
Use of the Texas Homestead Exemption to Shelter
Assets in Bankruptcy May Bar Discharge: First Texas
Savings Association, Inc. v. Reed (In re Reed), 11 Bankr. 683
(Bankr. N.D. Tex. 1981).

Hugh Reed filed a bankruptcy petition on December 21, 1979,
asking to be discharged from his debts and claiming a homestead
exemption under article 3833 of the Texas Revised Civil Statutes.1
The trustee of the estate and several creditors objected to Reed's
request for discharge." They argued that Reed had committed
fraud by selling assets worth over $34,000 and using the proceeds
to pay off debts against his home, thereby decreasing the value of
the assets available for distribution to his creditors.3 Reed admit-
ted converting nonexempt property into exempt property in order
to shelter assets; however, he denied that his actions constituted
fraud.4

The court recognized that allowing debtors to convert nonex-
empt assets into exempt assets reflects a well-established rule in
bankruptcy law.5 However, the court reasoned that this rule, while
necessary in those jurisdictions in which exemptions are sharply
limited, is not applicable in Texas where the value of exemptions
is potentially unlimited.7 Because Reed admitted that the prepeti-
tion conversion of his assets was made in order to shelter them in
bankruptcy, the court concluded that his actions were fraudulent
as a matter of Texas law and, therefore, denied his request for
discharge.8

I. PREPETITION CONVERSION OF NONEXEMPT ASSETS INTO EXEMPT

ASSETS AND THE "FRESH START" DOCTRINE

One of the primary purposes of bankruptcy law is to provide

1. First Tex. Say. Ass'n, Inc. v. Reed (In re Reed), 11 Bankr. 683, 686 (Bankr. N.D.
Tex. 1981).

2. Id. at 684.
3. Id. at 686-87.
4. Id. at 687.
5. Id.
6. Id. at 688.
7. Id.
S. Id. at 689.
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insolvent debtors a "fresh start."' The Bankruptcy Code (Code)
provides that a debtor should be discharged from his debts unless
he has acted dishonestly."0 In determining whether debtors should
be granted discharge, the courts construe the bankruptcy statutes
liberally in favor of debtors and strictly against parties objecting to
discharge." Discharge is a debtor's statutory right and is not
within the discretion of the court.' 2 The courts have almost uni-
formly held that discharge may be denied only for reasons ex-
pressly stated in the statute. 3

The "fresh start" doctrine has a major impact when creditors
object to discharge on the ground that the bankrupt intentionally
defrauded them by using the exemptions provided by state or fed-
eral law. The Code requires that the party objecting to discharge
prove that the debtor acted with the intent to "hinder, delay, or
defraud" creditors in their efforts to recover assets."' With few ex-

9. "The historical purpose of. .. exemption laws has been to protect a debtor from
his creditors, to provide him with the basic necessities of life so that even if his creditors
levy on all of his nonexempt property, the debtor will not be left destitute and a public
charge." H.R. RE'. No. 595, 95th Cong., 1st Sess. 126 (1977), reprinted in 1978 U.S. CODE

CONG. & AD. NEws 5963, 6087. See Lines v. Frederick, 400 U.S. 18, 20 (1970) (per curiam);
Local Loan Co. v. Hunt, 292 U.S. 234, 245 (1934); Adlman v. Bank of Pennsylvania (In re
Adlman), 541 F.2d 999, 1003 (2d Cir. 1976); Patterson Dental Co. v. Mendoza (In re Men-
doza), 16 Bankr. 990, 993 (Bankr. S.D. Cal. 1982); In re Whittaker, 16 Bankr. 917, 920
(Bankr. M.D. Tenn. 1982).

10. The discharge provisions of the Bankruptcy Code are found in 11 U.S.C. § 727
(Supp. IV 1980). The antifraud provisions of this section are derived from § 14(c) of the
Bankruptcy Act of 1898, and were codified at 11 U.S.C. § 32(c) (1976).

11. E.g., Pittsburgh Nat'l Bank v. Dee (In re Dee), 6 Bankr. 784 (Bankr. W.D. Pa.
1980); In re Ciotta, 4 Bankr. 253, 255 (Bankr. E.D.N.Y. 1980); First Nat'l Bank v. Viola (In
re Viola), 3 Bankr. 219 (Bankr. M.D. Fla. 1980); First Nat'l Bank v. Vail (In re Vail), 1
Bankr. 132, 133 (Bankr. E.D. Pa. 1979).

