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BUT THERE ARE NO OBJECTIONS! 
 

Hon. Katherine A. Constantine 
U.S. Bankruptcy Court, District of Minnesota 

I. Service 
A. To whom? 
B. How? 

1. Motions 
a. Rule 9013 or Rule 9014 
b. Is “notice” sufficient? 

2. Adversary Proceeding: Rule 7004 
a. Service on United States: Rule 7004(b)(4) 
b. Service on Insured Depository Institution: Rule 7004(h) 

II. Espinosa

A. “Failure to comply with this self-executing requirement should prevent 
confirmation of the plan even if the creditor fails to object, or to appear in the proceeding 
at all . . . . That is because § 1325(a) instructs a bankruptcy court to confirm a plan only if 
the court finds, inter alia, that the plan complies with the ‘applicable provisions’ of the 
Code. § 1325(a) (providing that a bankruptcy court ‘shall confirm a plan’ if the plan 
‘complies with the provisions of’ Chapter 13 and with ‘other applicable provisions of this 
title’) . . . . [T]he bankruptcy court must make an independent determination of undue 
hardship before a plan is confirmed, even if the creditor fails to object or appear in the 
adversary proceeding.” United Student Aid Funds, Inc. v. Espinosa, 130 S.Ct. 1367, 
1380-1381 (2010). 

B. Impact beyond Chapter 13 confirmation 
* * * * * * * * * * * * 

Hypotheticals 
* * * * * * * * * * * * 

1. Chapter 11 Plan Confirmation  
a. Section 1129(a) provides: “The court shall confirm a plan only if all of the 

following requirements are met: 
(1) The plan complies with the applicable provisions of this title.  

. . . 
(11) Confirmation of the plan is not likely to be followed by . . . 
liquidation, or the need for further financial reorganization . . . .”  
11 U.S.C. § 1129(a). 

b. Questions 
i. May the plan be confirmed if e.g. the plan provides for assumption of a 
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lease after the lease is deemed rejected under § 365(d)(4)(A)?  
ii. What if the plan’s lease assumption provision violates § 365(b)(1)(A) 

(doesn’t cure pre-petition lease defaults)?  
iii. What if the evidence does not support a finding of feasibility? 

2. Disclosure Statement  
a. § 1125 provides: a court may only approve a disclosure statement if it contains 

“adequate information.” 
b.  Question: Can there be adequate information if the body of the disclosure 

statement contains information that contradicts the attached exhibits? 
3. Use of Cash Collateral  

a. What if the movant fails to plead that expedited authorization is necessary to 
avoid immediate and irreparable harm? See Rule 4001(b)(2)? 

b. What if the record does not demonstrate the funds at issue constitute “cash 
collateral” under § 363(a)?  

c. What if the motion does not state the amount of cash collateral to be used and end 
date for its use? See Rule 4001(b)(1)(B). 

4. Lien avoidance  
a. § 522(f) provides:  “…the debtor may avoid the fixing of a lien on an interest of 

the debtor in property to the extent that such lien impairs an exemption which the 
debtor would have been entitled . . . if . . . the sum of (i) the lien; (ii) all other 
liens on the property; and (iii) the amount of the exemption that the debtor could 
claim if there were no liens on the property; exceeds the value [of the property] in 
the absence of any liens.”  
i. Question: But what if the calculations use obviously incorrect inputs? 

b. § 506 (applied by Rule 3012) provides:  “An allowed claim…is a secured claim to 
the extent of the value of such creditor’s interest in the estate’s interest in such 
property….”   
i. Question: But what if there is an incomplete chain of title or an appraisal 

at an incorrect valuation date? 
5. Professional Persons compensation under § 330 

a. Is it “reasonable” to award compensation that exceeds the recovery obtained from 
the services without an explanation? Should reasonableness be addressed?  

b. Should fees be awarded when a professional person’s employment was not 
approved under § 327 and the standards for nunc pro tunc approval are not 
addressed?   

6. Motion for Default Judgment  
a. Adequately pled?  
b. Adequately supported?  
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REVERSE MORTGAGES IN BANKRUPTCY 
 
I. What is a reverse mortgage?  

 
A. Age requirement: The youngest borrower must be 62 years of age or older 
 
B. Borrowers must live in the home as their primary residence. 
 
C. Home must have equity. 
 
D. Loan proceeds may be: 

1. Paid as a future stream of income. 
2. Drawn down over time as needed (similar to a line of credit). 
3. Paid as a lump sum (used to pay off existing debt or invested). 
4. Some combination of the above. 
 

E.  Because the borrower makes no payments to the mortgage holder, there is no escrow and 
the borrower must pay taxes and insurance. 
 
F. The loan becomes due in full when the last borrower dies or leaves the home for a period 
of more than 12 months. 
 
G. Home Equity Conversion Mortgages are insured by the federal government and most 
reverse mortgages are issued under this program. 

1. Insurance allows borrows to access the authorized loan funds even if the balance of the 
loan exceeds the home value. 
2.  Lenders will be repaid in full when the home is sold regardless of the loan balance and 
collateral value. 
 

H. Intended to turn home equity into a future stream of income to allow people to remain in 
their homes until death or until a move to skilled care. 
 
I . A 2012 report to Congress from the CFPB found that: 

1. Today most reverse mortgages take the full amount as a lump sum to refinance an 
existing mortgage. 
2. 50% of reverse mortgage borrowers are under 70. 
3. Reverse mortgages are difficult for consumers to understand. In part, non-borrower 
spouses and heirs may not understand the risk of losing the home upon the borrowers 
death. 
4. In February of 2012, 9.4% of reverse mortgage borrowers were at risk of foreclosure 
because of unpaid taxes or insurance. 

 
II. Reverse mortgage issues in bankruptcy 

 
A. What constitutes a default under the note and, if a default has occurred, can it be cured? 
 1. Failure to pay taxes and insurance. 
 2. Filing the bankruptcy petition. 
 
B. Stream of payments. 
 1. Does the bankruptcy filing stop the stream of payments? 
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 2. Are the payments income or an asset of the estate? 
 3. To whom does the stream of payments belong--Debtor or Estate? 
 
C. Chapter 13 issues. 
 1. Providing for payment to creditor of taxes and insurance advanced pre-petition. 
 2.  Making sure the Trustee does not pay the reverse mortgage. 
 3.  Providing for payment of post-petition taxes and insurance. 
 4.  Can a debtor enter into a reverse mortgage while in a Chapter 13?  
 
D. Bankruptcy and the heirs of a deceased borrower on a reverse mortgage. 

1.  If the heir is a trust or estate, it cannot file bankruptcy to protect the home. 
2.  Heirs can cram down mortgage or pay mortgage in full over life of plan because the 
debt accelerated upon borrower's death. Heirs CANNOT continue with mortgage. 
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Issue:

u What constitutes a “statement respecting the debtor’s 
financial condition” under 11 U.S.C. §523(a)(2)(B)?  

u Does a statement about a single asset qualify and must 
the statement be in writing?

Lamar, Archer & Cofrin, LLP vs Appling, 
Case No. 16-1215 (___ U.S. ___, June 4, 
2018), affirming 848 F.3d 953 (11th Cir. 2016).
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Facts (continued):

u Debtor filed bankruptcy, Lamar initiated adversary 
alleging debt nondischargeable under §523(a)(2)(A) as 
“false pretenses, a false representation, or actual fraud, 
other than a statement respecting the 
debtor’s…financial condition.”

u Debtor argued the statement was with respect to his 
financial condition so governed by §523(a)(2)(B) which 
requires the statement to be “in writing.”

Facts:

u Debtor fell behind on legal bills and told the firm (“Lamar”) that he 
was expecting a tax refund of “approximately $100,000” to cover 
past due and future legal fees.

u Lamar relied on this statement and continued to represent him.
u Debtor received $59K tax return and spend it on his business, not 

fees.
u After, he told Lamar he had not received the refund yet and Lamar 

agreed to complete the litigation.
u 5 years later, Debtor still had not paid and Lamar obtained 

judgment for $104K.
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Supreme Court Rationale

u The Court based its ruling on:  statutory construction; the implications of a 
narrow interpretation; and legislative history

u The word “respecting” means “related to” and has been broadly 
construed

u Based on the ordinary meaning of “respecting,” the Court rejected 
Lamar’s statutory construction that a statement respecting the debtor’s 
financial condition means only a statement that captures debtor’s overall 
financial status- Congress could have used narrow language if that was 
the intent

u A statement is “respecting” a debtor’s financial condition if it has a direct 
relation to or impact on a debtor’s overall financial status and a single 
asset does so and qualifies as a “statement respecting a debtor’s financial 
condition.”

Facts: (continued)

u Bank. Ct. M.D. Ga. held a statement regarding single asset is not a 
“statement respecting the debtor’s financial condition” and 
denied motion to dismiss.

u After trial, court held debt was nondischargeable under 
§523(a)(2)(A). District court affirmed.

u 11th Circuit reversed.  Held that statements “respecting” debtor’s 
financial condition may include a statement about a single asset. 
Because statements about tax refund not in writing, not non-
dischargeable under §523(a)(2)(B).

u Supreme Court granted cert and affirmed the 11th Circuit.
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Implications

u Easier for a debtor to have a fraudulent debt discharged
u Statement about a single asset can be one “respecting 

financial condition”
u Will prompt litigation about meaning of “respecting”
u Blurs the distinction between financial statement fraud and 

non-financial statement fraud
u Supreme Court addresses and rejects, pointing out (a)(2)(A) still has broad 

application, citing Huskey

u Creditors will be forced to require all representations made 
by a debtor to be in writing

Supreme Court Rationale

u Also, Lamar’s interpretation would yield incoherent results in 
that a formal misrepresentation of a single asset on a 
balance sheet would constitute a statement under 
§523(a)(2)(B), but the same misrepresentation made on its 
own would not.

u Lastly, statutory history of a “statement respecting the 
debtor’s financial condition” corroborates the Court’s 
interpretation. Lower courts have consistently construed the 
phrase to include statements addressing just one of a 
debtor’s assets or liabilities.
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ZONE	OF	INTEREST	

	

What	is	the	Zone	of	Interest	Doctrine?			See	In	re	Peeples,	880	F.3d	1207	(10th	Cir.	2018)	

n Not	merely	a	matter	of	standing			
n Asks	whether	a	particular	cause	of	action	“encompasses	a	particular	plaintiff’s	claim”	
n No	single	test	applies	
n Instead,	“the	breadth	of	the	zone	of	interests	varies	according	to	the	provisions	of	law	at	

issue”		
n Use	traditional	tools	of	statutory	interpretation	to	decide	whether	a	claim	falls	within	a	

particular	statute’s	zone	of	interests	

	

The	Zone	of	Interest	Doctrine	as	applied	to	bankruptcy	cases	

n Impose	a	“stringent”	zone	of	interests	requirement	for	appeals	from	bankruptcy	court	
orders	

n Appellants	must	generally	show	“the	order	[appealed	from]	diminishes	their	property,	
increases	their	burdens,	or	impairs	their	rights”	Lopez	v.	Behles	(In	re	Am.	Ready	Mix,	Inc.),	
14	F.3d	1497,	1500	(10th	Cir.	1994)	

n Lopez,	Id.	–	“the	automatic	stay	is	for	the	sole	benefit	of	the	debtors’	estate…	[and]	it	could	
subvert	the	[bankruptcy]	trustee’sa	powers	to	allow	a	creditor	to	appeal	if	the	trustee	
chooses	not	to.”	

n Peeples,	supra	–	Plaintiff	Lee,	although	a	creditor,	was	not	within	11	U.S.C.	§362(a)’s	zone	of	
interests	because	his	claim	to	recover	his	attorney’s	fees	in	a	separate	state	court	action	was	
not	seeking	to	avoid	a	harm/injury	incurred	in	his	capacity	as	a	creditor.	The	recovery	sought	
by	Lee	would	not	benefit	the	bankruptcy	estate		

n Nor	did	Lee’s	claim	for	damages	fall	within	§362(k)’s	zone	of	interests.	§362(k)	creates	a	
cause	of	action	for	debtors	and	creditors	–	to	protect	debtors	from	collection	efforts	and	
creditors	from	inequitable	treatment.	Congress	did	not	create	the	automatic	stay	to	protect	
a	creditor	such	as	Lee	from	an	award	of	attorney’s	fees	by	a	state	court.	

