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from other creditors and stockholders as
the price of their assent to a plan.” Securi-
ties and Exchange Commission, Report on
the Study and Investigation of the Work,
Activities, Personnel and Functions of Pro-
tective Reorganization Committees, Part
VIII at 121 (1940); see Young v. Higbee,
324 U.S. at 211 n. 10, 65 S.Ct. at 598 n. 10.

In the case at bar, Japonica, by acquiring
a blocking position, has defeated the debt-
or's plan and can defeat any other plan and
thereby obstruct a ‘““fair and feasible reor-
ganization.” Id. at 211, 65 S.Ct. at 598.
Japonica, like Hilton in the Waco case,
bought a blocking position after the debtor
proposed its plan of reorganization. In
Waco, Hilton’s objective was to force Waco
to reestablish Hilton’s interest in the hotel.
In the instant case, Japonica's interest is to
take over and control the debtor. Section
1126(e) and its predecessor were intended
to enable the court to disqualify the votes
of parties who engage in such conduct.

In a subsequent case interpreting section
203 of the Bankruptecy Act, the Circuit
Court of Appeals for the Second Circuit
held that the purchase of claims for the
purpose of securing approval or rejection
of a plan of reorganization is not per se bad
faith:

The mere fact that a purchase of credi-

tors’ interests is for ... securing the

approval or rejection of a plan does not
of itself amount to ‘bad faith. When
that purchase is in aid of an interest
other than an interest as a creditor, such
purchases may amount to ‘bad faith’ un-
der section 203 of the Bankruptey Act.

In re P-R Holding Corp., 147 F.2d 895,
897 (2d Cir.1945). Bankruptcy courts inter-
preting section 1126(e) have quoted this
language with approval. In re Gilbert,
104 B.R. 206 (Bankr.W.D.Mo0.1989); In re
MacLeod Co., Inc., 63 B.R. 654 (Bankr.S.D.
Ohio 1986). Although Lederman testified
that he voted against the plan for economic
reasons, the court does not find the eco-
nomic reasons offered by Japonica credita-
ble. We find that Japonica acted “in aid of

7. Bankruptcy Rule 3016 provides that “[a] party
in interest, other than the debtor, who is autho-
rized to file a plan under § 1121(c) ... may file
a plan at any time before the conclusion of the

an interest other than an interest as a
creditor....” In re P-R Holding, 147
F.2d at 897. The overriding fact that
causes this court to reach this conclusion is
that Japonica chose to buy claims which
gave it unique control over the debtor and
the process. With one minor exception,
Japonica purchased its claims—and became
a creditor—after the debtor’'s disclosure
statement was approved. Japonica knew
what it was getting into when it purchased
its claims. Japonica is a voluntary claim-
ant. If Japonica was unsatisfied by the
proposed distribution, it had the option of
not becoming a creditor. Japonica could
have proposed its plan without buying
these claims.

1. The Court Finds that Japonica
Acted in Bad Faith

{11 Japonica’s actions with respect to
the purchase of claims were in bad faith.
Notwithstanding Japonica’s allegedly long-
standing interest in the debtor, Japonica
filed its plan of reorganization at the elev-
enth hour.” Notwithstanding Japonica’s al-
legedly longstanding interest in the debtor,
Japonica did not purchase significant
claims until the voting period on the debt-
or’s plan. Japonica was also at this time a
proponent of a plan. The particular claims
that Japonica purchased, and the manner in
which they were purchased, can be used to
determine their intent. Japonica purchased
a clear blocking position in Class 2.AI.2,
the secured bank lenders. Because that
class was the most senior class, a negative
vote in that class made confirmation ex-
tremely difficult, if not impossible. Japoni-
ca paid approximately 80% of the face
amount for the first five claims in Class
2.AL.2. As Japonica approached ownership
of 33% in amount of this class, it paid 85%
of the face amount for the next claim, that
of First National Bank of Boston. It then
purchased the claim of Continental Bank
for 95% of the face amount. This gave
Japonica 33.87% of the amount of Class

hearing on the disclosure statement...."” (em-
phasis added). Japonica filed its plan of reorga-
nization on January 24, 1990—the last day of
the hearing on the debtor’s disclosure statement.
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2.AL2 claims. Thereafter, Japonica pur-
chased one more bank claim, but only for
82% of the face amount. If Japonica pur-
chased bank claims solely for economic pur-
poses, it would not have paid 95% of the
face amount and then returned to an 82%
purchase. Instead, it purchased almost ex-
actly the amount required to block the plan
of reorganization.

Lederman was a bankruptcy lawyer who
clearly understood the significance of
33Y%% of a class. The court finds from
these facts Japonica’s purpose was control
and was in bad faith. Japonica recited to
the court that it wanted to provide cash to
creditors. Japonica’s plan proposes to pay
cash to creditors, but with a portion held
back pending resolution of unresolved
claims. Because the court believed this
recitation, the court granted additional time
to Japonica for its plan. However, the
court was misled. Japonica's purpose was
control and so we find.

Similarly, Japonica purchased only
enough claims in Class 4.AI.2 to block an
affirmative vote by that class. That class
follows Class 2.AI.2 in priority. Thus, Ja-
ponica purchased a blocking position in the
two highest classes which were impaired,
ensuring that the debtor could not confirm
its plan of reorganization. Again, we note
that the two classes in which Japonica pur-
chased claims have directly opposite inter-
ests with respect to the bank litigation.
The court is hard pressed to characterize
Japonica’s actions as merely furthering
their own economic interests.

[2] Votes must be designated when the
court determines that the “creditor has
cast his vote with an ‘ulterior purpose’
aimed at gaining some advantage to which
he would not otherwise be entitled in his
position.” In re Gilbert, 104 B.R. at 216;
see also Insinger Machine Co. v. Federal
Support Co. (In re Federal Support Co.),
859 F.2d 17 (4th Cir.1988).

In In re MacLeod, 63 B.R. at 656, the
bankruptcy court designated the votes of
dissenting creditors who were competitors
because the court concluded that those
votes were cast for the “ulterior purpose of
destroying or injuring debtor in its busi-
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ness so that the interests of the competing
business could be furthered.” Al
though the debtor and Japonica are not
engaged in competing businesses, the court
finds In re MacLeod analogous to the case
sub judice. Japonica and the debtor were
proponents of competing plans of reorgani-
zation. Japonica’s stated purpose was to
take over the debtor. To do so, it was
necessary for Japonica to block confirma-
tion of the debtor’s plan of reorganization.
Thus, the court concludes that Japonica’s
actions were for an ulterior motive.

Under chapter 11, creditors and interest
holders vote for or against a plan of reor-
ganization, after adequate disclosure, if
such vote is in their best economic inter-
ests. If, as in the instant case, an outsider
to the process can purchase a blocking
position, those creditors and interest hold-
ers are disenfranchised. If competing
plans of reorganization are pending, the
court must consider the preferences of the
creditors and interest holders. If a plan
proponent, such as Japonica, can purchase
a blocking position, the votes of the other
creditors and interest holders are rendered
meaningless. Moreover, Japonica, who
chose to become a creditor, should not have
veto control over the reorganization pro-
cess. The court does not believe that such
a result was intended by Congress. There-
fore, for all of the reasons stated above,
the court designates the votes of Japonica
pursuant to 11 U.S.C. § 1126(e) in Class
2.A1.2 and Class 4.AL.2.

C. The Alleged Milligan Conspiracy

Prior to voting on the debtor’s plan of
reorganization, various creditors expressed
concern about the liquidity and stability of
the stock they would receive under the
debtor’s plan. Those creditors, particularly
the secured lenders, emphasized the need
for an orderly sale mechanism for creditors
who did not wish to hold the stock long-
term. They feared that large blocks of
stock would be sold soon after the plan was
consummated and as a result of these big
sales, the market would be flooded and the
price of the stock would be depressed. The
unsecured creditors also feared the banks
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could cause a control transaction to occur,
defeating the purpose of the reorganization
plan and making the warrants worthless.

From depositions it appears that in late
January 1990, Charles O'Hanlon, a repre-
sentative of Mellon Bank, N.A., the agent
for the consortium of 26 banks that com-
prised the secured lenders, met in Florida
with representatives of the debtor, includ-
ing James D. Milligan, the chief executive
officer of Sunbeam and the chairman, chief
executive officer, and chief executive offi-
cer-designate of the reorganized Al, to dis-
cuss, inter alia, the concerns of the secured
lenders about the liquidity of the stock and
request a mechanism for sale of the stock
by those banks that would want to sell. At
that meeting, O'Hanlon asked Milligan and
Samuel H. lapalucci, the vice president and
chief financial officer, to help locate pro-
spective purchasers of the reorganization
stock. O’Hanlon and Milligan both agreed
that neither Milligan nor the debtor should
actually be involved in the sale or purchase
of the stock., However, an officer of Stan-
dard Chartered Bank testified that John
Elwood, the director of reorganization for
the debtor, advised him of the possibility of
a buyer of the when-issued shares. Depo-
sition of David W. Robie, 22-25. An offi-
cer of National Westminster Bank testified
about a similar conversation with Anthony
Munson, the treasurer of the debtor. Dep-
osition of Michael E. Mahoney, 23-24.

Although the exact chronology is unclear
from the record, Milligan had discussions

8. Lufkin is the secured lenders’ designated
member of the board of directors of the reorga-
nized debtor. Because of his failure to cooper-
ate with discovery attempts, the court bars him
from serving on the board of directors.

9. DLJ is well known to this court; on two previ-
ous occasions during the course of this bank-
ruptcy, DIJ attempted to acquire the debtor.
On November 2, 1988, the debtor entered into a
letter of intent and preliminary agreement with
DLJ, by which DLJ would acquire the debtor.
Thereafter, a competing proposal was submitted
by Paul S. Levy, Peter A. Joseph, and Angus C.
Littlejohn (the “Levy Group"). The court in-
structed the debtor to consider the bid of the
Levy Group and the responsive bid of DLJ. The
debtor selected the revised DLJ proposal and
entered into a revised letter of intent with DLJ
on November 16, 1988.

with various potential investors familiar to
him, including Melvyn Klein, Daniel Luf-
kin,® and the Belzberg Brothers of Canada,
concerning purchase of the reorganization
securities. O’Hanlon and Gerald Shapiro,
chairperson of the Creditors’ Committee,
had agreed that “DLJ” would be accept-
able.® At some time, Milligan advised Law-
rence M. v. D. Schloss of DLJ that he had
spoken with representatives of GKH Part-
ners, who had indicated interest in purchas-
ing the reorganization securities upon their
issuance,

On March 7, 1990, at a meeting in Luf-
kin’s office in New York City, Milligan told
Lufkin that the aforementioned investors,
and others, had “a desire to own equity in
whatever company I ran, and that creditors
had expressed a desire to sell equity, and
they had selected or intended to indicate
that DLJ could act as an agent on behalf of
would-be purchasers....” Milligan Depo-
sition, 121-22. lapalucci was also present
at that meeting; he explained the plan,
including the “poison pill” or change of
control provision. That provision provides
that no entity or entities acting in concert
could acquire more than 30% of the when-
issued stock without the offer being made
to all shareholders. Id. at 128-32. The
next day, Milligan, lapalucci, representa-
tives of DLJ, and representatives of GKH
met at DLJ’s offices. Shortly after that
meeting, as part of their due diligence,
representatives of DLJ and GKH toured

The Levy Group then submitted another pro-
posal which the debtor rejected. However,
shortly before the meeting of the debtor's board
of directors to approve the final DLJ proposal,
DLJ informed the debtor that it had reached an
agreement with the Levy group to sell them two
major business units of the debtor. The debtor
then moved to void the agreement with DLIJ.

On or about February 22, 1989, the debtor
entered into an agreement and plan of merger
with a company formed by DLJ. Milligan was
a participant with DLJ in the plan and was to
have been the chief executive officer and a di-
rector of the company formed by DLI. The
transaction between the debtor and DLJ was
never consummated because the debtor failed to
meet certain projections. However, the debtor
retained Milligan as a consultant, and later
made him president of Sunbeam Corp.
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various facilities of the debtor.
participated in those tours.

On or about March 16, 1990, DLJ advised
those secured lenders who had not sold
their claims that a “group of investors has
proposed buying when-issued stock from
the individual AI Secured Banks. The pro-
posed purchase price is $6.25 per share.”
Thereafter, Schloss advised the bank
group’s financial advisor, Houlihan Lokey
Howard & Zukin (“Houlihan Lokey”) of the
outline of the plan to purchase the when-is-
sued stock. Houlihan Lokey then notified
all of the banks, and provided DLJ with the
names and addresses of the contact people
for each of the members of the bank group.

Milligan

DLJ acted as the agent for those inves-
tors. Deposition of Frank E. Krepp (Pitts-
burgh National Bank), 26; Mahoney Depo-
sition, 30. The identities of those investors
were undisclosed at the time of the offer.
Deposition of Charles F. O’Hanlon, III, 87,
Deposition of Harvey L. Peckins (Bank of
New York), 88; Robie Deposition, 32. The
DLJ offer was made to every member of
Class 2.AL.2 who had not assigned its claim
to Japonica. DLJ, acting on behalf of its
investors, negotiated individually with each
bank that was interested in selling its
when-issued shares, ultimately entering
into Stock Purchase Agreements with the
following banks: Bank of America Nation-
al Trust and Savings Association; Bank of
New York; Commerzbank Aktiengesells-
chaft; Citizens and Southern National
Bank; M & I Marshall & Illsley Bank;
Bank One; Manufacturers Hancver Trust
Company; Barclays Bank PLC; Bayerische
Vereinshank AG; The Bank of Tokyo Trust
Company Moia Group Ltd,; Pittsburgh Na-
tional Bank; and First American Bank.
Neither Milligan nor any other representa-
tive of the debtor were involved in the
negotiations. O’Hanlon Deposition, 131,
188-84; Deposition of Samuel H. Iapalucci
(4/12/90, p.m.), 51, 83, 130; Krepp Deposi-
tion, 23, 26, 77, 107; Milligan Deposition,

10. Morgan Guaranty Trust Company of New
York, Standard Chartered Bank, and Grant
Street National Bank (the successor-in-interest
to Mellon Bank, N.A.).
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63, 85; Robie Deposition; Deposition of
Lawrence M. v. D. Schloss, 62-63.

The stock purchase agreements did not
require the banks to vote in favor of the
debtor’s plan. Deposition of Eren Hussein
(Barclay’s Bank), 32; Krepp Deposition,
22-23; Mahoney Deposition, 47; Peckins
Deposition, 80-82; Robie Deposition, 32.
In fact, some of the banks required a spe-
cific provision to that effect in their stock
purchase agreements. Krepp Deposition,
22-23, 69-70, 78-19, 97-98, 100; Mahoney
Deposition, 47. However, the stock. pur-
chase agreements required the banks to
use their “best efforts” to effectuate such
agreements. Three banks which did not
enter into stock purchase agreements voted
in favor of the debtor’s plan.!®

Prior to March 16, 1990, the debtor had
arranged a meeting with Swiss Volksbank.
That meeting was requested by Swiss
Volksbank, Milligan Deposition, 157, and
was intended as a discussion of the compa-
ny and the plan of reorganization. On the
morning of March 19, 1990, the following
people met with representatives of Swiss
Volksbank: Oliver Travers, the chairman
and chief executive officer of the debtor;
Munson; Robert Martin of Smith Barney
Harris & Upham, the debtor’s financial ad-
visor; and M. Weston Chapman of DLJ.!
At that meeting, counsel for Swiss
Volksbank indicated to Chapman that the
Swiss noteholders were interested in sell-
ing their stock; they did not want to hold
stock in a. reorganized company. Deposi-
tion of Mark Weston Chapman, 21-22, 25—
26. None of those parties offered to pur-
chase any of the reorganization stock of
the Swiss noteholders, although Chapman
raised that possibility at another meeting
later that day. Swiss Volksbank stated
that they had received an offer from Japo-
nica, so that time was of the essence. Id.
at 26-27; Travers Deposition, 68. DLJ and
the Swiss Volksbank did not enter into a
stock purchase agreement, but it appears
that they began the process. As stated

11. When Travers left for Switzerland, he was
unaware that a representative of DLJ would be
attending that meeting; he did not learn that
fact until he was en route.
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above, Japonica ultimately purchased a sig-
nificant portion of the Swiss Franc notes.

As of March 30, 1990, when the voting on
the debtor’s plan concluded, the court had
not approved Japonica's disclosure state-
ment. Therefore, creditors and interest
holders could only vote for, or against, the
debtor’s plan. The court approved the Ja-
ponica disclosure statement on May 3,
1990.

1. Votes in Favor of the Plan Will
Not Be Designated

The motions to designate which Japonica
and the Equity committee have filed seek
to designate all votes filed in favor of the
debtor’s plan. Japonica and the Equity
Committee assert that the transactions in-
volving DLJ, Milligan, and the secured
lenders were not disclosed, in violation of
11 U.S.C. § 1125. Japonica and the Equity
Committee contend that the other creditors
would not have voted for the debtor’s plan
if they had known about the alleged “Milli-
gan conspiracy.” They assert that the pur-
pose of the transaction was to take control
of the debtor and entrench Milligan and
certain debtor executives as the manage-
ment. Japonica and the Equity Committee
further assert that such control of the
debtor was to be obtained without paying a
premium to other creditors. Japonica and
the Equity Committee also assert that the
debtor has discriminated against certain
creditors and the equity holders as a result
of the attempted transaction with DLJ. Ja-
ponica and the Equity Committee further
assert that the debtor’s plan was proposed
in bad faith, in contravention of 11 U.S.C.
§ 1123. In this connection, the parties
agree that many of the issues raised in
these two motions overlap with objections
to confirmation.

[3,4] Although the court will not desig-
nate all votes on the debtor’s plan of reor-
ganization, as requested by Japonica and
the Equity Committee, certain activities
and matters which the court finds objec-
tionable will be dealt with in the context of
confirmation. Section 1126(e) provides that

12. It should be noted that the Creditors’ Com-
mittee has indicated its continuing support of
the debtor’s plan, notwithstanding the matters

the court may designate the votes of “any
entity whose acceptance or rejection ...
was not in good faith, or was not solicited
or procured in good faith....” Even if the
court should hold that the attempted trans-
action between DLJ and the banks was not
in good faith, the court cannot disqualify
the votes of the other remaining claimants
who knew nothing about the transaction.
The remedy under 11 U.S.C. § 1126(e) is to
disqualify acceptances or rejections that
have been improperly solicited. Trans
World Airlines, Inc. v. Texaco, Inc. (In re
Texaco, Inc.), 81 B.R. 813 (Bankr.S.D.N.Y.
1988). Simply stated, the court should des-
ignate the votes of only those creditors or
interest holders who were engaged in
wrongdoing. There is no authority for des-
ignating the votes of innocent creditors or
interest holders.!?

[5] Nor do we find sufficient grounds
for designating the votes of the banks that
accepted the various offers. Although we
are concerned by the conduct of DLJ and
the secured banks, we cannot conclude that
the banks voted “in aid of an interest other
than an interest as a creditor....” In re
P-R Holding, 147 F.2d at 897. Unlike
Japonica, the banks have been parties to
this case since that fateful Saturday after-
noon in February 1988. Similarly, we can-
not conclude that the banks acted for an
improper or ulterior motive. In re Pine
Hill Collieries Co., 46 F.Supp. 669 (E.D.Pa.
1942). The banks voted for the debtor’s
plan because they thought it to be in their
best interest. The banks favored the debt-
or's plan even without the possibility of
selling their shares. Mahoney Deposition,
47; Hussein Deposition, 32; Krepp Deposi-
tion, 21-22; Deposition of Gev F. Nentin
(Manufacturers Hanover Trust Company),
102-103; Deposition of Craig Wolf (Citi-
zens and Southern Bank), 26-28. Notwith-
standing their concerns about the liquidity
of the reorganization shares, the banks in-
tended to vote for the debtor’s plan of
reorganization. Hussein Deposition, 39-40;
Deposition of Robert TenHave (Commerz-

of which Japonica and the Equity Committee
complain.
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bank) 20; Krepp Deposition, 42-48; O’'Han-
lon Deposition, 43-46. Although some of
the aforementioned testimony may have
been self-serving, it is consistent with the
representations made in court over the last
several months. An earlier, similar, per-
mutation of the present plan of reorganiza-
tion was a joint submission of the debtor
and the bank group, although the plan of
reorganization sub judice was not filed
jointly with the bank group.”® The court
finds that the attempted transaction be-
tween DLJ and the banks did not cause the
banks to change their intended votes for
the debtor’s plan. Moreover, three banks
that did not enter into agreements with
DLJ voted in favor of the debtor’s plan and
their votes would be sufficient to carry the
class.

It must also be emphasized that the con-
templated purchase price for the when-is-
sued shares, $6.25, was not a premium. It
fell within the range of estimates that pre-
viously had been made of the value of the
when-issued shares, and is consistent with
the court’s determination of value, dis-
cussed below. It should be noted that Ja-
ponica later purchased the claims of Class
4.A1.2 at a price equivalent to $7 per share.

However, because it appears to the court
that the transactions with DLJ may have
permitted DLJ or others to take control of
the debtor, the court treats these matters
as objections to confirmation. The court
does not view those évents as a “Milligan
conspiracy,” although it finds the process
inept and ill-timed and lacking disclosure.

All of the parties know that this reorga-
nization has been a fragile process. Con-
sensus has been virtually unattainable.
The court questions the thought given to
these activities which could upset the del-
icate process. The third involvement of
DLJ is incredible, in light of this court’s
oft-stated disgust with their earlier failed
efforts.

Nevertheless, the court denies the mo-
tions of Japonica and the Equity Committee
to designate all other votes in favor of the
13. Based on the representations of counsel, all

of the banks agreed to file the joint stock plan.
Subsequently, a few of the banks decided
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debtor’s plan. Later in the context of con-
firmation, the court will resolve the mat-
ters it finds inequitable.

II. THE COMPLAINT OF THE BANKS
FOR EQUITABLE RELIEF AND TO
RESTRAIN JAPONICA AND ITS AF-
FILIATES

On April 14, 1989 Japonica announced a
tender offer for all claims in Class 7.AL1,
the subordinated debt, and for certain of
the claims in Class 5.CH.1, Chemetron gen-
eral unsecured claims. This tender offer
was held open until May 16, 1990.
Through the tender offer, Japonica ac-
quired approximately 62% of the claims in
Class 7.Al.1 and 36% of the debentures in
Class 5.CH.1.

On May 3, 1990 the court approved Japo-
nica's disclosure statement. The court
notes that on that date Japonica's tender
offer was still outstanding. Therefore,
from the approval of its disclosure state-
ment on May 3, 1990, until the expiration of
the tender offer, May 16, 1990, Japonica
was soliciting claims outside its plan while
it was a proponent both before and after it
had an approved disclosure statement.

The court further notes that on June 7,
1990 Japonica purchased the claims of sev-
eral insurance companies in Class 4.A1.2,
senior unsecured claims. Those creditors
had voted against Japonica’s plan. There-
after, on June 8, 1990, the final day for
voting on Japonica’s plan, those insurance
companies moved for leave to change their
vote. Japonica purchased those claims for
$7.00 per share—more than the $6.42 per
share which was offered by the Japonica
plan.

The results of the balloting on Japonica’s
plan were filed with the court on June 21,
1990. Three classes of creditors and one
class of interest holders did not accept the
Japonica plan. The Japonica plan voting
results appear as follows:

against the joint stock plan. However, the
banks continued to support the debtor’s plan.
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Class % of the Voters % of the Dollars
2.AL.2 36 38

4.A1.2 87 17

5.A1 84 80

5.CH.1 92 66

T.AL1 88 95

8.AlL1 92 N/A
8.Al.2 T4 N/A
9.AIL1 47 N/A

It should be noted again at this point
that Japonica’s plan was allowed to go for-
ward for voting by creditors because it
promised a cash payout to the creditors.
Although the court believed the debtor’s
plan could be confirmed, creditors had con-
sistently expressed strong interest in re-
ceiving cash rather than stock. Therefore,
the court indulged Japonica and allowed it
to go forward with its plan. The Japonica
cash plan failed to win the approval of
three classes of creditors and cannot be
confirmed.

While the above balloting transpired, Ja-
ponica was permitted to perform due dil-
igence of the debtor pursuant to an order
of court dated March 15, 1990, which Japo-
nica requested. Although there was an
early dispute prior to the order regarding
the debtor’s cooperation with Japonica, on
the whole it appears that the debtor more
than complied with this court’s order. In
fact, the debtor provided Japonica with of-
fice space and use of other facilities at
their general office in Pittsburgh. On
June 11, 1990, M. Bruce McCullough, Esq.,
the debtor’s chief bankruptey counsel, in-
formed Japonica that their due diligence
process was terminated and that they
would have to leave the debtor’s general
office at the end of that business day.

On June 12, 1990, a group of 16 banks
commenced an adversary action, at Adver-
sary No. 90-260, against Japonica and its
affiliates. That action seeks, inter alia, the
following equitable relief: enjoining Japoni-
ca from interfering with the management
or exercising control over the business or
property of the debtor; requiring that all
distributions to Japonica be held as securi-
ty for the performance of certain obli-
gations under the certificate of reorganiza-
tion of the reorganized debtor and enjoin-
ing Japonica from exercising control over
the reorganized debtor; prohibiting Japoni-
ca from designating directors of the reor-

ganized debtor; limiting the distribution to
Japonica to the lesser of the amount they
paid to purchase the claims or the distribu-
tion provided in their plan; or, equitably
subordinating the claims purchased by Ja-
ponica to all other claims.

The defendants have answered and
raised counterclaims and third party
claims. The court separated the trial of
issues arising under the adversary com-
plaint from the counterclaims and third
party complaint and limited the hearing to
matters that were related to the confirma-
tion of the debtor’s plan of reorganization.
Japonica demanded a jury trial; the court
denied that request.

In a factually related matter, the debt-
or’s motion to designate, the court found
that Japonica entered upon a course of
conduct designed to gain control of the
debtor. The facts in this proceeding rein-
force the court’s finding of bad faith con-
duct of Japonica to further manipulate the
bankruptcy process by the strategic pur-
chase of claims. The court intends to issue
an injunction related to the issues of con-
trol and governance.

A. Public Tender Offer of the Subordi-
nated Debentures While Japonica
Was a Proponent of a Plan

[6] Japonica, a proponent of a plan,
chose an “end run” around the bankruptcy
process by purchasing through its public
tender offer approximately 62% of a class.
Before the Japonica disclosure statement
was approved, Japonica launched a public
tender offer for all claims in Class 7.AL1
and for certain of the claims in Class
5.CH.1. The tender offer expired during
the voting period for the Japonica plan.
Pursuant to its tender offer, Japonica ac-
quired approximately 62% of Class 7.AlLl
and 36% of the debentures in Class 5.CH.1.

Japonica did not receive this court’s ap-
proval for its tender offer. As a plan pro-
ponent, Japonica could not have solicited
acceptances until a disclosure statement
had been approved. 11 U.S.C. § 1125(b).
Japonica’s action caused discriminatory
treatment among members of the same
class, in violation of 11 U.S.C. § 1123(a)(4).
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Those who accepted the Japonica tender
offer received immediate cash. Those cred-
itors who did not would receive their distri-
bution at a later undetermined date, pursu-
ant to the “official” Japonica plan. Those
creditors would receive potentially more
cash, but subject to an undesired holdback.

During this period, Japonica had incom-
patible and inconsistent roles. Japonica
made an offer to purchase the claims of
Class 7.AL1. Japonica was also a plan
proponent with an offer to that class. The
court finds that Japonica acted in bad faith
by offering to provide a settlement to a
class of claimholders in the absence of a
confirmed plan. By doing so, Japonica did
not comply with the letter or the spirit of
the Bankruptcy Code.

[7] It is beyond dispute that a debtor
may not pay creditors outside of a plan of
reorganization. Other courts have held
that such attempts were an impermissible
circumvention of the Bankruptey Code.
See Pension Benefit Guaranty Corp. v.
Braniff Airways, Inc. (In re Braniff Air-
ways, Inc.), 700 F.2d 935, 940 (5th Cir.1983)
(“The debtor and the Bankruptey Court
should not be able to short circuit the re-
quirements of Chapter 11 for confirmation
of a reorganization plan....”); Official
Committee of Equity Security Holders v.
Mabey (In re A.H Robins Co.), 832 F.2d
299, 300 (4th Cir.1987), cert. denied, 485
U.S. 962, 108 S.Ct. 1228, 99 L.Ed.2d 428
(1988) (“The disbursement of such funds
[to certain unsecured creditors] prior to the
confirmation of a plan of reorganization

. would violate the Bankruptcy Code.”)

In a prior opinion in this case, this court
declared that the assignment of claims “al-
lows a third party to do something which
the debtor cannot” before confirmation of a
plan because of the constraints of sections
1125 and 1129. In re Allegheny Interna-
tional, Inc.,, 100 B.R. 241, 243 (Bankr.W.D.
Pa.1988). Although the court was critical
of the process, the court allowed the trad-
ing in claims because the purchasers of
claims there were speculators who were
using their own resources. Under the spe-
cial facts of this case, the court cannot
apply the same distinction to Japonica.
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The earlier purchasers of claims were not
proponients of a plan—Japonica is!

Japonica’s strategic purchases of claims
in strategic classes to advance the position
of the proponent is not acceptable and con-
stitutes at least bad faith, if not an unlaw-
ful act, in the pursuit of confirmation of its
plan, 11 U.S.C. § 1129(a)3).

As the above cited opinion indicated, the
result would have been different if the
claims purchasers had inside knowledge.
Referring to the 1983 Advisory Committee
Note to Rule 3001(e), the court stated that,
“[w]e recognize that the cases cited therein
involved breaches of fiduciary duty. A
breach of fiduciary duty implies inside
knowledge.” Id. at 243. As already dis-
cussed, Japonica had vast knowledge of the
most intimate details of this company un-
matched by any other creditor. Japonica
possessed all the knowledge of an insider.

Most important, if Japonica had made a
substantially similar tender offer to this
class as part of its own plan, the plan
would not meet the fair and equitable test
of senior classes which might reject the
plan. Nor would such a plan provision
meet the “best interests of creditors test”
of 11 US.C. § 1129(a)(7)(A) if a single sen-
ior creditor objected. By providing that
class with immediate cash, the plan would
not be fair and equitable to other classes
with higher priority who are burdened by a
holdback provision. The control tactic of
this tender offer itself was extremely ineg-
uitable. It placed unfair choices upon the
debenture holders. It constitutes bad
faith, The class of debenture holders had
already voted overwhelmingly for the debt-
or’s plan. During the Japonica disclosure
hearing in open court, Fidata Trust Compa-
ny New York (“Fidata”), the indenture
trustee, indicated strong opposition to the
Japonica plan. Fidata objected to the low-
er distribution compared to the debtor’s
plan and the holdback provisions of the
Japonica plan. Further, they objected to
the distribution of immediate cash to share-
holders who were junior to them. It is
almost certain that the “fair and equitable”
standard on cram down and the best inter-
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est of creditors test by a single creditor
would be raised at confirmation.

Further, although the tender offer pro-
vided the immediate possibility of cash, the
total amount of debentures to be pur-
chased, if any, was not disclosed or commit-
ted. These creditors had to speculate if
Japonica would only purchase a blocking
position. Would there be more delay? The
tender offer, if included in the plan, would
not be adequate disclosure under 11 U.S.C.
§ 1125. The debenture class was forced to
face a real dilemma—cash now, but in in-
definite amounts, or more delay related to
confirmation of the Japonica plan. The
debenture holders were coerced into selling
their claims. This constitutes bad faith.

B. Purchase of Senior Claims in Class
4.AL2 and 5.CH.I1 by a Proponent

Prior to the close of balloting on June §,
1990, the insurance companies held approx-
imately 36% of the amount of the claims in
Class 4.AL2 and rejected the Japonica plan.
These negative votes precluded the confir-
mation of the Japonica plan. The Japonica
plan offered claimants in Class 4.AI.2 87%
of their pre-petition claims. When the
holdback provisions are considered, the dis-
tribution could be reduced to 70%.

Pursuant to assignment agreements dat-
ed June 8, 1990 between the insurance com-
panies and Japonica, Japonica purchased
the claims of the insurance companies in
Class 4.AL2 for 93.2% of their pre-petition
claim. This price was in excess of 6% more
than the highest amount to be distributed
under the Japonica plan and in excess of
23% more if the holdbacks are considered.
Japonica paid more directly to purchase the
claims than offered by their plan. This
was a naked attempt to purchase votes.

The insurance companies pursuant to the
assignment agreement were required to
move for leave to change or withdraw their
ballots. The court denied this motion.

On June 8, 1990, after purchasing these
claims, Japonica also proposed a modifica-
tion of their plan as it affects Class 4.AL.2,
ostensibly to provide the entire class with
the same benefit! This modification pro-
poses to pay 94.86% of the pre-petition
debt. Recall that earlier in this case, in

March of 1990, during the balloting period
on the debtor’s plan, Japonica had pur-
chased $31 million of the 7% Swiss Franc
Notes for 66% of the pre-petition claims.
These claimants are in the same class. The
modification that Japonica proposes will
pay back to Japonica a handsome profit on
the claims that it purchased. Japonica has
provided no explanation that new capital
will be made available from third parties.
Japonica intends to use the debtor’'s exist-
ing cash, assets, and debt to fund this
modification. This is chutzpah with a ven-
geance. It is also bad faith,

These facts are close to those in In re
P-R Holding Corp., 147 F.2d at 897. In
that case, two non-creditors purchased
claims to ensure the success of a plan of
reorganization beneficial to them. The
court held that the purchase of claims “in
aid of an interest other than an interest as
a creditor may amount to ‘bad
faith’.... [Clertainly there is ‘bad faith’
when those purchases result in a discrimi-
nation in favor of the creditors selling their
interests.” See also In re Featherworks
Corp., 36 B.R. 460, 463 (E.D.N.Y.1984)
(“The other creditors, all of whom had al-
ready voted, were not similarly afforded a
chance to convert their claims to immediate
cash.... [T]he court does not believe that
the law countenances vote trafficking and
assertedly otherwise innocent self-dealing
after the votes have been cast.”)

The conduct here is even more offensive
than in P~R Holding. Here, the sellers
were members of the Creditors’ Committee
and they owed a fiduciary duty to other
class members. The purchasers in P-F
Holding offered to forego the benefits of
the claims which they had wrongfully ac-
quired and thereby increase the distribu-
tions to others. Here, after having com-
mitted a wrongful act, Japonica proposes to
pay themselves handsomely under an out-
rageous view of equity. We find bad faith.

C. Japonica Partners as a Proponent
of a Plan Sought and Received In-
side Information and Should be
Treated as a Fiduciary and an In-
sider

[8] Japonica argues that they are not
insiders, as that is defined in 11 U.S.C.
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§ 101(30)." 1t is clear to this court that
Congress intended that an insider includes
“one who has a sufficiently close relation-
ship with the debtor that his conduct is
made subject to closer scrutiny than those
dealing at arms length with the debtor.”
S.Rep. No. 989, 95th Cong., 2d Sess. 25
(1978); H.R.Rep. No. 595, 95th Cong., 1st
Sess. 312 (1979), U.S.Code Cong. & Admin.
News 1978, pp. 5787, 5810, 6269 (legislative
history to 11 U.S.C. § 101(30)).

The rules of construction for the Bank-
ruptey Code specifically state that the
terms “includes” and “including” “are not
limiting.” 11 U.S.C. § 102(3). The use of
the term “insider” at 11 U.S.C. § 101(30)
provides an illustrative, rather than an ex-
haustive list of the persons or entities
which may qualify as insiders of the debt-
or. In re Henderson, 96 B.R. 820, 824-25
(Bankr.E.D.Tenn,1989).

As a proponent, Japonica sought an or-
der of court to conduct “due diligence”
which it needed to obtain bank financing to
implement its plan. Japonica had com-
plained that the debtor was not cooperative
and that the additional data was required
to confirm the public information which
Japonica already possessed. This due dil-
igence would be accomplished over a period
of time as short as seven days. Transcript,
January 25, 1990, at 243; Transcript,
March 2, 1990, at 16, 101, 103, 105-106,
143.

A very different story was developed at
trial. The testimony of F. Ann Ross-Ray,
Esq., was clear, definite and compelling.
Over a three-month period, from March 16,
1990 to approximately June 11, 1990, Led-
erman, Paul B. Kazarian, and William Web-
ber, along with their associates, requested
and received the full cooperation of the
debtor in obtaining information. It is clear
that they received a great volume of infor-
mation that was not available to other cred-
itors, shareholders, and the general public.
This delivery of information was volumi-

14. Section 101(30) in pertinent part, provides
that “‘insider’ includes ...
(B) if the debtor is a corporation—
(i) director of the debtor;
(ii) officer of the debtor;
(iii) person in control of the debtor;

118 BANKRUPTCY REPORTER

nous and thorough. This type of informa-
tion is available only to insiders. At first
Japonica dealt only with Ross-Ray; later
they grew bolder and went directly to em-
ployees to obtain information they desired.

It is true, as Japonica argues, that they
did not have actual control or legal decision
making power. However, it is also true
that they attempted to influence, in not
very subtle ways, decisions made by the
debtor. This was especially so when they
regarded the decisions as important to their
possible future administration. For exam-
ple, they became deeply involved in the
debtor’s insurance coverage and the dispos-
al of certain assets.

The testimony of Lewis U. Davis, Jr.,
Esq., was also clear and convincing. The
debtor desired to prevent a loss of value to
the enterprise and to provide for an orderly
transition in the event that Japonica ob-
tained control under Japonica's plan or un-
der the debtor’s plan. The debtor cooperat-
ed far beyond the requirement of the
March 15, 1990 Order.

Davis testified that on or about June 11,
1990, after the insurance claims had been
purchased, Lederman, in the name of Japo-
nica, demanded that a principal of Japonica,
Paul B. Kazarian, be named chairman of
the board of directors of the debtor, and
that Lederman, the other principal, be ap-
pointed general counsel and chief adminis-
trative officer. Lederman further demand-
ed that Milligan be made to resign so that
he could be replaced by Webber, Japonica’s
designee. Japonica caused to be issued
press releases announcing that it now con-
trolled the debtor. Under the pretext of
performing due diligence, it is clear that
Japonica exploited its special access to in-
formation, personnel and the premises of
the debtor to attempt to assert its influence
and control. Japonica's actual behavior
was a breach of this court’s order and of
bankruptey principles. In addition, it was

(iv) partnership in which the debtor is a
general partner;

(v) general partner of the debtor; or

(vi) relative of a general partner, director,
officer, or person in control of the debtor ...”
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disquieting, rude, overbearing and disrup-
tive of employee-management relations.

Japonica sought and received inside in-
formation as a proponent of a plan. This
court finds as a matter of fact that Japoni-
ca is an insider and a fiduciary for purpose
of this reorganization.

In addition, the banks urge the court to
find Japonica to be in violation of the auto-
matic stay. 11 U.S.C. § 862(a)3). The
debtor has promptly remedied these events
by denying Japonica’s demands, evicting
them from the office space at the debtor’s
headquarters, and limiting their access to
information to written requests. Japonica
may have also caused employee relation-
ships to be harmed, but those issues are
left for another day, should these events
contribute to this plan not being consum-
mated.

The following incident is also illustrative
of Japonica’s new-found arrogance. At a
telephone conference on June 21, 1990, af-
ter the close of balloting, Japonica refused
to make the results of the balloting avail-
able to creditors, even though Japonica had
promised to do so and even though Japoni-
ca had been receiving the daily results
from the entity tabulating the ballots. At
the confirmation hearing on June 28, 1990,
dramatically at 10:00 A.M. the courtroom
door opened and the results were revealed.
This behavior illustrates the arrogance
with which Japonica and their attorneys
have treated the court, and it lends cre-
dence to the testimony of Davis and Ross-
Ray.

The court finds that Japonica has en-
gaged in a pervasive pattern of bad faith
designed to control the debtor and manipu-
late the bankruptey process. Its actions
are a clear violation of the purposes of
chapter 11. All of the above actions of
Japonica provide this court with ample
grounds to impose restraints and sanctions.

D. The Purpose of Chapter 11 Versus
Control Profit

A noted commentator suggests that the
ultimate intent of bankruptey is to maxim-
ize results for all creditors:

The basic problem that bankruptey law is
designed to handle, both as a normative
matter and as a positive matter, is that
the system of individual creditor reme-
dies may be bad for the creditors as a
group when there are not enough assets

to go around. Because creditors have

conflicting rights, there is a tendency in
their debt-collection efforts to make a
bad situation worse. Bankruptcy law re-
sponds to this problem.

Bankruptcy provides a way to make
these diverse individuals act as one, by
imposing a collective and compulsory
proceeding on them.

This is the historically recognized pur-
pose of bankruptcy law and perhaps is
none too controversial in itself.

T. Jackson, The Logic and Limits of Bank-
ruptey Law, 10-13 (1986). The purpose of
reorganization is to offer an opportunity to
maximize results for all creditors and inter-
est holders. Japonica's actions and state-
ments make abundantly clear that it is
“control” and “control profit’ that they
seek. This control profit will not be shared
through a reorganization plan with all cred-
itors and all interest holders. A control
profit will be shared by only Japonica and
their affiliates. Japonica intends to use its
newly acquired control to extract economic
profit for itself, not to maximize the results
for all creditors.

Trading in claims to achieve profits on a
specific claim may not be destructive of the
reorganization process (a) when both buyer
and seller are informed; (b) when the pur-
chaser is willing to hold the claim until
distribution; and, (c) when the original
claimant does not wish to hold the claim or
needs immediate cash. However, the tech-
nical provisions of the Code, such as the
automatic stay, are designed to achieve the
purposes of the reorganization process and
to maximize results for all creditors.
These provisions are not designed to create
delay and pressure claimants to sell. De-
lay reduces the value of claims. Japonica
has deliberately created delay which has
improved their ability to buy claims.
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The confirmation process enables credi-
tors to modify themselves. The purpose is
to increase the pool of value for all credi-
tors and shareholders. Here, Japonica
clearly attempts to deprive creditors of the
control premium by a manipulation of the
reorganization process through the strate-
gic purchase of claims. Acquiring claims
with the clear purpose of achieving control
of the debtor, thereby earning a control
profit, does not maximize the result for all
creditors. Such action manipulates the pro-
cess.

E. The Control Provision

[9] As a result of the negotiations with
various constituents prior to the filing of
the debtors’ plan, the debtor included a
provision in the Certificate of Incorporation
of Sunbeam/Oster Companies, Inc., that
would ensure that any premiums paid to
acquire control of the debtor would be
shared with all stockholders. See Debtor’s
Joint Stock Plan of Reorganization, Exhibit
A. Many creditors feared that banks
would use their position as the largest
stockholder to control the reorganized debt-
or.

The Control Transaction provision, con-
tained in Article Sixth of the Certificate of
Incorporation, states that in the event of a
Control Transaction any time during the
period ending two years after the effective
date, any holder of common stock of the
corporation may “‘put” his or her shares to
the “Controlling Person” (i.e., demand that
the Controlling Person purchase those
shares) prior to or within forty-five days
after certain notice requirements are met.

A Controlling Person means “any person
who has or has the right to acquire, or any
group of persons acting in concert for pur-
poses of voting their shares that has or has
the right to acquire, voting power over
shares of Common Stock of the Corpora-
tion that would entitle the holders thereof
to cast at least 30% of the votes that all
Holders of Common Stock would be enti-
tled to cast in an election of directors...."”
Id. The definition of Controlling Person
excludes inter alia any person who received
common stock pursuant to the plan “unless
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either (x) such person acquires additional
shares of Common Stock for the actual
purpose of exercising control over the Cor-
poration, or (y) in any event, such person
acquires beneficial ownership in excess of
45% of the Common Stock of the Corpora-
tion.” Id. (emphasis added).

We find that in the event that such
shares are “put” to the Controlling Person,
the Controlling Person is required to pay to
such holder an amount equal to the highest
per share price paid in acquiring any share
of common stock beneficially owned (after
the Effective Date and before the end of
the forty-five day period) by the Control-
ling Person. Thus, any premium price paid
for control must also be shared with other
stockholders. The consideration to be paid
to such holders of common stock who
“put” their shares to the Controlling Per-
son shall be in cash or the same form as
was previously paid in order to acquire
shares of common stock which are benefi-
cially owned by the Controlling Person.
The Control Transaction provision further
provides that, to the extent shares of com-
mon stock beneficially owned by the Con-
trolling Person were acquired as a result of
distributions under the plan, such shares
will be deemed to have been acquired with
cash.

Japonica’s objections to these provisions,
as a matter of law, have little merit. First,
Japonica complains that the warrants to be
issued to holders pursuant to the plan are
counted for purposes of determining
whether a person meets the threshold re-
quirement for being deemed a “Controlling
Person.” Then Japonica objects that nei-
ther the exclusion for shares issued pursu-
ant to the plan of reorganization nor the
definition of Control Transaction contains
an exception for shares purchased on the
exercise of the warrants issued pursuant to
the plan. Japonica believes that the exer-
cise of warrants issued for purchase of
common stock could give rise to an obli-
gation to allow all other shareholders in the
corporation to “put” their shares to a Con-
trolling Person. This is not an accurate
interpretation of the Control Transaction
provision.
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This provision provides that at all times
the warrants are to be counted for the
purposes of determining whether a person
is a Controlling Person. However, once
the warrants have been exercised, they do
not exist and the new stock is counted in
the place of the previous warrants. For
example, if a stock and warrant holder is
determined to own 29% of the company, 9%
of which is in the form of warrants and
later such person exercises all 9% of those
warrants to purchase shares of common
stock, such shares of common stock would
be counted in the place of the warrants and
that person would continue to be viewed as
owning 29% of the company.

Japonica also objects that “[t]he Control
Transaction provisions may result in differ-
ent treatment for creditors in the same
class,” in violation of 11 US.C
§ 1123(a)(4). There is nothing in the Con-
trol Transaction provision that will result in
different treatment to creditors within the
same class. Japonica uses the example of
a creditor in Class 7.A1.1 who holds signifi-
cant claims in that class as well as claims
in other classes, so that the creditor holds
warrants and stock sufficient to meet the
threshold for causing such person to be
deemed to be a Controlling Person. It
should be noted that at the time of the
hearing on the debtor’s disclosure state-
ment in January 1990, and at the end of
balloting, there was no creditor that would
have received, under the provision in which
shares and warrants were to be counted,
beneficial ownership in excess of 45% of
the common stock of the corporation.
Since that time, Japonica has voluntarily
purchased claims in various classes which
are to receive stock and warrants.

Japonica also objects, at 11 23-24 of their
supplemental objections, to the effect that
the Control Transaction provision would
have on holders of claims in Class 2.AI1.2,
the Allegheny Secured Bank Claims. Evi-
dently at the time this objection was raised,
Japonica knew that when it completed its
plan to purchase claims, it would have ac-
quired a significant amount of claims in
Class T7.AL1 which, after distribution,
would be counted with Japonica’s holdings
at Class 2.AL.2 and Class 4.AL2, the Alle-

gheny Senior Unsecured Claims. It is clear
that Japonica understood and correctly
feared the effect that the Control Transac-
tion provision would have on their attempt
to control the debtor by this means. The
court and other creditors did not appreciate
Japonica’s concern because they did not
know of Japonica’s intent. These objec-
tions raised by Japonica to the Control
Transaction provision are not well-founded.

Actually, Japonica objected to the debt-
or’s plan before it had purchased enough
claims to trigger the Control Transaction
provision. It appears that its intent to
breach that provision may have been long
formed. From written and oral objections
at the hearing on the debtor’s disclosure
statement, it is clear that Japonica knew of
the intent of these provisions in advance of
their claims purchases and accepted the
risk that these control provisions could be
applied to them.

Japonica has indicated it will not observe
the control provisions of the debtor’s plan.
The banks ask that those provisions be
enforced. This court believes it is appro-
priate to enforce the control provision for
at least three reasons. First, because the
court believes that the provisions are en-
forceable under both Pennsylvania and De-
laware law; second, because they are sepa-
rately enforceable as part of the debtor’s
plan of reorganization which has been ap-
proved by the requisite classes; and, third
and most important, Japonica’s inequitable
and bad faith behavior, found above, re-

quires that the intent and substance of-

these control provisions be enforced as a
sanction upon Japonica.

The court intends to mold an injunction
to carry out the intent of these control
transaction provisions on Japonica by at
least denying Japonica’s right to vote their
shares, unless forty-five days from the
date of this confirmation order, Japonica
indicates the ability and the agreement to
accept the “puts.”

F. Section 105 and the Inherent Pow-
ers of a Bankruptcy Court Provide
the Necessary Power to Grant Or-
ders for Appropriate Relief

Justice Douglas wrote eloquently about

the equity powers of a bankruptey court:
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‘A court of equity may ... in the exer-
cise of the jurisdiction committed to it
grant or deny relief upon performance of
a condition which will safeguard the pub-
lic interest.” ... These principles are a
part of the control which the court has
over the whole process of formulation
and approval of plans of composition or
reorganization. ... The responsibility of
the court entails scrutiny of the circum-
stances surrounding the acceptances, the
special or ulterior motives which may
have induced them, the time of acquiring
the claims so voting, the amount paid
therefor, and the like.

Where such investigation discloses the
existence of unfair dealing, a breach of
fiduciary obligations, profiting from a
trust, special benefits for the reorganiz-
ers, or the need for protection of inves-
tors against an inside few, or of one
class of investors from the encroach-
ments of another, the court has ample
power to adjust the remedy to meet the
need. The requirement of full, unequiv-
ocal disclosure; the limitation of the vote
to the amount paid for the securities
(citation omitted); the separate classifica-
tion of claimants (citation omitted); the
complete subordination of some claims
(citations omitted), indicate the range and
type of the power which a court of bank-
ruptcy may exercise in these proceed-
ings. That power is ample for the exi-
gencies of varying situations. It is not
dependent on express statutory provi-
sions. It inheres in the jurisdiction of a
court of bankruptcy.

American United Mut. Life Ins. Co. v.
City of Avon Park, 311 U.S. 138, 145-46,
61 S.Ct. 157, 16162, 85 L.Ed. 91 (emphasis
added) (quoting Securities and Exchange
Commission v. United States Realty &
Improvement Co., 310 U.S. 434, 455, 60
S.Ct. 1044, 1053, 84 L.Ed. 1293 (1940)); see
also Young v. Higbee Co., 324 U.S. 204,
214, 65 S.Ct. 594, 599-600, 89 L.Ed. 890
(1945) (“Courts of bankruptey are courts of
equity and exercise all equitable powers
unless prohibited by the Bankruptcy Act.”);
Pepper v. Litton, 308 U.S. 295, 307-08, 60

118 BANKRUPTCY REPORTER

S.Ct. 238, 245-46, 84 L.Ed. 281 (1939) (“In
the exercise of its equitable jurisdiction the
bankruptey court has the power to sift the
circumstances surrounding any claim to see
that injustice or unfairness is not done in
administration of the bankrupt estate.”)
Bankruptcy courts may “look through the
form to the substances of any particular
transaction and may contrive new remedies
where those in law are inadequate.” State
of Ohio v. Collins (In re Madeline Marie
Nursing Homes), 694 F.2d 433, 436 (6th
Cir.1982) (quoting 1 Collier on Bankrupt-
cy, 12.09 (14th ed. 1974)). Thus, the court
faced with the unusual situation in this
case has “ample power” to formulate ap-
propriate remedies.

The court’s equity powers are codified at
section 105 of the Bankruptey Code, 11
U.S.C. § 105. That section empowers the
court to “issue any order, process, or judg-
ment necessary or appropriate to carry out
the provisions of” the Bankruptey Code
and is an extremely broad grant of authori-
ty to do what is necessary to aid its juris-
diction over a bankruptcy case. 2 Collier
on Bankruptcy 110502 (15th ed. 1981).

For example, in In re Gaslight Club,
Inc., 182 F.2d 767, 770 (7th Cir.1986), the
court recognized that section 105’s grant of
power included “considerable authority to
interfere with the management of a debtor
corporation in order to protect the credi-
tors’ interests.” Numerous other decisions
are in accord. In In re Lifeguard Indus.,
Inc.,, 37 B.R. 3, 17-18 (Bankr.S.D.Ohio
1983), the court, upon finding that ‘best
interests of creditors” would not be served
by allowing a new slate of officers who
were inexperienced to take over day-to-day
operations, ordered the board of directors
not to interfere with existing management.