12. "[I]t has long been the rule that the right to a discharge is statutory and should be
construed liberally in order to carry into effect the intent of Congress." In re Ciotta, 4
Bankr. 253, 255 (Bankr. E.D.N.Y. 1980).

13. "[I]t is well settled that exceptions to discharge should be limited to those clearly
expressed in the Code, with exceptions not expressly included being excluded by implica-
tion." Patterson Dental Co. v. Mendoza (In re Mendoza), 16 Bankr. 990, 993 (Bankr. S.D.
Cal. 1982). See Friendly Fin. Discount Corp. v. Jones (In re Jones), 490 F.2d 452 (5th Cir.
1974); Minnick v. Lafayette Loan & Trust Co., 392 F.2d 973 (7th Cir. 1968); In re Pioch, 235
F.2d 903 (3d Cir. 1956); Butler v. Lind (In re Lind), 6 Bankr. 374 (Bankr. S.D. Tex. 1980).

14. The antifraud provisions of the Code are contained in 11 U.S.C. § 727(a) (Supp. IV
1980), and provide in part:

The court shall grant the debtor a discharge, unless . .. (2) the debtor, with in-
tent to hinder, delay, or defraud a creditor or an officer of the estate charged with
custody of property under this title, has transferred, removed, destroyed, muti-
lated, or concealed, or has permitted to be transferred, removed, destroyed, muti-
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ceptions 1 5 courts have held that proof of "constructive" fraudulent
intent, defined as acts on the part of the debtor which necessarily
have the effect of defrauding creditors, is not enough to bar dis-
charge.16 Rather, the courts have required proof that the debtor
acted with "actual" fraudulent intent.17 Courts have refused to
find the requisite "actual" fraudulent intent even when the debtor
has admitted that the purpose of the prepetition conversion of as-
sets was to maximize his exemptions. 6 This rule has been upheld

lated or concealed-(A) property of the debtor, within one year before the date of
the filing of the petition ....

Id. Because this section was derived from the Bankruptcy Act of 1898, cases decided under
the Act are considered to be of equal precedential force to those decided under the Code,
following the "long established rule of statutory construction that in a general revision by
codification the revised sections will be presumed to bear the same meaning as did the origi-
nal sections, unless an intent to change the meaning is clearly manifested." Patterson Den-
tal Co. v. Mendoza (In re Mendoza), 16 Bankr. 990, 993 (Bankr. S.D. Cal. 1982).

15. See Kangas v. Robie, 264 F. 92 (8th Cir. 1920); In re Majors, 241 F. 538 (D. Ore.
1917); Amundson v. Folsom, 219 F. 122 (8th Cir. 1914); In re Boston, 98 F. 587 (D. Neb.
1899); Collins v. Raymos (In re Collins), 19 Bankr. 874 (Bankr. M.D. Fla. 1982); First Texas
Say. Assoc., Inc. v. Reed (In re Reed), 11 Bankr. 683 (Bankr. N.D. Tex. 1981); Albuquerque
Nat'l Bank v. Zouhar (In re Zouhar), 10 Bankr. 154 (Bankr. D.N.M. 1981); United States v.
Crane (In re Crane), 13 Bankr. 445 (Bankr. N.D. Ala. 1980).

16. The frequently quoted rule in these cases is that "it is not so much the acts of the
bankrupt that will prevent his discharge as it is the intent with which he acts." In re Pioch,
235 F.2d 903, 906 (3d Cir. 1956).