	

See	also	the	seminal	U.S.	Supreme	Court	case	addressing	the	Zone	of	Interest	Doctrine,	Lexmark	
International,	Inc.	v.	Static	Control	Components,	Inc.,	134	S.Ct.	1377,	186	L.Ed.	392,	572	U.S.	118	(2014).	
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Not If But When: 

Handling The Fifth Amendment At A Meeting of Creditors 

 

 

Kathleen A.  Laughlin, 

Chapter 13 Trustee District of Nebraska, Omaha, Nebraska 
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I. Introduction 

 Common situations where a debtor is suspected of a white-collar crime involving property 

of the estate, or in which the debtor’s records could help establish a criminal case against him, are 

matters where attorneys should be prepared on the nuances of the Fifth Amendment. There are 

also situations where Fifth Amendment issues can arise from a client's statements that you have 

no knowledge about it before he or she uttered them.  The full disclosure requirements of the 

Bankruptcy Code and Rules may directly conflict with the debtor’s Fifth Amendment right to 

remain silent. In such a situation, the debtor may have to decide whether earning the bankruptcy 

discharge is more important than avoiding the possibility of being convicted of a crime. Your client 

or witness may ask you what you advise. “Do-overs” in this important area can have severe 

repercussions. 

II. Some Fifth Amendment Basics 

	 The Constitution of the United States through the Fifth Amendment states that no person 

shall be…compelled in any criminal case to be a witness against himself.” See U.S. CONST. 

amend V. 

 Although the Constitution states that the Fifth Amendment applies to criminal cases, the 

privilege may be claimed in civil proceedings, including bankruptcy proceedings unless he or she 

is granted immunity. See. In Re Jerry H. Mudd, 95 B.R. 426 (Bankr. N.D. Tex. 1989); In	Re	

Susan	Petr	Hulon,	92	B.R.	670	(Bankr.	N.D.	Tex.	1988). 

	 Only individuals are entitled to assert the privilege. The U.S. Supreme Court has held that 

neither corporations nor other artificial or “collective” entities (e.g., partnerships, labor unions) 

are protected by the privilege. See Hale v. Henkel, 201 U.S. 43, 26 S.Ct. 370, 50 L.Ed. 652 

(1906), Bellis v. United States, 417 U.S. 85, 94 S.Ct. 2179, 40 L.Ed.2d 678 (1974). Accordingly, 

the Fifth Amendment protects the person asserting the privilege only from compelled self-
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incrimination. United States v. Doe, 465 U.S. 605, 104 S.Ct. 1237, 79 L.Ed.2d 552 (1984); 

Fisher v. United States, 425 U.S. 391, 96 S.Ct. 1569, 48 L.Ed.2d 39 (1976). 

 The Fifth Amendment privilege is a personal right and does not extend to 

documents held by third parties.). See. In Re Blinder, Robinson & Co., Inc., 140 B.R. 790 (D. 

Colo. 1992), In re Standard Fin. Management Corp., 77 B.R. 324, 327 (Bankr.D.Mass.1987). 

 A corporate officer cannot refuse to testify or produce corporate documents on the 

grounds that he may thereby incriminate the corporation." In re Marine Power & Equip. Co., 67 

B.R.  643, 649 (Bankr. W.D.  Wash  1986) (citing Curio v. United States, 354 U.S. 118 (1957); 

Baltimore & Ohio R.R. Co.  v. Interstate Commerce Comm’n, 221 U.S. 612 (1911); Hale v. 

Henkel, 201 U.S. 43 (1906). 

 Moreover, "a representative of a corporation '[cannot] resist [a] subpoena for corporate 

documents on the ground that the act of production might tend to incriminate him."' See. In re 

Caucus Distribs., Inc., 106 B.R. 890, 896 (Bankr. E.D. Va. 1989) (alteration in original) 

(quoting Braswell v. United States, 487 U.S. 99 (1988)). See also In re Toyota of Morristown, 

Inc., 120 B.R. 925, 927 (Bankr. E.D. Tenn. 1990) (stating that an officer or custodian of records 

of a corporation may not withhold production of business records "even if the production of the 

records would personally incriminate the officer or custodian") (citing Braswell v. United States, 

487 U.S. 99 (1988); Bellis v. United States, 417 U.S. 85 (1974); United States v. White, 322 

U.S. 694 (1944); Wilson v. United States, 221 U.S. 361 (1911); In re Grand Jury Proceedings 

(Morganstein), 771 F.2d 145, 148 (6th Cir. 1985)). The contents of corporate business records 

are not privileged, See Fisher v. United States, 425 U.S. 391 (1976). 

 Corporate record custodians may not successfully resist a subpoena for such records on 

the grounds that the records will incriminate them. Braswell v. United States, 487 U.S. 99 



584

2018 MIDWESTERN BANKRUPTCY INSTITUTE

(1988). While the defendant in a criminal proceeding has the absolute right to refuse to take the 

witness stand, "[i]n any other situation, the privilege [against self-incrimination] does not permit 

a person to avoid being sworn as a witness or being asked questions. Rather the person must 

listen to the questions and specifically invoke the privilege rather than answer the questions." In 

re Hulon, 92 B.R. 670, 675 (Bankr. N.D. Tex. 1988). 

 Individuals may exercise their right against self incrimination under the Fifth 

Amendment in any proceeding. See 11 U.S.C. § 344. A debtor who is not granted immunity 

under 11 U.S.C. § 344, may assert their Fifth Amendment privilege, may refuse to testify and 

then retain a right to a discharge in bankruptcy. In re Salzman, 61 B.R. 878 (Bankr. S.D.N.Y. 

1986), Turner v. Wlodarski (In re Minton Group, Inc.), 43 B.R. 705, 709 

(Bankr.S.D.N.Y.1984). 

 However, a debtor risks dismissal of the bankruptcy case for failure to provide relevant 

information about the estate under a claim of Fifth Amendment protection. In re Connelly, 59 

B.R. 421,448 (Bankr. N.D. Ill. 1986). The debtor may also face denial of a discharge under 11 

U.S.C. § 727(a)(4)(d). (5), and (6). Likewise, considering the disclosure requirements of 11 U.S.C. 

§ 1125, Fifth Amendment assertions pose an obstacle to confirming a plan of reorganization in an 

individual's chapter 11 case. 

 A debtor's asserting a fifth amendment assertion may not have it be used against him in a 

criminal prosecution. However, it can be used against him in a civil case. For example, a 

Bankruptcy court may draw adverse inferences from a debtor's invoking their Fifth Amendment 

privilege, where debtor refuses to testify in response to evidence offered against him in action to 

determine dischargeability of creditor's claim under 11 U.S.C. § 523. See In re Salzman, 61 B.R. 

878 (Bankr. S.D.N.Y. 1986) 



AMERICAN BANKRUPTCY INSTITUTE

585

 A debtor who voluntarily petitions a bankruptcy court for discharge of debts under 

bankruptcy does not forfeit his or her rights guaranteed by the United States Constitution. In order 

to obtain a discharge, the debtor must comply with certain requirements. He or she must attend a 

meeting of creditors and comply with court orders, including orders compelling examination by a 

trustee. A debtor has the right to invoke his or her Fifth Amendment privilege against self 

incrimination if certain criteria are met. There are three requirements for a proper assertion of 

the Fifth Amendment privilege: 1) a compelled disclosure 2) found to be testimonial 3) which is 

incriminating. In Re Ronald A. Piperi,  137 B.R. 644. The debtor bears the burden of proof in 

demonstrating that he or she has a reasonable cause to apprehend a real danger of incrimination. 

Id. The debtor also bears the burden of providing sworn justifications of each and every 

assertion of Fifth Amendment privilege. Id. A debtor, however, cannot simply make a blanket 

Fifth assertion, he or she must assert the Fifth to each and every question asked at the hearing. In 

In Re Susan Petr Hulon, the Court held that the debtor improperly invoked her Fifth Amendment 

privilege against self-incrimination when she refused to take the oath and answer any questions 

on advice of counsel. Hulon at 671. The Court said that the proper way to invoke the Fifth 

Amendment was to take the oath and listen to each and every question asked by the trustee 

before specifically invoking her Fifth Amendment privilege by refusing to answer specific 

questions. Id.  

 A Debtor must be cautious, throughout the bankruptcy process, to avoid waiving the Fifth 

Amendment Privilege. See. Donald Sheldon & Co., Inc. 193 B.R. 152 (Bankr. S.D.N.Y. 

1996) examining the criteria for waiver. When an individual answers a question or otherwise 

testifies without claiming the privilege, it is waived. 
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 A debtor cannot rely on the privilege in place of evidence needed to satisfy an evidentiary 

burden. In Re Wazeter, 209 B.R. 222 (W.D. Mich. 1997); See also Baxter v. Palmigiano, 425 

U.S. 308 (1976) (The prevailing rule is that the Fifth Amendment does not forbid adverse 

inferences against parties to civil actions when they refuse to testify in response to probative 

evidence offered against them.). 

PROCEDURES AT A MEETING OF CREDITORS 

 When a debtor asserts the Fifth Amendment privilege at a 341 meeting, the trustee may be 

expected (1) to make a record as to the precise question asked to which the debtor asserts the Fifth 

Amendment; (2) to continue asking specific, and limited questions to develop the scope of the 

privileged area; (3) (optional) to  offer an opinion as to whether the question appears to fall within 

the permissible scope of examination; and (4) at the conclusion of the meeting, to explain that a 

resolution from the U.S. Attorney and the Court may be required. 

