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High court allows a business model 
that is based on the inadvertence of trustees 

and creditors. 

Supreme Court Allows Debt Collectors to File Time-
Barred Proofs of Claim 

 
Resolving a split of circuits, the Supreme Court held 5/3 today in Midland Funding LLC v. 

Johnson that a debt collector who files a claim that is “obviously” barred by the statute of 
limitations has not engaged in false, deceptive, misleading, unconscionable, or unfair conduct 
and thus does not violate the federal Fair Debt Collection Practices Act. 

 
Writing the opinion for the majority in favor of the debt collector, Justice Stephen G. Breyer 

said that the conclusion on one issue — false, deceptive or misleading — was “reasonably 
clear.” The second issue — unfair or unconscionable — presented a “closer question,” he said. 

 
Although importuned to do so by the debt collector, the majority did not rule that the later 

adoption of the Bankruptcy Code impliedly repealed aspects of the FDCPA. However, the 
opinion opens the door for debt collectors to purchase time-barred claims for pennies on the 
dollar and profit by filing those otherwise uncollectable claims, because trustees and debtors will 
not always object.  

 
Justice Sonia Sotomayor dissented, in an opinion joined by Justices Ruth Bader Ginsburg and 

Elena Kagan. Justice Sotomayor said, “It takes only common sense to conclude that one should 
not be able to profit on the inadvertent inattention of others.” Justice Neil M. Gorsuch did not 
participate because he had not been seated on the Supreme Court when the case was argued in 
January.  

 
Before the high court adjourns for the summer in late June, the justices will rule on a second 

FDCPA case, Henson v. Santander Consumer USA Inc., and decide whether someone who 
purchases a claim outright becomes exempt from the FDCPA. 

 
The Facts 

 
The Supreme Court granted certiorari to review a decision from the Eleventh Circuit holding 

that the filing of a stale claim violates the FDCPA, thereby enabling the debtor to recover 
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attorneys’ fees and up to $1,000 in statutory damages. The case involved a proof of claim filed 
by a debt collector where the statute of limitations “had long since run,” Justice Breyer said. 

 
The face of the proof of claim disclosed the date of the last activity, from which a lawyer 

would have known that the claim would be uncollectible.  
 
The chapter 13 debtor objected to the claim, and it was disallowed. The debtor then filed suit 

under the FDCPA in federal district court in Alabama. The district judge dismissed the suit, 
saying the FDCPA did not apply. The Eleventh Circuit reversed in May 2016. To read ABI’s 
discussion of the Eleventh Circuit’s opinion and the splits of circuits, click here and here.  

 
The Majority Opinion 

 
Justice Breyer broke his majority opinion into two parts. First, he asked whether filing a stale 

claim was “false, deceptive or misleading.” The answer to that question, he said, was 
“reasonably clear.” 

 
Like “the majority of Courts of Appeals that have considered the matter,” he said that filing 

stale claims was neither false, deceptive, nor misleading, in part because Alabama, like most 
other states, provides that “a creditor has a right to payment of a debt even after the limitations 
period has expired.” He also said that Congress adopted the “broadest available definition of 
claim,” defining the term in Section 101(5)(A) to include a disputed claim. The statute of 
limitations, Justice Breyer said, has always been an affirmative defense. 

 
He said that the “audience” in a chapter 13 case is a trustee who “is likely to understand” 

when a claim is time-barred. 
 
Although the courts of appeals have uniformly found a violation of the FDCPA when debt 

collectors file ordinary civil suits to collect a time-barred claims, Justice Breyer was careful to 
say that the Court was not deciding that issue. 

 
The second issue — whether filing a time-barred claim is unfair or unconscionable — was a 

“closer question,” Justice Breyer said. The “context of a civil suit differs significantly from” a 
bankruptcy claim, he explained, since a “knowledgeable trustee is available” when a debtor files 
a bankruptcy petition. 

 
The FDCPA and the Bankruptcy Code, Justice Breyer said, have “different purposes and 

structural features.” The FDCPA “seeks to help consumers,” but not necessarily by “closing a 
loophole in the Bankruptcy Code.” To invoke the FDCPA would upset a “delicate balance” and 
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“authorize a new significant bankruptcy-related remedy in the absence of language in the 
[Bankruptcy] Code providing for it.” 

 
Effectively barring debt collectors from filing stale claims, Justice Breyer said, would require 

creditors to investigate the merits of affirmative defenses. “The upshot could well be added 
complexity” and a “change in settlement incentives.” 

 
Justice Sotomayor’s Dissent 

 
Joined by Justices Ginsburg and Kagan, Justice Sotomayor devoted a significant portion of 

her dissent to explaining how “[p]rofessional debt collectors have built a business out of buying 
stale debt, filing claims in bankruptcy . . . and hoping no one notices that the debt is too old.” She 
mentioned that the very same debt collector before the Supreme Court had entered into a consent 
decree with the government prohibiting the filing of further civil suits to collect stale debts and 
had paid $34 million in restitution. 

 
Justice Sotomayor believes that filing a stale claim is unfair and unconscionable, just like 

filing an ordinary civil suit. She said, “Debt collectors do not file these claims in good faith; they 
file them hoping and expecting the bankruptcy system will fail.”  

 
“[E]veryone with actual experience in the matter insists” it is false, Justice Sotomayor said, 

to believe that bankruptcy trustees are effective gatekeepers who weed out time-barred claims. 
 
The opinion is Midland Funding LLC v. Johnson, 16-348 (Sup. Ct. May 15, 2017). 
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Michigan law enables a lender to short 
circuit an attempted reorganization. 

Circuit Says a Perfected Assignment of Rents Takes 
Property Out of the Estate 

 
Perfecting an assignment of rents under Michigan law takes that income out of the estate and 

can render reorganization impossible, according to a May 2 decision from the Sixth Circuit. 
 
The holding means that an owner of real estate in Michigan or in states with similar laws 

cannot wait until the last minute before filing a chapter 11 petition. 
 
The case involved a defaulted mortgage on a multi-family residential project. According to 

the opinion by Circuit Judge Jane B. Stranch, the loan was secured by a mortgage on the 
property and an absolute assignment of rents. 

 
After giving notice of default, Judge Stranch said the lender gave additional notices and took 

all steps necessary under Michigan law “to make the assignment of rents binding on both [the 
debtor] and the tenants.” Among other things, the lender gave notice to the tenants that they must 
pay rent to the lender, not the debtor. 

 
Later, the debtor filed a chapter 11 petition and negotiated a cash collateral order allowing 

the debtor to use some of the rents to operate the property. A month later, the lender filed a 
motion to prohibit the debtor from using rent. The bankruptcy court denied the motion, saying 
the lender had cash collateral and was entitled to adequate protection. 

 
On appeal, the district court reversed and held that the rent was not property of the estate. In 

her opinion for the Sixth Circuit, Judge Stranch affirmed. 
 
Citing Butner, she said that property rights are determined by state law. After surveying the 

history of the Michigan statute, she made an Erie guess and held that “a completed assignment of 
rents [is] a transfer of ownership.” Michigan courts, she said, consistently hold that ownership of 
rent transfers once the lender has taken all the steps to perfection required by statute. 

 
The debtor argued, unsuccessfully, that Whiting Pools justified the bankruptcy court’s ruling. 

In that case, the Supreme Court held that property seized by the Internal Revenue Service before 
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bankruptcy under a tax lien was part of the bankruptcy estate because the debtor had an 
ownership interest until a tax sale to a bona fide purchaser had taken place. 

 
“Despite the broad scope of chapter 11 bankruptcy estates,” Judge Stranch concluded that 

Whiting Pools was not controlling because “assigned rents in this case are not properly included 
in” the estate. 

