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ICRPs are always a factor in 
discharging student loans. 

Alabama District Judge Remains Antagonistic Toward 
Discharging Student Loans 

Having been reversed by the Eleventh Circuit on a different issue, District Judge W. 
Keith Watkins of Montgomery, Ala., ruled on remand that the bankruptcy court must 
determine whether a student loan debtor is eligible for an income-contingent 
repayment plan, or ICRP. 

A single mother of two teenage children filed a chapter 7 petition with $112,000 in 
student loans incurred to earn four degrees, including a Ph.D. in special education. 
Already at the top pay grade in her Alabama school district, she had been denied a 
promotion to an administrative position. She had sought a transfer to a less demanding 
teaching position because she was diabetic and morbidly obese. 

The student loans required $915 a month for 15 years, but she had a monthly shortfall 
even before debt service on the student loans. The lender contended in bankruptcy 
court that she was eligible for an ICRP that would reduce her monthly payments to 
$346. 

Under an ICRP, student loans are forgiven if the borrower makes payments for 25 
years. The payments can rise or fall with the borrower’s income. An ICRP is less than 
ideal because forgiveness of the loans will result in forgiveness of indebtedness 
income. An ICRP does not come even close to the relief a debtor receives from 
immediate discharge of student loans. 

Initially, Chief Bankruptcy Judge William R. Sawyer of Montgomery, Ala., discharged 
the debt under Section 523(a)(8) as imposing an “undue hardship.” On appeal, Judge 
Watkins reversed and directed entry of judgment excepting the student loans from 
discharge. In substance, he ruled that student loans will not be discharged if incurring 
the debt was within the debtor’s control. He also said that a debtor must “ultimately 
bear the consequences of her decision to obtain loans in order to pursue her multiple 
educational goals.” 

In April, the Eleventh Circuit reversed and remanded. 

Alabama District Judge Remains Antagonistic Toward Discharging Student 
Loans
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Under the Brunner test, the circuit court said that a debtor must 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 Eleventh Circuit said that the district judge erred because 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.” 

The circuit 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. 

To read ABI’s reports on the district and circuit court opinions, click here and here. 

Had he not remanded, Judge Watkins would have been forced to uphold the 
bankruptcy court and declare the student loans to be dischargeable. He therefore 
remanded and said in the process that the bankruptcy court committed three errors of 
law. 

Although the Eleventh Circuit has not yet ruled on the issue and there is a split of 
authority in the lower courts, Judge Watkins decided that the bankruptcy court must 
always decide how much a debtor would be obligated to pay under an ICRP. The 
student loans will not be discharged, he said, if lowering payments under 
an ICRP would enable the debtor to maintain a minimal standard of living. 

In student loan cases, Judge Watkins requires the bankruptcy judge to make 
comprehensive, detailed findings. He evidently would not permit the bankruptcy judge 
to make findings based on assumptions in the absence of evidence in the record. 

Judge Watkins ruled that the bankruptcy court’s calculation of the debtor’s monthly 
expense was clearly erroneous because he had not made an itemized analysis of her 
“budget to determine which expenses were reasonable and which were not.” He 
suggested the debtor might be able to maintain a minimal standard of living by 
lowering her payments with an ICRP while ceasing to make $220 in voluntary monthly 
contributions to an individual retirement account. In substance, Judge Watkins 
suggested that the debtor must spend her retirement years deeper in poverty on 
account of student loans. 

https://www.abi.org/newsroom/daily-wire/district-court-bars-discharge-when-student-loans-are-taken-voluntarily
https://www.abi.org/newsroom/daily-wire/foolishly-accumulating-student-loans-does-not-factor-into-dischargeability
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Stay tuned. The case will be around for years to come, unless the debtor throws in the 
towel or Judge Sawyer writes a watertight opinion on remand and the lender doesn’t 
appeal. Two or three years from now, we may be reporting another decision from the 
Eleventh Circuit indicating whether student loans, functionally speaking, are ever 
dischargeable. 

 
Opinion Link 

 
 
 
 

http://promo.abi.org/2018/EOB/Feb_Student_Loan_Opinion.pdf


7

EYE ON BANKRUPTCY – SEASON 4 EPISODE 2

 
 

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

Circuits split on power of bankruptcy 
courts to impose punitive or criminal 

contempt sanctions. 

Bankruptcy Courts Cannot Impose Punitive Contempt 
Sanctions, District Judge Says 

Confronting an issue where the circuit courts are divided and the Second Circuit has 
been silent, Vermont’s Chief District Judge Geoffrey W. Crawford decided that 
bankruptcy courts lack “statutory and inherent powers” to impose punitive contempt 
sanctions. 

The Sanctions in Bankruptcy Court 

In three chapter 13 cases, the bankruptcy court had imposed a total of $375,000 in 
sanctions on a mortgage servicer for billing debtors for fees without first filing the 
required notices under Bankruptcy Rule 3002.1(c). Previously, the servicer had been 
“chastised” by a bankruptcy judge in North Carolina for violating the rule. In one of the 
three cases, the servicer had already agreed to pay a $9,000 sanction for sending 
erroneous mortgage statements for three years, but it did not halt the practice. 

The bankruptcy judge said that the $9,000 sanction two years earlier had failed to 
achieve its intended remedial effect of deterring the servicer from sending out 
“inaccurate account statements.” Since she had given the servicer “an opportunity to 
bring its practices in line with the mandates of Rule 3002.1,” the bankruptcy judge felt 
that “the time has come for ‘the imposition of severe sanctions.’” 