17. Although the courts state that they will deny discharge if intent to defraud can be
proven, they almost always refuse to find the requisite intent even when it is obvious that
the debtor's intent in converting nonexempt into exempt assets was to prevent distribution
of those assets to creditors. See infra note 18. Absent some other indication of fraud, mod-
ern courts have not considered such conversions of assets in contemplation of bankruptcy to
be fraudulent. Williams v. Taylor (In re Taylor), 8 Bankr. 806, 809 (Bankr. D.C. 1981). This
is true even when the debtor admits that the purpose of making the conversions was to
maximize his exemptions. That being the case, it is difficult to discern any practical differ-
ence between "actual" and "constructive" fraudulent intent. Logically, the intent to shelter
all assets from creditors is indistinguishable from the intent to defraud them. For a detailed
discussion of the "actual" intent test, see Comment, Bankruptcy-Discharge-Analysis of the
"Actual Intent" Test as Applied to Section 14c(4) of the Bankruptcy Act, 22 VELL. L. REv.
1042 (1977). The cases in which prepetition conversions of assets are not allowed generally
fall into two categories: those in which one debtor makes a transfer of property to another
(typically from one spouse to another), e.g., Rothschild v. Lincoln Rochester Trust Co., 212
F.2d 584 (2d Cir. 1954); and those in which the debtor originally obtained his assets fraudu-
lently, e.g., In re Freudmann, 495 F.2d 816 (2d Cir. 1974); Williams v. Taylor (In re Taylor),
8 Bankr. 806 (Bankr. D.C. 1981).

18. "It is well settled that it is not a fraudulent act by an individual who knows he is
insolvent to convert a part of his property which is not exempt into property which is ex-
empt, for the purpose of claiming his exemptions therein, and of thereby placing it out of
the reach of his creditors." Forsberg v. Security State Bank, 15 F.2d 499, 501 (8th Cir. 1926).
See also Adlman v. Bank of Pennsylvania (In re Adlman), 541 F.2d 999 (2d Cir. 1976);
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throughout the United States,19 and has been followed by Texas
courts as well.2 0

II. FEDERAL AND TEXAS HOMESTEAD EXEMPTIONS COMPARED

Federal bankruptcy exemptions were first enacted in the
Bankruptcy Reform Act of 1978.1 Prior to that time, only state
exemptions were available to debtors. Because the amount of as-
sets which could be exempted under these statutes varied greatly
from state to state, debtors in different states were treated un-
equally.22 The federal exemptions were designed to alleviate this
disparity 3 by providing debtors with the choice of using either the
federal exemptions or the exemptions available under the laws of
their respective states. 4

Texas law25 exempts a debtor's homestead from forced sale for
the payment of all but a few types of debts.2 Of the two types of
homestead in Texas,27 the one most comparable to the federal
homestead exemption is the Texas urban homestead exemption.
Basically, the urban homestead statute exempts $10,000 worth of

Wudrick v. Clements, 451 F.2d 988 (9th Cir. 1971); First Nat'l Bank v. Johnson (In re John-
son), 8 Bankr. 650 (Bankr. D.S.D. 1981).

19. See supra note 18.
20. See Swayne v. Chase, 88 Tex. 218, 30 S.W. 1049 (1895); Garrard v. Henderson, 209

S.W.2d 225 (Tex. Civ. App.-Dallas 1948, no writ); Lacy v. Chandler, 163 S.W. 328 (Tex.
Civ. App.-Fort Worth 1914, no writ).

21. Pub. L. No. 95-598, 92 Stat. 2549 (1978) (codified at 11 U.S.C. § 522 (Supp. IV
1980)).

22. Compare the liberal provisions of the Texas homestead exemption, TEx. REv. Civ.
STAT. ANN. art. 3833 (Vernon Supp. 1982), with the strict provisions of the laws of Delaware,
DEL. CODE ANN. tit. 10, § 4902 (1975), and Maryland, MD. CTS. & JUD. PROC. CODE ANN. §§
11-504, 11-505 (1980).

23. This was one of the primary concerns motivating the revision of the Bankruptcy
Act. See JUDICIARY COMMITTEE REPORT OF THE COMMISSION ON BANKRUPTCY LAWS OF THE

UNITED STATES, H.R. Doc. No. 137, 93d Cong., 1st Sess. pt. I, at 4 (1978).
24. 11 U.S.C. § 522(b)(1) (Supp. IV 1980) allows state governments to pass legislation

forbidding residents to use the federal exemptions.
25. TEx. CONST. art. XVI, §§ 50-51; TEx. REv. Civ. STAT. ANN. art. 3833 (Vernon Supp.

1982).
26. The homestead is not exempt from forced sale for the satisfaction of debts arising

from purchase money mortgages, taxes due on the homestead, or work or materials used in
constructing improvements on the homestead. TEx. CONST. art. XVI, §§ 50-51.