PROCEDURES AFTER A MEETING OF CREDITORS 

 When a debtor invokes the Fifth Amendment right to self-incrimination, the standing 

chapter 12 or 13 Trustee, the panel chapter 7 trustee, or the United States Trustee may report the 

matter to the U.S. Attorney for consideration of whether immunity may be granted. Case law shows 

examples where the debtor or debtor’s attorney did the reporting. Pursuant to 18 U.S.C. §§ 6002 

and 6003, if the U.S. Attorney grants immunity, the witness can be required to testify. Hoffman v. 

United States, 341 U.S. 479 (1951); In Re Save More Foods, Inc., 96 B.R. 1 (D. D.C. 1989); In 

Re Hulon, 92 B.R. 670 (Bankr. N.D. Tex. 1988). Upon the U.S. Attorney’s request, immunity 

may be granted only by order of the district court in which the case was filed. 11 U.S.C. § 6003.  

See also United States Trustee Manual, http://www.usdoj.gov/ust. 
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CRITERIA FOR WITNESS IMMUNITY 

 The U.S. Department of Justice Offices of the United States Attorneys have specific 

policies and procedures for seeking "use immunity" under Title 18 U.S.C. §§ 6001-6005….See 

the Criminal Resource Manual at §716 through §719, for an overview of the differences between 

the various types of immunity, including use immunity, derivative use immunity, transactional 

immunity and informal immunity. See 9-23.100 - Witness Immunity—Generally at 

https://www.justice.gov/usam/usam-9-23000-witness-immunity#9-23.100. 

“9-23.210 - Decision to Request Immunity—The Public Interest 

Section 6003(b) of Title 18, United States Code, authorizes a United States 

Attorney to request immunity when, in his/her judgment, the testimony or other 

information that is expected to be obtained from the witness "may be necessary to 

the public interest." Some of the factors that should be weighed in making this 

judgment include: 

The importance of the investigation or prosecution to effective 

enforcement of the criminal laws; 

The value of the person's testimony or information to the 

investigation or prosecution; 

The likelihood of prompt and full compliance with a compulsion 

order, and the effectiveness of available sanctions if there is no such 

compliance; 

The person's relative culpability in connection with the offense or 

offenses being investigated or prosecuted, and his or her criminal 

history; 
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The possibility of successfully prosecuting the person prior to 

compelling his or her testimony; 

The likelihood of adverse collateral consequences to the person if 

he or she testifies under a compulsion order. 

These factors are not intended to be all-inclusive or to require a particular 

decision in a particular case. They are, however, representative of the kinds 

of factors that should be considered when deciding whether to seek 

immunity.” See United States Department of Justice United States 

Attorneys Manual § 9-23.000 Witness Immunity at 

https://www.justice.gov/usam/usam-9-23000-witness-immunity#9-23.100. 

  

III. Hypothetical: Mr. & Mrs. Will NotTell and The Disappearing Corvette 

Mr. Will NotTell and his wife Mrs. Will NotTell filed this Chapter 13 bankruptcy case on 

November 30, 2017. On February 7, 2018, at the First Meeting of Creditors, the Will NotTells 

appeared with her counsel, Troubled Teresa, at the meeting of creditors. Actually, Troubled Teresa, 

had filed a motion to allow her to withdraw as counsel for the debtors. The resistance date for the 

motion had not yet passed, and counsel felt compelled to appear with the co-debtor because she 

had not been formally allowed to withdraw at the time of the First Meeting of Creditors. Zachary 

Zealous, attorney for the creditor, ABC Federal Savings and Loan, had contacted the Chapter 13 

Trustee prior to the meeting of creditors and had tipped her off that he wanted to ask a lot of 

questions.  

ABC Federal Savings and Loan’s claim arose in the following context: Prior to bankruptcy, 

the debtors owned a 1967 Corvette. This car was modified from its original stock condition and 

equipped to participate in sanctioned off-road drag racing events. The debtors took out a loan from 
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ABC Federal Savings and Loan and put the car up as collateral. They defaulted on the loan. ABC 

Federal Savings and Loan demanded that the debtors return the car. Eventually, the debtors claim, 

they placed the subject vehicle in a storage unit, notified ABC Federal Savings and Loan of the 

location of the car, and have not seen the car since that time. The creditor sent a representative to 

the storage unit to retrieve the car. However, the representative discovered that the car put into 

storage was a 1982 Corvette of little value. Subsequently, in October of 2016, the debtors were 

seen to be in possession of, and racing, a car that matched the description of the 1967 Corvette in 

which ABC Federal Savings and Loan holds a lien. Mrs. Will Not Tell was the main testifier, and 

the meeting of creditors proceeded as follows: 

Chapter 13 Trustee: Why didn’t you list the 1967 Corvette on your schedules? 

Mrs. Will NotTell: because it was not in our possession. 

Zachary Zealous: When was the last time that the 1967 Corvette VIN number… was in your 

possession. 

Mrs. Will NotTell: Let’s see. It was probably September 17, 2015. It was at my step mother’s 

house but I don’t know her address. I haven’t been at her house in 15 years. The car was originally 

placed in my name. It was a gift from my grandfather. He gave it to me, and then we put the title 

to the car in the name of my beauty shop. Then we had to put the title back into my name. That’s 

because we got the loan from ABC Federal Savings and Loan. The loan officer insisted that the 

car be taken out of the name of the beauty shop and put back into my name.  

Zachary Zealous: was the car ever put in your husband’s name? 

Mrs. Will NotTell: No. It was never put in my husband’s name. He just raced the car. He had the 

racing license, but he never made any money with it. He got a couple of trophies once or twice.  

Maybe the title was put in my grandson’s name for a while. No, that could not be, because it was 
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a minor, but my grandson also raced the car. Maybe it was put in his mother’s name because my 

grandson John Doe was a minor. I don’t remember. 

Zachary Zealous: when did you last see the 1967 Corvette VIN number…? 

Mrs. Will NotTell: when we left the car at the storage unit as ABC Federal Savings and Loan told 

us to do. 

Zachary Zealous: At what location of the storage unit did you leave the car? 

Mr. Will Not Tell: She pleads the Fifth. 

Mrs. Will NotTell: I was talking to my criminal attorney before I came here and he said that you 

could not ask me these questions? 

Zachary Zealous: Who is your attorney? 

Mrs. Will NotTell: Perry Mason. I just spoke to him. 

Zachary Zealous: When did you retain him? 

Mrs. Will NotTell: I just spoke to him by phone and when I see him later this afternoon I’ll give 

him a retainer and he said I didn’t have to answer your questions. I’m not going to say any more. 

After a short recess with her counsel, Troubled Teresa, Mrs. Will NotTell who was still under oath 

started answering questions again. 

Zachary Zealous:  did you and your husband Mr. Will NotTell present for the Car Race of the 

Century in Kansas City, Missouri on November 15, 2017? 

Mrs. Will NotTell: Yes, we were there. 

Zachary Zealous: did your husband Mr. Will NotTell actually race? 

Mrs. Will NotTell: Yes, he did. 

Zachary Zealous: Who made all of the arrangements for racing in that event? 



AMERICAN BANKRUPTCY INSTITUTE

591

Mrs. Will NotTell: I did. I always make the arrangements. My husband doesn’t know anything 

about that. He just races the cars. 

Zachary Zealous: was the Corvette that your husband raced at the Car Race of the Century in 

Kansas City, Missouri on November 15, 2017 the same 1967 Corvette VIN number… in which 

ABC Federal Savings and Loan held a lien? 

Mrs. Will NotTell: No, it was not. 

Zachary Zealous:  Do you know who owned the car that your husband was racing? 

Mrs. Will Not Tell: No, I do not know the person specifically. 

Zachary Zealous: Do you know the name of the owner of the car your husband drove? 

Mrs. Will Not Tell: No, I do not.  

Zachary Zealous: Do you know how to obtain the name and address of the owner of the car your 

husband was racing? 

Mrs. Will Not Tell: I am not gonna say. I imagine I could find out. 

Zachary Zealous: Do you know anyone who will know the name of the owner?  

Mrs. Will Not Tell: Yes. 

Zachary Zealous: Will you give me the names of the people or person who know the name of that 

individual? 

Mrs. Will Not Tell: The Fifth. (the debtor then refused to answer any more questions). 

CONCLUSION 

 In sum, achieving the goals of avoiding potential criminal prosecution against a debtor’s 

duty of full disclosure is a balancing act that bankruptcy trustees and counsel for debtors and 

creditors should be prepared to address before a 341 hearing to ensure all procedures are 

sufficiently followed.  
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NOTES FOR ROUND-TABLE PRESENTATION 
JUDGE CHARLES E. RENDLEN, III 

MWBI – OCTOBER 12, 2018 
 

• Section 707(a) provides that a chapter 7 case may be dismissed “for cause” 
 

• “Cause” is not statutorily defined, but § 707(a) provides three illustrative 
examples of “cause”: unreasonable delay, (2) nonpayment of fees, or (3) failure 
to timely file certain information.  

 
• By the 90s, Circuit courts had begun considering whether bad faith could support 

dismissal under § 707(a) 
 

• In 1991, the Sixth Circuit recognized that bad faith can support § 707(a) 
dismissal. In re Zick, 931 F.2d 1124, 1126-27 (6th Cir. 1991). 

 
• Today, a majority of Circuits agree:  

 
Ø The Third Circuit permits § 707(a) dismissal for bad faith, instructing that 

courts “determine good faith only on an ad hoc basis and must decide 
whether the petitioner has abused the provisions, purpose, or spirit of 
bankruptcy law,” with the understanding that bad faith “should not [be] lightly 
infer[red].” In re Tamecki, 229 F.3d 205, 207 (3d Cir. 2000). 

 
Ø The Fifth Circuit recognizes that a debtor’s pre- and post-petition behavior 

can support § 707(a) dismissal for bad faith, even if other Code provisions 
arguably encompass the conduct. In re Krueger, 812 F.3d 365, 372 (5th Cir. 
2016). 

 
Ø The Eleventh Circuit has held that bad faith may be “cause” under § 707(a), 

and applies a totality of the circumstances approach. In re Piazza, 719 F.3d 
1253, 1271-72 (11th Cir. 2013) 

 
Ø And although he Second Circuit has not yet addressed the issue, a 

bankruptcy court in that Circuit has indicated that, if dismissal for bad faith is 
permitted, a “stringent standard” is proper. In re Chovev, 559 B.R. 339, 347 
(Bank. E.D.N.Y. 2016). 

 
• By contrast, the Ninth Circuit has held that, while “bad faith per se can properly 

constitute ‘cause’ for dismissal of a Chapter 11 or Chapter 13 petition,” as a 
general proposition, it cannot constitute “cause” for dismissal of a Chapter 7 
petition under § 707(a). In re Padilla, 222 F.3d 1184, 1193 (9th Cir. 2000). 
 