 
Judge Stranch cited several lower court opinions reaching the same result under Michigan 

law and holding that assigned rents are not property of the estate. In one of the opinions, a 
bankruptcy judge in New York refused to confirm a plan because, under Michigan law, the 
debtor lost ownership of the rent and could not fund a plan. 

 
Although Michigan law can benefit a lender whose borrower is headed toward bankruptcy, 

the statute can also work against the lender. According to authority cited by Judge Stranch, a 
judgment creditor can obtain an interest in rent ahead of the lender if the lender has not taken all 
steps necessary for perfection. 

 
The opinion is Town Center Flats LLC v. ECP Commercial II LLC (In re Town Center Flats 

LLC), 16-1812 (6th Cir. May 2, 2017). 



9

EYE ON BANKRUPTCY – SEASON 3 EPISODE 5

 
 

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

7 

Justices to rule on a narrow issue 
regarding the ‘safe harbor’ and leveraged 

buyouts. 

Supreme Court to Decide Whether Using a ‘Mere 
Conduit’ Invokes the 546(e) ‘Safe Harbor’ 

 
The Supreme Court granted certiorari today to resolve a split of circuits and decide whether 

the “safe harbor” for securities transactions applies under Section 546(e) when a financial 
institution acts only as a “mere conduit” with no beneficial interest in the stock being sold in a 
leveraged buyout. 

 
The Court will review the Seventh Circuit’s decision in FTI Consulting Inc. v. Merit 

Management Group LP, 830 F.3d 690 (7th Cir. July 28, 2016), where “mere conduit” is the only 
issue.  

 
The justices are yet to act on the certiorari petition in Deutsche Bank Trust Co. Americas v. 

Robert R. McCormick Foundation, 16-317 (Sup. Ct.), which raises the “mere conduit” question 
along with several others under Section 546(e). Indeed, the Second Circuit gave the broadest 
possible interpretation of the safe harbor by holding that it supersedes state law and precludes 
creditors from bringing fraudulent transfer claims of their own against third parties when the 
selling corporation goes bankrupt. 

 
Chief Circuit Judge Diane P. Wood wrote the decision for the Seventh Circuit in July 2016. 

Her opinion stands for the proposition that routing consideration for an LBO of a non-public 
company through a financial institution cannot preclude a fraudulent transfer attack if the seller 
was rendered insolvent. How her decision would apply to a leveraged buyout of a public 
company is not clear. 

 
Judge Wood’s decision was in the minority. Only the Eleventh Circuit has similarly held that 

using a financial institution as a conduit does not invoke the “safe harbor.” The Second, Third, 
Sixth, Eighth and Tenth Circuits take the contrary view and apply the safe harbor when a 
financial institution is nothing more than a conduit.  

 
The Seventh Circuit employed a powerful bench to decide the safe harbor question. With her 

on the panel were Circuit Judges Richard A. Posner and Ilana D. Rovner. The appeals court 
denied rehearing en banc. 
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With today’s grant of certiorari, the Supreme Court already has two bankruptcy cases on the 
calendar for the term to begin in October 2017. In late March, the justices agreed to hear U.S. 
Bank NA v. The Village at Lakeridge LLC, 15-1509 (Sup. Ct.), and decide whether the purchaser 
of a claim automatically takes on the seller’s insider status.  

 
To read ABI’s discussion of Judge Wood’s decision, click here.  
 
The case is Merit Management Group LP v. FTI Consulting Inc., 16-784 (Sup. Ct.). 
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High court won’t decide whether a 
claim purchaser automatically takes 

seller’s insider status. 

Supreme Court Grants ‘Cert’ on Appellate Standards 
for Non-Statutory Insider Status 

 
The Supreme Court granted certiorari today in U.S. Bank NA v. The Village at Lakeridge 

LLC, but the high court will not review the more important question for chapter 11 practice. 
 
The justices will not decide whether the purchaser of a claim automatically takes on the 

seller’s insider status, perhaps because the justices perceive no conflict among the circuits. 
Rather, the court will decide whether the standard of review for non-statutory insider status is de 
novo or clearly erroneous, or a combination of both. 

 
Curiously, the Acting Solicitor General recommended denial of certiorari, believing that in 

reality there are no circuit splits and that the Ninth Circuit made the correct holdings. To the 
contrary, the petitioner contends that the Third, Seventh and Tenth Circuits employ the de novo 
standard while the Ninth Circuit “for the first time” employed the clearly erroneous standard. 

 
The Ninth Circuit Opinion 

 
In the chapter 11 case that came to the Ninth Circuit, there were only two creditors. One was 

a bank with a $10 million secured claim. The other was the debtor’s general partner, with a $2.8 
million unsecured claim. As an insider, the general partner’s vote in favor of the plan could not 
be counted under Section 1129(a)(10). For lack of an accepting class, the plan could not have 
been confirmed and crammed down, because the bank opposed the plan. 

 
Hoping to confirm using cramdown, the general partner sold his claim for $5,000 to a close 

friend of one of the owners of the general partner. The plan called for a $30,000 distribution on 
the unsecured claim.  

 
The bankruptcy judge ruled that the buyer automatically became an insider upon purchasing 

the claim and thus could not be the accepting class. The Bankruptcy Appellate Panel reversed 
and was upheld in a 2-1 opinion in February 2016, with Circuit Judge N. Randy Smith writing 
for the majority. 
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The case turned on the definition of “insider” contained in Section 101(31), which names 
several types of people, known as statutory insiders, who are automatically insiders. By the 
definition’s use of the word “including,” Judge Smith said that others become “non-statutory 
insiders” if they have “a sufficiently close relationship with the debtor to fall within the 
definition.”  

 
In the principal holding of the case, all three judges, including the dissenter, agreed that a 

“person does not become a statutory insider solely by acquiring a claim from a statutory insider.” 
Judge Smith said that the Code distinguishes between the status of a claim and the status of a 
creditor. Insider status, he said, pertains only to the claimant.  

 
Consequently, Judge Smith said that status as an insider entails a “factual inquiry that must 

be conducted on a case-by-case basis.” To become an insider, a claim buyer “must have a close 
relationship with the debtor and negotiate the relevant transaction at less than arm’s length,” he 
said. 

 
The bankruptcy judge had determined that the buyer was not an insider based on his conduct 

and relationship with the debtor and its owners. Since the buyer as a matter of law did not 
become an insider by purchasing the insider’s claim, the majority on the circuit court upheld the 
appellate panel because the bankruptcy judge’s findings of fact on insider status were not clearly 
erroneous. 

 
Circuit Judge Richard R. Clifton dissented in part. It was “clear” to him that the buyer should 

have been deemed an insider. In his view of the facts, the sale was not negotiated at arm’s length.  
 

The Certiorari Petition 
 
The lender filed a petition for certiorari in June 2016, raising three issues: (1) whether the 

purchaser of an insider’s claim automatically acquires the seller’s insider status under Sections 
1129(a)(10) and 101(31); (2) whether the standard of review on non-statutory insider status is de 
novo or clear error; and (3) whether the test for non-statutory insider status is an “arms’ length” 
analysis or a “functional equivalent” test. 

 
In October, the justices invited the Acting Solicitor General to file a brief “expressing the 

views of the United States.”  
 
In a brief filed in February, the Acting Solicitor General recommended that the Court deny 

the certiorari petition, saying that the circuit court properly articulated and applied the standards 
for appellate review. The government also could not discern any conflict among the circuits on 
the issues presented in the petition. 
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According to the government, the Ninth Circuit correctly applied the appellate standards: The 
bankruptcy court’s conclusions of law are reviewed de novo, and its findings of fact are reviewed 
for clear error. Concluding that “[f]urther review is not warranted,” the government said that the 
Ninth Circuit’s “application of the governing legal standard in conducting clear error review of 
the bankruptcy court’s factual findings raises no issue of general importance.” 

