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I. INTRODUCTION

During the current survey, June 1, 1990 through May 31, 1991,
the Court of Appeals for the Fifth Circuit decided several cases
affecting the area of federal bankruptcy law. The current survey
article will examine three Fifth Circuit cases decided in the current
period. The first of these decisions is a highly significant to the
practice of bankruptcy law and addresses the effect of pre-bankruptcy
planning on the debtor's ability to obtain a discharge in bankruptcy.
Other Fifth Circuit cases make less significant contributions. The
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second case discusses the standing of a third party creditor to recover
expenses from a secured creditor's collateral. The third of these cases
addresses disqualification of an attorney who represents both a debtor
limited partner and a debtor general partner in bankruptcy proceed-
ings.

II. CONVERSION OF NON-EXEMPT ASSETS INTO EXEMPT ASSETS ON
THE EVE OF BANKRUPTCY

A. Facts of NCNB Texas National Bank v. Bowyer (In re
Bowyer)'

Dr. Bowyer, an anesthesiologist in Austin, Texas, purchased
twelve condominiums with a loan from a predecessor of NCNB Texas
National Bank. 2 After a downturn in the market and a sale of the
condominiums, a deficiency in excess of $340,000 remained.3 NCNB
refinanced the entire amount of the deficiency approximately nine
months prior to the filing of the bankruptcy petition of Dr. Bowyer. 4

Although some of the indebtedness was paid by the debtor prior to
the bankruptcy petition, the bulk of the indebtedness existed as of
the date of the bankruptcy.'

Unfortunately for the analysis of the court in the Bowyer deci-
sion, the acts complained of by NCNB in its objection to discharge
went well beyond the conversion of non-exempt into exempt assets. 6

The additional contested acts related to the debtor's use of non-
exempt assets in a sort of pre-bankruptcy "shopping spree." 7 The
following is a list of acts cited by NCNB as violations of section
727(a)(2) of the Bankruptcy Code that would justify denial of the
debtor's discharge:

(1). Debtor's sale of gold Mapleleafs for $18,000 and placement
of the cash proceeds in the debtor's wife's purse;

(2). Debtor's use of the gold proceeds to buy exempt personal
property, including a VCR, compact discs, a bed, table and
chairs, etc.;

1. 916 F.2d 1056 (5th Cir. Nov. 1990), aff'd, 932 F.2d 1100 (5th Cir. May 1991), reh'g
granted, 940 F.2d 657 (5th Cir. July 1991).

2. 916 F.2d at 1057.
3. Id.
4. Id.
5. Id. at 1057-58.
6. Id. at 1058.
7. Id. at 1060.
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(3). Use of the gold proceeds to send the debtor's wife and 3 of
her friends to a week and one-half vacation in Hawaii;

(4). Use of the debtor's cash to send the debtor, the debtor's
mother, and the debtor's wife to San Francisco and to
Colorado;

(5). Use of the debtor's cash to make home improvements,
including the purchase of central heat and air for the house
in an amount of $7,000, and the purchase of a green house;

(6). Use of debtor's cash in the amount of $4,000 to travel to
"parents' weekend" at the debtor's daughter's east coast
boarding school;

(7). Use of the debtor's cash in the amount of $1,000 to purchase
a couch;

(8). Use of the debtor's cash to satisfy a mortgage in the amount
of $24,000 on the debtor's homestead (four days after meet-
ing with bankruptcy counsel to discuss filing of a chapter 7
bankruptcy); and

(9). Dissipation of all debtor's cash except for $5,000.1
As can be seen from the above list, the debtor's acts went far beyond
the mere conversion of non-exempt into exempt assets.

Judge Leif Clark, the bankruptcy trial judge, found that there
was an intent to place assets beyond the reach of creditors, but that
the debtor's intent went to bankruptcy planning, and not to any
intention to defraud creditors. 9 Judge Clark found that the debtor
knew, prior to the use and conversion of non-exempt assets, that his
income would be decreasing because of a change in the tax laws.' 0

However, Judge Clark found that there was no subjective intent to
file bankruptcy while these actions were taking place." This factor
was important, if not dispositive, to Judge Clark's decision. Judge
Clark's focus appeared to be the date of the decision made by the
debtor to file the bankruptcy petition. Judge Clark found that because
the decision was not made until after the use and conversion of the
assets, there was no intention to defraud at the time of the relevant
transfers. 

2

8. Id. at 1057-58.
.9. Id. at 1058.
10. Id. at 1057.
11. Id. at 1058.
12. Id.
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B. Summary of the Proceedings and Holding of the Court

As stated above, the bankruptcy judge denied the objection of
NCNB to the debtor's discharge, finding the debtor had not de-
frauded NCNB. 13 The district judge, James R. Nowlin, affirmed the
bankruptcy court decision. 4 On appeal to the Fifth Circuit Court of
Appeals, the granting of the discharge was reversed and remanded
to the trial court for proceedings consistent with the opinion." A
petition for rehearing was then filed by the debtor after the rendering
of the first opinion on November 14, 1990.16 On May 23, 1991, the
Fifth Circuit Court of Appeals granted the petition for rehearing and
affirmed the judgment of the district court, affirming the granting
of the debtor's discharge by the bankruptcy court. 17

In the first opinion by the Fifth Circuit, the Court held that a
finding of fraud is unnecessary to block a debtor's discharge if
conversion of non-exempt into exempt assets was made with the
intention to hinder or delay creditors. 8

On petition for rehearing, the court was persuaded that they
had not given the bankruptcy court's findings the required defer-
ence. 19 The court found critical the bankruptcy court's finding that
Dr. Bowyer did not decide to file a bankruptcy petition until after
the sale of certain assets and use of savings to repair his residence. 2

With respect to the transfer of cash to pay on the homestead
mortgage, the court of appeals found that the bankruptcy court and
district court correctly concluded that the transaction would not
defeat the debtor's discharge. 21 The court held that conversion of
non-exempt assets into exempt assets may be relevant where other
evidence proves actual intent to defraud creditors. 22 Critically, the
fact finder in the Bowyer case found no such fraudulent intent. 23