• The Eighth Circuit has held that, while some conduct giving rise to dismissal 
under § 707(a) can be characterized as bad faith, the inquiry is properly whether 
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the petition should be dismissed “for cause.” In re Huckfeldt, 39 F.3d 829, 832 
(8th Cir. 1994). 

 
• Recently, in Janvey v. Romero, 883 F.3d 406 (4th Cir. 2018), the Fourth Circuit 

joined the majority Circuits, reasoning that “the majority view is the sounder one, 
because it is the most helpful in preventing serious abuses of the bankruptcy 
process.”  

 
• However, the court stressed that bad faith is reserved for cases of “real” 

misconduct—also echoing other majority-position Circuits. 
 

• Janvey employed a totality of the circumstances approach and considered public 
policy concerns.  

 
• Rejected Janvey’s argument that bad faith had been established because the 

debtor sought to discharge only a single debt. Bad faith cannot be established 
merely because the debtor has only one debt to discharge and it is not proper to 
“transform this single factor into a per se test for bad faith.” 

 
• Called “groundless” Janvey’s argument that the debtor committed “blackmail” by 

raising the possibility of bankruptcy during settlement efforts.  
 

• Rejected Janvey’s argument that the debtor had “too much money,” essentially 
complaining that the debtor was not forced to use exempt assets. 

 
 
 
Background: In Janvey, the debtor had been a retired foreign service officer 
who founded a consulting business. When it came to light that Stanford 
Financial Group, one of the debtor’s clients, ran a Ponzi scheme, the debtor 
cuts ties with Stanford. However, the SEC sued Stanford in U.S. district 
court, and the receiver, Ralph Janvey, sued the debtor, seeking to recover 
for the Ponzi victims. Pre-trial, the debtor offered to settle, but Janvey 
rejected the offer and declined to counteroffer. While appealing the $1.25 
million judgment against him, the debtor again offered to settle—which 
Janvey rejected without counteroffering. After the debtor lost his appeal, he 
filed for chapter 7 relief. He had $5.35 million in mostly exempt assets, and 
had debts of the $1.25 million judgment and $150,000.00 in legal bills. His 
monthly expenses exceeded his income by $350.00, due to medical 
expenses for his disabled wife. Janvey moved to dismiss under § 707(a), 
alleging bad faith. The bankruptcy court held that, while bad faith may 
constitute § 707(a) “cause,” the debtor had not acted in bad faith.  
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DISCHARGE OF STUDENT LOANS UNDER
§ 523(A)(8) BASED ON UNDUE HARDSHIP:

(1) THE 10TH CIRCUIT APPLIES
THE THREE-PART BRUNNER TEST

AND

(2) THE 8TH CIRCUIT APPLIES A
TOTALITY- OF-THE-CIRCUMSTANCES TEST,

presented by

THE HONORABLE DALE L. SOMERS,
UNITED STATES BANKRUPTCY JUDGE

FOR THE DISTRICT OF KANSAS

MIDWESTERN BANKRUPTCY INSTITUTE

October 11 & 12, 2018
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PART 1
Section 523(a)(8) creates an exception to the discharge for certain debts:

(8) unless excepting such debt from discharge under this paragraph would impose
an undue hardship on the debtor and the debtor’s dependents, for —

(A) (i) an educational benefit overpayment or loan made, insured, or
guaranteed by a governmental unit, or made under any program
funded in whole or in part by a governmental unit or nonprofit
institution; or

(ii) an obligation to repay funds received as an educational benefit,
scholarship, or stipend; or

(B) any other educational loan that is a qualified education loan, as
defined in section 221(d)(1) of the Internal Revenue Code of 1986,
incurred by a debtor who is an individual.

“Undue hardship” is not defined in the Bankruptcy Code, and courts have struggled for
years to determine what it means in the context of this provision.  Ultimately, most of the
federal courts of appeal, including the 10th Circuit, have applied the three-part test the 2d
Circuit adopted in Brunner v. New York State Higher Education Services Corp., 831 F.2d
395 (2d Cir. 1987), but the 8th Circuit applies a totality-of-the-circumstances test it first
adopted in Andrews v. South Dakota Student Loan Assistance Corp. (In re Andrews), 661
F.2d 702 (8th Cir. 1981).  In general, both tests will require similar evidence and involve
the consideration of similar facets of the debtor’s circumstances, but they may lead to
different results in some cases.

PART 2
A.  10th Circuit case law

1. Educational Credit Management Corp. v. Polleys, 356 F.3d 1302 (10th Cir.
2004)

This case concerned a 45-year-old single mother of a teenaged girl.  She had
obtained an accounting degree in 1993, but thereafter had little luck getting work in that
field.  After filing bankruptcy, the debtor filed an adversary proceeding in 1999 seeking to
discharge her student loans under § 523(a)(8) on the basis of undue hardship.  By the time
of trial, she owed $51,000 on the loans, and repayment would require $420 per month for

2
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20 years.  From 1997 to 2000, the debtor’s annual income ranged from $3,000 to $16,000. 
She and her daughter lived in a rental property her parents owned, and paid no rent or
utilities.  She qualified for food stamps and her income was below the federal poverty
guidelines.  The debtor was in good physical heallth, but suffered from a diagnosed
psychological condition and took an antidepressant twice a day.  The bankruptcy court
granted a discharge of the student loans based on undue hardship and the district court
affirmed.

The 10th Circuit first addressed the proper standard for determining undue
hardship under § 523(a)(8), noting that many courts apply the three-part test Brunner test,
but that the 8th Circuit applies the totality-of-the-circumstances test it adopted in
Andrews.  The Circuit said that the two tests would often consider similar information:
“the debtor’s current and prospective financial situation relative to the educational debt
and the debtor’s efforts at repayment.”  356 F.3d at 1309.  The Tenth Circuit decided to
adopt the Brunner test.  Under that test, the debtor must prove:

(1) that the debtor cannot maintain, based on current income and expenses,
a “minimal” standard of living for herself and her dependents if forced to
repay the loans; (2) that additional circumstances exist indicating that this
state of affairs is likely to persist for a significant portion of the repayment
period of the student loans; and (3) that the debtor has made good faith
efforts to repay the loans.

Brunner, 831 F.2d at 396.  If the court finds against the debtor on any of the three parts,
the student loan is not dischargeable.  The 10th Circuit noted that many courts applying
Brunner had denied discharge even under the most dire circumstances, 356 F.3d at 1308,
and disagreed with such interpretations of the test.  Instead, it said, “[T]he terms of the
test must be applied such that debtors who truly cannot afford to repay their loans may
have their loans discharged.” Id. at 1309.

The 10th Circuit went on the apply the Brunner test to the factual findings made
by the bankruptcy court, and concluded the debtor satisfied all three parts of the test.  The
creditor did not dispute that the debtor could not maintain a minimal standard of living
while repaying her loans.  The Circuit rejected the creditor’s argument that a debtor must
prove she has a medical disability to satisfy the second prong of the Brunner test, and
concluded the bankruptcy court’s findings about the debtor’s emotional health established
that her mental condition would interfere with her ability to earn a substantial income. 
Finally, the debtor’s failure to make any payments on her loans did not establish a lack of
good faith under the third prong of the test.  Instead, the debtor had consolidated her
loans, entered into deferral programs, and tried to negotiate with her lenders when they
demanded payments.  In addition, her good faith was shown by her efforts to minimize
her current living expenses and maximize her personal and professional resources.

2. Alderete v. Educational Credit Management Corp., 412 F.3d 1200 (10th
Cir. 2005)

3
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This case concerned a married, relatively young couple who sought to discharge
about $78,000 in student loans, which constituted over 98% of their total unsecured debts. 
The bankruptcy court had applied the Brunner test and determined the debtors failed to
satisfy its second and third prongs, so it found they had not shown an undue hardship. 
Nevertheless, the court granted a partial discharge of their student loan debts.  The 10th
Circuit BAP ruled the court should have found an undue hardship, and affirmed the
partial discharge on the ground the court would have had discretion to grant it if it had
properly found an undue hardship.  On further appeal, the 10th Circuit affirmed the
bankruptcy court’s finding of no undue hardship, but ruled the court could not grant a
discharge of any part of the loans without finding an undue hardship.

The bankruptcy court had found that:  the debtors were relatively young and had
no health conditions affecting their ability to work; as their children reached the age of
majority, their family budget would be less strained; their ability to earn better pay was
not limited by their current circumstances; the debtors had made no real effort to look for
better-paying or additional work; and the debtors did not face any circumstances — such
as illness, recent disability, or an exceptionally large number of dependents — that would
hamper their ability to repay the loans.  The Circuit said these findings were not disputed
on appeal, and they showed the second prong of the Brunner test was not met, based on
“specific articulable facts” supporting that conclusion.  The bankruptcy court said the
third prong was not met because the debtors had made only minimal payments on their
student loans, they had almost no debt other than the loans, and they had failed to
consider other repayment options, such as the Income Contingent Repayment Plan, before
they filed bankruptcy, and the Circuit agreed with this conclusion.  However, because no
undue hardship had been shown, the Circuit ruled the bankruptcy court had no power to
grant a partial discharge of the student loans.

PART 3
A.  8th Circuit case law

1. Andrews v. South Dakota Student Loan Assistance Corp. (In re Andrews),
661 F.2d 702 (8th Cir. 1981)

This case concerned a 36-year-old divorced woman who had no support
obligations or dependents, and who worked as the director of a shelter for victims of
domestic violence, earning $10,000 per year under a two-year grant.  Part of her job was
to find new funding for the shelter.  She had taken out a $2,500 student loan in August
1978 and had completed two quarters of nursing training when she learned she had
Hodgkin’s Disease.  She had received treatment and her disease was in remission when
she filed bankruptcy in April 1980, although there was no assurance she would not suffer
a relapse.  She testified that she had group health insurance through her job and the

4
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insurance contained no reservation for her disease, but the bankruptcy court did not
mention this in its decision.  The debtor was supposed to pay $30 per month on her
student loan, but she had made no payments.  The bankruptcy court noted that the
debtor’s employment was not assured once the grant expired, that she was covered by
social security, and that her total assets were worth substantially less than the balance
owed on her student loan.  The bankruptcy court granted a hardship discharge of the loan,
and the creditor appealed.

The 8th Circuit reversed, finding that the record before the bankruptcy court was
incomplete, and the court should have examined the debtor’s necessary living expenses
before deciding the undue hardship question.  The Circuit quoted approvingly from a
bankruptcy court opinion that said an undue hardship determination must be based on an
examination of the facts and circumstances of the particular bankruptcy case, and resolve
the question whether the debtor’s estimated future income would enable the debtor to
make some payment on the student loan without reducing the amount the debtor and his
or her dependents need to maintain a minimal standard of living.  With no information
about the debtor’s reasonable living expenses, her ability to pay $30 per month on her
student loan could not be decided.  The Circuit added that on remand, the bankruptcy
court could properly consider the debtor’s disease, and her present employment status and
employment prospects, particularly the funding of the shelter she was director of.