 
The Supreme Court Cogitates 

 
The justices were originally scheduled to pass on the certiorari petition at a conference on 

March 17. On March 20, the Court rescheduled the conference for March 24. Rescheduling 
consideration of a petition is sometimes an indication that the justices may be inclined to review 
the case. 

 
In an order on March 27, the Court granted the petition, but “limited [review] to Question 2 

presented in the petition,” regarding the standard of review. Not granting review of the first issue 
may be an indication that the justices see no conflict of circuits on the holding that the purchaser 
of a claim does not automatically assume the seller’s insider status. 

 
The petition was granted too late for the Court to hold argument in time for a decision to be 

made before the current term ends in late June. Argument likely will be scheduled not long after 
the new term begins in October, assuming there are no delays in the parties’ submissions of 
briefs on the merits. 

 
To read ABI’s discussion of the Ninth Circuit opinion, click here. For discussion of the 

Acting Solicitor General’s views, click here.  
 
To read the Ninth Circuit opinion, click here. The opinion is officially reported at U.S. Bank 

NA v. The Village at Lakeridge LLC (In re The Village at Lakeridge LLC), 814 F.3d 993 (9th Cir. 
2016). 
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Bankruptcy courts can’t issue final 
orders approving third-party releases in 

chapter 11 plans. 

Delaware District Judge Issues Important Opinion on 
Third-Party Releases 

 
Without making a definitive ruling, a district judge in Delaware said that Stern v. Marshall 

and its progeny preclude a bankruptcy court from entering a final order granting non-consensual 
third-party releases of non-bankruptcy claims, even as part of a chapter 11 confirmation order. 

 
In his March 17 opinion, District Judge Leonard P. Stark implied that a bankruptcy court 

must submit proposed findings and conclusions to the district court, which would have the power 
to enter a final order approving third-party releases contained in a chapter 11 plan. 

 
Judge Stark’s opinion seems to mean that a creditor objecting to confirmation of a plan with 

third-party releases will have an automatic stay pending appeal while the district court conducts 
de novo review of the bankruptcy court’s proposed findings and conclusions regarding non-
consensual releases. 

 
Judge Stark’s opinion has another important consequence: The district court will review 

findings on third-party releases de novo and not use the clear-error standard, thus giving a district 
court theoretically wider latitude to reject releases. 

 
Ruling on appeal from a confirmation order, Judge Stark remanded the case for the 

bankruptcy court in the first instance to rule on whether it has constitutional authority to enter a 
final order imposing third-party releases. If the bankruptcy court decides it does not have final 
adjudicatory authority, Judge Stark instructed the bankruptcy court to submit proposed findings 
and conclusions. 

 
The Millennium Plan 

 
The appeal arose from the reorganization of Millennium Lab Holdings II LLC, a provider of 

laboratory-based diagnostic testing services. 
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While being investigated by Medicare and Medicaid for fraudulent billing, the company 
obtained a $1.825 billion senior secured credit facility and used $1.3 billion of the proceeds to 
pay a special dividend to shareholders.  

 
Thirteen months after the loan, the company agreed to settle with Medicare and Medicaid by 

paying $250 million. Unable to restructure its debt out of court, Millennium initiated a 
prepackaged chapter 11 reorganization six months later, in part to carry out the settlement. 

 
The plan provided that the shareholders would contribute $325 million in return for releases 

of any claims that could be made by the lenders. The plan did not contain an opt-out provision 
allowing lenders to exempt themselves from the third-party releases given the shareholders. 

 
The shareholders’ $325 million contribution would be used to pay the government 

settlement. Some of the lenders would get $50 million in return for supporting the plan, while the 
remainder would be used for the reorganized company’s working capital. 

 
Before confirmation, lenders holding more than $100 million of the debt filed suit in district 

court in Delaware against the shareholders and company executives who would receive third-
party releases under the plan. The suit alleged fraud and RICO violations arising from 
misrepresentations inducing the lenders to enter into the credit agreement. The suit in district 
court was stayed pending appeal from plan confirmation. 

 
The bankruptcy court confirmed the plan and approved the third-party releases. The 

dissenting lenders appealed, but the bankruptcy court denied a stay pending appeal. The lenders 
did not seek a stay from higher courts.   

 
Having consummated the plan, Millennium filed a motion to dismiss the appeal on the 

ground of equitable mootness. The parties also briefed the merits of the appeal, in which the 
dissenting lenders alleged that no court in Delaware had ever approved such a broad third-party, 
non-debtor injunction. 

 
Judge Stark’s Opinion 

 
In connection with the contested confirmation hearing, Judge Stark said the bankruptcy court 

ruled that it had “related to” jurisdiction to impose third-party releases. He said the bankruptcy 
judge also ruled that third-party releases were appropriate under Third Circuit authority. 

 
Significantly, Judge Stark reviewed the proceedings in the lower court and concluded that the 

bankruptcy court had not decided whether it had power under Stern to enter a final order granting 
the releases.  
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Judge Stark conceded that the company made a “persuasive” argument that the appeal should 
be dismissed as equitably moot. Nonetheless, he sided with the dissenting lenders by saying he 
could not consider equitable mootness “without first determining whether a constitutional defect 
in the bankruptcy court’s decision deprived that court of the power to issue that decision.” 

 
Turing to the jurisdictional and constitutional issues, Judge Stark agreed that the bankruptcy 

court had “related to” jurisdiction to issue non-consensual releases. However, he said it was not 
clear that the bankruptcy court “ever had the opportunity to hear and rule on the adjudicatory 
authority issue.” 

 
On the Stern question, Judge Stark said that the lenders’ common law fraud and RICO claims 

involved public rights that were “not closely intertwined with a federal regulatory program.” 
Consequently, he said, the dissenting lenders “appear entitled to Article III adjudication of these 
claims.”  

 
Judge Stark said he was “further persuaded” by the lenders’ “argument that the Plan’s 

release, which permanently extinguished [the lenders’] claims, is tantamount to resolution of 
those claims on the merits against” the lenders. He rejected the company’s contention that the 
releases in the plan “did not run afoul of Stern because it was not a final adjudication of the 
claims.” 

 
Next, Judge Stark said that a de novo review by him would not “resolve the constitutional 

concerns set forth in Stern.” 
 
Despite what he called the “seeming merits” of the dissenting lenders’ arguments, Judge 

Stark said he “will not rule on an issue that the bankruptcy court itself may not have ruled upon.”  
 
He therefore remanded the case for the bankruptcy court to consider whether it had 

“constitutional adjudicatory authority” to approve non-consensual releases of the dissenting 
lenders’ “direct-bankruptcy common law and RICO claims.” If the bankruptcy court decides it 
does not have final adjudicatory authority, Judge Stark said the lower court should submit 
proposed findings and conclusions. Alternatively, Judge Stark said, the bankruptcy court could 
strike the releases from the confirmation order. 

 
Judge Stark denied the equitable mootness motion without prejudice.  
 
Assuming she feels compelled to issue proposed findings and conclusions, the bankruptcy 

judge on remand will presumably reach the same factual conclusions and again approve the 
releases, thus setting up the company to argue once again that the appeal is equitably moot. It is 
not clear that Judge Stark, the next time around, would dismiss the appeal as equitably moot if he 
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were to differ with the bankruptcy court about the propriety of the releases, because he said that 
the bankruptcy judge on remand could strike the releases. 

 
Confirmation Becomes Two-Step Process 

 
Assuming Judge Stark is correct and plan releases are not core issues, plans like 

Millennium’s will require two-step confirmation, first in the bankruptcy court, followed by de 
novo review in district court of non-consensual releases. Consequently, a plan could not be 
consummated until after district court review of proposed findings and conclusions about the 
releases. Presumably, the district court would review the merits of the appeal at the same time. 

