
BANKRUPTCY

The bankruptcy cases handed down by the Fifth Circuit this
survey period serve the practitioner in a variety of ways. In particu-
lar, many ambiguities within the basic framework of the Bankruptcy
Code were clarified. Furthermore, the Fifth Circuit came forward
with several decisions that will serve as valuable road maps to help
guide the practitioner through the intricacies of the Code.

I. DISCHARGE AND THE PREPETITION SHELTERING OF ASSETS

Under section 727 of the Bankruptcy Reform Act of 1978
(Code),' a debtor may be denied discharge if he transfers property
within one year before bankruptcy "with intent to hinder, delay, or
defraud a creditor." 2 Although this language may be clear, collat-
eral problems arise in actual practice. For instance, when a debtor
converts nonexempt assets into exempt assets immediately prior to
filing his petition in bankruptcy, thus denying creditors access to
these properties, there arises a question of the debtor's
dischargeability.

Under the Bankruptcy Act of 1898, 3 most courts, applying state
exemption laws, denied protection to property claimed exempt
where there was an intent on the part of the debtor to defraud his
creditors.' An early Sixth Circuit case illustrating this principle is
Shanks v. Hardin.' In this case, a debtor's land was ordered sold,
free from the claim of homestead, because the debtor converted
nonexempt property into homestead property just prior to filing

1. Bankruptcy Reform Act of 1978, Pub. L. No. 95-598, 92 Stat. 2549 (codified in
scattered sections of 11 U.S.C. (1982) and 28 U.S.C. (Supp. V. 1981)).

2. 11 U.S.C. § 727 (1982). Section 727 provides in part: "(a) The court shall grant the
debtor a discharge unless . . .(2) the debtor, with intent to hinder, delay, or defraud a
creditor. . . has transferred. . .(A) property of the debtor, within one year before the date
of the filing of the petition ...." Id

3. Bankruptcy Act of 1898, ch. 541, 30 Stat. 544, as amended in scattered sections of
11 U.S.C. (1976), repealed by Act of Nov. 6, 1978, Pub. L. No. 95-598, tit. IV, § 401, 92 Stat.
2549, 2682.

4. Miguel v. Walsh, 447 F.2d 724, 726-27 (9th Cir. 1971); Mansell v. Carroll, 379 F.2d
682, 685 (10th Cir. 1967); In re White, 221 F. Supp. 64, 67 (N.D. Cal. 1963).

5. 101 F.2d 177 (6th Cir. 1939).
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bankruptcy.6

Most courts, however, did not necessarily deny discharge sim-
ply because there was a conversion to exempt property on the "eve
of Bankruptcy."7 This policy carried over into the era of the Code
and even today a simple conversion of nonexempt property to ex-
empt property on the eve of bankruptcy will not rob a debtor of any
exemption to which he would otherwise be entitled.8 This rule is
apparently grounded upon principles of equity because in those ju-
risdictions allowing only the barest exemptions, a debtor must con-
vert his nonexempt assets into exempt assets in order to maintain
even the most meager estate beyond the grasps of his creditors.9

This system of condonation rapidly disintegrates, however,
when applied in a state like Texas which has liberal exemption
laws.10 Despite extremely liberal exemptions, the Texas courts held
for almost a century that the mere conversion of nonexempt assets
into homestead property in contemplation of bankruptcy is not
fraudulent. I During the survey period, the Fifth Circuit addressed
this apparent conffict between the Code and state law in First Texas
Savings Association v. Reed (In re Reed),'2 a case arising out of the
Northern District of Texas.

In Reed the bankruptcy petitioner, less than two weeks before
filing his petition, sold almost $35,000 worth of nonexempt assets
and used the proceeds to reduce indebtedness against his home-
stead.13 The bankruptcy judge found that the transfers were made
with an intent to hinder, delay, or defraud creditors,' 4 and that the
petitioner had failed to adequately explain severe losses that oc-
curred to his estate just prior to bankruptcy. 15 On these grounds,

6. Id at 178. The court reasoned that the prepetition transfer was a fraud upon the
debtor's creditors and therefore could not be allowed. Id

7. In re Adlman, 541 F.2d 999, 1004 (2d Cir. 1976); In re Jackson, 472 F.2d 589, 590
(9th Cir. 1973); Wudrick v. Clements, 451 F.2d 988, 989 (9th Cir. 1971).

8. 3 COLLIER ON BANKRUPTCY (MB) 522.08[41 (15th ed. 1983).
9. Id

10. The Texas Constitution protects a homestead from forced sale except for taxes,
purchase money liens, or improvement liens. TEX. CONST. art. XVI, § 51; TEX. REV. CIV.

STAT. ANN. art. 3833(a)(3) (Vernon Supp. 1982-1983). The rural homestead is subject only
to an acreage limitation. TEX. REV. CIV. STAT. ANN. art. 3833 (Vernon Supp. 1982-1983).