To read ABI’s report on the bankruptcy court opinion, click here. 

The servicer appealed and won in Judge Crawford’s Dec. 18 opinion. 

The Bankruptcy Court’s Limited Powers 

To arrive at an award of $75,000, the bankruptcy judge had relied on Bankruptcy Rule 
3002.1(i)(2), which authorizes the court to “award other appropriate relief.” For the 
remaining $300,000, the bankruptcy court used Section 105(a) and the court’s inherent 
powers. 

Bankruptcy Courts Cannot Impose Punitive Contempt Sanctions, District 
Judge Says

https://www.abi.org/newsroom/daily-wire/mortgage-servicer-saddled-with-375000-in-sanctions-for-violating-rule-30021
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Addressing whether the bankruptcy court indeed possessed power, Judge Crawford 
said that the circuits “have been deeply divided for many years on the question of 
whether bankruptcy courts have power to punish criminal contempts or impose 
punitive sanctions.” The Second Circuit, he said, has not addressed the question. 

Judge Crawford then summarized the evolution of the bankruptcy court’s contempt 
powers under the Bankruptcy Rules, as influenced by the Supreme Court’s 1982 
decision in Northern Pipeline. The current iteration of the rules governing contempt — 
Bankruptcy Rules 9020 and 9014 — impose procedural rules but “provide no source of 
substantive authority,” the judge said. 

On the question of power, Judge Crawford said “that the prevailing trend in the 
development of bankruptcy law over recent years has been to place ever-tightening 
limits on bankruptcy courts’ contempt authority.” He said that “the better-reasoned 
authorities favor the narrower construction of the bankruptcy court’s statutory and 
inherent punitive sanction power.” 

Judge Crawford was persuaded by the Ninth Circuit, which “held that neither Section 
105 nor the bankruptcy court’s inherent authority were proper sources of authority for 
the imposition of a serious punitive sanction.” In re Dyer, 322 F.3d 1178 (9th Cir. 2003). 
He also found favor with the Fifth Circuit’s holding that bankruptcy courts lack 
constitutional power to exercise criminal contempt power. In re Hipp Inc., 895 F.2d 
1503 (5th Cir. 1990). 

Judge Crawford found fault with the logic of the First and Eighth Circuits, which were 
more liberal in vesting punitive power in bankruptcy courts. 

Although the bankruptcy court may lack power in itself to address serious misconduct, 
Judge Crawford ended his opinion by mentioning that the district court has power to 
impose criminal contempt sanctions. 

On remand, Judge Crawford said the bankruptcy court may “refer the matter to the 
district court” if it determines “that exercise of that authority would be appropriate.” 
Alternatively, he said, the bankruptcy court “may take steps to enforce its orders short 
of punitive sanctions of the scope and type imposed in these cases.” 

 

Opinion Link 
 
 

http://promo.abi.org/2018/EOB/Feb_Punitive_Sanct_Opinion.pdf
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A federal court can undermine a state 
court judgment without offending 

 Rooker-Feldman, Third Circuit says. 

Third Circuit Pushes Back on Widespread Invocation 
of Rooker-Feldman 

Picking up where the Supreme Court left off, the Third Circuit limited the 
circumstances in which courts can properly apply the Rooker-Feldman doctrine. 

Named for two Supreme Court decisions, Rooker-Feldman stands for the proposition 
that federal courts lack subject matter jurisdiction to review judgments by state courts. 
In simple language, it means that a plaintiff cannot appeal a state court judgment in 
federal court. 

The issue arose in the bankruptcy of an ill-fated casino in Philadelphia. The debtor had 
paid the state $50 million for a gaming license. When the casino’s opening was years 
behind schedule, the state cancelled the license, essentially causing the debtor to 
forfeit the $50 million. The debtor unsuccessfully challenged license revocation in state 
trial and appellate courts. 

Two years later, the debtor filed a chapter 11 petition and sued the state, alleging 
constructively fraudulent transfers under Section 548 and Pennsylvania’s version of the 
Uniform Fraudulent Transfer Act. 

Citing Rooker-Feldman, the bankruptcy court dismissed the suit, reasoning, among 
other things, that finding a fraudulent transfer would necessarily overturn the state 
court judgment upholding license cancellation. The debtor was succeeded by a 
litigation trustee who took over the appeal. 

After the district court upheld dismissal, the trustee appealed to the Third Circuit and 
won in a Jan. 11 opinion by Circuit Judge Morton I. Greenberg. 

Judge Greenberg’s opinion builds on Exxon Mobil Corp. v. Saudi Basic Industries 
Corp., 544 U.S. 280 (2005), where the Supreme Court said that federal courts have 
been too quick to invoke Rooker-Feldman. Courts should dismiss for lack of subject 
matter jurisdiction under the doctrine only when the plaintiff seeks review of a state 
court judgment. 

Third Circuit Pushes Back on Widespread Invocation of Rooker-Feldman 
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To avoid Rooker-Feldman problems, the trustee had not alleged that license revocation 
was illegal under state law nor a denial of due process. Similarly, the trustee was not 
seeking reinstatement of the license. Instead, the trustee wanted payment for the value 
of the license. 

Focusing on the relief sought in the complaint, Judge Greenberg said that the trustee 
was not asking for appellate review of license revocation. “The bankruptcy court did 
not need to consider the bona fides of that decision,” he said. Instead, the 
proper Rooker-Feldman analysis is to begin from the proposition that the state court 
reached the correct result. 