 
Given the lack of finality with regard to releases, a dissenter in effect gets an automatic stay 

of the confirmation order pending appeal to the district court. 
 
The opinion is Opt-Out Lenders v. Millennium Lab Holdings II LLC (In re Millennium Lab 

Holdings II LLC), 16-110 (D. Del. March 17, 2017). 
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Tronox spans more law, this time on 
finality regarding injunctions. 

Enforcement of an Existing Injunction Is Not ‘Final’ and 
Thus Not Appealable 

 
Interpreting and enforcing an existing injunction without modification is not appealable 

absent a finding of contempt or imposition of sanctions, according to an opinion by the Second 
Circuit arising in the wake of the reorganization of Tronox Inc. 

 
Because the appeals court said it was a “messy case to distill,” Circuit Judge Richard C. 

Wesley needed 62 pages to explain why there was no final order and thus no appellate 
jurisdiction under existing precedent from the Second and Eleventh Circuits, Wilder v. Bernstein, 
49 F.3d 69 (2d Cir. 1995), and Thomas v. Blue Cross & Blue Shield Association, 594 F.3d 814 
(11th Cir. 2010). 

 
Simplified, the facts were not complex. After filing to reorganize, Tronox mounted a 

fraudulent transfer suit against its former parent, contending that the parent spun off Tronox to 
house the companies’ huge environmental liabilities, leaving valuable oil and gas assets free and 
clear in a newly formed company referred to as New Kerr-McGee.  

 
Tronox confirmed a chapter 11 plan, transferring the lawsuit to a creditors’ trust for further 

litigation. The creditors settled the suit in return for a recovery of $5.15 billion from New Kerr-
McGee. The settlement included an order issued by a district court in New York containing 
releases binding creditors and enjoining them from suing New Kerr McGee on claims that were 
or could have been brought by the creditors’ trust. 

 
Before the Tronox bankruptcy, the plaintiffs had mounted a toxic tort suit in state court 

against New Kerr-McGee and others. The suited halted during the Tronox bankruptcy.  
 
The toxic tort plaintiffs filed claims in the Tronox chapter 11 case. The settlement with New 

Kerr-McGee earmarked more than $600 million for the toxic tort plaintiffs.  
 
After the conclusion of the Tronox bankruptcy, the toxic tort plaintiffs restarted the suit in 

state court against New Kerr-McGee based on claims they contended were not released in the 
bankruptcy settlement. New Kerr-McGee went to the district judge to halt the state court suit. 
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The district judge made two rulings: (1) the plaintiffs’ claims were extinguished by the 
settlement; and (2) if they were not, the injunction in the settlement barred further prosecution of 
the state court suit. The district judge did not hold the plaintiffs in contempt, nor did she issue 
sanctions. She directed the plaintiffs to dismiss the suit in state court.  

 
The plaintiffs appealed to the Second Circuit, but Judge Wesley dismissed the appeal on 

April 20 for lack of appellate jurisdiction. 
 
Most prominently, Judge Wesley held that the district court’s order was not “final” under 28 

U.S.C. § 1291 because it neither found contempt nor imposed sanctions. Much of his opinion 
was given over to parsing highly complicated facts and explaining why the district court only 
interpreted and enforced the settlement injunction, thus making it an interlocutory order not 
subject to appeal. “If Section 1291 required us to entertain appeals every time a district court 
interpreted or issued an order enforcing a final injunction without more, we would risk being 
‘besieged by successive appeals in injunction proceedings,’” Judge Wesley said. 

 
Similarly, there was no appellate jurisdiction under 28 U.S.C. § 1292(b), which allows 

appeals from orders granting, modifying, refusing or dissolving injunctions. Judge Wesley said 
the district court’s order was “merely interpretive” and thus not appealable. The direction that the 
plaintiffs dismiss the state court suit was not a new injunction, merely an interpretation and 
enforcement of a prior, final injunction. 

 
Finally, there was no appellate jurisdiction under 28 U.S.C. § 158(d) because it was “not a 

decision by the district court on review of a bankruptcy court order.” 
 
The opinion is Tronox Inc. v. Kerr-McGee Corp. (In re Tronox Inc.), 16-343 (2d Cir. April 

20, 2017). 
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Test case on preferences deepens a 
circuit split and lays the groundwork for 

certiorari. 

Wages Garnished Before Bankruptcy Are Voidable 
Preferences, Circuit Rules 

 
The Fifth Circuit handed down an important garnishment decision on March 13 following the 

Collier treatise and saying that opinions from three other circuit courts were either wrongly 
decided or did not survive Barnhill v. Johnson, 503 U.S. 393 (1992). 

 
The case involved a judgment creditor who served a garnishment order on a debtor’s 

employer before the debtor filed bankruptcy. The bankruptcy court awarded a preference 
judgment to the trustee for recovery of wages garnished within 90 days of bankruptcy. 

 
The district court affirmed, and so did the Fifth Circuit in an opinion by Circuit Judge James 

L. Dennis. 
 
Do not be surprised if there is a petition for certiorari. The appeal was a test case because it 

entailed the recovery of a $1,750 preference. 
 
Judge Dennis explained that a preference resulting from garnishment is governed by two 

subsections in Section 547. 
 
First, Section 547(e)(2)(B) provides that a transfer is “perfected” when a creditor on a simple 

contract could not obtain a lien superior to the interest of the transferee. Because the garnishment 
order was served on the employer before bankruptcy, the creditor argued that no other creditor 
could acquire a judicial lien superior to the garnishor’s interest. 

 
Judge Dennis said that would be true, except for the fact that it ignores the second relevant 

subjection, Section 547(e)(3), which says that the debtor must have an interest in the property 
before a transfer can occur. 

 
On that topic, the Supreme Court ruled in Barnhill that the time of a transfer is governed by 

federal law, not state law. 
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The Supreme Court had ruled earlier in Local Loan v. Hunt, 292 U.S. 234 (1934), that the 
earning power of an individual is not “translated into property” until the earnings come into 
“existence.” 

 
Thus, Judge Dennis said that the Sixth Circuit was correct when it said in In re Morehead, 

249 F.3d 445 (6th Cir. 2001), that a debtor cannot obtain rights in future wages until the services 
have been performed. Therefore, the Sixth Circuit held that garnished wages earned during the 
preference period are recoverable preferences. 

 
Judge Dennis agreed with the Sixth Circuit. He went on to say that contrary decisions from 

the Eleventh, Seventh and Second Circuits were all decided before Barnhill and are therefore no 
longer good law. He noted that the Seventh Circuit has disavowed its pre-Barnhill case, which 
had held that wages garnished before bankruptcy are not preferential. 

 
Those three cases, Judge Dennis said, have been “roundly criticized” by the Sixth Circuit in 

Morehead and by lower courts. He noted that the Collier treatise says those three circuit cases 
are “wrong.” 

 
In short, Judge Dennis said, there is no property a creditor can garnish or that a debtor can 

transfer until wages are earned. Therefore, the “creditor’s collection of garnished wages earned 
during the preference period is an avoidable transfer made during the preference period even if 
the garnishment was served prior to that period.” 

 
The opinion is Tower Credit Inc. v. Schott (In re Jackson), 16-30274 (March 13, 2017). 
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Equity is required to claim a homestead 
exemption, Sixth Circuit holds. 

Sixth Circuit Widens Split on Mooting Appeals from 
Sale Orders 

 
The Sixth Circuit widened an existing split on mooting appeals from sale orders and went on 

to hold that a consumer cannot claim a homestead exemption without equity in her residence, 
even if the trustee has cobbled together a deal with a distribution of sale proceeds to unsecured 
creditors that cuts out the debtor. 

