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GM’s ignition switch fiasco continues 
making bankruptcy law on deprivation of the 

constitutional right to notice. 

District Judge Limits Second Circuit Rule on Standing 
for Successorship Claims 

In the General Motors multidistrict litigation over defective ignition switches, District Judge 
Jesse M. Furman of New York plugged a hole in a Second Circuit decision from April by ruling 
that successor liability claims are not estate property if creditors were not given constitutionally 
adequate notice of bankruptcy. 

Judge Furman’s most recent decision resulting from the ignition switch fiasco focused on 
plaintiffs who claimed they suffered economic damage, such as the decline in the value of their 
cars, following the adverse publicity surrounding GM’s prebankruptcy sale of vehicles that 
would shut off spontaneously, disabling steering and air bags. 

Before bankruptcy in 2009, GM had not disclosed the known defect in the ignition switches in 
some of its models. Consequently, owners of those defective cars were not given notice of their 
right to file claims. 

On account of constitutionally inadequate notice to owners of the defective cars, the Second 
Circuit opened the door in 2016 to suits against so-called New GM, the company formed to 
purchase and operate Old GM’s business. Even though the sale-approval order purported to 
preclude suits against New GM on account of many claims against Old GM, the Second Circuit 
said the plaintiffs were entitled to sue New GM. To read ABI’s account of the Second Circuit’s 
2016 GM decision, click here. 

Although given the right to sue, plaintiffs still had to concoct a theory that would hold New GM 
liable for defective products sold by Old GM. The plaintiffs based their economic damage claims 
in significant part on theories of successor liability under state laws. 

New GM filed a motion to dismiss, based in part on the notion that the plaintiffs did not have 
standing because successor liability claims belonged to Old GM’s bankrupt estate. The idea that 
Old GM had the exclusive right to sue New GM for successor liability was facially appealing in 
light of a Second Circuit decision in April, Tronox Inc. v. Kerr-McGee Corp. (In re Tronox Inc.), 
855 F.3d 84 (2d Cir. April 20, 2017). 

New GM relied on the holding in Tronox, where the appeals court held that successor liability 
claims were “generalized, derivative claims comprising estate property.” Id. at 107. If New GM 

District Judge Limits Second Circuit Rule on Standing for Successorship 
Claims

http://www.abi.org/newsroom/daily-wire/second-circuit-drubs-new-gm-on-successor-liability-for-ignition-switch-defects
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was reading Tronox correctly, the Second Circuit would have taken away in 2017 what it gave to 
ignition switch creditors in 2016. 

Judge Furman distinguished Tronox on the facts and held in his Aug. 3 opinion that ignition 
switch claimants had standing to sue on theories of successor liability. 

In Tronox, the creditors knew before bankruptcy that they had claims against the company. In 
contrast, Judge Furman said, plaintiffs did not know before bankruptcy about their claims against 
Old GM because the company had deprived them of their constitutional right to notice. 

If he were to rule that Old GM owned the claims – even though creditors didn’t know there were 
any claims to be made – Judge Furman said he “would effectively render due process rights of 
creditors worthless.” Ruling that the creditors had no standing for successor liability claims 
“would reward debtors and asset purchasers who concealed claims known to them but unknown 
to potential claimants,” Judge Furman said. 

To dismiss the successorship claims “would be a windfall for asset purchasers such as New GM; 
they would escape liability, with no attendant benefit to any creditor of the debtor.” 

Absent “more explicit guidance from the Second Circuit,” Judge Furman said that 
“Tronox should not be read to apply where, as here, the party asserting a claim did not bring, and 
could not have brought, that claim prior to the bankruptcy.” 

Ignition switch creditors won on standing but didn’t prevail altogether. Judge Furman went on to 
hold that the plaintiffs, as a matter of law, failed to state successor liability claims in seven states 
whose choice of law rules invoked Delaware law. He ordered further briefing regarding nine 
other states governed by other laws. 
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The Code or rules must change to bar 
debt collectors from filing stale claims, 

Judge Dow says. 

Courts Can’t Sanction Debt Collectors for Filing Stale 
Claims after Midland Funding 

Now that the Supreme Court has allowed debt collectors to file stale claims, the statute or the 
Bankruptcy Rules must be amended before courts can halt the practice, according to Bankruptcy 
Judge Dennis R. Dow of Kansas City, Mo. 

In Midland Funding LLC v. Johnson, 137 S. Ct. 1407, 197 L. Ed. 2d 790, 85 U.S.L.W. 4239 
(Sup. Ct. May 15, 2017), the Supreme Court held 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. 

The U.S. Trustee mounted a frontal attack on a debt collector engaged in the business of filing 
proofs of claim where collection would be barred by the statute of limitations. In an adversary 
proceeding begun eight months before the high court decided Midland Funding, the U.S. Trustee 
alleged that regularly filing claims based on stale debts was a “systemic abuse of the bankruptcy 
process.” 

The U.S. Trustee sought a nationwide injunction, a monitor, unspecified monetary damages, and 
sanctions for routinely filing stale claims. Despite finding the creditor’s “behavior disturbing,” 
Judge Dow dismissed the complaint while allowing the U.S. Trustee to proceed with objections 
to two stale claims. 

Although critical of the creditor’s practices and procedures, the bulk of Judge Dow’s Sept. 1 
opinion leads to the conclusion that the current state of the law and rules cannot be employed to 
outlaw so-called robo-signing or the filing of stale claims. 