In essence, license revocation issues and fraudulent transfer claims are independent of 
one another. The bankruptcy court could have ruled on the elements of a 
constructively fraudulent transfer “without rejecting or even reviewing” the decisions in 
state court upholding revocation, Judge Greenberg said. 

Judge Greenberg said that Rooker-Feldman did not apply because the bankruptcy 
court could have decided whether license revocation, “which occurred because of 
valid state proceedings, could nonetheless be avoided under the Bankruptcy Code.” 

The next question, according to Judge Greenberg, involved the relief requested by the 
trustee. 

The bankruptcy court had dismissed on Rooker-Feldman, saying that a judgment to 
pay the value of the license would be the “functional equivalent to invaliding the state 
court decision.” 

Judge Greenberg disagreed. The fraudulent transfer claims are independent of the 
state law licensing issues and due process, he said, adding that “it does not matter 
for Rooker-Feldman doctrine purposes that the relief” sought by the trustee “would 
frustrate the Commonwealth Court’s order.” 

Ordinarily, Judge Greenberg said, the final step in a Rooker-Feldman analysis would 
entail applying state law to determine the preclusive effect of the prior state court 
judgment. On appeal in the circuit, however, neither of the parties had raised the issue. 

Therefore, Judge Greenberg remanded the case to the district court to decide (1) 
whether claim or issue preclusion would bar the fraudulent transfer claim, (2) whether 
the trustee had stated a fraudulent transfer claim, and (3) whether sovereign immunity 
under the Eleventh Amendment would bar the trustee’s claim. 
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Judge Greenberg gave the district court the option of remanding the case to the 
bankruptcy court to determine those issues. 

On remand, the issue will be similar to the question of whether tax sales, otherwise 
valid under state law, can be set aside as fraudulent transfers or preferences. For ABI’s 
discussion of a recent decision on that issue, where the courts are divided, click here. 

 

Opinion Link 
 
 
 
 

https://www.abi.org/newsroom/daily-wire/tax-sales-can-be-avoided-as-preferences-new-jersey-judge-rules
http://www2.ca3.uscourts.gov/opinarch/171954p.pdf
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A Waiving the automatic stay and 
immediately closing a sale does not make 

Section 363(m) inapplicable. 

Asset Sale Appeals Are Moot Even if There Is a Jevic 
Violation, First Circuit Says 

The First Circuit held that a sale in possible violation of the Supreme Court’s 
Jevic decision in 2017 does not allow an appellate court to examine the merits of a sale 
when the sale-approval order otherwise is statutorily moot under Section 363(m). 

The appeal involved a typical bankruptcy sale where the purchaser who prevailed at 
auction was composed of some of the debtor’s insiders. Utilizing Bankruptcy Rules 
6004(h) and 6006(d), the bankruptcy court approved the sale to the insider and allowed 
the closing to occur immediately. 

The competing bidder appealed without a stay, contending that Section 363(m) did not 
apply because the insider-purchaser was not in good faith. That section provides that 
the reversal or modification of an order approving a sale “does not affect the validity of 
a sale” to a purchaser “that purchased . . . such property in good faith, whether or not 
such [purchaser] knew of the pendency of the appeal, unless such authorization and 
such sale . . . were stayed pending appeal.” 

The First Circuit Bankruptcy Appellate Panel upheld the sale-approval order, holding 
that the appeal was moot under Section 363(m). 

On a second appeal, First Circuit Judge William J. Kayatta, Jr. upheld the lower courts, 
likewise ruling in an opinion on Jan. 12 that the appeal was moot under Section 363(m). 

The outcome of the appeal turned on the meaning of “good faith purchaser,” a term 
not defined in the Bankruptcy Code. In the context of Section 363(m), the First Circuit 
has held that the term means someone “who buys property in good faith and for value, 
without knowledge of adverse claims.” 

In turn, Judge Kayatta said, “good faith” means someone who acts “without fraud, 
misconduct, or collusion, and must not take ‘grossly unfair’ advantage of other 
purchasers.” 

Asset Sale Appeals Are Moot Even if There Is a Jevic Violation, First Circuit 
Says
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The competing bidder’s appeal was based on a contention that the insider-purchaser 
was not in good faith because it knew the loser was challenging the sale. Judge 
Kayatta rejected the argument, saying that “a likely appellate challenge to the sale 
itself” is not an “adverse claim.” Citing the Fifth Circuit, he said there is a difference 
between knowing there are objections to the sale and having knowledge of an adverse 
claim. 

Next, the disappointed bidder contended that Section 363(m) should not apply 
because the bankruptcy court waived the 14-day automatic stay under Bankruptcy 
Rule 7062 and allowed the sale to close immediately. 

Since the debtor had repeatedly given notice that it would seek to waive the automatic 
stay, Judge Kayatta said there were no due process grounds to make Section 363(m) 
inapplicable. 

Finally, and of perhaps the most significance, the appellant argued that the sale 
violated Czyzewski v. Jevic Holding Corp., 137 S. Ct. 973 (2017), because the insider-
purchaser had agreed to assume some but not all claims against the debtor. The 
appellant contended that the sale thereby offended the priorities of distribution and 
gave better treatment to some creditors of the same rank. 

Judge Kayatta refused to consider the Jevic allegations. Section 363(m) applies, he 
said, “even if the bankruptcy court’s approval of the sale was not proper, so long as 
the bankruptcy court was acting under Section 363(b).” 

He went on to say, “the fact that a sale is improper cannot mean ipso facto that there is 
no good faith purchaser. Otherwise, Section 363(m) would not preclude any challenge 
to the propriety of consummated sales.” 