 
A woman in Michigan filed a chapter 7 petition and scheduled her home as worth $170,000 

but encumbered by mortgages totaling almost $220,000. Originally, the debtor stated her 
intention to surrender the property and claimed no homestead exemption. 

 
With the lenders’ consent, the trustee sold the home for $160,000. The holder of the first 

mortgage agreed to take about $148,000 in full satisfaction of the debt, with $6,000 earmarked 
for the second mortgagee. After paying the brokerage fee and closing costs, the trustee would 
have money left for distribution to unsecured creditors. 

 
Now claiming a homestead exemption, the debtor objected and contended that she was 

entitled to some of the sale proceeds. The bankruptcy judge overruled the debtor’s objection and 
approved the sale. The district court affirmed in May. 

 
When the debtor appealed to the Sixth Circuit, the trustee argued that the appeal was moot 

under Section 363(m), which provides that reversal or modification of a sale-approval order 
“does not affect the validity of a sale” to a good faith purchaser in the absence of a stay pending 
appeal. 

 
In his March 20 opinion for the appeals court, Circuit Judge Gilbert S. Merritt noted the 

existing split of circuits on Section 363(m). He said a majority of circuits employ a per se rule 
and automatically dismiss an appeal from a sale order in the absence of a stay. 

 
The Third and Tenth Circuits, he said, take an opposing view and impose an additional 

condition by requiring the appellee to prove that the court cannot grant effective relief before the 
appeal is dismissed. 
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Judge Merritt sided with the Third and Tenth Circuits. He held that the appellate court must 
be “unable to grant effective relief without affecting the validity of the sale” before dismissing 
under Section 363(m).  

 
According to Judge Merritt, the additional condition to dismissal “is in line with the plain 

language” of the statute and upholds “the validity of bankruptcy sales without unduly restricting 
the appellant’s right to contest errors of law made by the bankruptcy court.” 

 
Because the trustee had not shown why effective relief was impossible, Judge Merritt 

concluded that the appeal was not moot. He then turned to the merits. 
 
In a nonprecedential opinion called Baldridge, the Sixth Circuit said in 2014 that a debtor 

cannot claim an exemption without equity in the property. Although Baldridge was not binding 
precedent, Judge Merritt followed it. 

 
He said that the Third Circuit and the Ninth Circuit Bankruptcy Appellate Panel reached the 

same conclusion based on similar facts. He cited the BAP for the proposition that the “value that 
can be exempted is the unencumbered portion.” 

 
To read ABI’s discussion of the district court opinion, click here.  
 
The opinion is Brown v. Ellmann (In re Brown), 16-1967 (6th Cir. March 20, 2017). 
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For an ‘egregious’ stay violation, 
medical evidence of emotional distress is 

not required. 

Willful Stay Violation Can Justify Damages for 
Emotional Distress, Third Circuit Says 

 
The Third Circuit joined a growing number of courts that allow damages for emotional 

distress resulting from a willful violation of the automatic stay under Section 362(k)(1).  
 
In his April 10 opinion, Circuit Judge Michael J. Melloy did not need to decide whether 

“financial injury is a necessary predicate to recovery for emotional distress” because the debtors 
incurred $2,600 in attorneys’ fees as a result of the stay violation. Judge Melloy was sitting by 
designation from the Eighth Circuit. 

 
The ‘Egregious’ Stay Violation 

 
The individual debtors’ landlord had locked them out of the premises, where they operated a 

daycare business. He also physically threatened the wife and threatened to sue the debtors’ new 
landlord unless he terminated their lease and they renewed a lease with him. 

 
According to Bankruptcy Judge Thomas P. Agresti of Erie, Pa., the stay violation was the 

“most egregious” he had seen during his tenure on the bench. He said the debtors’ testimony 
about having nightmares and becoming depressed was “compelling.” 

 
In addition to $2,600 in attorneys’ fees, Judge Agresti awarded $7,500 for emotional distress 

and $40,000 in punitive damages against the debtors’ landlord. Judge Agresti was upheld in 
district court and again in the Third Circuit, where the appeals court said the stay violations were 
“patently egregious.” 

 
Emotional Distress Damages Are ‘Actual’ 

 
The landlord contended in the Third Circuit that damages for emotional distress are not 

“actual damages” and are thus not permitted under Section 362(k)(1). That section provides that 
“an individual injured by any willful violation of [the automatic stay] shall recover actual 
damages, including costs and attorneys’ fees, and, in appropriate circumstances, may recover 
punitive damages.” 
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Judge Melloy said that the Third Circuit had not yet decided whether “actual damages” 
includes damages for emotional distress. He said that the First, Ninth and Eleventh Circuits 
permit emotional distress damages for willful stay violations. 

 
The Seventh Circuit, he said, was “skeptical” about emotional distress damages but “might” 

permit an award “where the plaintiff is already seeking damages for financial injury.” A district 
court in Ohio ruled in 2005 that emotional distress damages do not qualify as “actual damages.” 

 
Although Section 362(k)(1) is “indisputably ambiguous,” Judge Melloy concluded that 

“Congress intended the automatic stay to protect both financial and non-financial interests.” He 
therefore joined “the growing number of circuits” by concluding that “actual damages” includes 
damages resulting from emotional distress. 

 
Judge Melloy did not decide “whether financial injury is a necessary predicate” to damages 

for emotional distress because the debtors incurred $2,600 in attorneys’ fees. 
 
Since debtors will invariably incur some attorneys’ fees after a stay violation, the Third 

Circuit opinion seems to mean that emotional distress damages will be available, at least where 
the stay violation was egregious. 

 
The Sufficiency of the Evidence 

 
The landlord contended that the debtors had not proven that the stay violation caused the 

debtors’ emotional distress because they introduced neither medical documentation nor expert 
medical testimony. 

 
Judge Melloy declined to “adopt a bright-line rule requiring” corroborating medical 

evidence, “at least where a stay violation is patently egregious.” In those circumstances, he said 
that “a claimant’s credible testimony alone can be sufficient to support an award of emotional-
distress damages.” 

 
Likewise, the debtors were not required to show causation with “absolute precision” when 

the stay violation was “so egregious that a reasonable person could be expected to suffer some 
emotional harm.” 

 
Since the bankruptcy court awarded “a comparatively modest $7,500” for emotional distress, 

Judge Melloy said the damages were not unduly speculative.” 
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Punitive Damages 
 
Judge Melloy said that the $40,000 punitive damage award “comports with due process,” 

given that the “repeated stay violations” were “sufficiently reprehensible.” 
 
Since actual damages were about $10,000, the 4-1 ratio between punitive and actual damages 

was “in line with awards previously deemed acceptable by the Supreme Court” and was not so 
excessive as to be unconstitutional. 

 
The opinion is Zokaites v. Lansaw (In re Lansaw), 16-1867 (3d. Cir. April 10, 2017). 
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Lower courts are tending to disagree 
with two circuits on Section 1322(b)(2). 

Circuit Split Brewing on Modifying Mortgages on 
Mixed-Use Properties 

 
Laying the groundwork for a split of circuits and Supreme Court review, bankruptcy courts 

are tending to differ with the First and Third Circuits by precluding chapter 13 debtors from 
modifying mortgages even if the property has a use other than as the debtor’s principal residence.  

 
Interpreting Section 1322(b)(2), the First and Third Circuits adopted a bright-line approach 

and allowed a debtor to modify a mortgage on a principal residence if the property generates rent 
from a portion of the property that is not the debtor’s principal residence. Other courts take 
precisely the opposite approach with a bright-line rule that disallows modification if any portion 
of the property is the debtor’s principal residence. 

 
Still other courts reject strict rules by looking at the totality of the circumstances to divine the 

predominant character of the transaction. 
 