13. Id.
14. Id.
15. Id. at 1060.
16. 932 F.2d at 1101.
17. Id. at 1103.
18. 916 F.2d at 1059-60.
19. 932 F.2d at 1101.
20. Id. at 1101-02.
21. Id. at 1102.
22. Id.
23. Id.
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The court of appeals therefore upheld the bankruptcy court's legal
conclusion that payment of non-exempt assets to exempt homestead
was legitimate pre-bankruptcy planning.2

C. Background of Law of Non-Exempt Assets to Exempt Assets
on the Eve of Bankruptcy Prior to Bowyer

1. Effect on Exemption

The legislative history to the Bankruptcy Code makes fairly clear
that an exemption should not be denied because of a debtor's pre-
bankruptcy conversion of non-exempt property into exempt prop-
erty.25

As under current law, the debtor will be permitted to convert
non-exempt into exempt property before filing a bankruptcy pe-
tition. [citation omitted.] The practice is not fraudulent as to
creditors, and permits the debtor to make full use of the exemp-
tions to which he is entitled under the law.-

Although the quoted legislative history has been cited at least once
for the proposition that conversion of non-exempt assets into exempt
assets does not constitute an impermissible act so as to deny a
debtor's discharge under Section 727 of the Bankruptcy Code, 27 the
majority of courts that have cited the legislative history have cited it
only for the proposition that a debtor will be entitled to its exempt
assets regardless of any pre-bankruptcy conversion of non-exempt
into exempt assets.2

2. Effect on Debtor's Discharge
a. Rationale of Courts For Denial of a Debtor's Discharge for
Conversion of Non-Exempt Into Exempt Assets on the Eve of

Bankruptcy
1. Debtor's Motivation for Conversion

A number of courts have looked at the debtor's subjective
motivation in engaging in conversion of non-exempt into exempt

24. Id. at 1103.
25. H.R. REp. No. 595, 95th Cong., 1st Sess. 361 (1977), reprinted in 1978 U.S.C.C.A.N.

5963, 6317; S. REP. No. 989, 95th Cong. 2d Sess. 76 (1977), reprinted in 1978 U.S.C.C.A.N.
5787, 5862.

26. Id.
27. See Smiley v. First Nat'l Bank of Belleville (In re Smiley), 864 F.2d 562, 566 (7th

Cir. 1989).
28. See generally First Tex. Say. Ass'n v. Reed (In re Reed), 700 F.2d 986 (5th Cir.

1983). Accord Norwest Bank Neb., N.A. v. Teveten, 848 F.2d 871 (8th Cir. 1988); Ford v.
Poston, 773 F.2d 52 (4th Cir. 1985); Armstrong v. Lindberg (In re Lindberg), 735 F.2d 1087
(8th Cir.), cert. denied Armstrong v. Lindberg, 469 U.S. 1073 (1984).

[Vol. 23:117



BANKRUPTCY

assets to determine whether an objection to discharge should be
sustained.? These courts have looked at whether a debtor's conversion
of non-exempt into exempt assets was made specifically within the
intention to utilize the creditor's shield provided by the exemption?

These cases have been criticized because they tend to award a debtor
for ignorance of the law and penalize a knowledgeable debtor for
taking advantage of their full rights under the law."

2. Courts Insuring a Reasonable "Cap" on Liberal or Unlimited
Exemptions

Other courts have looked at the exemption laws to protect
debtors from destitution, and have either expressly or impliedly stated
that a bankruptcy court should set a limit to the exemptions. 32 In
performing a "policing" role over which an extension can be claimed,
courts have looked at the social policies outlining exemption law.
These policies include (1) physical survival of the debtor; (2) protec-
tion of dignity and cultural and religious identity of the debtor; (3)
insuring rehabilitation and future earnings of the debtor; (4) protec-
tion of the debtor's family from impoverishment; and (5) shifting
the burden of the debtor from society to his creditors. 33

Cases that have assumed the role of placing a reasonable cap
on exemptions include Norwest Bank Nebraska, N.A. v. Teveten,34
Forsberg v. Security States Bank of Canova,35 In re Collins,3' In re
Reed,37 and In re Zouhar' s These cases have been criticized as being
attempts to "legislate." Presumably, state law exemption goals should

29. See generally In re Ford, 53 B.R. 444 (Bankr. W.D. Va. 1984), aff'd sub. nom. Ford
v. Poston (In re Ford), 773 F.2d 52 (4th Cir. 1985); In re Schwingle, 15 B.R. 291 (Bankr.
W.D. Wis. 1981).

30. 53 B.R. at 449-50; 15 B.R. at 294-95.
31. See 864 F.2d 562, 567 (7th Cir. 1989).
32. See, e.g., Norwest Bank Neb., N.A. v. Teveten, 848 F.2d 871, 875-76 (8th Cir. 1988);

Forsberg v. Security States Bank of Canova, 15 F.2d 499, 501 (5th Cir. 1926).
33. See generally, Alan N. Resnick, Prudent Planning or Fraudulent Transfer? The Use

of Non Exempt Assets to Purchase or Improve Exempt Property on the Eve of Bankruptcy,
31 RuTGErs L. REv. 615, 621 (1978).

34. 848 F.2d 871 (8th Cir. 1988) (discussed in conjunction with extrinsic evidence of
fraud).

35. 15 F.2d 499 (5th Cir. 1926) (evidence of fraud).
36. Raymos v. Collins (In re Collins), 19 B.R. 874 (Bankr. M.D. Fla. 1982).
37. First Tex. Say. Ass'n v. Reed (In re Reed), 11 B.R. 683 (Bankr. N.D. Tex. 1981),

aff'd on other grounds, 700 F.2d 986 (5th Cir. 1983).
38. Albuquerque Nat'l Bank v. Zouhar (In re Zouhar), 10 B.R. 154 (Bankr. D.N.M.

1981).
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be no different from the federal goals of bankruptcy. If the state
exemption laws are too liberal, presumably the state legislature should
change those laws. Additionally, if congressional intent in the Bank-
ruptcy Code is to preclude liberal or unlimited exemptions, Congress
could either place a cap on such exemption laws or could provide
that debtor's could not elect to take state law exemptions.3 9

3. Extrinsic Evidence of Fraud

A third group of cases comprises the majority view and looks
at extrinsic evidence of a debtor's intention to defraud, hinder, or
delay creditors. 40 These cases discard the notion that the mere con-
version of non-exempt to exempt assets on its face is sufficient to
block a debtor's discharge.4 ' These courts hold that absent extrinsic
evidence of fraud, mere conversion of non-exempt property to exempt
property is not fraudulent as to creditors, even if the motivation
behind the conversion is to place the assets beyond the reach of
creditors. 42

In order to deny a debtor's discharge, these courts require proof
of debtor's actual intent to defraud.43 However, it is recognized that
proof of fraud often requires circumstantial evidence." These courts
generally hold that a finder of fact may discern a debtor's intent to
actually defraud creditors from the circumstances of the Debtor's
conduct.'"