 

Opinion Link 
 
 
 
 

http://media.ca1.uscourts.gov/pdf.opinions/16-9012P-01A.pdf


14

EYE ON BANKRUPTCY – SEASON 4 EPISODE 2

 
 

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

Lender cannot hide behind a  
disclaimer to avoid sanctions for violating 

the discharge injunction, Ninth Circuit  
BAP holds. 

BAP Upholds $119,000 in Contempt Sanctions;  
Tells Lender to Modify Its Forms 

The Ninth Circuit Bankruptcy Panel used an opinion upholding $119,000 in 
compensatory damages to declare that a lender must change its standard forms for 
borrowers who have received a discharge, and that it cannot use a boilerplate 
disclaimer to disguise a willful violation of the discharge injunction. 

The BAP also interpreted Ninth Circuit opinions to mean that a bankruptcy court can 
award punitive damages so long as they are “relatively mild.” 

The debtors owned a home that they scheduled for surrender to the lender. They 
moved out, the debtors received their discharges, and the lender later obtained an 
order modifying the automatic stay. 

After the debtors received their discharges, the mortgage lender began calling and 
writing for the next two years, until the lender finally began foreclosure proceedings. 

After two years of dunning letters and calls, the debtors reopened their case and filed a 
motion to hold the lender in contempt of the discharge injunction, employing Ninth 
Circuit law, which holds that someone who commits a knowing violation of the 
discharge injunction under Section 524(a)(2) can be held in contempt under Section 
105(a). 

At a hearing with witnesses, the lender conceded it was aware of the discharge. The 
remaining issues at trial were the lender’s intent and damages. 

Among other defenses, the lender contended it had no liability because some of the 
correspondence was required by state and federal regulations. Other correspondence 
included a disclaimer, which said that the lender was making no effort to collect if the 
debtor was in bankruptcy or had received a discharge. 

One of the debtors testified that the lender called two or three times a day for a year 
after discharge and that she answered the call about 20 times. Based on documents 

BAP Upholds $119,000 in Contempt Sanctions; Tells Lender to Modify Its 
Forms
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and testimony, the bankruptcy judge found that the lender made 100 calls and sent 19 
letters. The judge granted $119,000 in compensatory damages ($1,000 for each call 
and letter) for emotional distress based on the debtors’ testimony, among other things, 
that the lender’s attempts to collect caused physical ailments and almost broke up 
their marriage. 

The bankruptcy court did not impose punitive damages. The judge said he “probably” 
would have imposed punitive damages but did not believe he had the authority under 
Ninth Circuit law. 

The lender appealed to the BAP, and the debtors cross appealed the denial of punitive 
damages. 

In a Dec. 22 opinion for the BAP, Bankruptcy Judge Robert J. Faris upheld the 
$119,000 damage award but reversed and remanded, with instructions allowing the 
bankruptcy judge to enter final judgment for “relatively mild noncompensatory fines,” 
issue proposed findings for the district court on punitive damages, or refer the 
contempt issue to the district court. 

Judge Faris held that the calls and letters were knowing and willful violations of the 
discharge injunction, despite the lenders’ defenses. He recognized a tension between 
discharge and the lender’s obligation to give the debtors notices of foreclosure. 

To resolve the tension, Judge Faris said that the lender may communicate but “only to 
the extent necessary to preserve or enforce its lien rights, and may not attempt to 
induce the debtor to pay the debt.” In that regard, he upheld the bankruptcy court’s 
findings that the communications “went far beyond what was necessary” to protect 
lien rights and were “meant to induce” the debtors to make payments after discharge. 

Even if some of the notices did not violate the discharge injunction, Judge Faris agreed 
that the bankruptcy court “correctly noted that the cumulative effect of all of the letters 
demanding money created the perception that [the debtors] needed to pay” the lender. 

With regard to the disclaimer, Judge Faris saw no reason for the lender to obscure the 
fact, which it knew, that the debtors had received a discharge. He said the lender gave 
no reason why it sent “generic” notices when it knew the debtors were discharged. He 
said the lender “could and should prepare notices that are consistent with the known 
legal status of borrowers.” 
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The failure to use proper notices, he said, reflected either incompetence, which he 
doubted, or “a deliberate effort to induce confused borrowers to pay discharged 
debts.” 

On the debtors’ cross appeal, Judge Faris said that some bankruptcy judges have 
interpreted Knupfer v. Lindblade (In re Dyer), 322 F.3d 1178 (9th Cir. 2003), to mean 
that bankruptcy courts may only impose “relatively mild noncompensatory fines.” 

Other bankruptcy courts have found power to impose punitive damages that are 
“relatively mild.” 

However, they are characterized, Judge Faris said the Ninth Circuit allows awards that 
are “relatively mild.” 

Without saying how the bankruptcy judge should rule, Judge Faris remanded with 
instructions to consider imposing a fine or punitive damages that are “relatively mild.” 
Alternatively, the bankruptcy court could make proposed findings and recommend that 
the district court enter judgment for punitive damages or refer the matter to the district 
court to consider criminal contempt. 

 

Opinion Link 
 
 
 
 

http://promo.abi.org/2018/EOB/Feb_Punitive_Dam_Opinion.pdf
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Fraudulent transfer suit isn’t always 
required to recover fraudulently 

transferred property. 

A Turnover Action Will Suffice if a Transfer Was a 
‘Sham,’ Seventh Circuit Says 

A Seventh Circuit decision shows that sloppy planning by a fraudster will allow a 
trustee to mount a simple turnover action as opposed to a more complex fraudulent 
transfer suit. In other words, merely parking money in a corporate account abroad 
does not by itself require a trustee to sue for recovery of a fraudulent transfer. 