27. The rural homestead is subject to an acreage limitation of either 100 or 200 acres,
depending on whether the debtor is single or married. The urban homestead is not limited
in size, but is subject to a value limitation in that it may not exceed $10,000 in value at the
time it is designated as homestead. TEx. Rav. Cxv. STAT. ANN. art. 3833 (Vernon Supp.
1982).
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homestead property,2 8 while the federal homestead exemption stat-
ute exempts up to $7500 worth of property.2 9 The timing and
method of valuation of the exempt property under the Code differs
from the timing and method of valuation under Texas law. 0 The
$10,000 limit set by Texas law pertains only to the value of the lot,
without regard to the value of any improvements thereon.3 ' There-
fore, under Texas law, a debtor can make unlimited improvements
on his lot and claim both the lot and the improvements as exempt,
so long as the value of the lot does not exceed $10,000 at the time
of its designation as homestead. 2 By contrast, the federal exemp-
tion statute grants a maximum exemption of $7500 for the value of
the lot and its improvements combined. 3 The federal homestead is
therefore worth at most $7500, while the Texas homestead is po-
tentially unlimited in value.

Homestead exemptions allowed by Texas law and the Code
also differ with respect to the date on which the homestead is val-
ued. Under the Code, the value of the homestead is determined as
of the date the debtor files his bankruptcy petition and the
purchase price of the land is irrelevant." Therefore, if a debtor
purchased land for $7500 and it is worth $25,000 on the date he
files his bankruptcy petition, the debtor still receives only a $7500
exemption. The debtor does not benefit from the appreciation in
the value of his land. Conversely, the value of the Texas homestead

28. Article XVI, § 51 of the Texas Constitution provides in part that "the homestead
in a city, town or village, shall consist of [a] lot, or lots, not to exceed in value Ten Thou-
sand Dollars, at the time of their designation as the homestead, without reference to the
value of any improvements thereon .... " TEx. CONST. art. XVI, § 51.

29. The Code provides that a debtor may claim a maximum homestead exemption of
$7500, or $15,000 if the debtor is married and both husband and wife are declaring bank-
ruptcy and choosing the federal homestead exemption. 11 U.S.C. § 522(d) (Supp. IV 1980).

30. For a detailed comparison of federal and Texas exemptions, see Comment, The
New Bankruptcy Code: A Comparison of Texas and Federal Exemptions, 17 Hous. L. REV.
373 (1980).

31. See supra note 28.
32. If the homestead is worth more than $10,000 at the time of its designation, credi-

tors are entitled to the same proportional share of the land's value at bankruptcy as they
would have been entitled to at the time of the homestead's designation. See Hoffman v.
Love, 494 S.W.2d 591, 595 (Tex. Civ. App.-Dallas), aff'd, 499 S.W.2d 295 (Tex. 1973).

33. 11 U.S.C. § 522(d) (Supp. IV 1980) provides in part that "[tihe following property
may be exempted. . . (1) [tjhe debtor's aggregate interest, not to exceed $7,500 in value, in
real property or personal property that the debtor or a dependent of the debtor uses as a
residence .... " (emphasis added).

34. Id. § 522(a)(2) defines "value" as "fair market value as of the date of the filing of
the petition."

652 [Vol. 14:648
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is determined as of the date of its designation as homestead." If a
Texas debtor purchased land for $7500 and designated it as his
homestead at that time, and it is worth $25,000 on the date he files
his bankruptcy petition, he is entitled to exempt the entire
amount.3 6 Thus, the method and timing of valuation of the home-
stead in Texas, combined with the rule that prepetition conver-
sions of nonexempt assets into exempt assets are not fraudulent as
to creditors, create an apparently risk-free process by which Texas
debtors may put their assets beyond the reach of their creditors in
bankruptcy proceedings.

