
BANKRUPTCY
During the 1975-76 survey period, the Fifth Circuit Court of

Appeals decided significant cases in the areas of partnership bank-
ruptcy, summary jurisdiction, and debts excluded from discharge.
These cases, and their background, will be discussed in three sec-
tions. Part I deals with partnership bankruptcy and set-off. Section
II deals with summary jurisdiction by consent. Section IH deals with
debts which are excluded from discharge.

L Partnerships and Set-Offs

The modern trend, as evidenced by the Uniform Partnership
Act and the present Bankruptcy Act, has been to treat partnerships
as legal entities for many purposes, including the priorities of indi-
vidual and partnership creditors in the assets of individual partners
and the partnership. Under the Uniform Partnership Act, partner-
ship creditors have priority in partnership assets' in the hands of a
court for distribution and individual creditors have priority in the
separate assets of a partner.2 Professor Brannon has referred to this
principle, which was also a rule of equitable distribution at common
law, as the "jingle rule," 3 the "jingle" being: "firm estate to firm
creditors, separate estate to separate creditiors, any surplus from
either goes to the other.' A very similar provision is made in section
5g of the present Bankruptcy Act, which provides:

The net proceeds of the partnership property shall be appropriated
to the payment of partnership debts and the net proceeds of the
individual estate of each general partner to the payment of his
individual debts. Should any surplus remain of the property of any
general partner after paying his individual debts, such surplus
shall be added to the payment of the partnership debts. Should
any surplus remain after paying the partnership debts, such sur-
plus shall be distributed among the individual partners, general or
limited, or added to the estates of the general partners, as the case
may be, in the proportion of their respective interests in the part-

1. See UNIFORM PRTNERSHIP Acr § 8.
2. UNIFORM PARTNFRHIp Acr § 40(h). See also § 40(i).
3. Brannon, The Separate Estates of Non-Bankrupt Partners in the Bankruptcy of a

Partnership Under the Bankrupt Act of 1898, 20 HAav. L. REv. 589, 592 (1907).
4. MacLachlin, Partnership Bankruptcy, 65 COM. L. J. 253, 256 (1960).
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nership and in the order of distribution provided by the laws of the
State applicable thereto.5

A great deal of commentary has been devoted to the problems
of partners and partnerships in bankruptcy under the Bankruptcy
Act of 1898,1 and the extensive revision of section 5 under the Chan-
dler Act in 1938.1 In spite of the problems under the original section
5, 8 present section 5g' has remained substantially the same since
1898, presumably because of its simple and uncomplicated provi-
sions.

Although the provisions of section 5g may seem simple, its ap-
plication to a bankruptcy administration where a right of set-off is
claimed may present conceptual difficulties. Set-offs in bankruptcy
are governed by section 68a, which provides:

In all cases of mutual debts or mutual credits between the estate
of bankrupt and a creditor the account shall be stated and one debt
shall be set off against the other, and the balance only shall be
allowed or paid.10

The Supreme Court has described the purpose to be served by sec-
tion 68a as follows:

The object of [section 68a] is to permit, as its terms declare,
the statement of the account between the bankrupt and the credi-
tor, with a view to the application of the doctrine of set-off between
mutual debts and credits. [Section 68a] is permissive rather than
mandantory, and does not enlarge the doctrine of set-off, and can-
not be invoked in cases where the general principles of set-off
would not justify it... The matter is placed within the control of

5. 11 U.S.C. §23g (1970). Section 5 of the Bankruptcy Act, 11 U.S.C. §23 (1971),
provides the general framework for partnership bankruptcy.

6. See, e.g., Brannon, The Separate Estates of Non-Bankrupt Partners in the Bank-
ruptcy of a Partnership Under the Bankrupt Act of 1898, 20 HAsav. L. REv. 589 (1907);
Shrader, Distribution of Assets of Bankrupt Partnerships and Partners, 18 HARV. L. REv. 495
(1905); Note, Partnership Bankruptcy: Proposed Admendments to the National Bankruptcy
Act, 48 IowA L. REy. 955, 964-66 (1963); Note, Bankruptcy-Partnerships-Partnerships in
Bankruptcy, 31 N. C. L. REV. 457 (1953).

7. 52 Stat. 839, 845-47 (1938). See MacLachlan, Partnership Bankruptcy, 65 COM. L.
J. 253 (1960); Rifkind, The Dilemma of Partnership Bankruptcy Administration Under Pres-
ent Section 5 of the Bankruptcy Act, 33 REF. J. 108 (1959).