The lesson to be learned: Someone planning to commit fraud should hire a shady 
lawyer to structure the transaction more adroitly and thereby increase the burden on a 
trustee seeking to set aside a fraudulent transfer. 

A wealthy Indian family decided to grow their wealth in the U.S. by purchasing two 
banks. After the FDIC took over the banks, a lender won a $43 million judgment against 
senior members of the family. The senior family members thereafter filed a chapter  
7 petition. 

On behalf of the estate, the judgment creditor mounted a fraudulent transfer and 
turnover action against the debtors and their adult children. The result was a joint and 
several judgment for more than $50 million entered in district court after the bankruptcy 
judge submitted proposed findings and conclusions. 

The debtors and their children abandoned many of the potential issues on appeal in 
the Seventh Circuit. 

In an opinion on Jan. 12, Circuit Judge Daniel A. Manion penned a treatise on the 
circumstances for when a turnover action will suffice and a fraudulent transfer suit is 
unnecessary. 

Among the challenged transactions, the senior family members had transferred several 
million dollars to the bank account in India in the name of a company they owned 
there. On appeal, they contended that the procedure was defective because the 
plaintiff had not joined the Indian company as a necessary party under Rule 19. It was 
not sufficient, they contended, for the plaintiff only to have pursued a turnover action 
against them under Section 542(a). 

A Turnover Action Will Suffice if a Transfer Was a ‘Sham,’ Seventh Circuit Says
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Judge Manion ruled that a turnover action was sufficient and that joinder of the Indian 
company was not necessary under the circumstances. The facts were pivotal. 

Judge Manion cited black letter law for the proposition that a turnover action may not 
adjudicate ownership of property in dispute and “cannot substitute for a fraudulent 
transfer action.” He said that both lower courts properly concluded that the transfer to 
the company account abroad was a sham. 

The parents contended that the transfer was an equity investment in the Indian 
company. However, the company had no records indicating that the money was an 
equity contribution. The parents could not point to any stock they received in 
exchange. In addition, the Indian company’s books and records did not account for the 
receipt of the money. 

One of the parents testified that he controlled the Indian company. 

In view of the facts, Judge Manion said that the lower courts properly concluded that 
the senior family members “did not transfer ownership of the funds to someone else; 
rather, they simply moved the funds to an overseas account they controlled.” 
Therefore, he said, they were obliged to turn over the funds as property of the estate 
because they had not shown the “minimum requirement of ‘dominion and control over 
the money’” necessary to require a fraudulent transfer suit and joinder of the Indian 
company. 

A turnover suit against the debtors conferred several advantages on the plaintiff. To 
begin with, the court could enter an order requiring the debtors to turn over the funds 
without forcing the plaintiff to attempt collecting a judgment in India. 

Of perhaps greater significance, the plaintiff could attempt to have the defendants held 
in civil contempt, and perhaps incarcerated indefinitely, if they did not comply with the 
turnover order. 

 

Opinion Link 
 
 
 
 

http://media.ca7.uscourts.gov/cgi-bin/rssExec.pl?Submit=Display&Path=Y2018/D01-12/C:15-2902:J:Manion:aut:T:fnOp:N:2090424:S:0
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First Circuit follows the Fourth 
Circuit’s Lubrizol and rejects the 

 Seventh Circuit’s Sunbeam. 

Circuit Split Deepens on Rejection of  
Trademark Licenses 

Pointedly disagreeing with the Seventh Circuit, the First Circuit deepened an existing 
split by adopting the Fourth Circuit’s conclusion in Lubrizol and holding that rejection 
of a trademark license agreement precludes the licensee from continuing to use 
the license. 

The 2/1 opinion from the First Circuit on Jan. 12 reversed the Bankruptcy Appellate 
Panel, which, to the contrary, had followed Circuit Judge Frank Easterbrook’s decision 
in Sunbeam Products Inc. v. Chicago American Manufacturing LLC, 686 F.3d 372 (7th 
Cir. 2012). In Sunbeam, the Seventh Circuit rejected the Fourth Circuit’s rationale 
in Lubrizol Enterprises Inc. v. Richmond Metal Finishers Inc., 756 F.2d 1043 (4th  
Cir. 1985). 

In simple terms, the First Circuit’s decision means that the licensee of patents can 
continue using the technology after rejection as a consequence of Section 363(n), but 
the same licensee cannot continue using trademark licenses that went along with  
the technology. 

The Genesis of Section 365(n) 

In Lubrizol, the Fourth Circuit ruled in 1985 that rejection of an executory contract 
licensing intellectual property halted the non-bankrupt’s right to use patents, 
trademarks and copyrights. Three years later, Congress responded by adding Section 
365(n), which, in conjunction with the definition of “intellectual property” in Section 
101(35A), provides that the non-debtor can elect to continue using patents, copyrights 
and trade secrets despite rejection of a license. 

The amendment conspicuously omitted reference to trademarks. The Senate Report 
said that the amendment did not deal with trademarks because the issue “could not be 
addressed without more extensive study.” According to the report, Congress decided 
to postpone action “to allow the development of equitable treatment of this situation by 
bankruptcy courts.” 

Circuit Split Deepens on Rejection of Trademark Licenses
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Since then, courts have split into two camps. One group takes a negative inference 
from the omission of trademarks from Section 365(n) by holding that rejection 
terminates the right to use a trademark, although the licensee could elect to continue 
using patents covered by the same agreement. 