11. Swayne v. Chase, 88 Tex. 218, 30 S.W. 1049 (1895).
12. 700 F.2d 986 (5th Cir. Mar. 1983).
13. Id at 989.
14. Id
15. Id Failure to "explain satisfactorily ... any loss of assets or deficiency of assets"

is a ground for denial of a discharge as well. 11 U.S.C. § 727(a)(5) (1982).
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petitioner was denied a discharge.1 6

On appeal, the Fifth Circuit made a careful distinction between
a debtor's right to exempt property from a creditor's claims and the
right to a discharge from his own debts. 17 The circuit, while ac-
knowledging that Texas law allows a full homestead exemption re-
gardless of the debtor's intent,' 8 nevertheless affirmed the denial of
the discharge. 19 The court reasoned that a debtor's entitlement to a
discharge, as opposed to an exemption, should be determined by

federal laws, more particularly, the law set forth in 11 U.S.C.
§ 727(a)(2). 20 Relying on the legislative history of that statute, the
court held that when there is an actual intent to defraud creditors
with a transfer the discharge should be disallowed, even if the ex-
emption is valid under state law.2' Accordingly, the court upheld
the lower court's finding of actual fraud as inferred from the
debtor's course of conduct apart from the conversion itself.22 The
Fifth Circuit proclaimed, "In light of the ample evidence . . . that
Reed had an actual intent to defraud his creditors, he simply is not
entitled to a discharge despite the fact that a generous state law may
protect his exemption. '23

The Fifth Circuit's holding is undoubtedly correct and the
court should be applauded for coming forth to correct mispercep-
tions in this area.24 When a debtor attempts to assert his state cre-
ated exemptions, the scope of which are necessarily defined by state
law, the determinative standards are different from those which ap-
ply to a debtor seeking discharge in bankruptcy. The Fifth Circuit
did nothing to defeat the debtor's state law exemption rights because
the debtor may still fraudulently convert assets into exempt home-

16. 700 F.2d at 989.
17. Id at 989-90. When a debtor properly exercises his right to exempt property from

the estate, that property does not enter the bankruptcy estate and consequently is not distrib-
uted. It is treated completely apart from the estate. 9 AM. JUR. 2D Bankruptcy § 243 (1980).
A discharge, on the other hand, is a release from debts that a bankrupt enjoys after he has
complied with the Code provisions and surrendered his property to the bankruptcy estate.
9A AM. JUR, 2D Bankruptcy § 771 (1980).

18. 700 F.2d at 990-91.
19. Id at 994.
20. Id. at 991.
21. Id
22. Id at 992.
23. Id
24. The court could have easily decided the discharge issue on the basis of 11 U.S.C.

§ 727(a)(5) (1982), and avoided the problems of interpreting the fraudulent transfer provi-
sion of § 727(a)(2).
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stead property and take advantage of the exemption. The only ef-
fect of the Code is to deny him the additional luxury of a discharge
for having done so. The Fifth Circuit's decision in Reed will pre-
vent potential abuse by enforcing the literal language of the Code.
The decision will also prevent the bankruptcy petitioner, who af-
firmatively seeks the relief encompassed in the Code, from gaining a
double benefit at the expense of his creditors from his prepetition
sheltering of assets.

II. DEBTOR IN POSSESSION AND MISUSE OF THE TRUSTEE'S

AVOIDANCE POWER

One indispensable tool available to the bankruptcy trustee is
the ability to avoid preferential transfers under section 547(b) of the
Code.25 This valuable power also belongs to a debtor in posses-
sion26 because he occupies the shoes of a trustee in every way.27 A
questionable situation arises, however, when the debtor in posses-
sion (while occupying the place of a trustee) attempts to avoid a
transfer made by himself while functioning as the prepetition
debtor. This anomalous transaction actually occurred in the North-

25. 11 U.S.C. § 547 (1982). Section 547 provides in part:
[TIhe trustee may avoid any transfer of property of the debtor-

(1) to or for the benefit of a creditor,
(2) for. . . an antecedent debt... ;
(3) made while the debtor was insolvent;
(4) made--

(A) on or within 90 days before the date of the filing of the petition; or
(B) between 90 days and one year before the date of the filing of the peti-

tion, if such creditor...
(i) was an insider, and
(ii) had reasonable cause to believe the debtor was insolvent ...

and
(5) that enables such creditor to receive more than such creditor would re-

ceive if-
(A) the case were a case under Chapter 7 . ..
(B) the transfer had not been made; and
(C) such creditor received payment of such debt to the extent provided by

the provisions of this title.
Id

26. A debtor in possession is a debtor in a chapter II case who, when no trustee is
serving in the case, performs certain of the powers and duties of a trustee. 9 Am. JUR. 2D
Bankruptcy § 202 (1980).

27. 11 U.S.C. § 1107(a) (1982). Section 1107(a) provides in part: "Subject to... limi-
tations. . . a debtor in possession shall have all the rights. . . and shall perform all the
functions and duties. . . of a trustee serving in a case under this chapter. ... See Fanelli
v. Hensley (In re Triangle Chemicals, Inc.), 697 F.2d 1280, 1283-84 (5th Cir. Feb. 1983).
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ern District of Texas and, during the survey period, reached the
Fifth Circuit in Yellowhouse Machinery Co. v. Mack (In re
Hughes).