For example, Judge Dow found that the creditor’s “alleged process for preparing and reviewing 
claims fell short of the requirement of Official Form 10 and Bankruptcy Rule 9011.” Despite the 
fact that the creditor used “questionable practices,” the judge concluded that the facts did not 
lend to the imposition of sanctions, in part because the form was not amended until 2016 “to 
require that the individual signing the proof of claim personally review it.” 

Judge Dow faulted the creditor’s elaborate robo-signing procedures because there was “no 
indication” that the person who signed the claims “knew if, or to what extent, that process was 

Courts Can’t Sanction Debt Collectors for Filing Stale Claims after Midland
Funding
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followed.” He also said it was “inconceivable that an individual could comply with the 
instructions for Official Form 10 without ever examining the claim.” Evidently, the same 
person’s signature appeared on about 54,000 claims. 

Ultimately, the complaint failed to state a claim for sanctions, Judge Dow said, because the U.S. 
Trustee did not allege “bad faith in connection with its ‘robo signing’ practice,” because the 
propriety of the practice was at least debatable. 

The U.S. Trustee was barred from seeking sanctions under Bankruptcy Rule 9011 for filing stale 
claims because he had “failed to abide by the safe harbor provisions of that rule.” Sanctions were 
similarly unavailable under Section 105 because the statutes of limitations in most states do not 
extinguish these types of claims. Also on the question of whether the filing of stale claims 
violates the Bankruptcy Code, Judge Dow said that the definition of “claim” is “extremely 
broad.” 

Therefore, “considering applicable state law and the provisions of the Code,” Judge Dow 
decided that “creditors have the right to file such claims and that doing so is not sanctionable.” 
There is no violation of Rule 9011, he said, unless the creditor continues asserting the claim 
“after the statute of limitations has been raised.” 

Locking the door after slamming it shut, Judge Dow said the U.S. Trustee would not be entitled 
to sanctions even if the creditor had been filing claims that did not comply with Rule 3001(c). 
The remedy for failure to file a claim in proper form, he said, is to strip the claim of its prima 
facie validity, “besides those enumerated in Rule 3001(c).” 

The “other appropriate relief” allowed under the rule “does not include the disallowance of a 
claim.” Likewise, there is no independent cause of action for a violation of Rule 3001. 

Putting his finger on the nub of the issue, Judge Dow held that the creditor’s behavior was “not 
sanctionable and may not be treated as such until changes are made either by Congress or the 
Rules Committee,” even though the creditor’s “conduct is unsettling and perhaps even distasteful 
or unseemly in some respects.” In addition, Judge Dow said he had “no power to grant relief 
which would purport to be binding as to claims filed and conduct occurring in cases other than 
ones before this Court.” Even if there were nationwide power, Judge Dow said he “would 
decline to exercise it.” 



8

EYE ON BANKRUPTCY – SEASON 3 EPISODE 9

 
 

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

1 

Ninth Circuit criticizes the Seventh for 
making the sovereign immunity waiver 

meaningless for Section 544(b)(1) suits. 

Ninth Circuit Splits with Seventh on Sovereign 
Immunity and Derivative Suits by a Trustee 

The Ninth Circuit created a split of circuits with the Seventh by holding that the waiver of 
sovereign immunity under Section 106(a)(1) enables a trustee to file a derivative suit against the 
Internal Revenue Service for receipt of a fraudulent transfer under Section 544(b)(1). 

The issue is important because the outcome determines whether a trustee can ever mount a 
fraudulent transfer action under state law against governmental units, in this case the IRS. 

“Before the Seventh Circuit’s opinion, the bankruptcy courts were unanimous in their conclusion 
that 106 fully waives sovereign immunity under 544(b) — hopefully the Ninth Circuit will 
reassure them that was the right result,” Prof. Stephen J. Lubben of Seton Hall University School 
of Law told ABI in an email. In support of the trustee, Prof. Lubben submitted an amicus brief 
for the National Association of Bankruptcy Trustees. 

The Facts 

Operated as a Ponzi scheme, the debtor was a so-called subchapter S corporation that paid the 
IRS about $17 million on account of taxes owing by its shareholders. Under a confirmed chapter 
11 plan, the trustee for a creditors’ trust sued the IRS to recover the payments. 

The IRS conceded that it was liable under Section 548(a)(1)(B) for receipt of fraudulent transfers 
amounting to about $56,000 made within two years of bankruptcy. The government 
acknowledged that the waiver of sovereign immunity made the IRS subject to suit for fraudulent 
transfer within the ambit of the Bankruptcy Code. 

To recover the remainder of the $17 million, the trustee also sued under Idaho’s version of the 
Uniform Fraudulent Transfer Act, invoking Section 544(b)(1), which requires the existence of an 
actual, unsecured creditor who could have sued under state law. The trustee relied on Section 
544(b) because Idaho law has a four-year statute of limitations, compared with only two years 
under the Bankruptcy Code. 

The government filed a motion for summary judgment on the Section 544(b)(1) claim, because 
any creditor would have been barred by sovereign immunity from suing the government for 
receipt of a fraudulent transfer. The district court granted the trustee’s cross motion for summary 

Ninth Circuit Splits with Seventh on Sovereign Immunity and Derivative Suits 
by a Trustee
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judgment, holding that Section 106(a)(1) waived sovereign immunity for derivative fraudulent 
transfer claims brought under Section 544(b)(1). 

