plan period to be “speculative” and “hy-
pothetical.” Id., at 1132, There is no reason to
assume that the result would have been the
same if foture disbursements had been more
assured. That was certainly true 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.” Jd, at
65; 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. Zeliner, 827 F.2d 1222,
1226 (C.A.8 1987) (affirming bankruptcy
court's exchusion of future tax returns and
salary increases from debtor's projected
disposable income because they were “spec-
ulative™).

[8] Pre-BAPCPA banktuptcy practice is telling
because we “ “will not read the Bankruptcy Code to
erode past bankruptey practice absent a clear indica-
tion that Congress intended such a departure.’ ™
Travelers Casualty & Surety Co. of America v. Pacific
Gas & Elee. Co., 549 U.8, 443, 454, 127 8.Ct. 1199,
167 L.Ed.2d 178 (2007); Lamie v. United States
Trustee, 540 1].8. 526, 539, 124 §.Ct. 1023, 157
L.Ed.2d 1024 (2004); Cohen v. de la Cruz, 523 U.S.
213,221, 118 5.Ct. 1212, 140 L.Bd.2d 341 (1998); see
also Grogan v. Garner, 498 U.S. 279, 290, 11] S.Ct.
654, 112 L. Ed.2d 755 (1991); Kelly v, Robinson, 479
U.S. 36, 47, 107 8.Ct, 353, 93 L.Ed.2d 216 (1986).
Congress did not amend the tern “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 certain 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.
Cf., eg., 26 US.C. § 27%cM3XA), (B) (expressly
defining “projected earnings” as reflecting a 3-year
historical average).

The mechanical approach also clashes repeatedly

with the terms of 11 11.S.C, § 1325,

First, § 1325(b){1XB)s reference to projected
disposable income “to be received in the applicable
commitment pertod” strongly favors the for-
ward-looking approach. There is no dispute that re-
spondent would in fact receive far less than $756 per
motith in disposable income during the plan period, so
petitioner's projection does not accurately reflect
“income to be received” during that period. See fn 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 8.Ct, 974,
140 L.Ed.2d 90 (1998) (“[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)).

[9] Second, § 1325(b)(1) directs courts to deter-
mine projected disposable income “as of the effective
date of the plan,” which is the date on which the plan is
confirmed and becomes binding, see § 1327(a). Had
Congtess 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.
uscourts. gov/ Rules And Policies/ Federal Rulemak-
ing/ Overview/ Bankruptey Rules. aspx (all Internet
materials as visited June 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 conmmence payments “not later than 30
days after the date of the filing of the plan” §
1326(a)(1) (emphasis added). Congress' decision to
require courts 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.J3d, at 1279
(“[Dletermining wiether 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’ supgests 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, § 1325(b)(1XB). 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

[10] 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,” propenents of the
mechanical approach maintain that any departure 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 formula for calculating “dis-
posable income” plays under the forward-looking
approach. As the Tenth Circuit recognized in this case,
a court taking the forward-looking approach 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 information about the
debtor's future income or expenses. ™5

FN35. For the same reason, the phrase “[flor
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 I.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
presumnptions, See § 707(0)(2}AXi) and (B)(i). He
thus suggests that the Tenth Circuit improperly sup-
plemented the text of the Cade.

The Tenth Citcuit's analysis, however, simply
heeds the ordinary meaning of the term “projected.”
As noted, a person iaking a projection uses past oc-
currences as & starting point, and that is precisely what
the Tenth Circuit prescribed, See, e.g., Nowlin, supra,
at 260, 263,

Petitioner argues that enly the mechanical ap-
proach is consistent with § 1129(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 § 1323(b)(2), but that fact offers
no insight into the meaning of the word “projected” in
§8 1129(a){15}B) and 1323(b)(1)(B). We fail to see
how that word acquires a specialized meaning as a
result of this cross-reference-particularly where both
§§ 1129(a)15)B) and 1325(bY1)B) refer to pro-
jected disposable income “to be received” during the
relevant period. See supra, at 11.

Petitioner also notes that § 707 allows courts to
take “special circumstances” into consideration, but
that § 1325(b)3) incorporates § 707 only with respect
to calculating expenses. See In re Wilson, 397 B.R.
299, 314-315 (Bkricy.M.D.N.C.2008). Thus, he ar-
gues, a “special circumstances™ exception should not
be inferred with respect to the debtor's income. We
decline to infer from § 13235 incorporation of § 707
that Congress intended to eliminate, sub sifentio, the
discretion that courts previously exercised wien pro-
jecting disposable income to account for known or
virtually certain changes. Accord, [ re Liverman, 383
B.R. 604, 613, and n. 15 (Bkrtcy.N.J.2008).

D

[11] 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 peried, the mechanical approach would deny
creditors payments that the debtor could easily make,
And where, as in the present case, the debtor's dis-
posable incomne during the plan periad is substantially
lower, the mechanical approach would deny the pro-
tection of Chapter 13 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
confirmable plan. Under § 1325(a)(6), a plan cannot
be confirmed vnless “the debtor wili be able to make
afl payments under the plan and comply with the
plan.” And ag 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 harmed by the mechanical appreach, and in
any event none of the maneuvers that he proposes for
debtors is satisfactory.

I
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.

Fiist, delay is often not a viable option for a
debtor sliding into bankruptecy.

“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 inysterionsly repossessed in the dark of [ast
night; a gamishment has reduced the debtor's
take-home pay below the ordinary requiremeits of
food and rent, Instantaneous relief is expected, if not
necessary.” K. Lundin & W. Brown, Chapter 13
Bankruptey § 3.1 [2] (4th ed. rev.2009), http://
www, ch 13 online. com/ Subscriber/ Chapter_ 13_
Bankruptey 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.8.C. § 1325(a)(7)
{(tequiring, as a condition of confirmation, that “the
action of the debtor in filing the petition was in good
faith™); see also, e.g., In re Myers, 491 I1.3d 120, 125
{C.A.3 2007) (citing “ ‘the timing of the petition” > as
a factor to be considered in assessing a debtor's com-
pliance with the good-faith requirement). Accord,

Neufeld v. Freeman, 794 F.2d 149, 153 (C.A .4 1986)
(a debtor's prepetition conduct may inform the court's
good-faith inquiry).

2

[12] 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 I} and then ask
the bankruptcy court to exercise its authority under §
101(10A)(A)X(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
underming 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 not help all debtors
whose disposable income during the plan peried is
sharplgﬁlower than their previous disposable in-
come.

FN6, Under 11 U.S.C. § 521(i}(3), a debtor
seeking additional time to file a schedule of
income must submit the request within 45
days after filing the petition, and the court
may not grant an extension of more than 45
days.

3

Petitioner suggests that a debtor can 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 cowrt's
ability to shift the look-back period, see suprqg, at
2477, and n, 6, and should give debtors pause. 22 Cf.
In_re Glenn, 288 BR. 516, 520 (Bkrt-
¢v.E.D.Tenn.2002) (noting that couris should consid-
er, among other factors, “whether this is the first or [a]
subsequent filin[g]” when assessing a debtor's com-
pliance with the good-faith requirement).

EN7. For example, a debtor othenwise 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.” § 10%(g).

4

Petitioner argues that respondent might have been
able to obtain relief by filing under Chagpter 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 § 70(b)(2YA)i) because her
disposable income, “multiplied by 60,” exceeds the
amounts specified in subclauses (I) and (I1). See also §
Z07¢b)(1) (allowing a court to dismiss a petition filed
by a debtor “whose debts are primarily consumer
debts ... if it finds that the granting of refief would be
an abuse of the provisions of this chapter™); App.
86-88 (“Notice to Individual Consumer Debtor under
§ 342(b) of the Bankruptey Code™) (“If yowr 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 authority 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 § 1325(b)(1) today. 2%

FN8. Petitioner also suggests that some
Chapter 13 debtors may be able to plead
“special circumstances™ on the expense side
of the calenlation by virtue of BAPCPA's
incorporation of tie Chapter 7 means test
into Chapter 13. See § 707(b)(2)}(B)(i), (ii}.
This is no help to debtors like respondent,
whose income has changed but whose ex-
penses are constant.

*24778 In sum, each of the strategies that peti-
tioner identifies for mitigating the anomalous effects
of the mechanical 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.

v

We find petitionet's remaining arguments un-
persuasive. Consistent with the text of § 1325 and
pre-BAPCPA practice, we hold that when a bank-
ruptey 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 of the 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 fall, to pay them all of his “pro-
jected disposable income™ over the life of his repay-
ment plan. 11 U.S.C. § 1325(b)(1)(B). The Code
provides a formula for “project[ing]” what a debtor's
“disposable income” will be, which so far as his
earnings are concermned turns only on his past income.
The Court concludes that this formula should not
apply in “exceptional cases” where “known or virtu-
ally certain” changes in the debtor’s circumstances
make it a poor predictor. Ante, at 2471. Because that
conclusion is contrary to the Code's text, [ respectfully
dissent.

I

A
A bankruptey court cannot confirm a Chapter 13
plan over the objection of the trustee uniess, 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 incoime 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.” § 1325(b)(1)(B). Tie Code
does not define “projected disposable income,” but it
does define “disposable income.” The next paragraph
of § 1325(b) provides that “[flor 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 support,
“less amounts reasonably necessary to be expended”
on three categories of expenses. § 1325(b)(2). The
Code in turn 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. ™ § 101(10AXA).
Whichever date applies, a debtor's “current monthly
income,” and thus the income component of his
“disposable income,” is a sum certain, a rate fixed
once for all based on historical figures.

EN1, If the debtor files a schedule of current
income, as ordinarily required by §
521(a)1)(B)(ii), then the 6-month period
emds on the last day of the month preceding
the date the case is commenced, §
101(10AAXi)-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 appatently may excuse
him from doing, § 528{a)(1)(B)(ii)-the
6-month period ends on the date the bank-
ruptcy court determines the debtor's current

income. § 101(1 0AXAXii).

*2479 This definition of “disposable income™
applies to the use of that term in the longer phrase
“projected disposable income” in §_1325(b)(1YB),
since the definition says that it applies to subsection
(b). Cf. § 1129(a)(15)(B) {referring to “the projected
digposable income of the debtor (as defined in gection
1325(b)(2))"). The puzzle is what to make of the word
“projected.”

In the Court's view, this modifier makes all the
difference, Projections, it explains, ordinarily account
for later developments, not just past data. Anfe, at
2471 - 2472, Thus, the Cowrt concludes, in determin-
ing “projected disposable income” a bankruptcy court
may depari from § 1325(b)(2)'s inflexible formula, at
least in “exceptional cases,” to account for “significant
changes” in the debtor's circumstances, either actual
or anticipated. Ante, at 2471,

That interpretation runs 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(h), then unless §
1325(b)(2)'s definition applies to “projected disposa-

ble income™ in § 1325(bY(1)(B), it does not apply at
all.

The Court insists its interpretation does not render
§ 1325(b)2Y's incorporation of “current monthly in-
come” a nullity: A bankruptcy cowrt must still begin
with that figure, but is simply free to fiddle with it if a
“significant” change in the debtor's circumstances is
“known or virtually certain.” Anfe, at 2471, 2474 -
2475, That construction conveniently avoids super-
fluity, but only by utterly abandoning the text the
Court purports to construe. 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 formula 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 every
case, not just those where changes to the debtor's
income ar¢ both “significant” and either “known or
virtually certain.” 7bid, 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 construction only
by rewriting the statute.