28

The Hughes scenario began with a sale of certain heavy equip-
ment by Yellowhouse Machinery Company (Yellowhouse) to
Hughes Construction Company (Hughes), with Yellowhouse retain-
ing and perfecting a security interest in the equipment.29 Thereaf-
ter, Hughes secretly sold one of the encumbered machines and used
the proceeds in the conduct of its business.30 When Yellowhouse
discovered this, it repossessed the other machine and obtained a
cash payment from Hughes which was applied to the note.31 Less
than thirty days later, the debtors, individually and as Hughes Con-
struction Company, filed petitions under chapter 11 of the Code and
continued to operate the business as debtors in possession.32 The
district court allowed Hughes to avoid the payments made on the
Yellowhouse note as preferential transfers under section 547.33

On appeal to the Fifth Circuit, Yellowhouse did not deny that
the elements of a preferential transfer existed or that a debtor in
possession is generally granted the powers of a trustee.34 Instead, it
asserted that through the debtor's own misdeed (selling the encum-
bered equipment) Yellowhouse had been unfairly deprived of its se-
cured status.35 In short, Yellowhouse asked the court to invoke its
broad equity powers to prevent the debtor from capitalizing on its
own affirmative misfeasance. 6

The Fifth Circuit rejected these arguments and affirmed the
lower court's holding on two primary grounds. First, the court
noted that a debtor in possession is quite different from a chapter 7
debtor or a chapter 11 debtor where a trustee operates the busi-
ness.37 Such a chapter 11 debtor does not become an officer of the
court and receives no "superior legal status with respect to his...
position. ' 38 The debtor in possession, on the other hand, acquires

28. 704 F.2d 820 (5th Cir. May 1983).
29. Id at 821.
30. Id.
31. Id
32. Id
33. Id
34. Id
35. Id.
36. Id
37. See id at 821-22.
38. Id (citing 4 COLLIER ON BANKRUPTCY (MB) 547.32[5] (15th ed. 1982)).
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the powers and the duties of a trustee 9.3  These powers are held in
trust for, and must be exercised to the benefit of, the creditors in
general.4°

Second, the court pointed out that the exercise of the preference
avoiding powers through section 547 of the Code promotes equality
in distribution of the bankruptcy estate and thus benefits the entire
class of creditors.41 Therefore, the court reasoned that the entire
class of creditors would benefit from the avoidance of this transfer
and that Hughes had nothing to gain from the avoidance. 42 Conse-
quently, the court found that there was no inequitable gain by the
debtors attributable to their own misconduct; therefore, Yel-
lowhouse had no right to complain.43

The court's decision produced a grossly unjust result. It is un-
deniable that a debtor in possession is endowed with the same sec-
tion 547 avoidance powers as the trustee.4 Furthermore, the debtor
in possession did not in this instance benefit from the avoidance.
The court was wrong in ending the inquiry at that point. A bank-
ruptcy court is endowed with broad equitable powers.45 These pow-
ers should be invoked when there is no adequate remedy at law.4 6

The bankruptcy court should have focused at least some of its atten-
tion on the inequitable result that was produced by adhering to the
plain language of the statute. Yellowhouse was basically, through
no fault of its own, relegated to an unsecured status. As a result, the
diligent creditor, who acquired a security interest and attempted to
enforce it, was punished rather than rewarded for his efforts. This
would have been an especially appropriate case for the bankruptcy
court to have interceded with its equitable powers to fashion a just
remedy. Unfortunately, because the Fifth Circuit refused to step
forth and rectify this act of injustice and instead gave it a stamp of
approval, the principles of fairness inherent in the Code have been
defeated.

39. 704 F.2d at 822.
40. Id (citing In re E. Paul Kovacs & Co., 16 Bankr. 203, 205 (Bankr. D. Conn. 1981)).
41. 704 F.2d at 822.
42. Id
43. Id
44. 5 COLLIER ON BANKRUPTCY (MB) 1107.02[21 (15th ed. 1983).
45. Marathon Pipeline Co. v. Northern Pipeline Constr. Co., 12 Bankr. 946, 949 (D.