III. APPLICATION OF THE MAJORITY" RULE IN TEXAS

In Swayne v. Chase, 7 the Texas Supreme Court faced the
question of whether the homestead exemption could be used to
shelter nonexempt assets from creditors. In Swayne the debtor, in
contemplation of bankruptcy, invested $125,000 in improvements
to his homestead,8 8 thereby placing those assets out of the reach of
his creditors. The trial court allowed the exemption of the home-
stead over the objection of a major creditor, who argued that the
debtor's investment of such a large amount of money in his home-
stead constituted fraud. 9 On appeal the court of civil appeals re-
versed, finding that the debtor had acted fraudulently in con-
verting his nonexempt assets into exempt assets in contemplation
of bankruptcy.' 0 Basing its decision on the amount of assets that
the debtor sought to exempt, the court held that allowing the ex-
emption would be unjust and, therefore, the exemption should be
denied.4 ' The Texas Supreme Court disagreed with the analysis of
the court of appeals, holding that neither the amount of the ex-
emption claimed 4 nor the fact that the debtor was insolvent at the

35. See supra note 28.
36. This result serves the statutory purpose of protecting a Texas debtor's homestead

from the effects of inflation. See Swayne v. Chase, 88 Tex. 218, 222, 30 S.W. 1049, 1053
(1895); Hoffman v. Love, 494 S.W.2d 591, 595 (Tex. Civ. App.-Dallas), afV'd, 499 S.W.2d
295 (Tex. 1973).

37. 88 Tex. 218, 30 S.W. 1049 (1895).
38. Id. at 219, 30 S.W. at 1050.
39. Swayne v. Chase, 29 S.W. 418, 419 (Tex. Civ. App.), rev'd, 88 Tex. 218, 30 S.W.

1049 (1895).
40. Id. at 428.
41. Id.
42. 88 Tex. at 219, 30 S.W. at 1050.

1983] 653
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time he invested in his homestead justified denial of discharge
under Texas law.' s Since Swayne a number of Texas courts have
held that conversion of nonexempt assets into homestead property
in contemplation of bankruptcy is not fraudulent.4 This rule has
been followed even when courts knew that they might be assisting
a debtor in committing fraud by granting the exemption."

IV. THE MAJORITY RULE UNDER ATTACK By MODERN COURTS

In In re Mehrer,46 a 1980 Washington case, a modern court
held for the first time that the conversion of nonexempt assets into
exempt assets in contemplation of bankruptcy would not always be
allowed. 7 In Mehrer the debtor while insolvent encumbered or liq-
uidated all of his nonexempt assets and used the proceeds to pay
off certain favored creditors and to buy a paid-up life insurance
policy in the amount of $45,000.48 Under Washington law,
purchase of the life insurance policy had the effect of converting
nonexempt assets into exempt assets.' 9 The trustee disallowed the
exemption of the policy on the ground that the debtor had ob-
tained it for the purpose of defrauding his creditors ° On appeal
the debtor argued that prepetition conversions of nonexempt as-
sets into exempt assets were not fraudulent."1 In rejecting this ar-
gument, the court found that while the majority rule was still good
law, it was inapplicable to the Washington exemption statute be-
cause the statute expressly provided that fraud on the part of the
debtor prevented a valid claim of the exemption."2 The court held
that the determination of whether a debtor acted fraudulently in

43. Id. at 222, 30 S.W. at 1053.
44. See, e.g., Garrard v. Henderson, 209 S.W.2d 225 (Tex. Civ. App.-Dallas 1948, no

writ); Lacy v. Chandler, 163 S.W. 328 (Tex. Civ. App.-Fort Worth 1914, no writ). The
leading case on the Texas policy of liberal construction of the homestead exemption is
Woods v. Alvarado State Bank, 118 Tex. 586, 19 S.W.2d 35 (1929).

45. "The policy of courts is to uphold and enforce the homestead laws, notwithstand-
ing the fact that in doing so they sometimes directly assist a dishonest debtor in wrongfully
defeating his creditor." Garrard v. Henderson, 209 S.W.2d 225, 229 (Tex. Civ. App.-Dallas
1948, no writ).

46. 2 Bankr. 309 (Bankr. E.D. Wash. 1980).
47. Id. at 312.
48. Id.
49. WASH. REV. CODE ANN. § 48.18.410(1) (1974).
50. 2 Bankr. at 310.
51. Id. at 312.
52. Id.