39. See Norwest Bank Neb., N.A. v. Teveten, 848 F.2d 871, 878-79 (8th Cir. 1988)
(Arnold, Cir. J., dissenting).

40. See Norwest Bank Neb., N.A. v. Teveten, 848 F.2d 871 (8th Cir. 1988). Accord
Smiley v. First Nat'l Bank of Belleville (In re Smiley), 864 F.2d 562 (7th Cir. 1989); Armstrong
v. Lindberg (In re Lindberg), 735 F.2d 1087 (8th Cir. 1984), cert. denied, Armstrong v.
Lindberg, 469 U.S. 1073 (1984); Ford v. Poston (In re Ford), 773 F.2d 52 (4th Cir. 1985);
Reed v. First Tex. Say. Ass'n (In re Reed), 700 F.2d 986 (5th Cir. 1983); Bank of Pa. v.
Adiman (In re Adlman), 541 F.2d 999 (2nd Cir. 1976); Grover v. Jackson (In re Jackson),
472 F.2d 589 (9th Cir. 1973); Love v. Menic, 341 F.2d 680 (9th Cir. 1965); Forsberg v.
Security State Bank of Canova, 15 F.2d 499 (8th Cir. 1926); J-W Operating Co. v. Rothrock
(In re Rothrock), 96 B.R. 666 (Bankr. N.D. Tex. 1988); Panuska v. Johnson (In re Johnson,
80 B.R. 953 (Bankr. D. Min. 1987) remanded in 880 F.2d 78 (8th Cir. 1989); Federal Land
Bank of Omaha v. Ellingson (In re Ellingson), 63 B.R. 271 (N.D. Iowa 1986.

41. See, e.g., 848 F.2d 871, 875-76.
42. See id. at 874.
43. Id.
44. See id. Smiley v. First Nat'l Bank of Belleville (In re Smiley), 864 F.2d 562, 566 (7th

Cir. 1989).
45. See 848 F.2d at 874.
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b. Specific Fact Patterns Justifying Denial of a Debtor's
Discharge

1. Lead Cases Prior to Bowyer

a. Matter of Reed"

The Fifth Circuit Reed decision centered on a pattern, or scheme,
of facts that evidenced the debtor's intention to defraud creditors. 47

It is interesting to note that the Fifth Circuit in Reed stated an
absolute requirement of fraud in order to deny a debtor's discharge:

While pre-bankruptcy conversion of non exempt into exempt assets
is frequently motivated by the intent to put those assets beyond
the reach of creditors, which is, after all, the function of an
exemption, evidence of actual intent to defraud creditors is re-
quired to support a finding sufficient to deny a discharge....
Only if such a finding is made may a discharge be denied."
The Fifth Circuit's decision in the first Bowyer decision, if not

a total departure from the Fifth Circuit's previous requirement of
fraud, was definitely a relaxation of the strict standards espoused by
the Fifth Circuit in 1983 in the Reed decision. 49 The decision on
rehearing is perhaps more consistent with Reed, but nevertheless
leaves open the question of whether a finding of fraud is required
to block a debtor's discharge. 0

The pattern of facts found by the Reed court can be- summarized
as follows:

Debtor induced creditors to postpone and forebear from collection
efforts while Debtor secretly converted non-exempt to exempt
assets;
Debtor essentially borrowed money from creditors to transfer into
a homestead;
Debtor intended to deceive creditors by his actions;
Debtor made efforts to hide the conversion of non-exempt into
exempt assets (diversion of business receipts into an account
unknown to creditors); and

46. 700 F.2d 986 (5th Cir. 1983).
47. Id. at 988-89.
48. Id. at 991 (emphasis added).
49. NCNB Tex. Nat'l Bank v. Bowyer (In re Bowyer), 916 F.2d 1056 (5th Cir. Nov.

1990), reh'g granted, 932 F.2d 1100 (5th Cir. May 1991).
50. See 932 F.2d at 1102.
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Debtor made various misrepresentations to creditors while con-
verting non-exempt into exempt assets.-"

Based on the above facts, the Reed Court affirmed the lower court's
decision blocking the discharge of the debtor and held that a debtor
who converts non-exempt assets into an exempt homestead immedi-
ately before bankruptcy with the intent to defraud his creditors must
be denied a discharge in bankruptcy.5 2

b. Norwest Bank Nebraska N.A. v. Teveten 53

The facts underlying the Eighth Circuit Court of Appeals' de-
cision to affirm the bankruptcy court order denying the debtor a
discharge are summarized as follows:

Debtor's debts approximated $19,000,000.00;
Debtor liquidated almost his entire net worth and converted the
cash into exempt property;
The exemption where the debtor placed his assets was an unlimited
exemption under Minnesota law;
Debtor engaged in a systematic scheme to convert non-exempt
assets into exempt assets, evidenced by seventeen separate trans-
actions;
The transfers all took place on the eve of bankruptcy; and
the bankruptcy court found fraudulent intent.54

Under these facts, the Eight Circuit Court of Appeals concluded that
there was sufficient extrinsic evidence to demonstrate that the debtor
transferred the property on the eve of bankruptcy with the intent to
defraud his creditors."5

c. Matter of Smiley16

The objection to discharge in the Smiley case revolved around
the debtor's purchase of a homestead in Kansas.5 7 Prior to the
purchase, debtor resided and owned a home in Illinois.5" The Illinois
home and a note receivable were pledged to a bank to secure a loan

51. See 700 F.2d at 988-89.
52. Id. at 990.
53. 848 F.2d 871 (8th Cir. 1988).
54. Id. at 872-73.
55. Id. at 876-77.
56. Smiley v. First Nat'l Bank of Belleville (In re Smiley), 864 F.2d 562 (7th Cir. 1989).
57. Id. at 563-64.
58. Id. at 563.