Minn. 1981), aft'd, 102 S. Ct. 2858 (1982).
46. Id

[Vol. 15:81
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III. EXEMPTIONS-APPLICATION OF SECTION 522(F) UNDER A

STATE EXEMPTION SCHEME

Once a debtor files a petition in bankruptcy all of his property,
unless specifically excluded by the Code, becomes property of the
bankruptcy estate.47 At that point, the Code specifically allows the
debtor to exempt certain property from the estate.48 The property
that may be exempted depends on the applicable state legislative
provisions as determined by the debtor's residence. A state may
choose to allow the debtor to utilize the federal laundry list of ex-
emptions specifically enumerated in the Code along with applicable
state created exemptions, or a state may opt out of the federal
scheme, and only allow its debtors to exempt property under the
state exemption statutes along with applicable federal nonlaundry
list exemptions.49

In addition to the federal laundry list of exemptions, section
522 allows the debtor, "notwithstanding any waiver of exemp-
tions,' ' 50 to avoid the fixing of judicial liens and nonpossessory, non-
purchase money security interests on certain consumer goods to the
extent such liens impair an exemption to which the debtor would
otherwise be entitled. 51

Traditionally, section 522 was available for a debtor's use even
if he lived in a state which opted out of the federal exemption
scheme.52 The purpose of this provision is to protect "the debtor's
exemptions, his discharge, and thus his fresh start. 53 Without a
doubt the provision was enacted as a means of protecting the con-
sumer debtor from harrassing creditors. 4 Notwithstanding these

47. 11 U.S.C. § 541 (1982).
48. Id § 522.
49. Id § 522(b).
50. Id § 522(0.
51. Id
52. 3 COLLIER ON BANKRUPTCY (MB) 522.29[1] (15th ed. 1983). See In re McKel-

vey, 20 Bankr. 405, 408 (Bankr. Ariz. 1982) (debtor may still use § 522(0 even though state
has opted out of federal exemptions since the state legislature did not specifically opt out of
all sections of § 522, only the laundry list); In re Barto, 8 Bankr. 145, 151 (Bankr. Va. 1981);
Strain v. Valley Bank (Inre Strain), 5 COLLIER BANKR. CAS. 2d (MB) 1317, 1319 (Bankr. D.
Idaho 1982).

53. S. REP. No. 989, 95th Cong., 2d Sess. 5, reprinted in 1978 U.S. CODE CONG. & AD.
NEWS 5787, 5862.

54. 8 Bankr. at 147. Often creditors use the threat of repossession against debtors who
have mortgaged their personal consumer goods as a means to encourage payment, even
though the repossession value is negligible. In re McManus, 681 F.2d 353, 358-59 (5th Cir.
July 1982) (Dyer, J., dissenting).

19841
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policies, the traditional rule was reversed by the Fifth Circuit in the
consolidated cases of McManus v. Avco Financial Services of Louisi-
ana, Inc. (In re McManus) and Blazer Financial Services, Inc. v. Go-
son (In re G4pson). 5

Gipson and McManus arose under very similar circumstances,
with debtors in both attempting to avoid nonpossessory, nonpur-
chase money mortgages on household goods.5 6 In the lower courts
the Gipson debtors prevailed,57 while an opposite result was reached
in McManus."8 In reversing the district court in G6pson and af-
firming the judgment in McManus, the majority of the Fifth Circuit
held that section 522 is not a separate exemption statute. 9

The majority interpreted the section as operating to avoid only
those liens impairingfederal exemptions to which the debtor would
otherwise be entitled.6° Therefore, because the debtor's home state
of Louisiana "opted out" of the federal exemption scheme, only
Louisiana law would apply to determine the debtor's exemptions. 6'
The court noted that if Louisiana law had not expressly excluded
the goods in issue from its exemption statute, the result might have
been different.62 But because Louisiana affirmatively undertook to
opt out of the federal exemption scheme and refused state exemp-
tion status to the particular property the debtors were attempting to
salvage, section 522 was held inapplicable.63

In his dissent, Justice Dyer argued that the debtor's execution
of a mortgage on otherwise exempt property is a waiver of exemp-
tions in and of itself.64 Furthermore, he noted that it was Congress'
clear intent to allow debtors the full benefit of state law exemptions
even though they may have been waived improvidently.65 Finally,

55. 681 F.2d 353 (5th Cir. July 1982).
56. Id at 354.
57. Id
58. Id
59. Id at 355.
60. Id
61. Id at 356.
62. Id at 357. Had Louisiana not specifically defined out these goods under LA. REV.

STAT. ANN. § 13:3885 (West 1983), the court noted that the general Louisiana exemption
statute would have applied to the property, and any encumbrance would thus have been a
"waiver of exemptions." 681 F.2d at 357. In that case, section 522(f) would have been the
applicable relief. Id

63. 681 F.2d at 356.
64. Id at 358.
65. Id

[Vol. 15:81
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the dissent reiterated the clear policy of Congress to eradicate "un-
conscionable creditor practices in the consumer loan industry. 66

For these reasons, the dissent would allow the avoidance of the
encumbrances.67

The majority provided an unfortunate answer to this extremely
important question. The dissent's argument-that there was a
waiver of the exemption-is clearly correct. As Louisiana law
stands household goods and furnishings are exempt under the gen-
eral exemption statute.68 It is only when a debtor grants a chattel
mortgage on this property that his exemption ceases to exist.69 It
follows that but for the chattel mortgage the exemption would be
valid. Because the mortgage would constitute a waiver and would
therefore plug neatly into the language of section 522(f), the avoid-
ance power should have been granted to the debtor.