654 [Vol. 14:648
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converting nonexempt into exempt assets depends on six factors:
(1) whether or not fair consideration was paid for the exempt prop-
erty; (2) whether the bankrupt was insolvent at the time of the
transfers or became insolvent as a result of the transfers; (3) the
amount of the exemption claimed; (4) the length of time between
purchasing the exempt property and the filing of the bankruptcy
petition; (5) the amount of nonexempt property that the debtor
had after purchasing the exempt property; and (6) the bankrupt's
success or failure in producing available evidence and testifying
with significant precision as to the pertinent details of his activities
shortly before filing his petition. 3 On the basis of these factors, the
court found that the debtor in Mehrer had acted fraudulently and,
therefore, upheld the disallowance of his claim for an exemption. 4

In In re Zouhar,5 5 a New Mexico bankruptcy court was faced
with a similar question. In Zouhar the debtor converted $130,000
worth of nonexempt assets into exempt assets by purchasing an
annuity that was exempted by a New Mexico statute from liability
for the payment of debts. 6 At trial, the debtor admitted that he
had purchased the annuity for the purpose of sheltering his assets
from creditors 57 but denied that the conversion constituted fraud.
The debtor cited the majority rule which held that prepetition
conversions of assets in contemplation of bankruptcy were not
fraudulent as to creditors.5 8 The court rejected this argument, rea-
soning that because the New Mexico exemption was potentially
unlimited in value, the application of a rule based on limited ex-
emptions would give debtors an impermissible "head start" rather
than the "fresh start" intended by the legislature.59 To prevent
this result, the court felt compelled to modify the majority rule.
Basically, the holding in Zouhar was that debtors may not abuse
the generous New Mexico exemptions by attempting to shelter all
of their nonexempt assets from creditors."' The rule adopted by

53. Id.
54. Id. at 312-13.
55. 10 Bankr. 154 (Bankr. D.N.M. 1981).
56. Id. at 156.
57. Id.
58. Id.
59. Id. at 156-57.
60. The court reasoned:
In contrast to the more limited exemptions permitted under the laws of other
states, the New Mexico statutes permit unlimited exemptions . . .. The vastly

1983] 655
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the court was flexible enough to allow courts great discretion in
determining what constitutes fraud without denying debtors the
opportunity to engage in limited sheltering of assets.6 1 Because the
debtor in Zouhar had intentionally rendered himself insolvent by
the prepetition conversion of his assets, the court held that his dis-
charge should be denied.6 '

The decisions of the Mehrer and Zouhar courts, although
based on different statutes,6" have much in common." Both courts
construed language which had always been held to allow prepeti-
tion conversions of nonexempt into exempt assets to prohibit large
scale sheltering of assets where the state exemption claimed was
potentially unlimited in value. The tests adopted by Mehrer and
Zouhar neither prevent debtors from engaging in limited prebank-
ruptcy planning nor allow them to use generous state exemptions
to defraud creditors.

V. IN RE REED: A TEXAS COURT REJECTS THE MAJORITY RULE

In First Texas Savings Association, Inc. v. Reed (In re
Reed) ,ss the creditors and the trustee objected to Reed's discharge
because he had sold $34,000 worth of nonexempt assets and used
the proceeds to pay off debts against his home less than two weeks

enhanced potential for exemptions in New Mexico obviously presents the poten-
tial for abuse of legitimate exemptions. The difference, which seems initially to be
one merely of degree, at some point as yet unspecified becomes a difference in
kind which requires a different result. This same principle was succinctly stated
by Judge Logan in Dolese v. United States of America, 605 F.2d 1146, 1154 (10th
Cir. 1979), "There is a principle of too much; phrased colloquially, when a pig
becomes a hog it is butchered." That principle fully applies here.

Id. at 157.
61. "While a bankrupt is entitled to adjust his affairs so that some planning of one's

exemptions under bankruptcy law is permitted, a wholesale sheltering of assets which other-
wise would go to creditors is not permissible." Id.

62. Id. at 158.
63. The Mehrer court based its decision on construction of a Washington exemption

statute, which provides in part that "[t]he exemptions provided by subsection (1) of this
section, subject to the statute of limitations, shall not apply . . . (b) to any claim to or
interest in such proceeds or avails by or on behalf of any person to whom rights thereto
have been transferred with intent to defraud creditors. ... WASH. REv. CODE ANN. §
48.18.410(3)(c) (1974). The Zouhar court based its decision on construction of § 14(c)(4) of
the Bankruptcy Act of 1898, from which the antifraud provisions of the Code were derived.
See supra note 14.