2. Long v. Educational Credit Management Corp. (In re Long), 322 F.3d 549
(8th Cir. 2003)

In this case, the 8th Circuit clarified the standard for appellate courts to apply in
reviewing a bankruptcy court’s ruling about an undue hardship claim under § 523(a)(8). 
The Circuit declared that “undue hardship” is a question of law to be reviewed de novo
based on the bankruptcy court’s findings about the debtor’s circumstances.  The Circuit
declined ECMC’s request to adopt the Brunner test for undue hardship, instead
reaffirming the totality-of-the-circumstances test it had adopted in Andrews.  The Circuit
also interpreted Andrews to require reviewing courts evaluating the totality of the
circumstances to consider:  “(1) the debtor’s past, present, and reasonably reliable future
financial resources; (2) a calculation of the debtor’s and her dependent’s reasonable
necessary living expenses; and (3) any other relevant facts and circumstances surrounding
each particular bankruptcy case.”  322 F.3d at 554.  But because the standard of review
for appellate courts had been confused, the Circuit remanded the case to the BAP to apply
the de novo standard of review to the legal determination whether excepting this debtor’s
student loans from her discharge would impose an undue hardship on her and her
dependent.

3. Reynolds v. Pennsylvania Higher Education Assistance Agency (In re
Reynolds), 425 F.3d 526 (8th Cir. 2005)

This case concerned a woman who owed $142,000 in student loans to five

5
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different creditors, and suffered from anxiety and panic disorders, depression, and a
persistent personality disorder.  Stress caused by her student loan debts made it harder to
sustain improvement in her depressive illness.  She had obtained a law degree from the
University of Michigan, but her mental condition made her unable to work as an attorney. 
When she filed bankruptcy, she was working as a secretary-receptionist at a roofing
contractor, making about $30,000 per year.  Her husband was making about $29,000 per
year driving a school bus.  Together, their income exceeded their monthly expenses by
about $700 per month.  The debtor’s monthly student loan payments would be about
$1,600 if amortized over 10 years or $1,000 over 20 years.  After the bankruptcy court
found excepting the student loan debts from discharge would impose an undue hardship
on the debtor, two of the creditors did not appeal.  The debtor could consolidate the debts
to the other three creditors under a program that would allow her to pay them over 30
years, with an initial payment of $500.  The bankruptcy court considered the medical
evidence and concluded the best the debtor could do financially was to remain in the job
she had, and might not be able to remain in that job due to her conditions.  The court
found the debtor had some ability to make payments on her student loans, but that ability
was counter-balanced by the fact the existence of the debts was injurious to her fragile
mental health.  Under the circumstances, the court found the continued existence of the
debts would impose an undue hardship on the debtor.  All five creditors appealed, but the
district court affirmed.  Three of the creditors appealed to the 8th Circuit.

The Circuit rejected the creditors’ argument that the bankruptcy court’s finding
that the debtor had the economic ability to repay her student loans should have ended the
undue hardship inquiry, and the court should not have gone on to consider the effect the
continued existence of the debts might have on her health.  One judge dissented, arguing
neither the Bankruptcy Code nor the Circuit’s prior decisions permitted basing a finding
of undue hardship on the circumstance that “her mental illness may make the mere
condition of being in debt severely stressful.”  425 F.3d at 536.  Instead, the dissent
contended her mental illness could only be considered to the extent it might reduce her
reasonably reliable future financial resources and potentially increase her expenses.

4. Educational Credit Management Corp. v. Jesperson, 571 F.3d 775 (8th Cir.
2009)

This case concerned a 43-year-old law school graduate who owed over $300,000
to one student loan creditor and over $58,000 to another, which the bankruptcy court,
affirmed by the district court, ruled were dischargeable based on undue hardship.  The
creditor owed the larger debt appealed to the 8th Circuit, and the Circuit produced a
majority opinion, a concurring opinion, and a dissent.

The majority opinion declared that a number of the bankruptcy court’s fact-
findings were clearly erroneous.  The debtor had “stipulated” that his gross monthly
income of $4,000 likely put him in the 33% combined federal and state income tax
bracket, and the bankruptcy court used that percentage to find that his after-tax income
was $2,680 per month.  The Circuit said that the debtor’s “failure to make a good faith

6
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estimate” of his tax rate arguably meant he had failed to prove undue hardship, but
alternatively, a reasonable estimate of his tax rate would be 17.5%, making his monthly
after-tax income $3,300.  The Circuit then declared the bankruptcy court’s estimate of the
debtor’s monthly living expenses as $2,857 was clearly erroneous because the court had
used $1,000 for housing instead of the $500 he could pay to continue to live with his
brother, saying “A debtor making a good faith effort to repay loans would continue to live
with his brother to save money.”  571 F.3d at 780.  The expenses estimate was also
clearly erroneous because the debtor testified he had never made the full $500 monthly
payment he had been ordered to pay for his older son’s support, and he “does not owe
child support” for his younger son, although he occasionally paid $200 to $400 to the
mother and felt obliged to pay $500.  The Circuit determined the bankruptcy court’s
finding that the debtor had no surplus to pay toward the student loans was clearly
erroneous, and a reasonable estimate would instead be a surplus of $900 per month. 
Then, the Circuit declared that the debtor’s age, good health, marketable skills, “lack of
substantial obligations to dependents,” and lack of mental or physical impairments all
weighed in favor of not granting an undue hardship discharge of his student loan debts. 
Id. at 780.  Based on the record, the Circuit declared “the only reason [the debtor] has
even a colorable claim of undue hardship is the sheer magnitude of his student loan
debts,” and that should rarely be a determining factor.  Id.  When the size of the debts is
the main basis for an undue hardship claim, the optional student loan repayment plans
“become more relevant to a totality-of-the-circumstances undue hardship analysis.”  Id. at
781.  The creditor had submitted undisputed evidence that its loans were eligible for the
Income Contingent Repayment Plan (ICRP), and based on the debtor’s adjusted gross
income at the time of trial, the bankruptcy court had found his monthly payments would
be $629 for a family of one, $572 for a family of two, and $514 for a family of three,
payments he could make from his $900 monthly surplus.  The Circuit also noted that
under the ICRP, only 10 percent of unpaid interest can be capitalized, and any unpaid
balance that is cancelled after 25 years will result in taxable income only if the debtor has
assets exceeding the amount of debt that is cancelled.  Based on this reasoning, the
Circuit declared the debtor’s student loans were not discharged.

A second judge on the panel concurred in the judgment, but wrote separately to
emphasize that whether a student loan debtor had enrolled in the ICRP remained merely a
factor to consider in applying the totality-of-the-circumstances test.  Id. at 783-86.

The third judge on the panel agreed with the second judge that ICRP eligibility
was only a factor in deciding the undue hardship question, and emphasized that a debtor
is not ineligible for an undue hardship discharge just because he or she is capable of
making payments under the ICRP.  Id. at 786.  This judge dissented from the denial of
this debtor’s hardship discharge, and the rejection of the bankruptcy court’s findings of
fact and application of those facts to its § 523(a)(8) analysis. Id. at 786-91.

5. Walker v. Sallie Mae Servicing Corp. (In re Walker), 650 F.3d 1227 (8th
Cir. 2011)

7
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This case concerned a woman who owed about $300,000 in student loans when
she sought to discharge them on the basis of undue hardship.  She had obtained a Chapter
7 discharge in 2004, but did not seek a ruling under § 523(a)(8) until 2007.  The debtor
and her police officer husband had five children, one born in 1998, a set of twins born in
2000, and another set of twins born in 2001.  The debtor had held some jobs until 2004,
but thereafter stayed home to care for her children, especially the older twins, who had
been diagnosed with autism in 2003.  In 2008, the autistic twins were accepted into a
state-funded program providing therapy for their autism and requiring the debtor to
devote much of her time to helping the children with the program.  In 2005, the debtor
and her husband took out a home equity loan, much of which they spent to add a
screened-in deck to their home, and in 2007, her husband bought a vehicle that required a
monthly payment of $850.  In the dischargeability action the debtor brought in 2007, the
parties agreed she qualified for the Income Contingent Repayment Plan and, based on her
family’s income and size at that time, would have a monthly payment of almost $600
under the ICRP.  The bankruptcy court granted a discharge of the debtor’s student loans
based on undue hardship, and the 8th Circuit BAP affirmed.  On further appeal, the 8th
Circuit also affirmed.

The Circuit first rejected the creditor’s argument that the undue hardship
determination should be based on the debtor’s circumstances in 2004, ruling it was not
clear error to consider the debtor’s financial condition from 2004 through 2007.  The
creditor asserted that the bankruptcy court’s calculation of the debtor’s net income was
wrong because it used incorrect income tax and payroll deductions and double-counted
some deductions, but the Circuit determined the debtor and her family had a monthly
deficit of $650 even if all those disputed deductions were omitted from the calculation. 
The creditor complained about the family’s purchases of the deck and the vehicle, but did
not otherwise question their claimed expenses.  The Circuit agreed with the BAP that the
reality of the family’s budget was that the debtor could not afford to make any payments
on her student loans and still maintain a minimal standard of living, a circumstance that
was likely to continue for many years.

PART 4
A. The Brunner test, as interpreted by the 10th Circuit, and the 8th Circuit’s

totality-of-the-circumstances test may seldom lead to different results.

1. In Long, the 8th Circuit said its totality-of-the-circumstances test for undue
hardship is less restrictive than the Brunner test, and then said:

We are convinced that requiring our bankruptcy courts to
adhere to the strict parameters of a particular test would

8
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diminish the inherent discretion contained in § 523(a)(8). . . .
We believe that fairness and equity require each undue
hardship case to be examined on the unique facts and
circumstances that surround the particular bankruptcy.

322 F.3d at 554.  The view that the Brunner test is too restrictive draws some
support from decisions such as In re Roberson, 999 F.2d 1132, 1135-36 (7th Cir.
1993), in which the 7th Circuit adopted Brunner, but in discussing the second
prong of its test, quoted approvingly from an opinion that said “‘the
dischargeability of student loans should be based upon the certainty of
hopelessness, not simply a present inability to fulfill financial commitment.’”  Id.
at 1136 (quoting In re Briscoe, 16 B.R. 128, 131 (Bankr. S.D.N.Y. 1981).

2. In Polleys, the 10th Circuit suggested cases like Roberson had “constrained the
three Brunner requirements to deny discharge under even the most dire
circumstances.”  356 F.3d at 1308.  The Circuit said it did not believe Brunner
should be interpreted so restrictively.  It went on to say that the 8th Circuit’s
totality-of-the-circumstances test would not necessarily avoid the harshness of the
Brunner analysis. Id. at 1309.  The 10th Circuit complained the totality-of-the-
circumstances test would tend to lead courts to generate ever-growing lists of
factors that should be considered, and wind up providing little help in guiding the
exercise of judicial discretion. Id.  The Circuit said Brunner did not rule out
considering all the facts and circumstances, and should be applied to allow debtors
“who truly cannot afford to repay their loans” to have them discharged.  The
Circuit added that the good faith portion of the Brunner test “should consider
whether the debtor is acting in good faith in seeking the discharge, or whether he is
intentionally creating his hardship.” Id.