The majority's opinion is weak on still another ground. An ob-
vious ambiguity in the Code exists concerning what constitutes a
"waiver of exemptions" under section 522(f); therefore, the court
should have clarified the matter by relying on the legislative history
of the Code.7 ° In that event, the majority could not have ignored
the strong policy the drafters expressed toward eliminating creditor
abuse, particularly by enacting section 522(f). 7' Instead, the Fifth
Circuit, at least with regard to Louisiana petitioners, effectively cir-
cumvented the very purpose underlying section 522(f).

IV. PROPERTY OF THE ESTATE-THE STATUS OF QUALIFIED

PENSION PLANS

In an attempt to obviate much of the confusion that existed
under the 1898 Bankruptcy Act concerning what constitutes prop-
erty of the estate, the Code included a comprehensive section to de-
termine its scope.72 Under section 541, all property in which the

66. Id
67. Id at 359.
68. LA. REV. STAT. ANN. § 13:3881(A)(4) (West Supp. 1983).
69. Id § 13:3885. Section 13:3885 provides in part: "Notwithstanding the provisions

of 13:3881 . . . (4) to the contrary, a person who has granted a chattel mortgage on his
property ... may not thereafter claim an exemption from the seizure of such ... property
.... "'Id

70. 73 AM. JUR. 2D Statutes § 145 (1974). See United States v. N.E. Rosenblum Truck
Lines, Inc., 315 U.S. 50 (1942).

71. See S. REP. No. 989, supra note 53, at 5, 5862.
72. 11 U.S.C. § 541(a)(1) (1982). Section 541(a)(1) provides:
(a) The commencement of a case under section 301, 302, or 303 of this title creates

19841
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debtor has a "legal or equitable interest" is included in the bank-
ruptcy estate.7 3 However, under section 541 (c)(2), "restrictive trans-
fer" trusts that are enforceable under applicable nonbankruptcy law
are excluded from property of the estate.74

In a case of first impression decided during the survey period,
the Fifth Circuit in Goff v. Taylor (In re Goff 75 was required to de-
termine whether ERISA qualified Keogh plans7 6 are excluded from
property of the estate under section 541(c)(2). The primary argu-
ment for exclusion was that the funds of the pension plans are re-
stricted from assignment and alienation under federal statutes77 and
therefore "enforceable under applicable nonbankruptcy law."78

The Fifth Circuit, however, rejected this argument, holding
that ERISA plans are not recognized as being within the scope of
applicable nonbankruptcy law and that Congress only intended to
exclude those trusts in the nature of spendthrift trusts.7 9 In support
of its holding, the court carefully studied the legislative history of
section 541(c)(2) and found compelling indications that Congress in-
tended to exclude "only those 'spendthrift trusts' traditionally be-
yond the reach of creditors under state law."8" Furthermore, the
court noted that there are unique qualities inherent in a traditional
spendthrift trust that are lacking in the pension plans at issue.8 '

The Fifth Circuit in Goff did a splendid job of meticulously

an estate. Such estate is comprised of all the following property, wherever
located:
(1) Except as provided in subsections (b) and (c)(2) of this section, all legal or

equitable interests of the debtor in property as of the commencement of the
case.

Id.
73. Id
74. Id Section 541(c)(2) states: "(2) A restriction on the transfer of a beneficial inter-

est of the debtor in a trust that is enforceable under applicable nonbankruptcy law is en-
forceable in a case under this title."

75. 706 F.2d 574 (5th Cir. June 1983).
76. Keogh-Swathers Act, Pub. L. No. 87-792, 76 Stat. 809 (1962) (codified in scattered

sections of the Internal Revenue Code).
77. See 26 U.S.C. §§ 401(a)(13), 1056(d)(1) (Supp. V 1981); 29 U.S.C. § 1056(d)(1)

(Supp. V 1981).
78. 706 F.2d at 576.
79. Id at 582.
80. Id at 582 (citing H.R. REp. No. 595, 95th Cong., 2d Sess. 369 (1977), and H.R.

REP. No. 595, 95th Cong., 2d Sess. 176 (1977)).
81. 706 F.2d at 585. The court points to the fact that the assignment and alienation

restraints of ERISA are contingent in nature rather than the absolute prohibitions character-
istic of spendthrift trusts. Id
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tracking the legislative history to uncover many unconsidered as-
pects regarding the scope of the section 541 (c)(2) exclusion. The cir-
cuit's well reasoned discussion will provide valuable guidance in
this area for other courts and practitioners faced with similar
problems in the future. The question could arise in the context of a
testamentary trust, a personal trust of the inter vivos variety, an em-
ployee's pension plan, an annuity arrangement, or any number of
situations. Nevertheless, whether the terms of the arrangement are
spelled out by statute or created by agreement, the Fifth Circuit in
Goff reaffirmed the principle that only those with the characteristics
of spendthrift trusts are to be excluded from the bankruptcy estate.