In In re Alrac Corp., 1 Bankr.Ct.Dec.
1504 (CRR) (Bankr.D.Conn.1975), a case un-
der the former Bankruptcy Act, the court
enjoined stockholders from calling an annu-
al meeting pending consummation of a
plan. The plan provided for the issuance
of new common shares to creditors, who
would then be able to elect new directors.
The annual meeting had “the potential of
possible interference with consummation of
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the arrangement if an administration ‘un-
friendly’ to the creditors were installed.
This would clearly be inconsistent with the
program envisioned in the plan and accept-
ed by creditors and should be restrained.”
Id. at 1506. In the instant case, the credi-
tors did not vote for a plan that would
defeat the control provision and impose mi-
nority status upon them.

In In re Johns-Manville Corp., 66 B.R.
517 (Bankr.S.D.N.Y.1986), the bankruptcy
court enjoined a suit by the equity commit-
tee in Delaware state court to compel a
shareholders’ meeting at which new di-
rectors would be elected. The equity com-
mittee members had envisioned the election
of new directors who would oppose a con-
sensual reorganization plan that had been
developed. The court adhered to this re-
sult upon remand from the Second Circuit,
which had held that because of the impor-
tance of the right to a shareholders’ meet-
ing to elect new directors under state law,
that right could only be overridden by a
“showing of clear abuse” and irreparable
injury. In re Johns-Manville Corp., 801
F.2d 60, 64 (2d Cir.1986). Such abuse by
Japonica has been shown in the findings of
the court outlined above.

Moreover, in Johns—Manville Corp., the
need to appoint a trustee or to liquidate in
chapter 7, with disastrous consequences,
loomed as distinct possibilities. . Id. at 537-
39. That is a possible consequence in this
case also,

In addition, bankruptey courts have used
their equitable powers under section 105 to
“assure the orderly conduct of the reorga-
nization proceedings,” In re Baldwin-
United Corp. Litigation, 765 F.2d 343, 348
(2d Cir.1985); to prevent activities which
would delay or thwart efforts to reorganize
the debtor, A.H. Robins Co. v. Piccinin,
788 F.2d 994, 1008 (4th Cir.1986), cert. de-
nied, 479 U.S. 876, 107 S.Ct. 251, 93
L.Ed.2d 177 (1986); and to block actions
which tend to “defeat or impair its jurisdic-
tion.” In re Wingspread Corp., 92 B.R.
87, 92 (Bankr.S.D.N.Y.1988).

[10) Equitable relief under section 105
also is appropriate to prevent ‘“end runs”
on the bankruptey process. For example,

the “power to enjoin assures that a creditor
may not do indirectly that which he is
forbidden to do directly.” In re Otero
Mills, Inc., 21 B.R. 777, 718 (Bankr.D.N.
M), affd, 25 B.R. 1018 (D.N.M.1982). Ja-
ponica has done indirectly what they could
not do directly.

[11] Japonica has interfered with
management and attempted to seize control
of the debtor. Japonica has abused and
manipulated the bankruptey process. Ja-
ponica has unilaterally resorted to out-of-
court measures to impose its will upon the
debtor and creditors in a manner not per-
mitted by the Code. Japonica’s actions are
a grave threat to the prospect of prompt
and successful reorganization.

This court is compelled by the facts and
by the purpose of bankruptcy reorganiza-
tion and the law to grant equitable relief in
the instant case. Historically, in response
to this kind of conduct, bankruptey courts
have granted a wide range of relief. How-
ever, in the use of this broad power, this
court will exercise only such power as will
accomplish the objective of the reorganiza-
tion consistent with the intended provisions
of the plan and disclosure statement and on
the basis on which the plan was accepted.

Shares to be distributed to Japonica or
their affiliates shall be held in trust by the
debtor and shall not be entitled to vote on
any matter while in trust or owned by
Japonica. Japonica, however, may enjoy
the other benefits of ownership, such as
dividends and proceeds from sale. If, with-
in 45 days from the date of this order, and
subject to approval by this court, Japonica
establishes with the debtor that it has the
ability to respond to puts from all other
shareholders and warrant holders at $7.00
per share and $1.53 per warrant, then the
debtor and Japonica are to facilitate the
purchase transaction and an orderly
change in control. If, within 45 days, Japo-
nica does not agree, or does not establish
its ability to accept the put of shares and
warrants, then the trust of its shares shall
continue for three years. Japonica may
choose to continue to own the shares or
may set in motion with the cooperation of
the reorganized debtor and the consent of

194



304

this court an orderly sale of such shares to
parties who consent to the Control Transac-
tion provision.

The remedies this court has selected do
not deny at this time the bargain Japonica
may have achieved on its trading in claims.
The remedies are designed to deny control
and the control profit through the denial of
the voting power of those shares.

III. VALUATION AND CRAMDOWN

[12] The equity holders in this case con-
sist of three classes, which follow in the
order of priority: Class 8.ALl, the $2.19
preference shares; Class 8. AL2, the $11.25
preferred shares; and, Class 9.AL1, the
common shares. Under the plan of reorga-
nization, all three classes are impaired.
Those classes are to receive warrants.'
Class 8.AL1 and Class 9.Al.1 accepted the
plan; Class 8.AL.2 rejected the plan.

Section 1129(b) of the Bankruptcy Code,
11 U.S.C. § 1129(b), empowers the court to
confirm a plan of reorganization, notwith-
standing the nonacceptance of the plan by
one or more classes of creditors or interest
holders. In bankruptcy jurisprudence, this
process is known as “cramdown.” To cram
down a plan on a dissenting class, the court
must determine that “the plan does not
discriminate unfairly, and is fair and eq-
uitable, with respect to each class of claims
or interests that is impaired under, and has
not accepted, the plan” 11 U.S.C.
§ 1129(b)(1). With respect to a dissenting
class of interests, a plan is fair and eq-
uitable if the following requirements are
satisfied:

(i) the plan provides that each holder
of an interest of such class receive or
retain on account of such interest proper-
ty of a value, as of the effective date of
the plan, equal to the greatest of the
allowed amount of any fixed liquidation

15. Section 7.16 of the plan of reorganization
provides that if any class of equity holders re-
jects the plan, then that class and any junior
class would not receive any distribution. The
warrants intended for those classes would be
distributed to Class 7.AL.1. Thus, under section
7.16 of the plan, Class 8.AL2 and Class 9.All
are not entitled to any distribution. However,
section 7.16 also provides that if the court “finds
that the foregoing Distributions are not permit-
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preference to which such holder is enti-
tled, any fixed redemption price to which
such holder is entitled, or the value of
such interest; or

(ii) the holder of any interest that is
junior to the interests of such class will
not receive or retain under the plan on
account of such junior interest any prop-
erty.

11 U.S.C. § 1129(b)(2)Y(C). Paragraph (ii) of
the above quoted section is a restatement
of the absolute priority rule.

Because Class 8.Al.2, the preferred
shares, was the only nonaccepting class of
interests, that class “must receive the reor-
ganization ‘value of their interest,’” or jun-
ior interests must be cancelled.” 5 Collier
on Bankruptey 11129.03[4][e] (15th ed.
1989). To determine whether Class 8.AL.2
may be forced to accept the plan and to
determine whether Class 8.AI.2 has re-
ceived a proper distribution as the value for
their interest before Class 9.AI.1 can par-
ticipate in the distribution, the court must
determine the value of the securities to be
issued.

A. Valuation

The court heard extensive testimony on
valuation as part of the confirmation hear-
ings. The debtor directed its financial ad-
visor, Smith Barney, Harris, Upham & Co.
(“Smith Barney”) to prepare a valuation of
the reorganization securities. Smith Bar-
ney also prepared, at the direction of the
debtor, a valuation analysis of the debtor’s
operating businesses to be used in a liqui-
dation analysis. A summary of this valua-
tion appears in the debtor’s disclosure
statement. Smith Barney estimated that
the enterprise value of the debtor ranged
from $510 million to $570 million and the
liquidation value of the operating business-

ted under the Bankruptcy Code then the ‘abso-
lute priority’ rules of Bankruptcy Code Section
1129(b) shall be followed.”

The court finds section 7.16 discriminatory.
Moreover, as the Equity Committee points out,
there is no authority in the Bankruptcy Code for
discriminating against classes who vote against
a plan of reorganization. Therefore, the abso-
lute priority rule shall be followed.
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es ranged from $510 million to $550 million.
The resultant values of the reorganization
shares were $6.33 to $7 per share of the
new common stock and zero to $1.53 for
the warrants.

At the confirmation hearing, Robert C.
Martin, the Managing Director of the Fi-
nancial Restructuring Group at Smith Bar-
ney, testified for the debtor about the valu-
ation process his firm conducted.’®* Martin
testified that Smith Barney, inter alia, re-
viewed public financial statements, ana-
lyzed financial and operating data, pre-
pared discounted cash flow analyses, ana-
lyzed individual operating businesses, con-
sidered comparable companies that were
publicly traded, considered comparable
mergers and acquisitions, considered eco-
nomic and industry data, interviewed senior
management, reviewed the stock plan, and
performed various other analyses. In addi-
tion, Smith Barney considered the results
of the extensive solicitation of prospective
purchasers of the debtor’s businesses,
which occurred in August 1988. Smith
Barney had conducted that solicitation pro-
cess and thus was intimately familiar with
it.

Smith Barney calculated the net income
valuation by taking the debtor’s projected
net income for the next three years, apply-
ing an “appropriate” predetermined multi-
plier, reducing the results to present values
as of March 31, 1990, and dividing by the
number of shares to be issued to arrive at
the price range per share.

As part of its analysis, Smith Barney
thoroughly reviewed six other appliance
companies which it considered to be compa-
rable to the debtor. As a part of its analy-
sis, Smith Barney determined the appropri-
ate multiples based on market capitaliza-
tion and based on adjusted market value.
For market capitalization, the multiple was
the price-earnings ratio, which ranged from
10.2 to 13.3. For the adjusted market val-
ue, the range of multiples for earnings
before interest and taxes (“EBIT”) was 5.0

16. Over the objection of the Equity Committee,
the court qualified Martin as an expert witness.

to 14.4; the range of multiples for earnings
before interest, taxes, depreciation, and

amortization (“EBITDA") was 4.6 to 9.7.

Martin further testified that the appro-
priate multiple for the net income valua-
tion, based on the multiples for the compa-
rable companies and other factors, was 11.-
5, which was approximately the mid-point
for the comparable companies. Based on
the debtor issuing 45 million shares of
stock,!” Smith Barney determined the net
income valuation by multiplying the
projected earnings for 1991, 1992, and 1993
($40.8 million, $49.6 million, and $59.5 mil-
lion, respectively) by 11.5. The product of
that calculation was $469.2 million for 1991,
$570.4 million for 1992, and $685.4 million
for 1993. Those amounts were then re-
duced to their present value as of March
31, 1990. Smith Barney thought it appro-
priate to apply a discount factor because of
the following factors: the debtor was in a
turnaround situation that involved certain
unique risks, the debtor had used aggres-
sive projections of sales and income and
there were risks of failing to meet such
projections, the debtor had failed to meet
past projections, the risk the market would
apply to securities of an appliance manu-
facturer emerging from bankruptey, the
return that investors seek for such risk,
the return investors may receive in other
turnaround situations, the return on lever-
aged buy-outs, and the possibility that the
stock may not be well received in the mar-
ketplace. In light of all of these special
factors, Smith Barney determined that the
appropriate discount rate to determine
present value was 256% or 30%. When this
rate was applied, it resulted in the stock
having a range of value from $5.73 to
$1.32.

Martin testified that Smith Barney also
performed the above analysis for earnings
before interest and taxes. Smith Barney
used a multiple of 7.5; the range of multi-
ples for comparable companies was 5.0 to
9.4, Using the same discount factor, the
price per share ranged from $6.44 to $7.81.

17. The debtor anticipated issuing more shares
of stock, but improved cash flow increased the
cash available for distribution, thus reducing
the number of shares to be issued.
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The debtor also adduced the testimony of
John Mueller, a vice president of Whitman,

Heffernan, Rhein & Co. (“Whitman Heffer--

nan”), the former investment banker for
the Equity Committee.!® Mueller testified
that he carefully reviewed the methodology
of Smith Barney, opined that the proce-
dures Smith Barney used were proper, and
concurred with Smith Barney’s valuation.

James Burroughs, a vice president and
the manager of the Industrial Organization
Group of Charles River Associates
(“CRA”), the Equity Committee’s current
investment banker, and Peter Butler, sen-
jor financial consultant to CRA, testified
for the Equity Committee. Burroughs tes-
tified that CRA valued the debtor by using
a discounted cash flow analysis, and that
such analysis resulted in a valuation be-
tween $723.5 million and $793.2 million.
Burroughs testified that the discounted
cash flow analysis involves three compo-
nents;: forecasting the cash flow of the
debtor for a reasonable period; determin-
ing the cash flow for the “residual” or
“terminal” value—the point after the
projection period when it is assumed that
no further changes will occur; and, select-
ing an appropriate discount rate. CRA’s
calculations were based on the debtor’s
forecasts of cash that were set forth in the
disclosure statement. Both experts used
the debtor’s projections as shown on the
disclosure statement. Burroughs believed
that the discounted cash flow method was
the superior method of valuation because
the only source of value of an asset to its
owner is the cash that the owner can attain
from that asset.

Butler's testimony involved further criti-
cism of Smith Barney’s methods. He
opined that earnings before interest, taxes,
depreciation and amortization was a superi-
or method to earnings before interest and
taxes. He further opined that Smith Bar-
ney undervalued certain non-operating loss-
es and the debtor’s foreign subsidiaries.
18. For reasons that are not in the record, the

Equity Committee terminated the services of
Whitman Heffernan.

19. For example, if a stock goes up twice as
much as the stock market when the market goes

118 BANKRUPTCY REPORTER

This later criticism did not appear to be
well founded.

There is economic authority to support
the valuation methods of Smith Barney and
CRA. The court qualified both Martin and
Burroughs as expert witnesses, and found
them both credible. Moreover, the basic
approaches of Smith Barney and CRA were
more alike than dissimilar. However, the
court adopts the valuation of Smith Bar-
ney. There was a major weakness in
CRA’s analysis. To reach the conclusion
that the reorganization stock would trade
at $12 per share, Burroughs used a dis-
count rate for present value of only 13.4%.
Burroughs did not fully consider the possi-
bility that the debtor would fail to meet its
forecasts. Further, they made no provision
for the market attaching a speculative
quality to the debtor’s ability to achieve its
projections. It is undisputed that the debt-
or has consistently failed to meet its projec-
tions prior to and since the filing of bank-
ruptcy. Burroughs theorized and present-
ed some evidence that the new reorganized
stock would perform better than the mar-
ket. Burroughs used a ‘“beta” value, the
measure of the riskiness of the enterprise
being valued relative to the stock market
as a whole,!® of .73 to 1.07, depending on
the year. CRA determined the beta for the
debtor by examining the betas of the com-
panies which it considered comparable.
However, CRA failed to establish that the
beta values upon which it relied would be
applicable to the debtor’s projections. - The
factors it utilized were the actual results of
companies which were successful. The un-
certainty of a successful turnaround is still
present.

B. Cram Down and Exclusion of Egq-
uity Holders from the Management
of the Reorganized Debtor

Based on Smith Barney’s valuation, there
is insufficient value for distribution to all
of the equity interests. At the time the

. up, and down twice as much when the market
goes down, it has a beta of two. If the stock
moves in synchrony with the market, it has a
beta of one.
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disclosure statement was approved, claims
against the estate were over §722 million.
The debtor has since reduced claims to
approximately $711 million and continues
to reduce the claims through negotiation or
litigation, Even so, Smith Barney has esti-
mated the value of the debtor as $510
million to $570 million. Therefore, there is
insufficient value to satisfy all creditors
and interest holders. Under the absolute
priority rule, Class 9.AI.1 would not be
entitled to a distribution. The plan could
be crammed down by diverting the value
intended for Class 9.AL1 to Class 8.AIL2.

In light of Smith Barney’s valuation and
the amount of outstanding claims, a cram-
down on any class of equity appears to be
an academic discussion. There is insuffi-
cient present value to satisfy all claims of
creditors. The class of creditors with the
lowest priority, Class 7.ALl, will receive
part of its distribution in warrants, which,
as Smith Barney concedes, may have zero
value. However, Smith Barney's (and
CRA’s) valuation did not value the bank
litigation. The Equity Committee is a par-
ty to that action and shareholders could
potentially benefit. The plan of reorgani-
zation proposes and requires the settlement
of that litigation. One of the reasons the
equity classes were offered warrants was
to reduce all litigation. It is clear that
absent the bank litigation there would be
no value to distribute to equity. As a quid
pro quo for settling that suit and for reduec-
ing litigation, interest holders were offered
warrants. Pursuant to a simple cram
down, Class 9.AIL1 is not entitled to any
distribution. However, Class 9.Al.1 is enti-
tled to receive warrants, in return for the
settlement of the bank litigation.

Among their objections to confirmation
of the plan, the Equity Committee com-
plains that various provisions of the plan of
reorganization violate 11 U.S.C.
§ 1123(a)(7). That provision provides that
the plan of reorganization “contain only
provisions that are consistent with the in-
terests of creditors and equity security
holders and with public policy with respect
to the manner of selection of any officer,
director, or trustee under the plan and any
successor....” As discussed at length

above, there is insufficient enterprise value
to allow a distribution to the equity hold-
ers, other than the warrants. Because

present equity holders will not obtain stock-

in the reorganized debtor, it is not unfair to
exclude present equity holders from select-
ing directors of the reorganized debtor or
participating in the committee overseeing
the reorganized debtor. When their war-
rants are exercised for shares, they will
receive appropriate rights as shareholders.

IV. OTHER OBJECTIONS TO CONFIR-
MATION

The plan of reorganization proposes, in-
ter alia, to settle the adversary action by
the Creditors’ Committee and Equity Com-
mittee against the secured bank lenders, at
Adversary No. 88-186. The Equity Com-
mittee objects to the settlement.

The Equity Committee also objects to the
payment of interest to creditors in Class
5.5B.7. In a related matter, Cowen & Com-
pany (“Cowen”) and Amroc Investments,
L.P. (“Amroc”) object to the nonpayment
of interest to creditors in Classes 5.SB.1
and 5.AL.1.

The court must also respond, in the con-
text of an objection to confirmation, to the
matters raised by Japonica and the Equity
Committee in their motions to designate.

Finally, Elliott Associates, L.P. (“El-
liott”) objects to its treatment under the
plan of reorganization. The court will ad-
dress these issues seriatim.

A. Specific Findings of Fact and Con-
clusions of Law On the Settlement
of Adversary Proceeding No. 85—
0186 and Its Inclusion in the Debt-
or’s Plan

1. History of the Litigation

Immediately following the first petitions
for relief in February 1988, Al, in the exer-
cise of its business judgment, entered into
an Adequate Protection Agreement with
the consortium of 26 banks who were the
debtor’s pre-petition lenders (the
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“banks”).2® In the agreement, Al agreed
not to commence any action against the
banks and recognized that the banks’ liens
were valid. This court approved the agree-
ment and in a Memorandum Opinion dated
March 11, 1988 expressly permitted Al to
recognize the validity of the banks’ liens,
without prejudice to the rights of other
constituents to raise and contest the validi-
ty of these liens. In May 1988, the Credi-
tors’ Committee commenced an action con-
taining eleven counts on behalf of Al
against the banks, at Adversary No. 88-
186.

The complaint alleges that the banks are
liable to AI for (i) fraudulent transfers
under state and federal law, (ii) preferential
transfers to alleged insiders, (iii) equitable
subordination, and (iv) breach of a duty to
act in good faith and deal fairly. The relief
sought includes (a) return of $400 million
paid to the banks prior to the bankruptcy
filing; (b) invalidation or subordination of
the banks’ remaining liens which collateral-
ize the approximately $220 million remain-
ing to be paid; (c) punitive damages of
$880 million; (d) return of a $500,000 fee
paid to the banks in December 1986 in
connection with the postponement of the
due date of a periodic payment; (e) return
of other fees and reimbursement for inter-
est, costs and counsel fees; and, (f) such
other relief as the bankruptcy court deems
appropriate.

The banks have denied the allegations of
the complaint, and asserted various affirm-
ative defenses. Upon the motion of the
Equity Committee, this court granted the
Equity Committee the right to intervene,
but only with respect to Counts X and XI.
Official Committee of Unsecured Credi-
tors of Allegheny International, Inc. v
Mellon, Bank, N.A. (In re Allegheny In-
ternational, Inc.), 93 B.R. 903 (Bankr. W,
D.Pa.1988), rev’d in part, 107 B.R. 518
(W.D.Pa.1989). On appeal, the district
court on November 15, 1989 granted the
Equity Committee the general right to in-
tervene on all counts. The banks have

20. Mellon Bank, N.A. was the agent for the
consortium.
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appealed the intervention order. The Equi-
ty Committee did not file a separate com-

"plaint but adopted the pleadings of the

complaint as filed by the Creditors’ Com-
mittee and has not sought to amend or
supplement those pleadings.

Very early in this case the court recog-
nized that this litigation would have a eru-
cial role in the bargaining related to any
plan of reorganization. When the debtors
decided not to pursue these causes of ac-
tion, this court invited the Creditors’ Com-
mittee to pursue them. Even so, this court
has held that the causes of action asserted
in this complaint are derivative ia nature.
Id. On July 12, 1988 the banks successful-
ly moved to compel joinder of the debtor as
a party defendant. This court said,
“Iblecause we view this case as a deriva-
tive action, we will grant the Mellon
group’s motion to compel joinder.” Id. at
905. It is not disputed that a derivative
action is a suit to enforce a corporate cause
of action. See also Price v. Gurney, 324
U.S. 100, 105, 65 S.Ct. 518, 516, 89 L.Ed.
776 (1945). After October of 1988, the
parties have not disputed the derivative
nature of the complaint in the bankruptey
court.

On October 10, 1989, the banks moved
for partial judgment on the pleadings and
for partial summary judgment dismissing
Counts X and XI. Those counts assert
theories of equitable subordination and
breach of duty of good faith and fair deal-
ing, respectively. The banks argue that
Count X should be dismissed as to the
Equity Committee as a matter of law be-
cause 11 U.S.C. § 510(c) does not permit
the subordination of a creditor’s claim to an
equity holder’s interest. The banks fur-
ther argue that both Counts X and XI are
insufficient as a matter of law and on the
facts and should be dismissed.?!

2. The Settlement

After many months of extensive dis-
covery and negotiations, a settlement of
the litigation has been proposed as an inte-

21, The banks have submitted affidavits of the
senior management of Al in support of their
motion for judgment as to those counts.
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gral part of the debtor’s plan (and as a part
of the rival Japonica plan). The negotia-
tions were conducted between the Credi-
tors’ Committee, which was advised by its
special counsel and regular counsel, and
the banks and their counsel. The negotiat-
ing parties had the benefit of input from
the debtor and debtor’s counsel regarding a
range of settlement terms. However, the
Equity Committee does not join in the set-
tlement. Because this litigation has been
clearly adversarial, the court is satisfied
that the negotiations were conducted en-
tirely at arm’s length.

The settlement provides for (1) the litiga-
tion to be dismissed with prejudice, (2) the
debtor to indemnify the banks to the extent
of $3 million for claims arising out of or
relating to the loan transactions, and (3)
the delivery by Al to the banks of a gener-
al release., In return, the banks have
agreed to forego the following claims: (a)
approximately $39 million of their $57 mil-
lion claim for post-petition interest accrued
as of February 28, 1990; (b) all post-peti-
tion interest accruing thereafter at a rate
of approximately $2 million per month;
and, (c) all costs of defense for this action,
for which they would otherwise seek pay-
ment pursuant to the terms of their credit
agreements with Al

It is clear that this settlement is an inte-
gral part of the debtor’s plan of reorganiza-
tion. Consummation of the settlement is
conditioned upon confirmation of the plan,
and similarly, confirmation of the planis a
condition upon consummation of the settle-
ment.

The proposed settlement includes the fol-
lowing benefits: (1) significant monetary
concessions by the banks; (2) the elimina-
tion of substantial expenses to the estate
that otherwise would be incurred if the
litigation continued through trial and sub-
sequent appeals; (3) the elimination of the
risk of a verdict unfavorable to plaintiffs if
the litigation should proceed to trial; (4)
the substantial limitation of claims by the
banks for post-petition interest and litiga-
tion fees if they are successful in their
defense; and (5) the ability to proceed with

the reorganization without the risk of delay
arising from the litigation.

The settlement has the support of the
debtor, the Creditors’ Committee and the
banks. It is very significant that the class
of common stockholders, 9.AI.1, and the
preferred stock class, 8.AI1, have voted in
favor of the plan, thereby signifying their
approval of the settlement as well. One of
the classes of preferred stock, Class 8.AI1,
voted 58% in favor, although this does not
constitute acceptance under 11 U.S.C.
§ 1126(c). Absent bankruptey, a simple
majority of a class has some weight.

It is clear to the court that this settle-
ment is of great benefit to the estate, the
creditors, and equity holders.

3. Standards for Approval of
Settlement in Bankruptey

[13] The Bankruptcy Code, 11 U.S.C.
§ 1129(a)(1), provides that a plan may be
confirmed only if it complies with the provi-
sions of Title 11. A plan may provide for
compromise of litigation. 11 TU.S.C.
§ 1123(b)(8)(A). Even when an impaired
class of claims or interests does not accept
the plan, the court may approve the settle-
ment and the plan if the court determines
that the plan is fair and equitable to those
impaired classes. 11 U.S.C. § 1129(b)(1).

[14]1 This court has discretion to ap-
prove a settlement as part of a reorganiza-
tion plan. Even so, there are limits to a
court’s discretion in approving a settle-
ment. This court is guided by the case law
which teaches that a compromise should be
approved if it is fair and equitable. Protec-
tive Committee for Independent Stock-
holders of TMT Trailer Ferry, Inc. v

Anderson, 390 U.S. 414, 424, 88 5.Ct. 1157,

1163, 20 L.Ed.2d 1 (1968); In re AWECO,
Inc., 725 F.2d 293, 298 (5th Cir.), cert.
denied, 469 U.S. 880, 105 S.Ct. 244, 83
L.Ed.2d 182 (1984); In re Texaco, Inc., 84
B.R. 893, 901 (Bank.S.D.N.Y.1988). The
court must reach an “informed, indepen-
dent judgment” supported by the factual
background underlying the litigation and
bankruptey. Texaco, 84 B.R. at 901.

The courts that have addressed this prob-
lem are in substantial agreement as to the
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factors a bankruptey judge must consider
in evaluating a settlement. As stated in /n
re Grant Broadcasting of Philadelphia,
Inc,, 71 B.R. 390, 395 (Bankr.E.D.Pa.1987),
the factors are “(a) [tJhe probability of
success in the litigation; (b) the difficulties,
if any, to be encountered in the matter of
collection; (c) the complexity of the litiga-
tion involved, and the expense, inconven-
ience and delay necessarily attending it; (d)
the paramount interest of the creditors and
a proper deference to their reasonable
views....” See also In re American Re-
serve Corp., 841 F.2d 159, 161 (7th Cir.
1987); In re A & C Properties, 184 F.2d
1377, 1382 (9th Cir.1986), cert. denied, 479
U.S. 854, 107 S.Ct. 189, 93 L.Ed.2d 122
(1986); In re Energy Cooperative, 886
F.2d 921, 927 (7th Cir.1989). A further
consideration, enunciated by the Supreme
Court in TMT Trailer is “‘the need to com-
pare the terms of the compromise with the
likely rewards of litigation.” 390 U.S. at
425, 88 S.Ct. at 1163.

The court in In re Texaco followed TMT
Tratler when it confirmed a reorganization
plan providing for compromise of a judg-
ment in excess of $11 billion. The Tezaco
decision sets forth the following criteria to
be considered:

1. The balance between the likelihood of
plaintiff’s or defendant’s success
should the case go to trial vis-a-vis the
concrete present and future benefits
held forth by the settlement without
the expense and delay of a trial and
subsequent appellate procedures.

2. The prospect of complex and pro-
tracted litigation if the settlement is
not approved.

3. The proportion of the class members
who do not object or who affirmatively
support the proposed settlement.

4. The competency and experience of
counsel who support the settlement.

5. The relative benefits to be received
by individuals or groups within the
class.

6. The nature and breadth of releases
to be obtained by the directors and
officers as a result of the settlement.
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7. The extent to which the settlement is
truly the product of arms-length bar-
gaining, and not of fraud or collusion.

Texaco, 84 B.R. at 902.

In order to apply the factors outlined
above, this court analyzed the necessary
factual background as developed (a) from
the proposed findings of fact and conclu-
sions of law of the banks, the Creditors’
Committee and the Equity Committee, (b)
from a review of the written discovery,
documents, depositions of proposed wit-
nesses and similar discovery materials, (c)
from the representation of attorneys who
investigated the facts, and (d) from argu-
ment of attorneys concerning those legal
issues. Finally, the court considered the
likelihood of success of proving these facts
and establishing the legal issues.

This court has read and studied the pro-
posed findings of facts and conclusions of
law submitted by the litigants many times.
It would not add to the analysis for this
court to evaluate in writing each of the
disputed facts and conclusions of law.
Each count would require a lengthy written
analysis. However, the court did evaluate
the ease or difficulty of establishing dis-
puted facts, and it did consider the facts
proposed as favorable as possible to the
party urging such a fact when considering
the applicable law. The court is reminded
that it is a settlement that is before the
court and that a simple majority of the
parties involved in the dispute have favored
the settlement. In fact, except for one
class of preferred, a two-thirds majority
has favored the settlement as part of the
confirmation of the plan. The burden is on
the objecting party to demonstrate that
this law suit would provide more than the
plan proposes and more than in a chapter 7.
To do so, the objecting party must demon-
strate the value of the law suit. They have
not convinced the court of such value.

[15]1 In considering the fairness and
reasonableness of such a settlement, this
court is not required to perform an exact
valuation of each issue. The court is not
required to conduct a mini trial of the
facts. The appellate courts have not re-
quired the use of a rigid mathematical for-
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mula to set dollar values. To do so ‘“would
create an illusion of certainty where none
exists and place an impracticable burden on
the whole ... [settlement] process.” In re
Energy Cooperative, 886 F.2d at 929,
(quoting Group of Institutional Investors
v. Chicago, Milwaukee, St. Paul & Pacific
R.R. Co., 318 U.S. 523, 565-66, 63 S.Ct. 727,
749-50, 87 L.Ed. 959 (1943)).

The cases teach us that this court must
determine “whether or not the terms of the
proposed compromise fall within the rea-
sonable range of litigation possibilities.”
Texaco, 84 B.R. at 902 (quoting In re New
York, New Haven & Hartford R. Co., 632
F.2d 955, 960 (2d Cir.1980), cert. denied,
449 U.S. 1062, 101 S.Ct. 786, 66 L.Ed.2d 605
(1980)). The court concludes that the com-
promise between the banks and the Credi-
tors’ Committee representing Al's interests
falls within that reasonable range and is
fair.

4. Summary of Historical Facts From
Early 1972 Through 1986

In the 1970’s, Al pursued a strategy of
acquisition of consumer products and high
technology industrial products and divesti-
ture of the cyclical, labor-capital intensive
steel business. In about 1982 AI found
itself with a very high level of debt and low
profits. It had acquired many operational
inefficiencies. Al believed those were due
to the number of disparate businesses it
owned, high overhead, and a high level of
preferred dividends. Between 1982 and
1986, Al carried out a number of divesti-
tures. However, the funds obtained were
not used for reducing debt. The cash was
used to pay interest expenses and pre-
ferred and common dividends. The debtor
attempted to retire this expensive pre-
ferred stock through purchases largely fi-
nanced by bank borrowing. During 1984
and 1985, Al individually and separately
negotiated lines of credit with many domes-
tic and foreign banks and other lenders.

In October 1985 when the debtor took a
write down of approximately $75 million
from losses related to real estate and oil
and gas investments, the lending parties
became alarmed. The public press com-
mented fully on many of the debtor’s poor

management practices. The sophisticated
financial community became aware of Al's
problems,

In the fall of 1985, the debtor undertook
a review of its activities and hired Merrill-
Lynch to study and recommend improve-
ments. Project Keystone resulted. There-
after the debtor decided to focus on certain
“core” businesses centered around consum-
er products and to divest various other
businesses. The evidence offered is con-
vincing that this strategy was not unduly
influenced by the banks.

As part of this restructuring, the debtor
desired to change from the separate un-
committed short term financing to more
committed financing. In October of 1986,
the debtor requested that Mellon Bank in-
vestigate creating a committed multi-bank
lender facility. Following necessary nego-
tiating and business forecasting, the debtor
and the banks entered into two revolving
credit facilities, a short term one-year facil-
ity and a long term two-year facility (collec-
tively referred to as the ‘“loan revolver
agreements”’). Those agreements are at
the center of this dispute.

The previous individual loans were unse-
cured. The amount of these borrowings
was approximately $602 million. As a re-
sult of the above negotiations, the banks
obtained concessions from the debtor in the
form of a pledge of the stock of all of the
operating subsidiaries. The agreements
also gave the banks rights over certain
aspects of the debtor’s business and the
right to be paid from the divestiture.

During the negotiations, the president of
Mellon, George F. Farrell, was a member
of the Board of Directors of AI. Mellon
acted as the agent for the other banks and
led the negotiations. On these facts, this
court would easily find that it was clearly
inappropriate for Farrell to serve on the
debtor’s board. Robert F. Buckley, CEO of
the debtor, had also served on Mellon’s
board.

The new loan revolver agreements were
tightly drawn. It is clear that the banks
had become aware of, and concerned about,
the debtor’s financial distress and opera-
tional losses. Itis also true that the debtor
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did not achieve its own goals for the re-
maining core operations which it intended
to retain. The debtor conducted the dives-
titures under pressure to comply with the
revolving loan agreements. The plaintiffs
attack some of those divestitures as result-
ing in fire sale prices. Those facts will be
difficult to prove at trial.

It will also be difficult for the plaintiffs
to prove that the banks planned, originated,
and implemented this scheme as a deliber-
ate effort to disadvantage the other credi-
tors, shareholders, and the debtor. The
debtor could have chosen another course of
action. The debtor’s counsel warned the
debtor of the legal pitfalls of the revolver
loan agreements.

As of the filing of the debtor’s petition in
February 1988, the bank debt had been
reduced from $602 million to $221 million.
Moreover, it is also clear that the banks
improved their position by obtaining collat-
eral. The priority position of a secured
creditor provides the banks with a definite
advantage in a bankruptcy distribution and
outside of bankruptcy. This settlement
significantly diminishes that advantage.

The plaintiffs’ ability to recover under
several of the causes of action is dependent
on the disputed fact of the debtor’s solven-
cy. The plaintiffs believe they can estab-
lish insolvency as of May of 1986. The
result of such an attempt is uncertain. In
support of this assertion, the court notes
that in March of 1987 First Boston Corpo-
ration announced a tender offer of $24.60
for common shares, $20.00 per share for
the $2.19 preference shares and $87.50 for
the $11.25 preferred shares.?? Factual and
legal evidence of insolvency will be a diffi-
cult issue to establish.

22. Alas, Spear Leeds & Kellogg, the dominant
member of the Equity Committee, refused to
tender its shares and is credited with defeating
the proposed merger with First Boston. Ans-
berry When Will Somebody—Anybody—Rescue
Battered Allegheny?, Wall St.J., April 14, 1990 at
1, Col. 6.

23. Section 510(c) of the Bankruptcy Code, 11
U.S.C. § 510(c) provides as follows:
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{161 The issue of equitable subordina-
tion is also risky for the plaintiff. The
plain language of 11 U.S.C. § 510(c) 2 does
not support the Equity Committee’s legal
position and makes them dependent on
common law doctrines. The doctrine of
subordination is remedial, not penal, and is
applied only to the extent necessary to
offset specific harm caused by inequitable
conduct. This court believes that the al-
leged inequitable conduct is largely com-
prised of the banks’ superior knowledge
because of a possible breach by Farrell of
his duty as a fiduciary. The court views
the evidence offered on the issue of deliber-
ately harmful conduct as not convincing.
The court also views the debtor’s historical-
ly poor performance as a significant factor
in this matter. It is clear that the banks
improved their position. The remedy of
holding the banks as unsecured creditors
and denying interest to the banks would be
appropriate. That is largely what this set-
tlement accomplishes.

The Equity Committee asserts in Count
XI that the banks are liable for Farrell's
and Mellon’s tortious conduct. The Equity
Committee contends that because they
have not consented to this settlement this
count cannot be settled. These claims have
been labeled a “lender liability” claim. Al-
though these causes of action are described
by principles frequently used in tort, Count
XI of the complaint alleges a claim based
upon contract and may not be an action in
tort in Pennsylvania.

As stated earlier, the court believes this
is a derivative action being brought by the
committees on behalf of the debtor. This
court by confirming the debtor’s plan and
agreeing to this settlement binds the credi-
tors and shareholders. As stated above, a

Notwithstanding subsections (a) and (b) of
this section, after notice and a hearing, the
court may-—

(1) under principles of equitable subordina-
tion, subordinate for purposes of distribution
all or part of an allowed claim to all or part of
another allowed claim or all or part of an
allowed interest to all or part of another al-
lowed interest; or

(2) order that any lien securing such a sub-
ordinated claim be transferred to the estate.
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majority of the Equity Committee’s clients
also have agreed.
5. The Settlement is Fair and
Reasonable

[17] The banks have substantial expo-
sure in this action; the debtor and creditors
have exposure if this action fails. The
settlement meets the criteria set forth in
Texaco and the other cases discussed
above. The court finds that the proposed
settlement of the litigation, as an integral
element of the debtor’s plan of reorganiza-
tion, is fair and reasonable.

Texaco asked whether there is an appro-
priate balance reached between the likeli-
hood of success for plaintiff at trial and the
concrete present benefits of a settlement.
The court believes that the proper balance
has been reached and is within the range of
reasonableness. The benefits of the settle-
ment are substantial. Those benefits in-
clude significant monetary concessions
from the banks, as discussed above. An-
other benefit is the avoidance of further
litigation expense. It should be noted that
the special counsel hired to conduct this
specific litigation for the Creditors’ Com-
mittee has requested $1.7 million in fees
and the Equity Committee’s special counsel
has requested $600,000 thus far. The par-
ties will incur much greater expenses if
this litigation continues. By settling this
litigation, the debtor also avoids claims by
the banks for additional amounts. If the
litigation continues and the banks are suec-
cessful, they will assert claims for addition-
al post-petition interest through the date
that the plan is confirmed and for fees
incurred in connection with their defense.
Finally, settling this litigation permits the
reorganization to conclude. The settlement
is an essential element of the debtor’s plan.
If a settlement is not achieved, the debtor’s
plan cannot be consummated, and it might
be impossible to consummate any plan of
reorganization.?

In addition to the foregoing, it is signifi-
cant that the settlement, insofar as it is

24. The Japonica Plan requires a settlement as
well.

25. Class 5.8B.7 (Sunbeam Institutional Unse-
cured Claims) consists of all unsecured non-pri-

embodied in the debtor’s plan, has received
the support of the debtor, the Creditors’
Committee and the banks, and has received
a two-thirds affirmative vote by the holders
of common stock and the senior issue of
preferred stock and a simple majority af-
firmative vote by the junior class of pre-
ferred stock. This broad support weighs in
favor of approval of the settlement.

The court observes that although the
common stock class has voted in favor of
the debtor’s plan, the Equity Committee,
the intervenor plaintiff in this action, op-
poses the settlement. It is clear that the
equity holders have priority behind all cred-
itors in priority of distribution. This court
concludes that it is unreasonable to expect
that a result could be reached that is large
enough to allow the debtor to make all
creditors whole and also provide additional
compensation to equity holders. Moreover,
the Equity Committee’s opposition is in
conflict with the expressed views of two of
its three constituencies and perhaps all
three.

The competency of counsel supporting
the settlement is a factor to be weighed.
The settlement is supported by counsel for
the Creditors Committee, including special
litigation counsel, and counsel for the debt-
or. The competence of counsel has not
been challenged.

The final criterion is the extent to which
the settlement is truly the product of arm’s
length negotiations and not of fraud or
collusion. The court is convinced that the
negotiations between the banks and the
Creditors’ Committee were at arm’s length.

The court finds the settlement before the
court is within the range of reasonableness
required for approval.

B. The Structured Settlement at Class
5.8B.7

{18] Included in the debtor’s plan is a
structured settlement with the members of
Class 5.8B.7.2% The structured settlement

ority claims for borrowed money against Sun-
beam held by a financial institution, The mem-
bers of this class are Prudential Insurance Com-
pany of America, Third National Bank of Nash-
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provides that the debtors will pay holders
of claims in Class 5.SB.7 the full amount of
their allowed claims in cash on the effective
date of the plan. The settlement provides
for an additional $23.75 million in cash to
be distributed to Class 5.SB.7 on the effec-
tive date in settlement of certain claims
and litigation. The claims of this class
consist of, in addition to principle, related
post-petition charges, expenses, and month-
ly interest of approximately $34.54 million.
Additionally, the settlement further pro-
vides for additional interest of $900,000 per
month beginning April 1, 1990, and continu-
ing until the effective date of the plan.
The cumulative interest accrued at the cou-
pon rate alone is $23.6 million and is in-
creasing monthly. The settlement largely
agrees to pay post-petition interest.

On October 11, 1985 Prudential and Sun-
beam executed a loan agreement which
provided for payment of interest and also
expenses.?® These claims for additional
charges, expenses and interest arise from
that loan agreement.

The Equity Committee has opposed the
structured settlement. The Equity Com-
mittee contends that (1) section 502(b) pro-
hibits payment of post-petition interest; (2)
Congress did not intend to allow post-peti-
tion interest in chapter 11 situations; (8) if
Prudential were entitled to post-petition in-
terest, it should not be entitled to the de-
fault rate it claims but the statutory rate of
interest in Pennsylvania; and, (4) the struc-
tured settlement is not within the range of
reasonableness.

In order to determine the reasunableness
of this settlement, this court must again
look to the factors set forth in /n re Tezxa-
co, Inc. Those factors will not be repeated

ville, Government Employees Insurance Compa-
ny (“GEICO"), and First Wisconsin Trust Com-

pany.

26. 9.B Expenses. The Company agrees ... to
pay, and save you harmless against liability for
the payment of, all out-of-pocket expenses aris-
ing in connection with this transaction, includ-
ing all taxes, together in each case with interest
and penalties, if any, and any income tax pay-
able by you in respect of any reimbursement
therefor, which may be payable in respect of the
execution and delivery of this Agreement or the
execution, delivery or acquisition of any Note

here. The most important factor is the
likelihood of success should the issue of
interest be decided at trial. Prudential (the
majority claimholder in Class 5.SB.7) has
filed a complaint to determine the extent of
the interest owed to them under the loan
agreement. The Equity Committee con-
tends that the members of Class 5.5B.7 are
not entitled to any interest because these
claimants are not secured.

[19] As a general rule, accrual of inter-
est on a debt is suspended upon the filing
of a petition in bankruptey. MNickolas v.
United States, 384 U.S. 678, 86 S.Ct. 1674,
16 L.Ed.2d 853 (1966). In general, insol-
vent debtors are not required to pay post-
petition interest to unsecured creditors.
However, numerous courts have found that
where the debtor proves to be solvent,
post-petition interest which accrues on
unsecured claims may be allowed. In re A
& L Properties, 96 B.R. 287 (Bankr.C.D.
Cal.1988); see also, In re San Joaquin
Estates, Inc., 64 B.R. 534 (9th Cir.1986); In
re Manville Forest Products Corp., 43
B.R. 293 (Bankr.S.D.N.Y.1984), aff’'d in
part, 60 B.R. 403 (S.D.N.Y.1986); In re
Boston and Maine Corp., 119 F.2d 493 (1st
Cir.1983), cert. denied, 466 U.S. 938, 104
S.Ct. 1913, 80 1.Ed.2d 461 (1984); Deben-
tureholders Protective Comm. of Conti-
nental Investment Corp. v. Continental
Investment Corp., 679 F.2d 264 (1st Cir.),
cert. denied, 459 U.S. 894, 103 S.Ct. 192, 74
L.Ed.2d 155 (1982). By most measures,
Sunbeam has been solvent.

In 1984, a similar fact situation occurred
in the Johns-Manville Corporation case.
Creditors of Manville Forest Products Cor-
poration requested post-petition interest

issued under or pursuant to this Agreement, all
printing costs and the reasonable fees and ex-
penses of your special counsel in connection
with this Agreement and any proposed or actual
modification thereof or any proposed or actual
consent thereunder and the cost and expenses,
including reasonable attorneys' fees, incurred
by you in enforcing any of your rights hereun-
der, including without limitation costs and ex-
penses incurred in any bankruptcy proceeding.
The obligations of the Company under this para-
graph 9B shall survive transfer by you and pay-
ment of any Note.
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from the solvent subsidiary, The court
found as follows:

[Wihere the debtor’s estate is sufficient
to pay the interest which accrues after
the filing date, ‘it would seem inappropri-
ate to return to the debtor a surplus of
his assets after accommodation of all
claims without a distribution to the credi-
tors of accrued interest to the date of
payment of the claims by the trustee.
Therefore, where the debtor is solvent,
the bankruptey rule is that post-petition
interest which accrues on unsecured
claims.- which are allowable against the
debtor’s estate will be paid in full before
any money is allowed to revert back to
the debtor or its shareholders.

In re Manville Forest Products Corp., 43
B.R. 293, 300 (Bankr.S.D.N.Y.1984), aff'd
in part, 60 B.R. 403 (S.D.N.Y.1986) quot-
ing 3 Collier on Bankruptcy, 1502.02 at
503-33 (15th ed. 1984). The court then
stated that the solvent subsidiary was obli-
gated to pay post-petition interest to lend-
ers on both its secured and unsecured obli-
gations. Id. at 300.

The court is convinced that Prudential
and the other members of Class 5.SB.7
would succeed on the issue of interest if it
were to be tried. The settlement merely
gives Class 5.8B.7 interest without the
enormous cost of additional litigation.

The Equity Committee contends that
even if class 5.SB.7 is entitled to post-peti-
tion interest, they would only be entitled to
the Pennsylvania statutory rate of 6%. We
are not convinced of this contention.
“[Wlith respect to creditors who had bar-
gained for a rate of interest ... the bar-
gained-for rate would apply.” Imred & L
Properties, 96 B.R. 287, 289 (Bankr.C.D.
Cal.1988). It has also been held that the
contractual provision for interest applies
post-petition where the estate proves to be
solvent.  Debentureholders Protective
Comm. of Continental Investment Corp.
v. Continental Investment Corp., 679 F.2d
264, 269 (1st Cir.), cert. denied, 459 U.S.
894, 103 S.Ct. 192, 74 L.Ed.2d 155 (1982).

For the above-stated reasons, this court
finds that the settlement between the debt-

or and Class 5.3B.7 is within the range of
reasonableness.

C. The Objections of Cowen & Compa-
ny and Amroc Investments, L.P.

[20] Cowen and Amroc, both general
unsecured creditors of Sunbeam and Al-
met, object to confirmation. Both have
been classified in Classes 5.8B.1 and 5.AL.1
and under the debtor’s plan are scheduled
to receive 100% of the allowed amounts of
such claims. Pursuant to section 7.05 of
the debtor’s plan, the holder of claims in
Classes 5.5B.1 and 5.AL.1 have the right to
seek payment of post-petition interest by
the timely filing of a “Post-petition Interest
Declaration” and a final order of the court.

Cowen and Amroc contend that they are
subject to disparate treatment and that this
constitutes discrimination against “smaller
Sunbeam creditors.” They allege 'that
there is no difference between themselves
and the members of Class 5.5B.7, who have
entered into a settlement with the debtor
(see the Structured Settlement discussed
supra) and those who must request their
interest separately. Both creditors over-
look the fact that there is a major differ-
ence between these classes, The members
of Class 5.8B.7 have contractual loan
agreements providing for interest, whereas
the members of Class 5.5B.1 and 5.AL.1 do
not have a contractual agreement that pro-
vides for interest. In large part they are
trade creditors.

It has been held that ‘“there is no re-
quirement within section 1122 or elsewhere
in the Code that all substantially similar
claims be included within a particular
class.” In re Rochem, Ltd., 58 B.R. 641, at
642 (Bankr.D.N.J.1985) (emphasis added).
“As a general rule the classification in a
plan should not do substantial violence to
any claimant’s interest.”” In re LaBlanc,
622 F.2d 872, 879 (5th Cir.1980). Placing
Cowen and Amroc into classes where they
receive 100% of their allowed claim and
must request post-petition interest does not
“do substantial viclence” to their interest.

The court determiﬁes that a decision by
the court about entitlement to post-petition
interest would be premature at this time.
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None of the claimants in these classes have
filed a “Post-petition Interest Declaration.”
This court finds that the creditors in
Classes 5.8B.1 and 5.AL.1 have not been
discriminated against by requiring them to
make an application. When they file an
application for a “Post-petition Interest
Declaration,” a judicial determination con-
cerning interest will be made. Adequate
notice should be provided to interested par-
ties and the Official Committee of Unse-
cured Creditors of Sunbeam Corporation.
The decision rendered upon the first inter-
est declaration may be res judicata upon all
others filed and similarly situated.

D. The Equity Committee's and Japo-
nica’s Objection to Confirmation
Based on the Actions of Milligan
and DLJ

In the analysis of the Japonica and Equi-
ty motions to designate which the court
denied above, the court promised a further
lock at the same events as an objection to
confirmation. The facts are not in dispute.
The purposes and intent of the parties are
in dispute. The objectors argued that
these purchases were an attempt to en-
trench the management of Milligan and to
ensure control. The defendants argue that
this was an attempt to provide liquidity and
to provide stability for future shareholders.
In any case, Milligan is an insider and it
was not appropriate for insiders to partic-
ipate in these arrangements without disclo-
sure to other creditors. The court is sym-
pathetic to the desire by various potential
shareholders for stability and order in the
market. The court is not supportive of
entrenching any particular management or
conversely permitting a control profit not
to be widely shared.

The Control Transaction provision, which
comes into effect when a Controlling Per-
son owns 30% of the shares, attempts to
deal with the problem. That provision is
no longer adequate for that purpose. Be-
cause the court intends to impose a non-
voting limitation on the Japonica shares, a
much smaller number of shares could con-
trol the reorganized company. Japonica is
estimated to control approximately 50%.
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Thus, 30% would equate to approximately
60% of the remaining stock.

As part of the confirmation process and
as a response to Milligan’s involvement and
the possibility that control was the objec-
tive of DLJ and their affiliates, the trigger-
ing 80% control provision is reduced to 15%
for as long as the Japonica shares do not
have the right to vote.

A plan of reorganization which distrib-
utes shares is inherently forward looking.
The debtor’s plan utilizes a distribution of
shares. The debtor’s projected sales and
profit turnaround is an inherent part of
this plan. In this fact situation, these
shares carry the hope of future improve-
ment. Warrants even more than shares
carry this hope of improvement. A control
change could prevent these benefits from
being fully realized by shareholders, and
also by warrant holders. The debtor is
directed to place at least a three-year peri-
od of life on the warrants.

Because of the limited number of bank
claimants and the large amount of their
debt (3186 million), the control provisions in
the charter were initially designed to pre-
vent the banks from effecting a change in
control and benefitting uniquely.

Even though it now applies principally to
Japonica, the court deems it appropriate to
continue to achieve this result as part of
the confirmation process. As a sanction
for the involvement of Milligan and DLJ in
this process, the bank agreements entered
into with DLJ and others for the purpose
of selling issued shares at $6.25 are avoid-
ed.

The debtor may develop a procedure to
lock up these blocks of stock and to create
a facility permitting the orderly sale of
shares to the general investing public. The
court will retain jurisdiction to insure that
these developments are consistent with the
plan. A change in control not related to
the performance of the debtor is to be
discouraged. The new Board of Directors
is to be specifically enjoined from permit-
ting such a change without protecting the
minority shareholders’ and warrant hold-
ers’ interests.
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Japonica will be denied the right to vote
its shares for at least three years. Japoni-
ca will be enjoined from selling its shares
to parties who do not agree in advance to
abide by the control provisions. Japonica’s
voluntary divestiture below 45% or below
80% will not expiate its bad faith activities.
Japonica’s shares will remain with the debt-
or in trust for as long as the Japonica
shares cannot be voted. The control provi-
sion is lowered to 15%. The DLJ/bank
contracts to purchase when issued shares
at $6.25 are avoided as inconsistent with
the control provision and because they
were not properly disclosed.