Bankruptcy Judge Alan S. Trust of Central Islip, N.Y., dealt with typical facts: The debtor 

owned a two-family home and rented the second unit. She proposed a chapter 13 plan to strip 
down the secured portion of a mortgage to the value of the property. 

 
In his March 9 opinion, Judge Trust rejected the bright-line approach of the First and Third 

Circuits by holding the opposite: If a single structure includes the debtor’s principal residence 
but generates income from other uses, the lien cannot be modified under Section 1322(b)(2). 

 
Analyzing the issues entails a daisy chain of statutory definitions. The starting point is 

Section 1322(b)(2), which allows modifying a secured claim “other than a claim secured only by 
a security interest in real property that is the debtor’s principal residence.” 

 
“Principal residence” is defined in Section 101(13A)(A) as “a residential structure if used as 

the principal residence by the debtor, including incidental property.” Next, “incidental property” 
is defined in Section 101(27B) as “rents” and “property commonly conveyed with a principal 
residence in the area where the real property is located.” 
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Judge Trust pointed out flaws in all three theories. The circuit courts’ approach would permit 
modifying a mortgage if only a small portion of the property had another use. The opposite 
bright-line approach would bar modification if only a small portion of the property contained a 
principal residence. 

 
With regard to the “totality of the circumstances” approach, Judge Trust said it would 

“introduce uncertainty and unpredictability to residential mortgage transactions.” 
 
Judge Trust decided to follow the bright-line method that disallows modification so long as 

the property contains the debtor’s principal residence. He felt compelled to “strictly adhere to the 
meaning” given to the “debtor’s principal residence,” which means a residential structure 
“including incidental property.” In turn, “incidental property” includes “rents.” 

  
Judge Trust therefore concluded that Congress defined “principal residence” to include rents, 

thus barring modification. 
 
Showing resistance to the Third Circuit’s rule, a bankruptcy judge in New Jersey 

distinguished the appeals court’s decision when the rental property was unoccupied at the time of 
bankruptcy.  

 
In an opinion like Judge Trust’s that surveys the various approaches, a bankruptcy judge in 

Buffalo, N.Y., barred modification if any part of the property was a principal residence.  
 

To read ABI’s discussion of those cases, click here and here.  
 
Judge Trust’s opinion is In re Addams, 15-75191 (Bankr. E.D.N.Y. March 9, 2017). 
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ABI President Eugene Wedoff wins a 
pro bono victory in the Eleventh Circuit. 

Foolishly Accumulating Student Loans Does Not 
Factor into Dischargeability, Circuit Holds 

 
The Eleventh Circuit reversed a district judge in Alabama whose opinion in substance meant 

that student loans will not be discharged if incurring the debt was within the debtor’s control. 
 
In the Court of Appeals, the debtor was represented pro bono by retired Chicago Bankruptcy 

Judge Eugene R. Wedoff and his son Carl N. Wedoff of Jenner & Block LLP in New York, 
along with Catherine Steege and Nicholas E. Ballen from Jenner & Block’s Chicago office. Tara 
A. Twomey of the National Consumer Bankruptcy Rights Center filed an amicus brief on behalf 
of the debtor. Carl Wedoff argued the case in the circuit. 

 
Wedoff is the president of the American Bankruptcy Institute for a one-year term beginning 

at ABI’s Annual Spring Meeting, which starts in earnest today in Washington, D.C. 
 
The Eleventh Circuit’s per curiam opinion on April 19 firmly stands for the proposition that 

the inability to pay student loans is a “forward-looking test” that “does not look backward to 
assess blame for the student debtor’s financial circumstances.” 

 
A Single Mother with Huge Debt 

 
The debtor was a single mother of two teenage children with $112,000 in student loans 

incurred while earning four degrees, including a Ph.D. in special education. At the top of the pay 
scale in her Alabama school district, she had been denied a promotion to an administrative 
position. Compounding her problems, the woman was diabetic and morbidly obese, requiring her 
to seek a transfer to a less demanding teaching position. 

 
The loans required $915 a month for 15 years, but she had a monthly shortfall even before 

debt service on the student loans.  
 
Chief Bankruptcy Judge William R. Sawyer of Montgomery, Ala., tried the case and 

discharged the debt under Section 523(a)(8) as imposing an “undue hardship.” On appeal, 
District Judge W. Keith Watkins of Montgomery reversed and directed entry of judgment 
excepting the student loans from discharge. 
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The District Court Opinion 
 
Even though the bankruptcy judge found that the teacher’s income was unlikely to increase 

substantially in the future, Judge Watkins said that the debtor must “ultimately bear the 
consequences of her decision to obtain loans in order to pursue her multiple educational goals.”  

 
The debtor testified that she did not seek employment elsewhere because she would lose 

tenure. Although he agreed that her concerns were “understandable,” Judge Watkins said “her 
decision to stay in the area also is one she made of her own volition after measured 
deliberations.”  

 
Judge Watkins appeared to interpret the Third Circuit’s Brightful decision to mean that 

student loans will not be discharged if incurring the debt was within the debtor’s control. He did 
not limit that case to situations where improving the debtor’s income was within the debtor’s 
control, which were the circumstances in Brightful. His opinion seemed to mean that illness or 
some other incapacity must be proven before discharging student loans. 

 
The Circuit’s Reversal 

 
The circuit court recited the Brunner test, which requires a debtor to show (1) the inability to 

maintain a minimal standard of living if forced to repay the loans, (2) the likelihood that the 
situation will persist for a significant portion of the repayment period, and (3) a good faith effort 
to repay the loans. 

 
The district court believed that the debtor failed the second test: a persistent inability to repay 

the loans. The appeals court characterized the district judge as saying that the debtor “has only 
herself to blame for incurring student debt in the pursuit of multiple degrees that she should have 
known would not lead to an increase in income sufficient to cover the debt.” 

 
The circuit quoted the district court’s statement that the debtor must “ultimately bear the 

consequences of her decision to obtain loans in order to pursue her multiple educational goals.” 
 
Reversing the district court, the Eleventh Circuit said that the “second prong is a forward-

looking test that focuses on whether the debtor has shown her inability to repay . . . . It does not 
look backwards to assess blame.”  

 
Establishing an important precedent for student loan debtors, the appeals court said, “Thus, 

even if the court concludes that a debtor has acted recklessly or foolishly in accumulating student 
debt, that does not play into an analysis under the second prong.” 
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Unsure whether the district court employed the de novo or clear error standard on appeal, the 
appeals court remanded the case to the district court with instructions to apply the clear error test 
to the bankruptcy court’s findings under all three prongs of the Brunner test and de novo review 
to legal conclusions. The circuit hinted that the district court might remand the case to the 
bankruptcy court for further findings of fact. 

 
Unless the circuit changes its mind, the opinion is not to be officially published. Given the 

importance of the holding, the decision should appear in F.3d. 
 
To read ABI’s discussion of the district court opinion, click here. 
 
The opinion is ECMC v. Acosta-Conniff (In re Acosta-Conniff), 16-12884 (11th Cir. April 

19, 2017). 
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Indenture trustee’s fees to defend fees 
are compensable despite Baker Botts. 

Indenture Trustee’s Counsel Fees Are Measured by a 
Different Standard 

 
An indenture trustee’s counsel are entitled to fees for representing the trustee on an official 

unsecured creditor’s committee, even though the committee has its own counsel, according to 
Bankruptcy Judge Kevin Gross of Delaware. 

 
Judge Gross decided in his March 8 opinion that the indenture trustee’s counsel fees were 

“prudent” based on the facts as they seemed at the time, without the benefit of hindsight. He also 
held that the indenture trustee’s counsel were entitled to recover fees incurred in defending their 
fees, despite the Supreme Court’s holding in Baker Botts LLP v. ASARCO LLC, 135 S. Ct. 2158 
(2015). 