3. So the 8th Circuit was concerned that the Brunner test would be applied too
narrowly and too seldom allow student loans to be discharged, while the 10th
Circuit was concerned the totality-of-the-circumstances test would provide too
little guidance to courts required to decide the undue hardship question. 
Ultimately, especially with the 10th Circuit’s effort to avoid the harshness the
Brunner test had sometimes produced in the past, there seems to be little reason to
predict the two tests might produce different results in any specific case.

B. The Brunner test may be softening since Congress eliminated the possibility of
discharging student loans 7 years after the first payment on them became due.

1. When Brunner was decided in 1987, student loans became routinely

9
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dischargeable five years after they first became due.1  In 1990, Congress increased
that time period to seven years.2  Then in 1998, Congress entirely eliminated the
time-delay for dischargeability, leaving undue hardship as the only way to
discharge student loan debts.3  Early cases applying the Brunner test may well
have been unlikely to find an undue hardship because they knew the debtors would
only have had to wait five — and later seven — years, to discharge their student
loans without showing undue hardship.  At least to the extent they become aware
of this history, courts applying Brunner since 1998 may be more open to finding
an undue hardship because they know a debtor with substantial student loan debts
no longer has any other way to obtain a fresh start through bankruptcy.  This fact
may well have informed the 10th Circuit’s assertion in Polleys that Brunner should
be applied in such a way that debtors who cannot repay their student loans may
have them discharged based on undue hardship.

2. The facts presented by the debtor in Brunner did not paint a sympathetic
portrait of her circumstances.  The 2d Circuit’s opinion included only a limited
description of the facts, but the district court’s opinion revealed more of her
circumstances.4  The debtor had entered college in 1972, but her age was not
specified.  She obtained a bachelor’s degree in psychology in 1979 and a master’s
in social work in 1982.  Seven months after receiving her master’s degree, she
filed bankruptcy and received a discharge of all her debts except $9,000 in student
loans.  Two months later, when a nine-month post-graduation grace period
suspending repayment of her student loans expired, she filed an adversary
proceeding seeking to discharge them on the basis of undue hardship.  

During the decade before the undue hardship hearing, the debtor’s greatest
annual income was $9,000.  The only evidence of her expenses was that her rent
was $200 per month.  At the time of the hearing, she was receiving monthly public
assistance, including $258 in cash, $49 in food stamps, and Medicaid for health
care, and had been receiving that assistance for four months.  Her testimony was
vague about her source of support before that.  Two months before the hearing, she
withdrew $2,400 from her savings to buy a used car.  When she filed bankruptcy,
her student loans were 80% of her total debts.

The debtor testified that she had sent out many resumes looking for work in
her chosen field but been unsuccessful, and that many of her classmates were
likewise unable to find jobs.  It was unclear how much she had tried to find work

1See 4 Collier on Bankruptcy, ¶ 523.14[7] n. 63 (Richard Levin & Henry J. Sommers, eds.-in-
chief, 16th ed. 2018).

2Id. at ¶ 523.14[7], p. 523-113.

3Id.

4In re Brunner, 46 B.R. 752, 756-58 (S.D.N.Y. 1985).
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outside her field.  She was seeing a therapist for treatment of anxiety and
depression partly caused by her unemployment, but she testified she was capable
of working.  The district court rejected as clearly erroneous the bankruptcy court’s
finding that the debtor had a psychological impairment because nothing in the
record showed her anxiety and depression impaired her ability to work.  The
district court said it appeared the debtor would be unlikely to find a job in her
chosen field in the near future, but she was an apparently healthy, presumably
intelligent, and well-educated woman.  The evidence was “too thin” to find that
her chances of finding any work at all were slim.  The debtor had no dependents or
any other extraordinary burdens that would impair her finding a job, or, once she
found one, that would make it unlikely she could both support herself and pay off
her student loans.  The debtor’s evidence showed only that at the time of the
hearing, she was unable to both meet her minimal expenses and pay off her loans,
not that this situation would extend for a significant period.  In addition, the debtor
had not demonstrated good faith in trying to pay off her loans.  She filed for an
undue hardship discharge within a month of the first payment due date, and had
not requested a deferment, a remedy available to those who couldn’t pay because
of prolonged unemployment.

3. The amount of outstanding student loan debt in the United States tripled
between 2006 and 2018, growing from $500 billion to more than $1.5 trillion.5

Economists suggest this debt load is harming the national economy because many
Americans are spending years paying off their student loans instead of buying
homes, investing, or starting businesses.6  With growing public recognition that
student loan debt has become a major economic concern for the country, courts
may be further influenced to apply both Brunner and the 8th Circuit’s totality-of-
the-circumstances test in a more forgiving manner in the future.

5Prof. Robert M. Lawless, Hardship Discharge:  ABI Consumer Commission Weighs in on [Dep’t
of Education’s Request for Information], Am. Bankr. Inst. J., June 2018, at 8.

6Andrew A. Sexton, Comment, “The Education Loan Bubble: How the Discharge Student Loans
in Bankruptcy Act of 2017 and Legislation Alike Is the Only Answer to the Student Loan Crisis,” 54 Cal.
Western L. Rev. 323, 324–25 (2018).

11



618

2018 MIDWESTERN BANKRUPTCY INSTITUTE

LLC Issues in Bankruptcy 

1. Authority to File 
 

a. Should a court dismiss a bankruptcy filing where the debtor failed to obtain 
required consent of other LPs? 
 

i. The court will likely dismiss the filing. Courts typically do not want to 
overrule the owners of the entity outside of certain circumstances. See In 
re Squire Court Partners LP, 574 B.R. 701 (E.D. Ark. 2017) 
 

ii. Distinguish cases where the court did not dismiss although the filing 
lacked unanimous consent 
  

1. In re Intervention Energy Holdings, LLC, 553 B.R. 258 (Bankr. 
D.Del 2016)  

• Creditor sought to block the debtor from filing bankruptcy 
 

2.  In re Lake Michigan Beach Pottawattamie Resort, LLC, 547 B.R. 

899 (Bankr. N.D. Ill. 2016) 

• Language in LLC’s operating agreement was void as 
against public policy because where operating agreement 
also provided that lender, in exercising its veto rights as a 
“special member” would have no duty or obligation to give 
any consideration to any interest of or factors affecting the 
Company or Members. Under Michigan law, members of 
LLC have a duty to consider interest of the entity and not 
only their own interests. 
 

2. Applicability of Stay to Member 
 

a. Generally, the members and managers of an LLC are not liable for the 
obligations of the entity. 
 

b. Courts generally recognize the distinction between a LLC’s assets and the assets 
of members and have held that when one or the other files bankruptcy, the 
automatic stay does not include the assets of the other. See In re Calhoun, 312 
B.R. 380 (Bankr. N.D. Iowa 2004). (In an individual member bankruptcy, LLCs in 
which the debtor had an interest would not be subject to or protected by the 
automatic stay. 
 

c. In In re Resources Energy Technologies, LLC, 419 B.R. 746 (Bankr. W.D. Ky. 
2009), the court found that discovery orders against members of a debtor LLC 
did not violate the automatic stay 
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3. Is the LLC Agreement an Executory Contract? 
 

a. Discuss how courts differ on this 
 
b. In re AllenTown, 361 B.R. 422 (Bankr. E.D. Pa. 2007) and In re Denman, 513 

B.R. 720 (Bankr. W.D. Tenn. 2014) 
 

4. Bankruptcy of a LLC Member 
 

a. LLC members do not have an interest in a LLC’s property, therefore a member’s 
bankruptcy estate will consist of the member’s economic rights in the LLC and 
the member’s management rights In the LLC. 
 

i. Distinction between economic and non-economic rights 
 

b. Scope of the Estate 
 

5. Individual Who Owns LLC Files for Bankruptcy and Debtor’s Interest in the LLC 
 

a. In re McCormick, 381 B.R. 594 (Bankr. S.D.N.Y. 2008) 
 
b. Discuss how automatic stay does not extend to the LLC’s assets but does extend 

to the debtor’s interest in the LLC 
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THE AUTOMATIC STAY UNDER § 362(a)(3)—

ONE MORE TIME

By Eugene R. Wedoff

One of most significant issues in consumer bankruptcy currently

in dispute is whether § 362(a)(3) of the Bankruptcy Code requires

creditors to return to a debtor any collateral—most commonly

automobiles—that they repossessed before the bankruptcy filing. In

1984, subsection (a)(3) was amended. Before the amendment, it only

applied the automatic stay to “any act to obtain possession of prop-

erty of the estate or of property from the estate,” and so only

prevented creditors from seizing a debtor’s property during the

bankruptcy case. The 1984 amendment expanded the provision by

extending the stay to apply to any act “to exercise control over prop-

erty of the estate.” Debtors used this amendment to argue that after

the filing of a bankruptcy case, § 362(a)(3) not only prevented credi-

tors from seizing the debtor’s property, but also prohibited them

from continuing to hold whatever property they had seized earlier,

since by retaining what was now estate property, they would be

exercising control over it.

The initial response to this argument was a string of circuit court

and BAP decisions agreeing with the debtors, establishing a major-

ity rule that creditors were indeed stayed by § 362(a)(3) from

continuing to hold estate property repossessed before a debtor’s

bankruptcy filing and that they were required to return that prop-

erty to a debtor otherwise entitled to it.1 This string was unbroken

until last year,2 when the Tenth Circuit issued WD Equipment v.

Cowen, holding § 362(a)(3) imposes no duty on creditors to return

repossessed collateral.3

One notable aspect of the new circuit split is that Cowen’s rejec-

tion of the majority rule cites a Bankruptcy Law Letter written by

Professor Ralph Brubaker in 2013.4 With the issuance of Cowen,

and a set of related questions about the automatic stay, another

look at the issues raised in that Law Letter may be timely.

THE MAJORITY RATIONALE

The majority interpretation of § 362(a)(3) is based on plain

language. The Second Circuit’s decision made the point this way:
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[S]ection 362 forbids any act to . . . “exercise control”

over the property of the estate. We need consult only

an ordinary dictionary to confirm that a typical defi-

nition of “control” is: “To exercise authority over;

direct; command.” Webster’s New World College Dic-

tionary (4th ed. 2002). In light of that definition, we

see no way to avoid the conclusion that, by keeping

custody of the vehicle and refusing [the debtor] ac-

cess to or use of it, [the secured creditor] was

“exercising control” over the object in which the

estate’s equitable interest lay, and its retention of

the vehicle violated the stay.5

The decision found additional linguistic support

in the nature of the 1984 amendment, pointing out

that “obtaining possession” of estate property held

by the debtor had already been stayed, so that

“exercising control” had to mean something more.