[Vol. 23:117



BANKRUPTCY

on the Kansas homestead. 9 Additionally, money was borrowed against
the debtor's life insurance policy and also used for purchase of the
Kansas homestead.6 The exemption law in Illinois allows only
$7,500.00 for a homestead. 6' Kansas allows an unlimited dollar
amount for a homestead.6 Essentially, the transaction effectuated a
transfer of nonexempt into exempt assets. 63

The Seventh Circuit Court of Appeals affirmed the bankruptcy
court's decision to block the debtor's discharge." The debtor's efforts
to hide the conversion of assets from his creditors was critical to the
Seventh Circuit's analysis. 65 The debtor in the Smiley case purchased
the Kansas property without revealing the transaction to his creditors
although he had met with them the day after closing on the house.6

In a later meeting with the debtor's creditors, the debtor not only
failed to volunteer information to creditors, but misrepresented the
value of his assets.67

The Court said that it was not necessarily clear that the debtor
had attempted to defraud his creditors, but the debtor had at least
intended to hinder and delay creditors." However, the facts of the
case clearly indicate the type of misrepresentations, concealment, and
intentions to deceive noted by the Fifth Circuit in the Reed decision.

d. In re Rothrock69

In Rothrock, an operator agreed to perform services and furnish
materials to a corporation of which the debtor was a general partner. 70

In discussions between the operator and the debtor, the debtor
represented that the only potential source of repayment of indebt-
edness to the operator was through recovery under the corporations's

59. Id.
60. Id.
61. Id. at 564.
62. See id.
63. See id.
64. Id. at 569.
65. Id. at 568.
66. Id.
67. Id. at 564.
68. Id. at 568.
69. J-W Operating Co. v. Rothrock (In re Rothrock), 96 B.R. 666 (Bankr. N.D. Tex.

1988).
70. Id. at 667-68.
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insurance policy. 7' After the operator was awarded a judgment against
the corporation and the debtor, the operator agreed to forebear from
executing on the judgment in exchange for an agreement of both the
corporation and the debtor to use their best efforts to cause the
operator to be paid from proceeds from the insurance company. 72

Instead of allowing the operator to be paid from the ultimate recovery
from the insurance company, the debtor caused the insurance pay-
ments to be diverted, in part, to the debtor's homestead. 73

The bankruptcy court judge found that the debtor had actively
participated in a fraud upon creditors of the corporation and the
debtors by diverting business property of the corporation and the
debtor to the debtor's exempt assets. 74 The Rothrock decision has
many identical factors to those of Reed. The debtor in Rothrock did
not reveal to the operator the transfer into the debtor's homestead
until after completion of the actual settlement with the insurance
company. 75 Additionally, the debtor used business assets for the
benefit of the individual debtor.7 6 Additionally, the debtor and the
operator had entered into a forbearance agreement prior to the
conversion of business assets into the Debtor's exempt homestead. 77

e. Summary of Specific Facts and Fact Patterns Appearing in the
Discharge Cases

A summary of the most common fact patterns appearing in the
discharge cases includes "patterns of conduct" or "concerted
schemes,' '78 misrepresentations, 9 the borrowing of money to convert

71. Id. at 668.
72. Id.
73. Id. at 669.
74. Id. at 671.
75. Id. at 672.
76. Id.
77. Id. at 668.
78. See NCNB Tex. Nat'l Bank v. Bowyer (In re Bowyer), 916 F.2d 1056 (5th Cir. Nov.

1990); Smiley v. First Nat'l Bank of Belleville (In re Smiley), 864 F.2d 562 (7th Cir. 1989);
Norwest Bank Neb., N.A. v. Teveten, 848 F.2d 871 (8th Cir. 1988); Reed v. First Tex. Say.
Ass'n (In re Reed), 700 F.2d 986 (5th Cir. 1983).

79. See 864 F.2d 562 (7th Cir. 1989) (misrepresentations made by the debtor at a pre-
bankruptcy creditors meeting); McCormick v. Security States Bank, 822 F.2d 806 (8th Cir.
1987); 700 F.2d 986 (5th Cir. 1983); Fox v. Schmit (In re Schmit), 71 B.R. 587 (Bankr. D.
Minn. 1987) (promised the creditor that she would receive proceeds from a sale of a certain
assets; instead used the proceeds to payoff indebtedness on his homestead).
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to exempt assets,80 the entry of forbearance agreements to forestall
creditor action,8' efforts to conceal conversion of exempt into exempt
assets,8 2 transfers made on the "eve of bankruptcy," 3 insolvency of
the debtor at the time of conversion," existence of an unlimited or
extremely liberal exemptions, 5 or a finding of the so called "Hog
Syndrome."" Most, if not all, of the cases that have found justifi-

80. 864 F.2d 562 (7th Cir. 1989) (obtained credit to purchase exempt property); 700 F.2d
986 (5th Cir. 1983) (obtained merchandise on credit and used proceeds to pay on homestead);
Kangas v. Robie, 264 F. 92 (8th Cir. 1920) (use of proceeds of merchandise purchased with
borrowed funds to buy homestead).

81. 700 F.2d 986 (5th Cir. 1983) (asked creditors to forebear from collection efforts while
debtor secretly converted non-exempt into exempt assets); J-W Operating Co. v. Rothrock (In
re Rothrock), 98 B.R. 666 (Bankr. N.D. Tex. 1988) (Creditor agreed to forebear execution on
a judgment in exchange for an agreement of the debtor to use best efforts to cause the creditor
to be paid from a certain cash pool. The cash pool was instead used to pay the debtor's
homestead mortgage.).

82. Smiley v. First Nat'l Bank of Belleville (In re Smiley), 864 F.2d 562 (7th Cir. 1989)
(attempts to hide the conversion of nonexempt into exempt assets at pre-bankruptcy meeting
with creditors); Reed v. First Tex. Say. Ass'n (In re Reed), 700 F.2d 986 (5th Cir. 1983)
(diverted business receipts into an account unknown to creditors and used such proceeds to
pay for exempt assets).