 
Judge Gross wrote his opinion in the wake of the mammoth liquidation of Nortel Networks 

Inc., which entailed parallel proceedings in Canada, the U.S., the U.K. and elsewhere. The 
bankruptcy began in 2009 but did not conclude in the U.S. until January 2017, with confirmation 
of a chapter 11 plan based on a global settlement to distribute $7.3 billion in liquidation 
proceeds. 

 
The indenture trustee for holders of about $150 million in senior guaranteed notes was a 

member of the unsecured creditors’ committee and a so-called Core Party in the allocation 
dispute. 

 
Two holders with 90% of the notes objected to the payment of $4.4 million of the $8.1 

million in fees requested by the indenture trustee and its counsel. The indenture trustee’s fees 
would be paid largely from the distribution that the noteholders are to receive. 

 
The standards for calculating the indenture trustee’s counsel fees were somewhat different 

from the rules for retained professionals in chapter 11 cases. The general standard, a product of 
the indenture and New York law, calls for the indenture trustee to exercise the “care and skill” 
that a “prudent person would exercise or use under the circumstances in the conduct of his own 
affairs.”  
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To establish the amount of compensation, Judge Gross used the lodestar approach but 
pointed out that the noteholders did not object to the hourly rates charged by the indenture 
trustee’s counsel. 

 
Primarily, the noteholders objected to the time the indenture trustee’s counsel spent on 

committee work. The noteholders contended that the indenture trustee did not need its own 
counsel when it could rely on the attorneys for the official committee. The noteholders also 
argued it would be unreasonable to charge them for the indenture trustee’s counsel’s services 
designed to benefit the entire unsecured creditor body. 

 
Judge Gross rejected the argument. He said the indenture authorized the trustee to “act 

through agents or attorneys” and to “consult with counsel of its selection.” 
 
Given the complexity of the case, Judge Gross said he would not “speculate” that the 

lawyers’ participation in committee meetings was “imprudent.” However, he did say it “was 
imprudent or unreasonable” to have more than one lawyer participate in meetings or review 
committee materials.  

 
Significantly, Judge Gross differed with the 2005 decision by another Delaware bankruptcy 

Judge in In re Worldwide Direct Inc., 334 B.R. 112 (Bankr. D. Del. 2005). There, the court did 
not compensate an indenture trustee for work that duplicated the services performed by 
committee counsel. 

 
Judge Gross said he was “not convinced that Worldwide Direct is controlling law because it 

does not allow for an indenture trustee’s forward thinking about issues in the case.” 
 
In evaluating fees, Judge Gross said the court should not exercise “hindsight” because “[i]t 

simply was implausible” for the lawyers or the indenture trustee “to know whether at the time 
they were performing the work that the Noteholders’ interests did not need protection, or 
whether what they learned through the Committee would be of no benefit to the Noteholders.” 

 
Focusing on the trustee’s duty to be prudent, Judge Gross said the “matters at hand were too 

important to leave to chance that the Committee Work would have no impact or significance to 
the Notes.” 

 
Relying on Baker Botts, the noteholders objected to paying the lawyers for defending their 

fees. 
 
Rejecting the argument, Judge Gross said that the indenture was a contract between the 

parties authorizing departure from the so-called American Rule requiring each side to pay its 
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own fees. He pointed to provisions in the indenture that called for payment of the indenture 
trustee’s and its attorneys’ fees incurred in a fee dispute. 

 
The opinion is In re Nortel Networks Inc., 09-10138 (Bankr. D. Del. March 8, 2017). 
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Res judicata does not apply to ‘deemed 
allowed’ claims. 

Chapter 13 Plan Confirmation Doesn’t Bar Later Claim 
Objections, Circuit Holds 

 
The Fourth Circuit held definitively that res judicata does not bar a debtor from objecting to 

allowance of unsecured claims after confirmation of a chapter 13 plan. 
 
The litigation was brought by LVNV Funding LLC, a company that buys stale claims where 

collection is barred by the statute of limitations. 
 
In consolidated appeals directly to the Fourth Circuit from the bankruptcy court, LVNV had 

filed its claims before confirmation. LVNV did not object to confirmation, nor did the debtors 
object to the claims before confirmation. The claims were therefore “deemed allowed” at the 
time of confirmation under Section 502(a). 

 
After confirmation, but before the completion of payments under the plans, the debtors 

objected to allowance of the claims based on the statute of limitations. Relying on the principle 
of res judicata, the creditor contended that the confirmation orders were final judgments on the 
allowance of the claims, barring later objections. 

 
The bankruptcy court did not buy the argument, nor did the Fourth Circuit in a March 30 

opinion by Circuit Judge G. Steven Agee. He said that LVNV’s theory “does not satisfy the 
requirements for the application of res judicata and contradicts the plain language of the 
Bankruptcy Code.” 

 
Judge Agee pointed out that plan confirmation and the filing of claims are on different 

schedules. Under Section 1324, plan confirmation is 20 to 45 days after the Section 341 meeting. 
The claims bar date, on the other hand, is 90 days after the first meeting, under Bankruptcy Rule 
3002(c). Consequently, the bar date is usually after confirmation in a typical chapter 13 case. 

 
Turning to the law, Judge Agee said that res judicata bars relitigation of matters that were 

actually and necessarily litigated previously. In confirming a chapter 13 plan, he said the 
bankruptcy court need only determine under Section 1325(a)(4) whether the funds available for 
unsecured creditors under the plan exceed what the class would receive in chapter 7.  
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“No provision of the Bankruptcy Code,” he said, “provides for the determination of the 
merits of an individual unsecured claim.” Since confirmation does not entail ruling on the 
validity of an individual unsecured claim, res judicata does not bar a claim objection after 
confirmation. 

 
Section 502(a) does not change the result, just because a claim is deemed allowed. Judge 

Agee said there was nothing for “the bankruptcy court to adjudicate at plan confirmation” 
because there is “no deadline for the initiation of” a claim objection under the “plain text of the 
relevant rules and statute.” He went on to say, “Nothing in the Bankruptcy Code ties contested 
matters for unsecured claims to a timeline related to plan confirmation.” 

 
Res judicata does not bar a claim objection after confirmation, Judge Agee said, because a 

confirmation order is not a “‘prior judgment,’ final or otherwise, ‘on the merits’ as to any 
individual unsecured creditor’s claim.” 

 
On March 24, the Fifth Circuit held in Kipp Flores Architects LLC v. Mid-Continent 

Casualty Co. that an uncontested proof of claim in a “no asset” chapter 7 case cannot be grounds 
for invocation of res judicata against a third party. In that case, the Fifth Circuit rested its 
decision on Section 502, evidently assuming that res judicata applied. 

 
Using the Fourth Circuit’s analysis, the Fifth Circuit could have reached the same result with 

an analysis of the elements of res judicata. To read ABI’s discussion of Kipp Flores, click here. 
 
The opinion is LVNV Funding LLC v. Harling, 16-1346 (4th Cir. March 17, 2017). 



37

EYE ON BANKRUPTCY – SEASON 3 EPISODE 5

 
 

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

35 

Do ‘deemed allowed’ claims have res 
judicata effect in ‘asset’ cases? 

No Res Judicata Effect for ‘Deemed Allowed’ Claims in 
‘No Asset’ Cases 

 
The Fifth Circuit concluded that an uncontested proof of claim in a “no asset” chapter 7 case 

cannot be grounds for invocation of res judicata against a third party. 
 
In addition to Section 502, there may be other grounds for reaching the same result, as 

discussed at the end of this analysis. 
 