B

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 dmicus Curiae 12-13 {collecting dictionary
definitions); see also Webster's New International
Dictionary 1978 (2d ed.1957). But one assuredly can
calculate, predict, or estimate future 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.” dnte, 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 no 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. Anfe,
at 2471 - 2472,

Such analogies do not establish that camrying
current 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 stili 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.8.C. §
1364(c)(2), or “any ... relevant information,” 25
U.S.C. § 2009(c)(1). But it included no such pre-
scription here, and instead identified the data a court
shovld 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 information
outweighed the  |benefits, Cf. 7_1ULS.C §
1301{BY(1(J)-(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, eg., 11 US.C. § 1325(b){3}-instead
of the word “projected.” B2 Anre, at 2472. 1 do not
dispute that, as a general matier, we should presume
that Congress does not ordinarily vse two words in the
same context to denote the same thing. But if forced to
choose between (A) assuming Congress enacted text
that serves no purpose at all, (B) asctibing 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 humber
of months in the applicable commitment pe-
riod” or some such phrase.

In any event, we are not put to that choice here,
While under my reading a court must deteimine the
income half of the “projected disposable income”
equation by multiplying a fixed nunber, that is not
necessarily true of the expenses excludable under §
1325(b){2)(A) and (B). Unlike the #2481 debtor's
current monthly income, none of the 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-
termined based on the same 6-month period from
which current monthly income is derived,™ and the
texts of the other two are consistent with determining
expenses based on  expectations. See §
1325(b)(2)(AXii) (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 necessary for
the 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(bY2) AXi)-that is, qfter the
six-month window relevant to the debtor's
current monthly income has closed {unless
the debtor does not file a current-income

schedule), see §_101(10A)AXi).

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
circunistances. 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 partly on facts
besides historical data. In light of all this, it seems to
me not at all unusnal to describe this process as pro-
jection, not merely multiplication,

C

The Court's remaining arguments about 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)(1)(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 Court'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, § 1325(b)(1)B). The Court says this re-
quirenient 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-
firmation. 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(b)(1Y's di-
rective to determine projected disposable income “as
of the effective date of the plan” makes ne sense if
mere multiplication of existing numbers is required.

Ante, at 2474 - 2475, As | 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
ptan's filing until the date it *2482 takes effect.
Moreover, the provision also applies to the alternative
avenue to confirmation in § 1325(b)(1¥A), which
requires that “the value of the property to be disirib-
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 BAPCPA “did not amend the
term ‘projected disposable income,’  anfe, at 2473,
But it did amend the definition of that term. Before
2005, § 1325(bX2) 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(b}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{10AYA)-Congress redefined “disposable in-
come” in § 1325(b)(2) 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 cenforms with
pre-BAPCPA practice not only does not recommend
it, see e.g., Pennsylvania Dept. of Public Welfare v,
Davenport, 495 1.8, 552, 563-564, 110 S.Ct. 2126,

109 L..Ed.2d 588 (1990), but renders it suspect.

It
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 Court
“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. Chicgeo, 560 U.S. ---- L=, 130
S.Ct. 2191, ----, ---- [, BEd.2d ---- (2010 (slip op., at

11). For even assuming (tirough 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
resulis 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 Cowrt's first concern is that if actual or
anticipated changes in the debtor's earnings are ig-
nored, then a debtor whose income increases after the
critical 6-month window will not be required to pay all
he can afford, Anre, at 2475 - 2476, But as Lanning
points out, Brief for Respondent 22-23, Chapter 13
authorizes the Bankruptey Court, at the request of
wnsecured creditors, to modify the plan “[a]t any time
after confirmation” to “increase ... the amount of
payments” on a class of claims or “reduce the time for
such payments.” § 1329(a}(1)-(2) (2006 ed.). The
Court offers no explanation of why modification
would not be available in such instances, and suffi-
cient to resolve the congemn.

The Court also ¢ringes 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 eamings) to paying his unsecured creditors going
forward, Ante, *2483 at 2475 - 2476. At least for
debtors whose circumnstances deteriorate affer 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). Cf. § 1329(b)(1) (requiring that
modifications meet requirements of §§ 1322¢a)-(b),
1323(¢), and 1325(a), but not § 1325(b)).

Moreover, even apart from the availability of
modification 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. Bankruptecy 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 bonys
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
current 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 Cowrt is wrong to write off four alterna-
tive strategies the trustee suggests, Brief for Petitioner
50-54:

* Presumably some debtors whose income has
only recently been reduced, or 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 circumnstances. The Court speculates that de-
lay might “giv[e] the appearance of bad faith,” ante, at
2476 (citing § 1325(a)(7)), but it offers no explanation
of why that is so, and no authority supporting it. ™

N4, Neither of the two Court of Appeals
cases the Court cites- fr re Myers, 491 F.3d
120, 125 (C.A3 2007), and Neufeld v.
Freeman, 794 F2d 149, 153 (C A4
1986)-involved a debtor's delaying his peti-
tion until his circumstances would perinit the
court to confirm a repayment plan.

* Even if bad faith were a real worry, or if it were
essential to a debtor's prospects that e invoke § 362's
automatic stay immediately, the debtor might ask the
bankruptey court to excuse him from filing a statement
of current income, so that it determines his “currently
monthly income” at a later date. See §
101{10AXAXIi). The Court disinisses this alternative,
explaining that if the Code requires a mechanical
approach this solution would “improperty underine”
it, and if the Code allows exceptions for changed
circumstances the solution is unnecessary. Aute, at
2476 - 2477, The second premise is cotrect, but the
first is not. Congress does not pursue its purposes at all
costs. Rodriguez v. United States, 480 U8, 522,
525-526, 107 8.Ct. 1391, 94 L.Ed.2d 533 (1987) (per
cnrienn). Here it may have struck the very balance the
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Couwt thinks critical by creating a fixed formula but

leaving leeway as to the time to which it applies.™™

FNS5, The Court observes that not every
debtor will benefit from this exception, anfe,
at 2476 - 2477, and n. 6, since § S21{)(3)
provides that a bankmptey court may not
grant a request (which may be made gffer the
deadline for filing the cwrent-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,” § 52(a)(1)(B) (emphasis added). And
& 101(10A)(A)ii)'s provision of a method for
calculating current monthly income “if the
debtor does not file the schedule of current
income required by section 521(a)(1}(B)(ii)"
makes little sense unless a court can excuse
the failure to do so, since an #uexcused fail-
ure to do so would be a basis for dismissing
the case, see § 521(i). Allowing courts to
excuse such schedules does not render su-
petfluous § 521(i)(3)'s authorization for lim-
ited extensions, since that applies to exten-
stons sought up to 45 days gffer the filing
deadline, whereas § 521{a)(1)(B) seems to
apply only before the deadline.

*2484 « A debtor who learns after filing that he
will be wnable to repay his full projected disposable
income might also be able to dismiss his case and
refile it later. § 1307(b). The Court worries that this
alternative also might be deemed abusive, again with
no pertinent authority for the speculation.™* Its con-
cern is based primarily on its belief that this “cir-
cumvents the statutory limits on 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 not defeat the dispos-
able-income formula's rigidity to allow adjustments
regarding the time of determining that figure, it would
not undermine the [imitations on adjustment applica-
ble in aﬂEending case to allow the debtor to dismiss and
refile, ™

EN6. The sole authority the Court supplies-a
single Bankruptcy Court decision predating

BAPCPA-provides no support. See In_re
Glenn, 288 B.R. 516, 519-521 ({(Blat-
cy.E D Tenn.2002). Although acknowledg-
ing that “[m]ultiple filings by a debtor are
not, in 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. Id, 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 intention
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.

EN7. 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 court, § 109(g)1), 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 barriers have any bearing
on whether refiling for bankruptey would be
abusive when the barriers do not apply.

* A debtor unable to pursue any of these avenues
to Chapter 13 might still seek relief under Chapter 7.
The Court declares this cold comfort, noting that some
debtors-including Lanning-will have incomes foo
high to qualify for Chapter 7. Ante, at 2477 - 2478,
Some such debtors, however, may be able to show
“special citcumstances,” § 707(b)}2XB), 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,” §
TOF(LY2)(B)(i), which will not be true after teday
given the Court's holding that bankruptey courts 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. Con-
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gress has evidently concluded that such debtors do not
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
vmbrella, We have neither reason nor warrant to se-
cond-guess either determination,

o R

Underfying the Court'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 asswne
that we know befter 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.8. 249, 253-254, 112 S.Ct. 1146, 117
L.Ed.2d 391 {1992), we deprive it of the ability to say
what it means in the future. It may be that no inter-
pretation of § 1325(b)(1)(B} is entirely satisfying. But
it is in the hard cases, even more than the easy ones,
that we should faithfully apply our settled interpretive
principles, and trust that Congress will correct the law
if what it previously prescribed is wrong,

I respectfully dissent.

U.8.,2010.

Hamilton v. Lanning

13¢ 8.Ct. 2464, 177 L.Ed.2d 23, 78 USLW 4518,
Bankr, L. Rep. P 81,780, 10 Cal. Daily Op. Serv.
6973, 2010 Daily Journal D.A.R. 8299, 22 Fla. L.
Weekly Fed. S 427
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Supreme Court of the United States

Jason M. RANSOM, Petitioner
v.
FIA CARD SERVICES, N.A., fka MBNA America Bank,
N.A.

No. 09907,
Argued Oct. 4, 2010.
Decided Jan, 11, 2011.

Background: Unsecured creditor objected to confirmation
of above-median-income Chapter 13 debtor's proposed
plan as not satisfying the Bankruptcy Code's “projected
disposable income” requirement. The United States
Bankruptey 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, )., 380 B.R. 799, affirmed, and debtor ap-
pealed. The Court of Appeals for the Ninth Circuit, Trott,
Circuit Judge, 577 F3d 1026, affiemed. Certiorari was
granted.

Holdings: The Supreme Court, Justice Kagan, held that:
(1) a debtor who does not make loan or lease payments
may not take the car-ownership deduction in calculating
his projected disposable income under the means test,
abrogating In re Washburn, 579 ¥.3d 934, In re Tate, 571
F.3d 423, and [n re Ross- Tousep, 549 F.3d 1148, and

{2) the car-ownership category encompasses the costs of a
car loan or lease and nothing more.

Affirmed.

Justice Sealia filed a dissenting opinion,

West Headnotes
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In enacting the Bankruptcy Abuse Prevention and
Consumer Protection Act (BAPCPA), Congress adopted
the means test to help ensure that debtors who can pay
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51k3713 k. Time for completion; extension or

modification. Most Cited Cases

In Chapter 13 proceedings, the “means test” provides
a formula 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)(1}(B}, (b)4).

[4] Bankruptcy 51 €2251

51 Bankruptey
S1III The Case
S1II(C) Voluntary Cases
51k2251 k. In general. Most Cited Cases

Bankruptey 51 €=3441

51 Bankruptcy
31XI Liquidation, Distribution, and Closing
51k3441 k. In general. Most Cited Cases

Individuals who file for bankmptey relief under
Chapter 7 liquidate their nonexempt assets, rather than
dedicate their foture income, to repay creditors, 11
U.S.C.A. §§ 704(a)(1), 726.

[5] Bankruptey 51 €=2264(1)

51 Bankruptcy

511 The Case
S1IC) Voluntary Cases
51k2259 Dismissal
51k2264 Proceedings; Motion or Sua Sponte
Action
51%2264(1) k. In general. Most Cited
Cases

If a Chapter 7 petition discloses that the debtor's dis-
posahle income as caleulated by the means test exceeds a
certain threshold, the petition is presumplively abusive. 11
U.S.C.A. § TOTLY2)AN).