“This significant textual enlargement is consonant

with our understanding . . . that Congress in-

tended to prevent creditors from retaining property

of the debtor . . . without regard to what party

was in possession of the property in question when

the petition was filed.”6

THE MINORITY RATIONALE

The 2013 Law Letter is probably the most com-

plete statement challenging the majority interpre-

tation of § 362(a)(3).7 The Law Letter sets out four

grounds for questioning the majority interpretation.

Each of these grounds, however, can itself be

questioned.

1. Upholding established law

The Law Letter’s initial argument is based on

the Supreme Court’s Dewsnup rationale: that an

established principle of bankruptcy law should not

be interpreted as changed by an amendment unless

the change is set out unambiguously or supported

by legislative history.8 This approach to statutory

construction has been widely criticized, as even the

Supreme Court has noted.9 But applying the ap-

proach here is problematic in any event, since it is

difficult to see the bankruptcy principle that is

contradicted by interrupting a creditor’s exclusive

possession of estate property. The Letter suggests

that creditors were only required to return collat-

eral to debtors after a court determined that their

interests would be adequately protected: “adequate

protection before turnover.”10 But under the Bank-

ruptcy Code, adequate protection was not automati-

cally required. It always had to be requested.11

Before the 1984 expansion of § 362(a)(3), if a

creditor was unwilling to return collateral, the

debtor would have to seek a court order requiring

turnover under § 542(a), and in response the credi-

tor could request adequate protection under

§ 363(e). Only if the creditor made that request

could it be said that adequate protection was a pre-

requisite for turnover.12 The 1984 amendment, in

prohibiting a creditor from retaining collateral

sought by a debtor, did not change the secured cred-

itor’s right to adequate protection under § 363(e), it

only changed the party with possession of the prop-
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erty during the time that the court considered a

creditor’s request for protection.

That change can be seen as consistent with the

general operation of the automatic stay. Before the

1984 amendment, the stay took away a creditor’s

nonbankruptcy right to repossess collateral when

the debtor was in default under a secured loan; the

debtor was allowed to keep collateral until the court

determined, in ruling on a creditor’s motion for

relief from the stay, that there was a lack of ade-

quate protection. The amendment resulted in the

same status being applied to property that was

repossessed before the bankruptcy. Rather than

changing a fundamental bankruptcy policy, the

amendment can be seen as extending the basic

policy underlying the stay: that the debtor should

be able to use all estate property until the creditor

requests relief.

The majority decisions reflect this understand-

ing, as set out in the Seventh Circuit’s Thompson

decision:

The primary goal of reorganization bankruptcy is to

group all of the debtor’s property together in his

estate such that he may rehabilitate his credit and

pay off his debts; this necessarily extends to all prop-

erty, even property lawfully seized prepetition. See

Whiting Pools, Inc., 462 U.S. at 203-04, 103 S.Ct.

2309; see also In re Yates, 332 B.R. 1, 5 (10th Cir.

BAP 2005) (“As a practical matter, there is little dif-

ference between a creditor who obtains property of

the estate before bankruptcy is filed, or after bank-

ruptcy is filed. The ultimate result is the same—the

estate will be deprived of possession of that property.

This is precisely the result § 362 seeks to avoid.’’).

An asset actively used by a debtor serves a greater

purpose to both the debtor and his creditors than an

asset sitting idle on a creditor’s lot.13

2. The meaning of an “act to exercise control”

The Law Letter next suggests that the phrase

“acts to exercise control over estate property” is in

fact ambiguous—“extremely vague”—and cites in

support the Inslaw decision of the D.C. Circuit.14

But the ambiguity addressed by Inslaw was

whether, by refusing to pay damages on a claim as-

serted by the debtor, a creditor was engaging in an

exercise of control.15 Inslaw found this application

of § 362(a)(3) unsupportable.16 But this is not an

indication of a difficulty in understanding the

meaning of exercising control over property; rather,

the question was the nature of the property

involved. An estate’s cause of action is property of

the estate; the recovery that a debtor hopes to

obtain from the cause of action is not estate

property. In Citizens Bank v. Strumpf, the Supreme

Court made exactly this distinction in holding that

a bank’s temporary freeze on a depositor’s account

did not violate § 362(a)(3). The provision might

have been violated, the Court said, if the bank had

“exercised dominion over property” as it would have

“if a bank account consisted of money belonging to

the depositor and held by the bank.”17

In fact, however, [a bank account] consists of noth-

ing more or less than a promise to pay, from the bank

to the depositor, and [the bank’s] temporary refusal

to pay was neither a taking of possession of [the debt-

or’s] property nor an exercising of control over it, but

merely a refusal to perform its promise.18

Inslaw, then, gives no basis for finding that

§ 362(a)(3) is ambiguous.

But even if there were some difficulty in measur-

ing the full extent of exercising control over estate

property, the question would remain: why is a cred-

itor holding exclusive possession of estate property

not exercising control over it? The Law Letter

answers this question by quoting dicta in Inslaw:

“The automatic stay, as its name suggests, serves

as a restraint only on acts to gain possession or

control over property of the estate,’’ and suggests

that § 362(a)(3) cannot apply if “a creditor does

nothing and simply retains possession of property

that the creditor already has in its possession.”19

The difficulty with this argument is apparent from

the Inslaw quotation, which speaks of “gaining”

rather than “exercising” control. While “gain” refers

to a past achievement (“[t]o come into possession or

use of; acquire”), “exercise,”-the statutory term-

refers to ongoing activity (“[t]o put into play or

operation, employ”).20 The plain meaning of exercis-

ing control in § 362(a)(3) applies to continuing

exclusive possession of collateral.

The Tenth Circuit’s Cowen decision not only ac-

cepts the limitation of § 362(a)(3) suggested in the

Law Letter but adds another argument about the

provision’s meaning, asserting that because the

word “act” means “doing something,” § 362(c)(2)

“stays entities from doing something to obtain pos-
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session of or to exercise control over the estate’s

property” rather than “passively holding onto an

asset,” as the Seventh Circuit stated in Thompson.21

But, of course, the creditors in each of the majority

decisions did “do something”—they prevented the

debtors from obtaining access to the collateral. Al-

though each creditor’s action was not new, it was

an ongoing, continuing exercise of control, and so

proscribed by the statutory language.

Moreover, if exercising control over estate prop-

erty did not include maintaining exclusive posses-

sion of the property, there would be the question of

what it does include. It cannot mean selling the

property or otherwise using it to reduce the credi-

tor’s claim, since § 362(a)(6) separately stays any

act “to collect, assess, or recover a claim against

the debtor.” The Law Letter suggests that if the

nondebtor party to an executory contract termi-

nates the contract of the estate, it will be exercis-

ing control over estate property, and cites a Ninth

Circuit decision, In re Computer Communications,

in support of that interpretation.22 However, Com-

puter Communications held that terminating the

contract was an “act to obtain possession of prop-

erty of the estate,” not an act to exercise control.23

Finally, the Law Letter suggests that if someone

not in possession of estate assets files a lawsuit

that belongs to the estate, the filing could be seen

as exercising control over an estate asset. Again,

though, this is more likely to be seen as obtaining

possession of the asset. And even if one or more of

these hypothetical applications of exercising control

were reasonable, it is difficult to imagine that they

were a significant enough problem in 1984 that

Congress would specially legislate to address them.

The common meaning of exercising control over a

piece of property—holding it to the exclusion of oth-

ers—is not only the plain meaning of the amend-

ment but is the only meaning addressing an issue

significant enough to prompt legislation.

3. The meaning of “property of the estate”

The Law Letter continues its statutory construc-

tion by turning to the meaning of “property of the

estate.” It cites an article by Professor Thomas

Plank arguing that when the Bankruptcy Code uses

the term “property of the estate,” it does not mean

“property” in the ordinary sense—individual items

or pieces of property—but rather the particular

property interests that the debtor holds at the time

the bankruptcy case is filed.24 With this understand-

ing, the Law Letter reasons (1) that the “property

of the estate”—over which a creditor may not

exercise control under § 362(a)(3)—does not include

the right of possession, since the debtor did not

have that right at the time the case was filed and

(2) that to bring that right into the estate, the

debtor would have to obtain turnover under

§ 542(a).25

The difficulty with this argument is in its

premise. Apart from the bankruptcy court decision

in Hall, which cites the Law Letter extensively,26 no

judicial decision appears to accept Professor Plank’s

understanding of “property of the estate,” and this

understanding is inconsistent with the manner in

which the Bankruptcy Code uses the term. One

example of the difficulty is § 363(f), which allows

the sale of property under § 363(b) and (c), free and

clear of “any interest in such property of an entity

other than the estate” if one of a set of conditions is

met, including that the interest of the other party

is in bona fide dispute.27 Subsections (b) and (c)

only provide for sales of “property of the estate,”

and so, at least in § 363, the Code uses that term to

mean the entire property to which the debtor claims

title, even if another party is in possession at the

time of filing or holds a bona fide claim of interest

adverse to the debtor. With this understanding of

property of the estate, the debtor’s entire property

is similarly subject to the protection of § 362(a)(3).

4. The balance of harms

Finally, the Law Letter compares the different

costs imposed on debtors and creditors under the

conflicting interpretations of § 362(a)(3).28 For cred-

itors, it says, returning collateral on demand by a

debtor, as required by the majority interpretation,

will likely result in—

(a) the complete loss of any possessory lien,

(b) the risk of full loss of value in uninsured col-

lateral through theft or accidental damage,

and

(c) the deprivation of compensation for the value
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lost through depreciation or the expense of

seeking an order granting adequate

protection.

These costs would be removed under the minority

interpretation because it requires the debtor to file

a turnover proceeding to regain possession of col-

lateral, and, if demanded by the creditor, the debtor

would have to prove adequate protection before

turnover was granted.

For debtors, the Law Letter acknowledges the

cost imposed by the minority interpretation: they

will be unable to use a vehicle (or other collateral)

that may be needed for work, schooling, and health

care until the court rules on turnover, and the pe-

riod of deprivation may be a long one—the time

needed to file and obtain emergency relief in the

adversary proceeding mandated by Fed. R. Bankr.

P. 7001(1) for turnover under § 522(a). The major-

ity interpretation of § 352(a)(3), by allowing debt-

ors to obtain immediate return of the collateral

without a turnover proceeding, removes this cost.

Although this balance shows harm to parties

under both interpretations, the Law Letter suggests

that the greater harm is imposed by the majority

interpretation:

A well-advised debtor . . . would never offer any ad-

equate protection in demanding turnover and would

always put the secured creditor to the burden of mov-

ing for stay relief/adequate protection before the

bankruptcy court, or use the prospective burden of

doing so as leverage in adequate protection negotia-

tions, but only after securing turnover without pro-

viding any adequate protection, which (as we’ve seen)

holds the (not unrealistic) prospect of entirely

eviscerating the secured creditor’s right to receive

adequate protection.29

Accordingly—and consistent with its view of the

difficulties it sees with the majority interpreta-

tion—the only recommendation that Law Letter

makes for improving the law on return of collateral

is a rule change that would allow debtors prompter

access to turnover.30

The balance set out by the Law Letter, however,

may need adjustment. Although its description of

harm to debtors is accurate, its view of the harm to

creditors appears to be overstated in each of the

respects it discusses.