E. The Objection of Elliott Associates,
L.P. to Confirmation of the Debt-
or'’s Joint Plan

Elliott is an investment fund which pur-
chased approximately 10% of the Cheme-
tron Corporation 9% debentures due 1994.
Elliott purchased the debentures long after
Chemetron filed bankruptcy. It is a credi-
tor in Class 5.CH.1. The debentures were
issued pursuant to an indenture dated Sep-
tember 1, 1969 prior to the Chemetron ac-
quisition by the AI. Class 5.CH.1 is an
impaired class and has accepted the plan.

Elliott objects to confirmation of plan of
reorganization. The objection sets forth
that the plan violates the best interest of
creditors test under 11 U.S.C. § 1129(a)(7),
that the plan was not proposed in good
faith, and that the plan contains an imper-
missible cramdown provision.

1. Best Interest of Creditors Test

[21] Section 1129(a)(7) of the Bankrupt-
cy Code sets forth the best interest of
creditors test which requires that each
holder of a claim in an impaired class of
creditors must either accept the plan or
receive under the plan property of a value,
as of the effective date of the plan, that is
not less than the amount such holder would
receive under a chapter 7 liquidation.

The debtor’s disclosure statement con-
tains a liquidation analysis at Exhibit 14
and at page IX-4 which sets forth what
creditors would receive in a chapter 7 liqui-
dation. The debtor’s experts testified in
support of these values and the court has

adopted these values. (See Section III su-
pra.) Under the debtor’s liquidation analy-
sis creditors of Chemetron would receive
27% to 29% of the value of their claims.
Under the plan, Chemetron creditors are
receiving 93.2% of the value of their claims,
using a $7.00 per share value of the reorga-
nization securities.

Elliott argues that the investment banker
for the Creditors’ Committee has opined
that the initial trading price of the stock
may be lower than the value set forth in
the debtor’s disclosure statement. There-
fore, Elliott contends that the value of the
property they are receiving, as of the effec-
tive date, may be less than under a chapter
7 liquidation. The recovery to Chemetron
at 27-29% would be roughly equivalent to a
$2.03-32.18 per share. Thus, for Cheme-
tron creditors to receive less than they
would receive in a chapter 7 liquidation, the
stock would have to trade below $2.02 per
share. This court finds that the shares are
valued properly at $7.00 per share; the
shares are not likely to trade at such low
levels.

Elliott further argues that if only Cheme-
tron were liquidated, Class 5.CH.1 would
receive a 100% distribution; Elliott con-
tends that the debtor’s liquidation analysis
is flawed; other corporate parts of the
debtor need not be liquidated for a proper
chapter 7 liquidation analysis. Elliott ar-
gues somewhat obtusely that liquidation
should be analyzed as though the debtor’s
plan was confirmed with only Chemetron
liquidated. Elliott believes that under such
a scenario, Chemetron creditors would then
receive the same distribution proposed for
Class 5.AL1, General Unsecured Creditors.
Class 5,AL1 consists of $48.2 million of
claims which are to receive 3,476,000
shares valued at $7.00 per share. This
amounts to a 60.5% recovery under the
plan. However, Elliott fails to consider
that it would result in 6.4-6.9% on liqui-
dation of AL

The debtor’s plan has not placed the
Chemetron claimants in the unsecured
class. The plan has treated Chemetron
claims in a separate class because they are
only derivative of an unsecured claim and
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must share with other unliquidated claims.
Adding $185 million of intercompany claims
to the unsecured Class 5.AL1 would in-
crease this class by 4.8 times and would
amount to rewriting the plan.

It is obvious that creditors in classes
with higher priority than the Chemetron
claimants would be diluted by such action.
Those creditors accepted less than full val-
ue of their claims in a plan which included
the plan’s treatment of the Chemetron
claims. Elliott argues for the benefit of
only part of the confirmation bargain that
it otherwise wishes to defeat. The court
could not, as part of confirmation, modify
the debtor’s plan and order such a distribu-
tion to the Chemetron claimants.

It is clear from the objection that Elliott
does not fully comprehend the debtor’'s
plan. Chemetron is not being liquidated.
Chemetron will continue to have an inter-
company claim against the reorganized
debtor, The intercompany claim is being
reinstated in the plan.

Chemetron is a nonoperating company
with one asset, an intercompany claim
against Al of approximately $185 million.
There are approximately $36.2 million of
known liquidated claimants at Chemetron
and the plan provides a 93.2% distribution
at $7 per share to them. Elliott ignores the
fact that there are other substantial claims
against Chemetron that are not liquidated!
The debtor established that there are ap-
proximately 8 superfund sites and the
McGeon Nuclear site that have large poten-
tial environmental claims, in addition to the
$36 million of liquidated claims. The inter-
company claim upon which Elliott relies is
also liable for these claims. The debtor is
reinstating these large unliquidated claims
and proposing to pay the liquidated claims
such as Elliott. If these unliquidated
claims are reinstated, the debtor expects
over time that their liability could be
managed better and may even be reduced.
If they are liquidated now, the United
States could raise claims as high as $200 to
$600 million and prevent any distribution to
the Chemetron claimants. The assurance
of a reliable financial entity, such as the
reorganized debtor, and reinstatement has
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satisfied the environmental claimants.
Chemetron alone could not provide such
assurance.

In addition, there are claims of retirees,
product liability claims and various indus-
trial revenue bond claims at Chemetron
that would require liquidation before distri-
bution could be made to the $36.2 million of
known Chemetron claims. Elliott improp-
erly analyzed these unliquidated liabilities
in relation to the $185 million intercompany
claim. The debtor’s evidence on the matter
of unliquidated claims was creditable.

Further, the Creditors’ Committee be-
lieves that the affairs of Chemetron are so
intertwined with Al that substantive con-
solidation is the correct equitable result. It
is clear the Creditors’ Committee will ob-
ject to the payment of this intercompany
claim on that basis, Any separate liqui-
dation of Chemetron will substantially de-
lay the distribution to Chemetron claimants
and could defeat their payment.

Elliott’s analysis is seriously defective.
Because the class into which Chemetron’s
intercompany claim could be classified is
receiving a distribution of 60.5%, Elliott has
calculated that 60.5% of $185 million, or
$111 million, should be available for distri-
bution to the liquidated Chemetron claim-
ants. At best it would need to be shared
with the unliquidated claims above.

More important, if the plan is not con-
firmed, upon liquidation, the unsecured
creditors of Class 5,AI.1 would receive 6.4~
6.9% (see Disclosure Statement, IX-4), not
60.5%; 6.9% of $185 million, approximately
$13 million, is available. The debtor esti-
mated that Class 5.CH.1 consisting of the
liquidated $36.2 million claims would re-
ceive 93.2% under the plan and they esti-
mate only 27-29% on liquidation. Even
that analysis, however, does not account
for the unliquidated claims such as environ-
mental, retirees, etc. Without a reorga-
nized debtor, a liquidation of AI or Cheme-
tron or both will produce much less than
27-29% for the Chemetron claims.

The court finds that Chemetron creditors
are receiving substantially more than they

would under a chapter 7 liquidation and
that the plan thus satisfies the ‘best inter-
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est”’ test of § 1129(a)(7). Elliott’s objection
with regard to the best interest of creditors
test must be overruled.

2. Good Faith Objections

Elliott contends that the provision of the
plan which requires the withdrawal of the
plan as to Chemetron if Chemetron credi-
tors do not vote to accept the plan was not
proposed in good faith. As a practical mat-
ter, in a complex chapter 11 with subsidiary
debtors such as this, the only method to
confirm the plan, if creditors of any subsid-
iary did not accept, is to withdraw the plan
as to that subsidiary debtor and propose an
alternative treatment. Clearly, such provi-
sion was included for the purpose of assur-
ing a confirmable plan and was made in
good faith. It is moot, however, since the
Chemetron class accepted the plan.

Elliott further objects that the intention
of the Creditors’ Committee to object to the
Chemetron intercompany receivable was
not in good faith. The statement merely
reflected the already pending Motion for
Substantive Consolidation and was re-
quired to disclose to all creditors of Cheme-
tron that the Motion for Substantive Con-
solidation would not be dismissed in the
event that such creditors rejected the plan.
Moreover, consistent with its statement of
intention on April 30, 1990, the Creditors’
Committee filed its Motion for Substantive
Consolidation and Objection to the Cheme-
tron Intercompany Claims. Despite the
debtor’s assertions about the intercompany
receivable, it has been and remains the
position of the Creditors’ Committee that
Chemetron is merely a shell corporation
which long ago had been merged with Al
and the intercompany receivable was not
an asset of the Chemetron estate. Rather,
the Creditors’ Committee asserts that the
Chemetron and Al estates should be treat-
ed as one, and the Chemetron creditors
should not receive treatment superior to
the creditors of AI. This objection is de-
nied.

3. Impermissible Cramdown
The allegation set forth by Elliott with
regard to the impermissible cramdown has
been rendered moot by virtue of the fact
that the class of creditors at Chemetron

voted to accept the debtor’s plan. The
objection is also misplaced because the plan
does not provide for the cramdown of
Chemetron, but merely provides that the
plan would be withdrawn as to Chemetron
and that Allegheny would have to provide
for alternative treatment for Chemetron
creditors in the future.

The rationale for providing that the
Chemetron creditors would not receive a
distribution is based upon the fact that the
intercompany receivable upon which their
distribution depends is a disputed claim.
This treatment is consistent with the treat-
ment of other disputed claims in the plan.
No creditor whose claim is disputed shall
receive a distribution under the plan until
their claim is resolved. Thus this objection
is unfounded.

V. CONCLUSION

The court believes that the preceding dis-
cussion addresses all substantial objections
to confirmation. Other matters are ad-
dressed in the Order of Confirmation. The
court finds that the debtor’s plan of reorga-
nization fully satisfies the requirements of
11 U.8.C. § 1129.

An appropriate order is attached.

CONFIRMATION ORDER
WHEREAS, the above memorandum has
made findings of fact and conclusions of
law as to disputed matters;

WHEREAS, the Debtors’ Joint Stock
Plan of Reorganization dated December 29,
1989, filed by the Debtors on December 29,
1989, as amended by the Debtor’s Joint
Stock Plan of Reorganization filed by the
debtors on February 2, 1990 (hereinafter
referred to as the “Joint Stock Plan’), hav-
ing been transmitted to creditors and equi-
ty security holders; and

WHEREAS, the court has determined af-
ter hearing on notice that:

1. The rejections of the Joint Stock Plan
filed by Japonica Partners, L.P. (“Japoni-
ca”’) and their affiliates should be designat-
ed pursuant to 11 U.S.C. § 1126(e) and that
votes cast against the plan were not in
good faith and were not solicited or pro-
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cured in good faith and in accordance with
the provisions of Title 11 of the United
States Code; and, therefore, the court finds
that Class 2.A1.2 Allegheny Secured Bank
Claims and Class 4.AL2 Allegheny Senior
Unsecured Claims have accepted the plan;

2. The Joint Stock Plan does not dis-
criminate unfairly, and is fair and eg-
uitable, with respect to the class of the
holders of the issued and outstanding
$11.25 Convertible Preferred Stock, Class
8.A1.2, the only impaired class of claims or
interests which did not accept the Joint
Stock Plan;

3. Pursuant to the provisions of Article
7.16, Cramdown of the Plan, the court has
found that the “foregoing distributions are
not permitted” and further that the settle-
ment of the bank litigation requires that
Class 8.AL2 shall receive the warrants as
provided by acceptance of the Joint Stock
Plan and that Class 9.AL1 Allegheny Com-
mon Stock shall also receive warrants as
provided by acceptance of the debtors’
plan;

4, The Joint Stock Plan has been accept-
ed in writing by the creditors and equity
security holders whose acceptance is re-
quired by law;

5. The debtors filed modifications to the
Joint Stock Plan on July 5, 1990, which, by
virtue of this court’s orders of April 30,
1990, at Motion Nos. 90-2505M and 90-
2877TM were deemed accepted by all credi-
tors and equity security holders who ac-
cepted the Joint Stock Plan (the Joint Stock
Plan as so modified being hereinafter re-
ferred to as the “Joint Stock Plan”);

6. The provisions of Chapter 11 of the
Code have been complied with; the Joint
Stock Plan has been proposed in good faith
and not by any means forbidden by law;

7. Each holder of a claim or interest has
accepted the Joint Stock Plan or will re-
ceive or retain property of a value, as of
the effective date of the Joint Stock Plan,
that is not less than the amount that such
holder would receive or retain if the Debtor
against which or in which the holder holds
its claim or interest were liquidated under
Chapter 7 of the Code on such date;
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8. All payments made or promised by
the Debtors or by persons issuing securi-
ties or acquiring property under the Joint
Stock Plan or by any other person for
services or for costs and expenses in, or in
connection with, the Joint Stock Plan and
incident to the case, have been fully dis-
closed to the court and are reasonable or, if
to be fixed after confirmation of the Joint
Stock Plan, will be subject to the approval
of the Court;

9. The identity, qualifications, and affil-
iates of the persons who are to be directors
or officers or voting trustees, if any, of a
Debtor, or a successor to the Debtor under
the Joint Stock Plan, after confirmation of
the Joint Stock Plan, have been fully dis-
closed, and the appointment of such per-
sons to such offices, or their continuance
therein, is equitable and consistent with the
interests of the creditors and equity securi-
ty holders and with public policy and their
names are as nominated by management,
William M.R. Maple, James Milligan and
Samuel lapalucei, and as nominated by the
Banks, in Class 2.AlL.2, John R. Isaac, Jr,,
L. Gerald Tarantino, and as nominated by
the Unsecured Creditors, Roderick M. Hills
and R. Guy Boyle;

10. The identity of any insider that will
be employed or retained by the debtor, and
his compensation, have been fully disclosed
except that the compensation by distribu-
tion of shares as disclosed in the Disclosure
Statement is not allowed;

11. Confirmation of the Joint Stock
Plan is not likely to be followed by the
liquidation or the need for further financial
reorganization, of any of the debtors or
any successor to any of the debtors under
the Joint Stock Plan;

12. The debtors have filed their Sched-
ule of Rejected Executory Contracts and
their Schedule of Assumed Contracts pur-
suant to Article IX, Section 9.01 of the
Joint Stock Plan;

13. The Joint Stock Plan incorporates
the settlement, compromise, and dismissal
with prejudice of all claims in the action
pending in this court at Adversary Proceed-
ing 88-186 against Mellon Bank, N.A. and
other secured lenders to Allegheny. The
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settlement, compromise, and dismissal with
prejudice of Adversary Proceeding No. 88-
186 (the “Bank Dismissal”} is conditioned
upon the Joint Stock Plan and the Joint
Stock Plan is conditioned upon the settle-
ment, compromise and dismissal of Adver-
sary Proceeding No. 88-186. If the Joint
Stock Plan is withdrawn for Allegheny,
then the Bank Dismissal shall become null
and void and this order shall not prejudice
the rights of any person with respect to the
Adversary Proceeding. The court finds
that the proposed settlement and compro-
mise is in the best interests of the estate
and that the terms thereof fall within the
reasonable range of litigation possibilities.
Accordingly, the settlement, compromise
and dismissal with prejudice of the Adver-
sary Proceeding is approved and that the
provisions of Exhibit D are hereby adopted
for that purpose;

14. The court has carefully reviewed
the joint application of the Official Commit-
tee of Unsecured Creditors of Sunbeam
Corporation (“Sunbeam”), Almet/Lawnlite,
Sunbeam Holdings Corporation, and Chem-
etron Corporation; The Prudential Insur-
ance Company of America, and the Debtors
in support of the Structured Settlement of
claims of certain creditors of Sunbeam clas-
sified as Class 5.8B.7, as well as the record
and memoranda of law submitted at Adver-
sary Proceeding No. 88-395 (the ‘“Pruden-
tial Adversary”) and court adopts as its
finding the data in Exhibit B and the court
finds that the Structured Settlement is in
the best interest of the Debtors’ estates
and falls within the range of reasonable-
ness. Accordingly, the court hereby ap-
proves the Structured Settlement;

15. The provisions of Exhibits A, B, C
and D attached to Joint Stock Plan as
shown in the Disclosure are specifically
adopted and incorporated here as part of
findings related to the Order of Confirma-
tion;

IT IS ORDERED THAT:

1. The Joint Stock Plan, filed at docket
no. 6530 on February 2, 1990, as amended
by Debtors’ Modifications to Joint Stock
Plan of Reorganization Dated December
29, 1989 as Amended, Filed February 2,

1990, filed at docket no. 7871 on July 5,
1990, which is incorporated by reference, is
confirmed;

2. The debtors are discharged effective
on the effective date from any claim and
any “debt” (as that term is defined in Code
Section 101(11) that arose before the confir-
mation date, except for claims or debts
which are reinstated by the express provi-
sions of the Joint Stock Plan), and the
Debtors’ liabilities in respect thereof are
extinguished completely, whether reduced
to judgment or not, liquidated or unliqui-
dated, contingent or noncontingent, assert-
ed or unasserted, fixed or not, matured or
unmatured, disputed or undisputed, legal
or equitable, known or unknown, that arose
from any agreement of any of the debtors
entered into or obligation of any of the
Debtors incurred before the confirmation
date, or from any conduct of any of the
debtors prior to the confirmation date, or
that otherwise arose before the confirma-
tion date, including, without limitation, all
interest, if any, on any such debts, whether
such interest accrued before or after the
date of commencement of the relevant re-
organization case, and including, without
limitation, all debts based upon or arising
out of any liability of a kind specified in
Code Section 502(g), 502(h) and 502(i),
whether or not a proof of claim is filed or
deemed filed under Code Section 501, such
claim is allowed under Code Section 502, or
the holder of such claim has accepted the
Joint Stock Plan, and (b) each of the debt-
or’s liabilities for such claims and debts are
limited to the amounts such Debtor is pay-
ing or causing to be paid pursuant to the
Joint Stock Plan and pursuant to promisso-
ry notes and accompanying contracts with
respect to holders of allowed secured
claims;

3. The Joint Stock Plan does not provide
for the liquidation of all or substantially all
of the property of any of the Debtors;

4. The provisions of the Joint Stock
Plan and this Confirmation Order are non-
severable and mutually dependent;

5. All executory contracts (including,

without limitation, product, patent, trade-
mark, and know-how licenses) and unex-
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pired leases assumed by any of the Debtors
during the reorganization cases or under
the Joint Stock Plan shall be assigned and
transferred to, and remain in full force and
effect for the benefit of, the respective
reorganized company notwithstanding any
provision in such contracts or leases (in-
cluding those described in Code Sections
365(b)(2) and (f)) that prohibits such assign-
ment or transfer or that enables or re-
quires termination of such contract or leas-
es;

6. This court, notwithstanding entry of
this Confirmation Order, shall retain juris-
diction to (a) hear any action initiated by
the reorganized companies seeking to avoid
or attack, as fraudulent or preferential
transfers, under Code Sections 544, 547,
548 or 550, prepetition transfers or convey-
ances of the Debtors’ assets and (b) any
claim for postpetition interest as specified
in a timely filed postpetition interest decla-
ration and {¢) as provided in Section 10.03
of the Joint Stock Plan;

7. Except as otherwise expressly pro-
vided in the Joint Stock Plan, on the effec-
tive date each reorganized company will be
vested with all of the property of its estate
free and clear of all claims, liens, encum-
brances, charges and other interests of
creditors and equity security holders, and
may operate its businesses free and clear
of any restrictions imposed by the Code or
by the court; provided, however, that each
debtor shall continue as a debtor-in-posses-
sion under the code until the effective date,
and, thereafter, each debtor may operate
its businesses free of any restrictions im-
posed by the Code or by the court;

8. No Claims for postpetition interest
may be heard by the court unless such
postpetition interest claims are specified in
a timely filed postpetition interest declara-
tion. The Debtor is to provide a proper
notice to such creditors as provided in see-
tion 7.05 of the Plan.

9. No extraordinary compensation or re-
imbursement of expenses will be awarded
to any person required to file a binding
compensation estimate (i) who does not file
a timely binding compensation estimate, or
(i) in excess of the amount set forth in a
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timely binding compensation estimate as

provided in 7.07 of the plan;

10. All common stock to be issued pur-
suant to the Joint Stock Plan shall be valid-
ly issued, fully paid and nonassessable. By
reason of Section 1145 of the Code, the
Convertible Asset Sale Certificates, the
Warrants to be issued under the Joint
Stock Plan and the common stock issuable
upon exercise of the Warrant and the Con-
vertible Asset Sale Certificates shall be ex-
empt from registration under Section 5 of
the Securities Act of 1938, as amended, and
any state or local law requiring registra-
tion for offer or sale of a security;

11. The action pending at Adversary
No. 88-186 as provided in Section 5.04(a) of
the Joint Stock Plan shall be dismissed on
the effective date, with prejudice, and such
settlement and dismissal is reasonable and
in good faith and is hereby approved;

12, All claims by any party that were or
could have been asserted in the motion of
the Official Committee of Unsecured Credi-
tors of Allegheny International, Inc. for
substantive consolidation (Motion No. 88-
5652M) including the objection raised by
Chemetron at Motion No. 90-3260M,
among Allegheny, Sunbeam and any other
Debtor reorganized pursuant to the Joint
Stock Plan are dismissed with prejudice
effective on the effective date;

13. Except as otherwise provided in this
order, on the effective date this order acts
as a full and complete release and dis-
charge by the Debtors and by any and all
third parties including, without limitation,
creditors, shareholders, or any other party
in interest, of the indenture trustees and
the members and ex officio members of the
official committees appointed in this case,
their respective representatives, agents,
employees, and counsel from any further
obligation and from any and all manner of
action and actions, causes of action, claims,
obligations, suits, debts, sums of money,
accounts, reckonings, covenants, contracts,
controversies, agreements, promises, dam-
ages, judgments, and demands whatsoever,
whether in law or in equity, which the
Debtor or any such third parties had, may
in the future have, or now has, whether
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known or unknown, contingent or absolute
arising from any actions taken or not taken
in such capacity as an indenture trustee or
as a member of one of the official commit-
tees, including any negligent action or inac-
tion, provided that nothing in this order
shall be deemed a release of any claims
against those insurance companies which
held claims in Class 4.AI2 relating to
breach of their fiduciary duties. The court
adopts Exhibit C Release for this purpose;

14, No later than the effective date, the
Banks and Allegheny are directed and in-
structed to take any and all actions which
may be necessary or appropriate to con-
summate the Bank Dismissal approved
hereby and to implement said Bank Dismis-
sal, including but not limited to the execu-
tion of the Release, a copy of which is
attached to the Joint Stock Plan as Exhibit
G

15. The court retains jurisdiction to en-
force the provisions of this order and the
Bank Dismissal approved herein except as
provided in Exhibit C;

16. All persons (including those persons
holding Senior Indebtedness as that term is
defined in the Public Subordinated Debt
Trust Indentures) are permanently enjoined
from enforcing or seeking to enforce any
claimed contractual subordination rights
with respect to distributions to the holders
of the Public Subordinated Debt and to the
Indenture Trustee;

17. The Structured Settlement of claims
of certain creditors of Sunbeam, classified
as Class 5.8B.7, is hereby approved;

18. In response to the litigation at Ad-
versary Proceeding 30-260 and the findings
of fact and conclusion of law made in the
memorandum above and pursuant to au-
thority granted in 11 US.C. § 105, all
shares to be distributed to Japonica or their
affiliates shall be held in trust by the Debt-
ors for three years and shall not be entitled
to vote on any matter while in trust or
owned by Japonica during those three
years; however, Japonica may enjoy the
other benefit of ownership such as divi-
dends and proceeds from sales;

If within forty-five days or less from the
date of this order (i.e. on or before August

27, 1990) Japonica agrees to the provisions
and establishes the ability to respond to the
shareholders’ “puts” at $7 per share and
$1.58 per warrant, then the Debtors and
Japonica, upon motion to this court, shall
promptly facilitate the purchase transac-
tions and orderly change in control of the
Reorganized Debtor. If Japonica does not
so establish its agreement and ability with-
in 45 days, the trust of Japonica shares
shall continue for three years. During that
time, the shares owned by Japonica are not
entitled to vote while owned by Japonica or
parties with which Japonica is affiliated.
Japonica may choose to continue to own the
shares or set in motion, with the coopera-
tion of the Debtor or the Reorganized
Debtor and the consent of this court, an
orderly sale of such shares to third parties
who shall be required to consent to the
control provisions and the Order of Confir-
mation. Upon such sale, these shares shall
be entitled to vote.

19. Because the Japonica shares shall
not be entitled to vote and because Japoni-
ca owns or controls 45 to 50% of the total
shares and further because of the undis-
closed involvement of insiders, innocent or
otherwise, with the Banks, Donaldson, Luf-
kin & Jenrette (“DLJ”) and its affiliates;
the control provisions of the charter of the
Reorganized Debtor are reduced to 15% of
the total shares for so long as Japonica
owns any shares or for at least three years
whichever is longer. This 15% provision
shall apply to all shareholders including
employees or insiders who are promised
shares but have not received them.

20. Pursuant to 11 U.S.C. § 105, the
contracts between DLJ and their affiliates
and the Banks for when-issued shares are
avoided and of no effect;

21. Any change in control (15% or more)
for at least three years shall also trigger a
put provision as to the warrants for a value
of at least $1.53 per warrant.

22. The contractual provisions for pay-
ment to James D. Milligan of those shares
which were to be paid to him on a time
vesting basis over three years in exchange
for him waiving his rights to his annual
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salary are not approved. The Debtors
have withdrawn these provisions. The
Debtors intend to recommend to the Board
of Directors of the Reorganized Company
that all shares to be paid to Milligan be
paid on the basis of performance. The new
agreement is to be submitted by the out-
side Directors of the Reorganized Compa-
ny. These changed provisions are to be
submitted to creditors on Service List 6;
objections may then be raised and a hear-
ing conducted.

23. All duplicative objections to confir-
mation which have been raised which are
similar to those issues discussed in the
memorandum are decided similarly and de-
nied; ’

24. The objections raised by Finalco
Inc., First National Bank of Chicago, and
Sovran Bank are considered matters to be
first decided in procedures for objection to
claims. The Debtors are to schedule hear-
ings promptly. The substance of these dis-
putes are not decided here except to deter-
mine that they do not constitute an objec-
tion to confirmation at this time;

25. By approving the Joint Stock Plan,
holders of Class 7.AI1 (Allegheny Subordi-
nated Debenture Claims) accept the resolu-
tion of the dispute over original issue dis-
count set forth in Section 7.17 of the Joint
Stock Plan. Such section provides that this
court’s Memorandum Opinion and Order of
Court of May 18, 1989 (the ““OID order”),
at docket No. 4658, which has been appeal-
ed to the United States District Court for
the Western District of Pennsylvania (the
“appeal”), shall become a final order. All
parties to the appeal are directed to with-
draw their respective appeals to permit the
OID order to become a final order.

26. All remaining objections are denied.

All parties are granted five days, until
July 17, 1990, to raise matters which have
been inadvertently omitted or not properly
addressed in the order, for which a hearing
is set on July 19, 1990 at 9:30 A.M. in Room
1603 Federal Building, Pittsburgh, PA
15222,

1. In this opinion, the court refers to Allegheny
International, Inc., Sunbeam Corporation, Sun-
beam Holdings, Inc., Almet/Lawnlite, Inc.,
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All parties are granted until July 23,
1990 to raise motions to reconsider sub-
stantive matters for which a hearing is set
for July 26, 1990 at 9:30 A.M. in Room 1603
Federal Building, Pittsburgh, PA 15222,

ON MOTION FOR RECONSIDERATION

The matters presently before the court
are the motions for reconsideration filed by
the debtor,! the secured bank lenders (the
“banks’), Fidata Trust Company New York
(“Fidata”), the Official Committee of Equi-
ty Security Holders of Allegheny Interna-
tional, Inc. (the “Equity Committee”), and
Cowen & Co. (“Cowen”). The movants
seek reconsideration of this court’s Memo-
randum Opinion and Order of Court of July
12, 1990 (the “Memorandum Opinion and
Order”). In addition, the court will address
certain matters which the debtor, the Equi-
ty Committee, and the banks previously
raised as technical matters, but which the
court considered in the nature of motions
for reconsideration. For the reasons set
forth below, the debtor’s motion is granted;
the banks’ motion is granted in part and
denied in part. The motions of Fidata and
the Equity Committee are denied. Cowen’s
motion is denied as untimely.

1. The Debtor’'s Motion

The debtor requests that paragraph 22 of
the confirmation order, which deals with
the time vesting of shares to be paid to the
management of the reorganized debtor, be
clarified to indicate that it applies only to
James D. Milligan, the chief executive offi-
cer designate of the reorganized debtor.
In drafting the confirmation order, the
court intended to apply those provisions
only to the top executives, rather than to
all employees across-the-board. Therefore,
paragraph 22 is modified, as requested by
the debtor.

In a previous filing, the debtor requested
that paragraph 24 be modified to delete
references to the Jasper County Board of
Supervisors (“Jasper County”) and the Sec-

Chemetron Corporation, and ten of the fourteen
subsidiaries that filed for chapter 11 relief on
May 3, 1988 collectively as the debtor.
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retary of the Department of Revenue and
Taxation of the State of Louisiana (the
“Secretary”). Paragraph 24 deals with
miscellaneous objections to confirmation
which the court construed as matters relat-
ed to the allowance of claims. In its objec-
tion, Jasper contends that an unexpired
lease from Jasper to Sunbeam may not be
assumed by the plan of reorganization, be-
cause the lease was automatically rejected
pursuant to 11 U.S.C. § 365(d)(4). How-
ever, the court extended the time to as-
sume or reject unexpired leases until con-
firmation of the plan of reorganization.
Therefore, the complaint of Jasper was not
related to allowance of a claim and should
be deleted from paragraph 24.

The objections of the Secretary relate to
the interest rate and frequency of deferred
payments under the plan. Thus, the Secre-
tary’s objections are not related to a claim
and should be deleted from paragraph 24.
Moreover, the applicable provisions of the
plan of reorganization do not violate 11
U.S.C. § 1129(a)(9)(C).

II. Fidata’s Motion

Fidata seeks reconsideration of the
court’s ruling on section 7.16 of the plan,
which Fidata refers to as the ‘“clawback”
provision. Section 7.16 provides that if any
class of equity security holders does not
accept the plan, than the warrants due to
that class—and any junior class—revert to
Class 7.AlL1, the subordinated debt. The
court struck such provision as discriminato-
ry, and held that Class 8.AL.2 and Class
9.AL1, the classes affected by section 7.16,
should receive the distribution contem-
plated by the plan of reorganization.

Fidata complains that section 7.16 was a
carefully negotiated and drafted attempt to
provide value to equity holders to induce
them to vote for the plan, thereby avoiding
cramdown and the attendant valuation pro-
cess. Because Class 8.AI.2 did not vote for
the plan, valuation and cramdown occurred.
The manner in which the court approved
the cramdown denied Fidata the benefit of
its bargain. Fidata contends that section
7.16 is not prohibited by the Bankruptey
Code and does not constitute “‘unfair dis-

crimination,” as that term is used in 11
U.S.C. § 1129.

This is a unique problem. It is clear to
the court that under the absolute priority
rule, there is insufficient value to provide a
distribution to all classes of equity holders.
However, as the court discussed at length
in the Memorandum Opinion, the equity
holders were also offered these same war-
rants for settling, inter alia, the litigation
against the banks (Adversary No. 88-186).
The valuation which the court accepted, as
well as the valuation urged by the Equity
Committee, did not separately consider the
value of the bank settlement, even though
the plan of reorganization proposes and
requires the settlement of that action.
Moreover, one of the reasons the equity
classes were offered warrants was to re-
duce all litigation. If the court views the
distribution of warrants as the result of the
bank settlement, the warrants given to the
equity security holders were not “taken
away” from Class 7.Al1, the subordinated
debt holders. Moreover, if the settlement
of the action against the banks is not con-
summated, the reorganization cannot be
consummated. Such a result would be del-
eterious to all classes, including Class
T.AL1L.

In retrospect, rather than hold that sec-
tion 7.16 was ‘“discriminatory,” the court
could have used different terminology.
Nevertheless, section 7.16 remains unac-
ceptable to the court for the reasons stated
above.

1II. The Banks’ Motion

In response to the banks’ adversary pro-
ceeding against Japonica Partners, L.P.
(“Japonica”), the court imposed a trust on
the stock to be received by Japonica under
the plan of reorganization. The Memoran-
dum Opinion did not specifically provide for
the treatment of any cash distributions to
Japonica for its bank claims. The banks
request that any cash distributed to Japoni-
ca under the plan also be held in trust to
ensure that the banks can enforce potential
judgments against Japonica. The banks
also suggest that the Memorandum Opin-
ion and Order are unclear as to whether
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another control purchaser would have to
purchase Japonica’'s shares and whether
other stock holders can sell blocks of
shares. The banks also complain that the
Order grants warrant holders the right to
receive $1.53 per share in a control transac-
tion, irrespective of the amount paid for the
common stock of the reorganized debtor in
such a transaction.

As stated in the Memorandum Opinion
and Order, the court used its injunctive
power in as limited a manner as was appro-
priate, and did not intend to deprive Japoni-
ca of all of the benefits of its various
bargains. Therefore, Japonica may put its
shares in the event of a control transaction
by another entity. However, because of
this court’s clear statement that the best
chance to maximize recovery for all credi-
tors and present equity holders lies in a
turnaround by the debtor, which is estimat-
ed to take three years, control transactions
are especially discouraged for three years.
Creditors should not be deprived of the
benefit of a turnaround. Any control
transaction must strictly comply with the
control transaction provisions set forth in
the certificate of reorganization of the reor-
ganized debtor, as modified by the Memo-
randum Opinion and Order of Court. With
respect to the banks’ concern about distri-
bution of cash to Japonica, the court modi-
fies the Memorandum Opinion and Order to
hold that Japonica shall not receive any
distribution of cash during the pendency of
an appeal by Japonica. With respect to the
banks’ complaint that the Memorandum
Opinion and Order imposes a minimum pur-
chase price for the warrants, but not for
the shares, the court does not see the need
to similarly protect shareholders since they
will elect directors to the board of the
reorganized debtor.

Of a technical nature, the banks suggest
that paragraph 13 of the Order of Court,
which provides, inter alia, for a release of
claims against members of the official com-
mittees, be modified to exclude from the
release possible breaches of fiduciary
duties by certain former holders of claims
in Class 4.AL2 who sold their claims to
Japonica. The banks also suggest that
paragraph 9, which names the directors of
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the reorganized debtor, be modified be-
cause it fails to designate the class of di-
rectors for each of the directors nominated
by the banks. The banks desire to indicate
that one of their nominees, L. Gerald Tar-
antino, be placed into the third class of
directors. Both of the modifications men-
tioned in this paragraph are approved.
However, the events related to the sale of
claims by members of the Official Commit-
tee of Unsecured Creditors of Allegheny
International, Inc. (the “Creditors’ Commit-
tee’”) are not covered by paragraph 13.
The court does not decide whether those
events are, or are not, breaches of fiduci-
ary duties.

IV. The Equity Committee’s Motion

The Equity Committee continues to chal-
lenge the methods and results of the valua-
tion of the debtor by the debtor’s financial
advisor, Smith Barney, Harris, Upham &
Co (“Smith Barney”). The Equity Commit-
tee, inter alia, suggests that the court
erred by failing to include the $170 million
in excess working capital of the debtor in
determining valuation. With respect to
this objection, the court notes that such
excess working capital was included in
Smith Barney’s valuation. With respect to
the Equity Committees’s other objections
concerning valuation, the court affirms its
decision, as set forth in the Memorandum
Opinion. The court notes again that al-
though Charles River Associates (“CRA"),
the Equity Committee’s financial advisor,
properly used the debtor’s projections, it
did not consider the inherent business risk
of achieving those projections. In compar-
ing companies which had emerged from
chapter 11 to the debtor, CRA did not use
the projections of those companies. Rath-
er, CRA used actual performance versus
stock price. In the instant case, CRA is
treating the debtor’s projections as having
been realized! CRA did not adjust their
factor to account for such risk.

The Equity Committee also argues that
the court erred by holding that 11 U.S.C.
§ 1126(e) does not empower the court to
designate the votes of innocent creditors
and interest holders. Section 1126(e) pro-
vides that “‘the court may designate” the
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votes “of any entity ... whose acceptance
was not solicited or procured in good
faith....” (emphasis added). Even if the
court adopts the interpretation of section
1126(e) urged by the Equity Committee, the
court will not designate the votes in favor
of the debtor’s plan of reorganization. Al
though the court was critical of the at-
tempted transaction between Donaldson
Lufkin & Jenrette Securities Corp. (“DLJ")
and the banks, there was insufficient evi-
dence of bad faith by the debtor or James
D. Milligan. Even though the court criti-
cized the attempted transaction between
DLJ and the banks as “inept and ill-timed,”
and imposed appropriate sanctions, the
court did not make a finding of bad faith.
Rather, the court found clear and convine-
ing evidence that the banks would have
voted for the debtor’s plan even without
the opportunity to sell their when-issued
shares. The Creditors’ Committee had also
indicated its continuing support of the debt-
or’s plan, notwithstanding the matters of
which the Equity Committee complains.
Therefore, the court affirms its decision
not to exercise its discretion to designate
the votes in favor of the debtor’s plan.

V. Cowen’s Motion

The Memorandum Opinion and Order of
Court set July 23, 1990 as the deadline for
moving for reconsideration. Cowen at-
tempted to serve its motion by telecopier
on that date. Cowen was under the mis-
taken belief that filing by telecopier was
permissible in the instant case. It is not.
Therefore, Cowen did not file a timely mo-
tion. Cowen has moved for leave to file its
motion for reconsideration nunc pro tunec,
but the circumstances related by Cowen do
not constitute excusable neglect. There-
fore, Cowen’s motion for leave to file its
motion nunc pro tunc is denied. Cowen’s
motion for reconsideration is denied as un-
timely. However, the court does not be-
lieve that Cowen has been prejudiced, since
the substantive matters underlying its mo-
tion will be heard in connection with post-
petition interest applications.
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In re JEANNETTE CORPORATION,
t/a Jeannette Glass, Debtor.

JEANNETTE CORPORATION, t/a
Jeannette Glass, Objector,
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Ronald L. GILARDI, Attorney for Multi-
ple Claimants, Barry R. Johnson,
Charles Ventura, Donna Lavella, Wil-
liam Lukasiewicz, Phyllis Taylor, Lor-
raine M. Lukasiewicz, Catherine
Loughner, Erma R. Butler, Ella Piove-
san, Theresa Vagasky, Charles Kovach,
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James P. Bartley, Lizabeth A. Bartley,
Carol Sawhill, Joan C. Bogart, Bernard
Kammerdiener, Ronald Uveges, Joseph
Hiznaneck, Cheryl Blackburn, Jason C.
Myers, Dan F. Dean, Dora M. Bricker,
Anne Dumnich, Russel J. Smith, Elean-
ora J. Chicotella, Christine C. Uhall,
Patricia A. Peters, Martin L. Harbaugh,
Marvis B. Cindrick, Linda N. Burtner,
Edward Brinker, Kathy L. Zgonc, Irene
H. Johnson, Dennis Bollinger, Nicholas
J. Zellem, Russell W. Wallis, Darla K.
Maruscak, Cheryl L. Woods, Dolores L.
Clair, Jane L. Gsell, Thelma J. Kurz,
Cheryl L. Walters, Margie Budesky, Do-
menick D. Tedeski, Paula Knouse,
Scarlett Francis, Harry E. Fontana, Pa-
tricia A. Schutter, Ruth M. Kifer, Bar-
bara A. Dietrich, Thomas G. Ventura,
Andrew M. Tlumaec, Nancy B. Doran,
Aretha J, Wessel and Judy M. Llewel-
lyn, Claimants.

Bankruptcy No. 82-3265.

Claim Nos. 68, 91-106, 113-126, 136, 142,
167-170, 208-212, 238, 239, 352, 353, 355,
391-393, 397401, 414, 416, 463, 518-522,
525, 526, 553 and 554.

United States Bankruptcy Court,
W.D. Pennsylvania.

Aug. 17, 1990.

Former employees, who were terminat-
ed within 90 days of debtor employer’s
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jection constituted a breach that ended the
contracts’ application to sales of natural
gas between the parties. Consequently,
the jurisdiction of FERC to regulate these
sales ended then. Because a substantial
and material consideration of the Natural
Gas Act, the Natural Gas Policy Act, and
the Decontrol Act is not required to resolve
the case, Section 157(d) does not provide
for mandatory withdrawal. The Withdraw-
al Motion will therefore be denied.

An order will be entered in accordance
with this Memorandum Opinion.

. w
l O EKEY NUMBER SYSTEM

T

In re ALLEGHENY INTERNATIONAL,
INC., Sunbeam Corporation, Sunbeam
Holdings, Inc., Almet/Lawnlite, Inc.,
and Chemetron Corporation, et al.,
Debtors.

Bankruptcy No. 88-448 JLC.
Motion Nos. 91-1473M, 91-1574M, 91~
1522M, 91-1523M, 91-1530M, 91-
1531M, 91-2534M and 91-2898M.

United States Bankruptcy Court,
W.D. Pennsylvania.

March 21, 1991.

On Motion to Alter or Amend, and
Other Matters Aug. 16, 1991.

Counsel for Chapter 11 debtor filed
petition for final compensation and request-
ed bonus, and reorganized debtor objected.
The Bankruptey Court, Joseph L. Cosetti,
J., held that: (1) provision of confirmed
Chapter 11 plan did not permit counsel to
be paid by debtor at higher contractual rate
agreed to by debtor without court approv-
al, and; on motion to alter or amend, the
Court further held that: (2) professional
fees obtained in mergers and acquisition
and hostile takeover activities are not com-
parable market rate for professional fees in
Chapter 11 case; (8) counsel was not enti-
tled to bonus compensation; and (4) coun-
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sel for debtor and creditor, which obtained
control of debtor, would be sanctioned $10,-
000 and $5,000, respectively, for failing to
obtain approval of professional fees prior
to payment of fees. -

So ordered.

1. Bankruptcy ¢=3200

Provision of confirmed Chapter 11 plan
indicating that debtor’s counsel would be
paid at higher of contractual rates agreed
to by debtor or rates as court may allow
did not permit counsel to be paid by debtor
at higher contractual rate agreed to by
debtor without court approval, and in viola-
tion of court's actual orders; in order to
remedy mistake in' paying such higher
amount, counsel would be required to turn
over to clerk of bankruptecy court over
$500,000 and recalculate its fee petitions.
Bankr.Code, 11 U.S.C.A. § 1129(a)(4).

2. Bankruptcy ¢=3560

Requirement for confirmation of Chap-
ter 11 plan that any payment by defendant
or debtor for services or costs in connection
with case be approved by, or subject to
approval of, court, as reasonable, also ap-
plies to reorganized debtor. Bankr.Code,
11 US.C.A. § 1129(a)(4).

3. Bankruptcy ¢=3560

Professional costs and expenses in-
curred by creditor beginning when it filed
its plan of reorganization and continuing
throughout consummation of Chapter 11
debtor’s plan and activities relating to clos-
ing case were subject to Bankruptcy Code
provision permitting confirmation of plan
only if payments for services or costs in
connection with case have been approved or
are subject to approval of court as reason-
able. Bankr.Code, 11 US.C.A.
§ 1129(a)(4).

bn Motion to Alter or Amend

4. Bankruptcy ¢=3200

Counsel for Chapter 11 debtor was not
entitled to have increased its rates set in
prior bankruptey court orders based on dis-
covery that creditor, which hired profes-
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sionals initially as creditor for purpose of
taking control of debtor and which had
been reimbursed by reorganized debtor,
had voluntarily paid higher rates to its
professionals; counsel had, without court
order or approval, been paid fees at con-
tract rates above court approved hourly
rates. Bankr.Code, 11 U.S.C.A.
§ 1129(a)(4).

5. Bankrupicy <3160, 3192

Professional fees obtained in mergers
and acquisition and hostile takeover activi-
ties are not comparable market rate for
professional fees in Chapter 11 case, in
light of important differences; investment
bankers and attorneys in merger and acqui-
sitions are free to negotiate for themselves
with their principals the amount they will
be paid, Chapter 11 proceedings are by
definition judicial proceeding with purpose
of maximizing results for all creditors, and
professionals are fiduciaries in bankruptey
process. Bankr.Code, 11 US.CAA.
§ 1129(a)(4).

6. Bankruptcy 3155

In bankruptcy process professionals
are fiduciaries, not only to parties they
represent but also to court; professionals
must be capable of proving that all actions
taken are ethical and accomplished in good
faith.

7. Bankruptey €¢=3204

Reorganized Chapter 11 debtor’s
agreement in settlement not to object to
any fee application applied only to those
fees which were approved or allowed by
court, and did not prohibit it from objecting
to attorney fees at contractual rates ex-
ceeding rates approved by court. Bankr.
Code, 11 U.S.C.A. § 1129(a)(4).

8. Bankruptcy &=3160, 3200

Bankruptey court is not bound by any
agreement concerning fees by profession-
als or any other interested party. Bankr.
Code, 11 U.S.C.A. § 1129(a)(4).

9. Bankruptcy &3200

Counsel for Chapter 11 debtor would
be required to return to reorganized debtor
all amounts which were paid to counsel in

excess of court approved rates, totaling
$1,111,151.17.

10. Bankruptcy €=*3197

Although counsel for Chapter 11 debt-
or provided services of high quality and
achieved quite good results considering liti-
giousness of case, results were not rare or
exceptional so as to entitle counsel to re-
quested $2,700,000.00 bonus compensation.

11. Bankruptcy <3197

Bonus awards are allowable only in
rare. and exceptional cases.

12. Bankruptcy &3160, 3197

Bankruptey court should not grant bo-
nus compensation to professional who vio-
lates bankruptey court’s specific orders re-
garding professional fees.

13. Bankruptcy €¢=3172, 3200

Creditor, which hired professionals to
aid it in its ultimately successful attempt to
gain control of Chapter 11 debtor, was not
entitled to compensation from reorganized
debtor for such work performed by profes-
sionals prior to consummation without ap-
plication to and approval by court, and
thus, counsel would be required to return
money received from debtor; creditor re-
ceived reorganized debtor’s approval of
fees immediately upon consummation of re-
organization plan and was paid without
court approval. Bankr.Code, 11 U.S.C.A.
§ 1129(a)(4).

14. Bankruptcy €=2187

Counsel for Chapter 11 debtor and for
creditor, which obtained control of debtor,
would be sanctioned $10,000 and $5,000,
respectively, to be paid to Clerk of Bank-
ruptey Court within 20 days, for failing to
obtain approval of professional fees prior
to payment of fees. Bankr.Code, 11
US.C.A. § 1129(a)(4).

Lewis Davis, M. Bruce McCollough,
George L. Cass, Buchanan Ingersoll, P.C,
Pittsburgh, Pa., for debtors,

Cynthia Baker, Fried, Frank, Harris,
Schriver & Jacobson, New York City, for
Japonica/Sunbeam-Oster.
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Michael Lederman, Sunbeam-Oster Co.,
Inc., Joseph A. Katarincic, Katarincic &
Salmon, Dennis J. Lewis, Cohen & Grigsby,
Pittsburgh, Pa., for Sunbeam-Oster.

Douglas A. Campbell, Campbell & Le-
vine, Pittsburgh, Pa., for Sunbeam Unse-
cured.

Andrew J. Levander, Shereff, Friedman,
Hoffman & Goodman, David M. LeMay,
Hughes, Hubbard & Reed, New York City,
for Japonica.

Robert G. Sable, Sable, Makoroff, Sher-
man & Gusky, Pittsburgh, Pa., for Al
Unsecured Creditors.

Larry D. Henin, Olwine, Connelly, Chase,
O’Donnell & Weyher, New York City, for
Al Equity Committee.

MEMORANDUM OPINION

JOSEPH L. COSETTI, Bankruptey
Judge.

The matters presently before this Court
are the fee petitions for final compensation
of Buchanan Ingersoll, P.C., including the
request for $2,700,000.00 in bonus compen-
sation and the objections raised by the Re-
organized Debtor.

Buchanan Ingersoll (hereinafter “BI”)
was hired by the Debtor and began work
on the above-captioned case in February
1988. The initial review of all the fee
petitions, including BI's fee petitions for
the period from February 1988 to April
1989, resulted in a Memorandum Opinion
and Order of Court dated December 14,
1989. The December 14, 1989 Opinion con-
sidered hourly rates extensively for this
case. The Court limited BI's requested
hourly rates and the hourly rates of other
professionals. BI was ordered to recalcu-
late its fee petitions and certify to the
Court that the recalculation was consistent
with the Memorandum Opinion. BI recal-
culated and certified the appropriate
amount of money consistent with the Mem-
orandum Opinion and the Court ordered
such amounts to be paid.

Confirmation of the Debtor’s Plan of Re-
organization initially occurred on July 12,
1990. After certain parties appealed the
confirmation, settlement negotiations initi-
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ated an amendment of the Plan which was
finally confirmed on August 8, 1990.

On September 11, 1990, this Court again
reviewed the fee petitions of all profession-
als including BI’s fee petitions from the
approximate period of May 1989 to April
1990. For the year commencing January 1,
1990 the Court allowed a 5% increase in all
hourly rates as allowed in the December
14, 1989 Memorandum Opinion and Order
of Court. Again, all professionals were
ordered to recalculate the amounts pursu-
ant to the December 14, 1989 Memorandum
Opinion and Order of Court, as further
modified by the Memorandum Opinion and
Order of Court dated September 11, 1990.
In September 1990, Samuel H. Iapalucci,
certified that BI’s fees and expenses were
recalculated “in accordance with this
Court’s Order of September 11, 1990 as to
hours and disbursements, and with the
terms of the Debtors’ confirmed Plan as
to applicable rates.”

On August 7, 1990, BI requested of the
Debtor, Allegheny International, the bal-
ance of fees due for the period of February
1988 through April 1989. This amount ap-
pears to represent the difference between
the court-approved hourly rates and the

hourly rates originally requested by BI.-

On August 8, 1990, the Debtors paid to BI
the sum of $586,758.48. This payment was
made without notice or approval of this
Court.

On February 7, 1991, this Court reviewed
the fee petitions of BI from May 1990 to
September 1990 and ordered BI to recalcu-
late those fee petitions “subject to the mod-
ifications in the Memorandum Opinion and
Order of Court dated December 14, 1989,
as further modified by the Memorandum
Opinion and Order of Court dated Septem-
ber 11, 1990....” The Certification which
was filed for the fee petitions from May
1990 to September 1990 states that the
recalculation of fees was “computed in ac-
cordance with this Court’s Order of Febru-
ary 7, 1991 as to hours and disbursements,
and with the terms of the Debtors con-
Sirmed Plan as applicable rates.”
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[1] BI argues that Section 4.02 of the
Plan provides for BI to be paid their con-
tractual rates. Implied in this argument is
an override of this Court’s findings as to
hourly rates to be charged for this case.
Section 4.02 of the states:

Administrative Claims for fees and ex-

penses of professionals retained by the

Debtors, pursuant to Section 327 of the

Code, shall be compensated at the higher

of the contractual rates agreed to by the

Debtors or such rates as the Court may

allow.

BI argues that it had an agreement with
the Debtor to be paid at the higher of the
contractual rate agreed to by the Debtor or
such rate as the Court may allow. This
agreement about hourly rates was not
presented to the Court nor is it alleged that
such an agreement had been approved by
this Court.

It is clear to the Court that this interpre-
tation of Section 4.02 of the Plan must fail.
No provision of a plan of reorganization
can violate. the clear statutory language of
11 U.S.C. Section 1129(a)(4). Bankruptcy
Code section 1129(a)(4) specifically prevents
the Court from approving a plan of reorga-
nization unless all costs and expenses in
connection with the case are subject to
approval by the Court as being reasonable.
The reason Congress has required this ap-
proval by the Court is to insure reasonable-
ness, maximize the results for creditors
and to prevent administrative creditors,
who are granted priority, from over-
reaching.

Section 4.02 of the Debtor’s Plan of Re-
organization cannot negate either this
Court’s actual orders or a specific require-
ment of confirmation, This Court specifi-
cally ordered BI to recalculate its fee peti-
tions in accordance with the December 14,
1989 Memorandum Opinion and Order of
Court, as modified by the Memorandum
Opinion and Order of Court dated Septem-
ber 11, 1990. The Order did not state that
BI was to recalculate its fee petitions in
accordance with the Debtor’s Plan of Reor-
ganization. The Court was not aware of
the changed language used in the certifica-
tions submitted by BI

Clearly the Debtor’s payment to Bl over
the court-approved amount was not ap-
proved by this court and as carried out was
not subject to court approval. If in fact
there was an agreement between BI and
the Debtor or the Reorganized Debtor, the
Court did not approve such agreement, as
it was required to do by the Bankruptey
Code. If the intention of the parties in
drafting the language of Section 4.02 of the
Plan of Reorganization was to avoid specif-
ic court orders to the contrary or to avoid
review by the Court, then this Court should
not have confirmed the Plan. '

We need not revoke confirmation to cor-
rect this problem. However, in order to
remedy this mistake, BI is to turn over the
sum of $586,824.48 to the Clerk of the
Bankruptey Court. In addition, BI is to
recalculate its fee petitions for the time
period of May 1989 through December
1990. These recalculations are to include a
summary sheet listing the hours for each
attorney, his or her hourly rate, the fees
charged for that attorney, and the amount
allowed for each attorney by this Court’s
December 14, 1989 and September 11, 1990
Memorandum Opinions.