[6] Bankruptey $1 €522264(1)

51 Bankruptcy
311 The Case
SHIIC) Voluntary Cases
51k2259 Dismissal
51k2264 Proceedings; Motion or Sua Sponte

Action

51x2264(1) k. In general. Most Cited

Cases

Bankruptcy 51 €=2332

51 Bankruptey
S1IT The Case
S11I{G) 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, convert it into a Chapter 13 proceeding. 11
U.S.C.A. § 707(b)(1).

[7] Bankruptey 51 €=23705

51 Bankruptcy
51X VI Individual Debt Adjustment
31k37¢4 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 or support,” business expenditures, and
certain  charitable contributions. 11 _US.CA. 3§

1325(L)C2)(AXG, ).

[8] Bankruptcy 51 €=3705

51 Bankruptey
S1XVIII Individual Debt Adjustment
51k3704 Plan
51k3705 k. Claims and assets; propriety and
feasibility in general. Most Cited Cages

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-Bankruptcy Abuse
Prevention and Consumer Protection Act (BAPCPA)
practice of ¢alculating debtors' reasonable expenses on a
case-by-case basis, which led to varying and often incon-
sistent determinations. 11 U.8.C.A. §§ 707(b}2), 1325(b).

[9] Bankruptcy 51 €23705

51 Banksuptey
S1XVIII Individual Debt Adjustment
513704 Plan
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31k3705 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 necessary”
expenses is directed to claim allowances for defined living
expenses, as well as for secured and priority debt, 11
U.S.C.A. 8§ 707(b)(2MA)(ii-iv), 1325(b).

{10] Bankruptcy 51 €22021.1

51 Bankruptcy
511 In General
31I{B) Constitutional and Statutory Provisions
51k2021 Construction and Operation
51k2021.] 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.

[11] Bankruptey 51 €23705

51 Bankruptey
S1XVIII Individual Debt Adjustment
21k3704 Plan
S51k3705 k. Claims and assets; propriety and
feasibility in general. Most Cited Cages

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 vnsecured
claims; abrogating In re Washburn, 579 ¥.3d 934, In re
Tate, 571 F.3d 423, and Jn re Ross-Tousey, 549 F.3d 1148.
[IUS.C.A, §§ 707(b)2WANGIND), 1325(b).

[12] Bankruptey 51 €=22021.1

31 Bankruptey
511 In General
31I(B) Constitutional and Statutory Provisions
51k2021 Construction and Operation
51k2021.]1 k. In general. Most Cited Cases

Where the Bankruptcy Code does not define a term,
couris look to the ordinary meaning of the term,

[13] Bankruptey 51 €°3705

51 Bankruptcy
S1X VI Individual Debt Adjustment
51k3704 Plan
S1K3705 k. Claims and assets; propriety and
feasibility in general. Most Cited Cages

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. 11 US.CA. §§ F07(bU2)A){i)D),

1325(b).

[14] Statutes 361 €206

361 Statutes
361VI Construction and Operation
361 VI(A) 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 carry meaning.

[15] Bankruptcy 51 €02264(1)

51 Bankruptey
SUII The Case
S1IKC) Voluntary Cases
51k2259 Dismissal

51k2264 Proceedings; Motion or Sua Sponte

Action
51k2264(1) k. In gensral. Most Cited

Cases

Bankruptey 51 €%3705

51 Bankruptey
S1XVIII Individual Debt Adjustment
51k3704 Plan
51k3705 k. Claims and assets; propriety and
feasibility in general. Most Cited Casges

Congress intended the means test to approximate the
debtor’s reasonable expenditures on essential items. 11
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U.S.C.A. §§ 707(b)(2), 1325().

[16] Bankruptey 51 €3705

51 Bankmuptey
S1XVII Individual Debt Adjustment
51k3704 Plan
51k3705 k. Claims and assets; propriety and
feasibility in general. Most Cited Cases

Because the means test does not apply to Chapter 13
debtors whose incomes are below the median, those debt-
ors must prove on a case-by-case basis that each claimed
expense is reasonably necessary. 11 _U.S.CA. §§

207(bX2), 1325(b)(2), (3).

[171 Bankruptcy 51 €2264(1)

51 Bankruptcy
SHII The Case
SUIKC) Voluntary Cases
51k2259 Dismissal
51k2264 Proceedings; Motion or Sua Sponte
Action
51k2264(1) k. In general. Most Cited
886

Bankruptey 51 €23705

51 Bankruptcy
S1XVIII Individual Debt Adjustment
31k3704 Plan
51k3705 k. Claims and assets; propriety and
feasibility in general. Most Cited Cases

Congress designed the means test to measure debtors'
disposable income and, in that way, to ensure that debtors
repay creditors the maximum they can afford. 11 U.S.C.A.
§8 707(b)(2), 1325(b).

[18] Bankruptcy 51 €3705

51 Bankruptcy
S1X VI Individual Debt Adjustment
31k3704 Plan
51k3705 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, 11 U.S.C.A, §§ 707(bY2WAi)(I}, 1325(b).

[19] Bankruptcy 51 €3705

S1 Bankouptey
S1XVIII Individual Debt Adjustment
51k3704 Plan
5tk3705 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 inswance,
maintenance, fuel, state and local registeation, required
inspection, parking fees, tolls, and driver's license. 11
U.S.C.A, §§ 707(bU2NAGI(T), 1325(k).

[20] Bankruptcy 51 €23705

51 Bankruptcy
S1XVIII Individual Debt Adjustment
51k3704 Plan
51k3703 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 associated
with car ownership are categorized by the Internal Reve-
nue Service (IRS) as an “"Other Necessary Expens[e],” for
which a debtor may take a deduction. 11 U.S.C.A. §§

TOT(LY2UANDL), 1325(b).

[21) Bankruptey 51 €=3705

51 Bankruptcy
S1XVIII Individual Debt Adjustment
51k3704 Plan
51k3705 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, 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 not entitled fo claim the “Ownership Costs”
deduction. 11 1.S.C.A. §§ 707(b)(2XAii)(1), 1325(b)2).
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[22] Bankruptcy 51 €=3705

51 Bankwptey
S1XVIII Individual Debt Adjustment
51k3704 Plan
51k3705 k. Claims and assets; propriety and
feasibility in general. Most Cited Cases

Although the Bankruptey Code does not incorporate
the Internal 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. 11 US.C.A.
§8 TO7(bY2) AT, 1325(H).

[23] Bankruptcy 51 €=23705

51 Bankruptey
S1XVIII Individual Debt Adjustment
51k3704 Plan
51k3705 k. Claims and assets; propriety and
feasibility in general. Most Cited Cases

For purposes of the means test used in caleulating a
debtor's projected disposable income, if a debtor's actual
expenses exceed the amounts tisted in the Internal Revenue
Service's (IRS's) National and Local Standards tables, the
debtor may claim an allowance enly 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. 11 U.S.C.A.

§8§ 707(b)2UANGINI), 1325(b).
[24] Bankruptcy 51 €=3713

31 Bankruptey
SLXVIIT Individual Debt Adjustment
51k3704 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
US.C.A. § 1329(a)(1).

[25] Bankruptey 51 e-=°2264(1)

51 Bankruptcy
S1II Tie Case
SIIKEC) Voluntary Cases
51k2259 Dismissal
S51k2264 Proceedings; Motion or Sua Sponte

Action
51k2264(1) k. In general. Most Cited
Cases

Bankruptey 51 €-23705

51 Bankruptey
S1XVIII Individual Debt Adjustment
51k3704 Plan
51k3705 k. Claims and assets; propriety and
feasibility in general. Most Cited Cases

Bankruptey Code's means test deductions serve
merely to ensure that debtors in bankruptey can afford
essential items. 11 U.S.C.A. §§ TOZ(b)2XAMii)}I),

1325(b).

*719 Syllabus o

FN* The syllabus constitutes no part of the
opinion of the Court but has been prepared by the
Reporter of Decisions for the convenience of the
reader. See United States v. Detroit Timber &
Lumber Co., 200 U8, 321, 337, 26 S.Ct. 282, 50
L.Ed. 499,

Chapter 13 of the Bankruptey Code uses a statutory
formula known as the “means test” to help ensure that
debtors who can pay creditors do pay thesn, The means test
instructs a debtor to determine his “disposable income”-the
amount he has available to reimburse creditors-by de-
ducting from his current monthly income “amounts rea-
sonably necessary to be expended” for, infer alia,
“maintenance or support.” 11 U.8.C, § 1325(b}2)(A(Q).
For a debtor whose income is above the median for his
State, the means test indentifies which expenses qualify as
“amounts reasonably necessary to be expended.” As rele-
vant here, the statute provides that “[tJhe debtor’'s monthly
expenses shall be the debtor's applicable monthly expense
amounts specified under the National Standards and Local
Standards, and tite debtor's actual monthly expenses for the
categories specified as Other Necessary Expenses issued

© 2011 Thomson Reuters. No Claim to Orig, US Gov. Works,

000348 Bankruptcy



Page 6

131 8.Ct. 716, 79 USLW 4020, Bankr. L. Rep, P 81,914, 11 Cal. Daily Op. Serv. 459, 2011 Daily Journal D.A.R. 509,

22 Fla. L. Weekly Fed. S 737
(Cite as: 131 8,Ct. 716)

by the Internal Revenue Service [IRS] for the area in which
the debtor resides.” § 707(bX2)(AGI(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 alfowance 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 further state that a
taxpayer who has no car payment may not ¢laim an al-
lowance for ownership costs.

When petitioner Ransom filed for Chapter 13 bank.
ruptcy relief, he listed respondent (FIA) as an unsecured
creditor. Among his assets, Ransom reported a car that he
owns free of any debt, In determining his monthly ex-
penses, he nonetheless claimed a car-ownership deduction
of 8471, the full amowvnt 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 a 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 Bankmptey Court
denied confirmation of the plan. The Ninth Circuit Bank-
ruptey Appellate Panel and the Ninth Circuit afficmed,

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 Bankwptcy 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 Standard table only if that de-
duction is appropriate for him. And & 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
allowsance 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” carries meaning, as each word in a statute
should.

This reading draws support from the statute's context
and purpose. The Code initially defies a debtor’s dispos-
able income as his “current monthly income ... less
amounts reasonably necessary to be expended.* §
1325(b)(2). it then insiructs that such reasonably necessary
amounts “shall be determined in accordance with” the
means test. § 1325(b)3). Because Congress intended the
means test to approximate the debtor's reasonable expend-
ilures on essential items, a debtor should be required to
qualify for a deduction by actually incurring an expense in
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-related 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 “COwnership Costs™ category, and
titat 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 SOTOMAYQR, JJ.,
Jjoined. SCALIA, I., filed a dissenting opinion.
Christopher P. Burke, Las Vegas, NV, Daniel Lucid, Santa
Monica, CA, for Petitioner.

Deanne E. Maynard, Seth M, Galanter, Marc A, Hearron
Mortison & Foerster LLP, Washington, DC, Mark P.
Ladner, Larren 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 of the Court, supporting the
respondent.

For U.S, Supreme Court Briefs, see:2010 WL 3167315
(Resp.Brief)2010 WL 3518666 (Reply.Brief)

Justice KAGAN delivered the opinion of the Court.

Chapter 13 of the Bankiuptcy 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 US.C. § 1301 ef seq. To
determine how much income the debtor is capable of
paying, Chapter 13 uses a statutery formula 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 “dispesable income”-the amount
he has available to reimburse crediters. § 1325(h)(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 issue
precitde this result. A debtor who does not make loan or
lease payments may not take the car-ownership deduction.