In Sunbeam, the Seventh Circuit split with the Fourth in 2012. Judge Easterbrook 
acknowledged that Section 365(n) does not preserve the right to use trademarks, but 
at the same time does not prescribe the consequences of rejection. Judge Easterbrook 
instead relied on Section 365(g), which teaches that rejection “constitutes a breach”  
of contract. 

Judge Easterbrook reasoned that a licensor’s breach outside of bankruptcy would not 
preclude the licensee from continuing to use a trademark. He ruled that rejection 
converted the debtor’s unfulfilled obligations into damages. He said that “nothing 
about this process implies than any other rights of the other contracting party have 
been vaporized.” He added that Lubrizol has been “uniformly criticized” by scholars 
and commentators. 

The First Circuit Case 

Before bankruptcy, the debtor in the case before the First Circuit had granted the 
licensee a non-exclusive, irrevocable, fully paid, transferrable license to its intellectual 
property including patents. However, the irrevocable license excluded the  
debtor’s trademarks. 

Separately, the license agreement granted a non-exclusive, non-transferable, limited 
license to use the debtor’s trademarks. 

The day after filing a chapter 11 petition, the debtor filed a motion to reject the 
trademark and patent licenses as executory contracts under Section 365(a). During the 
ensuing litigation, the debtor conceded that Section 365(n) allowed the licensee to 
retain its rights in the intellectual property and patents, but not the trademarks. 

Ultimately, the bankruptcy court ruled that Section 365(n) did not preserve the 
licensee’s rights in the trademarks. The bankruptcy judge believed that the omission of 
trademarks from the definition of intellectual property in Section 101(35A) meant that 
Section 365(n) does not protect rights in trademarks. 

On the first appeal, the BAP followed Sunbeam and reversed the bankruptcy court, 
calling Lubrizol “draconian” and saying that rejection does not “vaporize” trademark 
rights. To read ABI’s report on the BAP opinion, click here. 

https://www.abi.org/newsroom/daily-wire/first-circuit-bap-rejects-lubrizol-on-rejection-of-trademark-licenses
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With regard to trademarks, Circuit Judge William J. Kayatta, Jr. reversed the BAP in a 
2/1 opinion, holding that the right to use trademarks did not survive rejection. 

Judge Kayatta said that Sunbeam “largely rests on the unstated premise that it is 
possible to free a debtor from any continuing performance obligations under a 
trademark license even while preserving the licensee’s right to use the trademark.” 
That premise, he said, is wrong because “effective licensing of a trademark” requires 
the licensor to continue monitoring and exercising control over the quality of the goods 
sold under the mark. 

Sunbeam is wrong, in Judge Kayatta’s view, because it “entirely ignores the residual 
enforcement burden it would impose on the debtor just as the Code otherwise allows 
the debtor to free itself from executory burdens” and “invites further degradation of the 
debtor’s fresh start options.” 

Judge Kayatta therefore favored “the categorical approach of leaving trademark 
licenses unprotected from court-approved rejection, unless and until Congress should 
decide otherwise.” 

The Dissent 

Circuit Judge Juan R. Torruella dissented with regard to trademarks. Like Sunbeam, he 
would have held that rights in a trademark “did not vaporize” as a result of rejection. 

Judge Torruella based his dissent in large part on the legislative history surrounding the 
adoption of Sections 363(n) and 101(35A). He saw Congress as allowing courts to use 
their equitable powers to protect trademark licensees. 

Rather than eviscerating the licensee’s trademark rights, Judge Torruella said he 
instead would “be guided by the terms of the [license agreement], and non-bankruptcy 
law, to determine the appropriate equitable remedy of the functional breach  
of contract.” 

Distribution Rights 

The litigation in bankruptcy court also involved the debtor’s license of distribution 
rights. Affirmed by the BAP, the bankruptcy court had ruled that rejection cut off 
distribution rights too. 
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On appeal in the circuit, the licensee mounted several creative arguments aimed at 
showing that distribution rights were an adjunct to the patents and technology and 
therefore should survive. 

Judges Kayatta and Torruella agreed that rejection cut off distribution rights. 

The Next Steps 

If the licensee does not throw in the towel, the next step will be a petition for 
rehearing en banc or a petition for certiorari. The circuit split pits not only the First 
Circuit against the Seventh. In his concurrence in In re Exide Technologies, 607 F.3d 
957, 964 (3d Cir. 2010), Third Circuit Judge Thomas L. Ambro reached the same result 
as the Seventh Circuit on much the same reasoning. 

 

Opinion Link 
 
 
 
 

http://media.ca1.uscourts.gov/pdf.opinions/16-9016P-01A.pdf
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Opinion does not mean that a DIP 
financing lien terminates when  

collateral is transferred. 

Properly Read, Seventh Circuit Opinion Does Not 
Undercut DIP Financing 

The Seventh Circuit handed down a decision on Jan. 11 that could be misunderstood 
to mean that a lien granted by the bankruptcy court to secure DIP financing will 
evaporate when the debtor loses ownership of the collateral. 

Properly interpreted, the opinion means nothing of the sort and should not be cited in 
the future about the continuing validity of liens securing chapter 11 financing. 

The case involved a gas-collection system that the debtor built on a landfill owned by 
the City of Peoria, Ill. The system included underground pipes to collect gas and three 
miles of power lines connecting the electric generating plant to the local utility. 

The lease from the city to the debtor provided that the system “shall become Peoria’s 
property at no cost to Peoria” on the termination of the lease. 