8. See note 6, supra.
9. Present § 5g, 11 U.S.C. §23g (1970), was §5f prior to the Chandler Act, Ch. 575, 52

Stat. 839, 846 (1938). Bankruptcy Act of 1898, Ch. 541, 30 Stat. 544, 548 (1898).
10. 11 U.S.C. § 108 (1970).
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the bankruptcy court, which exercises its discretion in these cases
upon the general principles of equity."

The application of section 68a, in effect, gives a preference to
one creditor (the one seeking to set-off a mutual debt) over the other
creditors of the bankrupt. ' This effect is illustrated by the following
example:

B is adjudicated in bankrupt while owing $1,000 to C1 and
$1,000 to C2. C1 owes B $500. If a 25% dividend is paid upon the
liquidation of B's bankrupt estate, C1 will receive a $125 distribu-
tion (25% of $500) and be freed from his $500 debt to B through
the operation of section 68a, thereby suffering a net loss of $375.
C2, on the other hand, will receive a $250 distribution and be freed
of no debt, thereby suffering a net loss of $750, twice that which
C1 suffered.

If no set-off were allowed, Cl would have been required to pay $500
into B's bankrupt estate and would have received $250 (25% of his
$1,000 claim). The net result would have been that both creditors
would have the same net result, i.e., a $750 loss. 13

In Rochelle v. United States,'4 the Fifth Circuit was faced with
the conceptual conflict between section 5g and section 68a. In
Rochelle, a partnership composed of an individual (Wynne) and a
New York corporation (Compass Fair, Inc.) was adjudicated bank-
rupt. At the time of bankruptcy the partnership owed federal em-
ployment and excise taxes to the United States. The United States
filed proofs of claim for the unpaid taxes in both the individual
partner's bankruptcy estate and the partnership bankruptcy estate.
Several years later the individual partner and his wife claimed a loss
carryback tax refund relating to losses suffered as a result of the now
bankrupt partnership's financial misfortunes. Rochelle, the trustee

11. Cumberland Glass Mfg. Co. v. DeWitt, 237 U.S. 447, 454-55 (1915). See Sawyer v.
Hoag, 84 U.S. (17 Wall.) 610 (1873), construing §20 of the Bankruptcy Act of 1867, Ch. 176,
14 Stat. 517, 526 (1867), in a like manner. Section 20 of the 1867 Act is substantially the same
as §68a of the present Act.

12. 237 U.S. at 455. See In re Inland Waterways, Inc., 71 F. Supp. 134,136 (D. Minn.
1947). The general policy of the Bankruptcy Act is to disallow preference of one creditor over
another. See Bankruptcy Act §60, 11 U.S.C. §96 (1970).

13. The estate available for distribution would be increased in the amount which Cl
would be required to pay without set-off. The effect of this on the dividend which would be
paid would necessarily vary with the size of the distributable estate.

14. 521 F.2d 844 (5th Cir. Oct., 1975), mod., 526 F.2d 405 (5th Cir. Jan., 1976), cert.
denied, - U.S. - (1977).
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in bankruptcy for the individual partner's estate, claimed that the
refunds, which were allowed, were assets of the partner's estate. The
United States, however, asserted a right to set-off the unpaid taxes
owed by the partnership against the tax refund due the partner. The
district court held that set-off was proper. 5 The Fifth Circuit af-
firmed."

Judge Godbold, writing for the court, recognized that the claim
for unpaid taxes was a claim on a partnership debt within the mean-
ing of section 5g, and therefore subordinated to the claims of sepa-
rate creditors as to the individual partner's assets by the terms of
section 5g.11 However, the court found that under applicable New
York law the individual partner was jointly and severally liable for
the unpaid taxes and therefore that the United States' claim for
unpaid taxes was a provable and allowable debt in the individual
partner's estate.

The court also considered whether the subordination of the
government's claim under section 5g affected the operation of sec-
tion 68a, which by its terms would allow set-off. The court inter-
preted the failure of Congress to provide an exception in section 68
as indicating an intention to allow set-off of claims subordinated by
section 5g.18

In reaching its decision, the court cited only two decisions deal-
ing with subordinated claims.'9 In In re Phoenix Hotel Co.,20 set-off
was disallowed between a creditor who owed the bankrupt for serv-
ices rendered and a bankrupt who owed the same creditor on mort-
gage bonds adjudged to be subordinate to the claims of general
creditors.2' The court held that allowance of a set-off "would be, in
effect, an inequitable and preferential distribution of assets rather
than a set-off."" The court further held that no set-off should be
allowed, in any case, because the debts, although mutual were not
"'in the same right' within the meaning of the Act."