I

A

[11[2] *Congress enacted the Bankruptcy Abuse Pre-
vention and Consumer Protection Act of 2005 (BAPCPA
or Act) to correct perceived abuses of the bankruptcy sys-
tem.” Milavetz, Gallop & Milavetz, P.A. v. United States,
559 U8, --ony wven 130 8.Ct. 1324, 1329, 176 .Ed.2d 79
(2010). In particular, Congress adopted the means
test-“[t]he heart of [BAPCPA's] consumer bankruptcy
reforms,” H.R.Rep, No. 109-31, pt. 1, p. 2 (2005) (here-
inafter ILR. Rep.), and the home of the statutory language
at issue here-to help ensure that debtors who can pay
creditors do pay them, See, eg., ibid. (under BAPCPA,
“debtors {will] repay creditors the maximum they can
afford™).

[3I[41[5](6][?1[8] In Chapter 13 proceedings, the
mesans test provides a formula 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
(bYH™ The statute defines “disposable income” as
“current menthly income™ less “amounts reasonably nec-
essary to be expended” for “maintenance or support,”
business expenditures, and certain charitable contributions,
§§ 1325(b)2)(AX(1) and (ii). For a debtor whose income is
above the median for his State, the means test 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 deterininations. See, e.g., Iu re Slusher,
359 B.R. 290, 294 (Bkricy.Ct.Nev.2007).

FN1. Chapter 13 borrows the means test from
Chapter 7, where it is used as a screening mech-
anism to determine whether a Chapter 7 pro-
ceeding is appropriate. Individuals who file for
bankruptcy relief under Chapter 7 liquidate their
nonexempt assets, rather than dedicate their fu-
ture incoine, 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)i). If the debtor cannot rebut the
presumption, the court may dismiss the case or,
with tite debtor's consent, convert it into a Chapter

13 proceeding. § 707(b)(1).

[9] Under the means test, a debtor calculating his
“reasonably necessary” expenses is directed to claim al-

© 2011 Thomson Reuters. No Claim to Orig. US Gov. Works.

000350 Bankruptcy



Page 8

131 8.Ct. 716, 79 USLW 4020, Bankr. L. Rep. P 81,914, 11 Cal. Daily Op. Serv. 459, 2011 Daily Journal D.A.R. 509,

22 Fla. L. Weekly Fed. § 737
(Cite as: 131 8,Ct. 716)

lowances for defined living expenses, as well as for se-

cured and priority debt. §§ 707(b}2)(A)(i)-(iv). As rele-

vant here, the statute provides:

“The debtor's monthly expenses shall be the debtor's
applicable monthly expense amounts specified under the
National Standards and Lacal 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)(2MAGD(I).

These are the principal amounts that the debtor can
¢laim 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. ™ 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,

EN2. The National Standards designate allow-
ances for six categories of expenses: (1) food; (2)
housekeeping supplies; (3) apparel and services;
(4) personal care products aud services; (5)
out-of-pocket health care costs; and (6) miscel-
laneous expenses, Internal Revenue Manual §
5.15.1.8 (Oct. 2, 2009), hitp:// www., irs. gov/ irn/
part 5/ irm_ 05- (15- 001. himl# d0e1012 (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: (1) housing and utilities; and (2)
{ransportation. /d, § 5.15.1.9.

The Local Standards include an allowance for trans-
portation expenses, divided into vehicle “Ownership
Costs” and vehicle “Operating Costs.” ™2 At the time
Ransom filed for bankruptey, the “Ownership Costs” table
appeared as follows:

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.

Ownership Costs

First Car

Sccond Car

National $471

$332

App. to Brief for Respondent 5a. The Collection Fi-
nancial Standards explain that these ownership costs rep-
resent “nationwide figures for menthly loan or lease pay-
ments,” #d, at 2a; the mumerical 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-
struct 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.” bid.

B
Ransom filed for Chapter 13 bankruptey relief in July
2006. App. 1, 54. Among his liabilittes, Ransom itemized
over §82,500 in unsecured debt, including a claim held by
respondent FIA Card Services,* N.A. (FIA). Id., at 41,
Among his assets, Ransom listed a 2004 Toyota Camry,
valued at $14,000, which he owns free of any debt. /., at

38,49, 52,

For purposes of the means test, Ransom reporfed in-
come of $4,248.56 per month. Id, at 46. He also listed
monthly expenses totaling $4,038.01, /d, 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 & separate deduction of $338 for car-operating costs.
Ibid. Based on these figures, Ransom had disposable in-
come of $210.55 per month. fd., at 53,

Ransom proposed a S-year plan that would reswit 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. Id., 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. /., at 67. FIA noted that without
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this allowance, Ransom's disposable income would be
$681.55-the $210.55 he reported plus the $471 he deducted
for vehicle ownership. Id., at 71. The difference over the 60
months of the plan amounts to about $28,000.

C
The Bankruptey 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.

Ransem appealed to the Ninth Circuit Bankruptey
Appellate Panel, which sffirmed. Jn re Ransom, 380 B.R.
799, 808-809 (2007). The panel reasoned that an “expense
famount] 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, “[Wlhat is important,” the panel
noted, “is the payments that debtors actually make, not
how many cars they own, because [those] payments ... are
what actually affect their ability to” reimburse unsecured
creditors. Ihid,

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 atlow a debfor to deduct an ‘ownership cost” ...
that the debtor does net have.” fd., at 1030. The court
observed that “[aln ‘ownership cost’ is not an ‘ex-
pense’-either actual or applicable-if it does not exist, pe-
riod.” Ibid.

We granted a writ of certiorati to resolve a split of
authority over whether a debtor who does not make loan or
lease payments on his car may claim the deduction for
vehicle-ownership costs. 559 U.S. ----, 130 $.Ct, 2097, 176
L.Ed.2d 721 (2010).™ We now affirm the Ninth Circuit's
judgment,

EN4. 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)
(permitting the allowance), In re Tate, 571 F.3d
423, 424 {(C.AS 2009) (same), and In re
Ross-Tousey, 549 F.3d 1148, 1162 (C.A.7 2008)
{same). The question has also divided bankruptey
courts. See, e.g., Inre Canales 377 B.R. 658, 662
{Bkatcy.Ct.C.D.Cal.2007) {citing dozens of cases

reaching opposing results).

I

[10]{11] Our interpretation of the Bankruptey Code
starts “where all such inguiries must begin: with the lan-
guage of the statute itself” *724United States v. Ron Pair
Enterprises, Inc., 489 U.S. 235, 241, 109 5.Ct. 1026, 103
L.Bd.2d 290 (1989). As noted, the provision of the Code
central to the decision of this case states:

“The 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 by the [IRS] for the

area in which the debtor resides.” § 707(b)2)(AMii)(I).

The key word in this provision is “applicable”; A
debtor may claim not all, but only “applicable” expense
amounts listed in the Standards, Whethet Ransom may
claim the $471 car-ownership deduction accordingly turns
on whether that expense amount is “applicable” to him.

[12][13] Because the Code does not define “applica-
ble,” we look to the ordinary meaning of the term. See,
e.g., Hamilton v. Lanning, 560 U8, - --—- 130 8§.Ct.
2464, 2471, 177 1..Ed.2d 23 (2010). “Applicable” means
“capable of being applied: having relevance” or “fit, suit-
able, or right to be applied: appropriate.” Webster's Third
New International Dictionary 105 (2002). See also New
Oxford American Dictionary 74 (2d ed.2005) (“relevant or
appropriate™); 1 Oxford English Dictionary 575 (2d
ed.1989) (“[clapable 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 {it) is most natu-
rally understood to be its correspondence to an individual
debtor's financial circumstances. Rather than authorizing
all debtors to take deductions in all listed categorics,
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 deduction 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 debfor'’s applicable
monthly expense amounts,” § 707(b)(2)(A)(ii)(]) (empha-
sis added)-in other words, the expense amounts applicable
{(appropriate, etc.) to each particular debtor. Identifying
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these amounts requires looking at the financial situation of
the debtor and asking whether a National or Local Stand-
ard table is relevant to him,

[14] 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 term “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. Asheroft, 543 U.8. 1,12, 125
S.Ct. 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}16] This reading of “applicable” also draws
support from the statutory context. The Code initially
defines & debtor's disposable income as his “current
monthly income ... less amounts reasenably necessary to
be expended.” § 1325(b)(2) (emphasis added). The statute
then instructs that “[almounts reasonably necessary to be
expended ... shall be determined in accordance*725 with”
the means test. § 1325(b)(3). Because Congress intended
the means test to approximate the debtor's reasonable ex-
penditures on essential items, a debtor should be reguired
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 duting his plan, an allowance to cover
that cost is not “reasonably necessaty” within the meaning
of the statute B

ENS. This interpretation also avoids the anoma-
lous result of granting preferential treatinent 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 §8 1325(b}2) and (3). If a be-
low-median-income debtor cannot take a deduc-
tion for a nonexistent expense, we doubt Con-
gress meant to provide such an allowance to an
above-median-income debtor-the very kind of
debtor whose perceived abuse of the bankruptey
system inspired Congress to enact the means test.

[17] Finally, consideration of BAPCPA's purpose
strengthens our reading of the terin “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 the statutory text, to reflect a debtor's
ability to afford repayment. Cf Hamilton, 560 U.8,, at ----,
130 8.Ct., at 2475-2476 (rejecting an interpretation of the
Bankmptey Code that “would 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 vsed 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 deduction for vehicle “Cperating
Costs,” which include payments for “[v]ehicle insurance,
... maintenance, fuel, state and local registration, required
inspection, parking fees, tolls, [and] driver's license.” [n-
ternal Revenve Manual §§ 5.15.1.7 and 5.15.1.8 (May 1,
2004), reprinted in App. to Brief for Respondent 16a, 20a;
sce also IRS, Collection Financial Standards (Feb. 19,
2010), http:// www. irs. gov/ individuals/ article/ 0,, id=
96543, 00. html. ¢ 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 ownership, as
an “Other Necessary Expens{e],” for which a
debtor may take a deduction. See App. to Brief for
Respondent 26a; Brief for United States as Awmi-
cus Curice 16, 1. 4.

[22] 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 Brief for Respondent
3a; see supra, at 722, Although the statute 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
determing 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 statutory 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, 22

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 IR8'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
petsuasive (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.

111
Ransom's argument to the contrary relies on a differ-
ent interpretation of the key word “applicable,” an objec-
tion to owr 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 understanding 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 corresponds 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 of the “Ownership Costs” table ($471); if he had a
second vehicle, the amount in the second column ($332)
would also be “applicable.” On this approach, the word
“applicable” serves a function wholly internal to the tables;
rather than filtering out debtors for whom a deduction is
not at all suitable, the term merely directs each debtor to
the cotrect box (and associated dollar amount of deduc-
tion) within every table.

This alternative reading of “applicable” fails to 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
naturally read, would direct each debior to logate the box in
every table corresponding to his lecation, income, family
size, or number of cars and to deduct the amount stated. In
other words, the language would insiruct 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 the tables from those who are not. Further,
Ransonm's reading of “applicable” would sever the con-
nection between the means test and the statutory 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 finally, 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 test's distinction be-
tween “applicable” and “actual” expenses-more fully
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stated, between the phrase “applicable monthly expense
amounts” specified in the Standards and the phrase “aetual
monthly expenses for ... Other Necessary Expenses.” §
20BN AXIN]) (emphasis added). The latter phrase
enables a debtor to deduet his actual expenses in particular
categories that the IRS designates relating mainly to tax-
payers' health and welfare. Internal Revenue Manual §
S.A5.L.10(1), http:/ www. irs. gov/ i/ part 5/
irm_05-015-001.html# d0el381. According to Ransom,
“applicable” cannot mean the same thing as “actual,” Brief
for Petitioner 40. He thus concludes that “an ‘applicable’
expense can be claimed [under the means test] even if no
‘actual’ expense was incurved.” Jhid.