Section 106(a)(1) provides that “sovereign immunity is abrogated as to a governmental unit . . . 
with respect to” Section 544, among others. 

The Ninth and Seventh Circuits Split 

Upholding the district court in an Aug. 31 opinion by Circuit Judge Richard Z. Paez, the Ninth 
Circuit held that the Section 106 waiver permits suits under Section 544(b)(1), in the process 
creating a split of circuits with the Seventh Circuit in In re Equipment Acquisition Resources 
Inc., 742 F.3d 743 (7th Cir. 2014). 

In EAR, the Chicago-based court held that the waiver of immunity does not extend to Section 
544(b)(1) suits because any actual creditor would have been barred from suing by the 
government’s sovereign immunity. Judge Paez said he could find no other circuit decisions on 
the question. 

Plain Language, Logic and Equity 

Judge Paez relied on logic and the language of the statute, in particular the phrases in Section 
544(b)(1) that allow a trustee to “avoid any transfer” that is “voidable under applicable law.” He 
said that Section 544(b)(1) “does not exist in a vacuum; rather, it must be read in concert with 
other sections of the Bankruptcy Code,” such as Section 106(a)(1), which “unambiguously 
abrogates the federal government’s sovereign immunity ‘with respect to Section 544.’” 

Reading the two sections together, Judge Paez said that the abrogation of sovereign immunity is 
“absolute” and “thus necessarily includes the derivative state law claim on which a Section 
544(b)(1) claim is based.” 

In terms of logic, Judge Paez said that the government’s argument “would essentially nullify 
Section 106(a)(1)’s effect on Section 544(b)(1), an interpretation we should avoid.” He also said, 
“It would defy logic to waive sovereign immunity as to a claim which could not be brought 
against the government.” 

Differing with the Seventh Circuit, Judge Paez appealed to a sense of equity. The Bankruptcy 
Code, he said, was drafted to put the IRS “on an equal footing with all other creditors.” He said 
“it would be unfair for the governmental unit to participate in the distributions in a bankruptcy 
case while at the same time shielding itself from liability,” quoting the Tenth Circuit from In re 
Franklin Savings Corp., 385 F.3d 1279, 1290 (10th Cir. 2004). 
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Saying that the waiver of immunity applies, Judge Paez held that “a trustee need only identify an 
unsecured creditor, who, but for sovereign immunity, could bring an avoidance action against the 
IRS.” 

The Second Issue 

The case involved another issue. In a separate, nonprecedential opinion, the Ninth Circuit 
remanded that facet of the case to the district court. 

From the $17 million found to be avoidable, the district court had held that the trustee could not 
recover $3.6 million that the IRS had refunded to shareholders before bankruptcy as 
overpayment of taxes. 

In the separate per curiam opinion, the appeals court said that the trustee’s appeal from that 
feature of the lower court’s decision turned on whether the IRS was an initial transferee under 
Section 550(a)(1). The circuit remanded because the district court had employed the “control 
test” rather than the Ninth Circuit’s “more restrictive dominion test.” 
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Philadelphia judge socks the city’s 
parking authority for impounding a  

debtor’s car twice. 

Emotional Distress Damages Awarded for Civil 
Contempt on Automatic Stay Violation 

It didn’t take long before the lower courts began expanding Lansaw, the Third Circuit’s decision 
in April allowing damages for emotional distress resulting from a willful violation of the 
automatic stay under Section 362(k)(1). Zokaites v. Lansaw (In re Lansaw), 853 F.3d 657 (3d 
Cir. April 10, 2017). 

Chief Bankruptcy Judge Eric L. Frank of Philadelphia extended Lansaw to authorize $5,000 in 
emotional distress damages as one sanction for civil contempt of the automatic stay. 

For the second time after the debtor filed a chapter 13 petition, the Philadelphia Parking 
Authority impounded the man’s car on account of unpaid parking fines. The debtor had 
scheduled the fines among debts. 

After the second impoundment, the debtor based his request for damages on the bankruptcy 
court’s civil contempt power, not on Section 362(k), which 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.” 

In his Aug. 10 opinion, Judge Frank said that the adoption of Section 362(k) in 1984 
“supplements, but does not replace the [civil] contempt remedy.” The judge went on to say he 
could “perceive no material difference between the two (2) remedies (i.e., contempt or Section 
362(k)) with respect to the relief available to the Debtor.” 

Even if there were no willfulness or specific intent to violate the stay, Judge Frank said that civil 
contempt sanctions can be imposed as a remedial measure. The debtor need only establish, “by 
clear and convincing evidence, that the other party violated a specific and definite court order 
and that the party had knowledge of the order sufficient to put him on notice of the proscribed 
conduct.” 

In the bankruptcy context, Judge Frank said, the automatic stay is the equivalent of a court order. 
The second time around, there was no dispute about knowledge of the bankruptcy since the 
authority had been told about the debtor’s chapter 13 case the first time his car was impounded in 
violation of the automatic stay. Further, he said, knowledge of bankruptcy is equivalent to 
knowledge of the automatic stay. 

Emotional Distress Damages Awarded for Civil Contempt on Automatic Stay 
Violation
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Having established grounds for a finding of civil contempt, Judge Frank said the court has 
“broad discretion in fashioning an appropriate remedy.” In addition to a fine to coerce 
compliance with the order, he said the court “may also award damages to compensate the 
aggrieved party for any actual loss suffered, as well as attorney’s fees and costs.” 