83. Nearly all of the cases that have been cited in this article deal with conversion of
non-exempt to exempt assets on the "eve" of or in contemplation of bankruptcy. Another
timing factor that has been considered important by the courts is the conversion of non-exempt
into exempt assets at or about the time of a judgment being entered against the debtor. 864
F.2d 562 (7th Cir. 1989) (conversion of non-exempt to exempt assets after large judgment
entered against debtor by an unsecured creditor); Ford v. Poston (In re Ford), 773 F.2d 52
(4th Cir. 1985) ("transfer" occurred one day after an unsecured creditor obtained a judgment
against the debtor).

84. This factor is present in most of the cases. However, some courts have made a special
note of the relevance of the insolvency issue with respect to denial of the debtor's discharge.
See, e.g., 864 F.2d 562 (7th Cir. 1989) (conversion of non-exempt into exempt assets rendered
the debtor insolvent).

85. NCNB Tex. Nat'l Bank v. Bowyer (In re Bowyer), 916 F.2d 1056 (5th Cir. Nov.
1990) (wholesale expenditure of non-exempt assets on the eve of bankruptcy may be especially
inappropriate where there are liberal state law exemptions), reh'g granted 932 F.2d 1100 (5th
Cir. May 1991); Norwest Bank Neb., N.A. v. Teveten, 848 F.2d 871 (8th Cir. 1988) (unlimited
exemption); Ramos v. Collins, (In re Collins), 19 B.R. 874 (Bankr. M.D. Fla. 1982); First
Tex. Say. Ass'n v. Reed (In re Reed), 11 B.R. 683 (Bankr. N.D. Tex. 1981), aff'd 700 F.2d
986 (5th Cir. 1983) (unlimited exemption); Albuquerque Nat'l Bank v. Zouhar (In re Zouhar),
10 B.R. 154 (Bankr. D.N.M. 1981).

86. Many courts have cited to the old adage that a "pig gets fat and a hog gets
slaughtered." These courts have determined that some amount of bankruptcy planning may
be appropriate. However, when a debtor attempts to get, as one court described, a "headstart"
instead of a "freshstart," the debtor's discharge may be denied. NCNB Tex. Nat'l Bank v.
Bowyer (In re Bowyer), 916 F.2d 1056, 1060 (5th Cir. Nov. 1990), reh'g granted (932 F.2d
1100 (5th Cir. May 1991); Norwest Bank Neb., N.A. v. Teveten, 848 F.2d 871 (8th Cir. 1988);
J-W Operating Co. v. Rothrock (In re Rothrock), 99 B.R. 666 (Bankr. N.D. Tex. 1988); 10
B.R. 154 (Bankr. D.N.M. 1981).
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cation for denial of a debtor's discharge have found one or more of
the facts contained in the foregoing summary.

4. Conversion of Non-Exempt to Exempt Assets with No
Intention to Defraud, Hinder or Delay Creditors

As previously stated, case precedent has made clear that in the
absence of a finding from the bankruptcy court that a debtor intended
to defraud, hinder, or delay creditors, the mere conversion of non-
exempt to exempt assets will not be enough to block a debtor's
discharge."

An example of such a case is Forsberg v. Security State Bank
of Canova.88 In Forsberg, the Eight Circuit Court of Appeals found
that fraud was required for the denial of debtor's discharge. 89 Under
the facts of the case, the debtor, while insolvent and in the contem-
plation of bankruptcy, traded various non-exempt cattle for exempt
hogs.9° The court found that these facts, in the absence of fraud,
did not justify the denial of a discharge. 9' The Eight Circuit eloquently
stated its concern that a debtor, in the absence of fraud, should not
be penalized for use of mechanisms available under the law.92

The Constitution or statute exempting the homestead from the
judgments of creditors is in force when they extend the credit to
him, and they do so in the face of the fact that he has this right.
Nor can the use of property that is not exempt from execution
to procure a homestead be held to be a fraud upon the creditors
of an insolvent debtor, because that which the law expressly
sanctions and permits cannot be a legal fraud.93

D. Significance and Meaning of the Bowyer Decisions

The toughest questions presented by the first Bowyer decision
are what the phrase "hinder and delay" means in the absence of
fraud, and the point at which permissible pre-bankruptcy planning

87. See, e.g., Smiley v. First Nat'l Bank of Belleville (In re Smiley), 864 F.2d 562 (7th
Cir. 1989).

88. 15 F.2d 499 (8th Cir. 1926).
89. Id. at 501-02.
90. Id. at 500.
91. Id.
92. Id. at 501.
93. Id.
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falls over the "hinder and delay" edge. 94 There is no question that
the Fifth Circuit in the first Bowyer made a significant departure
from the law established in its Reed decision. Under Reed, the Fifth
Circuit said that conversion of non-exempt to exempt assets is not
grounds for denial of the discharge unless there is a specific finding
of fraud.95 Since the Fifth Circuit's decision in Reed, bankruptcy
attorneys have generally understood the extent of permissive pre-
bankruptcy planning. As a general proposition, any conversion of
non-exempt to exempt assets has not been viewed as grounds for
denial of discharge unless some action of the debtor related to the
conversion constituted a fraud on the creditors. Although reasonable
minds can differ as to what does or does not constitute fraud, the
ground rules were fairly and clearly established.

The first Bowyer decision made a significant departure from
Reed in not requiring fraud, but instead, requiring only a finding of
intention to "hinder or delay" creditors. 96 Of course, the statutory
language provides a denial of discharge if a transfer is made with
the intention to defraud, hinder or delay creditors. 97 However, the
number of courts that have required a showing of fraud to block a
discharge, including Reed, possibly show an analysis of the phrase
"defraud, hinder or delay" to mean that "hinder and delay" is
subsumed within the meaning of "defraud." Indeed Black's Law
Dictionary defines "hinder and delay" as a phrase that "does not
necessarily, though it may, imply dishonesty or involve moral
wrong." 98 The argument that the phrase "hinder and delay" is
subsumed within the definition of "defraud" is consistent with the
Fifth Circuit's Reed decision. The Reed Court found fraud to be a
requisite element under section 727(a)(2) of the Bankruptcy Code
even though such subsection require a showing of intention to de-
fraud, hinder or delay. 99

The Fifth Circuit's first Bowyer decision clearly shows that the
three words, "defraud, hinder and delay," are to be given separate
meaning, and a finding of the intention to do any of the three may

94. NCNB Tex. Nat'l Bank v. Bowyer (In re Bowyer), 916 F.2d 1056, 1059-60 (5th Cir.
Nov. 1990).

95. First Tex. Say. Ass'n v. Reed (In re Reed), 700 F.2d 986, 991 (5th Cir. 1983).
96. 916 F.2d at 1059-60.
97. 11 U.S.C. § 727(a)(2) (1988).
98. BLACK'S LAW DICTIONARY 383 (6th Ed. 1990).
99. 700 F.2d 986, 991 (5th Cir. 1983).