V. REORGANIZATION

Basically, a reorganization is a means by which a business or
individual debtor may be afforded an opportunity to continue in
business (usually in control of the business) while at the same time
negotiating an arrangement for payment of its creditors and having
the arrangement confirmed regardless of the refusal of some secured
creditors to accept the plan. 2 During this survey period, the Fifth
Circuit faced several novel issues in the area of business reorganiza-
tion. The court's resolution of these issues was acutely responsive to
the needs of those participating in the reorganization process.

A. Employment of Professional Persons-Section 327

Under section 327(a) of the Code, a trustee, with prior court
approval, is authorized to employ certain professionals to assist in
administering the bankruptcy estate.83 This authorization specifi-
cally includes the power to hire attorneys. 84 In addition, rule 2006
of the Interim Rules of Bankruptcy Procedure emphasize that prior
court approval is mandatory before the trustee may hire an
attorney. 5

82. See generally 5 COLLIER ON BANKRUPTCY (MB) $ 1100.01[l1 (15th ed. 1983) (the
goals and purposes underlying the concept of reorganization were clear at the time the
Chandler Act was passed).

83. 11 U.S.C. § 327(a) (1982). Section 327(a) provides in pertinent part: "(a) Except as
otherwise provided . . . the trustee, with the court's approval, may employ one or more
attorneys. . . or other professional persons that do not hold or represent an interest adverse
to the estate, and that are disinterested persons, to. . . assist the trustee in carrying out the
trustee's duties ..... Id

84. Id
85. BANKR. RULE 2006.
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In a case of first impression, the Fifth Circuit in Fanelli v. Hens-
ley (In re Triangle Chemicals, Inc. )86 considered the ability of a
bankruptcy court, in the exercise of its discretion and under princi-
ples of equity, to grant nuncpro tunc approval to the employment of
an attorney after the services to the estate had been rendered. 7 In
this case, the attorney who had filed the chapter 11 petition, in-
curred over $1,600 of expense, and worked two hundred hours as an
attorney for the estate was denied compensation because he had
failed to obtain a formal court order of appointment. 8 The court
below held a court order mandatory; consequently, it had no au-
thority to enter a nuncpro tunc order.89

Notwithstanding the clear wording of the Code and the Interim
Rules, the Fifth Circuit held that their mandate did not expressly or
implicitly prohibit postemployment nunc pro tunc court approval. 90

The Fifth Circuit based the propriety of the nuncpro tunc order and
the courts' necessary discretion in this area on the broad powers of a
bankruptcy court.9'

In rejecting a per se rule of "no prior order, no compensation,"
the court was in direct conffict with several other circuits.92 For in-
stance, the Third Circuit in In re National Tool & Manufacturing
Co. 93 held that "even though he may have rendered valuable serv-
ices to the trustees," the attorney may not be compensated for work
done before court appointment.90 The court reasoned that, although
valuable services had been rendered to the estate, the statute requir-
ing prior court approval was clear and therefore no compensation
was possible. 95

86. 697 F.2d 1280 (5th Cir. Feb. 1983).
87. Id
88. Id. at 1282.
89. Id
90. Id at 1284.
91. See 28 U.S.C. § 1481 (Supp. V 1981). Section 1481 provides in part: "A bank-

ruptcy court shall have the powers of a court of equity, law, and admiralty .... " See also
Bank of Marin v. England, 385 U.S. 99, 103 (1966) (the words of the Bankruptcy Act are not
to be read with the ease of a computer, and there is an overriding consideration that equita-
ble principles govern the exercise of bankruptcy jurisdiction).

92. In re Calpa Products Co., 411 F.2d 1373, 1374 (3d Cir. 1969); Gochenour v. Cleve-
land Terminals Bldg. Co., 142 F.2d 991, 995 (6th Cir.), cert. denied, 323 U.S. 767 (1944);
Albers v. Dickinson, 127 F.2d 957, 961 (8th Cir. 1942); In re Progress Lektro Shave Corp.,
117 F.2d 602, 604 (2d Cir. 1941).

93. 209 F.2d 256 (3d Cir. 1954).
94. Id at 257.
95. Id

[Vol. 15:81
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The Fifth Circuit chose, however, to align itself with the Sev-
enth and Ninth Circuits, because their holdings are more conducive
to a flexible approach.96 The view that a person who provides valu-
able services to the estate should be compensated for his labor, ab-
sent exceptional circumstances, is common to these cases. 97

The Fifth Circuit's decision to reject the absolute no compensa-
tion rule rests on a solid foundation. The policies at the very base of
bankruptcy law will be frustrated if principles of equity are ignored
and formal requirements are woodenly applied. No compelling rea-
son exists to limit the power of the bankruptcy court by denying it
authority and discretion to grant after the fact approval of employ-
ment and compensation to professionals who have rendered valua-
ble service to the estate. Before entering a nunc pro tunc order, the
court will have the opportunity to inquire into any bad faith, over-
reaching, or other impropriety in counsel's actions toward the estate
and its creditors. Findings at that inquiry will give the court gui-
dance in the exercise of its discretion. The final result is that honest
professionals, who provided valuable service to the estate, will be
rightfully compensated. Certainly nothing will be lost by at least
allowing the bankruptcy court to consider the tardy requests.