15. Rochelle v. United States, 371 F. Supp. 224, 228-29 (N.D. Tex. 1973).
16. 521 F.2d 844 (5th Cir. Oct., 1975), mod. on other grounds, 526 F.2d 405 (5th Cir.

Jan., 1976),
17. 521 F.2d at 848-49.
18. Id. at 855.
19. Id. at 854.
20. 20 F. Supp. 240 (E.D. Ky. 1937).
21. Id. at 241.
22. Id.
23. Id. citing Sawyer v. Hoag, 84 U.S. (17 Wall.) 610, 621-22 (1873). See Kiskadden v.

Steinle, 203 F. 375,380 (6th Cir. 1913).
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The Fifth Circuit appropriately dismissed the Phoenix Hotel
case as being unpersuasive,24 and chose to follow instead the Ninth
Circuit's decision in Hayden v. Standard Accident Insurance Co.2

In Hayden, the court allowed set-off of a surety's claim for indemini-
fication against an amount owed to the bankrupt under the indem-
nification agreement. 6 Although the surety's claim was subordinate
to those of other creditors, the court reasoned that the legislature
could have excluded subordinated claims from the provisions of
section 68a and that their failure to do so must indicate an intention
to allow set-off of subordinated claims.?

The Second Circuit in In re Sherman Plastering Corp.,28 has
also addressed the issue involved in Rochelle. In Sherman
Plastering, the Second Circuit said that its earlier decision in In re
Neadertha12l could be read for the proposition that a set-off of a
partnership debt against a claim owing to a partner should not be
allowed. 0 The court concluded that:

[s]uch a set-off would be unfair to the individual creditors of the
bankrupt partner under the rule of distribution providing that the
individual creditors, as opposed to partnership creditors, should
have first claim on the bankrupt partner's individual estate.',

The Rochelle and Hayden cases may not be persuasively recon-
ciled with the Phoenix Hotel decision and the views expressed in
Sherman Plastering. Although it may seem somewhat anamolous to
thwart the purpose of section 5g by allowing set-off of a subordi-
nated claim, it would also present some conceptual difficulty to
disallow set-off where the Bankruptcy Act"2 explicitly states that it
"shall" be allowed.

The Fifth Circuit's decision in Rochelle should not be read as
allowing set-off in all cases of debts or credits between partners,
partnerships, and third parties. The element of mutuality, in the

24. 521 F.2d at 854. The court in Phoenix Hotel applied state law rather than federal
law and based its conclusion on cases construing the Bankruptcy Act of 1867, 14 Stat. 526
(1867).

25. 316 F.2d 598 (9th Cir. 1963).
26. Id. at 602.
27. Id.
28. 346 F.2d 492 (2d Cir. 1965).
29. 225 F. 38 (2d Cir. 1915).
30. In re Sherman Plastering Corp., 346 F.2d 492, 495 (2d Cir. 1965).
31. Id.
32. Bankruptcy Act §68a, 11 U.S.C. §108 (1970).
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common law sense, remains as a limit on the operation of section
68a.33 Furthermore, Rochelle may possibly be distinguished in the
future on the ground that the "equitable considerations" present
there, i.e., the origin of the tax refund in the prior profits of the
partnership, justified the allowance of a set-off to partnership credi-
tors .34 On the basis of the statutory origin and nature of bankruptcy
law, it appears that the Fifth Circuit has reached a desirable result
in interpreting the provisions of section 68a as controlling those of
section 5g when a conflict develops.

II. Summary Jurisdiction: Consent

A court of bankruptcy may exercise summary jurisdiction only
in certain defined situations. 35 One such situation is where the par-
ties consent to determination of a controversy in summary proceed-
ing before the bankruptcy judge.3 8 Consent of a party may be im-
plied from varying circumstances, including failure to object to
summary jurisdiction.3 7 Section 2a(7) of the Bankruptcy Act 3 pro-
vides, in part:

[wihere in a controversy arising in a proceeding under this Act an
adverse party does not interpose objection to the summary juris-
diction of the court of bankruptcy, by answer or motion filed before
the expiration of the time prescribed by law or rule of court or fixed
or extended by order of court for the filing of an answer to the
petition, motion or other pleading to which he is adverse, he shall
be deemed to have consented to such jurisdiction.