Since Lansaw held that damages for emotional distress qualify as “actual damages” under 
Section 362(k), Judge Frank saw “no reason why the same principle should not apply in granting 
compensatory relief as a remedy for contempt of the automatic stay.” He also cited the circuit’s 
refusal to “adopt a bright-line rule requiring” corroborating medical evidence of emotional 
distress, “at least where a stay violation is patently egregious.” 

To justify emotional distress damages, Judge Frank cited how the debtor had been out of town 
caring for his mother, who was ill, when he learned that his car had been impounded a second 
time. The news required the debtor to cut short his travel plans and resulted in “difficulty 
sleeping that night.” 

The seizure, Judge Frank said, also “caused marital discord.” Consequently, the second violation 
of the automatic stay justified “$5,000 in damages for the emotional distress he suffered as a 
result of impoundment of the car.” 

In addition, Judge Frank ruled that the sanction would include the debtor’s attorneys’ fees. He 
called for further proceedings to calculate the fee award. 

In a companion opinion also on Aug. 10 dealing with the first stay violation, Judge Frank 
explained why the parking authority was not entitled to sovereign immunity, except to the extent 
that the governmental body could not be held liable for punitive damages as a result of Section 
106(a)(3). On cross motions for summary judgment, Judge Frank could not rule on liability, one 
way or the other, because there was a factual dispute regarding the authority’s knowledge of the 
bankruptcy. 

To read ABI’s discussion of Lansaw, click here. 

The opinion expanding Lansaw is In re Odom, 15-19111 (Bankr. E.D. Pa. Aug. 10, 2017), and 
the companion opinion on sovereign immunity is Odom v. Philadelphia Parking Authority (In re 
Odom), 16-0195 (Bankr. E.D. Pa. Aug. 10, 2017). 

 

http://www.abi.org/newsroom/daily-wire/willful-stay-violation-can-justify-damages-for-emotional-distress-third-circuit
https://www.gpo.gov/fdsys/pkg/USCOURTS-paeb-2_15-bk-19111/pdf/USCOURTS-paeb-2_15-bk-19111-0.pdf
https://www.gpo.gov/fdsys/pkg/USCOURTS-paeb-2_16-ap-00195/pdf/USCOURTS-paeb-2_16-ap-00195-0.pdf
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After rehearing, the Fifth Circuit 
rediscovers the snapshot rule by giving 

finality to exemptions in chapter 7. 

Reversing Itself, Fifth Circuit Panel Reinstates  
Finality to Exemptions in Chapter 7 

In a remarkably short time, a panel of the Fifth Circuit saw the error in its ways, vacated an 
opinion handed down on July 19, and held that exempt property on the filing date does not lose 
its exempt status even if it is converted to nonexempt property after the filing of a chapter 7 
petition. 

The per curiam opinion on Sept. 5 removes a cloud of perpetual uncertainty that had been 
hanging over chapter 7 debtors in the Fifth Circuit. For seven weeks, when the July opinion was 
good law, a chapter 7 debtor who liquidated exempt property was in peril even if the case had 
been closed and the time for objecting to exemptions had long since passed. 

The new opinion establishes two principles in the Fifth Circuit. As we will discuss later, the 
holding in In re Frost, 744 F.3d 384 (5th Cir. 2014), is now limited to chapter 13 cases, and In re 
Zibman, 268 F.3d 298 (5th Cir. 2001), does not apply to cases where the time for objecting to 
exemptions has elapsed. 

The Facts 

The case involved a couple who filed a chapter 7 petition with about $130,000 in an individual 
retirement account, or IRA. They scheduled the IRA as exempt under Texas law. There were no 
objections to the claimed exemption, and the trustee eventually issued a no-asset report. 

Starting a few days before filing and continuing for seven months, the couple withdrew all the 
money from the IRA, spent most of it on living expenses, and did not reinvest any proceeds in 
another IRA. 

Learning that the IRA had been liquidated and not reinvested, the trustee demanded that the 
couple turn over the IRA proceeds, because Texas law provides that withdrawals from an IRA 
must be reinvested in another IRA within 60 days to retain their exempt character. When the 
trustee made her demand, the debtors still held about $30,000 in proceeds from the IRA. 

The bankruptcy judge ruled in favor of the trustee and required the couple to turn over the 
$130,000. The district court affirmed. 

Reversing Itself, Fifth Circuit Panel Reinstates Finality to Exemptions in Chapter 
7
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The Original Panel Opinion 

The original panel opinion from July was based largely on Frost, where a couple owned a home 
when they filed a chapter 13 petition. Later, they sold the home but did not reinvest the proceeds 
in another exempt homestead. Without saying in the opinion whether the case was in chapter 7 or 
13, the Fifth Circuit held in Frost that the proceeds lost their exempt status, relying in part 
on Zibman, discussed below. 

Lower courts were divided on whether Frost also applied to chapter 7 cases. Some courts 
believed that Frost should apply only in chapter 13 cases because Section 1306(a)(1) brings 
after-acquired property into the estate. Since there is no counterpart in chapter 7, those courts 
would not invoke Frost in chapter 7 cases. 

The original panel opinion in July, written by Circuit Judge Edward C. Prado, resolved the issue 
by holding that Frost applied equally in chapter 7. The appeals courts developed the notion of 
conditionally and unconditionally exempt property. 

Unconditionally exempt property, like an IRA or a homestead, could become conditionally 
exempt on being sold or liquidated. If proceeds were not reinvested in exempt property within 
the time permitted by state law, the conditionally exempt money would lose its exempt character. 