B. Use, Sale, or Lease of Property of the Estate

Perhaps the most important ingredient of a successful reorgani-
zation under chapter 11 of the Code is the trustee's section 363(b)
power to use, sell, or lease property of the estate not in the ordinary
course of business.98 However, in a rehabilitation99 case under
chapter 11, this power is circumscribed somewhat'0° and must be
viewed in light of the requirements within chapter 11 itself.'0 '

In Pension Benefit Guaranty Corp., Continental Airlines, Inc. v.
BraniffAirways, Inc. (In re Brani'f Airways)10 2 the Fifth Circuit,

96. See In re Laurent Watch Co., 539 F.2d 1231, 1232 (9th Cir. 1976); Stolkin v. Nach-
man (In re Stolkin), 472 F.2d 222, 226-27 (7th Cir. 1973).

97. See, e.g., In re King Electric Co., 19 Bankr. 660, 663 (Bankr. E.D. Va. 1982).
98. 11 U.S.C. § 363(b) (1982).
99. By rehabilitation, the author is of course referring to a reorganization case,

whereby the debtor plans to transform his business into a viable operation.
100. See Pension Benefit Guar. Corp. v. Braniff Airways, Inc. (In re Braniff Airways),

700 F.2d 935, 940 (5th Cir. Mar. 1983).
101. See, e.g., 11 U.S.C. § 1125 (disclosure requirements), § 1126 (voting requirements)

(1982).
102. 700 F.2d 935 (5th Cir. Mar. 1983).
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during the survey period, was faced with the problem of determin-
ing the breadth of the section 363(b) power. In this case, Braniff
Airways, a chapter 11 debtor, entered into a preplan agreement with
certain creditors. 0 3 This agreement was approved by the bank-
ruptcy court and the district court in a review de novo .I4

The Fifth Circuit declined to consider whether section 363(b) is
applicable to a sale of all the assets of the debtor. 0 5 Instead, the
court reversed the order of the district court on the ground that the
entire transaction was much more than a use, sale, or lease of the
debtor's property under section 363(b).106 According to the court,
the agreement had the effect of restructuring the composition of the
debtor's assets, changing the rights of its creditors, and partially dic-
tating the terms of any future plan of reorganization. °7 Further-
more, the agreement established the manner in which certain
creditors would vote on the future plan, which, in addition to being
completely outside the scope of the use, sale, or lease power, is in
practice a short circuiting of the Code's scheme of creditor en-
franchisement under section 1126.108 In essence, the court an-
nounced the policy that "the debtor and the Bankruptcy Court
should not be able to short circuit the requirements of Chapter 11
for confirmation of a reorganization plan by establishing the terms
of the plan sub rosa in connection with a sale of assets." °9

The court's opinion in this case reflects a keen awareness of the
policies inherent in the law of reorganization and indicates a thor-
ough reading of the entire Code.1° The detailed requirements set
forth in chapter 11 concerning disclosure," ' I voting," 12 classification
of interests," I 3 impairment of interests, 114 and contents of the plan' '5

103. Id at 938.
104. Id at 939.
105. Id
106. Id
107. Id at 939-40.
108. Id at 940.
109. Id
110. See 5 COLLIER ON BANKRUPTCY (MB) $ 1100.01[2], at 1100-01 (15th ed. 1983).

While the procedure under the Bankruptcy Reform Act has been relaxed somewhat and
flexibility emphasized, strict requirements still exist to protect creditors' rights, such as vot-
ing mandates and disclosure requirements. Id at 1100-21.

111. 11 U.S.C. § 1125 (1982).
112. Id § 1126.
113. Id § 1122.
114. Id § 1124.
115. Id § 1123.
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are not mere formalities or surplusage. They reflect a policy of pro-
moting fairness and equity to creditors of the debtor undergoing re-
organization." 6 The Fifth Circuit's refusal to allow section 363(b)
to be used as a means of avoiding these requirements is
commendable.

VI. THE APPLICATION OF THE AUTOMATIC STAY TO A

BANKRUPTCY DEBTOR'S CODEFENDANTS

The automatic stay provided to bankruptcy petitioners by sec-
tion 362(a) of the Code is an extremely broad protection for the
debtor and property of the estate." 7 However, when litigation is
directed toward an affiliate of the debtor or a third party liable upon
debts of the debtor, courts will generally not act to give those parties
protection." 8 During the survey period, the Fifth Circuit in Wedge-
worth v. Fibreboard Corp. 119 considered the applicability of the au-
tomatic stay provisions of section 362(a) to joint tortfeasors of the
debtor.