(23] Our interpretation of the statute, however, equally
avoids conflating “applicable” with “actual” costs. Alt-
hough the expense amounts in the Standards apply only if
tile debtor incurs the relevant expense, the debtor's
out-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, vather than
for his real expenditures. ™ For the Other Necessary Ex-
pense categories, by contrast, the debtor may deduct his
actual expenses, no matter how high they are. N2 %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 B.R, 762, 765

Bkrtey.Ct.E ). Wis,2007), rev'd, 549 F3d 1148 (C A7

2008).

FN8. The parties and the Solicitor General as
amicns cuvige dispute the proper deduction for a
debtor who has expenses that are Jower 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 Govermment concurs with this view, pro-
vided (as we require) that a debtor has seme ex-
pense relating to the deduction. See Brief for
United States as Amiicus Curige 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-
penditutes. See post, at 731 - 732 (noting allow-
ances for “actual expenses” for care of an elderly
or chronically ill household member, §
TO7(bM(AXii)(IT), and for home energy costs, §
ZOTMAANGDYYD).

Finally, Ransom's reading of “applicable” may not
even answer the essential question: whether a debtor may
claim a deduction. “[Clonsult{ing] the table[s] alone” to
determine 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.*™= See In re
Kimbro, 389 B.R. 518, 533 (6th Cir. BAP 2008) (Fulton, J.,
dissenting) (“[Olue 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.

IFN10. 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 las 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 amounts in the table
represent average automobile loan and lease
payments nationwide (with all other car-related
expenses approximated in the separate “QOperat-
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ing Costs” table). See supra, at 725 - 726, Ran-
som himself concedes that not every debtor falls
within the terms of this table; ke 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 corners 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 Cosis.”

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 shafl not
include any payments for debts.” § 707(b)(2)(AXii)(]). The
car-ownership deduction cannot comprise onfy loan and
lease payments, Ransom contends, because those pay-
ments are ahvays debts. See Brief for Petitioner 28, 44-45,

Ransom ignores that the “notwithstanding” sentence
governs 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 former with the latter
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 patticular IRS allowange, B 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.

FN11. Because Ransom does not make payments
on his car, we need not and do not resolve how the
“notwithstanding” sentence affects the wvehi-
cle-ownership deduction when a debtor has a loan
or lease expense. See Brief for United States as
Amicns Curiee 23, n. § (offering altemative views
on this question); Tr, of Oral 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 oue his reading creates:
Ilis interpretation, as we have explained, would frustrate
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, thus retaining an ownership deduction which they
would lose if they filed just after making their last pay-
ment,” Brief for Petitioner 54. Indeed, a debtor with only a
single car payment remaining, Ransom notes, is eligible to
claim a monthly ownership deduction, /., at 15, 52,

[24] But this kind of oddity is the inevitable result of a
standardized formula fike the means test, even more under
Ransom's reading than under ours. Such formulas are by
their nature over- and under-inclusive. In eliminating the
pre-BAPCPA case-by-case adjudication of
above-median-income debtors' expenses, on the ground
that it leant itself to abuse, Congress chose fto tolerate the
occasionai peculiarity that a brighter-line test produces.
Aud 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 of loan
or lease costs. On Ransom's view, for example, a debtor
entering bankruptey might purchase for a song a junkyard
car-“an old, rusted pile of scrap metal [that would] silt] on
cinder blocks in his backyard,” In re Brown, 376 B.R. 601,
607 (Bkrtey.Ct.8.D.Tex.2007)-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 payment 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 amount the debtor must
repay. See 11 U.S.C. § 1329(a)(1).

[25]1 Ransom next contends that denying the owner-
ship allowance to debtors in his position “sends entively the
wrong message, namely, that it is advantageous to be
deeply in debt on motor vehicle loans, rather than to pay
them off.” Brief for 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 argnment
mistakes wiat 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 bankruptey can afford essential
items. The car-ownership allowance thus safeguards a
debtor's ability to retain a car throughout 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 car
fiee 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.” /d, at 52. In essence, Ransom seeks an
emergency cushion 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)(1); see also supra, at 729,

v

Based on BAPCPA's text, context, and purpose, we
hold that the Local Standard expeuse amount for trans-
portation “Qwnership Costs” is not “applicable” to a
debtor who will not incur any such costs during his bank-
ruptcy plan. Because the “Owmership 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 of the Ninth Circuit.

It is 50 ordered.

Justice SCALIA, dissenting.

I would reverse the judgment of the Ninth Circuit. 1
agiee with the conclusion of the three other Comts of
Agppeals to address the question: that a debtor who owns a
car fiee 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); /n 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 _11.8.C. § 707(b)y2M A 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 delingquent tax liability,” App. to Brief for Re-
spondent Ia. That directive says that “{i]fa taxpayer has no
car payment,” the Ownership Cost provisions of the Local
Standards will not apply. /d, at 3a.

That directive forms no part of the 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
Bankruptey Code, The Court believes, however, that un-
less the IR8'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.” ™ Anfe, at
724 (quoting Leocal v. Asheroft, 543 U.8, 1,12, 125 8.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, one
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 understood. 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 Duffiva 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 comimon) to say “ac-
cording to the applicable provisions of the attached table.”
That seems to me the fairest reading of “applicable
monthly expense amounts specified under the National
Standards and Local Standards.” That is especially so for
the Ownership Costs portion of the 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

© 2011 Thomson Reuters. No Claim to Orig. US Gov. Works.
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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 elaim a
deduction for ane 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 uwnder 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 honsehold member:
“[Tlhe 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 U.8.C. § 707(b)Y2)(AMii)(IL) (emphasis added).

Elsewhere as well, the Code makes it very clear when
prescribed deductions are limited to actual expenditures.
*7328ection TOT(LU2WANI)D) 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.”
§ 70HBI2IANGN(Y). Given the clarity of those limita-
tions to actual outlays, it seems strange for Congress to
limit the car-ownership deduction {o 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 B

FN* The Court protests that [ 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.” dare, 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 1 ¢an imagine
no basis for consulting them wunless Congress
meant them to be consulted, which would mean
they are incorporated. And without incorporation,
they are at odds with the statutory language,
which otherwise 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 wito owes no payments on his car nonetheless gets
the operating-expense allowance. 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 a junkyard car for a song plus a $10 promissory note
payable over several years. Ile would get the full owner-
ship expense deduction.

Thus, the Court's interpretation does not, as promised,
maintain “the connection between the means test and the
statutory provision it is meant to implement-the authori-
zation of an allowance for (but only for) ‘reasonably nec-
essary’ expenses,” anfe, at 727. Nor do [ think this diffi-
culty is eliminated by the dews ex machinag of 11 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 amount the debtor must repay,” ante, at 729. Apari

© 2011 Thomson Reuters. No Claim to Orig. US Gov. Works.
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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-BAPCPA
case-by-case adjudication of above-median-income debt-
ors' expenses,” gnte, 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 oaly so
long as monthly payments were due.

The reality is, to describe it in the Court's own terms,
that accasional overallowance (or, for that matter, un-
deraltowance) “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-
€8.”*733 Ibid. Our job, it seems to me, is not to eliminate
or reduce those “oddit [ies),” #bid., but to give the formula
Congress adopted its fairest meaning. In iy 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 of those is applicable.

11.8,,2011.

Ransom v, FIA Card Services, N.A.,

131 8.Ct. 716, 79 USLW 4020, Bankr. L. Rep. P 81,914,
11 Cal. Daily Op. Serv. 459, 2011 Daily Journal D.AR.
509, 22 Fla, L. Weekly Fed. § 737

END OF DOCUMENT

© 2011 Thomson Reutets. No Claim to Orig. US Gov. Works,
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pend only on the size of the event and the
nature of the facilities involved in it (a
handstand, stage, tents, and so forth}”),
affd on other grounds, 534 U.S. 316, 122
S.Ct. 775, 151 L.Ed.2d 783 (2002). In-
stead, the oxrdinance requives the purchase
of insurance even if, as could well be the
case, the insarance 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. City of
Santa Monica (“Food Not Bombs ™), 450
F.3d 1022, 1049-52 (9th Cir.2006) (Berzon,
J., dissenting in part); 4d (citing cages
invalidating insurance reguirements for
public forum permits as content-hased).

I fully expressed this view, however, in
Food Not Bombs, but did not prevail. The
Food Not Bombs majority did not ac-
knowiledge the substantial case law sup-
porting my conclusion, and did not consid-
er the likelihood that insurance premiums
would, like the fees set in Forsyth County
v. Nationalist Movement, 605 U8, 123,
134, 112 8.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, T 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 unrestrieted insar-
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 narrowly tailored,
Insurance companies typically set premi-
ums by first determining the risk of loss.
Nothing in the Long Beach ordinance
waould prevent any issuer from taking into
account, in assessing the risk of loss and

then setting the premium for event insur-
ance accordingly, the very considerations
we conclude make the indemnity provision
insufficiently narrowly tailored. More-
over, an insurance lequirement demands
up front payment even if the insured rigk
never eventuates, making it even less nar-
rowly failorved, and more likely to discour-
age communicative activities in public fora
than an indemnity requirement.

I nonetheless concur, as I agree with
Judges Fletcher and Pregerson that there
is no difference of principle hetween the
ingurance requirement in this case and the
one in Food Not Bombs.

w
o %II" RUREER $7S1EM.

In re Scott Lee EGEBJERG, Debtor.
Scott Lee Egebjerg, Debtor-Appellant,

AL

Peter C, Anderson, United States
Trustee, Trustee-Appellee,

No. 08-55301,

United States Cowrt of Appeals,
Ninth Circuit.

Arpued and Submitted Mareh 12, 2009,
Filed May 29, 2009,

Amended Aug. 3, 2009,
Background: United States Trustee
(UST) moved to dismiss debtor’s bank-
raptey petition as an abuse of Chapter 7.
The United States Bankruptey Cowrt for
the Central Distriet of California, Geral-
dine Mund, J., dismissed petition. Debtor
appealed.

Holdings: After granting debtor’s petition

for divect 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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tirement account cannot be deducted in
performing Chapter 7 means test;

(2) as an issue of first impression, pay-
ments made by debtor on lean taken
from retirement account were not de-
ductible under means test as “other
necessary expense”; and

(8} debtor’s repayment of lean taken from
his retirement account did not estab-
lish “special circumstances” rebutting
presumption of abuse.

Affirmed.

1. Bankruptcy ¢=378%
Cowt of Appeals reviews the bank-
ruptey court’s legal conclusions de novo,

2. Bankruptey ¢=2021,1, 2826
As used in Bankruptey Code, terins

"debt” and “claim” are coextensive. 11
USB.C.A § 101(5, 12).

3. Bankruptey <=2021.1

Debtor’s obligation to repay a lean
from hig or her retirement account is not a
“debt” under the Bankruptcy Code. 11
US.C.A. § 101(12).

See publication Words and Phras-
es for other judicial constructions
and definitions,

4, Bankrnpicy ¢=2264(1)

Since debtor’s obligation to repay loan
from retivement account is not a “claim” or
*debt” under the Bankiruptey Code, debtor
may not deduct payments on such loans as
monthly payment “on account of secured
debts” in performing means fest under
Chapter 7 for determining whether pre-
sumption of abuse exists. 11 US.C.A.
§ 101(5, 12), T0T(h)(Z2HA)Gii).

See publication Words and Phras-

es for other judicial constructions
and definitions.

5. Statutes &=212.1

Cowrt presumes that when Congress
lepislates, it is aware of past judicial inter-
pretations and practices.