The Reorganized Debtor has alleged that
BI has charged the Debtor’s estate $35.00
per hour for “Project Assistants” and that
these “Project Assistants” are in fact sec-
retaries. If so, those requested expenses
were disallowed in the December 14, 1989
Memorandum Opinion.

After recalculating the time period of
May 1989 through April 1990 Bl is to turn
over to the Clerk of the Bankruptey Court
all sums which were disallowed by this
Court and were paid by the Debtor through
the mistaken recalculation. These sums of
money will be held by the Clerk of the
Court until such time as the Court can
determine the proper disposition of the
funds.

The issue of whether BI is entitled to 2.7
million dollars in bonus compensation and
what additional monies are to be paid on
fee applications from May 1990 through
December 1990 will be addressed when BI
has filed the necessary corrections and re-
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calculations as provided in this Memoran-
dum Opinion.

[2,3] This action has caused the Court
to study 11 U.S.C. Section 1129(a)(4) and
we conclude that the Reorganized Debtor is
also subject to these same provisions of 11
U.S.C. Section 1129(a)(4). The language of
that Bankruptey Code section provides:

(a) The court shall confirm a plan only if
all of the following requirements are
met:
(4) Any payment made or to be made by
the proponent, by the debtor, or by a
person issuing securities or acquiring
property under the plan, for services or
for costs and expenses in or in connee-
tion with the case, or in connection with
the plan and incident to the case, has
been approved by, or is subject to the
approval of, the court as reasonable.

We interpret this provision to include pro-
fessional costs and expenses incurred by
Japonica beginning January 24, 1990, when
it filed its Plan of Reorganization and con-
tinuing throughout the consummation of
the Debtor’s Plan and current activities
related to closing the case. Therefore, the
Court orders the Reorganized Debtor to
account for any and all payments made to
professionals in connection with this case
which the Court has not approved as rea-
sonable. The Reorganized Debtor may ex-
clude professionals which were hired in the
ordinary course and which the Court specif-
ically allowed to be paid without filing a
fee application.  However, this Order spe-
cifically does include, but is not limited to,
professionals such as Fried, Frank, Harris,
Schriver & Jacobson; Katarincic & Salmon;
Shereff, Friedman, Hoffman & Goodman;
Hughes, Hubbard & Reed and various in-
vestment bankers, ete....

Further, Mr. Samuel H. Iapalucei shall
explain to the Court his failure to comply
with the Orders of this Court under pain of
contempt.

The integrity of this Court’s Orders are
at stake in this matter and the Court is
offended by these actions. The United
States Trustee is invited to participate in
these matters.

134 BANKRUPTCY REPORTER

ON MOTION TO ALTER OR AMEND,
AND OTHER MATTERS

- The matters presently before this Court
are the Motion of the United States Trustee
to disgorge fees and impose sanctions upon
Buchanan Ingersoll, P.C.; the fee petitions
for final compensation of Buchanan Inger-
soll, P.C., including the request for $2,700,-
000.00 in bonus compensation; the objec-
tions raised by the Reorganized Debtor in
regards to the bonus compensation; and
Buchanan Ingersoll's Motion to Alter,
Amend and Modify Judgment and to Re-
consider the Memorandum Opinion and Or-
der of March 21, 1991 as well as underlying
interim orders of December 14, 1989, Sep-
tember 11, 1990 and March 28, 1991.

I Facts.

The Court does not commence this analy-
sis on a clean slate. This case commenced
in February 1988 and numerous matters
have been adjudicated since that time. The
initial review of all the fee petitions, includ-
ing BI's fee petitions for the period from
February 1988 to April 1989, resulted in a
Memorandum Opinion and Order of Court
dated December 14, 1989. The December
14, 1989 Opinion included an in camera
review of Al's previous payments to BI for
the year prior to the filing of the bankrupt-
cy petition. The hourly rates which the
Court allowed BI and others were substan-
tially similar to the rates AI had previously
paid prior to bankruptey. This Court stat-
ed in the December 14, 1989 Memorandum
Opinion that counsel “should expect to re-
ceive similar rates from a bankruptcy es-
tate.”

The Court’s practice after reviewing fees
was to order all professionals to recalculate
their fee petitions and certify to the Court
that the recalculation was consistent with
the Memorandum Opinion. BI recalculated
and certified the appropriate amount of
money consistent with the Memorandum
Opinion and the Court ordered such
amounts to be paid.

Confirmation of the Debtor’s Plan of Re-
organization occurred on July 12, 1990.
The litigation related to confirmation was
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extensive. Various parties appealed, or
threatened to appeal, the confirmation.
Settlement negotiations sponsored by Japo-
nica Partners were initiated and an amend-
ment (or settlement) of the Plan was finally
confirmed on August 3, 1990.

On September 11, 1990, this Court again
reviewed the fee petitions of all profession-
als including BI’s fee petitions from the
approximate period of May 1989 to April
1990. For the year commencing January 1,
1990 the Court allowed a 5% increase in all
hourly rates as allowed in the December
14, 1989 Memorandum Opinion and Order
of Court. Again, professionals were or-
dered to recalculate the amounts pursuant
to the December 14, 1989 Memorandum
Opinion and Order of Court, as further
modified by the Memorandum Opinion and
Order of Court dated September 11, 1990.
In September 1990, Samuel H. lapalueci,
certified that BI’s fees and expenses were
recalculated “in accordance with this
Court’s Order of September 11, 1990 as to
hours and disbursements, and with the
terms of the Debtors’ confirmed Plan as
to applicable rates” The Reorganized
Debtor has objected to this change.

On August 7, 1990, without Court order
or approval, BI requested of the Debtor,
Allegheny International, the balance of
fees due for the period of February 1988
through April 1989. This amount appears
to represent the difference between the
court-approved hourly rates and the hourly
rates originally requested by BI. On Au-
gust 8, 1990, the Debtors paid to BI the
sum of $586,758.48. This payment was
made without notice to any party involved
in the case. Court approval was not
sought for this payment.

On February 7, 1991, this Court reviewed
the fee petitions of BI from May 1990 to
September 1990 and ordered BI to recalcu-
late those fee petitions “subject to the mod-
ifications in the Memorandum Opinion- and
Order of Court dated December 14; 1989,
as further modified by the Memorandum
Opinion and Order of Court dated Septem-
ber 11, 1990....” The Certification which
was filed for the fee petitions from May
1990 to September 1990 states that the

recalculation of fees was ‘“computed in ac-
cordance with this Court’s Order of Febru-
ary 7, 1991 as to hours and disbursements,
and with the terms of the Debtors con-
firmed Plan as applicable rates.”

BI argues that Section 4.02 of the Plan
provides for BI to be paid their contractual
rates. Implied in this argument is the con-
cept that a Confirmed Plan can override
this Court’s findings as to hourly rates to
be charged for this case and the resulting
order. Section 4.02 of the states:

Administrative Claims for fees and ex-

penses of professionals retained by the

Debtors, pursuant to Section 327 of the

Code, shall be compensated at the higher

of the contractual rates agreed to by the

Debtors or such rates as the Court may

allow.

BI argues that it had an agreement with
the Debtor to be paid at the higher of its
contractual rate agreed to by the Debtor or
such rate as the Court may allow. This
alleged agreement was based on an alleged
oral agreement.

This Court became aware of these events
during a final fee hearing which was held
on March 18, 1991. In response to this
new information, this Court issued the
March 21, 1991 Memorandum Opinion and
Order of Court which instructed BI to turn
over the August 8, 1990 payment to the
Clerk of the Bankruptey Court and to recal-
culate various fee applications which had
been overpaid in the amount of $684,421.23.
The Court has allowed additional time for
the turnover of the payment until all mat-
ters involving BI’s fees have been resolved
by this Court.

In response to the March 21, 1991 Memo-
randum Opinion, the United States Trustee
filed a Motion to Disgorge Fees and Im-
pose Sanctions upon Buchanan Ingersoll
for its violation of court orders.

II. Buchanan Ingersoll’s Motion to Al-
ter, Amend and Modify Judgment.

{4] BI responded to the previous opin-
jon by filing a Motion to Alter, Amend and
Modify Judgment and to Reconsider the
Memorandum Opinion and Order of March
21, 1991 as well as underlying Interim Or-
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ders of December 14, 1989, September 11,
1990 and March 28, 1991.

" The rates the Court found to be the costs
of comparable services in non bankruptcy
situations in Western Pennsylvania may
not be the rates which are prevalent in
other metropolitan areas or which may
have become comparable nationally in large
Chapter 11 cases. For example, through
the proceedings the Court has learned that
Japoniea voluntarily paid higher rates to its
professionals than this Court authorized
for other professionals paid by the estate.
Japonica hired these professionals initially
as a creditor. Albeit for the purpose of
taking control of the Debtor and for which
it has been reimbursed by the Reorganized
Debtor.

Buchanan Ingersoll now argues that all
of the previous opinions should be reconsid-
ered because of these new facts namely
that Japonica voluntarily paid its attorney’s
higher rates and that these rates reflect
the market rates. If Bl had raised the
evidence of Japonica’s higher rates before
it exercised self help, such evidence and
argument would have had some merit.
The Court is not suggesting that such evi-
dence would establish the comparable
rates. Actually the information was
learned on the Court’s own motion and was
not raised until the Reorganized Debtor
objected to BI's self help methods. BI's
argument loses its power coming after the
fact.

[51 The Court observes that it is the
hourly rates for professional fees associat-
ed with merger and acquisition and hostile
takeover activities that are now being
urged upon Bankruptey Courts as the com-
parable market rate for professional fees in
Chapter 11. The Court believes there are
important differences between the two pro-
cesses and that the professional fees ob-
tained in mergers and acquisition and hos-
tile takeover activities are not comparable
for Chapter 11 cases.

The fees received by investment bankers
and attorneys representing parties in merg-
er and acquisition are frequently contin-
gent upon the success of the acquisition.
The investment bankers and attorneys in
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mergers and acquisitions are free to negoti-
ate for themselves with their principals the
amounts they will be paid. Their selection
and participation in the engagement is not
predicated upon their objectivity.

Chapter 11 proceedings are by definition
judicial proceedings. The purpose of a
Chapter 11 proceeding is to maximize the
results for all creditors. Merger and acqui-
sition proceedings are not judicial proceed-
ings. Their purpose is to maximize the
result for the movant. At best, the stan-
dard of ethics involved in the mergers and
acquisitions process is the standard of the
market place. However, that is not the
standard expected of fiduciaries in the judi-
cial process.

(6] In the case of Pepper v. Litton, 308
U.S. 295, 60 S.Ct. 238, 84 L.Ed. 281 (1939)
the Supreme Court stated what the duties
of a fiduclary are in a corporate situation.
“He who in such a fiduciary position cannot
serve himself first and his cestui second.
He cannot manipulate the affairs of his
corporation to their detriment and in dis-
regard of the standards of common decen-
cy and honesty.” Id. 60 S.Ct. at 247. The
Supreme Court has also held that a trustee
breached his fiduciary duties when he in-
vested estate funds in an effort to create
profit for himself. Magruder v. Drury,
235 U.S. 106, 35 S.Ct. 77, 59 L.Ed. 151
(1914). This Court has previously stated:

A fiduciary’s dealings with those it repre-
sents are subject to rigorous scrutiny.
Where any of its transactions are chal-
lenged, the burden is on the fiduciary not
only to prove the good faith of the chal-
lenged transaction but also to show its
inherent fairness from the viewpoint of
those that the fiduciary represents. [ci-
tation omitted].

In re Mesta Mach. Co., 67 B.R. 151
(Bkrtcy.W.D.Pa.1986). In the bankruptey
process the professionals are fiduciaries,
not only to the parties they represent but
also to the court. The professionals must
be capable of proving that all actions taken
are ethical and accomplished in good faith.
Justice Cardozo stated that:
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[m]any forms of conduct permissible in a
workaday world for those acting at arm’s
length, are forbidden by those bound by
fiduciary ties. A trustee is held to some-
thing stricter than the morals of the mar-
ket place. Not honesty alone, but the
punctilioc of an honor the most sensitive,
is then the standard of behavior. As to
this there has developed a tradition that
is unbending and inveterate. Uncompro-
mising rigidity has been the attitude of
courts of equity when petitioned to un-
dermine the rule of undivided loyalty by
the ‘disintegrating erosion’ of particular
exceptions. * ™ * Only thus has the lev-

el of conduct for fiduciaries been kept a

level higher than that trodden by the

crowd.
Meinhard v, Salmon, 249 N.Y. 458, 164
N.E. 545, 546 (1928).

In the mergers and acquisition/hostile
takeover process, the payment of profes-
sionals is often contingent upon the success
or result of the process. Payment in these
situations is not necessarily related to pro-
fessional competence or the services ren-
dered but to brute financial power and the
victory and, more importantly, the control
which such power achieves. The new pow-
er base provides a ready source of payment
for the fees. .I believe the large fees asso-
ciated with such activities may tend to
cloud the judgment of such professionals.
This Court would not find such activity
fiduciary in nature. At best, it is the stan-
dard of the market place.

This situation should not become the
standard in Chapter 11 proceedings. In
Chapter 11, professionals are provided by
statute with a administrative priority. This
priority provides a distinct advantage over
creditors. In return, Chapter 11 profes-
sionals are required to be objective in their
dealings with all parties. The promise or
agreement of a large fee would give the
professional a private interest in the out-
come of the case. Such agreement would
prevent the a court from allowing that
professional to participate in the process.

The Allegheny International case is fre-
quently discussed on the lecture circuit as
an example of a hostile takeover through

the buying of claims and unfortunately as
an example of what the future holds for
Chapter 11, Earlier in this case the Debt-
ors also proposed a plan and introduced
investment bankers who attempted their
own merger and acquisition strategy. In
both the Debtor’s and Japonica’s merger
and acquisition attempts, the Court ob-
served that the ethics of the market place
began to creep into the Chapter 11 process.
This Court is compelled to maintain the
fiduciary standards of a Chapter 11 pro-
ceeding, In keeping with those standards,
professionals in a Chapter 11 are to be paid
only in accordance with the Bankruptey
Code. 11 U.S.C. § 1129(a)(4).

Perhaps the hostility and free wheeling
atmosphere which developed during the
claims dispute or hostile takeover provided
Bl with reason to expect that Japonica
would dispute its fees and delay payment.
This fear may or may not have been justi-
fied. Evidently, BI believed it was com-
pelled to negotiate with Japonica over its
fees. BI believes that it had negotiated
with the Debtor to receive the higher rates.
Nevertheless, BI’s self help cannot be per-
mitted.

The Bankruptcy Code, specifically 11
U.S.C. Section 1129(a)(4), clearly requires
that all fees be reasonable and that the
Court make such a determination a condi-
tion of confirmation of the plan. The law
is abundantly clear as to the Court’s au-
thority and duty to review fees. See In re
McDonald Bros. Const., Inc., 114 B.R. 989
(Bankr.N.D.I11.1990) and In re Chapel Gate
Apartments, Ltd., 64 B.R. 569 (Bankr.
N.D.Tex.1986). Nothing that has been sub-
mitted in the numerous briefs or in ‘the
arguments which cause the Court to
change it's interpretation of Section
1129(a)(4).

BI maintains that the Court’s lodestar
amount was error and therefore all previ-
ous opinions should be reconsidered. BI
argues that the proper lodestar is the appli-
cant’s normal billing rates. This Court fol-
lows the Supreme Court’s definition of
lodestar: “the number of hours reasonably
expended on the litigation times a reason-
able hourly rate.” Blum v, Stenson, 465
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U.S. 886, 888, 104 S.Ct. 1541, 1544, 79
L.Ed.2d 891 (1984) (emphasis added). In
setting the rates the Court attempted to
allow amounts similar to the rates the
Debtor had previously paid to BI. The
previous Memorandum Opinions and Or-
ders of Court dated December 14, 1989,
September 11, 1990, March 28, 1991, and
March 21, 1991 are reaffirmed and now
made final by this Memorandum Opinion
and Orders of Court.

The Court does agree that until this final
fee order is entered, the previous orders
were interim orders and were not easily
appealable. The entry of this Court’s final
fee orders provides an opportunity for such
an appeal.

[7,8] BI also argues that the Reorga-
nized Debtor agreed in the settlement not
to object to any fee applications. The Re-
organized Debtor contends that this agree-
ment not to object to fees only applied to
those fees which were approved or allowed
by this Court. The settlement clearly
states that the Reorganized Debtor would
not object to court approved or allowed
fees. In any event, the Court cannot and is
not bound by any agreement concerning
fees by professionals or any other interest-
ed party.

III. Buchanan Ingersoll’s Fee Applica-
tion For May to September 1990.

[9] BI has. submitted a fee application
for the months of May 1990 to September
1990. BI requests $1,248,553.00 in compen-
sation and $115,341.92 in expenses. The
Reorganized Debtor has recalculated the
compensation request in accordance with
the December 14, 1989 and September 11,
1990 Memorandum Opinions and Orders of
Court. The Court allowed amount from
May 1990 to September 1990 for compensa-
tion is $981,440.84 and for expenses is
$115,341.92.

The Reorganized Debtor maintains that
T75% of the requested fees and expenses
were paid to BI for the period of May 1990
to September 1990. Therefore, BI is enti-
tled to a credit in the amount of $160,-
094.54.
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However, BI must return to the Reorga-
nized Debtor all amounts which were paid
to BI in excess of the Court approved

rates. The amount is as follows:
2/88-4/89 $586,824.48
5/89-4/90 $684,421.23
5/90-9/90 (160,094.54)
Overpayment $1,111,151.17

- Buchanan Ingersoll is to pay this amount

of overpayment to the Reorganized Debtor
within twenty (20) days of this Memoran-
dum Opinion and Order of Court. In addi-
tion, an appropriate member of the firm
shall properly certify that this action has in
fact taken place.

By letter, the Court requested that the
Reorganized Debtor confirm the amounts
of overpayment. In response, the Reorga-
nized Debtor has alleged that BI is still
holding an additional $500,000.00 which
represents the retainer wired to it on Feb-
ruary 18, 1988. This allegation was not
included in previous pleadings, therefore,
the record is not sufficient in the present
action for the Court to make a determina-
tion with regards to this retainer.

IV. Buchanan Ingersoll’s Request For
Bonus Compensation.

[10,11] BI has requested $2,700,000.00
in bonus compensation. Bonus awards are
only allowable in rare and exceptional
cases. In re Penn-Dizie Industries, Inc.,
18 B.R. 834, 835 (S.D.N.Y.1982). BI pro-
vided services of high quality and the re-
sults achieved in this case were quite good
considering the litigiousness of the case
but the results were not rare or exception-
al.

[12] Additionally, the Court should not
grant bonus compensation to a professional
who violated this Court’s specific Orders
regarding fees. The self help initiated by
BI is cause enough to deny any bonus
compensation.

V. Japonica’s Fees.

[13] Upon the Court’s own motion, and
in accordance with the March 21, 1991
Memorandum Opinion and Order of Court,
we find that Japonica must also observe 11
U.S.C. Section 1129(a)(4). Initially, Japoni-
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ca hired its professionals as a creditor and
privately agreed to compensate those pro-
fessionals for the work they accomplished.
The Court is not required to approve the
retention or review the fee applications of a
creditor’s professionals.

However, Section 1129(a)(4) does apply to
the payments which Japonica requested
and received from the Reorganized Debtor
in order to reimburse themselves for their
expenses and professional fees. Japonica
has not requested approval of these pay-
ments. Again, Japonica asks this Court to
apply the standard of the market place.
Although the rules of the market place
may again apply post-bankruptcy, Japonica
cannot receive its expenses for work per-
formed prior to the consummation without
an application and approval from the Court.
Japonica received the Reorganized Debtor’s
approval of these fees immediately upon
consummation of the Plan of Reorganiza-
tion. The timing of this act and the type of
expenses and services paid removes it from
a post-bankruptey activity. Court approval
was not requested.

The Reorganized Debtor suggests that it
is pointless to require Japonica to return
the money because the Reorganized Debtor
can accomplish the same act through a
dividend. Perhaps this is so, however, all
shareholders would be entitled to such a
dividend. There are a few minority share-
holders who would entitled to that divi-
dend. There are also corporate require-
ments and tax implications which would
result from a declaration of such a divi-
dend. The Court is not approving nor de-
nying the issuance of such a dividend, how-
ever the payment to Japonica which at-
tempted to reimburse it for its expenses is
not permitted under 11 U.S.C. Section
1129(a)(4).

Japonica argues further that the indepen-
dent directors made the determination to
reimburse Japonica. However, the fact
that this approval occurred on the very day
of consummation when the Reorganized
Debtor had no corporate history clearly
shows that this was a payment made for
services and costs to reimburse Japonica
and its professionals in connection with the

case without court approval. “Indepen-
dent” directors of a reorganized debtor
have no authority to violate 11 U.S.C. Sec-
tion 1129(a)(4).

Additionally and as a minimum, disclo-
sure of Japonica’s intent to do this act
should have been made at the time of the
requested amendment of the July 12, 1990
Confirmation Order. Even so, disclosure
would not preclude this Court from deter-
mining the reasonableness of the Japonica
fee request. Japonica is to return all the
money it received for its reimbursement of
professional fees and its related investment
banking fees to the Reorganized Debtor.

VI The United States Trustee’s Motion
For Sanctions.

[14] The United States Trustee has
been faithful to the role Congress anticipat-
ed when it created the office and should be
commended.

The posture of the case makes meaning-
ful sanctions difficult. The Court has giv-
en the appropriate sanctions a great deal of
thought. In a Chapter 7 proceeding, a
second distribution to creditors in order of
priority would have been an appropriate
sanction. Such a sanction would have ben-
efitted creditors for whom both Japonica
and Bl were acting as fiduciaries.

Under the confirmed plan, creditors bar-
gained for $7.00 per share and allowed
creditors have received that bargain, Per-
haps if creditors had the additional infor-
mation they might have bargained for
more. However, further distribution of
these recovered fees would raise several
problems in a consummated Chapter 11
case.

Therefore, as a remedy for the self help
action taken by Buchanan Ingersoll and the
violation of specific orders of this Court, a
sanction of $10,000.00 is ordered to be paid
by Buchanan Ingersoll to the Clerk of the
United States Bankruptey Court for the
Western District of Pennsylvania within
twenty (20) days of this Memorandum
Opinion and Order of Court.

Japonica is also sanctioned and ordered
to pay $5,000.00 to the Clerk of the United
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States Bankruptey Court for the Western
District of Pennsylvania within twenty (20)
days of this Memorandum Opinion and Or-
der of Court for failure to request approval
of the of the fees paid by the Reorganized
Debtor in accordance with 11 U.S.C. Sec-
tion 1129(a)(4).

O ¢ KEY NUMBER SYSTEM

~mE

In re Michael J. STEFANO and
Jacque A. Stefano, Debtors.

GNC COMMUNITY FEDERAL
CREDIT UNION, Movant,

V.

Michael J. STEFANO and Jacque
A. Stefano, Respondents.

Bankruptecy No. 90-3600PGH.
Motion No. 91-1805.

United States Bankruptey Court,
W.D. Pennsylvania.

Dec. 20, 1991.

Mortgagee filed motion for relief from
the automatic stay in Chapter 7 case. The
Bankruptey Court, Warren W. Bentz, J.,
held that: (1) debtors were not bound by
statement of intention indicating that they
would reaffirm the mortgage debt; (2)
debtors could remain in possession of the
mortgaged premises and continue to make
payments in accordance with the original
mortgage without reaffirmation or redemp-
tion; and (3) “due on bankruptcy” clause in
mortgage was unenforceable.

Motion denied.

1. Bankruptey €=3415

Reaffirmation agreement is negotiated
and fully voluntary agreement by both
" debtor and creditor; therefore, court can-
not compel parties to enter into reaffirma-

1. This Opinion constitutes this Court’s findings

134 BANKRUPTCY REPORTER

tion agreement. Bankr.Code, 11 U.S.C.A.

§6 521, 524(c).

2. Bankruptcy €=3415

Chapter 7 debtors were not bound by
statement of intention which indicated that
they would reaffirm mortgage debt and
could not be compelled to execute reaffir-
mation agreement. Bankr.Code, 11
U.S.C.A. §§ 521, 524(c).

3. Bankruptcy ¢=3415

Chapter T debtors options with regard
to mortgaged property were not limited to
surrendering the property, redeeming the
property, and reaffirming the mortgage
debt; rather, debtors could remain in pos-
session of the premises and continue to
make payments in accordance with the
original mortgage without reaffirmation or

redemption. Bankr.Code, 11 U.S.C.A.
§ 521.

4. Bankruptcy =3109
“Due on bankruptey” clause in mort-
gage was unenforceable.

James C. Warmbrodt, Pittsburgh, Pa.,
for debtors.

Robert J. Colaizzi, Pittsburgh, Pa., for
GNC Community Federal Credit Union.
OPINION'!

WARREN W. BENTZ, Bankruptcy
Judge.

Background
This matter is before the Court on GNC
Community Federal Credit Union’s

(“GNC”) Motion for Relief from the Auto-
matic Stay (“Motion”).

GNC asserts that 1) Michael J. Stefano
and Jacque A. Stefano (the *Debtors”)
have no equity in their residence, the prop-
erty which secures GNC's debt; 2) the
Debtors have failed to remit regular
monthly payments; 3) the Debtors have
failed to adequately proteet GNC’s interest
by either reaffirming the debt, surrender-
ing the collateral or redeeming the collat-
eral; and 4) the filing of a petition in bank-

of fact and conclusions of law.
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view district court orders denying qualified
immunity motions pending further discovery.
See Maxey by Maxey v. Fulton, 890 F.2d 279
(10th Cir.1989); Boulos v. Wilson, 834 F.2d
504 (5th Cir.1987). However, they have done
so in specialized circumstances: where the
defendant’s immunity claim turns at least
partially on a factual question, the district
court is unable to rule on the immunity de-
fense without further eclarification of the
facts, and the discovery order is narrowly
tailored to uncover only those facts needed to
rule on the immunity issue. See Maxey, 890
F.2d at 282-83; Boulos, 834 F.2d at 507.
These decisions still support the proposition
that where further factfinding is unnecessary
to decide defendants’ legal arguments, defen-
dants should not be put to the expense of
discovery. See Mawxey, 890 F.2d at 282;
Boulos, 834 F.2d at 507.

In this case, the district court did not
postpone its decision on defendants’ legal
arguments in order to permit limited discov-
ery related solely to the immunity issue.
Such a course would have been inappropriate
since plaintiffs’ claims do not turn on factual
questions and further discovery was not re-
quired in order to evaluate defendants’ argu-
ments under the first prong of the qualified
immunity doctrine.

Instead, the district court reviewed defen-
dants’ arguments and expressly rejected
them on the basis that plaintiffs “might” be
able to establish that they have a constitu-
tionally protected right regarding their rela-
tionship with Elizabeth. This legal conclu-
sion was wrong. Moreover, it is reviewable
as an interlocutory order because it conclu-
sively determines the disputed question of
whether the individual defendants violated
plaintiffs’ clearly established rights. In re-
fusing to review these legal conclusions by
dismissing the appeal, the majority deprives

defendants who have not violated clearly es- .
faith applicant” has right to hearing; and (3)

tablished rights of their right to have the
case immediately dismissed.

I would therefore hold that we have juris-
diction to review the court’s decision, regard-
less of its inclusion of the “without prejudice”
language, and would reverse. The opportu-
nity for defendants to renew their legal argu-

* Per Fep.R.Arr.P. 12(a).

ments after broad based discovery still de-
nies them the full protection they are right-
fully due under the qualified immunity doc-
trine. ’

I respectfully dissent.

W
[¢) g KEY NUMBER SYSTEM
T

In re BUSY BEAVER BUILDING
CENTERS, INC.

Kirkpatrick & Lockhart, Appellant.*
~ No. 92-3566.

United States Court of Appeals,
Third Circuit.

Submitted Under Third Circuit
L.AR. 34.1(a)
May 13, 1993.

Decided March 11, 1994.

Counsel of Chapter 11 debtor sought
reconsideration of denial of portions of its fee
application. The Bankruptey Court, Judith
K. Fitzgerald, J., 133 B.R. 753, determined

‘that clerical services were not compensable

and directed counsel to file amended petition
excluding charges for such services. The
United States District Court for the Western
District of Pennsylvania Donald E. Ziegler,
C.J., affirmed, and counsel appealed. The
Court of Appeals, Becker, Circuit Judge,
held that: (1) Bankruptey Court has power
and duty to sua sponte review fee applica-
tions; (2) if Bankruptey Court plans to disal-
low certain items of compensation, “good

Bankruptey Code permits compensation for
relatively low leVel paralegal services if and
only if analogous nonbankruptey -clients
agree to pay for the same, and then only at
that rate.

Vacated and remanded with directions.
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1. Bankruptcy &=3168, 3204

Bankruptey court has power and duty to
review fee applications, notwithstanding ab-
sence of objection by United States Trustee,
creditors, or other interested party.. Bankr.
Code, 11 U.S.C.A. §§ 105(2), 330(a); Fed.
Rules Bankr.Proc.Rule 2017(b), 11 U.S.C.A,;
28 U.S.C.A. § 586(a)3)(A).

2. Bankruptey €=3008.1

It is not United States Trustee’s (UST)
responsibility to review all fee applications,
since Congress plainly only delegated to the
UST the discretion to review fee applications.
28 U.S.C.A. § 586(a)(3). ’

3. Bankruptey ¢=3193

In setting attorney fees, bankruptey
court or district court are not intended to
become enmeshed in meticulous analysis of
every detailed facet of professional represen-
tation; inquiry into adequacy of fee should
not assume massive proportions so as to
perhaps even dwarf case in chief. Bankr.
Code, 11 U.S.C.A. § 330(a).

4. Bankruptcy &3167, 3203(1)

It is not befitting stature of federal
bankruptey judge to spend wasteful hours
pouring over fee applications to tabulate and
cross reference unorganized billing state-
ments.

5. Bankruptcy €3203(1)

Specificity requirement of local bank-
ruptey rule for the Western District of Penn-
sylvania does not require fee applicants to
substantiate fact that work performed by
paralegals necessitated exercise of indepen-
dent professional judgment; however, such
information is pertinent to court’s evaluation
of rate of compensation paralegal has earned,
and thus information should be included in
fee application: = Bankr.Code, 11 U.S.C.A.
§ 330(a); Fed.Rules
2016(a), 11 U.S.C.A; TU.S.Bankr.Ct.Rules
W.D.Pa., Rule 9016.1. ’ ' '

6. Bankruptcy ¢=3166.1, 3202.1

If bankruptcy court plans to disallow
certain items of compensation for profession-
als, Bankruptey Code section on compensa-
tion of professionals on its face first contem-
plates applicant’s right to hearing. Bankr.

Bankr.Proc.Rule ,
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.Code, 11 U.S.C.A. §§ 329(b), 330(a); Fed.
Rules Bankr.Proc.Rule 2017(b), 11 U.S.C.A.

7. Bankruptcy ©¢=3166.1, 3202.1

If court disallows fees of “good faith
applicant,” defined as fee applicant who in
good faith attempts to comply with applicable
rules governing format and substance of fee
applications, Bankruptey Code, and perhaps
even dictates of due process, mandate that
bankruptey court allow fee applicant oppor-
tunity, should it be requested, to present
evidence or argument that fee application
meets prerequisites for compensation; can-
ons of fairness militate against forfeiture of
requested fee simply because court’s audit of

.application uncovers some ambiguity or ob-

jection. Bankr.Code, 11 U.S.C.A. §§ 329(b),
330(a); Fed.Rules Bankr.Proc.Rule 2017(b),
11 U.S.C.A.; US.C.A. Const.Amend. 5.

~ See publication Words and Phrases

for other judicial constructions and def-
initions.

8. Bankruptcy ¢=3168, 3204

To make hearing meaningful prior to
disallowance of portion of fee request, bank-
ruptey court should first apprise applicant of
particular questions and objections it har-
bors, a role which adversary in statutory fee
case would typically play. Bankr.Code, 11
US.CAA. 8§ 329(h), 330(a); Fed.Rules
Bankr.Proc.Rule 2017(b), 11 U.S.C.A.

9. Bankruptcy ¢=3167, 3202.1

If after initial review bankruptey court
determines that information provided by
good faith fee applicant does not allow for
reliable determination of compensability, it
may allow. professional reasonable time to
supplement with either more detailed de-
seription. of questionable services, or with
memorandum of points and authorities in
support of application; if bankruptey court at
any time denies some amount of requested
compensation, and if it determines applicant
sought in good faith to comply with specifici-
ty requirements, it should notify applicant of
its particular reasons for denying fees and,
upon timely request allow applicant the occa-
sion to defend fee application with legal argu-
ments or evidence at hearing. Bankr.Code,
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11 US.C.A. §§ 329(b), 330(a); Fed.Rules
Bankr.Proc.Rule 2017(b), 11 U.S.C.A.

10. Bankruptcy ¢=3169, 3205

. Bankruptey court, when confronted with
undisputed, credible, contrary evidence of
marketing practices in record, may not rely
solely on its own judgment to designate ser-
vices as either clerical or paraprofessional
and to allow or disallow compensation for
those services on basis of such designation
alone. Bankr.Code, 11 U.S.C.A. § 330.

11. Bankruptey €=3170, 3204

Principal purpose of amendments to
Bankruptey Code section on compensation of
professionals was to compensate bankruptey
attorneys at same level as nonbankruptey
attorneys, and clearest path to that goal is to
rely on the market, subject to modification
that court will, in practical terms, act as
surrogate for estate, reviewing fee applica-
tions as sophisticated nonbankruptey client

would review legal bills. Bankr.Code, 11

U.S.CA. § 330.

12. Bankruptcy €=3187(4)

Type of service performed by paralegal,
including whether it is clerical, affects rate of
compensation, and not. compensability vel
non. Bankr.Code, 11 U.S.C.A. § 330(2)(1).

13. Bankruptcy ¢=3160, 3193

Although each. factor enumerated by
statute retains independent significance in
determining fee for professional, cost of com-
parable services factor has overarching role
to act as guide to value of services rendered,
given their nature and extent. Bankr.Code,
11 US.C.A. § 330(a).

14. Bankruptcy ¢=3187(4)

Bankruptey court should review fee ap-
plications not for whether each particular
service undertaken by paralegal is clerical or
professional by nature, but-for whether non-
bankruptey attorneys typically charge and
collect from their clients for that particular
service when performed by member of that
profession, and rates charged and collected
therefor. Bankr.Code, 11 U.S.C.A. § 330(a).

15. Constitutional Law &=70.3(4)

When in our constitutional republic pre-
dominated by legislative branch, a statute is
constitutional, courts are not at liberty to
substitute their favored policies for those
Congress enacts, no matter how unwise the
court finds them to be.

16. Bankruptcy ¢=3159, 3187(2)

Classification of services as clerical or
nonclerical does not decide questions of com-
pensability of professional under Bankruptcy
Code, as clerical services may be compensat-
ed in proper context. Bankr.Code, 11
US.CA. § 330(a).

17. Bankruptcy ¢=3187(4), 3199
Market-driven approach of Bankruptey
Code section on compensation of profession-
als permits compensation for relatively low-
level paralegal services if and only if analo-
gous nonbankruptey clients agree to pay for
the same, and then only at that rate; ques-
tion is not what type of services expert be-
lieves are properly performed by paraprofes-
sional, but for what type of services nonbank-

ruptcy market recompenses paraprofessional.
Bankr.Code, 11 U.S.C.A. § 330.

18. Bankruptcy ¢=3196, 3199 ,

In keeping with market approach, it is
critical that bankruptey courts allow attor-
neys the same leeway in types of tasks billed
for at their, and their paralegals’, established
rates as nonbankruptcy clients permit their
attorneys and their attorneys’ paralegals;
bankruptey judge, typically far removed from
economics of law practice and the exigencies
of making recurring business judgment about
most prudent and cost-effective method for
performing given task with adequate assur-
ances of quality in a developing, competitive
legal market, is generally not well equipped
to review subjectively law firm’s allocation of
responsibilities and billing practices. - Bankr.,
Code, 11 U.S.C.A. § 330(a).

19. Bankruptcy ¢=3187(4), 3199

Like any sophisticated consumer of legal
services, bankruptcy court should compare
cost of equivalent practitioners of art, includ-
ing billing structures, as well as applicant’s
billing practices with equivalent clients;
which legal or paralegal services are properly

232



836

included as overhead of attorney fees, then,
are presumably reflected accurately in ser-
vices for which attorneys charge their non-
bankruptey clients, and market billing prac-
tices include not only whether comparable
nonbankruptey firms typically charge partic-
ular task to their clients as paralegal servie-
es, but market rate at which such services
are provided. Bankr.Code, 11 U.S.C.A.
§ 330(a).

20. Bankruptcy €=3193, 3202.1

Bankruptey judge’s experience with fee
petitions and his or her expert judgment
pertaining to appropriate billing practices,
founded on understanding of legal profession,
will be starting point for any analysis verify-
ing market rates, if any, for select clerical
services; bankruptey judge should use his or
her experience and expertise to locate ques-
tionable charges and fees, and, once having
questioned charge or fee, may properly re-
quire applicant to meet burden to prove that
market would recompense applicant for that
charge. Bankr.Code, 11 U.S.C.A. § 330(a).

21. Bankruptcy 3205 .

Once bankruptey court questions partic-
ular fee or charge, bankruptey court should
carefully consider relevant, competent evi-
dence submitted with fee application, provid-
ed as supplement to fee application, or pre-
sented at hearing, even if evidence directly
contradicts bankruptey court’s own judg-
ment; if bankruptey court discounts any evi-
dence presented by applicant, court should to
extent practicable make findings of fact and
provide reasoned explanations in record to
facilitate review. Bankr.Code, 11 U.S.C.A.
§ 330(a).

22. Bankruptcy &=3203(1)

‘Upon appointment or selection of debt-
or’s counsel, bankruptey court, as basis for
adjudging reasonableness .of charges for ser-
vices, might request that counsel provide
court with confirmed, detailed schedule of
fees that counsel actually charges to bank-
ruptey clients, and, where possible, to non-
bankruptey clients as well, including types of
paralegal services for which counsel bills and
rates for such.services, before counsel com-
mences representing’ debtor.  Bankr.Code,
11 U.S.C.A. § 329(a).
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23. Bankruptcy &3187(4), 3199

Even under market-driven framework of
analysis for professional fees, some services
paralegals perform at some firms may go
uncompensated; at least absent justifying
circumstances, -such as time pressures not
brought on by lack of diligence, excusable
nonavailability of less experienced employee,
or inability to delegate task efficiently, expe-
rienced attorney doing clerk’s work should
be paid clerk’s wages. Bankr.Code, 11
U.S.C.A. § 330(a).

24. Bankruptcy 3192, 3199

Because Bankruptey Code does not enti-
tle debtor’s attorneys to higher compensation
than that earned by nonbankruptey attor-
neys, bankruptey court should review fee
application to ensure that applicant exercises
same -“billing judgment” as do nonbankrupt-
¢y attorneys by, for example, writing off
unproductive research time, duplicative. ser-
vices, redundant costs precipitated by over-
staffing, or other expenses with regard to
which the professional generally agsumes the
cost as overhead in corresponding nonbank-
ruptcy matters or for which analogous non-
bankruptey clients typically decline to pay.
Bankr.Code, 11 U.S.C.A. § 330(a).

25. Bankruptcy €=3192

Principle of responsible billing applies
not only to selection of which classification of
employee within law firm should perform
given task, but also to what genre of law firm
should represent -debtor; run of the mill
bankruptey case does not warrant lofty fees
of nationally renowned law firm, and reason-
able debtor concerned with economical ad-
ministration of estate in such case would
refrain from retaining overqualified counsel.
Bankr.Code, 11 U.S.C.A. § 330(a).

26. Bankruptcy ¢=3196 .

Reasonable hourly rate of debtor’s attor-
ney has cap based .on expected and actual
complexity of case, a cap which, while flexi-
ble, should stave off clear abuses; to be fair
to professional, bankruptey court should dis-
pose of such problems as early as practical,
preferably before debtor retains professional.
Bankr.Code, 11 U.S.C.A. § 330(a).
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27. Bankruptcy €=3194

While bankruptcy fees are commonly
calculated using lodestar method, Bankrupt-
¢y Code section on professional fees does not
ossify the lodestar approach as point of de-
parture in fee determination; with rise of
competitive pressures and ceaseless evolution
of legal community, law practitioners may be
expected to adapt to changed circumstances
by developing alternative billing practices
and methods, and strength of market ap-
proach embraced by such section is that such
new developments, including regional varia-
tions, will automatically percolate up through
bankruptey fee allotments. Bankr.Code, 11
U.S.C.A. § 330.

Joy F. Conti, Paula A. Schmeck, Scott E.
Westwood, Kirkpatrick & Lockhart, Pitts-
burgh, PA, for appellant, Kirkpatrick &
Lockhart. '

Robert P. Simons, Klett, Lieber, Rooney &
Schorling, Pittsburgh, PA, for amici-curiae,
Nat. Federation of Paralegal Associations,
Inc., et al.

Before: BECKER, HUTCHINSON, and
ROTH, Circuit Judges.

OPINION OF THE COURT
BECKER, Circuit Judge.

Appellant Kirkpatrick & Lockhart (“K &
L”) provided legal services for the debtor
Busy Beaver Building Centers, Inc. (“Busy
Beaver”), in its Chapter 11 Bankruptey pro-
ceedings, see 11 U.S.C.A. §§ 101-1330 (1993),
before the United States Bankruptcy Court
for the Western District of Pennsylvania.
On February 25, 1991, after K & L had
submitted one of its interim fee petitions to
the bankruptey court pursuant to § 331 of
the Bankruptcy Code (“Code”), the bank-
ruptey court sua sponte issued an order dis-
allowing certain requested items of compen-
sation for services rendered by K & L para-
legals which the court characterized as con-

1. We attempted to secure the services of a prac-

ticing lawyer or law professor to act as amicus
curiae in support of the position of the bankrupt-
cy court and district court but, despite several
months of effort, were unsuccessful.

stituting “purely clerical functions.” Upon K
& L’s motion for reconsideration, the bank-
ruptey court held an evidentiary hearing to
consider testimony regarding the disallowed
fees.

In a December 5, 1991 Order accompany-
ing a published memorandum opinion, the
court determined that clerical services are
not compensable under § 330(a) of the Code,
and directed K & L to file an amended fee
petition excluding charges or fees for clerical
functions or services. In re Busy Beaver
Bldg. Ctrs., Inc., 138 B.R. 753, 758 (Bankr.
W.D.Pa.1991). The district court affirmed
the bankruptey court’s decision, and this un-
contested appeal followed.! K & L has been
litigating the matters raised in this appeal,
from the bankruptey court up through this
Court, without compensation from its client
Busy Beaver.

K & L’s appeal requires us to address two
fee-determination questions of considerable
importance in the bankruptey field which no
court of appeals has ever decided. First,
does a bankruptey court have the power and
obligation to review fee applications which
have not been the subject of an objection by
a party in interest or the United States
trustee? We conclude that it does. Second,
what standard should a court employ to de-
termine whether specific paralegal services
are compensable? After a thorough exami-
nation of the issue, we opt for an objective
standard which incorporates the practices in
the non-bankruptcy legal market. Accord-
ingly, we will vacate the district court’s order
and remand for further proceedings.

I. FACTS AND PROCEDURAL
HISTORY

A. The Facts

Busy Beaver, a regional chain of do-it-
yourself home center stores, filed a voluntary
Chapter 11 petition for bankruptecy on De-
cember 12, 1990.2 The bankruptey court-au-
thorized K & L to represent Busy Beaver as

2. Busy Beaver's reorganization proved successful
when on March 31, 1992 the bankruptcy court
confirmed its amended plan of reorganization.
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its legal counsel. Like most law firms in the
modern era.of competitive legal markets, K
& L strives to increase its efficiency and
control its clients’ legal costs, and to that end
employs paralegals to perform paraprofes-
sional services in connection with its rendi-
tion of legal services. As is the case with
attorneys’ services, K & L charges clients
fees for paralegals’ services based on each
paralegal’s individual skill and expertise.

From time to time during the pendency of
Busy Beaver’s bankruptey petition, K & L
filed with the bankruptey court applications
for interim compensation for services ren-
dered by its professionals and paraprofes-
sionals, and for the actual and necessary
expenses it incurred in its representation.
See 11 US.CA. § 331 (1993). In many
bankruptcy proceedings, courts grant such
fee applications as a routine matter without
the applicant encountering opposition from
the court or any party in interest. But this
application received considered attention,
and on February 25, 1991, the bankruptey
court sua sponte issued an order denying
compensation for certain services performed
by paraprofessionals because, according to
the court, they represented “purely clerical
functions” which are not compensable ‘and
which constitute normal overhead.” Order,
No. 9003924 JKF, at 1 (Bankr.W.D.Pa. Feb.
25, 1991). The bankruptey court declined to
recoghize as compensable paraprofessional
services itemizations for several sorts of ac-
tivities: filing motions at the bankruptey
court; preparing and organizing motions,
pleadings, and documents for hearings; pre-
paring and tabbing binders for hearings; dis-
tributing documents and other materials to
creditors; and drafting and finalizing trans-
mittal letters. Id. at 1-2; accord 133 B.R. at
755.

On April 16, 1991, in response to K & L’s
motion for reconsideration,® the bankruptcy
court held an evidentiary hearing. A repre-
sentative of the Office of the United States
Trustee appeared at the hearing and subse-
quently filed a brief in opposition to K & L’s
motion for,reconsideration, and a representa-

3. Indicative of the lack of adversariness in many
bankruptcy fee proceedings, counsel for the
unsecured creditors’ committee joined K & L in
seeking reconsideration and requested the bank-
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tive of amicus curiae the National Federa-
tion of Paralegal Associations, Inc. appeared
and subsequently filed a brief in support of K
& L’s motion for reconsideration. At the
hearing K & L proffered an affidavit and
adduced testimony from six highly qualified
witnesses, some of whom were experts on the
subject of paralegals’ training and responsi-
bilities and others of whom were senior at-
torneys responsible for delegating legal as-
signments.

K & L proffered extensive testimony that
paralegals, and not legal secretaries, typically
organize and maintain forms, pleadings, and
files, maintain calendars and tickler systems,
mail and distribute pleadings and other cor-
respondence, and perform the other sorts of
activities the bankruptcy court had found
non-compensable. The witnesses explained
that paralegals are assigned these tasks be-
cause they require the exercise of profession-
al judgment. With respect to the calendar
and tickler system, for example, a K & L
witness testified that a paralegal is expected
not only to just know what a date is, but to
understand the importance of the date and to
follow up to make sure that the attorney gets
timely notice of the date’s approach and that
either the attorney or the paralegal meets
the deadline, “so it is a matter of exercising
some judgment, not just dropping off a date
or a reminder.” To take another example, a
different expert witness testified that a para-
legal is charged with filing a motion because
that task “involves making sure that all the
proper exhibits and affidavits are there, ap-
propriately [signed, collated, and] marked,
that the Court gets the right copies, that all
named parties or parties in interest get the
appropriate copies, and that filing deadlines
are maintained,” and that a legal secretary
cannot be relied upon to perform the task
properly because “you have to have someone
who knows what [he or she is] reading and
knows the importance of what [he or she is]
working on.”

The same witness testified that a paralegal
would need to exercise professional judgment

ruptcy court to disburse compensation to K & L
for all the paralegal services included in its fee
application.
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to organize files because organizing a file
“doesn’t just mean alphabetize, that means
put it together in a format that the attorney
can use at the time of trial and so that means
that the person has to sit down, read the
documents and make a judgment as to where
it will be most effectively placed, where it
goes logically, where it goes legally.” She
summarized: “The role of the paralegal is to
diminish the involvement of the attorney in
these more mundane tasks.” A senior part-
ner at K & L specifically explained the tasks
for which the bankruptey court had disal-

lowed compensation and described how each’

involved some exercise of professional judg-
ment. Other testimony focused not just on
the rationales for utilizing paralegals, but
also on the expanding role paralegals play in
the legal profession today.

Taken as a whole, the evidence K & L
proffered at the hearing showed that parale-
gals ordinarily perform services similar to

those the bankruptey court disallowed; that

law firms 4 typically bill such services to their
non-bankruptcey clients, who typically pay for
them; and that if the court were to disallow
paralegal assistance on such matters the
paralegal profession would suffer a major
setback, and. attorneys would instead per-
form those services but at a greater expense
to the debtor’s estate.

B. The Bankruptcy Court’s Decision

After the evidentiary hearing, in a memo-
randum opinion dated December 5, 1991, the
bankruptcy court again held clerical services
uncompensable under § 330(a) of the Code
and instructed K & L to file an amended fee
application omitting charges or fees for cleri-
cal functions or services. In re Busy Beaver
Bldg. Ctrs., 133 B.R. 753, 758 (Bankr.W.D.Pa.
1991). - From its postulate that the Code
allows paralegals to be compensated only for
“tasks which require an exercise of profes-
sional judgment,” the court reasoned that
“clerical or routine services” are not compen-
sable as they “do not usually require [the
exercise of professional] judgment.” Id.-at
756.

4. Throughout this opinion we use the shorthand
“firm” to include all attorneys, whether em-

The evidentiary hearing persuaded the
bankruptcy court that many of the disallowed
services at issue require the exercise of pro-
fessional judgment, but it nevertheless re-
fused to grant K & L its requested fees for
two reasons. First, the court concluded that
K & L had not provided sufficient informa-
tion in its fee application for the court to
reach that conclusion earlier (before the evi-
dentiary hearing). The court explained
pointedly that it would require fee applicants
to comply with the specificity requirements
of Local Bankruptey Rule of Procedure
9016.1 and that it generally would not hold
an evidentiary hearing in the future to per-
mit fee applicants to elucidate the specifies of
services rendered. Thus, if the applicant
failed its burden of proving compensability in
the fee application, compensation would be
denied. Id. at 757-58. Second, at least with
respect to some of the disallowed services,
the court reasoned that the evidentiary hear-
ing had focused generally on paralegals’
training and duties but had not sufficiently
explicated the nature of the particular tasks
for which the court had denied compensation.
That is, K & L had failed to prove beyond
question that each task “required indepen-
dent [professional] judgment and decision-
making,” the purported precondition to ob-
taining compensation for those services. Id.
at 75758 & n. 3.

C. The District Court’s Decision

The district court on K & L’s appeal
agreed with the bankruptey court that cleri-
cal services are never compensable under
§ 330 because they are accounted for in the
attorneys’ hourly rates, even if non-bank-
ruptey clients compensate law firms for such
services. - Mem. op. at 5-6. The court em-
phasized that a professional or paraprofes-
sional may be compensated only for services
commensurate with his or her skill, so if
either were to perform a task not requiring
the exercise of a level of judgment or skill
upon which his or her level of compensation
is predicated, the court would not award fees
for that person’s efforts under § 330. Mem.
op. at 6-7. It agreed with K & L that
Congress intended to allow bankruptey attor-

ployed in law partnerships, by professional cor-
porations, or as solo practitioners.
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neys to charge competitive fees, but worried
that the estate would be overcharged if attor-
neys or paralegals were compensated for ser-
vices rendered more efficiently (cheaply) by
legal secretaries. Mem. op. at 8-9.

The district court. did recognize that in
some instances the billing of clerical services
can be customary—and compensable—if cler-
ical overhead is not also included in the
professional’s fee, but it did not apply the
theory to this case or describe how a court
should determine whether or not clerical ser-
vices are subsumed within overhead. Mem.
op. at 7-8. The linchpin of the court’s rea-
soning rested on the putative capacity of a
non-bankruptey client to challenge a legal bill
by refusing payment, requesting a modifica-
tion, or threatening termination of the attor-
ney-client relationship, whereas it believed
that the bankruptcy court can review fee
applications only for abuses. Mem. op. at 8.