33. Basically, the concept of mutuality requires that there be correlative and offsetting
obligations or credits owed by the party on one side of a transaction to the party on the other
side, and vice versa. An extensive discussion of mutuality is beyond the scope of this article.
See generally 4 COLLIER, COITEa ON BANKRUPTCY 68.04 (1975).

34. The court in Rochelle may have been influenced by the fact that the refunds due
were in the first instance partnership income.

35. Summary jurisdiction of a bankruptcy court is generally limited to situations where
rights in property within the actual or constructive possession of the court are involved, a
special statutory provision exists, the parties before the court have consented to such jurisdic-
tion, or the matter is of an administrative nature. See Katchen v. Landy, 382 U.S. 323 (1966).
See generally Rochelle & King, Summary Jurisdiction in Bankruptcy: Katchen v. Landy and
Questions Left Unanswered, 1966 Duke L. J. 669 (1966); Treister, Bankruptcy Jurisdiction:
Is It Too Summary?, 40 REF. J. 80, 39 S. CAL. L. REv. 78 (1966); Comment, Consent to
Summary Jurisdiction, 34 FORDHAM L. REv. 469 (1966); Comment, Implied Consent to
Summary Jurisdiction in Bankruptcy: The Forgotten Right to Jury Trial, 114 U. PA. L. REv.

256 (1965).
36. Bankruptcy Act §2a(7), 11 U.S.C. §11a(7) (1970).
37. Id. See also FED. R. BANK. P. 915(a).
38. 11 U.S.C. §11a(7)(1970).
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Also relevant to summary jurisdiction by consent is Bankruptcy
Rule 915(a) which provides:

Waiver of Objection to Jurisdiction. Except as provided in Rule
112 and subject to Rule 928, a party waives objection to jurisdic-
tion of an adversary proceeding or a contested matter and thereby
consents to such jurisdiction if he does not make objection by a
timely motion or answer, whichever is first served.

The Fifth Circuit has traditionally been restrictive in its treat-
ment of summary jurisdiction in bankruptcy." This trend has been
continued in the recent case of In re Airmotive Suppliers, Inc.40 In
Airmotive Suppliers the trustee in bankruptcy filed a petition for
determination of the validity of certain claims of the Internal Reve-
nue Service."' The government filed no formal pleading objecting to
the summary jurisdiction of the bankruptcy court and, from the
court's opinion, it appears that no government attorney appeared
before the court to voice any type of objection or make an oral
motion attacking the jurisdiction of the court. It is stated in the
court's opinion that the trustee's counsel expressed to the court
what he understood the government's position to be with regard to
the court's jurisdiction"2 The court expressly recognized that no for-
mal pleading or motion objecting to summary jurisdiction was
filed. 3 Nevertheless, the court held that consent, as evidenced by a
failure to object, was not a proper basis for summary jurisdiction
because it clearly appeared that the government "intended to inter-
pose objection." 4

The Fifth Circuit's decision in Airmotive Suppliers is clearly
contrary to the express wording of section 2a(7) of the Bankruptcy
Act which requires objection to be made by "answer or motion
filed." Likewise, Bankruptcy Rule 915(a) states that objection is
waived if not made by "timely motion or answer, whichever is first
served." Under the wording of section 2a(7) and Rule 915(a) it

39. See B. F. Avery & Sons Co. v. Davis, 192 F.2d 255 (5th Cir. 1951); Rochelle & King,
Summary Jurisdiction in Bankruptcy: Katchen v. Landy and Questions Left Unanswered,
1966 DUKE L.J. 669, 691 (1966).

40. 519 F.2d 1102 (5th Cir. Sept., 1975).
41. Id.
42. "MR. STETTIN [attorney for the trustee]: Their position is that you don't have

any jurisdiction at all, period, at any time to make a decision as to whether they can assess
penalties because they took it prior to bankruptcy." Id. at 1104.

43. Id. at 1104.
44. Id. at 1105.

19771



TEXAS TECH LAW REVIEW

clearly appears that some sort of formal motion, indeed one which
may be "filed," is required in order to preserve an objection against
summary jurisdiction." The only apparent explanation for the Fifth
Circuit's willingness to equate indirect notice with the filing of a
formal motion is their restrictive policy toward expansion of sum-
mary jurisdiction."