The Facts 
 
A company filed a chapter 7 petition after being sued for architectural copyright 

infringement. Initially, the trustee believed there would be no assets and notified creditors that it 
was unnecessary to file proofs of claim. The trustee later decided there might be distributable 
assets and notified creditors that they should file claims within 90 days. 

 
The plaintiff in the copyright suit filed a proof of claim for $83 million. Later, however, the 

trustee filed a “no asset report” and notified creditors accordingly. No one ever filed an objection 
to the copyright claim. 

 
The copyright plaintiff demanded that the debtor’s insurer pay the face value of a $6 million 

insurance policy. When the insurance company refused, the plaintiff filed suit in district court for 
breach of contract, claiming to be a beneficiary of the insurance policy. The plaintiff contended 
that the debtor’s liability on the policy was res judicata because the proof of claim was deemed 
allowed under Section 502(a), which provides that a proof of claim is “deemed allowed, unless a 
party in interest . . . objects.” 

 
The district court granted summary judgment for the insurance company dismissing the 

complaint and was upheld in the Fifth Circuit’s March 24 opinion by Circuit Judge Edith H. 
Jones. She said the case presented “an intriguing question of statutory interpretation.” 
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Judge Jones’ Ratio Decidendi 
 
Judge Jones said that “the necessity for creditors to file and the courts to adjudicate claims 

depends on the existence of assets in the debtor’s estate.” She also said the “Bankruptcy Rules 
plainly contemplate pretermitting claims allowance and objection procedures when there are no 
distributable assets.” 

 
Beyond the statute, Judge Jones said the official forms and accompanying instructions 

“explain that proofs of claim need only be filed in asset-holding bankruptcy cases.” 
 
Because objections to claims are not mandatory under Bankruptcy Rule 3007(a), Judge Jones 

concluded that no “party in interest,” including the insurance company, “had any reason to 
ascertain that [the plaintiff] had filed a proof of claim, much less object to the superfluous 
claim.” 

 
“Section 502 would be significantly transformed,” Judge Jones said, if it required that parties 

in interest “monitor, object to, and litigate proofs of claim that need not even be filed.” Were that 
true, “sureties, guarantors, general partners, and other entities that might share liability for claims 
against debtors would risk suffering adverse judgments in the form of ‘deemed allowed’ claims.” 

 
Judge Jones distinguished a Ninth Circuit opinion that gave preclusive effect to a “deemed 

allowed” claim because it did not involve a no-asset case. 
 
Judge Jones held that a “deemed allowed” claim does not have res judicata effect in a no-

asset case when creditors were not told to object to claims and “no bankruptcy purpose would 
have been served by the bankruptcy court’s adjudicating” the claim. 

 
The opinion had another holding of note. The insurance company argued that the bankruptcy 

court lacked jurisdiction to adjudicate the claim because it would have had no conceivable 
impact on the nonexistent estate. 

 
Judge Jones held that the bankruptcy court had subject matter jurisdiction, although the 

Bankruptcy Code gave the court discretion over the claim-allowance process since it was a no-
asset case. 

 
What About Asset Cases? 

 
Judge Jones’ opinion might be interpreted to imply that a deemed allowed claim does have 

res judicata effect whenever there are assets for distribution. However, the opinion does not say 
that explicitly. 
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When there are minimal assets, mounting claim objections might not be justifiable 
economically from the trustee’s vantage point. Further, third parties may lack notice of potential 
res judicata effects. Indeed, a third party like an insurance company might not even know that a 
potentially insured claim was filed. Although an insurance company might have a defense under 
the policy for lack of notice of the claim, other potentially liable third parties might not have 
similar rights. 

 
If deemed allowed claims have res judicata effect in asset cases, Section 502 would become 

a trap for the unwary third party liable on a claim against a debtor. 
 
In asset or no-asset cases, another court presented with the same facts might explore whether 

res judicata is even applicable to deemed allowed claims, since claim preclusion requires a final 
order. It is at least questionable whether the absence of an objection is equivalent to a final order, 
given that there was no judicial action affirming the validity of the claim.  

 
Finality is another issue. In chapter 7 cases, there may be no deadline for claim objections. 

Indeed, a closed case conceivably could be reopened to permit a claim objection.  
 
Therefore, it might be said that a deemed allowed claim is neither an order nor is it final, thus 

precluding the invocation of res judicata. 
 
Judge Jones’ opinion does not discuss the elements of res judicata, but she appears to assume 

that the doctrine applies. Another court might explore whether res judicata is applicable when 
the party allegedly in privity with the debtor lacks notice or an opportunity to defend. 

 
The opinion is Kipp Flores Architects LLC v. Mid-Continent Casualty Co., 16-20255 (5th 

Cir. March 24, 2017). 



EYE ON BANKRUPTCY – SEASON 3 EPISODE 5

40

Speakers

Host
 
William J. Rochelle, III is ABI’s Editor-at-Large and resides in New York. Previously, he 
published for Bloomberg from 2007-15. Prior to his second career in journalism, Mr. Rochelle 
practiced bankruptcy law for 35 years, including 17 years as a partner in the New York office 
of Fulbright & Jaworski LLP. He earned his undergraduate and law degrees from Columbia 
University, where he was a Harlan Fiske Stone Scholar.

Guests
 
Prof. Andrew B. Dawson teaches contracts, bankruptcy, secured transactions and com-
mercial law at the University of Miami School of Law in Coral Gables, Fla., having joined the 
faculty in 2011. He also served on ABI’s Commission to Study the Reform of Chapter 11 as 
reporter for its Labor and Benefits Section, and on ABI’s Caribbean Insolvency Symposium 
advisory board. Prof. Dawson is ABI’s 2017 spring Resident Scholar and has published ar-
ticles on cross-border insolvency and labor-related issues in bankruptcy. His research has 
focused on the intersection of federal bankruptcy and labor laws, both in the corporate and 
municipal bankruptcy context. In addition to his scholarship in this field, he has served as the 
Reporter for the Labor and Benefits Subcommittee of ABI’s Commission to Study the Reform 
of Chapter 11. Prof. Dawson contributed to the study of cross-border insolvency under the 
UNCITRAL Model Law on Cross Border Insolvency. After the U.S. adopted the Model Law in 
2005, he conducted the first empirical study of chapter 15. He has also served on the advi-
sory board of the Caribbean Insolvency Symposium and was inducted into the International 
Insolvency Institute’s NextGen Leadership Program in 2014. Prior to joining the UM faculty, 
Prof. Dawson clerked in the Delaware Bankruptcy Court for Hon. Peter J. Walsh and in the 
Third Circuit Court of Appeals for Hon. Jane R. Roth, and was a Kauffman Legal Fellow at 
Harvard Law School. He received his B.A. from Williams College and his J.D. from Harvard 
Law School, where he was senior editor of the Harvard Negotiation Law Review. He also re-
ceived the ABI Medal of Excellence in Bankruptcy and the Irving Oberman Memorial Award 
for best student bankruptcy paper.

Richard N. Goldman is a legal analyst with Debtwire in New York, where he tracks dozens 
of the highest-profile in- and out-of-court restructurings across various industries and sectors, 
including E&P, retail, health care, minerals and mining, and automotive. In his role, he is 
responsible for analyzing the reorganization and litigation strategies, as well as key judicial 
opinions, that shape today’s chapter 11 landscape. Prior to joining Debtwire in 2015, Mr. 
Goldman was a restructuring and litigation attorney, practicing in the New York offices of 
Weil, Gotshal & Manges LLP, Kirkland & Ellis LLP and Togut, Segal & Segal LLP, where he 
represented debtors, official committees, lenders, purchasers and trustees in several high-
profile restructurings. He received his B.S. from Cornell University and his J.D. cum laude from 
Brooklyn Law School.