64. The court in Zouhar relied extensively on the Mehrer opinion. 10 Bankr. at 157.
65. 11 Bankr. 683 (Bankr. N.D. Tex. 1981).
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before he filed his bankruptcy petition.66 Under Texas law67 these
transactions had the effect of converting nonexempt assets into ex-
empt homestead property, thus decreasing by $34,000 the amount
which the trustee had available for distribution to Reed's credi-
tors." In response to the trustee's charges of fraud, Reed admitted
that he had made the conversions to protect his assets.6 e However,
Reed denied that the conversions constituted fraud and argued
that the majority rule which allowed such transactions was appli-
cable in Texas. 0

In language strikingly similar to that used by the courts in
Mehrer and Zouhar, the Reed court held that, at least with respect
to the Texas homestead exemption, the majority rule did not "ac-
curately reflect the law in Texas."'7 The court's conclusion was
based on the antifraud provisions of the Texas exemption statutes
and the potentially unlimited value of the Texas homestead
exemption.7

Initially, the court held that the Texas exemption statutes
should be construed as a whole, rather than individually. 73 There-
fore, although the Texas homestead exemption statute contained
no language limiting the availability of the exemption to honest
debtors, the court held that the antifraud requirement contained
in the Texas personal property exemption statute applied to debt-
ors claiming the homestead exemption.7

Next, the court concluded that the majority view allowing
prepetition conversion of assets to shelter them in bankruptcy was

66. Id. at 688.
67. TEX. CONST. art. XVI, §§ 50-51; TEX. REV. C1v. STAT. ANN. art. 3833 (Vernon Supp.

1982).
68. 11 Bankr. at 686.
69. Id. at 687.
70. Id.
71. Id.
72. Id. at 687-88.
73. Id. at 687.
74. The court stated:
By statute where personal property exemptions are concerned the practice [of
converting non-exempt property before filing a bankruptcy petition] is fraudulent
in Texas. The Texas Constitution prohibits the taking of the exempt real estate,
but it does not prevent the practice from likewise being fraudulent as to creditors
where, as here, it is made with the intent to hinder, delay or defraud creditors.
Where fraud on creditors is concerned, the practice of converting non-exempt
property to exempt property, personal or real estate, is equally denounced.

Id. at 687-88.

19831
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not applicable in Texas.75 The court noted that the majority rule
was based on the sharply limited exemptions available in most ju-
risdictions.7  In those jurisdictions, the court reasoned, the rule al-
lowing prepetition conversion of assets was necessary to guarantee
debtors at least a minimal "fresh start."'

7 Because the Texas
homestead exemption is unlimited in value, the court held that the
justification for the majority rule did not exist in Texas, and that
the rule did not apply to debtors claiming the homestead exemp-
tion.78 Therefore, the court held that Reed had committed fraud
by converting his nonexempt assets into exempt assets in order to
shelter them from creditors, and that his discharge was barred as a
matter of Texas law. 9

The Reed decision is a startling departure from well-settled
rules of construction in Texas law. Prior to Reed, Texas courts had
followed the majority rule that exemption statutes were to be lib-
erally construed in favor of the debtor. Because the Texas home-
stead exemption statute contains no language limiting the availa-
bility of the exemption to honest debtors, there was no reason to
believe, especially after Swayne and its progeny, that any such
limitations applied. In holding that the antifraud provisions of the
Texas personal property exemption statute" were meant to apply

75. Id. at 688.
76. Id.
77. Id.
78. The court stated:
[1It appears that the basis for that law which permits the conversion of nonex-
empt property to exempt property in the jurisdictions where it appears to be ap-
plicable is that that result is necessary in order to furnish the "fresh start" and to
provide the debtor with minimum exemptions. [Tihose arguing in support of that
position appear to be concerned with the fact that in some jurisdictions the ex-
emptions permitted by the state are quite minimal. There can be scant support
for that position in Texas, however, where the homestead exemption reaches to
infinity.

Id.
79. Id. at 689.
80. The Texas personal property exemption statute provides:
The use of any property not exempt from attachment, execution and every type of
forced sale for the payment of debts to acquire exempt property. . . or any inter-
est therein, to make improvements thereon, or to pay indebtedness thereon with
the intent to defraud, delay or hinder a creditor or other interested person from
obtaining that to which he is or may become entitled shall not cause the property
or interest so acquired, or improvements made to be exempt from seizure for the
satisfaction of liabilities . ...