In Wedgeworth several asbestos related manufacturers' 20 filed
chapter 11 petitions en masse 121 with the obvious intent to gain the
protective cloak of the automatic stay.' 22 As expected, the code-

116. See In re Lehigh Valley R. Co., 9 Bankr. 978, 996 (Bankr. D. Pa. 1982) (the goal of
a reorganization plan is to achieve a correct distribution of the values represented by the
reorganized company among the parties entitled to participate in accordance with their re-
spective entitlements); In re B&W Enterprise, Inc., 19 Bankr. 421, 425 (Bankr. D. Idaho
1982) (a fundamental premise of bankruptcy is that all creditors of the same class shall be
treated equally); In re Tipton, 18 Bankr. 803, 810 (Bankr. E.D. Tenn. 1982) (a proceeding
under chapter II recognizes not only the rights of debtors but also the rights of others with
whom the debtor has voluntarily contracted); In re Georgetown of Kettering, 17 Bankr. 73,
75 (S.D. Ohio 1981) (the function of a disclosure statement is to place upon the debtor the
responsibility of providing adequate information as determined by the bankruptcy court
before soliciting approval of a proposed plan of reorganization).

117. 11 U.S.C. § 362(a) (1982). Section 362(a) provides in part:
(a) Except as provided in subsection (b) of this section, a petition filed under sec-

tion 301, 302, or 303 of this title operates as a stay . . . of-
(1) The commencement or continuation. . . of a judicial. . . or other pro-

ceeding against the debt . . . or to recover a claim against the debtor that
arose before the commencement of the case under this title ....

Id See 2 COLLIER ON BANKRUPrcY (MB) 362.04 (15th ed. 1983).
118. 2 COLLIER ON BANKRuPTcY (MB) 362.04[l] (15th ed. 1983).
119. 706 F.2d 541 (5th Cir. May 1983). This case is actually the consolidation of three

appeals, two of which Fibreboard Corporation was the named defendant below and one of
which Johns-Manville Products was the defendant. Id at 543-44.

120. Id. at 543.
121. Id at 543 n.l.
122. See id at 543.
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fendants of these manufacturers requested that proceedings against
them be stayed until the bankruptcy proceedings of the manufactur-
ers were terminated. 23 This request was granted by the district
court. 1

24

The Fifth Circuit reversed and held that the section 362(a) stay
does not freeze claims against codefendants of the debtor. 25 The
court based its decision primarily on the plain language of the stat-
ute, which only provides for a stay of judicial proceedings "against
the debtor."'' 26 The court also noted that, while chapter 13 specifi-
cally authorized a stay of action against codebtors, 27 any such lan-
guage is conspicuously absent from section 362(a). 28 Finally, the
court relied on two basic policies underlying the automatic stay: (1)
protection of the debtor's assets in order to provide the debtor a
breathing spell, and (2) the avoidance of a race by creditors to the
debtor's assets.' 29 These policies would not be served by extending
the stay to the codefendants. 130

The Fifth Circuit, while acknowledging that the district court
has general discretionary powers in stay proceedings, noted that this
discretion is not unlimited. '31 Such discretion requires a balancing
of interests and hardships. 132 The balance in Wedgeworth was so
uneven that the district court could not, in good conscience, grant
the stays.' 33

The Fifth Circuit correctly focused on the plain language of the
Code, which is directed toward the orderly administration of the
debtor's estate. This purpose should not be twisted in such a way as
to allow a perversion of justice. For example, denial of relief to
hundreds of injured and dying plaintiffs against a codefendant of a
bankruptcy debtor on the basis of the debtor's automatic stay would
be erroneous. The court in Wedgeworth appropriately prevented a
direct attempt to foster injustice through the provisions of the Code.

123. Id
124. Id
125. Id. at 544.
126. Id
127. See 11 U.S.C. § 1301(a) (1982).
128. 706 F.2d at 544.
129. Id
130. Id
131. Id at 544-45.
132. Id at 545.
133. Id at 546.
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VII. CONCLUSION

The current swell of bankruptcy litigation gave the Fifth Cir-
cuit opportunity to clarify aspects of bankruptcy law that were ques-
tionable in the past. The practitioner would be wise to note the
directives of the Fifth Circuit in this complicated area of the law.
The general trend evidenced by the court seems to consist, for the
most part, of clear and concise interpretation of the plain language
of the Code with a heavy emphasis upon the legislative history of
that enactment. However, the court at times evidenced a reluctance
to apply the broad principles of equity interwoven into the law of
bankruptcy. In In re Triangle Chemicals, Inc., the Fifth Circuit ap-
plied principles of equity to allow after the fact compensation to an
attorney for a bankruptcy estate even though this was prohibited by
the Code and Interim Rules. This was obviously the fairest and
most logical result. Yet in In re Hughes, the court refused to depart
even slightly from the plain language of the Code where the debtor
in possession petitioned the bankruptcy court for an avoidance of a
prepetition transfer that he himself had necessitated by a covert and
fraudulent transfer.

Certainly some inconsistency is to be expected when a court
chooses to allow principles of equity to intercede in its direction.
Yet, it is unfortunate when, in one instance, a court completely ig-
nores provisions of the Code to promote fairness and in another ap-
plies Code provisions in an unyielding and harsh manner. These
inconsistencies leave the practitioner somewhat at a loss for gui-
dance when faced with a case in which a strict application of the
Code would produce injustice.

Lynn A. Grisham
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