Four years after building the system, the debtor found itself in chapter 11. The 
bankruptcy court soon thereafter approved debtor in possession financing secured by 
a so-called priming lien on essentially all of the debtor’s property. The lender’s claim 
was given superpriority status under Section 364(c)(1) in the financing order of 2000. 

In 2004, the lender called a default and obtained a modification of the automatic stay. 
Evidently, the lender never proceeded to foreclose its lien on the system. While the 
debtor was continuing to operate the system, the city extended the lease in 2006. 

Around the time that the bankruptcy court denied a motion to assume and assign the 
lease, the debtor halted operations of the system in 2008. That year, the city sent the 
debtor a notice terminating the lease for failure to cure breaches. In the notice, the city 
elected to retain the system. 

In 2013, the lender filed suit for unjust enrichment against Peoria, contending it had a 
“better claim” to the system than the city. On cross motions for summary judgment, 
the district court ruled in favor of the city. 

Properly Read, Seventh Circuit Opinion Does Not Undercut DIP Financing
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The lender appealed but lost again in a Jan. 11 opinion for the Seventh Circuit 
authored by Circuit Judge David Hamilton. Upholding the district court, he held that 
the city had a better claim to the system. 

Construing the lease, Judge Hamilton said it gave the debtor “no post-termination 
interest in the disputed property at all, only obligations.” On the other hand, he said the 
lease gave the city “the right to retain the [system] at no cost no matter how the  
lease terminated.” 

Judge Hamilton held that the lender “does not have a ‘better claim’ than Peoria to the 
disputed property because the bank could have no greater rights to the property than 
originally held by” the debtor. 

In a discussion that could be troublesome with regard to the continuing effect of liens 
securing DIP financing, Judge Hamilton said that the bank’s security interest “could 
not reach the [system] at Peoria’s landfill.” The statement, however, is 
probably dicta and included neither analysis nor citation to authority. 

Just exactly what does the opinion mean? Does it mean that the bank’s security 
interest granted by the bankruptcy court terminated when the debtor lost ownership of 
the system? 

Other than the one brief statement quoted above, the opinion does not analyze the 
continuing validity of a security interest when a debtor voluntarily or involuntary 
transfers ownership of collateral. 

The pleadings explain the lack of analysis regarding the continuing enforceability of the 
bank’s lien. The lender’s brief barely mentioned and did not develop issues regarding 
the continuing attachment of the lien following a transfer of ownership. Instead, the 
lender attempted to make a claim for unjust enrichment, with an appeal to the court’s 
sense of equity, by laying out how much money the debtor had expended in building 
the system and how the bank had financed continuing operations. 

The opinion probably means nothing about the continuing validity of liens securing DIP 
financing. Here’s why: 

The bank’s terse complaint only made a claim for unjust enrichment. The complaint did 
not include a claim seeking a declaration that the bank had a security interest in the 
system after ownership went to the city. 
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In his opinion, Judge Hamilton dealt with Illinois law on unjust enrichment to conclude 
that the city had a better claim. Given the pleadings, he had no reason to analyze the 
continuing attachment of the bank’s lien because the security interest, if there was one, 
had been waived in the district court. 

Consequently, the opinion should not be read as undercutting the continuing validity of 
DIP liens and loans. 

 

Opinion Link 
 
 
 
 

http://media.ca7.uscourts.gov/cgi-bin/rssExec.pl?Submit=Display&Path=Y2018/D01-11/C:17-1019:J:Hamilton:aut:T:fnOp:N:2089713:S:0
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Judge issues a tongue-lashing for a 
three-year reorganization that rewards 

lawyers but pays nothing so far to sexual 
abuse claimants. 

Third-Party Releases Are Permissible in Theory, 
Minneapolis Judge Says 

Angry that creditors have received nothing in three years, Bankruptcy Judge Robert J. 
Kressel denied dueling chapter 11 plans submitted by the victims of sexual abuse and 
by the Archdiocese of St. Paul & Minneapolis. Noting that so far only lawyers have 
been paid during the reorganization, which will mark its third anniversary on Jan. 16, 
Judge Kressel handed out a tongue-lashing to everyone involved, including the debtor, 
the creditors, and insurance companies. 

In three opinions on Dec. 28, Judge Kressel of Minneapolis made law in the Eighth 
Circuit governing the confirmation of reorganization plans dealing with mass torts, 
channeling injunctions, third-party releases, and insurance disputes. 

Having found both plans fatally defective, Judge Kressel said the creditors’ committee 
“must put aside its desire for retribution.” The church, he said, “must put aside its 
desire to minimize pain, realizing that the personal pain its employees inflicted on 
victims is inevitably going to result in financial pain . . . by a new generation of 
parishioners.” 

Judge Kressel also appeared to demand concessions from the victims’ lawyers. He 
said almost all of them had contingency agreements where they stood to collect one-
third from each victim’s recovery. Estimating that the victims’ legal fees could be $40 
million, he said that “is [a] pretty hefty sum for completing proofs of claim.” 

Judge Kressel’s Dec. 28 opinion denying confirmation of the church’s plan is notable 
for its survey of law, circuit by circuit, on the ability to confirm a plan with so-called 
third-party releases. In the archdiocese’s case, the plan would have prevented 
creditors from suing individuals, parishes, and insurance companies. 

The judge divided his analysis into groups: circuits that allow third-party injunctions, 
those that do not, appeals courts that permit injunctions on consent by the affected 
creditors, and circuits where third-party releases are not disallowed but may be 
possible. 