Arguably splitting with every other circuit and seemingly abandoning the snapshot rule, the 
original panel opinion in effect held that exemptions never become final even if the time for 
objection has run out. 

The original opinion was important because it meant that debtors in Texas and perhaps elsewhere 
could not take money from an IRA until after the chapter 7 case was closed. It also meant that a 
chapter 7 debtor in Texas could not sell an exempt homestead after filing because it would lose 
the exemption if the proceeds were not reinvested in a new homestead within six months. 

Even after the chapter 7 case had been closed, a trustee could reopen the case and demand 
turnover. Following the July decision, it was unclear how long debtors were required to hold 
exempt property even after a chapter 7 case was closed. 

The Motion for Rehearing 

On August 2, the husband moved for panel rehearing and rehearing en banc, supported by 
an amicus brief filed by Prof. Christopher G. Bradley of the Univ. of Kentucky College of Law, 
retired Bankruptcy Judge Leif M. Clark, and attorneys Stephen W. Sather and Michael Baumer, 
both of Austin. 
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The last brief on the rehearing petitions was filed on Aug. 21. Without holding oral argument, 
the panel issued its 14-page per curiam opinion on Sept. 5, withdrawing the prior opinion, 
reversing the bankruptcy court, remanding the case, and denying the petition for rehearing en 
banc. In effect, the panel reversed its prior opinion and allowed the debtors to retain all proceeds 
from the liquidated IRA. 

The Rationale after Rehearing 

Originally mandated by the Supreme Court in White v. Stump, 266 U.S. 310 (1924), and largely 
ignored in the prior opinion, the new opinion reaffirmed the snapshot rule, which in substance 
provides that exemptions are fixed on the filing date. The appeals court then 
examined Frost and Zibman, ultimately limiting the holdings of both. 

Zibman, which predated Frost, concerned debtors who sold their exempt homestead two months 
before filing a chapter 7 petition but did not reinvest the proceeds in another home. The appeals 
court held that the proceeds lost their exempt status because the Texas statute protects only a 
homestead, not proceeds of a homestead. 

The new opinion then did what Frost did not do: It limited the holding to chapter 13 because 
after-acquired property is not brought into a chapter 7 estate. The new opinion characterized the 
IRA proceeds as a newly acquired property interest. 

Since the time for objecting to exemptions had expired, the new opinion said “there was no 
means by which the [debtors’] newly acquired property interest [in the IRA proceeds] could 
become part of the chapter 7 estate.” 

The new opinion emphasized how Zibman dealt with debtors who had sold their home before 
filing, giving them only a conditional exemption on the filing date. The new opinion thus 
limits Zibman to situations where an exempt asset is sold before bankruptcy but not reinvested in 
another exempt asset within the time allowed by state law. 

Finality of Exemptions Emphasized 

The new opinion helps debtors generally because the appeals court emphasized the finality 
resulting from the lack of objections to exemptions. 

The debtors had liquidated some of the IRA before filing, thus giving the trustee an opening to 
demand turnover of those moneys, based on Zibman. Nonetheless, the new opinion allowed the 
debtors to retain even those proceeds. Because the trustee “did not timely object to the claimed 
exemption,” she “could not contest the exemption’s validity after the time for objection passed,” 
the opinion says. 
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Consequently, the new opinion also limits Zibman to cases where the time for objection to 
exemptions has not elapsed. 

The new opinion emphasizes the differences between chapters 7 and 13. The per curiam opinion 
says the two chapters “are not meant to always yield the same results.” 

With regard to after-acquired property, the opinion holds that “a new property interest the debtor 
acquires after filing for bankruptcy becomes part of the estate in a chapter 13 case but does not 
become part of the estate in a chapter 7 case, even if the debtor acquires the new property by 
transforming a previously exempted asset into a nonexempt one.” 

The debtor was represented by William P. Haddock from Pendergraft & Simon LLP in Houston. 

To read ABI’s coverage of the July opinion and the motion for rehearing, click here and here. 

 

https://www.abi.org/newsroom/daily-wire/ira-sold-after-filing-loses-its-exemption-in-chapter-7-not-just-chapter-13
https://www.abi.org/newsroom/daily-wire/rehearing-petition-attacks-fifth-circuit-opinions-stripping-exemptions-of-their
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Even if an exemption is lost after filing, a 
Code provision must bring property into  

the estate, Fourth Circuit holds. 

Fourth Circuit Conflicts with the Fifth on Loss of 
Chapter 7 Exemptions after Filing  

 

Unlike the Fifth Circuit, an exemption that the Fourth Circuit takes away with one hand, it gives 
back with the other, as District Judge James K. Bredar of Baltimore explained in his Aug. 29 
opinion. 

A man filed a chapter 7 petition owning a home as tenants by the entireties with his wife, who 
did not file. The husband claimed an exemption in the home under Section 533(b)(3)(B), which 
applies to an interest in entireties property that is exempt from process under state law. 

After bankruptcy, the wife died, and the trustee claimed that her death brought the home into the 
estate since there was no longer entireties ownership. The bankruptcy judge ruled against the 
trustee, and Judge Bredar affirmed, albeit on a somewhat different theory. 

Using the so-called snapshot test, Judge Bredar said that most courts hold that a postpetition 
change in the character of exempt property does not change the status of the property. The 
Fourth Circuit, however, holds otherwise. 