(a) Possessory liens are not eliminated by

§ 362(a)(3).

Possessory liens generally terminate when the

creditor holding the lien loses possession of the

collateral.31 For this reason the Law Letter sees the

majority interpretation of § 362(a)(3)—requiring

creditors to give up the collateral they possess—as

resulting in the loss of any possessory lien.32 It crit-

icizes the Eighth Circuit BAP’s opinion in In re

WEB2B Payment Solutions, Inc., which deals with

a possessory lien, for bending the majority rule by

suggesting that a possessory lien holder could with-

hold surrender of the collateral “until the bank-

ruptcy court is able to make a determination as to

whether, and to what extent, the creditor is entitled

to adequate protection.”33 That suggestion, the Law

Letter states, cannot be reconciled with the major-

ity decisions, including the Eighth Circuit’s opinion

in Knaus, which allow for no exceptions to return

of collateral under § 362(a)(3).34

But there are two problems with the idea that

§ 362(a)(3) would cause the loss of a possessory lien.

The first is that, under the common law, a posses-

sory lien only terminates when the creditor loses

possession if the creditor gives up possession

voluntarily. The Restatement of Security explains

this in a comment:

The lien is a legal interest dependent upon

possession. Where the lienor voluntarily gives up the

possession, his lien, at least so far as it is a legal

interest, is gone. The lienor . . . does not lose his

legal interest if he is deprived without his consent of

his possession either by the bailor [owner] or a third

person. If the lienor’s surrender of possession is vol-

untary but obtained by fraud, the lienor can recover

the chattel unless third persons in the meantime

have acquired interests. Where possession is taken

without the consent of the lienor, even a bona fide

purchaser is subject to the lien, provided the chattel

is non-negotiable.35

Accordingly, a retention lien continues to apply to

collateral even if a legal obligation required the

creditor to return it.36

The WEB2B decision reflects this rule. The col-

lateral in the case was cash of a Chapter 7 debtor

that a creditor had received subject to a possessory

lien. The trustee requested that the creditor turn-

over all of the cash. Under an agreement with the
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trustee, and without any proceeding in the bank-

ruptcy court, the creditor retained what it consid-

ered a sufficient amount of cash to satisfy its claims

against the debtor and gave the balance to the

trustee. Later, the retained collateral proved insuf-

ficient to cover these claims, and the creditor

argued that the transferred collateral had been

given to the trustee under compulsion, so that the

possessory lien should continue to apply to it, cit-

ing the Supreme Court’s Whiting Pools decision

under § 542(a) to argue that the Bankruptcy Court

should have determined what adequate protection

would apply to the continuing lien. The BAP

rejected this argument, holding that the transfer

was voluntary, so that the possessory lien termi-

nated when the collateral was transferred.37 The

BAP did suggest that the creditor could have

requested a court determination of adequate protec-

tion before turning over the property, but this was

plainly dicta. If payment to the trustee had actu-

ally been compelled, rather than voluntary, so that

the possessory lien continued in place, the creditor

would have been able to seek a ruling on adequate

protection after the transfer. The BAP, however,

had no reason to consider the effect of an involun-

tary transfer on possessory liens, whether made

pursuant to § 362(a)(3) or any other provision of

law; indeed, § 362(a)(3) is not mentioned in the

decision.

The second problem with the Law Letter’s treat-

ment of possessory liens is that if nonbankruptcy

law did result in termination of the lien after an in-

voluntary transfer, an exception to the automatic

stay—§ 362(b)(3)—would prevent § 362(a)(3) from

going into effect, and the creditor would not be

required to give up possession. This exception to

the stay was explained in a decision of the Ninth

Circuit BAP, Hayden v. Wells.38 In that case,

Chapter 13 debtors relied on § 362(a)(3) to obtain

the return of their vehicle from a company with a

possessory lien for its services in towing and stor-

ing the automobile. The BAP held that the § 363(b)

stay exception required denial of the debtors’

request, and explained the exception’s effect:

[I]f state law provides that a creditor’s security inter-

est is superior to the rights of any entity obtaining

its interest in the property prior to the date the cred-

itor takes action to maintain or continue perfection

of its lien, the creditor’s post-petition act to maintain

or continue perfection of the lien does not violate the

automatic stay. Boggan v. Hoff Ford, Inc. (In re Bog-

gan), 251 B.R. 95, 99 (9th Cir. BAP 2000) (holding

that automobile dealership that retained possession

of debtor’s automobile as security for repayment of

unpaid repair bill pursuant to Idaho law did not

violate automatic stay).39

A recent decision by the Bankruptcy Court for

the Northern District of Illinois, In re Avila, cited

Hayden in holding that § 362(b)(3) permits the City

of Chicago to retain vehicles impounded for traffic

violations because return of the vehicle under

§ 362(a)(3) would terminate the City’s possessory

lien for the impounding; the Seventh Circuit’s

Thompson decision was held inapplicable because

of the § 363(b)(3) stay exception.40 No appeal was

taken from this order, but other judges in the

Northern District of Illinois have disagreed with its

holding, one ruling that the municipal ordinance

granting the City’s lien exceeds the City’s police

power,41 and the other ruling that § 363(b)(3) “ap-

plies only to ‘acts’ taken by creditors” and “passive

possession of a debtor’s property for the purposes of

maintaining possession does not constitute an ‘act.’

”42 These decisions have been appealed, and the ap-

peals are pending in the district court.

But the Hayden and Avila decisions can be

questioned on grounds other than those set out in

the Chicago appeals. If applicable nonbankruptcy

would not result in termination of a possessory lien

after the lienholder was compelled to surrender

possession, then there would be no need for the

lienholder to retain possession in order to maintain

or continue perfection of its lien, and the stay

exception would not apply. The possessory lien

would be given no different treatment than a

purchase money lien. But in determining the effect

of § 362(a)(2) on possessory liens, it is plain that

regardless of whether the lien remains effective

under the common law or under the § 362(b)(3) stay

exception, the creditor does not lose its lien.

(b) Transfers of uninsured vehicles may be prevented

by annulment of the automatic stay.

It is also unlikely that § 362(a)(3) will require

creditors to return uninsured vehicles to debtors.

In addition to allowing a creditor to seek termina-

tion or modification of the automatic stay for a lack
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of adequate protection, § 362(d)(1) allows the stay

to be annulled. Annulment has been consistently

understood as retroactively terminating the stay,

and so validating whatever action would otherwise

have been a stay violation.43 Although there is a

lack of consistency in the language used by the

courts discussing the grounds for stay annulment,

there is general agreement that a balancing of the

interests of the parties is required.44 Among the

factors that have generally been considered in this

balancing are the good faith of the debtor in seek-

ing enforcement of the stay and the harm to the

creditor if the stay is enforced.45 Courts may also

grant annulment “if grounds for relief from the stay

existed and a motion, if filed, would likely have

been granted prior to the automatic stay violation

[and] if failure to grant retroactive relief would

cause unnecessary expense to the creditor.”46

Under this precedent, if a creditor that had

repossessed an uninsured car was faced with a

demand by a Chapter 13 debtor to return the car

under § 362(a)(2), the creditor could refuse until

the debtor obtained insurance, and if the debtor

sought to hold the creditor in violation of the

automatic stay, the creditor could file a motion for

annulment of the stay and almost certainly

prevail.47 By attempting to obtain use of a vehicle

without insurance, the debtor would be acting in

bad faith; if the creditor had been able to present a

motion for stay relief, it would have been granted;

and the harm to the creditor if the stay were

enforced would be the potential loss of the full value

of its security interest.48

Of course, the creditor would still have to incur

the expense of seeking stay annulment if the debtor

charged the creditor with a stay violation. But since

the courts would routinely grant such annulment

motions, the debtor would have little reason to seek

enforcement of § 362(a)(3); the cost of drafting and

presenting the motion for stay enforcement would

be wasted.

(c) Chapter 13 provides substantial protection
against declines in the value of collateral,
without the need for creditor action.

The remaining harm that the Law Letter sees

imposed by the majority interpretation of

§ 362(a)(3) is the loss of value in a repossessed ve-

hicle that would occur while the debtor uses the ve-

hicle without having to the provide adequate

protection that could have been ordered by the

court, without a motion by the creditor, if the debtor

had been required to seek a turnover under

§ 524(a). In Chapter 13, however, adequate protec-

tion is automatically required of any debtor holding

collateral from the outset of the case; no creditor

action is required. Section 1326(a)(1)(C) requires

adequate protection payments to the secured credi-

tor, unless the court orders otherwise, commencing

no later than 30 days after the case is filed. It is

unlikely that if debtors were required to file

adversaries seeking turnover, the courts would or-

der more in adequate protection than such

payments. And to comply with the payment require-

ment would be grounds for stay relief and even dis-

missal of the case.49

All of this suggests that the balance of harms

resulting from the two interpretations of § 362(a)(3)

is different from that set out in the 2013 Law Letter.

While the minority interpretation does indeed

impose substantial costs on debtors unable to use

their vehicles, the majority interpretation does not

impose costs on creditors to the extent that the Law

Letter suggests.

POTENTIAL RESOLUTION OF THE

CIRCUIT CONFLICT

Because the Cowen case was remanded for fur-

ther proceedings (which could involve the imposi-

tion of sanctions on the creditors) there is no pos-

sibility, at least immediately, of Supreme Court

review. The Cowen interpretation of § 362(a),

however, might be subject to fuller consideration by

the Tenth Circuit itself. In a Chapter 7 case in the

District of Kansas, Davis v. Tyson Prepared Foods,

an issue arose that the bankruptcy judge found

similar to the question in Cowen.50 In Davis, a

worker was injured on the job and sought workers

compensation benefits, but after filing a bankruptcy

case, also filed a state court complaint against the

company that supplied the item that caused her

injury and obtained a judgment against that

supplier. Under Kansas law, the employer was

subrogated to the worker’s right to recover from

the supplier to the extent of the employer’s work-
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ers compensation payments to her, and a lien sup-

porting this subrogation attaches to the judgment

against the supplier.51

Does the attachment of this lien violate the

automatic stay? If so, the estate would be entitled

to the judgment, and the trustee has so argued.

The bankruptcy court, however, held that the lien

did not violate the automatic stay, because though

the lien attached postpetition, it did so automati-

cally, with no “act” violating the stay. The Tenth

Circuit has granted direct review of this decision,

and a decision applying Cowen is likely, but what-

ever decision is reached by the panel, a petition for

en banc review or certiorari, challenging Cowen,

seems likely.

CONCLUSION

Because of the large number of Chapter 13 cases

in which an automobile of the debtor has been

repossessed, the question whether the automatic

stay requires return of vehicle will remain an

important one. As set out in the 2013 Law Letter

and in this one, it is also a complicated one.
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