Third-Party Releases Are Permissible in Theory, Minneapolis Judge Says
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With regard to the Ninth and Tenth Circuits, which are usually cited for the proposition 
that third-party releases are never allowed, Judge Kressel said, “I doubt that is what 
the cases really stand for.” 

In the Eighth Circuit, where there is no definitive law, Judge Kressel said that “plans 
containing third-party releases can be confirmed under appropriate circumstances.” 
He then laid out four tests: (1) There must be numerous claims against the debtor and 
co-liable parties; (2) the non-debtors must make “a substantial contribution;” (3) the 
releases must be important to the reorganization; and (4) there must be “significant 
acceptance” of the plan by creditors who must give up their claims. 

Although he also found defects in other aspects of the plan, he said the church’s plan 
“clearly” failed the fourth test because the “sexual abuse victims [have] overwhelmingly 
rejected the debtor’s plan.” 

While Judge Kressel found that the church had submitted the plan in good faith, he 
said “that for decades the response by officials of the Archdiocese to sexual abuse of 
children was disgraceful.” 

Similarly denying confirmation of the plan submitted by the committee representing 
victims, Judge Kressel said it “would be a boon for lawyers” but would spawn years of 
litigation that “will frustrate the creditors’ legitimate rights.” 

Among the particular objections he sustained, Judge Kressel faulted the creditors’ plan 
for having no provisions to pay the contribution claims of parishes. He also said that 
the victims’ plan would cut off the parishes’ rights to have their indemnification claims 
paid from insurance or the trust created to pay claims. 

On an issue that touches on the First Amendment, Judge Kressel held that the 
creditors’ plan “impermissibly interferes with the church’s governance” by virtue of 
provisions that would restrict the ability of the archdiocese “to support and maintain 
the priests.” 

Judge Kressel also found the creditors’ plan infeasible because it would leave the 
church “with no assets but responsible for significantly large financial obligations,” 
including the claims of victims who chose to sue the archdiocese. “On the face of the 
plan,” he said, “further reorganization would be necessary.” 

The opinions urging the parties to compromise and denying confirmation of 
the debtor’s and the committee’s plans are in In re Archdiocese of St. Paul & 
Minneapolis, 15-30125 (Bankr. D. Minn. Dec. 28, 2017). 

http://www.mnb.uscourts.gov/sites/mnb/files/opinions/15-30125%20-%20Arch.pdf
http://www.mnb.uscourts.gov/sites/mnb/files/opinions/ASPM_plan.pdf
http://www.mnb.uscourts.gov/sites/mnb/files/opinions/Corrected%20Opinion.pdf
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Opinion Link 
 
 
 
 

http://www.mnb.uscourts.gov/sites/mnb/files/opinions/15-30125%20-%20Arch.pdf
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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
 
Thomas M. Horan is the founding member of Shaw Fishman Glantz & Towbin, LLC’s 
Wilmington, Del., office, where he represents official committees of unsecured creditors and 
debtors in complex chapter 11 cases. In addition, he regularly represents official committees of 
unsecured creditors, debtors, unsecured creditors, asset-purchasers and other parties in complex 
commercial chapter 11 cases. Mr. Horan is a member of ABI’s Board of Directors and co-chairs 
its Mid-Atlantic Bankruptcy Workshop, and he serves on the advisory boards of ABI’s Delaware 
Views from the Bench and Georgetown Views from the Bench programs. He also is a frequent 
speaker on a wide range of bankruptcy topics throughout the country, and often contributes 
articles to the ABI Journal and other publications. Previously, Mr. Horan was a partner at Womble 
Carlyle Sandridge & Rice, LLP and an associate at Morris James LLP. He received his B.A. in 
1989 and his M.A. in 1992 from Fordham University, and his J.D. cum laude from St. John’s 
University School of Law in 2002, where he was executive notes and comments editor for the 
ABI Law Review.

Hon. Michael B. Kaplan is a U.S. Bankruptcy Judge for the District of New Jersey in Trenton, 
appointed on Oct. 3, 2006. Prior to taking the bench, he served as a standing chapter 13 bankruptcy 
trustee, as well as an appointed trustee in chapter 7, 11 and 12 cases. Judge Kaplan has spoken 
to numerous bar associations and business organizations, including the New Jersey Judicial 
College, National Association of Chapter 13 Trustees, National Association of Bankruptcy 
Trustees, Turnaround Management Association, New York Institute of Credit, Bloomberg, L.P., 
American Conference Institute, Pennsylvania Bar Institute, National Business Institute and 
the New Jersey Institute for Continuing Legal Education. He is also an adjunct professor at 
the Newark and Camden campuses of Rutgers University School of Law, has authored several 
articles relating to bankruptcy issues and is a co-author of West’s Consumer Bankruptcy Manual 
and Consumer Bankruptcy Handbook. He also serves as an associate editor of the American 
Bankruptcy Law Journal. Judge Kaplan is the recipient of the National Association of Chapter 
13 Trustees’ 2006 Distinguished Service Award and the New Jersey State Bar Association’s 1999 
Legislative Recognition Award. He has been appointed by the director of the Administrative 
Office of the U.S. Courts to a term as the Third Circuit representative to the Bankruptcy Judges 
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Advisory Group, in addition appointments as the bankruptcy judge representative on both the 
Human Resources Advisory Council and Budget & Finance Advisory Council to the AOUSC. 
Judge Kaplan received his A.B. from Georgetown University in 1984 and his J.D. from Fordham 
University School of Law in 1987.