D. Jurisdiction and Scope of Review

The bankruptcy court had subject matter
jurisdiction pursuant to 28 U.S.C.A. §§ 157,
1334(b) (1993); the district court exercised
its discretionary appellate jurisdiction pursu-
ant to 28 U.S.C.A. § 158(a) (1993); and this
Court has appellate jurisdiction pursuant to
28 U.S.C.A. § 158(d) (1993). We exercise
plenary review over the bankruptey court’s
and district court’s conclusions of law. E.g.,

5. Section 330(a) provides in pertinent part:
(a) After notice to any parties in interest and
to the United States trustee and a hearing, ...
the court may award ... to a professional
person employed under section 327 or 1103 of
this title, or to the debtor’s attorney—

(1) reasonable compensation for actual, nec-
essary services rendered by such ... profes-
sional person, or attorney, as the case may be,
and by any paraprofessional persons employed
by such ... professional person, or attorney, as
the case may be, based on the nature, the
extent, and the value of such services, the time
spent on such services, and the cost of compa-
rable services other than in a case under this
title. . ..

11 US.C.A. § 330(a) (1993).

6. Compare In re Gulph Woods Corp., 150 B.R.
603, 605-06 & n. 5 (E.D.Pa.1993) (bankruptcy
court has the power and the duty to review fee
applications independently), In re Paul, 141 B.R.
299, 301, 302 (E.D.Pa.1992) (same), In re Metro

~ Transp. Co., 107 B.R. 50, 53 (E.D.Pa.1989)
(same), In re Peter J. Schmitt Co., 154 B.R. 632,

19 FEDERAL REPORTER, 3d SERIES

Sapos v. Provident Inst. of Savings, 967 F.2d
918, 922 (3d Cir.1992).

II. THE REVIEW OF FEE
.- APPLICATIONS

A. Does the Bankmptcy Court Have the
Power and Duty to Review Fee Applica-
tions Sua Sponte?

[1]1 Because the bankruptey court. re-
duced the paralegal fee request sua sponte
we must first consider whether it possessed
the power to do so. Under § 330(a) of the

-Code, bankruptey courts may award reason-
able compensation for actual, necessary ser-

vices rendered by the attorney and by para-
professionals employed by the attorney, the
reasonableness to be based on (i) the nature
of the services, (i) the extent of the services,
(ifi) the value of the services, (iv) the time
spent on' the services, and (v) the cost of
comparable services in non-bankruptey cases.
11 U.S.C.A. § 330(a) (1993)5 The district
and bankruptey courts in this circuit have
divided over the question whether bankrupt-
cy courts have the authority to review fee
applications when no party objects. - One
group of decisions holds that a bankruptey
court does have the power (or both the power
and the duty) to do so, whereas the other
group holds that the court has a restricted
scope of review or no power to review under
those circumstances.® No court of appeals

634 (Bankr.D.Del.1993) (same), In re Evans, 153
B.R. 960, 967—68 (Bankr.E.D.Pa.1993) (same), In
re Rheam of Ind., Inc., 137 B.R. 151, 155-59
(Bankr.E.D.Pa)) (“Rheam IV") (same), vacated,
142 B.R. 698 (E.D.Pa.1992) (“Rheam V"), In re
Leedy Mortg. Co., 126 B.R. 907, 915-16 (Bankr.
E.D.Pa.1991) (same), In re Sounds Distrib. Corp.,
122 B.R. 952, 957 (Bankr.W.D.Pa.1991) (same),
In re Rheam of Ind., Inc., 133 B.R. 325, 330-33
(E.D.Pa.1991) (“Rheam III ™) (bankruptcy court
has the power to review fee applications inde-
pendently), In re National Paragon Corp., 87 B.R.
11, 13 (E.D.Pa.1988) (same), In re JA. & L.C.
Brown Co., 75 B.R. 539, 539-40 (E.D.Pa.1987)
(same) and In re Patronek, 121 B.R. 728, 729-30
& n. 4 (Bankr.E.D.Pa.1990) (same) with In re
Jensen’s Interiors, Inc., 132 B.R. 105, 106
(E.D.Pa.1991) (bankruptcy court lacks the au-
thority to reduce attorneys’ fees sua sponte), In re
Pendleton, No. 90-1091, 1990 WL 29645, at *1
(E.D.Pa. Mar. 15, 1990) (same), In re T & D Tool,
Inc., 132 B.R. 525, 526, 528 n. 1 (E.D.Pa.1991)
(same), In re Rheam of Ind., Inc., 142 B.R. 698,
700. (E.D.Pa.1992) (“Rheam V") (bankruptcy
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has yet explicitly decided this important
question,

We think the answer is straightforward.
Rule 2017(b) expressly spells out the power
of the bankruptey court to review fee applica-
tions (with respect to a debtor’s attorney) on
its own initiative, providing that:

on the court’s own initiative, the ecourt
after notice and a hearing may determine
whether any payment of money or transfer
of property, or any agreement therefor, by
the debtor to an attorney after entry of an
order for relief in a case under the Code is
excessive ... if the payment, transfer, or
agreement is for services in any way relat-
ed to the case.

FepR.BaNkRP. 2017(b) (West Supp.1993).
In our view, this result follows also simply
from the wording of § 330(a), which states
that “the court may award” reasonable com-
pensation—language which imbues the court
with discretionary authority. Finally, we
read § 105(a) of the Code as providing clear
and compelling authority for the bankruptey
court’s sua sponte review of fee or expense
applications. That section provides in part:
No provision of this title providing for the
raising of an issue by a party in interest
shall be construed to preclude the court
from, sua sponte, taking any action or
making any determination necessary or ap-
propriate to enforce or implement orders
or rules, or to prevent an abuse of process.
11 US.C.A. § 105(a) (1993).

Beyond possessing the power, we think the
bankruptey court has a duty to review fee
applications, notwithstanding the absence of
objections by the United States trustee
(“UST”), creditors, or any other interested
party, a duty which the Code does not ex-
pressly lay out but which we believe derives
from the court’s inherent obligation to moni-
tor the debtor’s estate and to serve the pub-
lic interest. See 11 U.S.C.A. § 105(a); see
also In re Martin, 817 F.2d 175, 180 (1st
Cir.1987) (referring "to - the “bankruptcy
court’s fundamental responsibility to monitor
the integrity of the proceedings before it”);

court’s discretion to deny fees is more limited
when the application is unopposed) and In re
Delaware River Stevedores, Inc., 147 B.R. 864,
868-70 (Bankr.E.D.Pa.1992) (same). Fleet v.

In re Wonder Corp. of America, 82 B.R. 186,
191 (D.Conn.1988) (recognizing the “over-
arching policy of avoiding the waste of the
debtor’s estate”). Viewed in juxtaposition
with its inherent responsibility for its judicial
actions, the court’s statutory obligation to
sign off on fee applications strengthens our
conviction. See In re Metro Transp. Co., 107
B.R. 50, 53 (E.D.Pa.1989); In 7re Temple
Retirement Commumnity, Inc., 97 B.R. 333,
337 (Bankr.W.D.Tex.1989) (referring to the
bankruptcy court’s “duty to preserve the in-
tegrity of the court” by “independently de-
termining that court authorization for the
fees is warranted” before signing an order
awarding fees). This view was eloquently
expressed by the bankruptey court in In re
Evans, 153 B.R. 960 (Bankr.E.D.Pa.1993):
[TThe integrity of the bankruptcy system
... is at stake in the issue of a bankruptey
judge’s performance of the duty to review
fee applications sua sponte. The public
expects, and has a right to expeect, that an
order of a court is a judge’s certification
that the result is proper and justified un-
der the law.... Nothing better serves to
allay [public perceptions that high profes-
sional fees unduly drive up bankruptey
costs] than the recognition that a bank-
ruptey judge, before a fee application is
approved, is obliged to [review it carefully]
and find it personally acceptable, irrespec-
tive of the (always welcomed) observation
of the [United -States trustee] or other
interested parties.

Id. at 968; accord Rheam IV, 137 B.R. at
159.

Indeed, section 330 shares with “fund-in-
court” cases a salient feature—*“the potential
for conflicts of interest between the attor-
neys seeking compensation and their
clients”—which imposes upon the bankruptey
court “an independent duty to serutinize fee
applications.”  Cumningham v. City of
McKeesport, 753 F.2d 262, 267 (3d Cir.1985),
vacated on other grounds; 478 U.S. 1015, 106
S.Ct. 3324, 92 L.Ed.2d 731 (1986), reinstated,
807 F.2d 49 (8d Cir.1986), cert. denied, 481

United States Consumer Council, No. 89-7527,
1990 WL 18926, at *1 (E.D.Pa. Feb. 23, 1990)
appears to have been a statutory fee case, see In
re Fleet, 95 B.R. 319, 336-37 (E.D.Pa.1989).
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U.S. 1049, 107 S.Ct. 2179, 95 L.Ed.2d 836
(1987). Bankruptey cases do not, on the
other hand, share a common bond with “stat-
utory fee” cases. In that genre of cases, the
adversarial nature of the proceedings, the
result of the losing parties’ obligation to bear
the burden of the fees awarded, guarantees
that someone other than the court will close-
ly review the fee request and will bring to
the court’s attention potential deficiencies,
hence ensuring a more precise fee award.
See In re Gulph Woods Corp., 150 B.R. 603,
606 (E.D.Pa.1993); Cunningham, 753 F.2d at
267 (holding that a district court may not sua
sponte reduce attorney fees in a civil rights
suit except with respect to matters over
which the judge possesses special knowl-
edge); McDonald v. McCarthy, 966 F.2d 112,
118-19 (8d Cir.1992) (reaffirming Cunning-
ham); Bell v. United Princeton Properties,
884 F.2d 713, 719 (3d Cir.1989) (applying
Cunningham to a settlement agreement in
an Employee Retirement Income Security
Act of 1974 (“ERISA”) suit). We agree with
In re Rheam of Ind., Inc., 133 B.R. 325, 331
(E.D.Pa.1991) (“Rheéam III”) that for the
various reasons enumerated infra at 84243,
“[t]he same is not true in bankruptcy pro-
ceedings.” v ,

Some courts have reasoned that the UST,
not the bankruptcy court, has the duty to
review fee applications. - Congress has clear-
ly delegated to the UST the discretion to
assure that fee awards and expense reim-
bursements are reasonable, a delegation
which may at first blush appear exclusive.
See 28 U.S.C.A. § 586(2)(3)(A) (1993);7 see
also FEDR.BANKRP. 2017 advisory comm.
notes (West Supp.1993) (“It is consistent with
[the trustee’s supervisory and monitoring]
role to expect the United States trustee to

. file motions relating to excessive fees
pursuant to § 329 of the Code); In e
Jensen’s Interiors, Inc., 132 B.R. 105, 105-06
(E.D.Pa.1991). In practice, however, per-

7. That section provides in pertinent part:
(a) Each United States trustee, within the re-
gion for ‘which such United States trustee is
appointed, shall—

(3) supervise the administration of cases and
trustees in cases under chapter 7, 11, or 13 of
title 11 by, whenever the United States trustee
considers it to be appropriate—

19 FEDERAL REPORTER, 3d SERIES

haps because hampered by insufficient re-
sources or distracted by other administrative
duties, see In re Rheam of Ind., Inc, 137
B.R. 151, 156 (Bankr.E.D.P2.1992) (“Rheam
IV?”) (quoting In re Leedy Morty. Co., 126
B.R. 907, 915-16 - (Bankr.E.D.Pa.1991)), va-
cated, 142 B.R. 698 (E.D.Pa.1992) (“Rheam
V"); Rheam III, 133 B.R. at 332, the UST
reviews fee applications with insufficient uni-
formity and zeal to allow the bankruptcy
court to abstain from its obligation to review
fee applications under § 330, see Rheam IV,
137 B.R. at 157 n. 3 (“[I]n this jurisdiction,
the UST has left the area of review of fee
applications almost = exclusively to = this
court.”).

[2] It is not the trustee’s responsibility to
review all fee applications, since Congress
plainly only delegated to the trustee the dis-
cretion to review a fee application. See 28
U.S.C.A. § 586(a)3) (1993). Thus we think
that Congress’ grant of authority to the UST
to challenge fee petitions merely bestows the
UST with standing and/or encourages the
UST to do so; it in no way signifies by
negative implication that the bankruptey
court is without the power and duty to re-
view fee applications independently when the
UST does not object. Unless the parties in
interest or the bankruptcy courts take on
this task, many if not most fee applications
would. receive no effective review.

Moroever, at least before some benches,
objections to fee applications by parties other
than the UST are also relatively uncommon.
See, e.g., Rheam IV, 137 B.R. at 157 n. 3; In
re Nor-Les Sales, Inc, 32 B.R. 900, 902
(Bankr.E.D.Mich.1983) (“Seldom are objec-
tions lodged to fee requests.”), modified sub
nom. Stark & Reagan, P.C. v. Nor-Les
Sales, 53 B.R. 442 (E.D.Mich.1984); In re
Pettibone Corp., 74 B.R. 293, 300 (Bankr.
N.D.IL.1987) (same); In re Jensen—Farley

(A) monitoring applications for compensa-

_ tion and reimbursement filed under section

330 of title 11 and, whenever the United States

trustee deems it to be appropriate; filing with

the court comments with respect to any of
such applications[.]

28 U.S.CA. § 586(a) (1993).
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Pictures, Inc., 47 B.R. 557, 585 n. 39 (Bankr.
D.Utah 1985) (same); American Bankruptey
Institute, American Bankruptcy Institute
National Report on. Professional Compensa-
tion in Bankruptcy Cases § 5.1, at 53 (G.D.
Warner rep. 1991) [hereinafter “ABI Nation-
al' Report ”). The debtor will often not ob-
Jject to its attorney’s fee application because
the fees will frequently be derived from its
creditors’ award rather than its own assets,
see In re Temple Retirement Community, 97
B.R. at 337, or in any case it may be “in no
position to make an objective judgment as to
the value of the legal services involved, [and
it may lack the] inclination to object to what-
ever fee is requested by the attorney who
has made it possible for [it] to continue busi-
ness,” In re Hamilton Hardware Co., 11
B.R. 326, 329-30 (Bankr.E.D.Mich.1981).

Attorneys for the creditors may also be
reluctant to oppose fee requests, whether
because of perceived professional courtesy,
see In re Hamilton Hardware Co., 11 B.R. at
330 n. 1 (observing that. continuing associa-
tions in the relatively closed Bankruptey Bar
“foster[ ] a club atmosphere which militates
against effective client representation in mat-
ters relating to compensation”); fear of retal-
iation, see In re Jensen~Farley Pictures,
Inc, 47 B.R. 557, 585 n. 39 (Bankr.D.Utah
1985) (“Objections to fee requests often invite
retaliation. . ..”); ABI National Report, su-
pra, § 5.2, at 40; ¢f In re Consolidated
Bancshares, Inc., 185 F.2d 1249, 1255 (5th

8. See, e.g., In re Cascade Oil Co., 126 B.R. 99, 106
(D.Kan.1991); In re NRG Resources, Inc., 64
B.R. 643, 650 (W.D.La.1986); In re Ralph Mar-
cantoni & Sons, 62 B.R. 245, 247 (D.Md.1986);
Cohen & Thiros, P.C. v. Keen Enters., Inc., 44
B.R. 570, 574-75 (N.D.Ind.1984); In re Colonial
Distrib. Co., 314 F.Supp. 418,.420 (D.S.C.1970)
(pre-amendments); In re Maruko, Inc., 160 B.R.
633, 637 (Bankr.S.D.Cal.1993); In re Corpora-
cionde Servicios  Medico-Hospitalarios de Fajar-
do, Inc., 155 B.R. 1, 1 (Bankr.D.P.R.1993); In re
Peter J. Schmitt Co., 154 B.R. 632, 634 (Bankr.
D.Del.1993); In re Evans, 153 B.R. 960, 967-68
(Bankr.E.D.Pa.1993); In re Costello; 150 B.R.
675, 677 (Bankr.E.D.Ky.1992); In re Bonneville
Pac. Corp.,. 147 B.R. 803, 805 (Bankr.D.Utah
1992); In re East.Peoria Hotel Corp., 145 B.R.
956, 959 (Bankr.C.D.IIL.1991); In re Scoggins,
142 B.R. 940, 943 (Bankr.D.0r.1992); In re Gil-
lett Holdings, Inc., 137 B.R. 475, 480 (Bankr.
D.Col0.1992); In re Wilde Horse Enters., Inc.,
136 B.R. 830, 839 (Bankr.C.D.Cal.1991); In re
Bank of New England Corp., 134 B.R. 450, 453

Cir.1986) (referring to “a conspiracy of si-
lence” with regard to contesting fee applica-
tions); the expectation that the expense of
challenging fee applications is not cost-justi-
fied because of a creditor’s modest interest in
each dollar the estate saves, Rheam III, 133
B.R. at 331-32; and/or the fact that, should it
lose, the creditor’s reward for fighting that
battle may be a smaller distribution due to
its indirect obligation to pay a proportionate
share of the fee applicant’s fees ascribable to
the defense of his or her fee request, see
infra at 847 & n. 17 (discussing split of
authority regarding whether time spent pur-
suing fees is compensable). See In re Gingi
Corp., 117 B.R. 983, 989 (Bankr.D.Nev.1990).
Consequently, the task of reviewing fee ap-
plications falls by default onto the bankrupt-
¢y courts. ' S

We are keenly aware that many bankrupt-
¢y courts have bemoaned their duty to re-
view fee applications as a thankless, ‘onerous
burden, one which consumes -a significant
share of a bankruptey judge’s time, see Gor-
don Bermant, Patricia A. Lombard & Eliza-
beth C. Wiggins, A Day in the Life: The
Federal Judicial Center’s 1988-89 Bankrupt-
¢y Court Time Study, 65 AMBANKR.L.J. 491,
513-14 (1991). But in holding that bankrupt-
cy courts have an independent duty to review
fee applications even absent objections, we
find support in legions of cases decided by
bankruptey .and district. courts spanning
nearly two-thirds of all federal districts ® as

(Bankr.D.Mass.1991), - affd, *142 B.R. 584
(D.Mass.1992); In re Bennett, 133 B.R. 374, 377
(Bankr.N.D.Tex.1991); In re Viscount Furniture
Corp., 133 B.R. 360, 362 (Bankr.N.D.Miss.1991);
In re Saturley, 131 B.R. 509, 516 (Bankr.D.Me.
1991); In re Gold Seal Prods. Co., 128 B.R. 822,
827 & n. 3 (Bankr.N.D.Ala.1991); In re Sounds
Distrib. Corp., 122 B.R. 952, 957 (Bankr.W.D.Pa.
1991); In re Amstar Ambulance Serv., Inc., 120
B.R. 391, 394 (Bankr.N.D.W.Va.1990); In re Ze-
nith Lab., Inc., 119 B.R. 51, 54 (Bankr.D.N.J.
1990); In re Great Sweats, Inc., 113 B.R. 240,
242 (Bankr.E.D.Va.1990); In re Gary Fairbanks,
Inc., 111 B.R. 809, 811 (Bankr.N.D.Iowa 1990);
In" re Oberreich, 109 B.R. 936, 937 (Bankr.
E.D.Wis.1990); In re Crimson Inv., N.V., 109
B.R. 397, 400 (Bankr.D.Ariz.1989); In re Bilgu-
tay, 108 B.R. 333, 336 n..2 (Bankr.M.D.Fla.
1989); In re Inslaw, Inc., 106 B.R. 331, 333-34
(Bankr.D.D.C.1989); In re Kroh Bros. Dev. Co.,
105 B.R. 515, 520 (Bankr.W.D.M0.1989); In re
Hogg, 103 B.R. 207, 209 (Bankr.D.S.D.1988); In
re Command Servs. Corp., 102 B.R. 905, 910
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well as in the writings of several renowned
commentators.? We find additional support
in the legislative history to the 1978 amend-
ments to the Code! and in a number of
court of appeals’ decisions (including one
from this Court) cogently resolving related
points.l! Disagreeable as the chore may be,
the bankruptey court must protect the estate,
lest overreaching attorneys or other profes-

(Bankr.N.D.N.Y.1989); In re Washington Mfzg.
Co., 101 B.R. 944, 950 (Bankr.M.D.Tenn.1989);
In re Mayes, 101 B.R. 494, 496 (Bankr.
W.D.Mich.1988); In re Tennessee Valley Ctr. for
Minority Econ. Dev., 99 B.R. 845, 847 (Bankr.
W.D.Tenn.1989); In re Florida Brethren Homes,
Inc., 97 B.R. 652, 653 n. 2 (Bankr.S.D.Fla.1989);
In re Temple Retirement Community, 97 B.R. 333,
336, 338 (Bankr.W.D.Tex.1989); In re Reed, 95
B.R. 626, 628 (Bankr.E.D.Ark.1988); In re Public
Serv. Co. of NH., 93 B.R. 823, 827 (Bankr.
D.N.H.1988); In re Gulf Consol. Servs., Inc., 91
B.R. 414, 415 (Bankr.S.D.Tex.1988); In re Ross,
88 B.R. 471, 474-75 (Bankr.M.D.Ga.1988); In re
Garber, 88 BR. 15, 16 (Bankr.D.R.1.1988); In re
Pothoven, 84 B.R. 579, 583 (Bankr.S.D.Jowa
1988); In re Watkins Glen Grand Prix Corp., 81
B.R. 232, 234 n. 5 (Bankr.W.D.N.Y.1988); In re
Jessee, 77 B.R. 59, 61 (Bankr.W.D.Va.1987); In
re Pettibone Corp., 74 B.R. 293, 299-300 (Bankr.
N.D.I1.1987); In re Westfall, 73 B.R. 186, 189 &
n. 1 (Bankr.W.D.Ark.1986); In re Mansfield Tire
& Rubber Co., 65 B.R. 446, 455 (Bankr.N.D.Ohio
1986); In re Esar Ventures, 62 B.R. 204, 205
(Bankr.D.Haw.1986); In re Cuisine Mag., Inc.,
61 B.R. 210, 219 (Bankr.S.D.N.Y.1986); In re
Thomas, Inc., 43 B.R. 510, 511 (Bankr.D.Mass.
1984); In re Four Star Terminals, Inc., 42 B.R.
419, 426 n. 1 (Bankr.D.Alaska 1984); In re Day-
light Transp., Inc., 42 B.R. 20, 21, 26 (Bankr.
E.D.N.Y.1984); In re Watson Seafood & Poultry
Co., 40 B.R. 436, 438 (Bankr.E.D.N.C.1984); In
re Garnas, 40 B.R. 140, 141 (Bankr.D.N.D.1984);
In re Wilson Foods. Corp., 36 B.R. 317, 320
(Bankr.W.D.Okla.1984); In re Nor-Les Sales,
Inc., 32 B.R. 900, 902 (Bankr.E.D.Mich.1983),
modified sub nom. Stark & Reagan, P.C. v. Nor—
Les Sales, 53 B.R. 442 (E.D.Mich.1984); In re
International Coins & Currency, Inc., 26 B.R.
256, 260 (Bankr.D.Vt.1982); In re Liberal Mkt.,
Inc., 24 B.R. 653, 657 (Bankr.S.D.Ohio 1982); In
re Crutcher Transfer Line, Inc., 20 B.R. 705, 710
(Bankr.W.D.Ky.1982); see also In re Gulf Hills
Dey. Corp., 60 B.R. 366, 366, 368 (S.D.Miss.
1985). But see In re Jensen’s Interiors, Inc., 132
B.R. 105, 106 (E.D.Pa.1991); In re Pendleton,
No. 90-1091, 1990 WL 29645 (E.D.Pa. March
15, 1990); cf. In re Rheam of Ind., Inc., 142 B.R.
698, 700 (E.D.Pa.1992) (“Rheam V") (bankrupt-
cy court’s discretion js more circumscribed when
no party objects); In re T & D Tool, Inc., 132
B.R. 525, 526 (E.D.Pa.1991) (same); In re Peo-
ples Sav. & Inv., Inc., 103 B.R. 264, 274 (Bankr.
E.D.Okla.1989) (same).

9. E.g., 2 CoLLiER ON BaNkrupPTCY 9330.05[2][a], at
330-37 (15th ed. Lawrence P. King ed. 1993)
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sionals drain it of wealth which by right
should inure to the benefit of -unsecured

creditors. See, e.g., Cohen & Thiros, P.C. v.

Keen Enters, Inc, 44 B.R. 570, 573
(N.D.Ind.1984). '

[3,4] That said, we deem it necessary at
this juncture to restate in this context what
we have stressed in another: that we

(“[Tlhe ultimate responsibility for assessing the
reasonableness of compensation awarded to pro-
fessionals and other officers of the estate remains
... with the judiciary.”); R.E. GinssurG, Bank-
ruprcy 14501 (1985) (“Even if no party in interest
objects ... the court should review the applica-
tion to make sure the compensation sought has
been earned and is reasonable.”); see also Ha-
rold Lavien, Fees as Seen from the Bankruptcy
Bench, 89 Com.L.J. 136, 138 (1984).

10. The Joint Explanatory Statement, which de-
scribed the floor managers’ compromise on the
Bankruptcy Reform Act of 1978 to both cham-
bers, explains: “Attorneys’ fees in bankruptcy
cases can be quite large and should be closely
examined by the court.”” 124 Conc. Rec. 32,394
(1978) (Joint Explanatory Statement) (remarks of
Rep. Edwards) (emphasis added), reprinted in
1978 U.S.C.C.A.N. 6436, 6442; accord 124 Cong.
Rec. 33,994 (1978) (Joint Explanatory Statement)
(remarks of Sen. DeConcini), reprinted in 1978
U.S.C.C.A.N. 6505, 6511.

11. See In re York Int’l Bldg., Inc., 527 F.2d 1061,
1068 (9th Cir.1975) (dicta) (‘The district courts
have a duty to examine carefully all claims pre-
sented even though no objections have been
filed.”); In re Beverly Mfg. Corp., 841 F.2d 365,
369, 370 (11th Cir.1988) (stating that a bankrupt-
cy court must hold an evidentiary hearing on its
own motion when the petitions for compensation
inadequately develop the factual basis for the fee
awards); In re Meade Land & Dev. Co., 527 F.2d
280, 284 (3d Cir.1975) (dicta) (stating in a case
where counsel applied for just shy of 250 hours
of compensation without breaking down the
charges that, “absent unusual circumstances, it
is the court’s independent obligation to give
credit only where there are supporting docu-
ments, even in cases where no interested parties
raise objections to the claim”); see also In re
Callister, 673 F.2d 305, 307 (10th Cir.1982)
(“* ‘[AJll expenses of administration must receive
the court’s final scrutiny and appraisal.” " (quot-
ing 2 CoLuEer on Bangruercy 1331.03 (5th ed.
1981))); Jordan v. Mark IV Hair Styles, Inc., 806
F.2d 695, 697 (6th Cir.1986) (holding that a
district court has to review an award of attor-
neys’ fees in a civil rights class action suit for
reasonableness, even absent an objection, be-
cause the attorney representing the class holds a
position of public trust (quoting 3B Moore’s Fep-
EraL Pracrice 123.91, at 23-568 (1978))).
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do not intend that a district [or bankrupt-
¢yl court, in setting an attorney[’s] fee,

become enmeshed in a meticulous analysis-
of every detailed facet of the professional

representation. " It ... is not our intention
that the inquiry into the adequacy of the

fee assume massive proportions, - perhaps

even dwarfing the case in chief.
Lindy Bros. Builders, Inc. v. American Ra-
diator & Std. Sanitary Corp., 540 F.2d 102,
116 (8d Cir.1976) (in banc) (“Lindy II”).
Because its time is precious, the reviewing
court need only correct reasonably discerni-
ble abuses, not pin down to the nearest dollar
the precise fee to which the professional is
ideally entitled? - At all events, the bank-
ruptey and district courts here acted proper-

ly in reviewing K & L’s fee request despite

the absence of any objection.

B. Did K & L Forfeit Its Right to Com-.

pensation for Time Spent by Its Para-
legals by Failing to Meet the Specific-
ity Requirements of the Local Rule?

[5] The bankruptcy court apparently
ruled that, because K & L did not meet the
specificity requirements of applicable bank-
ruptey rules, including Local Bankruptey
Rule of Procedure 9016.1, it forfeited its
right to compensation. See In re Busy Bea-

12. We also think it not befitting the stature of a
federal bankruptcy judge to spend wasteful hours
poring over fee applications to tabulate and
cross-reference unorganized billing statements.
Bankruptcy courts might consider prescribing
procedures for the submission of organized, co-
herent, readable fee applications. Guidance may
be found in Alan Hirsch & Diane Sheehey, The
Award and Management of Attorneys’ Fees in the
Federal Courts (Federal Judicial Center, Wash-
ington, D.C. forthcoming 1994). Moreover, to-
day one can readily find computer software
which automatically summarizes, correlates, and
in other ways renders comprehensible involved
legal bills. Perhaps the bankruptcy courts
should consider requiring professionals. submit-
ting lengthy fee applications to submit them also
on a computer disk in a format readable by a
specified commercially available computer pro-

gram, or simply requiring the professionals to -

tabulate the fee requests in several different con-
ducive ways, such as by person, by day, and by
activity/assignment.

13. The relevant portion of that Rule provides:

Application: for Compensation or Reimburse-
ment. An entity seeking interim or final com-
pensation for services ... from the estate shall

ver, 133 B.R. at 757-568. We do not doubt
the applicant’s duty to submit fee applica-
tions with enough detail to enable the court
to reach an informed decision—one necessar-
ily grounded in complete, coherent informa-
tion—as to whether the requested compensa-
tion is justified. E.g., In re Nucorp Energy,
Inc., 764 F.2d 655, 658 (9th Cir.1985); In re
Temple Retirement Community, Inc, 97
B.R. at 339 (collecting cases); see FEp,
R.BANkR.P. 2016(a).® But the bankruptey
court did not specify the precise shortcom-
ings of K & L’s fee application. Even if, as
seems to be the case, the court was unable to
discern whether the work the paralegals per-
formed necessitated the exercise of indepen-
dent paraprofessional judgment (information
we believe pertinent to the court’s evaluation
of the rate of compensation the paralegal has
earned and thus information which we agree
should be included in a fee application), we
do not read Rule 9016.1 as specifying that fee
applicants must substantiate this fact.

(6,71 In any event, we are convinced that
if the bankruptey court plans to disallow
certain items of compensation, § 330(a) on its
face first contemplates the applicant’s right
to a hearing:®® We understand that a court

file an-application setting forth a detailed state-

ment of (1) the services rendered [and] time

expended ..., and (2) the amounts requested.
Fep R.Bankr P, 2016(a).

14. The relevant portion of the local Rule states:

All entries shall conform to the following:

1. List each service or task separately and
state the amount of time expended in its per-
formance;

2. [Identify the subject matter of any corre-
spondence: or phone call and the party with
whom you have communicated if the service
involves . telephone and/or written correspon-
dence;

3. Identify where appropriate, and in the
interest .of clarity, the subject matter of any
hearing or trial with specificity including the

...~ case, or adversary number if the. service in-
.- volved-is attendance at a hearing or trial;

4. Identify any pleading with specificity if
the service involves preparation of a plead-
ingl.] .

LocaL BankrR.P. 9016.1 (W.D.Pa.1992).

15, Section 330(a) begins “[a]fter notice ... and a
hearing,” ‘a phrase Rule 2017(b) also. contains.
Section 102(1) of the Code defines it thus:

242



846

may simply wish to note its specific concerns,
if any, and allow the fee applicant a reason-
able opportunity to supplement his or her fee
application in response thereto before hold-
ing an oral hearing, as hearings on a routine
matter like compensation for services might
overwhelm already swollen calendars. See,
e.g., Cohen & Thiros, 44 B.R. at 578 (bank-
ruptey court allowed fee applicant two oppor-
tunities to supplement its fee petition); In re
Garrison Liquors, Inc, 108 B.R. 561, 566
(Bankr.D.Md.1989) (allowing fee applicant to
supplement the application); c¢f. In re Petti-
bone Corp, T4 B.R. 293, 300-01 (Bankr.
N.D.I11.1987) (holding the ordinary standards
for reconsideration apply when a fee appli-
cant seeks to supplement the fee application
after a full hearing). But if the court does
disallow fees of a “good-faith applicant,” the
Code, see 8§ 329(b), 330(a); see also Rule
2017(b)—and perhaps even the dictates of
due process, see U.S. Const, amend. V—

“[Alfter notice and a hearing”, or a similar
phrase—
(A) means after such notice as is appropriate
in the particular circumstances, and such op-
portunity for a hearing as is appropriate in the
particular circumstances; but
(B) authorizes an act without an actual hear-
ing if such notice is given properly and if—
(i) such a hearing is not requested timely by
a party in interest; or
(ii) there is insufficient time for a hearing to
be commenced before such act must be done,
and the court authorizes such act....
11 U.S.C.A. § 102(1) (1993).

16. See, e.g., In re Beverly Mfg. Corp., 841 F.2d
365, 370 (11th Cir.1988) (“'If there are disputed
issues of fact, an evidentiary hearing must be
held to facilitate their resolution.” (emphasis in
original, citation omitted)); In re U.S. Golf Corp.,
639 F.2d 1197, 1202 (5th Cir.1981) (“the judge
must hold an evidentiary hearing if there are any
disputed factual issues”); In re Paul, 141 B.R.
299, 301 (E.D.Pa.1992) (“If the [Bankruptcy
Court] has concerns about the amount sought or
the hours or nature of work performed, it must
hold a hearing, as required under § 330 of the
[Code], in order to afford the attorney an oppor-
tunity to present his or her position and respond
to the Court’s questions about the application.
The Bankruptcy Court ... may not reduce the
amount sought without a hearing.”); see also
Blum v. Stenson, 465 U.S. 886, 892 n. 5, 104
S.Ct. 1541, 1545 n. 5, 79 L.Ed.2d 891 (1984);
Cunningham, 753 F.2d at 266-67; Lindy Bros.
Builders, Inc. v. American Radiator & Std. Sani-
tary Corp., 487 F.2d 161, 167 (3d Cir.1973) (“Lin-
dy I"), appeal after remand, 540 F.2d 102 (3d
Cir.1976) (in banc) (“Lindy II").
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mandates that the court allow the fee appli-
cant an opportunity, should it be requested,
to present evidence or argument that the fee
application meets the prerequisites for eom-
pensation; eanons of fairness militate against
forfeiture of the requested fees simply be-
cause the court’s audit of the application
uncovers some ambiguity or objection.® By
good-faith applicant we mean to refer to a fee
applicant who reasonably and in good faith
attempts to comply with the applicable rules
governing the format and substance of fee
applications.

[8] To make the hearing meaningful, the
court should first apprise the applicant of the
particular questions and objections it har-
bors, a role which the adversary in a statuto-
ry fee case would typically play. See Rheam
IV, 137 B.R. at 155 (stating that the court
holds hearings whenever, but only when, it
has questions about the fee application).
Contrary to a typical adversarial proceeding,

Blum v. Witco Chem. Corp., 829 F.2d 367, 377
(3d Cir.1987) is not controlling. That case in-
volved a grant of attorneys’ fees to the prevailing
plaintiff in a suit brought under the Age Discrim-
ination in Employment Act of 1967, see 29 U.S.C.
§ 626(b). The defendant objected to the award
of the fees on the ground, inter alia, that the
district court failed to hold an evidentiary hear-
ing. This Court held that failure did not consti-
tute reversible error because there were no legal-
ly cognizable questions of fact disputed by the
parties which required a further development of
the facts. Id. at 377-78. That result followed,
however, from a characterization of disputes
over fees arising from fee shifting statutes as
adversarial litigation, see supra at 841-42, where-
as the same is not true in bankruptcy proceed-
ings for the reasons set forth supra at 842-43.
Indeed, a bankruptcy court, when it disallows
certain fees, simulates the role of an adversary,
albeit to a circumscribed degree, requiring that
any “disputed” matter be resolved at a fair hear-
ing. See 11 U.S.C.A. § 330(a) (1993).

At the hearing, held after notice of the court’s
concerns and/or objections, the court should al-
low the applicant a reasonable opportunity to
present legal arguments and/or evidence, as the
case may be, to clarify or supplement the petition
and accompanying affidavit. Of course, the
anatomy of the hearing lies within the sound
discretion of the bankruptcy judge, and would
not necessarily require the presentation of oral
testimony. For example, the type of hearing
which “is appropriate in the particular circum-
stances’ might simply be an oral hearing (wheth-
er in court or more informally, as by teleconfer-
ence) at which the applicant submits argument
based upon the papers. The essential point is
that the court should give counsel a meaningful
opportunity to be heard.
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when -the bankruptey court clothed ‘in its
administrative robe fulfills its duty to review
a fee application without the applicant being
present, the applicant cannot possibly know
what evidence or legal theories the court is
contemplating when it decides to disallow
certain fees. Unless the applicant is afford-

ed an opportunity to rebut or contest the

court’s conclusions, the. applicant would un-

fairly and undesirably be deprived of the

chance to respond to and assuage the court’s
questions and concerns. Besides, the bank-

ruptcy bar might well react to a regime

offering the applicant no chance to respond
to the court’s concerns by spending an inor-
dinate amount of time preparing overly de-
tailed fee applications, which time might be
billable to the estate,)” in an effort to antici-
pate all the idiosyncracies and inconsistencies
of review the divers bankruptcy judges might
exhibit.

[91 In sum, if after initial review the
bankruptey court determines that, while the
fee applicant made a good faith effort to
comply with the particularization require-
ments of § 330(a), Rule 2016(a), and applica-

17. Compare, e.g.; In re Nucorp Energy, 764 F.2d
at 658-59 & n. 4 (holding such time compensa-
ble), In re Braswell Motor Freight Lines, Inc., 630
F.2d 348, 351 (Sth Cir.1980), In re Bryant, 111
B.R. 474, 480 (E.D.Pa.1990) and In re JA. & L.C.
Brown Co., 75 B.R. 539, 540 (E.D.Pa.1987) with,
e.g., In re Central R.R. Co. of N.J., 477 F.Supp.
1228, 1233 (D.N.J.1979). (holding such time non-

" compensable), In re Alan LW. Frank Corp., 71
B.R. 585, 586 (Bankr.E.D.Pa.1987) and In re
Shaffer-Gordon Assocs., Inc., 68 B.R. 344, 349—
50 (Bankr.E.D.Pa.1986). See In re Chicago Lu-
theran Hosp. Ass’n, 89 B.R. 719, 736 (Bankr,
N.D.I11.1988) (noting the split of authority); In re
Vogue, 92 B.R. 717 719 (Bankr.E.D. Mlch 1988)
(same).

In In re Vogue, 92 B.R. at 720, the ‘court
applied a market-oriented approach:
The question is really factual in nature ...: Do
attorneys normally bill their clients for the
time spent in preparing their bill [or] the time
spent meeting with a client to explain, discuss,
negotiate or haggle over (the practical equiva-
lent of appearing in court on a fee application)
their bill? "\
The court realized, too, -that certain procedures
for bill approval unique to bankruptcy cases may
alter the answer to the above questions to the
extent that the bankruptcy procedures are mate-
rially more onerous, but the court concluded that
the fee applicant in the case before it had failed
to proffer any evidence of either a practice of
billing such services in non:-bankruptcy cases, or

ble local rules, either the information provid-
ed does not allow for a reliable determination
of compensability (because it is too vague or
otherwise), or that the court would benefit
from legal argument, it may allow the profes-
sional a reasonable time to ‘supplement the
application with either a more detailed de-
scription of the questionable services, or with
a memorandum of points and authorities in
support of the application, respectively. If
the bankruptey court at any time, irrespec-
tive of any opportunity to supplement, denies
some amount of the requested compensation,
and if it determines the applicant sought in
good faith to comply with the aforementioned
specificity requirements, it should notify the
applicant of its particular reasons for denying
the fees, and, should he or she make a timely
request for one, allow.the professional the
occasion to defend his or her fee application
with legal arguments and/or evidence (of
market practices, etc.) at a hearing. More-
over, if after the hearing the court adheres to
its views and disallows some of the requested
compensation, it should enter sufficient find-
ings of fact and conclusions of law in the

of material differences between non-bankruptcy
and bankruptcy review procedures (as the court
would. require before it would grant compensa-
tion for such work if non-bankruptcy clients did
not pay for such work). See id. at 720, 724.
Thus, for example, if a fee applicant can demon-
strate that non-bankruptcy clients require sub-
stantially less documentation and are consider-
ably more deferential to the professional’s exer-
cise of judgment concerning which fees are billa-
ble (resulting in considerable savirigs of effort
defending -bills), etc.,  the court could meet
§ 330’s mandate of competitive incomes by com-
pensating the attorney for the excess average
time spent preparing fee applications to satisfy
the bankruptcy court over the average time spent
on preparing bills for similar services for compa-
rable non-bankruptcy clients.  Cf. Pawlak v. Gree-
nawalt, 713 F.2d 972 at 983 (3rd Cir.1983) (“[IIf
attorneys are required to litigate for their fees
but are not compensated for the time spent on

such litigation, their effective rates will be re-

duced correspondingly.”).

Of course, to prevent “‘double counting,” the
fee applicant would not also'be able to include in
his or her hourly rate an extra (in comparison to
non-bankruptcy attorneys) overhead charge
based on time spent’ preparing bankruptcy fee
applications. The foremost aspiration of § 330
is that bankruptcy attorneys earn neither less,
nor more, than their non-bankruptcy counter-
parts.. See In re Manoa Fin. Co., 853 E.2d 687,
691 (9th Cir.1988).
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record to facilitate appellate review. See,
e.g, In re Paul, 141 B.R. at 302; In re
Conston Corp., No. 91-7176, 1992 WL 55694,
at *1-*2 (E.D.Pa. Mar. 17, 1992); In 7re
Rusty Jones, 134 B.R. at 333; In re Paster,
119 B.R. 468, 470 (E.D.Pa.1990); cf Hensley
v. Eckerhart, 461 U.8. 424, 437, 103 S.Ct.
1933, 1941, 76 L.Ed.2d 40 (1983) (plurality).
We trust that throughout this process the
UST will, when the trustee considers it ap-
propriate, file comments with the court.

III. THE QUESTION OF “CLERICAL
SERVICES,” AND THE STANDARD
FOR ASSESSING THE REASON-

ABLENESS OF FEES

A. Introduction

[10,11]1 The district court determined
that certain enumerated services were cleri-
cal in nature, and then disallowed remunera-
tion therefor on the basis that, as a matter of
law, all clerical services are included as over-
head in attorneys’ fees.'®* We disapprove of
any approach that allows a court confronted
with undisputed, credible, contrary evidence
of market practices in the record to rely
solely on its own judgment to designate ser-
vices as either clerical or paraprofessional
and to allow or disallow compensation for
those services on the basis of such designa-
tion alone. As we demonstrate below, the
principal purpose of the 1978 amendments to
§ 330 was to compensate bankruptey attor-

neys at the same level as non-bankruptcy

attorneys. The clearest path to that goal is
to rely on the market, subject to the modifi-
cation that the court will, in practical terms,
act as a surrogate for the estate, reviewing

18. Although, as presaged supra at 840, the dis-
trict court did cite two cases remunerating a fee
applicant for clerical services (In re Wolverine
Knitting Mills, Inc., 107 B.R. 546, 547 (Bankr.
E.D.Mich.1989) and In re Miguel, 123 B.R. 634,
637, 640 (Bankr.E.D.Cal.1991)), it distinguished
those cases without explanation, apparently on
the ground that it may be customary for trustees
and accountants (the types of professionals with
which those cases dealt), but not attorneys, to bill
for clerical services separately rather than incor-
porate them into overhead. Mem. op. at 8.

19. Not being confronted with the question, we
express no view about whether legal secretaries
can be deemed “paraprofessionals” within the

19 FEDERAL REPORTER, 3d SERIES

the fee application much as a sophisticated
non-bankruptey client would review a legal
bill. This modification is driven by the fact
that, realistically speaking, the legal market
functions imperfectly in bankruptey, as the
debtor “client” and other interested parties
are often unable or unwilling to contest the
fees charged. See supra at 842-43. The
most remarkable impact of market reliance
under § 330 is that the court’s review of fee
applications becomes primarily an exercise in
fact-finding, with relatively little room for the
application of inflexible legal rules.

B. The Teachings of the Statutory
Text and Legislative History

[12] Section 330(a) on its face does not
set up a bar to compensation for clerical
services and, moreover, does not even by its
terms differentiate clerical from non-clerical
services. Instead, the statute focuses on who
performs a service, and expressly provides
that a court may award reasonable compen-
sation for all actual, necessary services per-
formed by the designated eligible fee award
recipients (professionals and their parapro-
fessionals).®® In drafting the statute to de-
scribe the covered services as “actual” and
“necessary,” Congress chose not to add the
further qualifier that these services also be
“professional” or “non-clerical” in nature.
Instead, the statute provides that, once hav-
ing determined the service provider is an
eligible recipient, the amount of the compen-
sation—its reasonableness—is to be “based
on the nature, the extent, and the value of
such services, the time spent on such servic-
es, and the cost of comparable services other
than in a case under this title.” 11 U.S.C.A.

meaning of § 330(a). We do note, though, that
.the Supreme Court has intimated that the term
‘“reasonable attorney’s fee”’ may encompass sepa-
rate charges for secretarial services. See Mis-
souri v. Jenkins, 491 U.S. 274, 287 n. 9, 109 S.Ct.
2463, 2471 n. 9, 105 L.Ed.2d 229 (1989) (“The
safeguard against the billing at a profit of secre-
tarial services ... is the discipline of the mar-
ket.” (emphasis added)); id. at 288 n. 10, 109
S.Ct. at 2471 n. 10 (“[Plurely clerical or secretar-
ial tasks should not be billed at a paralegal rate,
regardless of who performs them.” (emphasis
added)). Of course, even if legal secretaries are
included within the term paraprofessionals, the
market may not compensate firms for the sorts of
services legal secretaries perform.

3
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§ 330(a)(1) (1998), quoted supra at 840 n. 5.
Thus we think thestatute plainly specifies
that the type of service performed by a para-
legal (including whether it is clerical) affects
the rate of compensation, not compensability
vel non. Cf. Baughman v. Wilson Freight
Forwarding Co., 583 F.2d 1208, 1217 (3d
Cir.1978). Neither the bankruptcy nor the
district court in this case advanced a reason
for departing from the, plain import of this
statute, and we have uncovered no persua-
sive reason to do s02' Cf Umnion Bank. v.
Wolas, — U.S. —, ——, 112 S.Ct. 527,
531, 116 L.Ed.2d 514 (1991) (1nterpret1ng
§ 547(c) of the Code). -

[13] As just stated, the type of service
affects the reasonableness .of the rate of com-
pensation sought by a professional or para-
professional under § 330(a). Of the five fac-
tors enumerated in the statute as bearing on
the reasonableness of the -compensation, all
but one take into account the categorization
of the service as clerical or paraprofessional:
the (i) nature, (ii) extent, and (iii) value of the
services, and (iv) the cost of comparable ser-
vices. We think that although'each factor
enumerated by § 830(a) retains independent
significance, the cost of comparable services
factor-has an overarching role to act as a
guide to the value of the services rendered
given their nature and extent. In combina-
tion, these four factors—with the principal
emphagsis being on the cost of comparable
services (market rates)—essentially provide
the basis for computing the “reasonable
hourly rate” used in the “lodestar” calcula-
tions familiar to fund-in-court cases and stat-
utory fee-shifting provisions.?! See genemlly

20. We understand that this Court stated in In re
Meade Land & Dev. Co., 527 F2d 280 284 (3d
Cir.1975) that ‘“non- legal services. are not{ ‘com-
pensable.” That opirion was decided before the
1978 Act, when under the Bankruptcy Act of
1898 the principle of economy of the éstate rath-
er than the cost of comparable servicés was the
foremost conSIderatlon See mfra 849-51 & nn.
23 & 24.

21. The most familiar formula courts in this cir-
cuit use to calculate attorneys’ fees is undoubted-
ly the “lodestar” approach, an approach with its
roots in common fund cases and fee-shifting stat-
utes. Under the lodestar analysis, a court first
establishes a reasonable hourly rate (correspond-
ing to the value of the services and the cost of
comparable services in § 330(a)(1)) for each set

Third Circuit- Task Force, Court Awarded
Attorney’s Fees, Report of the Third Circuit
Task Force, -108 F.R.D. 237 (1985).

[14] The remaining § 330(a) factor—the
time spent on such services—is a sibling of
the lodestar approach’s reasonable hours
component. Thus, according to the market
approach we believe that the Code dictates,
of Missouri v. Jenkins, 491 U.S. 274, 283,
109 S.Ct. 2463, 2469, 105 L.Ed.2d 229 (1989)
(“[Alttorney’s fees awarded under [fee-shift-
ing] statute[s] are to be based on market
rates for the services rendered.”), the bank-
ruptey court should review fee applications
not for whether each particular service un-
dertaken by a paralegal is clerical or para-
professional by nature, but for whether non-
bankruptey attorneys typically charge and
collect from their clients fees for that partic-
ular service when performed by a member of
that profession, and the rates charged and
collected therefor.

.The legislative history of § 330, which
stems from the Bankruptcy Reform Act of
1978, P.L. No. 95-598, 92 Stat. 2549 (1978),
rather than counseling a departure from the
statute’s plain object, amply reinforces it.
The unambiguous policy inspiring § 330(a),
expressed most clearly in the House Report
accompanying House Bill 8200, H.R. 8200,
95th "Cong., 1st Sess. (1977), is that profes-
sionals and -paraprofessionals in bankruptey
cases should earn the same income as their
non-bankruptey counterparts. See H.R.REp.
No. 595, 95th Cong., 1st Sess. 330 (1977),
reprinted in 1978 U.S.C.C.A.N. 5787, 5963,
6286.%2 The hlstory nowhere speaks of com-

~of compensable services: (correspondmg to' the
nature of the services in:§:330(a)(1)); and then
-multiplies ‘sach ratée by the reasonable number of
' ‘hours “of -compensable work included in each
i irespective 'set (corresponding to the time and
extent of the'services in § 330(a)(1)).. Cf. Hensley
v.-Eckerhart, 461 U.S. 424,433, 103 S.Ct. 1933,
1939, 76 L.Ed.2d 40 (1983) (plurality). -

22, We include the House Committee on the Judi-
ciary's full explanation of § 330(a):

Section 330 authorizes compensation for
services and reimbursement of officers of the
estate. It also prescribes the standards on
which the amount of compensation is to be
determined.  As noted above, the compensa-
tion allowable under this section is subject to
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pensating professionals or paraprofessionals
solely for those services which just a profes-
sional or paraprofessional can provide, but
instead repeatedly refers to the billing prac-
tices of nonbankruptey professionals, justi-
fied by the goal of retaining competent legal
representation for the debtor. Congress
rather clearly intended to “provid[e] suffi-
cient economic incentive [to lure competent
bankruptcy specialists] to practice in the
bankruptey courts.” In re McCombs, 151
F.2d 286, 288 (8th Cir.1984). Congress de-
termined, it appears, that on average the
gain to the estate of employing able, experi-
enced, expert counsel would outweigh the
expense to the estate of doing so, and that
unless the estate paid competitive sums it

the maxima set out in sections 326, 328, and
329. The compensation is to be reasonable,
for actual necessary services rendered, based
on the time, the nature, the extent, and the
value of the services rendered, and on the cost
of comparable services other than in a case
under the bankruptcy code. The effect of the
last provision is to overrule In re Beverly Crest
Convalescent Hospital, Inc., 548 F.2d 817 (9th
Cir.1976, as amended 1977), which set an arbi-
trary limit on fees payable, based on the
amount of a district judge's salary, and other,
similar cases that require fees to be deter-
mined based on notions of conservation of the
estate and economy of administration. If that
case were allowed to stand, attorneys that
could earn much higher incomes in other
fields would leave the bankruptcy area. Bank-
ruptcy specialists, who enable the system to
operate smoothly, efficiently, and expeditious-
ly, would be driven elsewhere, and the bank-
ruptcy field would be occupied by those who
could not find other work and those who prac-
tice bankruptcy law only occasionally almost
as a public service. Bankruptcy fees that are

lower than fees in other areas of the legal

profession may operate properly when the at-
torneys appearing in bankruptcy cases do so
intermittently, because a low fee in a small
segment of a practice can be absorbed by other
work. Bankruptcy specialists, however, if re-
quired to accept fees in all of their cases that
are consistently lower than fees they could
receive elsewhere, will not remain in the bank-
ruptcy field.

This subsection provides for reimbursement
of actual, necessary expenses. It further pro-
vides for compensation of paraprofessionals
employed by professional persons employed by
the estate of the debtor. The provision is in-
cluded to reduce the cost of administering
bankruptcy cases. In nonbankruptcy areas,
attorneys ‘are able to charge for a paraprofes-
sional’s time on an hourly basis, and not in-
clude it in overhead. If a similar practice does
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could not retain such counsel on a regular
basis. With this congressional determination
we are in no position to quarrel.