In Birney v. Smith (In re Birney), 200 F.3d 225 (4th Cir. 1999), the appeals court held that an 
exemption in entireties property lapses after bankruptcy as a consequence of divorce or death of 
the spouse. But that “does not end the inquiry,” the Fourth Circuit said. Id. at 228. 

Even if an exemption lapses after bankruptcy, the Birney court said, there still must be a 
provision in the Bankruptcy Code to “bring the property into the estate.” Id. 

Like the circuit court in Birney, Judge Bredar found no Code provision that would bring 
previously exempt entireties property into a chapter 7 estate based on an event after filing. 
“Although the Bankruptcy Code provides several mechanisms by which a debtor’s interest in 
property acquired postpetition becomes part of the bankruptcy estate, none apply here,” he said. 

Unlike chapters 11, 12 and 13, nothing generally brings property into a chapter 7 estate that is 
acquired after filing. Significantly, Birney held that a survivor does not “inherit” entireties 
property on the death of a spouse, thus making Section 541(a)(5)(A) inapplicable. That section 
brings property into the estate if the inheritance was within 180 days of filing. 

Fourth Circuit Conflicts with the Fifth on Loss of Chapter 7 Exemptions after 
Filing
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Upon his wife’s death, the debtor became the sole owner of the home in fee simple. However, 
Judge Bredar, like in Birney, said that the fee simple interest was not estate property because 
Section 541(a)(1) only reaches property interests “as of the commencement of the case.” 

Although the debtor lost his entireties exemption on his wife’s death, Judge Bredar upheld the 
result in bankruptcy court by ruling that the home was not brought into the chapter 7 estate. 

A similar controversy is brewing in the Fifth Circuit, with a petition for rehearing en 
banc in Hawk v. Engelhart (In re Hawk), 16-20641 (5th Cir. July 19, 2017). There, the Fifth 
Circuit went a step further than the Fourth Circuit by effectively holding that an exemption never 
becomes final in a chapter 7 case. The en banc petition is challenging Hawk and a predecessor 
Fifth Circuit opinion that together mean a home loses its homestead exemption if sold after 
bankruptcy and that an individual retirement account loses exempt status if withdrawn after 
filing in chapter 7. 

Indeed, Birney is authority directly contrary to Hawk, because Birney says there must be a 
mechanism for bringing property into a chapter 7 estate if the exemption terminates after filing. 
If rehearing fails in Hawk, Birney can be held out as a circuit split justifying a grant 
of certiorari by the Supreme Court. 

To read ABI’s discussion of the en banc petition in Hawk, click here. To read ABI’s discussion 
of Hawk itself, click here. 

 

http://www.abi.org/newsroom/daily-wire/rehearing-petition-attacks-fifth-circuit-opinions-stripping-exemptions-of-their
http://www.abi.org/newsroom/daily-wire/ira-sold-after-filing-loses-its-exemption-in-chapter-7-not-just-chapter-13
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Federalism concerns do not protect tax 
foreclosures like they do mortgage 
foreclosures, Judge Gravelle says. 

Tax Sales Can Be Avoided as Preferences,  
New Jersey Judge Rules 

 

On an issue dividing the lower courts, Bankruptcy Judge Christine M. Gravelle of Trenton, N.J., 
ruled that a tax foreclosure sale can be set aside as a preference under Section 547. 

Judge Gravelle spent most of her opinion explaining why BFP v. Resolution Trust Corp., 511 
U.S. 531 (1994), was not controlling. In BFP, the Supreme Court held that a regularly conducted 
mortgage foreclosure cannot be avoided as a fraudulent transfer under Section 548. 

In the case before Judge Gravelle, the city held a tax sale for unpaid municipal taxes on the 
debtors’ property. Two years later, the non-governmental entity that purchased the tax liens 
initiated a foreclosure action under New Jersey law. The property was purchased at the ensuing 
foreclosure sale by the entity that held the tax lien. 

The debtors filed a chapter 13 petition less than 90 days after the foreclosure sale. They 
scheduled the property as being worth $335,000 and listed the tax lien creditor as being owed 
$45,000. There were no mortgages on the property, although there were about $90,000 in other 
judgment liens. 

The debtors filed suit to set aside the tax lien foreclosure as a preference. They also filed a 
chapter 13 plan promising to pay all creditors in full. 

In her Aug. 28 opinion, Judge Gravelle said that the tax lien creditor conceded in substance that 
all elements of a preference were present, in part because the creditor would take $335,000 in 
property in exchange for a $45,000 debt, thus realizing more than the $45,000 it would be paid in 
chapter 7. 

Rather than challenge the elements of a preference, the creditor chiefly argued that the 
“federalism concerns” from BPF should apply as much to tax foreclosures as to mortgage 
foreclosures. 

Judge Gravelle pointed out that the Supreme Court immunized mortgage foreclosures from 
attack as fraudulent transfers. The high court, she said, “recognized that ‘[t]he considerations 

Tax Sales Can Be Avoided as Preferences, New Jersey Judge Rules
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bearing upon other foreclosures and forced sales (to satisfy tax liens, for example) may be 
different.’” 

She also emphasized how the Supreme Court was construing “reasonably equivalent value,” a 
concept in fraudulent transfer law that has no bearing in preferences, where the primary concern 
is barring creditors from receiving more than they would in chapter 7. 