574 FEDERAL REPORTER, 3d SERIES

6. Statutes €195

Cowrt presumes that if Congress in-
cludes particular language in one section of
a statute but omits it in another, Congress
acted intentionally in that exclusion.

7. Bankruptey €=2264(1)

Payments made by Chapter 7 debtor
on loan taken from his retirement plan
were not deduetible 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-
penges allowed elsewhere under IRS list.
11 U.8.C.A. § TOT(b)(2)(A)ii).

8. Bankruptcy €=2264(1)

Debtor's repayment of loan taken
from his retivement account did not estab-
lish “special circumstances” rebutting pre-
sumption of sbuse of Chapter 7 arising in
debtor’s case under means test where
debtor’s only explanation for loan was that
he was attempting to pay off bills in hope
of avoiding bankruptey, 11 UB.CA,
§ T0T(b)2XMB).

Sec publication Words and Phras-
es for ather 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-
ruptey Court for the Central District of
California, Geraldine Mund, Bankruptey
Judge, Presiding. BK No, 8V 06-12502-
GM.

Before: HAWKINS, MARSHA 8.
BERZON and RICHARD R. CLIFTON,
Cirenit Judges.

ORDER AND AMENDED OPINION

ORDER

The Opinion filed on May 29, 2009, and
reported at 2009 WL 1492138 (8th Cir.
May 29, 2009), is replaced by the Amended
Opinion filed concarrently with this Order,

OPINION

MICHAEL DALY HAWKINS, Cireuit
Judge:

In this direct appeal from the bank-
ruptey court, Scott Lee Egebjerg ("Egeb-
jerg”) challenges the bankruptey comrt's
dismissal of his Chapter 7 petition for
abuse under 11 U.S.C. § 707(b)(3). In an
issue of first impression in this civewit un-
der the Bankruptey Abuse Prevention and
Consumer Frotection Aet of 2005
(“BAPCPA”), we consider whether a debt-
or's repayment of a 401(k) loan consti-
tutes a “monthly payment on account of
secnred dehts” or an "[olther [n]ecessary
[e]lxpense” that ean be deducted from a
debtot’s monthly income for purposes of
caleulating the debtor’s disposable month-
ly income under § 707(b)(2). Because we
conclude it is not, the debtor's filing in
this case was preswmptively abusive under

1. EBgebjerg's estimated monthly disposable in-
come on the amended schedule was $170.31,
less a $155 deductlon for the dilference be-
tween his aclual rent and the applicable
monthly rent expense specilied in the IRS's
Housing and Utility Standards, which debtors
are required to use for means les! purposes.

the “means test” of § 707(b)2). We
therefore affirm the bankruptey court's
dismissal of hig Chapter 7 petition.

FACTS AND PROCEDURAL
HISTORY

Egehjerg filed a voluntary Chapter 7
bankruptey petition on December 31, 2006.
At the time, he had been employed by
Ralph’s grocery store for twenty-seven
years and earned a gross income of
$6,115.56 per month. Egebjerg was single
with no asgets. His only secured property
was an automobile he used for work and a
timeshare. He had unsecured consumer
deht, of about $31,000.

Approximately two years before he filed
for bankruptey, Egebjerg had taken a loan
from his 401(k) plan, The plan automati-
cally deducted $783.90 from his paycheck
each month to repay this loan, which was
scheduled to be fully vepaid by September
2008. According to Egebjerg's amended
gchedule of necessary expenses (in which
he included the 401{k) repayment), he was
left with a monthly disposable income of
$15.31.}

The U.S. Trustee moved to dismiss
Egebjerg's Chapter 7 petition, arguing
that Egehjerg had improperly included the
401(k) repayment in hiz 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
“meang test” of § TOT(b)2). The Trustee
further argued that even if the presump-
tion of abuse did not arise under
§ TOT(h)(2}, the court should still dismiss
the case hecause, under the totality of the

Egebjerg listed this rent differential as a nec-
essary “Other Expense[]1” on line 56 of his
amended means test form. The government
does not challenge this deduction and we
express no opinion on its propriety. Instead,
we assume, without deciding, that the deduc-
tion was proper.
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circumstances, Egebjerg had suofficient
means to repay a meaningful portion of his
debts, especially once his 401(k) loan was
repaid,

The bankruptey court rejected the Trus-
tee’s first argument, concluding that the
401(%) loan was a “secured debt” and could
be deducted from income for purposes of
the means test. By including this figave,
no presumption of abuse arose under
§ 107(b)(2).

Still, agreeing with the Trustee on the
totatity of the circumstances ground, the
bankruptey court dismissed the Chapter 7
petition under § TOT()(3), noting that, at
the time of the court's order in June 2007,
the 401(k) loan wonld be repaid in just
over a year, leaving §525 a month to repay
unsecuvred creditors. The cowrt 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 debtor converted
to a Chapter 13 within ten days, which
Egehjerg did not do.

Egebjerg filed a notice of appeal and
requested that the bankiruptey court enter
an erder certifying the decision for divect
appeal pursuant to 28 U.8.C. § 158(d)(2).
The bankruptey 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 BAPCPA, there was a presump-
tion “in favor of granting the relief re-
quested by the Debtor 11 US.C,
§ 707(b) (2004), This presumption could
be overcome if the court found that “grant-
ing of relief would be a substantial abuse”
of Chapter 7. Id (emphasis added).

574 FEDERAL REPORTER, 3d SERIES

Courts looked to the "iotality of the eir-
cumstances” to make this substantial
abuse determination. In 7re Price 363
F.3d 1136, 1130-40 (9th Cir.2004).

BAPCPA produced a sea change,
There is now no preswmption favoring
Chapter 7 relief, but an emphasis on re-
paying creditors as much as possible.
H.R.Rep. No. 109-31, pt. 1 at 2 (2005),
reprinted in 2006 U.S.C.C.AN. 88, 89.
BAPCPA introduced a mathematical for-
muta, commonly referred to as the “means
test,” to determine whether a debtor’s fi-
nancial eircumstances create a presump-
tlon against granting relief ander Chapter
7. 11 US.C. § T0UbX2) (2008). A pre-
sumption of abuse may be rebutted if the
debtor demonstrates “special eiveum-
stances” such as “a serious medical condi-
tion or a call or order to active duty in the
Armed Forces.” § T07(b}2)(B). Even if a
debtor’s financial sitnation does not ereate
a preswimption of abuse (or if the presump-
tion is rebutted), the bankruptey court
may still dismiss the petition if the debtor
filed the petition in bad faith or if the
“totality of the circumstances” demon-
strates “abuse” of Chapter 7. § T07(b)(8);
Blousey v. US. Trustee, 552 T'.3d 1124,
1127 n. 1 (9th Cir.2009).

[11 This case potentially implicates
both § 707(b)(2) and § T07(b)3). However,
because the statute is framed to consider
the presumptive abuse guestion first, and
resorts to the totality of cireumstances
analysis only if the debtor survives the
means test, we have chosen to address the
proper interpretation of § T0T(b)(2) first.
We review the bankruptey court's legal
conclusions de novo, Fr ve Fowler, 304
F.3d 1208, 1212 (9th Cir.2005).

II. Presumption of Abuse wunder

§ 707(b)(2)
A, Secured Debt

[2]1 In caleulating the debtor’s enrrent
monthly income, § T07(b}2) permits the
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debtor to deduet “the average monthly
payments on account of secured debfs.”
§ T07(h)(2XA)(iD) (erphasis added). In the
Bankruptey Code, the term “debt” means
“lability 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” ave coextensive, “flip
sides to the same coin” In 1¢ Rifkin, 124
B.R. 626, 628 (Bankr.E.D.N.Y.1991);
S.Rep. No. 989, 95th Cong.2d Sess, 23
(1978), reprinted in U.S.C.C.AN. 5787,
5809. Therefore, Egebjerg’s 401(k} loan
constitutes a “debt” only if the plan admin-
istrator has a “claim” for repayment.

[3] We join the vast majority of courts
in holding that the debtor's obligation to
repay a loan from his or her retirement
account is not a "debt” under the Bank-
ruptey Code. See, eq, fn re Villarie, 648
F.2d 810 (2d Cir.1981) (loan drawn on em-
ployee’s contributions to retirement sys-
tem not a “deht” because plan has no right
to sue a member for the amount of the
advanee, it is simply offset against future
benefits); Belen v. Adams, 403 B.R. 396,
2009 WL 605270, *3 (N.D.Miss.2009) (vast
majority of eowrts have held a debtor's
obligation to repay retirement account loan
is not a “debt” under the Code); Fisen v
Thompson, 370 B.R. 762, 769 (N.D.Chio
2007y (majority view is that retirement
plan loans are not secured debts); In re
Esguivel, 239 BR. 146, 162 (Bankn
E.D.Mich.1998) (“clear consensus” that
korrowing from vetirement aceount does
not give rise to either secured or unse-
cured “claim” under the Banlauptey
Code); see also McVay v. Otero, 371 B.R.
190, 195 (W.D.Tex.2007); In ve Fulton, 211
B.R. 247, 264 (Bankr.3.D.Ohio 1997); In ¢
Seott, 142 B.R, 126, 131-32 (Bankr.E,D.Va.
1992); In re Jones, 138 B.R. 536, b37-38
{Bankr.3.D.Ohio 1991),

The reasoning behind these decisions is
straightforward. Egebjerg’s obligation is
essentially a debt to himself--he hag bor-
rowed his own money. In re Smith, 388
B.R. 885, 887 (Bankr.C.D.INL2008); see
also MceVay, 371 B.R. at 197 {(collecting
cases). Epgebjerg contributed the money
to the account in the first place; should he
fail to repay himself, the administrator has
no personal recourse against him. fn ve
Villarie, 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 e
Mowris, 384 B.R, 236, 238 (Bankr.W.D.Mo.
2008); ses also Mullen ». United Stales,
696 F.2¢ 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 7e
Smith, 388 B.R. at 888 ("Nonpayment
comes with lability for income taxes and
penalties, but non-payment is a valid, law-
ful alternative.”).

As succinetly explained by one district
court:

Retirement plan loans are qualitatively
different than secured debts such as
home mortgages and car loans. The
retivement plan adwinistrator does not
loan the plan parttcipant the administra-
tor’'s money. It simply deducts the re-
quested loan amount from the partici-
pant's own account, and credits the Joan
payments and interest hack to the par-
ticipant's account. If the participant 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 participant
must treat this deduction as a distribu-
tion which is taxable as income to the
participant in the default year. The
participant may also be subject to an
early withdrawal penalty. But, the plan
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administrator has no right to payment
under the Bankruptey Code,
Thonipson, 370 B.R. at T68 n. 10.

[4] Because the debtor’s loan repay-
ment obligation is not a “claim” or “debt”
under the Bankruptcy Code, the debtor
may not include payments on such loans as
a deduction for purposes of the means test
under § T07(b}2). Ses e.g, In re Smith,
388 B.R. at 888; It 1e¢ Mownis, 384 B.R. at
237-38; MeVay, 371 B.R. at 203; Thomp-
son, 370 B.R. at 768-72. This conclusion
under BAPCPA is not only supported by
the definitions of “claim” and "“debt” within
the Code, but also by two basic canons of
statutory construetion.