It is true that, before the 1978 amend-
ments, the Code favored economy of the
estate over competitive compensation to
debtors’ attorneys. See, e.g., In re Manoa
Fin. Co.,, 853 F.2d 687, 689 (9th Cir.1988).
Vestiges of this principle are found in the
Senate Committee on the Judiciary’s Report
accompanying the pre-conference version of
the 1978 amendments in the Senate, a report
upon which the bankruptey court in this case
placed decisive reliance.® See In re Busy
Beawer, 133 B.R. at 756; accord In re Four
Star Terminals, 42 B.R. at 430. Yet besides
the fact that the section of the Senate Report

not pertain in bankruptcy cases, then the attor-
ney will be less inclined to use paraprofession-
als even where the work involved could easily
be handled by an attorney’s assistant, at much
lower cost to the estate. This provision is
designed to encourage attorneys to use para-
professional assistance where possible, and to
insure that the estate, not the attorney, will
bear the cost, to the benefit of both the estate
and the attorneys involved.

H.R.Rer. No. 595 at 329-30, reprinted in 1978

U.S.C.C.AN. at 6286. ’

23. That report provided in:pertinent part:

[EJconomy in administration is the basic objec-
tive. ... ’

The reference to ‘‘the cost of comparable
services” in a nonbankruptcy case [in § 330] is
not intended as a change of existing law. In a
bankruptcy case fees aré not a matter for pri-
vate agreement. There is inherent a “public
interest” that ‘“‘must be considered in awarding
fees,” Massachusetts Mutual Life Insurance Co.
v, Brock, 405 F.2d 429, 432 (C.A.5 1968), cert.
denied, 395 U.S. 906 [89 S.Ct. 1748, 23
L.Ed.2d 220] ([1969]). An allowance is the
result of a balance striack between moderation
in the interest of the estate and its security
holders and the need to be “‘generous enough
to encourage”’ lawyers and others to render the
necessary and exacting services that bankrupt-
cy cases often require, In re Yale Express Sys-
tem, Inc., 366 F.Supp. 1376, 1381 (S.D.N.Y.
1973). The rates for similar kinds of services
in private employment is one element, among
others, in that balance. Compensation in pri-
vate employment noted in subsection (a) is a
point of reference, not a controlling determi-
nant of what shall be allowed in bankruptcy
cases.

S.Rer. No. 989, 95th Cong., 2d Sess. 40 (1978)
(footnote  omitted), reprinted  in 1978
U.S.C.C.AN. 5787, 5826.
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espousing the outmoded notion of economy of
the estate is fundamentally at odds with both
the House Report and the text of the amend-
ed statute, the Senate itself in later debate
expressly and forcefully rejected that portion
of its earlier report, meaning that a court
should not rely on it as authority at all.*

[15] Some bankruptey courts have justi-
fied departures from the statute’s transpar-
ent mandate on the ground that preserving
the debtor’s estate is of greater import than
compensating attorneys for their paralegals’
fees. Were the statute’s meaning and pur-
pose ambiguous, we might find room to agree
with them. But here Congress has unmis-
takably and expressly made a policy choice
favoring full compensation for debtors’ attor-
neys over greater proportionate compensa-
tion to the debtors’ creditors, and when in
our constitutional republic a statute is consti-
tutional, courts are not at liberty to substi-
tute their favored policies for those Congress
enacts, no matter how unwise the court finds
them to be.?

[16]1 In conclusion, the classification of

services as clerical or non-clerical does not
decide the question of compensability under
§ 330: clerical services may be compensated

24, Specifically, the Joint Explanatory Statement
read by the respective floor managers in each
chamber of Congress provided in this regard:

Section 330(a) contains the standard of com-
pensation adopted in H.R. 8200 as passed by
the House rather than the contrary standard
. contained in the Senate amendment....
[Blankruptcy legal services are entitled to com-
mand the same competency of counsel as other
cases. In that light, the policy of this section is
to compensate attorneys and other profession-
als serving in a case under title [11] at the
same rate as the attorney or other professional
would be compensated for performing compa-
rable services other than in-a case under title
[11]. Contrary language in the Senate report
accompanying S. 2266 is rejected, and Massa-
chusetts Mutual Life Insurance Company v.
Brock, 405 F.2d 429, 432 (5th Cir.1968) is
overruled. Notions of economy of the estate in
fixing fees are outdated and have no place in a
bankruptcy code. )
124 Conc.Rec. 33,994 (1978) (Joint Explanatory
Statement) (remarks of Sen. DeConcini) (empha-
sis added), reprinted in 1978 U.S.C.C.A.N. 6505,
6511.- The slight differences between the Senate
and House versions of the Joint Explanatory
Statement are not manifested in the above ex-
cerpt, see the identical language at 124 Conc.Rec.

in the proper context. See In re Wolverine
Knitting Mills, Inc, 107 B.R. 546, 547
(Bankr.E.D.Mich.1989) - (compensating ac-
countant for clerical services after applicant
demonstrated it had long billed clerical time
to all its clients); In ve Stanley, 120 B.R. 409,
415 (Bankr.E.D.Tex.1990) (holding  clerical
services are compensable if properly docu-
mented); cf. In re First Software Corp., 79
B.R. 108, 119, 123 (Bankr.D.Mass.1987)
(awarding a paralegal reduced compensation
for checking the docket and court dates, or-
dering and obtaining documents from court,
delivering papers, updating files, running er-
rands, making telephone calls, and directing
mail). - We reiterate that the factors which
§ 330(a) prescribes primarily affect the mag-
nitude of compensation for such services,
whether rendered by a professional or para-
professional.

C. The Application of the Market Ap-
"~ proach to the Role of Pardalegals in
Bankruptey Proceedings *

The past two decades have witnessed a
remarkable transformation of the legal mar-
ket, converting once loyal and . steadfast
clients into sophisticated consumers of legal

32,394-95 (1978) (Joint Explanatory: Statement)
(remarks of Rep. Edwards), reprinted in 1978
U.S.C.C.AN. 6436, 6442. We accord the Joint
- Explanatory Statement the weight due a confer-
‘ence report, as in this instance the statement
fulfilled that role. See 124 ConcRec. 32,392
(1978) (Joint Explanatory Statement) (remarks of
Rep. Edwards), reprinted in 1978 U.S.C.C.AN. at
6437; 124 Conac Rec. 33,992 (1978) (Joint Explan-
atory Statement) (remarks of Sen. DeConcini),
reprinted in 1978 U.S.C.C.AN. at 6505-06.

25. See, e.g., Tennessee Valley Auth. v. Hill, 437
U.S. 153, 194-95, 98 S.Ct. 2279, 2302, 57
L.Ed.2d 117 (1978) (“Once the meaning of an
enactment is discerned and its constitutionality
determined, the judicial process comes to an
end. We do not sit as a committee of review, nor
are we vested with the power of a veto.”); cf.
Blue Chip Stamps v. Manor Drug Stores, 421 U.S.
723, 748, 95 S.Ct. 1917, 1931, 44 L.Ed.2d 539
(1975) (“[If Congress ha[s] legislated the ele-
ments of a private cause of action for damages,
the duty of the Judicial Branch [is] to administer
the law which Congress enacted; the Judiciary
may not circumscribe a right which Congress
has conferred because of any disagreement it
might have with Congress about the wisdom of
creating so expansive a liability.”).
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"products in a competitive legal marketplace.
A eritical component of this transformed le-
gal market is the incorporation of paralegals
providing a wide range of legal services into
the law firm tapestry, a component brought
about by the cost-effectiveness of employing
an intermediate level of professional to han-
dle matters beyond the ken of the average
legal secretary but not demanding the full
education, experience, or skill of a lLicensed
attorney. See, e.g, New Jersey State Bar
Ass’n, The Evolving Role of the Paralegal 12
(1991). The availability of paralegals is a
positive development from the point of view
of conserving the debtor’s estate, and we
expect that, when feasible, members of the
bar representing debtors will engage parale-
gals and other support staff when they are
able to render legal services efficiently yet
effectively, with the objective of alleviating
the diminution of the estate’s assets. See,
e.g, In re Temple Retirement Community,
97 B.R. at 339; H.R.Rep. No. 595 at 330,
reprinted in 1978 U.S.C.C.AN. at 6286;
S.Rep. No. 989 at 41, reprinted in 1978
U.S.C.C.A.N. at 5827.

[17] The bankruptey court was concerned
that the tasks for which K & L charged for
its paralegals’ time did not require the exer-
cise of professional judgment, and that com-
pensation for such services would unfairly
burden the estate. As is true with recently
graduated attorneys, entry-level paralegals
perform the more mundane tasks in the
paralegal work spectrum, some of which may

26. K & L contends, as does amicus curiae the
National Federation of Paralegal Associations,
Inc., that the types of services the district court
disallowed are the types of services for which
paralegals are trained and that they are within
the scope of paralegal’s responsibilities as de-
fined by National Federation of Paralegal Associ-
ations, Inc., Paralegal Responsibilities at 1-2.
Br. for Appellant at 23 n. 9, 35; Br. for Amicus
Curiae National Federation of Paralegal Assocs.,
Inc. at 11. But this contention misses the point,
for the germane question under § 330 is not
what types of services an institution or an expert
believes is proper for a paraprofessional to per-
form, but rather is what types of services the
non-bankruptcy market recompenses a parapro-
fessional for.

27. Overhead for purposes of bankruptcy reim-
bursement has been defined as “all continuous
administrative or general costs or expenses inci-
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resemble those tasks generally deemed “cler-
ical” in nature. Yet even with these tasks,
paralegals may have to bring their training
or experience to bear, thereby relieving at-
torneys of the burden of extensive supervi-
sion and ensuring the proper completion of
tasks involving the exercise, or potential ex-
ercise, of some paraprofessional judgment.
Of course, the appropriate rate the attorney
will command for paralegal services will ordi-
narily parallel the paralegal’s credentials and
the degree of experience, knowledge, and
skill the task at hand calls for. See infra at
855 n. 34; ¢f. Jenkins, 491 U.S. at 288, n. 10,
109 S.Ct. at 2471 n. 10 (“/PJurely clerical or
secretarial tasks should not be billed at a
paralegal rate, regardless of who performs
them.” (emphasis added)). The short of it
is that the market-driven approach of § 330
permits compensation for relatively low-level
paralegal services if and only if analogous
non-bankruptey clients agree to pay for the
same, and then only at that rate.?

The bankruptey court held that clerical
services—those services not requiring the ex-
ercise of professional legal judgment—must
be included in “overhead.” 2 See 133 B.R. at
756. We cannot agree that in all cases the
general ability of a legal secretary to perform
some particular task determines whether a
paralegal or a legal secretary is the appropri-
ate, read most efficient, employee to perform
it at any given instant. At times temporal
constraints may foreclose the delegation op-
tion. At other times a paralegal—or, for

"dent to the operation of the firm which cannot be
attributed to a particular client or case.” In re
Wildwian, 72 B.R. 700, 731 (Bankr.N.D.111.1987).
Without adopting or rejecting that definition (as
we think a market inquiry, not a legal definition,
is the cornerstone of compensability and hence
the discernment of which items and services a
law firm may charge for, see In re Miguel, 123
B.R. 634, 637 (Bankr.E.D.Cal.1991) (“Under-
standing the fee structure of the industry, and of
the individual practitioner, is critical to deter-
mining how the overhead expenses are included
and recovered.”)), we observe that it would ex-
clude from overhead, for example, secretarial
services whenever the secretary could attribute
his or her time to particular clients. This would
be true for a great many secretarial services,
including typing, filing, and photocopying, as
there is no reason to think a secretary cannot log
his or her time just as well as can an attorney.
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that matter, an attorney—can more produc-
tively complete a clerical task, such as photo-
copying documents, than can a legal secre-
tary.

For example, the combination of the para-
legal’s effort in retaining and instructing a

legal secretary with the legal secretary’s ef-

fort in performing the task may exceed the

paralegal’s effort ‘in performing the task

alone.®® Or, a legal secretary may lack the
judgment needed in selecting and collating
the documents to copy, and -the expense of
having a paralegal or attorney first instruct
the legal secretary and then review his or
her work for thoroughness and accuracy
combined with the legal secretary’s time (al-
beit subsumed within overhead) may exceed
the expense of having the paralegal or attor-
ney personally perform the task in the first
place. Or, a legal secretary may simply be
unavailable in time to meet a pressing dead-
line.®® Generally -speaking, attorneys com-
monly perform intermittent tasks not calling
for their particular level of expertise, and
nonetheless present non-bankruptey clients
‘with bills reflecting a single (“blended”)
hourly rate. See. In re Vogue, 92 B.R. at
718-19.

[18] In keeping with the .market ap-
proach, it is critical that courts allow attor-

28. The cost of having the legal secretary perform
the task is relevant even when not itemized and
separately billed to the client because an im-
provement in overall productivity accomplished
by efficiently allocating tasks between the various
occupations employed in a law firm will reduce
overall secretarial labor costs and, in an efficient
market, correspondingly reduce the overhead
component for secretarial labor in that firm'’s
attorneys’ fees.

29. Indeed, K & L contends that some of the
disallowed paralegal services illustrate precisely
this point. In particular, it argues that the bank-
ruptcy court entered numerous interim orders at
the commencement of Busy Beaver’s petition
authorizing Busy Beaver to continue-its day-to-
day operations—orders pertaining to the use of
cash collateral, the continuation of customer pol-
icies, the payment of pre-petition wages and em-
ployee benefits, the ability to honor pre-petition
deposits and credit card charge backs, the reten-
tion of counsel, etc.—and directed K & L to serve
the interim motions and relatéd orders overnight
on various creditor groups composed of up to

" 120 creditors. K & L argues that “[i]n order to
comply timely with the Bankruptcy Court's di-
rection, the paralegal’s role was to ensure that

neys the same leeway in the types of tasks
billed for at their (and their paralegals’) es-
tablished rate as non-bankruptey clients per-
mit  their attorneys (and their attorneys’
paralegals), or Congress’ manifest intent to
provide fully competitive income to bankrupt-
cy attorneys would be transgressed. Cf
Jenkins, 491 U.S. at 287, 109 S.Ct.. at 2471.
A bankruptey judge, typically far removed
from the economics of law practice and the

exigencies of making recurring business -

judgments about the most prudent and cost-
effective method for performing a given task
with adequate assurances of quality in a de-
veloping, competitive legal market, is gener-
ally not well-equipped to review subjectively
the law firm’s allocation of responsibilities
and billing practices.

[19] Like any sophisticated consumer of
legal services, the bankruptey court should
compare the costs of “equivalent” practition-
ers of the art (including their billing strue-
tures) as well as the applicant’s billing prac-
tices with “equivalent” clients.- Which legal
or paralegal services are properly included as
the overhead of attorneys’ fees, then, are
presumably reflected accurately in the ser-
vices for which attorneys charge their non-
bankruptcy clients®® The market billing

the appropriate pleadings and orders were
served upon the creditors to whom the Bankrupt-
cy Court had directed service to be made,” that
U[clollating the appropriate documentation in-
volved the paralegals providing services which
had intertwined professional and clerical compo-
nents,” and that “[t]he critical timing and need
to ensure compliance with service requirements
would not have permitted the delegation of the
responsibilities solely to legal secretaries.” Br.
of Appellant at 7.

30. We find that the Supreme Court’s reasoning
concerning compensation for paralegals under
civil rights fee-shifting statutes transfers smooth-
ly to the bankruptcy context:

All else being equal, the hourly fee charged by
an' attorney whose rates include paralegal
work in her hourly fee, or who bills separately
for the work of paralegals at cost, will be
higher than the hourly fee charged by an attor-
ney competing in the same market who bills
separately for the work of paralegals at ‘‘mar-
“ ket rates’” In other words, the prevailing
“market rate” for attorney time is not indepen-
dent of the manner in which paralegal time is
accounted for. Thus, if the prevailing practice
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practices include not only whether compara-
ble non-bankruptcy firms typically charge
the particular task to their clients as parale-
gal services, but the market rate at which
such services are provided. See Lindy Bros.
Builders, Inc. v. American Radiator & Std.
Sanitary Corp., 487 F.2d 161, 167 (3d Cir.
1973) (“Lindy 17) (stating “the court may
find that the reasonable rate of compensation
[for the same person] differs for different
activities”), appeal after remand, 540 F.2d
102 (3d Cir.1976) (in bane) (“Lindy II”); In
re Fine Paper Antitrust Litig., 751 F.2d 562,
591 (3d Cir.1984) (same).

[20] Although this case does not present
us with a pressing need to define precisely
how a bankruptey court should verify the
market rates, if any, for select clerical servie-
es, we observe that certainly a bankruptcy
judge’s experience with fee petitions and his
or her expert judgment pertaining to appro-
priate billing practices, founded on an under-
standing of the legal profession, will be the
starting point for any analysis.3! By start-
ing point we mean to suggest that a bank-
ruptey judge should use his or her experi-
ence and expertise to locate the questionable
charges and fees, and once having questioned

a charge or fee may properly require the

in a given community were to bill paralegal
time separately at market rates, fees awarded
the attorney at market rates for attorney time
would not be fully compensatory if the court
refused to compensate hours billed by parale-
gals or did so only at “cost.” Similarly, the fee
awarded would be too high if the court accept-
ed separate billing for paralegal hours in a
market where that was not the custom.
Jenkins, 491 U.S. at 286-87, 109 S.Ct. at 2471
(footnote omitted); see In re Temple Retirement
Community, 97 B.R. at 342; In re Four Star
Terminals, Inc., 42 B.R. 419, 426 n. 1
(Bankr.D.Alaska 1984) (“[Tlhose law firms who
bill for such items as secretarial time and file
maintenance by paralegals may expect to find
their hourly rates reduced to take into account
the reduction in their out-of-pocket expenditures
for overhead.”). A witness at the April 16 evi-
dentiary hearing testified to as much, reasoning
that if paralegal services were not billed to par-
ticular clients, the attorneys’ hourly rate would

increase and some clients would indirectly pay

for paraprofessional services incurred by other
clients, who would pay too little for the services
they received. In a competitive legal market, a
specific firm's practices will often prove the best
guide regarding which services are subsumed in
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applicant to meet the burden to prove the
market would recompense him or her for
that charge.

{211 Then the court should carefully con-
sider relevant, competent evidence submitted
with the fee application, provided as a sup-
plement to the fee application, or presented
at a hearing, see supra Part IL.B, even if the
evidence directly contradicts the court’s own
judgment. See In re Continental Ill. Sec.
Litig, 962 F.2d 566, 570 (7Tth Cir.1992)
(“Markets know market values better than
judges do.”).32 Of course, if the bankruptey
court discounts any evidence presented by
the fee applicant, see In re York Int’l Bldg.,
Inc., 527 F.2d 1061, 1068 (9th Cir.1975) (stat-
ing that courts “are themselves experts on
the value of services rendered in a bankrupt-
¢y proceeding and are not bound by the
evidence offered”); Brown v. Culpepper, 561
F.2d 1177, 1177-18 (5th Cir.1977). (per cu-
riam) (same), the. court should to the extent
practicable make findings of fact and provide
reasoned explanations in the record to facili-
tate review, see, e.g., In re Rusty Jones, Inc.,
134 B.R. 321, 333 (Bankr.N.D.II1.1991).

[22] As another basis for adjudging the
reasonableness of charges for services, upon

the attorneys’ fees as overhead and which are

not.

31. See, e.g., In re Patronek, 121 B.R. 728, 730-31
(Bankr.E.D.Pa.1990); In re Kroh Bros. Dev. Co.,
105 B.R. 515, 520 (Bankr.W.D.Mo0.1989); In re
Carter, 101 B.R. 170, 172 (Bankr.D.S.D.1989);
In re Gulf Consol. Servs., 91 B.R. 414, 415
(Bankr.S.D.Tex.1988); In re Pothoven, 84 B.R.
579, 583 (Bankr.S.D.Iowa 1988).

32, Judge Posner, who penned In re Continental
Illinois Securities Litigation, wrote in the context
of reversing a district court for discounting attor-
neys” hourly rates from those that the attorneys
regularly billed:

Tt is apparent what the district judge’s mistake
was. He thought he knew the value of the
class lawyers’ legal services better than the
market did.... He may have been right in
some ethical or philosophical sense of “‘value”
but. it is not the function of judges in fee
litigation -to determine the equivalent of the
medieval just price. It is to determine what
the lawyer would receive if he were selling his
services in the market rather than being paid
by court order.

962 F.2d at 568.
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appointment or selection of the debtor’s
counsel a bankruptcy court might request
that counsel provide the court with a con-
firmed, detailed schedule of fees which coun-
sel actually charges to bankruptey clients,
and where possible to non-bankruptey clients
as well, including the types of paralegal ser-
vices for which he or she bills and the rates
therefor, before he or she commences repre-
senting the debtor. See 11 U.S.C.A. § 329(a)
(1993).%8

[23] We understand that even under this
market-driven framework, some services
paralegals now perform at some firms may
go uncompensated. K & L argues that in
those cases economic considerations will
drive firms to have attorneys perform the
disallowed tasks. Both the district and
bankruptey courts rejected this argument,
explaining that if a service is not compensa-

33. That section provides in relevant part:

Any attorney representing a debtor in a case
under this title, or in connection with such a
case, ... shall file with the court a statement of
the compensation paid or agreed to be paid, if
such payment or agreement was made after
one year before the date of the filing of the
petition, for services rendered or to be ren-
dered in contemplation of or in connection
with the case by such attorney

11 US.CA. § 329a) (1993).

34. See, e.g., In re Office Prods. of America, Inc.,
136 B.R. 964, 977 (Bankr.W.D.Tex.1992) (reduc-
ing billing rate for attorney who delivered docu-
ments); In re Oakes, 135 B.R. 511, 514 (Bankr.
N.D.Ohio 1991) (compensating counsel at parale-
gal rates for tasks which a paralegal or an office
staff member could perform); In re Ginji Corp.,
117 B.R. 983, 993-94 (Bankr.D.Nev.1990)
(same); In re Amatex Corp., 70 B.R. 624, 627
(Bankr.E.D.Pa.1985) (same); In re Associated
Grocers of Colo., Inc., 137 B.R. 413, 425 (Bankr.
D.Col0.1990) (holding only a party with the nec-
essary level of experience should perform a given
task and compensation should consequently be
set at that level); In re Rusty Jones, Inc., 134 B.R.
321, 334 (Bankr.N.D.II1.1991) (same); In re Belk-
nap, Inc.,, 103 B.R. 842, 845 (Bankr.W.D.Ky.
1989) (importuning senior partners not to per-
form services “which could be as competently
performed by associates or paralegals”); In re
Pothoven, 84 B.R. 579, 585 (Bankr.S.D.lowa
1988) (“[Wlork done by a senior partner that a
beginning associate or paralegal could do will be
compensated at a lower rate.”); In re Malden
Mills, Inc.,, 42 B.R. 476, 481 (Bankr.D.Mass.

ble to a paralegal, it most likely will also not
be compensable to an attorney. We entirely
agree with that conclusion. At least absent
justifying circumstances (such as time pres-
sures not brought on by a lack of diligence,
the excusable non-availability of a less expe-
rienced employee, or an inability to delegate
the task efficiently, perhaps because the
learning curve renders effective delegation
infeasible), “[wlhen an experienced attorney
does clerk’s work, he or she should be paid
clerk’s- wages.” In re Vogue, 92 B.R. at
7183 Section 330(a) is not coy about this
matter; but states expressly that how much
compensation is reasonable depends on the
nature and value of the services, as measured
by the cost of comparable services.

[24-26] Finally, because § 330(a) does
not entitle debtors’ attorneys to any higher
compensation than that earned by non-bank-

1984) (reducing attorney’s fees because experi-
enced counsel charging high rates should dele-
gate tasks not requiring his or her sophistication
to junior, less expensive attorneys—‘‘counsel
cannot be paid expert rates for routine servic-
es’’); cf. Delaware Valley Citizens’ Council for
Clean Air v. Pennsylvania, 762 F.2d 272, 279 (3d
Cir.1985) (awarding able and experienced. coun-
sel fees under the Clean Air Act at paralegal rates
for work which was “mundane or minor in char-
acter’), modified, 478 U.S. 546, 106 S.Ct. 3088,
92 L.Ed.2d 439 (1986); In re Fine Paper Antitrust
Litig,, 751 F.2d. 562, 591-93 (3d Cir.1984)
(awarding partners compensation under the eg-
uitable fund doctrine in a class action at an
associate attorney level for “tasks which are cus-
tomarily performed by junior associates or para-
legals™); Ursic v. Bethlehem Mines, 719 F.2d 670,
677 - (3d Cir.1983) (statutory fee case under
ERISA) (“Nor do we approve the wasteful use of
highly skilled and highly priced talent for matters
easily delegable to non-professionals or less expe-
rienced- associates. - Routine tasks, if performed
by senior partners in large firms, should not be
billed at their usual rates. A Michelangelo
should not charge Sistine Chapel rates for paint-
ing a farmer’s barn.”); In re Meade Land & Dev.
Co., 527 F.2d at 285 (stating an attorney is enti-
tled to compensation only for services which
“could colorably constitute the type of services
one would reasonably expect an attorney to per-
form under the circumstances’”); Cohen & Thi-
ros, 44 B.R. at 573 (“[Mlinisterial legal work is
compensated at rates lower than truly legal ser-
vice.”); Johnson v. Georgia Highway Express,
Inc., 488 F.2d 714, 717 (5th Cir.1974) (“[N]on-
legal work may command a lesser rate. Its
dollar value is not enhanced just because a law-
yer does it.”").
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ruptey attorneys, In re Manoa Fin. Co., 853
F2d at 690, the court should review a fee
application to ensure the applicant exercises
the same “billing judgment” as do non-bank-
ruptey attorneys by, for example, writing off
unproductive research time, duplicative ser-
vices, redundant costs precipitated by over-
staffing, or other expenses with regard to
which the professional generally assumes the
cost as overhead in corresponding non-bank-
ruptey matters, or for which analogous non-
bankruptey clients typically decline to pay.
See 11 U.S.C.A. § 330(a) (allowing a court to
award compensation for “actual, necessary
services™); ~ In re Automobile Warranty
Corp., 138 B.R. 72, 79 (Bankr.D.Colo.1991);
¢f Henmsley, 461 U.S. at 434, 103 S.Ct. at
193940 (plurality).3

[27] While bankruptey fees are common-
ly caleculated using the lodestar method, we
note in closing that, contrary to the apparent
view of the Sixth Circuit Court of Appeals,
see In re Boddy, 950 ¥.2d 334, 337 (6th
Cir.1991), § 330 by no means ossifies the
lodestar approach as the point of departure
in fee determinations. We refer to it here
because the product of an hourly rate by the
number of hours worked to this day remains
the overwhelmingly prevailing billing method
within the market for most legal services.
But with the rise of competitive pressures
and the ceaseless evolution of the legal com-
munity, we may expect to witness law practi-
tioners adapt to the changed circumstances

35. The aforementioned principle of responsible
billing applies not only to the selection of which
classification of employee within a law firm
should perform a given task, but also to what
genre of law firm should represent the debtor. A
run-of-the-mill bankruptcy case does not warrant
the lofty fees of nationally-renowned law firms,
see In re Vogue, 92 B.R. at 718, and a reasonable
debtor concerned with the economical adminis-
tration of the estate in such a case would refrain
from retaining over-qualified counsel. In other
words, the reasonable hourly rate has a cap
based on the expected and actual complexity of
the case, a cap which, while flexible, should stave
off clear abuses. Compare In re Waldoff’s Inc.,
132 B.R. 329, 335 (Bankr.S.D.Miss.1991) (sub-
stantially reducing out-of-state counsel’s fees to
match prevailing local rates because the com-
plexities of the case did not warrant retention of
a law firm charging counsel’s requested rates)
and In re Casull, 139 B.R. 525, 528 (Bankr.
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by developing alternative billing practices
and methods.?® The strength of the market
approach Congress embraced with § 330 is
that these developments, including regional
variations, will automatically percolate up
through bankruptcy fee allotments. While
§ 330 is not an engine for implementing in-
novative billing strategies, it will readily ac-
commodate alternative practices once com-
fortably established in the realm of compara-
ble non-bankruptey legal services.

IV. CONCLUSION

Because neither the bankruptey court nor
the district court applied the correct legal
standard, the district court’s opinion and or-
der will be vacated and the case remanded to
the district court with directions to remand
to the bankruptey court with instructions to
reconsider K & L’s initial fee application in
light of the foregoing opinion.

' W
(0 E ey NUMBER S¥STEM
U

D.Col0.1992) (reducing fees found excessive
“considering the nature and complexity of the
issues dealt with") with In re Robertson Cos., 123
B.R. 616, 619 (Bankr.D.N.D.1990) (awarding
out-of-state law firm its locally prevailing rate,
which far exceeded local bankruptcy rates, in
light of the size and complexity of the case) and
In re Frowntier Airlines, Inc., 74 B.R. 973, 976-77
(Bankr.D.Colo.1987) (same). To be fair to the
professional, the court should dispose of this
problem as early as practical, preferably before
the debtor retains the professional.

36. See generally Robert E. Litan & Steven C.
Salop, Reforming the Lawyer-Client Relationship
Through Alternative Billing Methods, JUDICATURE,
Jan.-Feb. 1994, at 191; Steven Brill, Replacing
the Hourly Rate, Am. Law, Sep. 1992, at 6; Debo-
rah. Graham, Billing Methods: Firms Begin to
Tinker, LecaL Times, May 20, 1985, at 1.
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concur with the conclusion of Chief Judge
Twardowski that we should not make “the
self-settled nature of the trust the sine qua
non of our analysis.” Hysick, supra, 90
B.R. at 775.

[71 Where a debtor’s access to trust
funds is conditioned upon termination of
employment, death, or disability, then an
otherwise valid spendthrift trust will be
enforceable. Hysick, supra, 90 B.R. at
776. However, a debtor’s access to his
IRA funds is not conditioned upon such
dire consequences. The possible imposition
of a ten (10%) percent tax penalty does not
substantially limit the debtor’s access to or
control over his IRAs. See Goff, supra,
706 F.2d at 589 (ten (10%) percent tax pen-
alty for withdrawal of funds in Keogh Plan
is an insufficient limitation on control to
render same a spendthrift trust fund).
Bankruptcy courts considering this issue
have thus concluded that IRAs do not qual-
ify as spendthrift trusts and hence are not
excluded from property of the estate by
operation of Section 541(c)2). Heisey, su-
pra;, Gillett, supra; In re Schwartz, 58
B.R. 606 (Bankr.N.D.Iowa 1984); and How-
erton, supra. Cf. In re Dunn, 5 B.R. 156
(Bankr.N.D.Tex.1980) (decided under Bank-
ruptey Act). In light of the degree of
control which the Debtor may exercise over
the assets in his IRA accounts, we conclude
that the IRA Agreements in issue do not
place restrictions on the transfer of Debt-
or’s assets which would be enforceable un-
der Pennsylvania spendthrift trust law.

E. CONCLUSION

For the reasons set forth above, we con-
clude that 11 U.S.C. § 541(c)}2) only ex-
cludes, from property of the debtor’s es-
tate, a restriction on the transfer of a debt-
or’s beneficial interest in a trust which
would be enforceable under state spend-
thrift trust law. While the IRA Agree-
ments in issue contain “spendthrift” provi-
sions purporting to restrict a creditor’s
rights to attach funds in the IRAs, given
the degree of control which the Debtor
enjoys with respect to his JRA accounts,
we conclude that these IRAs are not en-
forceable spendthrift trusts under Pennsyl-

vania spendthrift trust law. We do not
here address the issue of whether the
Debtor’'s IRAs are exempt from attach-
ment under 42 Pa.C.S. § 8124(b)(1)(vii).
We conclude only that the Debtor's IRAs
are property of his bankruptey estate. An
appropriate Order will be entered.

ORDER

AND NOW, this 18th day of January,
1989, after consideration of the Stipulation
of Facts and respective Briefs submitted by
the Debtor and Trustee relative to the
Trustee’s Objections to the Debtor’s claims
of exemptions in this matter, it is hereby

ORDERED AND DECREED that the
Debtor’s request to exclude his IRAs from
property of the bankruptcy estate pursuant
to 11 U.S.C. § 541(c¥2) is DENIED.

O & KEY NUMBER SYSTEM

~HAMmE

In re METRO COMMUNICATIONS,
INC., t/a Metrosports, Debtor.

MELLON BANK, N.A., Plaintiff,
V.
METRO COMMUNICATIONS, INC,, t/a

Metrosports, Debtor-in-Possession, and
The Pacific-10 Conference, Defendants,

V.

The COMMITTEE OF UNSECURED
CREDITORS, Intervenor.

Bankruptcy No. 85-552.
Adv. No. 86-104.

United States Bankruptcy Court,
W.D. Pennsylvar.ia.

Feb. 10, 1989.

Bank which had made loans to corpo-
rate debtor sought determination of se-
cured status, and intervening committee of
unsecured creditors averred various trans-
fers made to bank had to be avoided for
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benefit of estate as preferential payments,
fraudulent conveyances, and/or improvi-
dently made postpetition transfers, and al-
leged original acquisition of corporate debt-
or by shell holding company was fraudu-
lent conveyance subject to avoidance. The
Bankruptey Court, Bernard Markovitz, J.,
held that: (1) any reperfection of creditor’s
secured status that occurred in Pennsylva-
nia within 90 days prior to bankruptey fil-
ing by corporate debtor constituted imper-
missible preference that had to be avoided,
and accordingly, any postpetition payments
made pursuant to alleged perfected status,
including court-ordered adequate protection
payments, had to be vacated and/or re-
versed as improvidently paid; (2) ordinary
course of business exception to transfer
avoidance did not apply to transfers made
within preference period on loans; and (8)
leveraged buyout was fraudulent convey-
ance that had to be avoided.

Ordered accordingly.

1. Secured Transactions 98

Corporate debtor’s chief executive of-
fice moved from Maryland to Pennsylvania
some time before October 1984, and financ-
ing statements filed in Pennsylvania in
February 1985 accordingly did not operate
to continue any perfected status, but rath-
er, at most reperfected creditor’s secured
status, under Pennsylvania law. 13 Pa.C.
S.A. § 9103(c)4, 5); U.C.C. § 9-103 com-
ment.

2. Bankruptcy <2603

Any reperfection of creditor’s secured
status that occurred in Pennsylvania within
90 days prior to bankruptey filing by corpo-
rate debtor constituted impermissible pref-
erence that had to be avoided, and accord-
ingly, any postpetition payments made pur-
suant to alleged perfected status, including
court-ordered adequate protection pay-
ments, had to be vacated and/or reversed
as improvidently paid. Bankr.Code, 11
US.C.A. § 547.

3. Bankruptey ¢2616(1)
Payments made by corporate debtor to

creditor within 90-day preference period
were not protected from avoidance under

ordinary course of business exception;
leveraged buyout/stock purchase loan by
creditor bank was not in ordinary course of
debtor’s broadcast and/or advertising busi-
ness, payments on LBO/stock purchase,
working capital, and letter of credit loans
during preference period were made in spo-
radic and hurried manner and some were in
unusual amounts, and no evidence was of-
fered regarding industry standards relat-
ing to payments in ordinary course of busi-
ness, so creditor bank had not met its bur-
den of showing payments were made ac-
cording to ordinary business terms.
Bankr.Code, 11 U.S.C.A. § 547(c)(2).

4. Bankruptey ¢=2616(4)

To establish payments made during
90-day preference period were made ac-
cording to ordinary business terms, for
purposes of ordinary course of business
exception to transfer avoidance, consisten-
¢y of practices in relation to industry coun-
terparts had to be examined. Bankr.Code,
11 U.S.C.A. § 547(c)(2).

5. Bankruptcy ¢=2645

Statute providing for avoidance of
fraudulent transfers and obligations is ap-
plicable to leveraged buyouts; the statute
refers to any transfer, and leveraged buy-
out is transfer of interest in property.
Bankr.Code, 11 U.S.C.A. § 548.

6. Bankruptcy ¢=2645

Acquisition of corporate debtor
through leveraged buyout by shell holding
company was fraudulent conveyance sub-
ject to avoidance; debtor corporation guar-
anteed $1.85 million loan granted to parent
holding company, that money was used to
purchase corporate debtor’s shares from
debtor’s former shareholders, parent hold-
ing company had no assets except debtor,
and debtor was insolvent, as it had $1.85
million debt for which it had pledged all of
its assets and for which it had received no
part of the $1.85 million. Bankr.Code, 11
US.C.A. § 548

Kenneth P. Simon, Simon & Simon, Pitts-
burgh, Pa., for intervenor, committee of
unsecured creditors.
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George M. Cheever, Kirkpatrick & Lock-
hart, Pittsburgh, Pa., for plaintiff, Melion
Bank, N.A.

Stephen J. Laidhold, Lampl, Sable, Mako-
roff & Libenson, Pittsburgh, Pa., for debt-
or.

Charles J. Vollmer, Pollard, Walker &
Vollmer, Pittsburgh, Pa., for PAC-10 Con-
ference.

Stephen I. Goldring, Pittsburgh, Pa,,
Asst. U.S. Trustee.

MEMORANDUM OPINION

BERNARD MARKOVITZ, Bankruptcy
Judge.

Before the Court is Mellon Bank’s (“Mel-
lon”) Complaint to Determine Secured
Status.! The Committee of Unsecured
Creditors (“Committee”), as Intervenor,?
has answered said Complaint, averring that
various transfers made to Mellon must be
avoided for the benefit of the estate, as
being preferential payments, fraudulent
conveyances, and/or improvidently-made
postpetition transfers. Specifically, the
parties agree that Debtor’s chief executive
office moved from Rockville, Maryland to
Pittsburgh, Pennsylvania, at some time be-
tween April 6, 1984 and March 15, 1985.
Mellon’s secured status depends upon a
factual finding that the change in chief
executive office occurred on or after Octo-
ber 5, 1984. The Committee challenges
this contention, asserting that the move
occurred much earlier than October 5, 1984,
and that Mellon’s security lapsed before
the necessary financing statements were
filed. Additionally, the Committee charges
that the transactions involving Debtor and
Mellon rendered Debtor insolvent and/or
left Debtor with an unreasonably small
capital, thereby constituting a fraudulent
transfer. If findings to that effect were
entered, certain postpetition adequate pro-
tection Orders, submitted by Debtor and
Mellon, would of necessity be vacated as
having been entered improvidently. Mellon

1. This action constitutes a core proceeding pur-
suant to 28 U.S.C. § 157(b)(2)(A), (F), (H), (X),
and (0).

denies these allegations, asserting, inter
alia, that Debtor was neither rendered in-
solvent nor left with an insufficient capital
base as a result of the transactions by and
between the parties.

Trial was conducted with each party
presenting in excess of sixty (60) exhibits;
numerous witnesses were examined. The
parties have briefed the issues, and have
submitted proposed findings of fact and
conclusions of law. After thorough analy-
sis of the credible testimony, both oral and
documentary, we find that Mellon is not a
secured creditor, having failed to meet its
burden of proof as to its perfected status.
Therefore, any payments made to Mellon
postpetition were and are inappropriate
transfers. Additionally, any payments
made within ninety (90) days prior to Debt-

or's bankruptcy filing were preferential

payments and do not fall within any of the
enumerated exceptions of § 547(c). Final-
ly, we find that Debtor’s guaranty of the
Melion loan to its parent was a fraudulent
conveyance.

Debtor and Mellon will be directed to
compile a complete and accurate account-
ing of all payments, made by Debtor to
Mellon on behalf of itself or any of its
related entities, or made by any other party
to Mellon using Debtor’s funds, and Mellon
will be required to disgorge same, with
legal interest from the date of receipt.

FACTS

Debtor was a Maryland corporation, with
its chief executive office at 6151 Executive
Boulevard, Rockville, Maryland, 20852, and
was in the business of television and radio
sports syndication. With the exception of
actual production, Debtor was engaged in
all aspects of the business. most signifi-
cantly in the acquisition of broadcast
rights, and advertising sales. Debtor had
its own officers and employees and was an
autonomous organization.

2. Defendants in this case, The PAC-10 Confer-
ence, have entered into a settlement agreement
with Plaintiff. Approval of same by this Court
has been held in abeyance pending the outcome
of the instant proceedings.
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In April of 1984, Debtor was acquired in
a leveraged buyout by a holding company
called Total Communications, Inc. (“TCI”),
a wholly-owned subsidiary of Total Com-
munication Systems, Co. (“TCS”). TCI was
a shell corporation, having no assets or
liabilities, and was created for the specific
purpose of this transaction.? In order to
conduct this transaction the parties entered
into various loan, guaranty and suretyship
agreements with Mellon. On April 6, 1984,
TCI received a loan of $1,850,000.00 to fi-
nance its purchase of Debtor’s stock; all of
Debtor’s present and future assets, includ-
ing its stock, served as collateral for this
loan. Debtor also executed a guaranty and
suretyship agreement for this TCI loan.

Debtor received a $2,300,000.00 working
capital loan under a line of credit agree-
ment, for which it was primarily liable, also
dated April 6, 1984. TCI, TCS, and Mass
Communication and Management, Ltd.
(“MCM”), parent of TCS, guaranteed this
loan; again, however, the actual security
for this loan was Debtor’s present and fu-
ture assets. A formal security agreement
between Debtor and Mellon was also exe-
cuted on April 6, 1984. All of the above-
mentioned documents, executed on April 6,
1984, were signed by Leonard L. Klompus
(“Klompus”) on behalf of Debtor, and Nel-
son L. Goldberg (“Goldberg”) on behalf of
TCI, TCS, and MCM. UCC-1 financing
statements were filed in the appropriate
state and local offices in Maryland. Those
financing statements, dated April 5, 1984,
the day prior to the actual loan transaction,
were signed by Goldberg on behalf of
Debtor.s

On September 7, 1984, Debtor and Mel-
lon entered into a letter of credit agree-
ment to finance Debtor’s purchase of
broadcast rights for the PAC-10 Confer-
ence football season. Draws upon these

3. The Mellon loan was originally made to TCS,
and was approved in March 1984. Approxi-
mately ten (10) days after the transaction oc-
curred, TCS was replaced with TCI as borrower.
Said change was approved by Mellon.

4. At no time prior to the acquisition did TCI or
TCS request an audited financial statement re-
garding Debtor’s financial status.

letters of credit created a demand loan
between Mellon and Debtor. This loan was
also secured by the security agreement ex-
ecuted April 6, 1984, and was guaranteed
by TCI, TCS and MCM.

During the course of events following
Debtor’s acquisition by TCI, a transfer of
power began to occur, from Klompus to
Goldberg, from Rockville to Pittsburgh, un-
til the Rockville office was closed and the
employees therein, including Klompus,
were released.

This transfer of power began gradually,
and then proceeded rapidly. The seeds of
its inception were planted even before the
acquisition was finalized. In a letter dated
February 28, 1984, from TCS counsel to
Mellon, the union of Debtor and TCS was
discussed in great detail. Apparently TCS
was providing Mellon with an introduction
to Debtor as an investment interest. The
relationship is described as offering “...
substantial opportunities for Nelson
[Goldbergl.” Committee Exhibit 63, and
describing the importance of Debtor to
TCS, as employing “... several experi-
enced managers who will provide manage-
ment depth for the new organization.”
Id. (emphasis added).

Additional insight into the transforma-
tion is provided by the “Employer’s Quar-
terly Federal Tax Return” forms filed on
Debtor’s behalf. On April 3, 1984, before
the acquisition occurred, William Eitze,
Debtor’s comptroller, prepared and filed
said return from Rockville. However, the
quarterly return dated July 381, 1984 is
signed by Diana Acre, a TCS employee,
situate in Pittsburgh. Mellon Exhibit 16.
By July 30, 1984, Acre was the person
authorized to file the quarterly employ-
ment reports with the State of Maryland,
Mellon Exhibit 15, and the State of Califor-

5. It appears to this Court that even the original
security interest may never have been properly
perfected. When Goldberg executed the financ-
ing statement on behalf of Debtor, he was not
yet connected to Debtor in any way. It is axio-
matic that a financing statement is invalid un-
less signed by the Debtor. The financing state-
ments signed on April 5, 1984, were not signed
by Debtor.
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nia tax returns, for the employee in the Los
Angeles office. Mellon Exhibit 19.

In June of 1984 it became apparent that
the controls were being passed from Mary-
land to Pennsylvania. By letter dated June
13, Eitze informed Martin Singer, a vice
president at TCS, that he (Singer) would
soon need to address certain financial rela-
tionships in Maryland. Commsittee Exhibit
64. Eitze was cognizant that he would
soon be leaving Debtor’s employ, and in
fact, was gone by July 14, 1984.

Undoubtedly the metamorphosis was
nearly complete on July 12, 1984, when
Goldberg and Klompus issued a joint press
release announcing the formation of
TCS/Metrosports. In that announcement,
the following explanation was offered:

TCS/Metrosports will be keadquartered

out of TCS’ New Kensington, PA loca-

tion (just outside of Pittsburgh), and will
operate offices in Rockville, MD; New

York, NY; and Los Angeles, CA.

Goldberg will serve as chairman of the

board and chief executive officer. Klom-

pus will serve as president.
Committee Exhibit 65. (emphasis added).

In August of 1984 Gail Schelat (“‘Sche-
lat”), a former Mellon loan officer, became
the Chief Financial Officer of both TCS and
Debtor. Ms. Schelat’s work station was
Pittsburgh. On September 5, 1984 Schelat
advised Mellon that the Debtor, TCS and
Media Sales Corporation, the advertising
arm of this conglomerate, would be sharing
the use of a wholesale lock box, and that
all customers would be advised of the
change in procedure for remittance of ac-
counts receivable. Mellon Exhibit 67. In
fact, Debtor’s invoices issued subsequently
bore the following notice:

Please Remit to:

TCS/METRO

P.0. BOX 371273

PITTSBURGH, PA 15251

By October of 1984 Schelat had replaced
Klompus in all but ministerial acts as re-
gards the administration of Debtor. In
fact, on October 3, 1984 Schelat, on behalf
of Debtor, executed the Football Telecast
Agreement between Debtor and the Naval
Academy; this was the type of activity

which was previously handled almost exclu-
sively by Klompus. Mellon Exhibit 24.
Two days later, Schelat wrote a letter to
counsel for the Big East Conference, em-
phasizing the necessity for her authorize-
tion in all aspects of its relationships with
TCS and Debtor.

To ensure that everything proceeds
smoothly and there are no misunder-
standings I should be copied on all corre-
spondence and I must confirm any
agreements relating to our relationship,
in both TCS Productions and Metros-
ports.

Committee Exhibit 27. (emphasis added).

When Debtor’'s bankruptcy was com-
menced on March 15, 1985, Schelat signed
the Unsworn Declaration Under Penalty of
Perjury, averring that Debtor had been a
resident of Pennsylvania for the preceding
180 days, or since September 15, 1984.

The greatest overall indication of the
change in the relationship between TCS
and Debtor is the parallel change in the
relationship between Goldberg and Klom-
pus, as revealed in Xlompus’ weekly status
reports to Goldberg. Supposedly, Klompus
was merely required to provide Goldberg
with a highlight of the week’s activities;
however, even the first report, dated April
20, 1984, provides insight that Klompus no
longer had the last word:

1 have enclosed the University of Okla-
homa bid spec for you ...

As per your request, we successfully ne-
gotiated a 90-day termination ...
Everything is on hold pending your meet-
ings ...

I need your approval regarding the 1984
PGA Southern Open Golf Tournament

Committee Exhibit 5.

Future reports eliminate any doubt that
Klompus was working for Goldberg rather
than with him. In his May 4, 1984 status
report, he advised Goldberg of the team
effort being made by him and the others in
the Rockville office to meet Goldberg’s pro-
jections:
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. we are going to work very hard to
increase the bottom line to the 30-40%
that you are looking for.

Committee Exhibit 6. (emphasis added.)

By the middle of May, Klompus was
speaking to Goldberg on a daily basis.
Committee Exhibit 7. As time wore on,
Klompus’ reports became less executive
and administrative, and more sales-orient-
ed:

We worked today on getting all of the

information in regards to the sales that

you need.

Commiittee Exhibit 8. See also, Commit-
tee Exhibit 10, which highlights an exten-
sive West Coast sales trip and contem-
plates weekly return visits. By July 20,
1984, Klompus’ entire report dealt with
sales. Committee Exhibit 11. See also,

Committee Exhibit 13, wherein Klompus

states:

I am now spending the majority of my
day on sales, either with Media Sales or
independently ...

Again, in my emphasis to selling, I have
been spending most of my time doing
that.

These weekly reports also indicate that
by August of 1984 all contracts for trade
and talent were being generated by TCS
counsel and were being executed in Pitts-
burgh; Klompus, and the remaining Rock-
ville staff, had resigned themselves to a
lesser status:

Pursuant to our discussion on Monday,
your decision on how to handle Media
Sales at this point with us taking all of
our time now in working in sales, it is
your decision on how to go.

Committee Exhibit 14.

By September the Rockville office had no
more executive authority; it was merely a
large sales arm of the Pittsburgh hub.

6. These numbers are based on figures provided
in the parties’ exhibits and may or may not be
complete.

7. See Note 6.

8. Includes two Court-ordered “adequate protec-
tion” payments, dated October 24, 1985 and

The payments by and among the various
parties fall into at least two (2) categories:
prepetition payments within the preference
period, and postpetition payments. During
the ninety (90) days prior to the Debtor’s
bankruptey filing, the following total pay-
ments were received by Mellon: ¢

TCI Loan .................. $ 39,641.04
Debtor-Line of Credit ...... 94,685.94
Debtor-Demand Note....... 26,263.35
TCS Loans................. 95,036.62

$255,626.95

After Debtor’s bankruptey filing, Mellon
received the following payments:”?

TCI Loan $ 133,378.20
Debtor-Line of Credit 155,139.85
Debtor-Demand Note 1,522,779.45%
TCS Loans 260,961.21
$2,068,258.71

At this time we are unable to determine
the precise amount actually paid from
Debtor’s funds as opposed to those funds
which came from TCS. It does appear that
a substantial sum was transferred postpeti-
tion from Debtor to TCS.?

ANALYSIS

[1] Mellon’s Complaint was brought as
an assertion of its secured status. It there-
fore has the burden of proving same by a
preponderance of the evidence. We are
initially directed by Mellon to the Uniform
Commercial Code, as adopted in Pennsylva-
nia, specifically 13 Pa.C.S.A. § 9103(c),
which discusses the perfection of security
interests in multi-state transactions. Mel-
lon contends that its perfected secured sta-
tus arises pursuant to § 9103(c)(4) and (5)
which states in pertinent part as follows:

(4) A debtor shall be deemed locat-
ed...., at his chief execut.ve office if he
has more than one place of business. ...

February 10, 1986, which were based upon Con-
sent Orders averring Mellon's secured status.

9, Debtor's accounting provided in the main
bankruptcy case at Docket Number 204, dated
July 25, 1986, indicates postpetition payments to
TCS totaling $719,000.00, of which $155,850.00
is directly attributable to interest expense.
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(5) A security interest perfected under
the law of the jurisdiction of the location
of the debtor is perfected until the expi-
ration of four months after a change of
the location of the debtor to another jur-
isdiction or until perfection would have
ceased by the law of the first jurisdic-
tion, whichever period first expires. Un-
less perfected in the new jurisdiction be-
fore the end of that period, it becomes
unperfected thereafter and is deemed to
have been unperfected as against a per-
son who became a purchaser after the
change.

There is no dispute that at the time of
the April acquisition by TCI, the Debtor’s
chief executive office was located in Rock-
ville, Maryland. It is also agreed that by
the end of December, Debtor’s chief execu-
tive office was situated in Pittsburgh,
Pennsylvania. The issue at bar revolves
around the date upon which this transfer
occurred. If the move occurred on or after
October 5, 1984, Mellon has a perfected
security interest in all of Debtor’s assets.!?
If the change of chief executive office oc-
curred prior to October 5, 1984, Mellon’s
perfection would have lapsed, and the filing
of financing statements in Pennsylvania
would constitute a re-perfection, rather
than a continuation of the earlier perfected
status. The import of that distinction be-
comes clear when one realizes that the
Pennsylvania UCC filings occurred within
the ninety (90) days preceding Debtor’s
bankruptey filing. Therefore, if the finane-
ing statements created a new perfection
rather than a continued status, that new
perfection would constitute a preferential
transfer under the Bankruptcy Code, 11
U.S.C. § 547, and would be avoidable.