1992]



TEXAS TECH LA W REVIEW

result in the loss of debtor's discharge.10 The decision on remand,
although it affirmed the bankruptcy court's decision to grant the
debtor's discharge, may not have altered that analysis. 10 1 Indeed, the
Fifth Circuit's decision on rehearing specifically stated that the bank-
ruptcy court's finding that the debtor's acts constituted legitimate
bankruptcy planning supported the legal conclusion that there was
no intent to hinder or delay creditors.1 2

The question, therefore, becomes the meaning of the phrase
"hinder and delay." In ordinary lay terms, to delay means to defer
or postpone. To hinder means to cause a delay, interruption, or
difficulty. If the section 727(a)(2) language allows the blocking of a
discharge for conversion of non-exempt to exempt assets where a
finding is merely made that the debtor attempted to hinder or delay
creditors in the lay sense, it is arguable that conversion of non-
exempt to exempt assets made with the intention to plan for a
bankruptcy is grounds for the denial of a discharge.

However, the Fifth Circuit's Bowyer decisions do not seem to
go that far. The first Bowyer decision specifically stated that "some
bankruptcy planning is appropriate" and that conversion of non-
exempt to exempt assets, "without more," does not operate to block
a Debtor's discharge. 103

From these statements in the court's opinions, it is somewhat
clear that 1) bankruptcy planning, by and of itself, is not impermis-
sible; 2) where there is no finding of an intention to defraud, hinder
or delay creditors, there will be no denial of discharge for conversion
of non-exempt to exempt assets; and 3) fraud is probably no longer
required to support a denial of discharge for conversion of non-
exempt to exempt assets.

I submit that the only logical analysis of the Fifth Circuit Court
of Appeals' Bowyer decisions is that conversion of non-exempt into
exempt assets remains permissible under certain circumstances. How-
ever, the Fifth Circuit seems to have relaxed the standard necessary
to block a debtor's discharge for such acts under section 727(a)(2).
Conversion of non-exempt into exempt assets will remain permissible,

100. NCNB Tex. Nat'l Bank v. Bowyer (In re Bowyer), 916 F.2d at 1056, 1059-60 (5th
Cir. Nov. 1990), reh'g granted, 932 F.2d 1100 (5th Cir. May 1991).

101. 932 F.2d at 1102-03.
102. Id. at 1102.
103. 916 F.2d at 1060.
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but may be more strictly scrutinized under a more relaxed standard.

III. STANDING OF A TIRD PARTY CREDITOR TO RECOVER
EXPENSES FROM A SECURED CREDITOR'S COLLATERAL

A. Facts of New Orleans Public Service, Inc. v. First Federal
Savings and Loan Association of Warner Robins (In re Delta

Towers, Ltd.)104

During the period that the debtor used a building to operate a
hotel, a public service provider provided gas and electric service to
the hotel. 05 After the filing of the debtor's bankruptcy petition, the
service provider continued to provide services.1°6 Following non-
payment for the services by the debtor, the service provider initiated
an adversary proceeding in the bankruptcy court requesting the
bankruptcy court to designate the post-petition utility charges as
administrative expenses under section 506(c) of the Bankruptcy Code,
and to allow the service provider to recover the charges from the
secured creditor from the collateral securing the creditor's claim.1°7

The complaint also sought to recover the pre- and post-bankruptcy
charges under the Common Fund Doctrine, and under certain pro-
visions of the Louisiana Code of Civil Procedure.1°8

Trial was held on the service provider's complaint, which resulted
in bankruptcy court denial of relief on the service provider's claims.'°9
The court held that the service provider failed to prove that services
resulted in a quantifiable direct benefit to the secured creditor as
required under section 506(c).1 0 The court further held that relief
would be denied under the Common Fund Doctrine because the
theory was not significantly distinguishable from section 506(c)."'
Finally, the court abstained from hearing the state law claim." 2

104. 924 F.2d 74 (5th Cir. Feb. 1991).
105. Id. at 75.
106. Id.
107. Id.
108. Id. at 75-76.
109. Id. at 76.
110. Id. at 77.
111. Id. at 78.
112. Id. at 76.
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On appeal to the district court, the denial of the section 506(c)
claim was reversed." 3 The district court concluded that the secured
creditor had indeed benefited from the provision of utility services." 4

On appeal to the Fifth Circuit Court of Appeals, the district
court's opinion that the service. provider could make a claim under
section 506(c) was challenged on the basis of standing.", The issue
before the court was whether a third party creditor has standing to
recover expenses from a secured creditor's collateral under section
506(c) of the Bankruptcy Code." 6 Further issues before the Fifth
Circuit Court of Appeals dealt with whether the secured creditor had
directly benefited from the services provided by the utility'", and
whether relief could be obtained under the Common Fund Doctrine." 8

B. Decision of the Court: Third Party Creditor Has Standing to
Recover Expenses from Secured Creditors Collateral

1. The Standing Issue

The Fifth Circuit Court of Appeals stated the general proposition
that administrative expenses are generally recoverable from the bank-
ruptcy estate." 9 Section 506(c) of the Bankruptcy Code provides an
exception to the general rule. 20 Section 506(c) of the Bankruptcy
Code states that

The trustee may recover from property securing an allowed secured
claim the reasonable, necessary costs and expenses of preserving,
or disposing of, such property to the extent of any benefit to the
holder of such claim.12'
Therefore, under the provision of Section 506(c), where its

elements are met a "trustee" may recover from a secured creditor's
collateral rather than from property of the estate.'2 The Fifth Circuit