III. Discharge

The fact that a discharge in bankruptcy is granted under sec-
tion 14 of the Bankruptcy Act 7 does not mean that all debts of the
bankrupt will be discharged. Debts which are not discharged, for
one reason or another, are enumerated in section 17a of the Act."
In particular, section 17a(2) provides:

A discharge in bankruptcy shall release a bankrupt from all of his
provable debts, whether allowable in full or in part, except such
as . . . (2) are liabilities for obtaining money or property by false
pretenses or representations . ..

Most courts that have reached the question have held that
where a party purchases goods on credit with the intention of not
paying for them, a "false representation" within the terms of section
17a(2) has been made.5" A contrary view has been taken by the Fifth
Circuit.

In Davison-Paxon Co. v. Caldwell5 the Fifth Circuit held that
where a person obtained goods on credit, while insolvent, and with-
out intention to repay, the exception to dischargability of debts
under section 17a(2) was not met because there were no affirmative
false pretenses or representations.5 2 The court reasoned that sec-
tion 17a(2) only applied to situations where an actual overt false

45. The Advisory Committee's Notes to FED. R. BANK. P. 915 state:
... Section 2a(7) of the Act . . . constitutes the failure to make appropriate

objection a consent sufficient under the statute to support jurisdiction of the bank-
ruptcy court over any controversy arising in a proceeding under the Act.

13 COLLIER, COLLIER ON BANKRUPTCY 915.01 at 9-64 (1976). See also 2 COLLIER, COLLIER ON

BANKRUPTcy 23.08[41 at 547 (1976).
46. The Ninth Circuit also views summary jurisdiction restrictively. See In re Desert

Paint & Supply Co., 479 F.2d 45, 47 (9th Cir. 1973).
47. 11 U.S.C. §32 (1970).
48. 11 U.S.C. §35a (1970).
49. 11 U.S.C. § 35a(2) (1970).
50. See e.g., In re Black, 373 F. Supp. 105 (E.D. Wis. 1974).
51. 115 F.2d 189 (5th Cir. 1940), cert. denied, 313 U.S. 564 (1941).
52. Id. at 190-91.
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pretense or representation occurred,53 and the fact that the credit
was procured in a deceitful manner in no way affected the discharg-
ability of the debt."

The question decided in Davison-Paxon again reached the Fifth
Circuit during the current survey period in Matter of Boydston.55

Although the court based its decision on other grounds,5 it expressly
questioned its holding in Davison-Paxon, in consideration of the
"modern world of credit transactions." 57 Without deciding the issue,
the court noted that the Davison-Paxon case had been severely
critized" and strongly suggested that, should the question be
squarely presented, the Davison-Paxon holding would be overruled.
According to the Fifth Circuit, the modern commercial environment
militates for a view that would deny discharge of a debt obtained
with the intention of never being repaid. 9

In Boydston the Fifth Circuit cited the case of In re Black60 with
seeming approval. In Black, it was held that property obtained as a
result of credit purchases made while the debtor was insolvent and
after the debtor's attorney had been authorized to prepare bank-
ruptcy papers, was property obtained by "false representations"
within the meaning of section 17a(2).1 The court reasoned that
purchasers on credit "impliedly represent" that they intend and are
able to pay for their purchases.2 Realisically this is a sound assump-
tion for it is highly unlikely that any merchant would extend credit
to one either unwilling or unable to repay. In the future the Fifth
Circuit may be expected to follow the rationale of cases such as In
re Black

3

Don C. Dennis

53. Id.
54. Id.
55. 520 F.2d 1098 (5th Cir. Oct., 1975).
56. The court held that the referee's determination that there was no intention on the

bankrupt's part not to repay, as approved by the district court, 391 F. Supp. 29 (N.D. Tex.

1975), was not clearly erroneous. 520 F.2d at 1100. See FED. R. BANK P. 810.
57. 520 F.2d at 1101.
58. Note, 54 HAtv. L. REv. 873 (1941); Note, 39 MIcH. L. REv. 812(1941); Note, 25 MINN.

L. REv. 790 (1941); Note, 89 U. PA. L. REv. 979 (1941).
59. 520 F.2d at 1100.
60. 373 F. Supp. 105 (E.D. Wis. 1974).
61. Id. at 107.
62. Id.
63. Id. at 105.
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