[5] First, we presume that when Con-
gress legislates, it is aware of past judicial
interpretations and practices, See Dewsn-
up v Timm, 502 U.S. 410, 419, 112 S.Ct.
773, 116 L.Fd.2d 903 (1992). (“When Con-
gress amends the Bankruptey 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,” Thompson, 370 B.R.
at T71; see alse In re Mowris 384 B.R. at
238 ("The overwhelming majority 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 elaim or debt under the Code, and
the court must agsume that Congress was
aware of this judicial interpretation when
it enacted BAPCPA.”),

[6] Second, we also presume that if
Congress includes particular language in
one section of a statute but omits it in
another, Congress acted intentionally in
that exclusion, KP Permanent Make-Up,
Ine, v. Lasting Impression I, Inec, 543
U.8. 111, 118, 125 S.Ct. 542, 160 L.Ed.2d
440 (2004). Here, in BAPCPA, Congress

expressly gave Chapter 13 debtors the
ability to deduct 40i(k) payments from
their  disposable income ealeulation,
§ 1322(f), but did not include any similar
exemption for Chapter 7 debtors. Con-
gress also added a section which provides
that the automatic stay does not apply to
automatic deductions to repay a vetire-
ment plan loan, but expressly stated that
the provision shall not be construed to
provide that such 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(f)—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 deduected in Chap-
ter 7. In v¢ Turner, 376 B.R, 370, 376
(Bankr.D.N.H.2007).

Although Egehjerg contends that this
construction creates anomalous results,
“ltlhe explanation for the lack of such a
provision in section T07 is that Congress
intended to steer many would-be Chapter
T debtors toward Chapter 13.” Id. As one
court explained;

First, 401(k) loan repayments are finite;

a loan will eventually be paid off. See-

ond, a Chapter 13 case is prospective,

2., it encompasses a debtor’s current

and futwre finaneial eirenmstances for a

period of three to five years .... Ex-

cluding 401(k) loans from the means test
evidences & “wait and see” approach
that would channel debtors with such
expenses into the longer peviod of hank-
ruptey supetrvision of Chapter 13 rather

than the relatively short tenure of a

Chapter 7 case, notwithstanding that do-

ing so wmight result in a zero payment

plan. However, becauge, as here, 401(k)

loans might be paid off within the com-

mitment period of a Chapter 13 case, the
ability to increase the monthly plan pay-
ment would direct newly available funds
to creditors. SBuch an approach serves
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both the Congressional intent to protect
retirement contributions and “ensure
that debtors repay creditors the maxi-
mum they can afford,” a primary goal of
BAPCPA.
In re Lenton, 368 B.R. 651, 660 (Banky,
E.D.Penn.2006).

B, Other Necessary Expense

[7]1 In addition to maintaining that his
401(k) loan to himself is a "secured debt,”
Egehjerg also contends that his lean re-
payments are an ‘other necessary 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-
epories specified as Other Necessary Ex-
penses issued by the Internal Revenue
Service.” 11 U.8.C. § T0TM(E)A)(). In
turn, the Internal Revenue Manual
("IRM”) lists fifteen categories of expenses
which may be considered necessary under
certain cirewnmstances, such as child cave,
education and cowt-ordered payments
such as alimony and child support. IRM
§ 5.15.1.10.

The IRM list of categories appears to be
nonexhanstive. 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 or
her family or [provide] for the production
of income.”). However, some bankruptey
courts have held that this ligt is exhaustive
for purposes of the bright-line means test,
because, by the plain language of
§ T0T(EXA)I), Congress expressly
limited a debtor’s deductions for other ex-
penses to “Che cotegories specified ” by the

2. Egebjerg does not actually provide his age.
He states only that “{slince he has been em-
ployed with Kroger for 27 years he is not

Internal Revenue Service, See fn re Tur-
ner, 376 B.R. at 376; I ve Larg, 347 B.R.
198, 204 (Bankr.N.D.Tex.2006); In e
Movrdis, 2007 WL 2062903, *2 {Bankr.
E.D.Mo.2007); In ve Whitaker, 2007 WL
2156397, *4 (BankeN.D.Ohio 2007), Other
courts have looked beyond the enumerated
categories and considered the applicability
of IRM § 5,15.1.10(1)’s “necessary expense
test” on a case-by-case basis. See In e
Mowris, 384 B.R. at 238-39; In e Lenton,
358 B.R. at 658.

We need not resolve this dehate in this
case, however, because we conclude that
under either interpretation, Egebjerpg's re-
payment of his 401(k) loan does not qualify
as an "Other Necessary Expense.” Such
payments do not fit within any of the
IRM’s listed categories., Ses eg, In e
Barraza, 346 B.R. 724, T30 {(Bankr.
N.D.Tex.2006) (rejecting argument that re-
paymenf could be considered an “involun-
tary deduction” because it is not a condi-
tion of the debtor's employment); see also
In re Lenfon, 368 B.R. at 657-68 (same),
As discussed above, the 401(k) loan repay-
ments themselves are voluntary in the
sense that Egebjerg can simply ask the
loan administrator to treat hig outstanding
loan balance as an early withdrawal 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 approaching retivement and his 401(k)
plan is his only significant asset? But
even if we were to look beyond the speci-
fied categories to consider the more gener-
al “necessary expense test” in the IRM,

someone who is many years [rom relire-
ment."”
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401(k) repayments are simply not of the
same kind and character as those expenses
allowed elsewhere under § 5.15.1.10. For
example, dependent care expenses (for
care of the elderly or handicapped) are
permitted only if there is no alternative to
paying the expense, and “[e]ducation”
costs are necessary expensges only if they
are “required for a physically or mentally
challenged child and no public edueation
providing similar services is available,” or
if they are “required as a condition of [the
debtor’s] employment.” Id, We also note
that the IR guidelines themselves provide
that “[clontributiong to voluntary retive-
ment plans are not a necessary expense.”
IRM § 5.15.1.23; se¢ also In ve Lenion,
368 B.R. at 658 (“(ilf future voluntary con-
tributions to the 401k plan are not neces-
gary expenges, it iz hard to argue that the
replenishment of past voluntary contribu-
tions to the 401k account by repaying
loans i3 a necessary expense,"}.?

Arguing to the contrary, Egebjerg cites
Hebbring v United Stotes Trustee, 463
F.3d 902 (9th Cir.2008), In ve Hill, 828
B.R. 490 (Bankr.8.D.Tex.20058), and I'n ve
Vansickel, 303 B.R. 189 (Bankr E.D.Va.
2004), for the proposition that voluntary
401¢k) contributicng are not per se unnec-
essary expenses for the purposes of caleu-
lating a debtor's disposable income under
§ 7T07(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 conirol-
ling, but that it is uselul 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 welfare” at the time
Congress cross-referenced the IRM's "Other
Mecessary Expenses” provisions. We recog-
nize that the extent of the manual's “incorpo-
ration” and/or usefulness in interpreting
§ 707(2KA)GINI) is a subject of exlensive
debate, particularly with respect to interpret-
ing the “applicable monthly expense amownts
specified under the National Standards and
Local Standards.” See fn re Ross-Tousey,

574 FEDERAL REPORTER, 3d SERIES

means test) or applies pre-BAPCPA law.
See, e.q., Hebbring 463 F.3d at 904 n, 1.
This point is critical hecause the pre-
BAPCPA § T07(b)2) “totality of cireum-
stances” test for abuse, which now appears
(as modified by BAPCPA} as part of
§ T07(h)(3), is distinet from the cwrrent
§ 707M)(2) means test. When it intro-
duced the means test, Congress provided,
by reference to the IRS guidelines, specific
guidance as to what qualifies as a heces-
sary expense for the purposes of applying
that test. Our holding in Hebbring, which
concerns only the former “fotality of cir-
cumstances” test, is simply not applicable.!

For all the foregoing reagons, the bank-
ruptey court erred by allowing Egebjerg
to deduet his 401(k) repayment fromn dis-
pesable income for purpeses of the means
test. If the amount of his loan repayment
is included in Egebjerg’s income, then a

presumption of abuse arises under
§ T0T(bX2).
IEl. Special Circumstances

[8] The bankruptey court also held, in
the alternative, that even if the amount of
Egebjerg’s loan repayment obligation
should not be included as a secured debt
or necessary expense, it could be properly
included as a “special cireumstance” which
could rebut the presumption of abuse, cit-
ing In re Thompson, 350 B.R, 770 (Bank,
N.D.Ohio 2006). However, Thompson wag

549 F.3d 1148, 1156-57 (7th Cir.2008) (dis-
cussing split in awthority}). By our narrow
decision loday, we do not mean to imply that
the IRS standards have been incorporated
wholesale into the Bankrupicy Code or that
they conirol cutcomes on other issues.

4. Egehjerg also argues that our lailure to rec-
ognize his 401{k) repayments as a "necessary
expense” would creale a conflict with the
Bankrupicy Code's automalic stay provisions.
We reject this argument for the reasons al-
ready staled in Part LA,
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reversed by the district conrt on this very
point on appeal, Thompson, 370 B.R. at
77213, and the majority of cowmrts agree
that the mere obligation to repay a 401(k}
loan ig not itself a special cireumstance.
See, eg, Smith, 388 B.R. at 888; In e
Mowris, 384 B.R, at 240; I'n ve Turnen
376 B.R. at 378.

Section T0T(bX2)(B) provides:
In any proceeding brought under this
subsection, the presumption of abuse
may only be rebutted by demonstrating
gpecial circumstances, such as a serious
medical condition or a call or order to
active duty in the Armed Forces, to the
extent such special cirenmstances ...
justify additional expenses or adjust-
ments of ciorent monthly income for
which there is no reasonable alternative.
Thus, Congress did not provide an exhaus-
tive list of “special cirecomstances,” but did
indicate examples of situations it would
consider sufficient to rebut the presump-
tion of abuse. As one cowrt has noted,
both examples given by Congress share "a
commonality; they both constitute situa-
tions which not only put a strain on a
debtor’s household budget, but they arise
from circumstances normally beyond the
debtor’s contrel.” In re Custls, 362 B.R.
846, 851 (Banky.N.D.Qhio 2006).

We need not explore the outside param-
eters of the special cireumstance provision,
however, for we agree that “retirement
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 retivement funds cannot be
a 'special cireumstance’ within the accept-
ed definition of this term.” Thompson,
370 B.R. at 773.

While there may be situations in which
the debtor’s underlying reason for taking
out a 401(k) loan may constitute a special
cirecumstance, see In r¢ Tauter, 402 B.R.

903, 906-7 (Bankr.M.D.Fla.2009), Egeb-
jerg's only explanation was that he was
using the money to “pay off bills" in the
hope of avoiding bankruptey 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 civeumn-
stance of the kind referenced in the stat-
ute. It is simply the consequence of a
prior financial decision.” Swmith, 388 B.R,
at 888.

It appears that borrowing from a 401(k)
is not an uncormnon appreach for many
debtors, usually stemming from their
“longstanding general inability to keep up
with their obligations to creditors.”
Thompson, 370 B.R. at T73; see also In re
Mouwnris, 38¢ B.R. at 240; In re Turnen
376 B.R. at 378. Indeed, if the original
unsecured consumer obligation could not
be considered a special cirenmstance, it
would seem problematic to find “special
circumstances” for the 401(k) loan that
merely repltaced those debts, See In ¢
Jockson, 2008 WL 5539790 at *3 n. 20
(Bankr.D.Kan.2008); ¢f. Turner, 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 financial
problems preceding ahnost every bank-
ruptey),

Thus, on this record, while we agree
with the bankruptey court’s bottom line
conelusion, it erred by concluding Egeb-
Jerg had demonstrated special cirewm-
stances under § TO0T(L}E)B). DBecause
Egebjerg thus did not rebut the presump-
tion of abuse under § TOT(b}2XA), the
bankruptey court properly dismissed
Egebjerg's Chapter 7 petition.