113. Id.
114. Id. See also New Orleans Pub. Serv., Inc. v. Delta Towers Ltd. (In re Delta Towers,

Ltd.), 112 B.R. 811 (Bankr. E.D. La. 1990).
115. 924 F.2d at 76.
116. Id.
117. Id. at 77-78.
118. Id. at 78-79.
119. Id. at 76. Section 503 of the Bankruptcy Code provides for allowance of administrative

expenses against the estate of the bankrupt debtor. See II U.S.C. § 503 (1988).
120. See 11 U.S.C. § 506(c) (1988).
121. Id.
122. See id.
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annunciated the three elements that must be shown to preserve a
claim under Section 506(c): 1) the expenditure must be necessary; 2)
the amounts expended must be reasonable; and 3) the secured creditor
must benefit from the expenses. 23 The burden of demonstrating these
elements is on the party seeking recovery. 24

An ostensibly major obstacle for the third party creditor to
overcome in this Fifth Circuit case was whether such creditor had
standing to recover under Section 506(c). 25 It is apparent from the
"seemingly unambiguous language"'2 of Section 506(c) that the relief
is limited to a trustee in bankruptcy. 27

The Fifth Circuit Court of Appeals determined, following a
growing body of case law, that section 506(c) relief may be accorded
to a third party creditor despite the statute's apparent limitation of
relief to a "trustee."'1 28

2. Other Holdings of the Court

a. Direct Benefit

Since the Fifth Circuit Court of Appeals held that section 506
relief is available to a third party creditor, the court had to address
the issue of whether the service provider had directly benefited the
collateral of the secured creditor. 29 As previously stated, the bank-
ruptcy court found that the service provider did not directly benefit

123. New Orleans Pub. Serv., Inc. v. First Fed. Sav. & Loan Ass'n of Warner Robins (In
re Delta Towers, Ltd.), 924 F.2d 74, 76 (5th Cir. Feb. 1991) (citing In re Trim-X, Inc., 695
F.2d 296, 299 (7th Cir. 1982)).

124. General Elec. Credit Corp. v. Levin & Weintraub (In re Flagstaff Food Serv. Corp.),
739 F.2d 73, 77 (2d Cir. 1984); Brookfield Prod. Credit Ass'n v. Barron, 738 F.2d 951, 952
(8th Cir. 1984).

125. 924 F.2d at 76.
126. Id.
127. See 11 U.S.C. § 506(c) (1988). Pursuant to § 1107 of the Bankruptcy Code, a chapter

11 debtor-in-possession has many of the rights, powers, and duties of a chapter 7 trustee. 1
U.S.C. § 1107 (1988). The relief accorded by § 506(c) would, accordingly, be afforded to a
chapter 7 trustee in bankruptcy or a chapter 11 debtor-in-possession.

128. 924 F.2d at 76. Accord, McKeesport Steel Castings Co. v. Equibank N.A. (In re
McKeesport Steel Castings Co.), 799 F. 2d 91, 94 (3d Cir. 1986); Geller v. International Club
Enter. (In re International Club Enter.), 105 B.R. 190, 193 (Bankr. D.R.I. 1989); In re World
Wines, Ltd., 77 B.R. 653, 658 .4 (Bankr. N.D. Ill. 1987); 3 Collier on Bankruptcy, 1 506.06,
at 506-58.7a (15th ed. 1990). The court cited with approval a further requirement that the
trustee must have failed or refused to attempt the section 506(c) recovery. 924 F.2d at 77.

129. See 924 F.2d at 77-78.
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the collateral of the secured creditor."10 The district court disagreed,
finding specific ways the service provider could have benefited the
collateral, and remanding the decision to the bankruptcy court for a
determination of the issue.13' The Fifth Circuit Court of Appeals
disagreed with the analysis of the district court.' 32 Although the Fifth
Circuit agreed that the record could potentially have supported
findings of direct benefit, the court held that the bankruptcy court's
finding of no direct benefit was not clearly erroneous.' Since the
decision of the bankruptcy court was not clearly erroneous, the
district court was constrained to give appropriate deference to the
factual findings of the bankruptcy court."'

b. Common Fund Doctrine

The Common Fund Doctrine is a common law equitable principle
in federal law that requires a prevailing party to pay expenses
necessary to preserve property subject to litigation. 135 The bankruptcy
court had held that the Common Fund Doctrine was not significantly
different from relief sought by Section 506(c), and, therefore, denied
the requested relief. 36 The district court affirmed the bankruptcy
court's decision.13

'

The Fifth Circuit Court of Appeals held that because the Bank-
ruptcy Code provides sufficient means for a service provider to obtain
fees for utilities, the circumstances would not justify the use of
equitable principle. 38 The decisions of the bankruptcy court and
district court were, therefore, affirmed.139 The court further held that
there was some question as to whether the Common Fund Doctrine
remains a viable independent source of recovery in light of the
enactment of the Bankruptcy Code with its equitable principles. 14

130. Id. at 77.
131. Id.
132. Id. at 77-78.
133. Id. at 78.
134. Id.
135. Id. at 78 (citing New York Dock Co. v. The Poznan, 274 U.S. 117 (1927)).
136. New Orleans Pub. Serv., Inc. v. First Fed. Say. & Loan Ass'n of Warner Robins (In

re Delta Towers, Ltd.), 924 F.2d 74, 78 (5th Cir. Feb. 1991).
137. Id.
138. Id.
139. Id. at 78-79.
140. Id. at 78.
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C. Significance of the Decision

The significance of the Delta Towers decision is two-fold. First,
specifically with respect to Section 506(c) of the Bankruptcy Code,
it is now clear that a third party creditor providing direct benefit to
property owned by a debtor in bankruptcy subject to liens of another
creditor will have the standing to collect for such charges directly
against the collateral.' 4' The Fifth Circuit has apparently qualified
such standing by a requirement that the trustee and debtor-in-pos-
session must first refuse to seek recovery of the charge against the
secured creditor's collateral. 42 The second item of significance of the
Delta Towers decision is application of the statutory construction
utilized by the case to other areas of bankruptcy law. 43 As stated
herein, the language under section 506(c) seemingly unambiguously
allows recovery only to a "trustee."' 4 The Fifth Circuit noted the
unambiguous language. 145 The Fifth Circuit Court's acceptance of a
broader construction of the standing of a third party creditor to step
into the trustee's shoes could have significant ramifications in a
number of circumstances in which the Bankruptcy Code ostensibly
limits relief to a bankruptcy trustee.