The courts are divided on whether BFP immunizes tax sales from fraudulent transfer attack as it 
does mortgage foreclosures. The lower courts are also divided, Judge Gravelle said, on 
whether BFP should be extended to preferences. 

In BFP, the Supreme Court was concerned that applying fraudulent transfer law to mortgage 
foreclosures would place foreclosures under a federally created cloud. 

Setting aside the tax foreclosure under Section 547, Judge Gravelle said that the same 
considerations did not exist. In New Jersey, state law gives an owner three months to challenge a 
tax foreclosure. “There is no creation of an additional cloud on title,” since the preference power 
also looks back 90 days, Judge Gravelle said. 

The Ninth, Fifth and Tenth Circuits have held that a tax sale conducted in accordance with state 
law cannot be set aside as a fraudulent transfer for less than reasonably equivalent value. To read 
ABI’s discussion of the Ninth Circuit’s Tracht Gut case opinion, click here. 

 

http://www.abi.org/node/242383
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First Circuit is uncharacteristically 
lenient on debtors in the context of a  

motion for a trustee. 

Presumptively Fraudulent Transfer Isn’t Enough to 
Appoint a Trustee, First Circuit Holds 

 

The First Circuit, not known for being easy on debtors, upheld a flexible approach not requiring 
bankruptcy courts to appoint chapter 11 trustees reflexively just because transfers seem 
fraudulent at first blush. 

The case involved an individual debtor who owned two gasoline stations. He and the stations 
were in financial distress. Before filing his chapter 11 petition, he transferred the stations, one to 
a family trust and another to a corporation he controlled. Both of the transfers were 
presumptively fraudulent under Puerto Rico law. 

In chapter 11, the debtor amended his schedules several times. Charitably speaking, he was 
sloppy. One creditor, who sought appointment of trustee, contended that the debtor was failing to 
disclose assets and transfers. 

The bankruptcy judge denied the creditor’s motion for appointment of a trustee under Section 
1104(a), where fraud is listed as one of the rounds for ousting the debtor in possession. The 
Bankruptcy Appellate Panel upheld denial of the trustee motion. 

The creditor fared no better in the First Circuit, where Circuit Judge David J. Barron handed 
down an opinion on Aug. 9 upholding the lower courts. 

Although the transfers were presumptively fraudulent because they were made to family for little 
or no consideration, Judge Barron could not upset the bankruptcy court’s fact-finding that the 
transfers had “no materially adverse impact on the bankrupt estate” because the separately 
incorporated gasoline stations had negative net worth. 

Adopting a “totality of the circumstances” test, Judge Barron said there is no “authority to 
suggest that, in evaluating the totality of the circumstances, the effect of the transfer on the 
estate’s value is an impermissible consideration under Section 1104(a)(1).” 

Next, Judge Barron rejected the creditor’s reliance on Husky International Electronics Inc. v. 
Ritz, 136 S. Ct. 1581, 194 L. Ed. 2d 655, 84 U.S.L.W. 4270 (2016), where the Supreme Court 
held that a debt can be nondischargeable under Section 523(a)(2)(A) even if the debtor made no 

Presumptively Fraudulent Transfer Isn’t Enough to Appoint a Trustee, First 
Circuit Holds
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misrepresentation to the creditor. He said that Husky does not purport to address what constitutes 
“fraud” under Section 1104(a)(1). 

The debtor explained that he made the two transfers “to protect his assets from the aggressive 
collection actions of just one unsecured creditor,” not the creditor that sought a trustee. The 
creditor moving for a trustee contended that the debtor’s admission showed the type of 
fraudulent intent requiring appointment of a trustee. 

Judge Barron said there was “no clear authority, from this or any other court,” to support the idea 
that motivation to protect an asset from one creditor “for the benefit of other creditors 
automatically makes his transfers fraudulent for the purposes of Section 1104(a)(1).” 
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State law doesn’t ultimately control what 
is or isn’t estate property. 

Commissions Earned After Bankruptcy Are  
Estate Property 

 

Even though a real estate broker is not entitled to a commission under state law until the 
transaction closes, the portion of the commission attributable to prepetition work is property of 
the estate, according to the Ninth Circuit Bankruptcy Appellate Panel. 

The Aug. 11 opinion by Bankruptcy Judge Meredith A. Jury resolved a split between the two 
divisions of the Idaho bankruptcy court, where state law provides that a real estate broker is 
entitled to a commission by producing a buyer who signs a binding contract. However, the 
commission is not earned until the buyer closes title. 

The debtors were both real estate agents. They were entitled to about $52,500 in commissions on 
nine transactions that did not close until after they filed their chapter 7 petitions. The bankruptcy 
judge upheld the trustee’s demand that the couple turn over the commissions. The couple 
appealed and lost. 

In deciding whether the commissions were estate property, Judge Jury said the “touchstone” 
is Segal v. Rochelle, 382 U.S. 375 (1966), a case under the former Bankruptcy Act where the 
Supreme Court held that a contingent interest is estate property if it is “sufficiently rooted in the 
pre-bankruptcy past.” Quoting Ninth Circuit authority, she said that a contingent interest is estate 
property if it is sufficiently rooted in the pre-bankruptcy era even if the contingency is not 
satisfied until after bankruptcy. 

The debtors argued that the commissions were not estate property under Section 541(a) because 
the commissions were not earned until the transactions closed after bankruptcy. They relied 
on Butner v. U.S., 440 U.S. 48 (1979), where the Supreme Court held that property interests are 
defined by state law. 