AFFIRMED,

W
(o] ;Il‘l’ HUMBER $TETEM
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Pre-Filing Considerations In Corporate Chapfer 11 Cases
Lori Winkelman, Quarles & Brady LLP

L 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, if is coﬁlmon for an attorney
to receive a retainer, which may or 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 %th 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 bankruptey 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 Fraga, 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

QDB\12683010.1
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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 requijres
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. Cal 2010). Under these circumstances,

the court must find that the fees are unreasonable in light of counsel’s conduct under §329(b) or

§330(a).) Rule 9011 is implicated where the misconduct is the filing, signing, or submittal of
papers in bad faith. See Hale, 509 F.3d at 1140-1142.

Bad faith exists where counsel files a Chapter 11 petition when reorganization is

impossible under the circumstances. See, ¢.g., In re Kohl, 95 F.3d 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 ate always subject to total disgorgement. See In re Famous Restaurants, Inc., 205
B.R. 922 (Bankt. 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

! §32%(b) applies in Chapter 7 and 13 cases. §330(a) applies in Chapter 11 cases.

2 Court authorization of employment and compensation is still necessary where the source of the

retainer is a third-party,

QB\12683010.1
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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 11 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. *

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 (e.g.,
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.

IL Use of Cash Collateral fo 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 11 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

3 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 Scotisdale Medical Pavilion, 159 B.R. 295,
298 (B.AP., 9th Cir, 1993); In re Goco Realty Fund I, 151 B.R. 241 {Bankr, N.D. Cal. 1993). In a
Chapter 11 case, title to the funds passes to the attorney when the bankruptey court approves
compensation. Until such time, the fees are property of the estate subject to the attorney’s lien.

QBA12683010.1
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interest.’ 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 (B.A.P. 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 A.R.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.R.S. §33-702(B) (not requiring enforcement step to perfect security interest in rents)
with Cal, Civil Code §2938(a) and (¢) (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”).” 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 Goco Realty Fund 1,
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).®

1 The definition of cash collateral is broad enough to encompass interests other than security

interests, such as setoff rights. See COLLIER ON BANKRUPTCY § 363.03[a][3].

5 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.

6 California’s statute states:

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 11 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 Lid.

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 assigmment to the
mortgagee or beneficiary of the interest of the mortgagor or trustor in
leases, rents, issues, prefits or income from the property covered thereby,
whether effective before, upon or after a default under such mortgage or
trust deed or any contract secured thereby . . ..

AR.8. §33-702(B) (emphasis added).
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debtor's motives in determining whether a class is impaired under Section 112%9(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 purpose 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, e.g., 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 artificially creating an impaired class . . . .”); 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.”).
1IV.  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
source 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.
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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, if the 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 documents on
behalf of the entity.

NOTE: 11 U.8.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 consensus of all general
partners, the petition must be filed as an involuntary case, and all of the objection provisions in
11 U.8.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 (9" Cir. 1987).

2. CONTROL OF ESTATE PROPERTY

The filing of a 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 propeity 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 repossess ioné are completed, See In re Hoopai, 581 F.3d 1090,
(9™ Cir. 2009), [non-judicial foreclosure auction conducted, but affidavit of
sale not recorded, as required by Hawaiian law, to complete sale before
bankruptey filing—assets determined to be property of the estate] ;

(b) leases are terminated,;

{¢) A custodian or receiver remains in possession and control for more than 120
days (See 11 U.8,C, §543(c)).

Generally, debtors file bankruptey petitions prior to foreclosures, lease terminations, or
the appointment of receivers, 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 re Fort Lowell Retail, LLC, 2011 WL

609793 (Bankr.D.Ariz. 2011)
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a. 11 U.8.C. 101(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 (8.D.Cal
2010), See also Pioneer Austin East Development 1, LLC, 2010 WL 2671732
(Bankr.N.D.Tex. 2010) [Separate tracts of land assembled for claimed different
purposes and developiment, but all part as one project. Notably, various tracts had
different lenders, so as to create different classes 6f secured creditors—but

determined to be a single asset real estate case],; See also Kara Homes, 363 BR

399 (Bankr.D.N.J. 2007)

4. GUARANTOR ISSUES
a. Who is the Client?
Once an entity is insolvent, principals and counsel are to act as fiduciaries for the

benefit of the estate and its creditors. See In re Southwest Supermarkets, LLC, 325
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B.R. 417 (Bankr.D.Aviz. 2005). The obligation can be difficult to maintain, when
ultimately, minimizing the deficiency owed by a guarantor is the reason for a
bankruptey filing. Even more difficult, is the practical issue when the sole source
for funding a plan, is the very guarantor being simultancously sued by a creditor.
b. Bankruptcy Relief for Third Parties
i. Inre Regatta Bay, LLC, 406 B.R. 875 (Bankr.D.Ariz. 2009) reversed by
In re Regatta Bay, LLC, 2009 WL 5730501 (D.Arviz. 2009). (Judge
Haines)
il. Inre Linda Vista Cinemas, 2010 WL 4882773 (Bankr.D.Ariz. 2010).
(Judge Marlar)
iii. Several bankruptcy 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 re Myerson & 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 Corp., 280 F.3d 648 (6th Cir. 2002); 7n re
A.H. Robins Co., 880 F.2d 694 (4th Cir. 1989); MacArthur v. Johns-
Manville, Corp., 837 F.2d 89, 92-94 (2nd Cir. 1988).
v. Inre Airadigm Communications, Inc. 519 F.3d 640, 656 (C.A.7 (Wis.)

2008)

vi. Inre Seatco, Inc., 257 B.R. 469, 475 opinion modified on reconsideration,
259 B.R. 279 (Bankr. N.D. Tex. 2001)

vii. Inre 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 prepetition
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 bankruptey 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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(iiy  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 arrears. If the filing can be timed so as to minimize the
arrearage that represents a pre-petition claim of the employees, it is
beneficial to employee relations, and to reduce the stress and uncertainty
of your employees,

(b) Preferences, Fraudulent Conveyances.

Payments on antecedent debts made within the 90 days before a
bankr'uptcy 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.]; 77 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 re Tousa, Inc. 2011 WL 522008 (S.D.Fla 2011).
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6. PROFESSIONAL RETAINERS

The Bankruptcy Code prevents the payment of professional 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 of the 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 ve Renfrew Center of Florida, Inc., 195 B.R. 335 (E.D.Pa. 1996) [Receipt of
prepetition retainers did not disqualify law firin 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 re 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 be 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.
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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 alter, refuse, or discontinue
service. In order to avoid these problems, utilities should be paid current, so they are not
creditors of the bankruptey 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 Bankruptey Code allows the debtor powers to do many things, the Bankruptey

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 bankruptey 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 Steelcase, Inc. v. Johnston, 21 F.3d 323 (9™ 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),

(¢) 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 ve DBSD North America, Inc., 419 B.R. 179, (Banke.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 (2™ 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 unilateraily
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.

(¢) 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.

332588
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CREDITOR’S BANKRUPTCY PLANNING CONSIDERATIONS

Janet L. Chubb
Callan F, Yeoman
Armstrong Teasdale LLP

Arizona District Conference
March 11, 2011

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 bankruptey, 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.

L 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
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debtor during the 90-day period before the debtor’s bankruptey filing, if such payments are not
protected by any of the preference defenses set forth in 11 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 pre-filing actions to limit or reduce the adverse impact from a debtor’s
filing,

A. Reducing Preference Risk

The Bankruptcy Code? permits the trustee of the bankruptey 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
bankruptey trustee will avoid payments made to satisfy antecedent debt, the creditor may require
an insolvent debtor fo 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. Still, creditors should

not forgo opportunities to get paid simply because they are concerned about preference liability.

111 U.8.C. § 546(a)(1)
211 U.8.C. § 101 et seq.
311 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 Defense?

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.> A creditor who seeks the protection of this defense will benefit from maintaining
consistent dealings with the debfor 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 ordinary 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.

411 US.C. § 547(c)(2)
3.
6 In re Stratosphere Gaming Corp., 23 Fed. Appx. 749, 750 (9th Cir. 2001).
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2. Subsequent New Value Defense?

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 fo 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 cutrent runs the risk of receiving substantial payments that will have no new value
offset.

B. Critical Vendors

Bankruptey 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.® Because payments to critical vendors are not clearly allowed under the
Bankruptey 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 bankruptey
estate.l0 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 Id. 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, /d.

? 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 BR.
821, 824 (D. Del. 1999); In re Lehigh & New England Ry. Co., 657 F.2d 570, 581 (3rd Cir.
1981); In re lonosphere Clubs, Inc., 98 B.R, 174, 175 (Bankr. S.D.N.Y. 1989).

10 I re Berry Good, LLC, 400 B.R, 741, 747 (Bankr. D. Ariz. 2008).
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shipments were to cease. In In re A&A Dairy, a case filed by a dairy farm in the District of
Nevada, the court 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.!? 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,

I SECURED CREDITORS AND CONTROL OF ESTATE PROPERTY

One of the primary reasons debtors file bankruptcy 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 procedure for foreclosure on personal property. So long as the secured creditor does not

11 Cage No. 10-52539 (Order filed Jan. 4, 2011),

12 In re Wehrenberg, Inc., 260 B.R. 468 (Bankr, E.D. Mo. 2001); In re Just for Feet, Inc., 242
B.R. at 824,

1311US.C. § 362
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breach the peace, upon default the secured creditor may repossess collateral secured under
Article 9 of the UCC and sell the collateral at public auction or private sale on ten days notice to
the owner.'4 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. !’

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 sal_e 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 obfain 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.

4 YU.C.C.9-612
511 U.8.C. § 362
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B.  Receivership

Another remedy available to the secured creditor in a pre-bankruptey 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.!6 The advantage of a receivership is that it can
often be obtained quickly to preserve assets when dealing with a difficult debtor. State courts
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 contro!l 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 turn over the debtor’s property to the bankruptey
estate.17 To prevent the receiver’s turnover of property, the creditors must show either (i) that
the creditor’s interests are best served by retaining the recetver, or (ii) the receiver has been in
possession for more than 120 days, 18

C. Assignment of [eases and Rents

Most mortgages and deeds of trust include an assignment 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 John D, Ayer & Michael L. Bernstein, American Bankrupicy Institute: Bankruptcy in Practice,
§ 6.27 (4th ed. 2007)

1711 US.C. § 543.

1811 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.20 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

1911 U.S.C. § 363(c)(2).
2011 U.S.C. § 365
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bankruptey court or consent from the secured lender,2! 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 Bankruptey Code.??2 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.2¢ 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

2111 U.S.C. § 363(c).

2211 U.8.C. § 553.

23 1d.

24 ¢ g. Hood v. Brownlee, 62 F.2d 675 (4th Cir. 1933); In re Kleather, 208 B.R, 406 (Bankr. S.D.
Ohio 1997).

2511 U.S.C. § 553(a)(1).

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.2? 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 bankruptey, 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

2711 US.C. § 1129(a)(10)

28 11 U.S.C. § 1129(b)(1)

23 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).
311 US.C. § 363,
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VL.  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
participation agreement among the banks. It is important in a pre-bankruptey 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 refain 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 bankruptey 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 Il 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 Rocain Phoenix. He
graduated cum laude from Harvard University and magna cum laude from Arizona State
University College of Law. Judge Case is afelow 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, aPh.D. in philosophy from Yae University in 1975,
and aJ.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 Arizonain 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, amonthly newsletter and isa
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
Arizonasince 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 legidlative
committees, and he runsits 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 districtsin 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 firmsin
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 Arizonalaw 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.

000414 Bankruptcy



	Bk cover.pdf
	dc bk cov 1416687_1.pdf