The Official Comments to Section 9-103
explain the phrase “chief executive office”,
which is otherwise undefined in the context
of the UCC:

“Chief executive office” does not mean

the place of incorporation; it means the

place from which in fact the debtor man-
ages the main part of his business opera-
tions. This is the place where persons

10. Howecver, cven this conclusion is questiona-

dealing with the debtor would normally
look for credit information.

While very few courts have analyzed this
issue, the Ninth and Tenth Circuits have
rendered decisions, and reached their re-
spective conclusions using very similar
analyses. Both have rejected earlier deci-
sions, such as Tatelbaum v. Commerce
Investment Co., 257 Md. 194, 262 A.2d 494
(1970), which relied almost exclusively on
the “volume of business” test (i.e. the chief
place of business is where the majority of
the business is conducted.)

Significantly, it appears that both circuit
courts place great weight on the change in
the Code’s language from “chief place of
business” (original) to “chief executive of-
fice” (amended). In re Golf Course Build-
ers Leasing, Inc., 768 F.2d 1167, 1170 (10th
Cir.1985);, In re J.A. Thompson & Sons,
Inc., 665 F.2d 941, 950 (9th Cir.1982). Each
Court notes that the focus has been rea-
ligned to “...the location which serves as
executive headguarters for the debtor’s
multi-state operation, and not on the loca-
tion which generates the largest business
volume.” Id. (emphasis added).

Both courts have also employed a two-
part test to determine the location of a
debtor’s chief executive office, as devel-
oped from the earlier quoted language of
the drafter’s Committee Notes:

(1) from which place does the debtor
manage the main part of its business
operations; and

(2) where would creditors reasonably
be expected to search for credit infor-
mation?

Golf Course, 768 F.2d at 1170; Thompson,
665 F.2d at 949. (emphasis added).

Numerous factual indicia were con-
sidered by these courts in making their
decisions; they can be categorized as fol-
lows:

(1) existence of office autonomy;

(2) location of officers and directors;

(8) office from which the annual report is
generated;

ble—Sec note 5.
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(4) location of financial records, includ-
ing bookkeeping functions, tax prepa-
ration and maintenance of payroll;

(5) office from which business is negoti-
ated and contracts are executed;

(6) location which generates greatest
revenues;

(7) area in which majority of debtor’s
creditors are located; and

(8) location from which primary account-
ing and legal services are rendered.

In analyzing the instant case, these
factors will be addressed seriatim.

1. Existence of Office Autonomy

At the time of Debtor’s acquisition by
TCI, the Rockville office was autonomous:
it had its own officers, comptroller, finan-
cial and marketing staff. All decisions
were made and finalized in Rockville, Mary-
land. Over time, from April through early
October, Debtor’s Rockville office suffered
a loss of that autonomy. Goldberg and
Schelat, Chief Executive Officer and Chief
Financial Officer respectively, took gradual
but steadily increasing control of the Debt-
or’s business. Eitze, Debtor’s comptroller,
knew in June of 1984 that he would soon be
released and was “laid off” in July. There-
after, all accounting information was trans-
mitted to the accounting department in
Pittsburgh for processing. Schelat was
hired in August; from that point forward,
she and her staff handled the financial
aspects of Debtor’s business.

During that same time frame, April
through early October, Kiompus began to
lose control over contract negotiation and
decision making in general; with Schelat
taking final authority for contracts and
Goldberg making all major decisions, Klom-
pus was reduced to an advertising sales-
man by the end of August. Goldberg be-
gan to lose faith in Klompus, and there-
fore, took his power away.!! That
Goldberg could in fact fake the power is a
prime indication that Rockville was no long-
er an autonomous office. To the contrary,
the power and control were found in Pitts-
burgh, Pennsylvania.

11. At some time after December 14, 1984, a
lawsuit was instituted against Klompus and oth-
ers by Mass Communications and Management,

2. Location of Officers and Directors

The major officers were effectively split
between  Pittsburgh and  Rockville:
Goldberg, the CEO and Chairman of the
Board was located in Pittsburgh; Klompus,
the President, was in Rockville; Schelat,
the CFO, was situated in Pittsburgh; Cher-
ner-Klompus and Karlsson, both vice presi-
dents, were located in Rockville.

The weight of the evidence indicates that
Goldberg and Schelat had the ultimate con-
trol well before October 5, 1984. As earlier
noted, Klompus’ weekly reports and daily
conversations with Goldberg provide signif-
icant insight, as does Schelat’s testimony
that she was hired by Goldberg in August
specifically to oversee and review Klompus’
activities. Klompus pursued sales and ran
various business errands in Rockville, Ma-
ryland; however, the management of the
bulk of Debtor’s business operations, and
the only place to secure credit information,
was found in Pittsburgh, Pennsylvania.

3. Annual Report Generation

No testimony was provided on this issue.
We have no indication that any annual re-
port was ever generated. The likelihood of
same is reduced by the fact that the Debtor
filed bankruptey less than one year after
the acquisition occurred. However, from
the testimony and exhibits offered, it is
clear to the Court that had such a doc-
ument been considered, surely the “pow-
ers” of this corporation, located in Pitts-
burgh, would have made the decision
whether or not to issue such a document,
and would have had substantial input re-
garding substance and/or content. Some
of the employees in Maryland would have
supplied a portion of the information; how-
ever, its genesis and exodus would stem
from Pittsburgh.

4. Location of Financicl Records
Including Bookkeeping, Taxes
and Payroll

At the time of the April-1984 acquisition,
all of Debtor’s financial records were kept
in Rockville, and were handled by Eitze.

TCS and TCl. That suit has since been dis-
missed.
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When he left in July-1984, all financial
duties were turned over to the Pittsburgh
accounting office.

Schelat arrived in August-1984 and took
primary responsibility for all financial as-
pects of Debtor’s business including, but
not limited to, accounts payable and receiv-
able; general ledgers; and balance sheets
and financial statements. Tax prepara-
tions were delegated by Schelat to other
Pittsburgh staff, primarily William Jack-
son, controller, and Diana Acre, a book-
keeper.

We are unable to make a determination
as to payroll preparation, in large part be-
cause the testimony was very limited.
However, Schelat testified that her salary
expense was shared between TCS and
Debtor, although she was listed on TCS’
payroll.

5, Office From Which Business Is Nego-
tiated And Contracts Are Executed

Plaintiff attempted to give the impres-
sion that after the acquisition Klompus was
still the Debtor and the Debtor was still
Klompus. This conclusion is not supported
by the credible factual data.

Originally Klompus handled all contract
rights and most negotiations, with any le-
gal aspects of same being channeled
through Maryland counsel. As time pro-
gressed, Klompus was required to clear all
negotiations through Goldberg, and often
met or spoke with Goldberg before and
after negotiating sessions. After Schelat
was hired by Goldberg, in August of 1984,
she became extensively involved in the ne-
gotiation process, and her approval was
required on all contracts—even those pre-
viously negotiated by Klompus.

Additionally, TCS’ counsel, Robert
Krause, became more and more involved in
negotiating and drafting contracts between
Debtor and others; eventually, Krause
handled all matters of legal import.

6. Location Which Generates
Greatest Revenues

In April of 1984 Rockville generated all
of the Debtor’s revenues as all accounts

12. As stated supra, at Note 5, there is good cause
to argue that Mellon was never properly perfect-
ed until the Pennsylvania filings occurred.

were handled there. By early September a
lock box arrangement had been installed
with Mellon. All TCS, Metro, and Media
Sales receipts were directed to said lock
box and credited to appropriate parties.
However, we have no real testimony as to
which office actually generated the great-
est revenues.

7. Location of Creditors

This item is not really applicable as Debt-
or had creditors all over the country (i.e.
advertisers, individual schools, college con-
ferences, television and radio stations) and
ascertaining a central location is not feasi-
ble.

8. Location From Which Primary
Accounting and Legal Services
Are Rendered

The Debtor originally employed Mary-
land and Washington, D.C. attorneys and
accountants to handle all legal and tax
matters, with Eitze handling day-to-day fi-
nancials “in house”. After the acquisition
by TCS, Krause began to perform all of the
Debtor’s legal work as it related to negotia-
tions and contracts, with local Maryland
counsel handling certain specific lawsuits
and other various and sundry court pro-
ceedings.

Similarly, after the departure of Eitze,
all accounting was transferred to Pitts-
burgh, with Schelat and her staff handling
most financials and receiving outside tax
and/or audit assistance from Touche Ross’
Pittsburgh office.

[2] Based upon the foregoing, it is clear
that at least some time before October, and
most apparently by late August, Debtor’s
“chief executive office” had moved from
Rockville, Maryland to Pittsburgh, Penn-
sylvania. Therefore, Mellor’s UCC-1 fi-
nancing statements, filed in Pennsylvania
on February 1st, 4th and 5th, 1985, did not
operate to continue any perfected status;
rather, said filing re-perfected Mellon’s se-
cured status.!? Since this re-perfection

Since they are the avoidable preferential trans-
fers, there may never have been proper perfec-
tion between Debtor and Mellon. For the pur-
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constitutes a transfer of the Debtor’s prop-
erty, and since it occurred within ninety
(90) days prior to Debtor’s bankruptcy fil-
ing, Mellon’s perfection is an impermissible
preference and must be avoided. By the
same analysis, any postpetition payments
made pursuant to said perfected status,
including but not limited to the court-or-
dered adequate protection payments, must
be vacated and/or reversed as having been
improvidently paid.

[3] Mellon contends that it remains en-
titled to retain those payments made by
Debtor within the ninety (90) day prefer-
ence period; it claims that said payments
fall within the exception found at
§ 547(c)2), commonly called the “ordinary
course” exception, which states as follows:

(c) The trustee may not avoid under this

section a transfer—

(2) to the extent that such transfer
was—

(A) in payment of a debt incurred by

the debtor in the ordinary course of

business or financial affairs of the

debtor and the transferee;

(B) made in the ordinary course of

business or financial affairs of the

debtor and the transferee; and

(C) made according to ordinary busi-

ness terms;

The three (3) questions which are raised
by this exception are properly phrased, in
our present scenario, in the following man-
ner:

(1) Was the original debt incurred in the

ordinary course of business of both Debt-

or and Mellon?

{2) Were the payments by Debtor to Mel-

lon during the ninety (90) day period,

made in the ordinary course of business
of both Debtor and Mellon?

(3) Were the payments by Debtor to Mel-

lon during the ninety (90) day period

made according to ordinary business
terms?
See, In re Vunovich, 74 B.R. 629 (Bankr.D.
Kan,1987).

In order to succeed on the exception,
Mellon must supply this Court with a pre-

pose of continuity, we refer to it above as “re-

ponderance of proof, enabling affirmative
answers to all three questions. WJM, Inc.
v. Massachusetts Dept. of Public Welfare,
840 F.2d 996 (1st Cir.1988); In re RDC
Corporation, 88 B.R. 97 (Bankr.W.D.La.
1988); In re First Software Corp., 81 B.R.
211 (Bankr.D.Mass.1988); In re Cleveland
Graphic Reproduction, Inc., 78 B.R. 819
(Bankr.N.D.Ohio 1987); In re Antinarelli
Enterprises, Inc.,, 76 B.R. 247 (Bankr.D.
Mass.1987).

While the answers to these questions
rest in large part upon factual determina-
tions, it is important to evaluate those facts
with an eye toward the overall purpose of
this exception, which is:

... to leave undisturbed normal financial
relations, because it does not detract
from the general policy of the preference
section to discourage unusual action by
either the debtor or his creditors during
the debtor’s slide into bankruptey.

H.R.Rep. No. 95-595, 95th Cong., 1st Sess.
373 (1977); S.Rep. No. 95-989, 95th Cong.,
2d Sess. 88 (1978), U.S.Code Cong. & Ad-
min.News 1978, pp. 5787, 5874, 6329. See
also, WM, Inc., supra; First Software,
supra; Cleveland Graphic, supra; In re
Day Telecommunications, Inc., 70 B.R.
904 (Bankr.E.D.N.C.1987).

(1) Was the original debt incurred in the

ordinary course of business of both Debt-

or and Mellon?

As a banking institution, Mellon makes
loans on a daily basis for a multitude of
purposes. It would therefore appear that
all three (3) loans, i.e. the LBO/stock pur-
chase, the working capital, and the PAC-10
letter of credit, were made in Mellon’s ordi-
nary course of business.

Whether these loans were made in Debt-
or’s ordinary course of business is another
question entirely. Debtor was in the
broadcasting and advertising business;
only if these loan transactions were nor-
mally conducted as part of Debtor’s broad-
cast and/or advertising business should
they be considered within the ordinary
course of its business. In re Daikin Mia-
mi Overseas, Inc., 65 B.R. 396 (Bankr.S.D.

perfection”.
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F1a.1986). Arguably, the letter of credit
and working capital loans fall within this
caveat, although it is unclear whether
Debtor regularly borrowed funds for work-
ing capital or obtained letter of credit fi-
nancing for broadcast right acquisitions.
In any event, however, the LBO/stock pur-
chase loan is highly extraordinary in nature
and no company’s borrowing to allow for
the purchase of its own stock could ever be
considered part of the ordinary course of
its business.
{2) Were the payments by Debtor to Mel-
lon during the ninety (90) day period,
made in the ordinary course of business
of both Debtor and Mellon?

As stated previously, the condition of
Debtor’s financial records leaves a great
deal to be desired. However, through use
of certain bank records, we are able to
construct a pattern, if not a precise dollar
figure. Each loan will be discussed sepa-
rately for factual purposes.

The LBO/stock purchase loan was con-
structed to be paid on a monthly basis, with
payments due on the 17th of each month.
From May 1984 through September 1984
payments were made by Debtor each
month, within two (2) weeks after the due
date. The October 17, 1984 payment was
not made until November 16, 1984. During
the preference period, from December 15,
1984 through March 15, 1985, payments
became very tardy and uneven. The No-
vember 17, 1984 billing was paid on Janu-
ary 1, 1985. The December 17, 1984 billing
was paid on February 7, 1985. The Janu-
ary 17, 1985 and February 17, 1985 billings
were paid in one lump sum on March 15,
1985, the day of the bankruptey filing.
This account was regularly paid by check;
the March 15, 1985 payment was made by
wire transfer.

LBO/Stock Purchase Loan Payments
Payment Due Payment Made Amount Paid

05-17-84 05-31-84 $20,370.22
06-17-84 06-25-84 21,381.14
07-17-84 07-26-84 21,027.33
08-17-84 08-21-84 21,931.16
09-17-84 09-21-84 21,937.16
10-17-84 11-16-84 20,964.14
11-17-84 01-11-85 20,660.86
12-17-84 02-07-85 18,967.54
01-17-85

and 03-15-85 36,519.36
02-17-85

The working capital loan was also drawn
to be payable on a monthly basis. Again
the payment due date was the 17th of each
month. Initially Debtor made all payments
within nine (9) days after said due date.
The October 1984 payment was one (1)
month late and thereafter, during the pref-
erence period, payments were two (2)
months in arrears. Two (2) payments were
made in March 1985; the second was again
sent by wire transfer on March 15, 1985,
the date of the bankruptcy filing. The
normal payment method on this loan was
by corporate check.

Working Capital Loan Payments
Payment Due Payment Made Amount Paid

06-17-84 06-25-84 $21,147.54
07-17-84 07-26-84 26,142.08
08-17-84 08-21-84 21,273.22
09-17-84 09-21-84 21,273.22
10-17-84 11-16-84 26,063.52
11-17-84 01-14-85 25,702.19
12-17-84 02-07-85 23,581.29
01-17-85 03-04-85 22,953.82
02-17-85 03-15-85 22,448.64

The bank’s records relating to the letter
of credit demand loan were far less com-
plete; the only figures available relate di-
rectly to the preference period. The pay-
ment due date on this loan was the first
day of each month. The payments for
January 1, 1985 and February 1, 1985 were
made on March 1, 1985 and March 15, 1985,
respectively. The means by which the
March 1, 1985 payment was made is un-
known; however, Debtor’s course of deal-
ing was payment by check. Again, how-
ever, the March 15, 1985 payment was ac-
complished by wire transfer.

Letter Of Credit Demand Loan Payments

Payment Due Payment Made Amount Paid
01-01-85 03-01-85 $ 8,247.94
02-01-85 03-15-85 18,015.41

Lateness of payments is a key factor in
deciding whether payments fall within the
parameters of the ordinary course of busi-
ness exception. Several courts have held
that untimely payments are outside the or-
dinary course of business and are therefore
avoidable. Marathon Oil Co. v. Flatau,
785 F.2d 1563 (11th Cir.1986); In re RDC
Corp., supra. In each case the payments
which began as normal, regular, and ordi-
nary course became sporadic and hurried.
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Indeed, Mellon received at least $76,983.41
on the very day the bankruptcy was filed
and an additional $31,201.76 within two (2)
weeks prior thereto. While the payment
on the working capital loan appeared to be
“normal” in amount, the other payments
made on that date were nearly twice that
of a “regular” payment. Payments of un-
usual size and/or made in any unusual
manner are also considered outside the or-
dinary course. See Marathon 0Oil Co., su-
pra; In re RDC Corporation, supra;, In
re Antinarelli Enterprises, Inc., supra;
In re Vunovich, supra; In re Bourgeois,
58 B.R. 657 (Bankr.W.D.La.1986).
(3) Were the payments by Debtor to Mel-
lon during the ninety (90) day period,
made according to ordinary business
terms?

(4] This element has been handled in
two (2) different fashions by the Courts
which have discussed this exception. The
majority of said Courts limit their analysis
to the manner and timing of payments be-
tween the individual parties. See Matter
of Unimet Corporation, 85 B.R. 450
(Bankr.N.D.Ohio 1988), and cases cited
therein. The minority approach is to exam-
ine this element from a broader perspec-
tive, i.e. determining the consistency of the
parties’ practices in relation to their indus-
try counterparts. Id. The rationale for
this view was aptly stated by the Court in
In re Steel Improvement Company, 79
B.R. 681, 684 (Bankr.E.D.Mich.1987):

The difficulty with the majority approach

is that either it ignores subparagraph (C)

of Section 547(c)(2) and thereby makes it

a nullity, or it interprets subparagraph

(C) to require the same showing as sub-

paragraph (B) and thereby makes it su-

perfluous ...

Viewing subparagraph (C) as an element
separate and distinct from subparagraph
(B) is required. In the case at bar no
testimony or evidence was offered regard-
ing industry standards relating to pay-
ments in the ordinary course. Therefore,
Mellon has not met its burden as to this
element.

In summary then, the LBO/stock pur-
chase loan fails to meet any of the criteria

necessary to fall within the section 547(c)(2)
exception. The other two loans fail to
meet two of the three requirements.
Therefore, the exception is inapplicable.

The Committee has raised a counterclaim
in this adversary proceeding, asserting that
the original acquisition of Debtor by TCI
was a fraudulent conveyance, which must
also be avoided. It has alleged violations
of § 548(a)(2¥A) and (B)i) or (ii), which
states in pertinent part:

(a) The trustee may avoid ... any obli-
gation incurred by the debtor, ... on or
within one year before the date of the
filing of the petition, if the debtor volun-
tarily or involuntarily— ...

(2XA) received less than a reasonably
equivalent value in exchange for such

. obligation; and

(B)(i) was insolvent on the date that

. such obligation was incurred, or be-
came insolvent as a result of such ...
obligation; [or]

(ii) was engaged in business ... or
was about to engage in business ...
for which any property remaining with
the debtor was an unreasonably small
capital; ...

[51 We begin by asserting that Section
548 of the Bankruptey Code is applicable to
leveraged buyouts. The language of § 548
refers to any transfer, and a leveraged
buyout is, by its very terms, a transfer of
an interest in property. See Matter of
Ohio Corrugating Co., 70 B.R. 920 (Bankr.
N.D.Ohio 1987). Additionally, § 548 paral-
lels, in many respects, the Uniform Fraudu-
lent Conveyances Aect (“UFCA”), as
adopted in Pennsylvania, 39 P.S. § 351 et
seq. (Purdon’s); and it appears that in most
instances, those cases which analyze the
various state law expressions of the UFCA
will be applicable in cases brought specifi-
cally under § 548.

[6]1 The burden of proving all elements
of this allegation rests with the Committee,
In re Morris Communications NC Inc., 75
B.R. 619 (Bankr.W.D.N.C.1987); In re Uhl-
meyer, 67 B.R. 977 (Bankr.D.Ariz.1986); In
re Coors of North Mississippi, Inc., 66
B.R. 845 (Bankr.N.D.Miss.1986); because
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the allegations of § 548(a)(2) involve con-
structive fraud as opposed to actual fraud,
the Committee must prove its elements by
a preponderance of the evidence. In order
to prevail, the Committee must prove the
following:

1) the Debtor incurred an obligation;

2) the debt was incurred within one year
prior to the bankruptey filing;

3) in exchange for incurring the obli-
gation, debtor received less than a rea-
sonably equivalent value; and

4) the Debtor was either insolvent or se-
verely undercapitalized on the transfer
date, or was so rendered by the trans-
fer.

See In re Ohio Corrugating Co., 91 B.R.
430 (Bankr.N.D.Ohio 1988); I'n re Butcher,
72 B.R. 447 (Bankr.E.D.Tenn.1987).

The parties admit that Debtor incurred
obligations on April 6, 1984, including the
$2.3 million line of credit loan, and a guar-
anty of the $1.85 million loan incurred by
its parent. The parties further agree that
these obligations were incurred within one
(1) year prior to Debtor’s bankruptcy filing.
Therefore, the Committee must prove that
Debtor received less than a reasonably
equivalent value for the obligations in-
curred gnd that Debtor was or became
insolvent or undercapitalized.

The intent behind the fraudulent convey-
ance provision of the Bankruptey Code is to
preserve the estate assets for the benefit
of the creditors. See Matter of Ohio Cor-
rugating Co., 70 B.R. at 927. In the in-
stant case we find a group of loans to
affiliated corporations along with cross-
guaranties. Such guaranties can be cate-
gorized by three (3) different classifica-
tions:

A. a downstream guaranty, wherein the
parent guarantees a subsidiary’s obli-
gation;

B. a cross-stream guaranty, wherein a
subsidiary guarantees the obligation of
its sister corporation; and

C. an upstream guaranty, wherein a
subsidiary guarantees the parent’s ob-
ligation.

See Carl, Fraudulent Transfer Attacks
on Guaranties in Bankruptcy, 60 Am.
Bankr.L.J. 109 (1986).

The instant case involves no cross-stream
guaranties.  Additionally, downstream
guaranties, such as TCI, TCS and MCM’s
guaranties of Debtor’s line of credit loan,
are generally believed to be given for rea-
sonably equivalent value, because the par-
ent is the sole stockholder of the principal
debtor, and any benefit received by the
subsidiary is also a benefit to the parent.
In re W.T. Grant Co., 699 F.2d 599 (2nd
Cir.1983); In re Augie/Restivo Baking Co.
Ltd., 87 B.R. 242 (Bankr.E.D.N.Y.1988); In
re Lawrence Paperboard Corp., 76 B.R.
866 (Bankr.D.Mass.1987). Upstream guar-
anties, on the other hand, are not very well
protected. Transfers by a debtor which
operate solely or principally to benefit an
affiliated entity will constitute fraudulent
transfers when the other elements of a
fraudulent transfer are present. Rubin v.
Manufacturers Hanover Trust, 661 F.2d
979 (2nd Cir.1981); In re Lawrence Paper-
board, supra; In re Holly Hill Medical
Center, Inc., 44 B.R. 253 (Bankr.M.D.Fla.
1984). These same courts, and others, rec-
ognize that indirect benefits may furnish
fair consideration, provided, however, that
the value received by Debtor is reasonably
equal to the value of the obligation given.
Rubin, supra; Klein v. Tabatchnick, 610
F.2d 1043 (2nd Cir.1979); Mandel v. Scan-
lon, 426 F.Supp. 519 (W.D.Pa.1977); Okhio
Corrugating, supra; Lawrence Paper-
board, supra.

In the case at bar Debtor guaranteed a
$1.85 million loan granted to its parent,
TCI. TCI used said money to purchase
Debtor’s shares from Debtor’s former
shareholders. TCI collateralized the loan
by pledging Debtor’s stock, Debtor’s guar-
anty and Debtor’s security inerest in all of
its unencumbered assets. Debtor there-
fore has given up its stock and all other
assets in exchange for $1.85 million of al-
legedly contingent debt. However, the
contingent nature of said debt is illusory.
TCI is a shell; a holding company. It had
no assets of any kind except the Debtor,
and the only means of debt repayment
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which ever existed was assumption of the
obligation by Debtor.

Mellon asserts that Debtor received
more than reasonably equivalent value be-
cause it obtained a $2.3 million line of cred-
it. Such circular logic merely begs the
question, because all that Debtor really
received was the opportunity to incur an
additional $2.3 million of debt. If Debtor
drew against the line of credit, and it did,
Debtor would have a present cash asset.
Debtor would also have a newly created
identical liability, which would soon be
greater than the asset due to aceruing in-
terest. It is clear that Debtor incurred an
obligation for which it received substan-
tially less than a reasonably equivalent
value in exchange.

The only remaining element is Debtor’s
insolvency or undercapitalization. Many of
the courts discussing this issue have devel-
oped complicated formulae and descriptions
to determine if a debtor was insolvent or
undercapitalized, or was so rendered by the
transaction. Some analyze vast financial
data in terms of ‘“generally-accepted ac-
counting principles.” None of that is nec-
essary in the instant case. By clear logic
the very transactions themselves caused a
serious case of insolvency, which has been
defined under the Code as ‘“when the sum
of [its] debts is greater than all of [its]
property, at a fair valuation.” 11 U.8.C.
§ 101(81)}A). See also, Ohio Corrugating,
91 B.R. at 436; In re Join-in Internation-
al (USA) Ltd., 56 B.R. 555 (Bankr.S.D.N.Y.
1986).

On April 6, 1984, Debtor had a $1.85
million debt, for which it had pledged all of
its assets and for which Debtor received no
part of the actual $1.85 million, Debtor’s
former shareholders were paid $1.85 mil-
lion in exchange for their shares of stock.
If, as is often stated, fair market value is
the sum a willing buyer will pay a willing
seller in an arm’s-length transaction, then
Debtor’s stock had a fair valuation of $1.85
million. Debtor pledged its stock and all
of its remaining unencumbered assets as
collateral for said $1.85 million loan guar-
anty. For all intents and purposes, Debtor
was now liable for payment of the principal

and interest on the loan, the proceeds of
which it did not receive and the funding for
which it did not have. A clearer case of
insolvency would be difficult to construct.

Having found that the Committee has
proved all of the necessary elements, we
hold that the leveraged buyout among the
parties to the action was a fraudulent con-
veyance which must be avoided.

An appropriate Order will be issued.

ORDER OF COURT

AND NOW, at Pittsburgh in said Dis-
trict this 10th day of February, 1989, in
accordance with the foregoing Memoran-
dum Opinion of this date evenwith, it is
hereby ORDERED, ADJUDGED and DE-
CREED as follows:

(1) Plaintiff, Mellon Bank, does not pos-

sess a valid security interest in Debtor’s

assets;

(2) As a result thereof, Debtor and Mel-
lon must compile a complete and accu-
rate accounting of all payments made by
Debtor to Mellon, on behalf of itself or
any of its related entities, or made by
any other party to Mellon, using Debt-
or’s funds;

(3) Debtor and Mellon will file said aec-
counting with the Court within sixty (60)
days of the date of this Order;

(4) Concurrently with said filing, Mellon
will disgorge the sums so discovered,
with legal interest from date of receipt,
to the Bankruptey Court Registry.

IT IS FURTHER ORDERED that the
original transaction among the parties, dat-
ed April 5 and/or 6, 1984, involving the
leveraged buyout of Debtor’s stock was a
fraudulent transfer and BE and IS hereby
AVOIDED.

O ¢ KEY NUMBER SYSTEM
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ORDER

AND NOW, this 5th day of SEPTEM-
BER, 1990, in accordance with the accom-
panying Memorandum of this Court,

IT IS ORDERED THAT:
1. The valuation of the 1989 Grand Prix
Se automobile shall be determined as of the
date debtors file a Chapter 13 repayment
plan, for the purpose of establishing the
amount of GMAC’s secured claim.
2. The appropriate valuation method to be
used in determining the value of an auto-
mobile pursuant to 11 U.S.C. § 1825 and
§ 506 shall be the amount that is the aver-
age of the wholesale and retail value as set
forth in the N.A.D.A. official used car
guide, with appropriate adjustments for
mileage and various options.
3. The interest to be paid upon the debt
owed to GMAC over the term of debtors’
plan shall be the contract rate of 12.25%.

4. Debtors have demonstrated sufficient
cause to justify extension of their Chapter
13 repayment plan to a term of sixty (60)

months.
W
@ gxzv NUMBER SYSTEM
T

In re METRO COMMUNICATIONS,
INC., t/a Metrosports, Debtor.
MELLON BANK, N.A., Plaintiff,
v.

METRO COMMUNICATIONS, INC,, t/a
Metrosports, Debtor-in-Possession, and
the Pacific-10 Conference, Defendants,
v.
The COMMITTEE OF UNSECURED
CREDITORS, Intervenor.
Civ. A. 89-0782.
Bankruptcy No. 85-552.

United States District Court,
W.D. Pennsylvania.

Feb. 12, 1991.

Bank which financed leveraged buyout
of Chapter 11 debtor’s stock brought ad-

versary proceeding to determine validity,
priority, and extent of its security interest,
and unofficial unsecured creditor’s commit-
tee intervened seeking to avoid alleged
preferences and fraudulent conveyances.
The Bankruptey Court, 95 B.R. 921, amend-
ed 135 B.R. 17, found that transaction was
preferential and fraudulent conveyance.
Bank appealed. The United States District
Court for the Western District of Pennsyl-
vania, Ziegler, J., held that: (1) determina-

tion that bank’s reperfection of its secured’

status constituted preferential transfer
was not clearly erroneous; (2) burden of
proving avoidability of transfer was prop-
erly placed on committee of unsecured
creditors; (3) determination that debtor re-
ceived less than reasonably equivalent val-
ue in exchange for guaranty of loan obli-
gations of its parents and was insolvent
after guaranty was issued was not clearly
erroneous; (4) Bankruptcy Court’s order
requiring bank to disgorge all payments by
debtor to bank was not overbroad; and (5)
award of interest from date of transfer
was not proper absent allegations of fraud
or misconduct by bank.
Affirmed in part; reversed in part.

Reversed and remanded, 945 F.2d 635.

1. Bankruptey €=3782, 3786

Findings of fact by bankruptey court
shall not be set aside unless district court
determines that such findings are clearly
erroneous, and due regard shall be given to
opportunity of bankruptcy court to judge
credibility of witnesses; bankruptey court’s
conclusions of law, however, are subject to
plenary review. Fed.Rules Bankr.Proc.
Rule 8013, 11 US.CAA.

2. Bankruptcy €=3787

Factual findings underlying bankrupt-
¢y court’s determination that creditor’s re-
perfection of its secured status constituted
transfer of debtor’s property within 90
days prior to debtor’s bankruptcy petition
were not clearly erroneous; thus, reperfec-
tion was preferential transfer avoidable un-
der Bankruptcy Code. Bankr.Code, 11
U.S.C.A. § 547,

3. Bankruptey €=2726(6)
Burden of proving avoidability of pref-
erential transfer under Bankruptcy Code
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was properly placed on committee of unse-
cured creditors. Bankr.Code, 11 U.S.C.A.
§§ 547, 547(g).

4. Bankruptcy <=3787

Factual findings of bankruptey court
that debtor received less than reasonable
equivalent value in exchange for guaranty
of loan obligations of its parent and that
debtor was insolvent after guaranty was
issued were not clearly erroneous; thus,
original acquisition of debtor by parent con-
stituted fraudulent conveyance avoidable
under Bankruptcy Code. Bankr.Code, 11
U.S.C.A. §§ 548, 548(a)(2).

5. Bankruptcy &=3787

Factual findings underlying bankrupt-
¢y court’s determination that committee of
unsecured creditors met its burden of prov-
ing that all payments to creditor within 90
days prior to debtor’s bankruptey petition
were preferential transfers avoidable under
Bankruptcy Code were not clearly errone-
ous. Bankr.Code, 11 U.S.C.A. § 547(b).

6. Bankruptcy &=2729

Bankruptcy court’s order requiring
creditor to disgorge all payments by debtor
to creditor was not overbroad.

7. Interest ¢=39(2.20)

Decision to award prejudgment inter-
est is within sound discretion of bankrupt-
cy court.

8. Bankruptcy &=2729
Interest ¢=39(1)

Bankruptey court’s award of interest
from date of preferential transfer from
debtor to bank was improper, where there
was no allegations of fraud or misconduct
by bank.

9. Bankruptcy <=2729
Interest ¢=39(1)
Interest is calculated from date of

transfer where transferee acts fraudulent-
ly or in bad faith.

George M. Cheever, Denise K. Chamber-
lain, for plaintiff.

Kenneth P. Simon, for Unsecured Credi-
tors. Robert G. Sable, for Metro Commu-
nications, Inc. Charles J. Volmer, for The
Pacific-10 Conf.

ORDER OF COURT
ZIEGLER, District Judge.

AND NOW, this 12th day of February,
1991, after consideration of the appeal of
Mellon Bank, N.A. (“Mellon”) and Grant
Street National Bank (“GSNB”), from the
Opinion and Order of the United States
Bankruptey Court for the Western District
of Pennsylvania dated February 10, 1989,
95 B.R. 921, as amended by the Order
dated April 4, 1989, 185 B.R. 17.

[1-9] The court finds as follows:

1. Findings of facts by the bankruptey
court shall not be set aside unless the
district court determines that such find-
ings are clearly erroneous and due re-
gard shall be given to the opportunity of
the bankruptey court to judge the credi-
bility of witnesses. The bankruptcy
court’s conclusions of law, however, are
subject to plenary review. Bankruptcy
Rule 8013; Brown v Pennsylvania
State Employees Credit Union, 851
F.2d 81, 84 (3d Cir.1988).

2. The factunal findings underlying the
Bankruptcy Court’s determination that
Mellon’s re-perfection of its secured sta-
tus constituted a transfer of debtor’s
property within ninety (90) days prior to
debtor’s bankruptcy petition are not
clearly erroneous. Thus, the Bankruptey
Court properly determined that Mellon’s
re-perfection was a preferential transfer
avoidable under 11 U.S.C. § 547. We
reject appellants’ contention that the
Bankruptey Court improperly placed the
burden of proof on Mellon. In fact, Mel-
lon concedes that it had the burden of
proving perfection of its secured status.
See Reply Brief for Appellants, at 2.
The burden of proving the avoidability of
the transfer under 11 U.S.C. § 547 was
properly placed on The Committee of
Unsecured Creditors (“Committee”). 11
US.C. § 547(g). Further, we reject ap-
pellants’ contention that the Bankruptey
Court erred in suggesting, as an alterna-
tive basis for its ruling, that Mellon’s
original financing statements were im-
properly filed, since this did not serve as
the basis for the Bankruptey Court’s rul-
ing. See In re Metro Communications,
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Ine., 95 B.R. 921, 919-30 (Bankr.W.D.Pa.
1989).

8. The factual findings of the Bankrupt-
¢y Court that the debtor received less
than reasonably  equivalent value in ex-
change for the guaranty of loan obli-
gations of its parent, Total Communica-
tions, Inc. (“TCI”), and that debtor was
insolvent after the guaranty was issued
are not clearly erroneous. Therefore,
the Bankruptcy Court properly deter-
mined that the Committee met its burden
of proof under 11 U.S.C. § 548 to estab-
lish that the original acquisition of debtor
by TCI constituted a fraudulent convey-
ance avoidable under 11 US.C.
§ 548(a)(2).

4, The factual findings underlying the
Bankruptey Court’s determination that
the Committee met its burden of proving
that all payments by debtor to Mellon
within ninety (90) days prior to debtor’s
bankruptcy petition were preferential
transfers avoidable under 11 U.S.C.
§ 547(b) are not clearly erroneous.

5. We reject appellants’ contention that
the Bankruptcy Court’s Order requiring
Mellon to disgorge all payments by debt-
or to Mellon is overbroad. In fact, the
Bankruptey Court entered the Amended
Order dated April 4, 1989 upon the mo-
tion of Mellon and GSNB to clarify the
scope of the Order dated February 10,
1989, Moreover, the Committee con-
cedes that payments by debtor to Mellon
on other obligations not raised in these
proceedings are beyond the scope of the
above-captioned action.

6. With respect to the award of inter-
est, the decision to award prejudgment
interest is within the sound discretion of
the bankruptey court. In re Art Shirt
Ltd., Inc., 93 B.R. 338, 342 (E.D.Pa.1988).
It is settled that interest awarded in void-
able preference and fraudulent convey-
ance actions is computed from the date
of demand for return, or in the absence
of a demand, from the date of the suit’s
commencement. See e.g., Smith v. Mark
Twain National Bank, 805 F.2d 278, 291
(8th Cir.1986); Palmer v. Radio Corp.,
453 F.2d 11383, 1140 (5th Cir.1971); In 7e
Universel Clearing House Co., 60 B.R.
985, 1002 (D.Utah 1986). Interest is cal-

culated from the date of the transfer
where the transferee acts fraudulently
or in bad faith. See In re Southern
Industrial Banking Corp., 87 B.R. 518,
522 (Bankr.E.D.Tenn.1988). Here, there
were no allegations of fraud or miscon-
duct requiring an award of interest from
date of transfer and, thus, the Bankrupt-
¢y Court’s award of interest will be re-
versed.

IT IS THEREFORE ORDERED that
paragraph 1(d) of the Order of the Bank-
ruptey Court dated April 4, 1989, insofar as
it orders legal interest from date of receipt,
be and hereby is reversed,

IT IS FURTHER ORDERED that in ac-
cordance with the Bankruptey Court’s Or-
der dated April 4, 1989, Mellon shall dis-
gorge the sums discovered, with legal in-
terest from the date of commencement of
the within action, to the Registry of the
Bankruptcy Court.

IT IS FURTHER ORDERED that the
Order of the Bankruptcy Court dated Feb-
ruary 10, 1989, as amended by the Order
dated April 4, 1989, be and hereby is af-
firmed in all other respects.

w
KEY HUMBER SYSTEM

£
o s
T

In re METRO COMMUNICATIONS,
INC., t/a Metrosports, Debtor.

MELLON BANK, N.A., Plaintiff,
\&
METRO COMMUNICATIONS, INC, t/a

Metrosports, Debtor-in-Possession, and
the Pacific-10 Conference, Defendants,

V.

The COMMITTEE OF UNSECURED
CREDITORS, Intervenor.
Bankruptcy No. 85-552.

Adv. No. 86-104.

United States Bankruptey Court,
W.D. Pennsylvania.
April 4, 1989.

Kenneth P. Simon, Simon & Simon, Pitts-
burgh, Pa., for intervenor/Committee of
Unsecured Creditors.
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Ine., 95 B.R. 921, 919-30 (Bankr.W.D.Pa.
1989).

8. The factual findings of the Bankrupt-
¢y Court that the debtor received less
than reasonably  equivalent value in ex-
change for the guaranty of loan obli-
gations of its parent, Total Communica-
tions, Inc. (“TCI”), and that debtor was
insolvent after the guaranty was issued
are not clearly erroneous. Therefore,
the Bankruptcy Court properly deter-
mined that the Committee met its burden
of proof under 11 U.S.C. § 548 to estab-
lish that the original acquisition of debtor
by TCI constituted a fraudulent convey-
ance avoidable under 11 US.C.
§ 548(a)(2).

4, The factual findings underlying the
Bankruptey Court’s determination that
the Committee met its burden of proving
that all payments by debtor to Mellon
within ninety (90) days prior to debtor’s
bankruptcy petition were preferential
transfers avoidable under 11 U.S.C.
§ 547(b) are not clearly erroneous.

5. We reject appellants’ contention that
the Bankruptcy Court’s Order requiring
Mellon to disgorge all payments by debt-
or to Mellon is overbroad. In fact, the
Bankruptey Court entered the Amended
Order dated April 4, 1989 upon the mo-
tion of Mellon and GSNB to clarify the
scope of the Order dated February 10,
1989, Moreover, the Committee con-
cedes that payments by debtor to Mellon
on other obligations not raised in these
proceedings are beyond the scope of the
above-captioned action.

6. With respect to the award of inter-
est, the decision to award prejudgment
interest is within the sound discretion of
the bankruptey court. In re Art Shirt
Ltd., Inc., 93 B.R. 338, 342 (E.D.Pa.1988).
It is settled that interest awarded in void-
able preference and fraudulent convey-
ance actions is computed from the date
of demand for return, or in the absence
of a demand, from the date of the suit’s
commencement. See e.g., Smith v. Mark
Twain National Bank, 805 F.2d 278, 291
(8th Cir.1986); Palmer v. Radio Corp.,
453 F.2d 11383, 1140 (5th Cir.1971); In 7e
Universel Clearing House Co., 60 B.R.
985, 1002 (D.Utah 1986). Interest is cal-

culated from the date of the transfer
where the transferee acts fraudulently
or in bad faith. See In re Southern
Industrial Banking Corp., 87 B.R. 518,
522 (Bankr.E.D.Tenn.1988). Here, there
were no allegations of fraud or miscon-
duct requiring an award of interest from
date of transfer and, thus, the Bankrupt-
¢y Court’s award of interest will be re-
versed.

IT IS THEREFORE ORDERED that
paragraph 1(d) of the Order of the Bank-
ruptey Court dated April 4, 1989, insofar as
it orders legal interest from date of receipt,
be and hereby is reversed,

IT IS FURTHER ORDERED that in ac-
cordance with the Bankruptey Court’s Or-
der dated April 4, 1989, Mellon shall dis-
gorge the sums discovered, with legal in-
terest from the date of commencement of
the within action, to the Registry of the
Bankruptcy Court.

IT IS FURTHER ORDERED that the
Order of the Bankruptcy Court dated Feb-
ruary 10, 1989, as amended by the Order
dated April 4, 1989, be and hereby is af-
firmed in all other respects.

w
KEY HUMBER SYSTEM

£
o s
T

In re METRO COMMUNICATIONS,
INC., t/a Metrosports, Debtor.

MELLON BANK, N.A., Plaintiff,
\&
METRO COMMUNICATIONS, INC, t/a

Metrosports, Debtor-in-Possession, and
the Pacific-10 Conference, Defendants,

V.

The COMMITTEE OF UNSECURED
CREDITORS, Intervenor.
Bankruptcy No. 85-552.

Adv. No. 86-104.

United States Bankruptey Court,
W.D. Pennsylvania.
April 4, 1989.

Kenneth P. Simon, Simon & Simon, Pitts-
burgh, Pa., for intervenor/Committee of
Unsecured Creditors.
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George M. Cheever, Kirkpatrick & Lock-
hart, Pittsburgh, Pa., for plaintiff/Mellon
Bank, N.A. :

Stephen J. Laidhold, Sable, Makoroff &
Libenson, Pittsburgh, Pa., for debtor.

Charles J. Vollmer, Pollard, Walker &
Vollmer, Pittsburgh, Pa., for PAC-10 Con-
ference.

Stephen I. Goldring, Asst. U.S. Trustee,
Pittsburgh, Pa.

AMENDED ORDER OF COURT
Bernard Markovitz, Bankruptey Judge.

AND NOW, at Pittsburgh in said Dis-
trict this 4th day of April, 1989 upon con-
sideration of: (1) the motion of Grant
Street National Bank (In Liquidation), as
successor in interest to Mellon Bank, N.A.
in the instant adversary proceeding, to
Amend the Judgment Order of this Court
dated February 10, 1989, 95 B.R. 921; (2)
the Committee’s Motion To Strike Grant
Street National Bank’s Motion To Amend
Judgment; and (3) the Response thereto of
Mellon Bank, N.A. and Grant Street Na-
tional Bank (In Liquidation), it is hereby
ORDERED, ADJUDGED and DECREED
that effective this date evenwith, Grant
Street National Bank (In Liquidation) is
joined in this action as an additional plain-
tiff and counterclaim defendant.

IT IS FURTHER ORDERED that:

(1) the decretal portions of this Court’s

Order of February 10, 1989 are hereby

amended, as follows:

(a) Plaintiff, Mellon Bank, does not pos-
sess a valid security interest in Debt-
or's assets;

(b) As a result thereof, Debtor and Mel-
lon must compile a complete and accu-
rate accounting of all payments made
by Debtor to Mellon, on behalf of itself
or any of its related entities, or made
by any other party to Mellon, using
Debtor’s funds;

(c) Debtor and Mellon will file said ac-
counting with  the Court within sixty
(60) days of the date of this Order;

(d) Concurrently with said filing, Mellon
will disgorge the sums so discovered,
with legal interest from date of re-

ceipt, to the Bankruptey Court Regis-
try, except to the extent that such
sums represent payments received by
Mellon more than ninety (90) days pri-
or to March 15, 1985 for application
against Debtor’s obligations in respect
of the Letter of Credit Agreement dat-
ed September 7, 1984 and the $2,300,-
000.00 working capital loan under the
Line of Credit Agreement dated April
6, 1984; and
(2) the original transaction among the
parties, dated April 5 and/or 6, 1984,
involving the leveraged buyout of Debt-
or's stock was a fraudulent transfer and
BE and IS hereby AVOIDED.

Nothing in this Order shall be interpret-
ed as an extension of time within which to
file an appeal; no such request has been
made or granted.

(4

-nmE

KEY NUMBER SYSTEM,

In re ARMSTRONG STORE FIXTURES
CORPORATION, Debtor.

In re CUSTOM CONCEPTS,
INC., Debtor.

In re BENTLEY INDUSTRIES,
INC., Debtor.

Bankruptcy Nos. 91—2942—BM, 91-
4235-BM and 91-4264-BM.
Motion No. 91-7779M.

United States Bankruptey Court,
W.D. Pennsylvania.

Jan. 2, 1992,

Unions filed motion to pay claims in
debtor-employers’ Chapter 11 cases. The
Bankruptey Court, Bernard Markovitz, J.,
held that: (1) debtors’ failure to pay wages
and various benefits due and owing to their
employees under collective bargaining
agreements effected unilateral alteration
of agreements in violation of Bankruptey
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Belleville v. Parrillo’s, Inc., 83 N.J. 309,
316, 416 A.2d 388, 391-92 (1980) (citations
omitted). Thus, Chez Sez may not use the
property for any use other than retail sales
and services. Since the district court found
that video booths were not a retail use, it
concluded that appellants were prohibited,
under New Jersey law, from operating vid-
eo booths on this particular property.

Appellants argue that their constitutional
rights have been violated because the
Board interpreted the Ordinance as prohib-
iting video booths in all of Union Township.
The district court, however, found the more
plausible interpretation of the Ordinance to
be that video booths are permitted in any
zone where theaters are permitted. Under
this interpretation, while Chez Sez could
not operate a “theater” in its present loca-
tion, since that would be an expansion of a
nonconforming use, it could operate such
theaters elsewhere in the Township.

Appellants, however, are not seeking to
operate elsewhere in Union Township. The
only relief they seek is to be able to oper-
ate video booths on this particular proper-
ty. Appellants never attempted to operate
video booths at another location nor did
they ever express any intent to do so.
Thus, even if the state court were to find
that video booths are permitted elsewhere
in Union Township, as the district court
predicts, appellants would not be entitled to
the relief they are seeking.

In sum, the district court found that vid-
eo booths are likely to be permitted else-
where in Union Township. The district
court also found that Chez Sez was prohib-
ited from operating video booths on this
particular property because New Jersey
law prohibits the expansion of a noncon-
forming use. Under such circumstances,
the district court’s refusal to grant a pre-
liminary injunction allowing appellants to
operate video booths in their present loca-
tion was neither an abuse of discretion nor
an error of law. We will therefore affirm
the order of the district court denying ap-
pellants’ motion for a preliminary injunc-
tion.

VL

We conclude that the district court prop-
erly abstained pursuant to the Pullman
doctrine, and that the district court proper-
ly denied appellants’ motion for a prelimi-
nary injunction. We will therefore affirm
the decision of the district court.

w
o gm NUMBER SYSTEM
T

MELLON BANK, N.A,, Appellant
in No. 91-3160,

Y.

METRO COMMUNICATIONS, INC. t/a
Metrosports, debtor-in-possession,
and The Pacific 10 Conference

Y.

The COMMITTEE OF UNSECURED
CREDITORS, Intervenor in
District Court,

Grant Street National Bank (in
liguidation), Appellant in
No. 91-3105.

Nos. 91-3105 and 91-3160.

United States Court of Appeals,
Third Circuit.

Argued July 8, 1991.
Decided Sept. 25, 1991.

As Amended Sept. 26, Oct.
1 and Oct. 28, 1991.

Bank which financed leveraged buyout
of Chapter 11 debtor’s stock brought ad-
versary proceeding to determine validity,
priority, and extent of its security interest,
and official unsecured creditors committee
intervened, seeking to avoid alleged prefer-
ences and fraudulent conveyances. The
United States Bankruptcy Court for the
Western District of Pennsylvania, 95 B.R.
921, Bernard Markovitz, J., found that the
transaction was preferential and a fraudu-
lent conveyance, and the District Court,
Donald E. Ziegler, J., affirmed. On appeal,
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the Court of Appeals, Rosenn, Circuit
Judge, held that: (1) committee failed to
establish that debtor’s chief executive of-
fice changed its location pursuant to lever-
aged buyout of debtor, before October 5,
1984, and thus, creditor’s refilings were
timely, continuing its earlier perfected sta-
tus, and were not a reperfection within 90-
day preference period, and (2) committee
failed to establish that debtor received less
than reasonably equivalent value in ex-
change for its guarantee and security inter-
est, and thus failed to show that guarantee
and security interest collateralizing guaran-
tee was a fraudulent conveyance.

Reversed and remanded with instrue-
tions.

1. Bankruptcy €=3773

Bankruptey court order holding that
bank’s security interest in Chapter 11 debt-
or’s assets was voidable as preference and
that debtor’s guarantee of acquisition loan
and grant of security interest pursuant to
leveraged buyout transaction was fraudu-
lent conveyance was not filed, and thus,
ten-day appeal period did not commence
until bankruptey court certified order;
bank had instituted original action against
another creditor and order did not purport
to settle bank’s claims against that credi-
tor. Fed.Rules Civ.Proc.Rule 54(b), 28
U.S.C.A.; Fed.Rules Bankr.Proc.Rule 7054,
11 U.S.CA.

2. Secured Transactions ¢=101

Evidence failed to establish that Chap-
ter 11 debtor's chief executive office
changed its location, pursuant to leveraged
buyout of debtor, before October 5, 1984,
and thus, creditor’s refilings were timely
under Pennsylvania law, continuing its ear-
lier perfected status, and were not a reper-
fection within 90-day preference period un-
der the Bankruptcy Code; main activity of
debtor remained centered in its prior office
until office closed in December, 1984, letter
had listed prior office as headquarters until
December 1, 1984, and debtor announced
that its operations were being consolidated
in new location effective December 3, 1984.

945 FEDERAL REPORTER, 2d SERIES

Bankr.Code, 11 U.S.C.A. § 547(b); 13 Pa.
CS.A. § 9103(c).

3. Secured Transactions 101

Evidence failed to establish that debtor
changed its chief executive office from Ma-
ryland to Pennsylvania, pursuant to lever-
aged buyout of debtor, more than four
months prior to creditor’'s refiling of its
security interest in Pennsylvania, and thus,
refiling was a continuation of earlier per-
fected status, rather than reperfection, un-
der Pennsylvania’s version of the Uniform
Commercial Code. 13 Pa.C.S.A. § 9103(c).

4. Bankruptcy ©=3782, 3786

Court of Appeals reviews bankruptey
court’s findings of fact under clearly erro-
neous standard, whereas its conclusions of
law are subject to plenary review.

5. Bankruptcy <3780

Mixed questions of law and fact decid-
ed by bankruptcy court are subject to
mixed standard of review by Court of Ap-
peals, which accepts trial court’s findings
of historical or narrative facts unless clear-
ly erroneous, but exercises plenary review
of trial court’s choice and interpretation of
legal precepts and its application of those
precepts to the historical facts.

6. Bankruptcy &2726(6)

Secured creditor satisfied burden of
proof of its secured status by showing that
it properly filed financing statements in
Pennsylvania prior to debtor’s filing under
Chapter 11, thus placing on debtor any
burden of proving that transfer was avoid-
able as preference. Bankr.Code, 11
U.S.C.A. §§ 502(a), 547, 547(b, g); 13 Pa.
C.S.A. § 9103(c).