Synthesizing the two cases, Judge Jury said that the court looks to Idaho law to decide “when 
and how” the debtors earned the commissions but applies Section 541(a) and Segal “to determine 
whether the commissions are estate property.” 

Employing that analysis, Judge Jury said the outcome was controlled by Jess v. Carey (In re 
Jess), 169 F.3d 1204 (9th Cir. 1999), a case involving a lawyer and a contingent fee. Although 

Commissions Earned After Bankruptcy Are Estate Property
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the lawyer had no right to sue the client for a fee on the filing date, the Ninth Circuit held that the 
lawyer’s interest in the fee was estate property to the extent of “pre-petition work on the cases.” 

Consequently, Judge Jury ruled that the debtor at least had a contingent interest in the 
commissions on the filing date that was attributable to their pre-petition work. The commissions 
were therefore “property of the estate under the broad parameters of Section 541(a)(1).” 

Because the debtors offered no evidence of work they performed after filing, the BAP upheld the 
bankruptcy court’s decision to require a turnover of all commissions. 
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Speaker Biographies

Host
 
Prof. Juliet M. Moringiello is a professor at Widener University Commonwealth Law School 
in Harrisburg, Pa., where she regularly teaches bankruptcy, property, sales, secured transactions 
and a seminar on cities in crisis. Her recent bankruptcy articles have been published in the Illinois 
Law Review, the Washington & Lee Law Review, the Wisconsin Law Review and the Fordham 
Law Review. Prof. Moringiello is the chair-elect of the Pennsylvania Bar Association’s Business 
Law Section, as well as chair of the Section’s Uniform Commercial Code Committee and of 
the Section’s Task Force for the Enactment of the Uniform Voidable Transactions Act. In the 
spring semester of 2010, Prof. Moringiello served as ABI’s Robert M. Zinman Resident Scholar. 
She is an elected member of the American Law Institute and a Uniform Law Commissioner for 
Pennsylvania. Prof. Moringiello received her B.S.F.S. from Georgetown University, her J.D. 
from Fordham University School of Law and her LL.M. from Temple University.

Guests
 
Hon. Frank J. Bailey was appointed as a U.S. Bankruptcy Judge for the District of Massachusetts 
in Boston on Jan. 30, 2009, and served as Chief Judge from December 2010 until December 
2015. He also serves on the First Circuit Bankruptcy Appellate Panel. Previously, Judge Bailey 
clerked for Hon. Herbert P. Wilkins of the Massachusetts Supreme Judicial Court from 1980-
81 and was an associate at the Boston office of Sullivan & Worcester LLP until 1987, where he 
practiced in its litigation and bankruptcy departments. He spent the next 22 years as a partner 
at Sherin and Lodgen LLP, where he chaired its litigation department and was a member of 
its management committee. His practice focused on complex business litigation and creditors’ 
rights, and he often represented clients in medical device, pharmaceutical and high-technology 
businesses. Judge Bailey served as the consul for the Republic of Bulgaria in Boston before his 
appointment to the bench, and he has participated in many international judicial programs. In 
2013, he taught at the Astrakhan State University School of Law in south central Russia, and 
he has also taught courses in Bulgaria and in Uzbekistan. In addition, he taught legal writing 
and research at Boston University School of Law from 1981-93 and currently teaches business 
bankruptcy at Suffolk University Law School in Boston. Judge Bailey was appointed by the 
First Circuit to oversee the financial restructuring of the City of Central Falls, R.I., a rare chapter 
9 case. The City of Central Falls filed a contested plan of readjustment that was confirmed in a 
little more than a year from filing. Judge Bailey serves on the Board of Governors of the National 
Conference of Bankruptcy Judges and is the chair of the National Conference of Federal Trial 
Judges of the American Bar Association. In addition, he serves on the Standing Committee on 
Diversity in the American Judiciary of the Judicial Division of the American Bar Association. 
Judge Bailey received his B.S.F.S. from Georgetown University’s School of Foreign Service and 
his J.D. from Suffolk University School of Law.

Alane A. Becket is a managing partner at Malvern, Pa.-based Becket & Lee LLP, a Women’s 
Business Enterprise, as certified by the Women’s Business Enterprise National Council, that 
provides comprehensive nationwide representation of creditors in bankruptcy matters. She is 
also ABI’s Vice President-Publications. AV-rated by Martindale-Hubbell, Ms. Becket specializes 
in litigation strategy, and has been lead or co-counsel in some of the most successful and 
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influential decisions in consumer bankruptcy over the last 10 years. She is admitted to practice in 
Pennsylvania and New Jersey, and has represented creditors and debt purchasers in commercial 
and bankruptcy matters and Fair Debt Collection Practices Act (FDCPA) defense. She is a member 
of the National Association of Retail Collection Attorneys (NARCA), the National Association 
of Chapter Thirteen Trustees (NACTT) and the National Association of Bankruptcy Trustees 
(NABT). Ms. Becket served on the editorial board of ABI’s Consumer Bankruptcy website and 
is a past co-chair of ABI’s Consumer Bankruptcy Committee. A frequent lecturer, she also co-
authored Consumer Bankruptcy: Fundamentals of Chapter 7 and Chapter 13, Third Edition 
(ABI, 2011) and edited the 2011, 2012, 2013 and 2015 editions of the book series Best of ABI: 
The Year in Consumer Bankruptcy. Ms. Becket graduated from Pennsylvania State University 
and received her J.D. from Widener University School of Law. 