TEX. REv. Civ. STAT. ANN. art. 3836(b) (Vernon Supp. 1982).

[Vol. 14:648
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to the Texas homestead exemption, the Reed court not only failed
to liberally construe the law in Reed's favor, but denied his dis-
charge on the basis of an antifraud provision that was not included
in the statute construed."1

This decision was probably error. The Reed court, as a federal
bankruptcy court construing Texas law, had no authority to con-
strue the Texas homestead exemption statute contrary to the con-
struction of that statute by Texas courts. Definition of property
rights is a matter of state law,8 and state court interpretation of
state exemption statutes is binding on federal bankruptcy courts .8

VI. CONCLUSION

The Reed decision does not reject the premise that debtors
should be given a "fresh start" and that bankruptcy law should be
construed to effect that purpose. Rather, the decision requires that
debtors using the generous Texas homestead exemption not abuse
it. The antifraud holdings of the Reed court and the two courts
which rejected the majority rule immediately prior to Reed are in-
herently equitable holdings.84 They reject a rule which encourages
fraud when applied to exemptions that are unlimited in value, and
do so in a way that is fair to debtor and creditor alike. The propo-
sition stated by these holdings is simple. The courts should not
allow debtors to use state exemptions of potentially unlimited
value to defraud creditors and, when such exemptions do exist, the
majority rule should not apply. Stated more simply, the courts in
these cases require that debtors be satisfied with the generous
"fresh start" provided by their state legislatures, and not use those
exemptions to gain a "head start." Considering the nature of the

81. Furthermore, although the court in Reed ostensibly based its conclusions on con-
struction of Texas law, the antifraud provisions on which the court based its holding do not
differ in any material respect from those contained in the Code. Therefore, the court's con-
clusion that the Texas exemption statutes demanded a refusal of Reed's request for dis-
charge was at odds with the construction placed on similar language by an overwhelming
majority of courts. See supra notes 16-22 and accompanying text.

82. Mitchell v. W.T. Grant Co., 416 U.S. 600, 604 (1974).
83. "It is fundamental to federal bankruptcy law that where a debtor chooses to ex-

empt property under applicable state provisions the interpretation of those provisions is to
be guided by state law and state court decisions." In re Schneider, 9 Bankr. 488, 490 (Bankr.
N.D. Cal. 1981). Accord Mott v. Groves, 428 F.2d 1208 (9th Cir. 1970); Williams v. Wirt, 423
F.2d 761 (5th Cir. 1970); Phillips v. Palomo & Sons, 270 F.2d 791 (5th Cir. 1959).

84. Another court adopted the reasoning in Reed verbatim shortly after it was de-
cided. Raymos v. Collins (In re Collins), 19 Bankr. 874 (Bankr. M.D. Fla. 1982).
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exemptions involved, that is not too much to ask.
The holding in Reed is not one that a federal court sitting in

Texas has the power to make. Because Texas case law clearly al-
lows debtors to convert any amount of nonexempt property into
homestead property, the Reed court was powerless to hold other-
wise. Federal bankruptcy courts are bound by the construction
placed on state exemptions by state courts. Therefore, the Reed
decision with respect to fraudulent conversion of nonexempt into
exempt assets is unlikely to be upheld."5

John Patrick Polewski

As this article was going to print, the Fifth Circuit affirmed
the trial court's decision. First Texas Savings Association v. Reed,
700 F.2d 986 (5th Cir. 1983). The Fifth Circuit held that Reed's
conversion of nonexempt into exempt assets was fraudulent as a
matter of federal bankruptcy law, rather than Texas law. Because
the Fifth Circuit held that "actual" fraudulent intent could be in-
ferred from Reed's pattern of conduct, the decision effectively er-
odes much of the distinction between "actual" and "constructive"
fraud.

85. The Reed decision may be upheld on other grounds. The court found that Reed
had failed to adequately account for cash missing from his estate and that he had failed to
keep adequate business records. 11 Bankr. at 688-89. Each of these findings is a ground for
denial of discharge under federal law. 11 U.S.C. § 727(a)(3), (5) (Supp. IV 1980). Therefore,
although the court's decision denying discharge on the basis of fraud was clearly error, the
decision may nevertheless be upheld on grounds of federal law, which the court was free to
construe without regard to Texas law.
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