IV. DISQUALIFICATION OF ATTORNEY REPRESENTING BOTH A

DEBTOR LIMITED PARTNER AND A DEBTOR GENERAL PARTNER

A. Facts of W.F. Development Corp. v. Office of the United
States Trustee (In re W. F. Development Corp.)' 46

In W.F. Development an attorney filed a bankruptcy case for
various limited partnerships. 14 7 Pursuant to section 327 of the Bank-
ruptcy Code, employment of counsel for the debtor of the limited
partnerships was approved by bankruptcy court.' 48 Subsequent to the
filing of the bankruptcy cases for the limited partnerships and ap-
proval of employment by the court, the same counsel filed a bank-

141. See id. at 76-77.
142. Id. at 77.
143. See id. at 76.
144. Id.
145. See id.
146. 905 F.2d 883 (5th Cir. July 1990).
147. Id. at 884.
148. Id.
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ruptcy petition for W.F. Development. 49 Counsel disclosed to the
bankruptcy court that the limited partnerships that had previously
been placed into bankruptcy were W.F. Development's limited part-
ners. 150 The United States Trustee objected to counsel's employment
on the basis of conflict of interest."5'

Full hearings were held on the United States Trustee's objections
resulting in bankruptcy court disqualification of counsel from rep-
resenting W.F. Development."12 Though there had been no objection
to counsel's representation of the limited partners, the court likewise
disqualified counsel from the earlier approved representation.'

The issue before the court was whether the nature of the rela-
tionship between the limited partners and the general partner consti-
tuted grounds for a per se disqualification of the attorney representing
both the limited partners and the general partner in their separate
bankruptcy proceedings. 5 4

B. Decision of the Court: Adoption of a "Clear Rule"
Disqualifying an Attorney Attempting to Represent Both Debtor

Limited Partners and a Debtor General Partner

Counsel argued that the bankruptcy court failed to hold a full
evidentiary hearing and to make a "painstaking analysis of the facts
and precise application of precedent" to determine whether a real
and specific conflict existed that was factually substantiated on the
evidentiary record.' 55 The Fifth Circuit Court of Appeals, in a short
opinion, stated that limited and general partners have materially
adverse positions in bankruptcy cases. 56 The court cited the example
of section 723(b) of the Bankruptcy Code, 57 which provides that a
non-debtor general partner's assets can be tapped to cover deficiencies
in the limited partners bankruptcy estate. 58 Because there is always

149. Id.
150. Id.
151. Id.
152. Id.
153. Id.
154. See id.
155. See id.; Pierson & Gaylon v. Creel & Atwood (In re Consolidated Bancshares, Inc.),

785 F.2d 1249, 1256 (5th Cir. 1986); In re Global Marine, 108 B.R. 998 (Bankr. S.D. Tex.
1987).

156. 905 F.2d at 884.
157. 11 U.S.C. § 723(b) (1988).
158. Id.
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a potential for conflict of interest where an attorney represents both
limited and general partners, the Fifth Circuit Court of Appeals
adopted a clear rule as follows: when one attorney represents both
limited and general partners in bankruptcy, disqualification is proper.5 9

The Fifth Circuit determined that it is unnecessary for a court to
have a full evidentiary hearing and to determine whether a real and
specific conflict exists.' 60 The court further held that a bankruptcy
court need not make specific findings of fact as to whether such a
conflict exists.' 6 ' Because this type of representation always creates
the potential for conflict, the bankruptcy court need not jump
through unnecessary hoops to make a complete analysis of the
facts. ,62

C. Significance of the Decision

The significance of the W.F. Development decision is the clear
rule annunciated by the Fifth Circuit Court of Appeals as to the
representation of both limited and general partners in bankruptcy
proceedings. The rules dictating whether counsel for a debtor will be
disqualified are sometimes unclear. For example, in In re Huddleston16

1

a case decided after W.F. Development, the court held that counsel
could represent both the debtor-in-possession corporation and its
debtor-in-possession sole shareholder.' 64 The court in the Huddleston
case stated that such determinations should be made on a case by
case basis and not on the basis of the relationship between the
parties. 165 In W.F. Development, the Fifth Circuit Court of Appeals
stated that a per se qualification exists based on relationship of the
parties when the parties are limited and general partners of a debtor. 66

Based on the "clear rule" announced by the court, no questions will
exist as to propriety of such a representation as to the particular
relationship addressed by the court. 67

159. 905 F.2d at 884.
160. Id. at 884-85.
161. Id. at 884.
162. Id.
163. 120 B.R. 399 (Bankr. E.D. Tex. 1990).
164. Id. at 402-03.
165. Id. at 402.
166. W.F. Dev. Corp. v. United States Trustee (In re W.F. Dev. Corp.), 905 F.2d 883,

884 (5th Cir. July 1990).
167. See id.
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V. CONCLUSION

The bankruptcy decisions rendered by the Fifth Circuit during
the survey period discussed a number of issues. The only case of
wide significance decided by the Fifth Circuit during the survey
period was Bowyer.16 In the Bowyer case, the Fifth Circuit Court
of Appeals tackled thorny issues relating to the extent of permissible
pre-bankruptcy planning by a debtor. 69 Although the case leaves
many questions unanswered, the court appears to have placed greater
scrutiny on a debtor's ability to perform pre-bankruptcy planning.
The Delta Towers opinion concludes that a third party creditor has
standing to recover expenses from a secured creditor's collateral
under Bankruptcy Code section 506(c). 170 In W.F. Development, the
court stated a "clear rule" that an attorney may not, in bankruptcy
proceedings, represent both a debtor limited partner and its debtor
general partner. 7'

168. NCNB Tex. Nat'l Bank v. Bowyer (In re Bowyer), 916 F.2d 1056 (5th Cir. Nov.
1990), reh'g granted, 932 F.2d 1100 (5th Cir. May 1991).

169. Id. See supra notes 1-103 and accompanying text.
170. New Orleans Pub. Serv., Inc. v. First Fed. Say. & Loan Ass'n. of Warner Robins

(In re Delta Towers), 924 F.2d 74 (5th Cir. Feb. 1991).
171. W.F. Dev. Corp. v. United States Trustee (In re W.F. Dev. Corp.), 905 F.2d 883

(5th Cir. July 1990).
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