7. Secured Transactions €98

When one corporation is acquired by
another, nature of inquiry as to location of
chief executive office, for purposes of de-
termining whether and when refiling of
financing statement in Pennsylvania is re-
quired, must necessarily be tailored to that
situation; ascertaining location of head-
quarters of wholly owned subsidiary neces-
sarily differs from determining location of
chief executive office of single corporation.
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13 Pa.C.S.A. § 9103(c); U.C.C. § 9-103
comment.

8. Corporations &=1.7(2)

There is presumption that a corpora-
tion, even when it is wholly owned subsidi-
ary of another, is a separate entity.

9. Bankruptecy 2645

Constructive fraud section of the
Bankruptcy Code’s fraudulent transfer pro-
vision is sufficiently broad to encompass
leveraged buyout transaction that falls
within its terms. Bankr.Code, 11 U.S.C.A.
§§ 101, 548, 548(a)2).

10. Bankruptcy ¢=2650(2)

Unsecured creditors committee failed
to establish that Chapter 11 debtor, which
was acquired by shell company in lever-
aged buyout, received less than reasonably
equivalent value in exchange for its guar-
antee and security interest, and thus failed
to show that debtor’'s guarantee and securi-
ty interest collateralizing guarantee of loan
used to buy out debtor’s shareholders was
a fraudulent conveyance under the Bank-
ruptey Code; committee introduced no evi-
dence to show that ability to obtain credit
and synergistic strength expected from
merger were not of reasonably equivalent
value. Bankr.Code, 11 US.C.A.
§ 548(a}2)(A).

11. Bankruptey €=2650(2)

In evaluating whether reasonably
equivalent value has been given debtor, for
fraudulent conveyance purposes, indirect
benefits may also be evaluated, and indi-
rect economic benefits must be measured
and then compared to obligations that debt-
or incurred; touchstone is whether transac-
tion conferred realizable commercial value
on debtor reasonably equivalent to com-
mercial value of assets transferred, so that
when debtor is going concern and its realiz-
able going concern value after transaction
is equal to or exceeds its going concern
value before transaction, ‘reasonably
equivalent value” has been received.
Bankr.Code, 11 U.S.C.A. § 548(a)}2)A),
(a)(2)(BX).

See publication Words and Phrases

for other judicial constructions and
definitions.

12. Bankruptcy ¢=2643

Even assuming Chapter 11 debtor’s
fair market value was the $1.85 million of a
loan it guaranteed pursuant to leveraged
buyout of debtor’s shareholders, guaran-
tees by coguarantors should have been
counted as reducing debtor’s liability to
something less than such amount, for pur-
pose of determining whether, for fraudu-
lent conveyance purposes, debtor was insol-
vent at time of buyout. Bankr.Code, 11
U.S.C.A. § 548(a)(2)(A), (a)(2)(BXi).

13. Bankruptcy €¢=2727(3)

Evidence was insufficient to establish
that $1.85 million loan, pursuant to which
debtor's stock was acquired in leveraged
buyout, and accompanying security interest
in debtor's assets rendered debtor insol-
vent, for purposes of determining whether
debtor’s guarantee and security interest
were fraudulent conveyances under the
Bankruptey Code; debtor’s balance sheet
showed improvement after transaction de-
spite liability for bank loans and demon-
strated that loans did not render debtor
insolvent. Bankr.Code, 11 U.S.C.A.
§ 548(a)(2)(A), (aN2)(B)i).

George M. Cheever, (Argued), Kirkpat-
rick & Lockhart, Pittsburgh, Pa., for Grant
Street Nat. Bank.

Denise K. Chamberlain (Argued), Mellon
Bank, N.A. Pittsburgh, Pa., for Mellon
Bank, N.A.

Phillip S. Simon (Argued), Kenneth P.
Simon, Simon & Simon, Pittsburgh, Pa., for
Committee of Unsecured Creditors.

Before STAPLETON, HUTCHINSON,
and ROSENN, Circuit Judges.

OPINION OF THE COURT
ROSENN, Circuit Judge.

This appeal, arising in the context of a
failed leveraged buyout, had its roots in the
congenial climate of mergers and acquisi-
tions that beguiled corporate America dur-
ing the decade of the nineteen-eighties.
The appeal raises important questions re-
garding a bankruptcy trustee’s avoidance
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powers under 11 U.S.C. §§ 547(b) and
548(a)(2) of the bankruptcy code. The debt-
or is Metro Communications (Metro), the
corporation acquired in the leveraged buy-
out. Mellon Bank, N.A. (Mellon or Bank)
financed the acquisition; Mellon lent the
acquiror 1.85 million dollars to purchase all
of the capital stock of the target corpora-
tion, Metro. Metro guaranteed and se-
cured the acquisition loan with substantial-
ly all of its assets. Simultaneously with
the leveraged buyout, Mellon extended a
2.3 millisa dollar credit line to Metro. Ata
later date, Mellon extended another 2.25
million dollars to Metro in the form of
letters of credit. These loans were also
collateralized by the security interest in
substantially all of Metro’s assets. Within
a year of the leveraged buyout, Metro filed
a bankruptey petition under chapter 11.

The bankruptey court held that Mellon's
security interest in the three loans consti-
tuted a voidable preference under 11 U.S.C.
§ 547(b), finding that Mellon’s security in-
terest lapsed because it failed to re-file
financing statements within four months of
Metro’s change in the location of its head-
quarters and that the refiling of the financ-
ing statements at the debtor’s new location
during the ninety day period preceding the
filing of the bankruptcy petition constitut-
ed a voidable preference. Furthermore,
the court held that Metro’s guaranty of the
acquisition loan and the execution of a se-
curity interest in connection therewith con-
stituted a fraudulent conveyance under 11
U.S.C. § 548(a)(2). We reverse.

L

Metro Communications, also known as
Metrosports, the debtor, had been in the
business of television and radio sports syn-
dication for about ten years prior to its
bankruptcy. Metro, incorporated in Mary-
land in 1972, originally had its head-
quarters in Rockville, Maryland. Its busi-
ness included acquiring the rights to broad-
cast sporting events, contracting with radio
and television stations for such broadcasts,
and selling rights to advertise during the
broadcasts.

945 FEDERAL REPORTER, 2d SERIES

In April of 1984, Metro’s stockholders
sold all of their capital stock to Total Com-
munications, Inc. (TCI), a wholly owned
subsidiary of Total Communication Sys-
tems Co. (TCS). The principals of TCI cre-
ated it solely for the purpose of acquiring
the stock of Metro and becoming its sole
shareholder. TCS, in turn, is the wholly
owned subsidiary of Mass Communication
and Management, Ltd. (MCM). These affil-
iated corporations were in the business of
syndicating and producing television pro-
grams of college athletic events. TCS
owned and operated mobile television pro-
duction studios used in the broadcasting of
athletic events nationally.

TCI acquired Metro for the purpose of
creating a synergy of complementary ser-
vices; Metro, as the buyer and seller of
broadcasting rights, contracted regularly
with companies, such as TCS, to produce
and broadcast the athletic events. The two
companies, TCS and Metro, developed a
joint marketing concept known as
TCS/Metro, and issued press releases and
other promotional materials which stressed
that the companies were working as a joint
venture, joining their strengths and ‘“‘work-
ing as a team.”

To finance the purchase of the Metro
stock, TCI borrowed $1,850,000 from Mel-
lon on April 6, 1984. On the same day,
Mellon loaned Metro $2,300,000 for use as
working capital under a line of credit
agreement. Pursuant to guaranty and
suretyship agreements dated April 6, 1984,
TCI guaranteed the repayment of the loan
to Metro, Metro guaranteed the repayment
of the loan to TCI, and TCS and MCM
jointly guaranteed the repayment of both
loans.

In addition to the guarantees, Metro en-
tered into an agreement dated April 6,
1984, with Mellon Bank wherein Metro con-
veyed to the Bank a security interest in
substantially all of Metro’s property, in-
cluding its general intangibles and ac-
counts receivable. The security agreement
provided that the collateral secured “all ...
indebtedness, obligations and liabilities of
[Metro] to the Bank, now or hereafter ex-
isting, including but not limited to those
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arising under the Guaranty, and those aris-
ing under the Metrosports Loan Agree-
ment,”

On September 7, 1984, Metro and Mellon
entered into a Letter of Credit Agreement
to finance Metro’s purchase of broadecast
rights for the PAC-10 Conference football
season. The Letter of Credit Agreement
provided that Mellon’s reimbursement

TRANSACTION

Guaranty of Acquisition Loan
Working Capital Line of Credit
PAC-10 Letter of Credit

The Bank perfected its security interests
in the collateral pledged by Metro by filing
UCC-1 financing statements in the Mary-
land State Department of Assessment and
Taxation on April 9, 1984 and the Clerk’s
Office of the Circuit Court of Montgomery
County, Maryland, on April 17, 1984. The
Bank filed additional UCC-1 financing
statements in the appropriate offices in
Pennsylvania on February 1 to and includ-
ing February 5, 1985.

On March 12, 1985, PAC-10 filed a com-
plaint against Metro, TCS, and various re-

lated entities in the United States District’

Court for the Northern District of Califor-
nia, alleging breaches of various agree-
ments covering the broadcasting of PAC-
10 basketball and football games. Simulta-
neously with the filing of the complaint,
PAC-10 obtained an ex parte order which
permitted pre-judgment attachment of Met-
ro's assets. Pursuant to the order, PAC-
10 attached certain outstanding accounts
receivable of Metro. Three days later, on
March 15, 1985, Metro filed a petition for
reorganization under Chapter 11 of the
Bankruptey Code.

On January 30, 1986, the Bank filed an
adversary proceeding against Metro and
PAC-10 to determine the validity, priority,
and extent of the Bank’s security interest
and to ascertain the parties’ respective
rights in an escrow account which PAC-10
had attempted to attach. The Official
Unsecured Creditor's Committee (“the

rights were secured under the April 6, 1984
security agreement bhetween Mellon and
Metro and guaranteed by TCI, TCS, and
MCM. Between December 18, 1984 and
January 2, 1985, Mellon disbursed the full
$2,250,000 face amount of the letters of
credit in response to the PAC-10's drawing
requests. The following chart summarizes
the loans received and guaranties made by
Metro:

DATE AMOUNT
4/6/84 $1,850,000
4/6/84 $2,300,000
12/18/84 $2,250,000

Committee”) intervened, claiming that the
Bank had received preferential transfers
pursuant to 11 U.S.C. § 547(b) and that a
fraudulent conveyance had occurred pursu-
ant to 11 U.S.C. § 548(a)(2).

PAC-10, Metro and the Bank have
agreed to a settlement of their disputes
over the escrow account and have present-
ed their settlement to the bankruptey court
for approval. The bankruptey court has
stated that it will defer ruling on the pro-
posed settlement until this appeal is re-
solved.

Prior Court Proceedings

After a two-day bench trial, the bank-
ruptcy court on February 10, 1989, filed an
opinion and order holding that the Bank’s
security interest in Metro’s assets was
voidable under 11 U.S.C. § 547(b) and that
Metro’s guaranty of the acquisition loan
and the grant of the security interest was a
fraudulent conveyance under 11 U.S.C.
§ 548(a)(2). In re Metro Communica-
tions, Inc.,, 95 B.R. 921 (Bankr.W.D.Pa.
1989). The court ordered the Bank and
Metro to file an accounting, showing all
amounts subject to disgorgement. In Octo-
ber of 1988, after the bench trial but before
the bankruptey court filed its decision, Mel-
lon assigned all its claims against Metro to
Grant Street National Bank (GSNB), which
is now in liquidation. On February 17,
1989, counse] for Mellon and GSNB (to-
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gether, the Banks) filed a motion to amend
the February 10, 1989 order under Rule
59(e) of the Federal Rules of Civil Proce-
dure. That motion, filed on behalf of
GSNB as successor in interest to Mellon,
sought to exclude from the scope of the
bankruptey court’s order payments made
by Metro to Mellon with respect to loans
made directly to Metro from Mellon more
than 90 days prior to Metro’s bankruptcy
filing.

On February 27, 1989, GSNB filed its
Notice of Unconditional Assignment of
Claim to it by Mellon Bank. The bankrupt-
cy court issued a second order on April 4,
1989, permitting GSNB to intervene in the
adversary proceeding as an additional
plaintiff and amending its February 10,
1989 order in accordance with the relief
requested. On April 10, 1989, the Banks
filed their notice of appeal in the district
court.

In a third order, dated May 15, 1989, the
bankruptey court expressly directed the en-
try of a final judgment on its prior order of
February 10, 1989, as amended April 4,
1989, and certified it under Fed.R.Civ.P.
54(b) for appeal to the district court, stat-
ing that certification was in the interest of
fostering a speedy, economical and orderly
resolution of the appeal. The Banks filed a
supplementary joint notice of appeal within
10 days after the docketing of this May 15
order.

On February 12, 1991, the district court
entered an order affirming the bankruptey
court’s rulings in all respects except for the
award of prejudgment interest. Mellon
and GSNB each appealed to this court; we
consolidated the appeals.

IL
A. Jurisdiction

[1]1 The threshold question that must be
answered is whether this court possesses
jurisdiction to hear this appeal. The Com-
mittee argues that both this court and the
district court lacked jurisdiction because of
the failure to file a timely appeal. The
Committee contends that the motion to
amend judgment filed on February 17,
1989, did not serve to toll the ten-day peri-
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od for filing a notice of appeal from the
bankruptey’s February 10, 1989 order.
The Committee claims that, consequently,
the notice of appeal filed on April 10, 1989,
was untimely.

The Committee alleges that the motion to
amend was ineffective because GSNB filed
it as a successor in interest to Mellon Bank.
The Committee argues that GSNB cannot
be considered a “party in interest” because
it filed its notice of unconditional assign-
ment with the bankruptcy court only after
filing the motion to amend and also after
the expiration of the ten-day appeal period.

The Banks correctly point out that this
argument turns on the mistaken premise
that the February 10, 1989 order constitut-
ed a final judgment and thus the ten-day
appeal period began on that date. How-
ever, the February 10, 1989 order was not
a final judgment. Mellon Bank instituted
the original suit against PAC-10. The Feb-
ruary 10th order did not purport to settle
Mellon’s claims as to PAC-10 and thus the
judgment was not final as to all claims and
as to all parties as required for appeal.
See Andrews v. United States, 373 U.S.
334, 340, 83 S.Ct. 1236, 1239-40, 10 L.Ed.2d
383 (1963) (rule of finality requires that the
judgment be final as to all parties as well
as causes of action to be appealable). In-
deed, the bankruptey court has deferred
ruling on the settlement of Mellon, Metro,
and PAC-10 pending the resolution of this
appeal.

The February 10th order became appeal-
able only when the bankruptcy court certi-
fied it pursuant to Federal Rule of Civil
Procedure 54(b) (made applicable to bank-
ruptcy proceedings by Bankruptcy Rule
7054). The Banks filed a supplementary
joint notice of appeal within ten days of the
bankruptey court’s certification. Thus, re-
gardless of whether GSNB had standing to
file a motion to amend the February 10th
order, the district court, as well as this
court, had jurisdiction to hear the appeal.

B. Voidable Preference
Under Section 547

[2] The bankruptcy court concluded
that Mellon Bank’s security interest sup-
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porting the three loans—the acquisition
loan, the working capital loan, and the let-
ter of credit loan—constituted a voidable
preference under 11 U.S.C. § 547(b). The
court determined that the perfection of this
security interest constituted a voidable
preference because Mellon untimely refiled
its financing statements in the debtor’s
new location.

The purpose of section 547 of the Bank-
ruptcy Code is to prevent preferences of
certain creditors so that the debtor’s assets
may be fairly distributed among all credi-
tors, not merely those that are favored.
Kapela v. Newman, 649 F.2d 887 (1st Cir.
1981). Section 547 provides, in relevant
part, that:

the trustee may avoid any transfer of an

interest of the debtor in property—

(1) to or for the benefit of a creditor;

(2) for or on account of an antecedent

debt owned by the debtor before such

transfer was made;

(3) made while the debtor was insolvent;

(4) made—

(A) on or within 90 days before the
date of the filing of the petition ...
(5) that enables such creditor to receive
more than such creditor would receive
if—

(A) the case were a case under chapter
7T of this title;

(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.

11 U.S.C. § 547(b). Assuming, for the mo-
ment, that the perfection of a security in-
terest constitutes a transfer of an interest
of the debtor in property, the crucial issue
in the present case is whether the perfec-
tion occurred within the 90 day period prior
to the filing of the bankruptcy petition.

[3] Whether the transfer occurred with-
in the 90 day period turns on whether Mel-
lon untimely refiled its security interest in
Pennsylvania. 13 Pa.C.S.A. § 9103(c) gov-
erns the perfection of security interests in
multi-state transactions. In pertinent part,
it provides:

(4) A debtor shall be deemed located . ..
at his chief executive office if he has
more than one place of business ...
(5) A security interest perfected under
the law of the jurisdiction of the location
of the debtor is perfected until the expi-
ration of four months after a change of
the location of the debtor to another jur-
isdiction or until perfection would have
ceased by the law of the first jurisdic-
tion, whichever period first expires. Un-
less perfected in the new jurisdiction be-
fore the end of that period, it becomes
unperfected thereafter and is deemed to
have been unperfected as against a per-
son who became a purchaser after the
change.

The parties agree that at the time of the
leveraged buyout, Metro had its chief exec-
utive office in Rockville, Maryland. Mellon
filed in the appropriate offices in Maryland
in April of 1984, thus perfecting its securi-
ty interest. The issue is whether Mellon’s
refiling in Pennsylvania was within four
months of the Metro’s transfer of its chief
executive office to Pittsburgh.

If the debtor moved its headquarters to
Pennsylvania on or after October 5, 1984,
Mellon’s security interest in Metro’s assets
remained perfected. If the change of the
chief executive office occurred prior to Oc-
tober 5, 1984, the lien of Mellon's state-
ments would have lapsed, and the filing
statements in Pennsylvania would consti-
tute a reperfection rather than a continua-
tion of the earlier perfected status. If the
refilings constituted a reperfection, that
new perfection occurred within the 90 day
period of section 547 and is thus vulnerable
to attack.

[4,5] The bankruptey court determined
that Metro moved its office “at least some
time before October, and most apparently
by late August.” This court reviews the
bankruptey court’s findings of fact under a
clearly erroneous standard, whereas its
conclusions of law are subject to plenary
review. In re Jersey City Medical Center,
817 F.2d 1055, 1059 (3rd Cir.1987). How-
ever, mixed questions of law and fact, such
as the ultimate determination of when and
what constituted a relocation of the chief
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executive offices of a corporation, is a con-
clusion of law or, at least, a mixed question
of law and fact. We are therefore not
limited to the “clearly erroneous” standard,
but must exercise a mixed standard of re-
view. We accept the trial court’s finding
of historical or narrative facts unless clear-
ly erroneous, but exercise “plenary review
of the trial court’s choice and interpretation
of legal precepts and its application of
those precepts to the historical facts.”
Universal Minerals, Inc. v. C.A. Hughes &
Co., 669 F.2d 98, 101-02 (3rd Cir.1981).

[6]1 The preliminary and significant le-
gal question that must be discussed is the
allocation of the burden of proof. The
bankruptcy court explicitly placed the bur-
den of proving that Mellon's security inter-
est did not constitute a voidable preference
under section 547 on Mellon. The court
reasoned that because Mellon’s complaint
asserted its secured status, it therefore had
the burden of proving the same by the
preponderance of the evidence. Although
this statement is in and of itself correct,
the bankruptey court failed to realize that
Mellon had satisfied that burden of proof
by showing it properly filed financing
statements made in Pennsylvania prior to
the debtor’s filing under Chapter 11. See
11 U.S.C. § 502(a).

The bankruptey court erred in holding
that Mellon had to prove that its security
interest was not a voidable preference un-
der section 547 in order to establish its
secured status. This ruling is in direct
contravention with the allocation of the
burden of proof statutorily provided for in
section 547(g) which states that “the trust-
ee has the burden of proving the avoida-
bility of a transfer under subsection (b) of
this section.” 11 U.S.C. § 547(g) (West
Supp.1991) (emphasis supplied). The bank-
ruptey court’s erroneous legal conclusion
that Mellon had the burden of proof to
sustain the validity of its security interest
under section 547 materially permeated its
factual findings.

Turning to the bankruptcy court’s factu-
al findings as to when Metro moved its
chief executive office, it appears that the
court utilized the correct definition. The
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Official Comments to section 9-103 ex-
plains that the “chief executive office does
not mean the place of incorporation; it
means the place from which in fact the
debtor manages the main part of his busi-
ness operations. This is the place where
persons dealing with the debtor would nor-
mally look for credit information.” Courts
have used this language to develop a two-
part test to determine the location of a
debtor’s chief executive office:

(1) from which place does the debtor
manage the main part of its business
operations; and

(2) where would creditors reasonably
be expected to search for credit informa-
tion?

In re Golf Course Builders Leasing, Inc.,
768 F.2d 1167, 1170 (10th Cir.1985);, In re
J.A. Thompson & Son, Inc., 665 F.2d 941,
949 (9th Cir.1982).

The bankruptey court’s application of
this definition, however, is questionable.
The Banks rightly criticize the court’s me-
chanistic application of factors deemed rel-
evant in other cases. See In re Golf
Course Builders, 768 F.2d at 1170; In re
J.A. Thompson, 665 F.2d at 949. The Offi-
cial Comment to section 9-103 envisions a
realistic test asking simply “where does the
debtor manage the main part of its busi-
ness” because that is where creditors are
likely to search for information. To artifi-
cially break down that question into rigidly
applied tests violates the practical nature
of the inquiry as envisioned by the Uniform
Commercial Code.

[7]1 The Banks correctly point out that
when one corporation is acquired by anoth-
er, the nature of the inquiry as to the
location of the chief executive office must
necessarily be tailored to that situation.
Ascertaining the location of the head-
quarters of a wholly-owned subsidiary nec-
essarily differs from determining the loca-
tion of the chief executive office of a single
corporation. Re-examining the evidence
presented below with more illumination
than that enjoyed by the bankruptey court,
it becomes apparent that the bankruptcy
court basically concluded that Metro, over
time, came under the control of its parent
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corporation, TCS, and thus Metro’s head-
quarters became those of TCS. This con-
clusion is neither legally nor factually accu-
rate.

(8] The bankruptey court’s analysis is
flawed in several respects. First, there is a
presumption that a corporation, even when
it is a wholly owned subsidiary of another,
is a separate entity. The law recognizes
the legal distinction of affiliated corpora-
tions as do business people. To require
creditors to analyze and understand the
internal power structure of related corpora-
tions to determine whether the wholly
owned subsidiary was “truly independent”
from its parent corporation is misplaced
and would introduce great uncertainty into
commercial transactions, especially with re-
spect to the filing of financing statements.

The inappropriateness of the focus of the
bankruptey court’s inquiry is underscored
by the evidence it relied upon. The court
found relevant internal memoranda alleg-
edly revealing the “transfer of power [that]
began gradually, and then proceeded rapid-
ly.”” To require creditors to scrutinize in-
ternal documents to determine the “reali-
ty” of the power structure of affiliated
corporations is impractical, imprudent, and
unwarranted. If, as it must be, the focus
of the inquiry is shifted from analyzing the
relationship between the parent corporation
and its subsidiary to where Metro, the debt-
or, in fact had its headquarters, over-
whelming evidence supports the conclusion
that Metro's chief executive office re-
mained in Rockville, Maryland until it an-
nounced the transfer in the press in Decem-
ber of 1984.

As previously stated, Metro's business
was the acquisition of syndication rights to
sporting events as well as the sale of ad-
vertising. The bankruptey court did not
find that the activities of obtaining con-
tracts and selling advertising were no long-
er centered in the Rockville office, but that

1. The evidence does show that accounting and
financial services were consolidated in the Pitts-
burgh office shortly after the leveraged buyout.
However, the location of these services is sec-
ondary to the main business of Metro corpora-
tion—obtaining syndication rights and selling
advertising. Thus, the location of these services

these activities, over time, became subject
to the final approval of Goldberg, the CEO
and Chairman of the Board located in Pitts-
burgh.! The court stated that “[b]y Sep-
tember the Rockville office had no more
executive authority; it was merely a large
sales arm of the Pittsburgh hub.” 95 B.R.
at 926. Once again, however, to require
the creditors of a corporation to speculate
as to who is calling the final shots is im-
practical and irrelevant. The ‘“main part”
of Metro's activities was the acquisition of
syndication rights and the sale of advertis-
ing; this activity remained centered in the
Rockville office until it was closed in De-
cember of 1984,

Much evidence readily available to credi-
tors and of a more objective nature demon-
strated that Metro maintained its head-
quarters in Rockville until December of
1984. Most importantly, contracts for syn-
dication rights list Rockville as the princi-
pal office as late as October 5, 1984. Tax
forms filed in the beginning of 1985 list
Rockville as the headquarters. Metro’s
own letterhead lists Rockville as head-
quarters until December 1, 1984. Repre-
sentatives of athletic conferences and col-
leges continued to deal directly with the
Rockville office at least through early Oc-
tober 1984. On October 5, 1984, the Big
East Conference wrote to Gail Schelat, the
chief financial officer of both TCS and Met-
ro, confirming contract negotiations. That
letter, however, was addressed to the Rock-
ville office. All of this evidence strongly
supports Rockville as the “place where per-
sons dealing with the debtor would normal-
ly look for credit information.” Official
Comment to § 9-103.

The only relevant piece of evidence in
support of the court’s conclusion that Met-
ro's headquarters moved prior to October
5, 1984, was the July 12, 1984, newspaper
announcement that stated that “TCS/Met-
rosports will be headquartered out of

is not determinative. Moreover, it has become
common practice for affiliated corporations to
consolidate financial services for the corporate
group in one location. The whereabouts of this
streamlined accounting service does not give us
much information about the location of the
headquarters for each corporation.
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TCS’s New Kensington, PA location.”
However, this announcement meant only
that joint ventures embarked on by the
newly related corporations would be coordi-
nated out of the Pennsylvania location.
Moreover, the effective date is not stated.
The language used is telling—that the joint
ventures will be “headquartered out of
TCS’s New Kensington, PA location.”
Even this announcement did not imply that
Metrosports, a separate corporate entity,
had an office in New Kensington. Indeed,
on the next page of the announcement,
Metrosports’ location is listed as Rockville,
MD.

Finally, the most telling piece of evidence
is not even mentioned by the bankruptcy
court. On November 19, 1984, Metro an-
nounced that TCS/Metrosports was consol-
idating its operations and that accordingly,
Metro’s headquarters, “previously in Rock-
ville, Maryland” were being moved to Pitts-
burgh “effective on December 3, 1984,”
and that “the firm expect[ed] to complete
its consolidation of office and staff ... by
December 31, 1984.” (Emphasis supplied).
Thus, the bankruptey court’s conclusion is
directly contrary to the debtor’s public an-
nouncement as to the location of its own
headquarters.

In sum, the bankruptey court’s conclu-
sion that Metro shifted its headquarters
“at least some time before October” is
fraught with error. First, the court imper-
missibly shifted the burden of proof. Sec-
ond, the court engaged in an irrelevant
inquiry as to the internal balance of power
between corporate executives and whether
the subsidiary corporation operations were
controlled by the parent corporation.
Third, the court ignored considerably crit-
ical evidence that Metro continued to han-
dle negotiation of syndication contracts,

2. Moreover, the Committee did not put forth
any evidence to satisfy the other required ele-
ment of section 547, namely, that the creditor
received more than it would have under the
circumstances of section 547(b)(5). Subsection
(b)(5) requires that the trustee show that the
transfer had the effect of giving the creditor a
greater return on his debt than would have been
the case had the transfer not taken place and
there had been a distribution under the liqui-
dation provisions of the Bankruptcy Code. In
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Metro’s central line of business primarily
out of the Rockville office until at least
October 5, 1984. Finally, the court dis-
regarded the news release stating that
Metro’s headquarters would be moved on
December 3, 1984. For these reasons, we
conclude that the bankruptey court erred in
its mixed finding of fact and conclusion of
law that Metro’s headquarters moved “at
least some time before October.” 2

In any event, we need not decide the
question whether the reperfection of a se-
curity interest in Pennsylvania during the
90 day preference period could be suscepti-
ble to attack under section 547(b) in light of
our holding that the bankruptey court
erred in its ultimate mixed finding of fact
and conclusion of law that the debtor’s
headquarters moved prior to October 5,
1984.

C. Fraudulent Transfer Under Section
548(a)(2)

[9] The bankruptey court held that Met-
ro’s guaranty and the security interest col-
lateralizing the guaranty of the 1.85 million
dollar loan to TCI which was used to buy
out Metro’s shareholders constituted a
fraudulent conveyance under 11 U.S.C.
§ 548(a)(2). It is unclear whether the bank-
ruptey court meant this to be an alternative
holding to its voiding of Mellon’s security
interest under section 547. At any rate, we
must reach this question in light of our
decision that the security interest did not
constitute a voidable preference.

The present law of fraudulent convey-
ances has ancient roots. Section 548 is
derived from the Statute of 13 Elizabeth
passed by Parliament in 1571. The statute
was aimed at a practice by which overbur-
dened debtors placed their assets in friend-
ly hands thereby frustrating creditors’ at-

re Rude, 122 B.R. 533, 535 (Bkricy E.D.Wis.
1990). In the present case, it is likely that a
security interest would give Mellon Bank a dis-
tinct advantage over what it would otherwise
receive in a hypothetical chapter 7 liquidation
distribution, yet, the bankruptcy court failed to
discuss this issue. Under these circumstances,
it appears that the Committee has not satisfied
its statutorily provided burden of proof as to all
the required elements of section 547(b).
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tempts to satisfy their claims against the
debtor. After the creditors had abandoned
the effort to recover on their claims, the
debtor would obtain a reconveyance of the
property that had been transferred. Such
transactions operated as a fraud against
the debtor’s creditors because the debtor’s
estate was depleted without exchanging
property of similar value from which the
creditors’ claims could be satisfied.

The current embodiment of the law of
fraudulent conveyances, section 548(a) pro-
vides, in full, that:

the trustee may avoid any transfer of an
interest of the debtor in property, that
was made or incurred on or within one
year before the date of filing of the
petition, if the debtor voluntarily or invol-
untarily—
(1) made such transfer or incurred such
obligation with actual intent to hinder,
delay, or defraud any entity to which the
debtor was or became, on or after the
date that such transfer was made or
such obligation was incurred, indebted;
or

(2XA) received less than a reasonably

equivalent value in exchange for such

transfer or obligation; and

(b)i) was insolvent on the date that
such transfer or such obligation was in-
curred, or became insolvent as a result of
such transfer or obligation;

(i) was engaged in business or a trans-
action, or was about to engage in busi-
ness or a transaction, for which any
property remaining with the debtor was
an unreasonably small capital; or

(iii) intended to incur, or believed that
the debtor would incur, debts that would
be beyond the debtor’s ability to pay as
such debts matured.

Subsection (a)(1) deals with actual fraud;
the trustee is required to prove actual in-
tent to defraud the debtor’s creditors.
Subsection (a)(2) addresses constructive
fraud; the fraud on the creditors will be
presumed if certain objective criteria are
met. In this case, the Committee has made
no allegations of intentional fraud. There
is no evidence of any intention on the part
of the parties to hinder or delay creditors

or to commit any fraud. The bankruptcy
court here held that Metro engaged in con-
structive fraud within the terms of section
548(a)(2).

At first glance, it seems difficult to rec-
oncile the original purpose of the fraudu-
lent conveyance laws with what has be-
come a common, arms-length transaction—
the leveraged buyout, or in business par-
lance, the LBO. Where there exists no
intentional fraud, setting aside the security
interest of a lender who has indisputably
given reasonably equivalent value, cash for
a promise to repay a loan, appears to be a
patent anomaly. As one commentator has
stated, “[a] firm that incurs obligations in
the course of a buyout does not seem at all
like the Elizabethan deadbeat who sells his
sheep to his brother for a pittance.” Baird
& Jackson, Fraudulent Conveyance Law
and Its Proper Domain, 38 Vand.L.Rev.
829, 852 (1985). Nonetheless, a thorough
understanding of the typical LBO transac-
tion reveals that there is a potential for
abuse of the debtor’s creditors, particularly
those who are unsecured, when a company
is purchased through an LBO.

Although the formal structure of LBOs
may differ, the substance of LBOs follow a
general pattern. A leveraged buyout re-
fers to the acquisition of a company (“tar-
get corporation”) in which a substantial
portion of the purchase price paid for the
stock of a target corporation is borrowed
and where the loan is secured by the target
corporation’s assets. Commonly, the acqui-
ror invests little or no equity. Thus, a
fundamental feature of leveraged buyouts
is that equity is exchanged for debt.

TCI’s acquisition of the target Metro fol-
lowed the typical pattern: Mellon extended
a loan of 1.85 million dollars to TCI for the
purchase of Metro; Metro guaranteed the
loan and secured it with its assets, thus
significantly adding to its debt structure.
TCS and MCM, the parent and grandparent
corporations of TCI also guaranteed the
acquisition loan.

The effect of an LBO is that a corpora-
tion’s shareholders are replaced by secured
creditors. Put simply, stockholders’ equity
is supplanted by corporate debt. The level
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of risk facing the newly structured corpo-
ration rises significantly due to the in-
creased debt to equity ratio. This added
risk is borne primarily by the unsecured
creditors, those who will most likely not be
paid in the event of bankruptey. The lend-
er, which normally assumes a senior, se-
cured position vis-a-vis other creditors, is at
risk only to the extent that the loan is
under-collateralized. An LBO may be at-
tractive to the buyer, seller, and lender
because the structure of the transaction
could allow all parties to the buyout to
shift most of the risk of loss to other
creditors of the corporation if the provi-
sions of section 548(a)(2) were not applied.

The selling shareholders receive direct
benefit in the LBO transaction as they are
cashed out, usually at a price above the
price the shares were trading shortly be-
fore the acquisition is announced. The new
purchaser also benefits from the transac-
tion by thereby achieving ownership of the
corporation. The lender is attracted by the
higher interest rates and fees usually asso-
ciated with LBOs. The target corporation,
however, receives no direct benefit to off-
set the greater risk of now operating as a
highly leveraged corporation. As legal
scholars have noted, the target firm may
not at all reflect the Elizabethan deadbeat,
but may in fact wind up as the sacrificial
lamb. Wahl & Wahl, Fraudulent Convey-
ance Law and Leveraged Buyouts, 16 Wil-
liam Mitchell L.Rev. 343, 353 (1990).

The reasonableness of the remedy pro-
vided by section 548(a)(2) has been ques-
tioned. See, e.g., Carlson, Leveraged Buy-
outs in Bankruptcy, 20 Georgia L.Rev. 73
(1985) (lenders should have good faith de-
fense of section 548(c) despite language
requiring lender to have given value to the
debtor). However, because the fraudulent
conveyance laws are intended to protect
the debtor’s creditors, a lender cannot hide
behind the position, although sympathetic,
that it has parted with reasonable value.
The purpose of the laws is estate preserva-
tion; thus, the question whether the debtor
received reasonable value must be deter-
mined from the standpoint of the creditors.
But cf, In re Greenbrook Carpet Co.,
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Inc., 722 F.2d 659, 661 (11th Cir.1984)
(court held that although bank knew that
corporation would immediately re-lend pro-
ceeds of the loan to principal shareholders
to purchase a company in return for unse-
cured note, the issue under section 548 was
“whether the bank received more consider-
ation than it was due”); Kupetz v. Wolf,
845 F.2d 842, 847 (9th Cir.1988) (court re-
fused to apply section 548(a)(2) to force
selling shareholders to disgorge the pay-
ments they received where there was no
indication of actual intent to defraud and
no knowledge of the LBO structure used to
purchase their shares).

Moreover, the statutory language pro-
vides no exception for the leveraged buy-
out transaction. Section 548 applies to
“any transfer of an interest of the debtor
in property.” The definitional section of
the Act states that transfer means “every
mode, direct or indirect, absolute or condi-
tional, voluntary or involuntary, of dispos-
ing of or parting with property or with an
interest in property.” 11 U.S.C. § 101(54).
This definitional language is sufficiently
broad to encompass a leveraged buyout
transaction that falls within its terms. We
therefore turn to the analysis of the partic-
ular requirements of section 548.

Reasonably Equivalent Value

[10,11] Section 548(a)(2)(A) requires the
trustee to show that the debtor received
“less than a reasonably equivalent value.”
Because Metro did not receive the proceeds
of the acquisition loan, it did not receive
any direct benefits from extending the
guaranty and security interest collaterizing
that guaranty. However, in evaluating
whether reasonably equivalent value has
been given the debtor under section 548,
indirect benefits may also be evaluated. If
the consideration Metro received from the
transaction, even though indirect, approxi-
mates the value it gave TCI, this can satis-
fy the terms of the statute. See Rubin v
Manufacturers Hanover Trust Co., 661
F.2d 979, 991 (2nd Cir.1981) (although
transfers solely for the benefit of third
parties do not furnish fair consideration,
the transaction’s benefit to the debtor need
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not be direct and may come through a third
party). These indirect economic benefits
must be measured and then compared to
the obligations that the bankrupt incurred.
Here, as well as in determining insolvency
under section 548(a)(2)(B)i), it is appropri-
ate to take into account intangible assets
not carried on the debtor's balance sheet,
including, inter alia, good will. See Mutu-
al Life Ins. Co. v. Menin, 115 F.2d 975, 977
(2d Cir.1940), cert. denied, 313 U.S. 578, 61
S.Ct. 1096, 85 L.Ed. 1536 (1941) (debtor’s
good will is property asset which may be
sold in bankruptey proceedings);, see also
In re Da-Sota Elevator Co., 939 F.2d 654,
656 (8th Cir.1991). The touchstone is
whether the transaction conferred realiza-
ble commercial value on the debtor reason-
ably equivalent to the realizable commer-
cial value of the assets transferred. Thus,
when the debtor is a going concern and its
realizable going concern value after the
transaction is equal to or exceeds its going
concern value before the transaction, rea-
sonably equivalent value has been received.

The bankruptcy court rejected Mellon’s
argument that one of the indirect benefits
that Metro received as a result of the LBO
was the ability to borrow working capital
from Mellon. The court reasoned that the
2.3 million dollar credit line extended con-
temporaneously with the 1.85 million dollar
loan to TCI amounted to a liability be-
cause “all that Debtor really received was
the opportunity to incur an additional $2.3
million of debt.” The court concluded that
because of accruing interest, Metro re-
ceived “substantially less than a reason-
ably equivalent value in exchange.” 95
B.R. at 934. This analysis is flawed. The
ability to borrow money has considerable
value in the commercial world. To quanti-
fy that value, however, is difficult. Quan-
tification depends upon the business oppor-

3. John L. Phillips, a consultant in the telecom-
munications industry and a certified public ac-
countant formerly employed by Price, Water-
house & Co., who actively assisted with the
management of Total Communications, Inc., ex-
plained the benefits to be derived by the compa-
nies involved in the LBO. Speaking specifically
about the benefits to be derived by Metro, he
testified:

tunities the additional credit makes avail-
able to the borrowing corporation and on
other imponderables in the operation or
expansion of its business.

The bankruptcy court also did not ac-
count for the value created by the LBO
itself. The Banks cite what appears to be
legitimate and reasonable expectation that
the affiliation of these two corporations,
TCS and Metro, would produce a strong
synergy. Through the LBO, Metro estab-
lished a permanent relationship with a pro-
duction company with highly sophisticated
equipment and an experienced and reputa-
ble production and technical staff. The
complementary nature of the two corpora-
tions’ businesses would appear to create a
stronger and more profitable combination.
What was unpredicted, however, was the
Supreme Court’s decision in National Col-
legiate Athletic Assoc. v. Board of Regents
of the University of Oklahoma, 468 U.S.
85, 104 S.Ct. 2948, 82 L.Ed.2d 70 (1984),
which Mellon points to as the reason for
Metro’s dramatic and unforeseen decline.
Mellon alleges that the Court’s holding that
certain NCAA restrictions imposed on the
broadcasting of college football games of
member NCAA institutions violated anti-
trust laws had the unexpected result of
increasing competition and severely de-
creasing revenues from advertising. The
problem universal to all LBOs—transac-
tions characterized by their high debt rela-
tive to equity interest—is that they are less
able to weather temporary financial storms
because debt demands are less flexible
than equity interest.

Thus, the indirect benefits to Metro of
this guaranty were the ability to obtain
substantial credit due to its new association
with the TCS corporate group and the syn-
ergy expected to result from the combina-
tion of these corporations.? The value,

The benefits to Metro again were quite clear.
Metro had a history of having to negotiate for
facilities ... and by having a facility like
Total Communications Systems ... it had a
reputation of being—of having state of the art
quality production equipment and it also had
a reputation of having better than average
production—quality production people. So
this would add to Metrosports in terms of
being able to in some cases upgrade the quali-
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however, of the synergy obtained in the
corporations’ affiliation and the value of
obtaining the credit are difficult to quanti-
fy in dollars without the aid of expert wit-
nesses. Regrettably, no such testimony
was forthcoming in this case.

The value of consideration received must
be compared to the value given by the
debtor to determine whether the debtor
received less than reasonably equivalent
value. The bankruptcy court correctly
found that the contingent nature of the
debt was illusory because TCI had no as-
sets of any kind except the debtor. The
parties do not dispute that TCI was merely
a shell corporation formed for the sole pur-
pose of acquiring Metro. All parties, in-
cluding the lender, assumed that Metro
would be servicing the debt.

However, the court ignored the value of
guarantees made by TCS and MCM. In
valuing the cost of Metro’s guaranty, the
right of contribution from co-guarantors
needs to be balanced against the amount of
debt for which Metro is liable. Carl,
Fraudulent Transfer Attacks on Guaran-
ties in Bankruptcy, 60 Amer.Bank.L.J.
109, 114 (1986) (“If there are multiple guar-
antors of the same obligation, the right of
contribution entitles a paying guarantor to
have its co-guarantors pay it their propor-
tionate share of the principal debt it paid.”)
Thus, the value of the guaranty, 1.85 mil-
lion dollars, must be reduced to the extent
contribution was available at the time of
the loan from Metro’s co-guarantors.

No evidence, however, has been offered
regarding the value of these rights to con-
tribution. We do know that the assets of
the guaranteeing corporations were suffi-
ciently valuable to justify an immediate
additional loan by Mellon to TCS of 2.3
million dollars and letters of credit for an
additional 2.25 million dollars. These loans
enabled Metro, as demonstrated by its bal-

ty of its production work associated with its
programming and in other cases establishing
a consistency of quality because of being able
to use in many respects the same people.
This is very valuable to any syndicator or
someone who owns rights, programming
rights. It's very valuable in terms of being
able to go to advertisers, okay, and to stations

945 FEDERAL REPORTER, 2d SERIES

ance sheet of June 30, 1984, immediately to
achieve a very sharp rise in its broadcast-
ing rights amounting to a grand total of
$26,240,705. Although the ability to obtain
credit is the lifeblood of the commercial
world and governmental operational surviv-
al, and the synergystic strength expected
from the merger here, no doubt had value,
the Committee introduced no evidence to
support its burden of showing that Metro
received less than reasonably equivalent
value in exchange for its guaranty and
security interest. The Committee acted on
the blind assumption that they had no val-
ue and the bankruptcy court agreed.

Insolvency or Undercapitalization

[12] Under section 548, not only must
the Committee prove that the debtor did
not receive reasonably equivalent value,
the Committee must also prove that the
debtor was “insolvent on the date that such
transfer was made or such obligation was
incurred, or became insolvent as a result of
such transfer.” 11 U.S.C. § 548(a)(2}B)i).
The bankruptey court swiftly concluded
that Metro was rendered insolvent by the
LBO, stating that clear logic showed that
“the very transactions themselves caused a
serious case of insolvency.” 95 B.R. at
934.

The bankruptcy code defines insolvency
as a “financial condition such that the sum
of such entity’s debts is greater than all of
such entity’s property, at a fair valuation.”
11 U.S.C. § 101(31)A). This test is fre-
quently described as the “balance sheet
test.” The debtor's assets and liabilities
are tallied at fair valuation to determine
whether the corporation’s debts exceed its
assets. Under section 548, insolvency is to
be measured at the time the debtor trans-
ferred value or incurred an obligation. In
present case, Metro’s solvency must be
measured on April 6, 1984, the date on

and be able to say, I'm going to be able to
deliver you a consistency of quality of produc-
tion. The other aspect of benefit to Metros-
ports, you don't have to be a genius to see, it
received working capital.

Q. Through the loans from Mellon Bank?
A. Right. Which, of course, proved to be
needed.
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which Metro guaranteed the acquisition
loan.

The bankruptcy court reasoned that the
LBO rendered Metro insolvent because it
assumed that the 1.85 million paid to the
former shareholders of Metro reflected the
fair market value of Metro and that Met-
ro’s pledge of its stock and assets in equal
amount necessarily rendered it insolvent.
The court stated:

Debtor’s former shareholders were paid

$1.85 million in exchange for their shares

of stock. If, as is often stated, fair mar-
ket value is the sum a willing buyer will
pay a willing seller in an arm’s-length

transaction, then Debtor’s stock had a

fair valuation of $1.85 million. Debtor

pledged its stock and all of its remaining
unencumbered assets as collateral for
said $1.85 loan guaranty. For all intents
and purposes, Debtor was now liable for
payment of the principal and interest on
the loan, the proceeds of which it did not

receive and the funding for which it did

not have. A clearer case of insolvency

would be difficult to construct.

In re Metro, 95 B.R. at 934. Thus, the
court concluded in one short paragraph
that the transaction rendered Metro insol-
vent. Not only is the bankruptcy court
surprisingly cavalier in fashioning what
amounts to a per se rule that LBO loans
collateralized with the target's assets are
fraudulent, the court’s analysis is flawed
by several fundamental errors.

First, even assuming that Metro’s fair
market value was 1.85 million dollars, the
guaranties of TCS and MCM should have
been counted as reducing Metro’s liability
to something below 1.85 million doliars.
Second, the court erred in stating that Met-
ro “pledged its stock and all of its remain-
ing unencumbered assets.” Metro, of
course, cannot, and did not, pledge its own

4. Goodwill is the difference between the value
of the consideration given and the fair market
value of the Company’s identifiable net assets.
E.R. Brownslee, K. Ferrs, M.C. Haskins, Corpo-
rate Financing Reporting, 144 (1990).

Although the purchaser obtained little value in
tangible assets, TCI secured much more in solid
expectations of the Company’s future potential
after the infusion of needed working capital and
the benefits of the synergism effectuated by the

stock as the corporation’s stock was held
by another entity—TCI. The bankruptey
court thus, in essence, double counted
when it stated that Metro pledged stock as
well as assets. For these reasons, as well
as reasons we discuss below, the bankrupt-
cy court's superficial analysis fails to show
that the guaranty of the acquisition loan
rendered Metro insolvent.

[13] The record is sparse with respect
to the financial condition of Metro at the
time of the two loans on April 6, 1984, of
1.85 million dollars to accomplish the stock
purchase and 2.3 million dollars for work-
ing capital. James Canavan, assistant vice-
president of Mellon, testified that the loans
would not have been made without the
guaranty and surety agreements of TCM
and TCS. Although we do not have a
financial statement of Metro for April 6,
1984, Metro’s corporate income tax return
with accompanying balance sheet for the
period ending April 16, 1984, shows the
total assets of the company and liabilities
without the Mellon loans of April 6, 1984.
The income tax return, prepared on a cash
basis, does not report accounts receivable
or accounts payable and, therefore, is in-
complete. Nonetheless, it does reflect that
the corporation had a net worth of $133,873
at the time and was not insolvent. Thus, it
appears that the purchaser of the capital
stock of Metro paid primarily for goodwill.*
In the absence of any evidence as to the
value of the accounts receivable and the
sum owing on the accounts payable, and no
proof of the value of Metro’s rights to
contribution, one cannot determine on this
record whether the guaranty of the 1.85
million dollar loan and the accompanying
security interest rendered the corporation
insolvent.

permanent combination of three operating com-
panies, MCM, TCS, and Metro. As for Mellon,
apparently it looked for collateralization of its
loans to its security interest in Metro's potential
profits after the synergistic effects of the combi-
nation of the corporations and the infusion of
new working capital and, most importantly, to
the guaranty and surety agreements of MCM
and TCS, not to the security interest in Metro's
limited assets.
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When we examine the balance sheet of
June 30, 1984, prepared on an accrual ba-
sis, after the ingestion of 2.3 million dollars
working capital and the expansion of the
company’s broadcasting rights, we find ac-
counts receivable of $1,828,016 and ac-
counts payable of $762,745. The corpora-
tions’ assets have now shot up to an aggre-
gate $28,370,697 consisting primarily of
broadcasting rights, and its liabilities
amounted to $27,684,167, comprised princi-
pally of obligations under its broadcast
rights and bank loans of $3,500,000. The
net worth of the company shows improve-
ment—now $343,265—despite the liability
of the bank loans and demonstrates that
the Mellon loans did not render Metro insol-
vent, even without considering the value of
the guarantees of TCS and MCM, but im-
proved its financial condition.

We conclude that the Committee failed to
satisfy its burden of proving that Metro
was insolvent on the date of the transfer or
became insolvent as a result of the trans-
fer. As the Committee did not raise the
issue of unreasonably small capital or the
debtor’s intent to incur debts beyond its
ability to pay, we need not discuss these
issues. Thus, we hold that the guaranty
and security interest securing the acquisi-
tion loan did not constitute a fraudulent
conveyance as provided by section 548 of
the bankruptcy code.

IIL

In sum, we conclude that the bankruptcy
court erred in its conclusion that the debt-
or's chief executive office was relocated
prior to October 5, 1984, and thus Mellon’s
refiling of its financing statements in the
debtor’s new location did not constitute a
voidable preference under section 547(b).
We also hold that the Committee failed to
satisfy its burden of proof in showing that
Metro failed to receive reasonably equiva-
lent value when it executed the guaranty
and security interest of the acquisition loan
and that the loan rendered it insolvent un-
der section 548(a)(2). Accordingly, the or-
der of the district court will be reversed
insofar as it affirms the order of the bank-
ruptcy court of February 10, 1989, as
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amended, and the case will be remanded to
the district court with instructions to re-
verse the foregoing order of the bankrupt-
cy court. Costs taxed to the appellees.

O & KEY NUMBER SYSTEM
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UNITED STATES of America
v.
FRIERSON, Jerome, Appellant.
No. 90-3382.

United States Court of Appeals,
Third Circuit.

Argued Nov. 15, 1990.
Decided Oct. 1, 1991.

Defendant was convicted in the United
States District Court for the District of
Delaware, Joseph J. Longobardi, Chief
Judge, of bank robbery by intimidation,
and he appealed. The Court of Appeals,
Stapleton, Circuit Judge, held that: (1) sen-
tencing court must consider all relevant
criminal conduct in determining offense
characteristics, and (2) defendant’s volun-
tary statement denying that he was armed
during robbery could be relied upon by
court to deny defendant two level reduction
for acceptance of responsibility.

Affirmed.

Garth, Circuit Judge, concurred, dis-
sented and filed opinion.

1. Criminal Law &=1313(2)

Specific offense characteristics used to
increase or decrease base offense level
must be proved by preponderance of evi-
dence. US.S.G. § 1B1.1 et seq., 18
U.S.C.A.App.

2. Criminal Law &=1245(1)

In determining whether specific of-
fense characteristic applies, for purpose of
determining base offense level, sentencing
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In re RIVER ENTERTAINMENT
CO., Debtor.

Ardi Limited Partnership, Plaintiff,
V.

The Buncher Company,
Defendant/Third Party
Plaintiff,

V.

River Entertainment Co., Third
Party Defendant.

Bankruptcy No. 07-024515JAD.
Adversary No. 10-2495JAD.

United States Bankruptey Court,
W.D. Pennsylvania.

March 30, 2012.

Background: State court cause of action
for conversion of barge facility in which
former Chapter 11 debtor claimed owner-
ship interest was removed to federal court
for trial as adversary proceeding in re-
opened case, and parties cross-moved for
summary judgment. Debtor and related
partnership entity filed supplemental brief
in which they belatedly questioned court’s
authority to adjudicate conversion claim.
Holdings: The Bankruptcy Court, Jeffery
A. Deller, J., held that:

(1) language in consent order approved by
bankruptey court required debtor to
completely remove barge facility from
location where it was moored and con-
nected by bridges and utility lines to
riverbank land owned by lessor in or-
der to maintain interest therein;

(2) removal of bridges and utility lines,
without more, was not “complete re-
mov[al of] barge facility from its cur-
rent location”;

(3) by failing to timely remove barge facili-
ty from location where it was moored,
debtor lost any interest therein and
could not maintain conversion action

when lessor subsequently demolished
barge facility;

(4) even assuming that conversion action
would lie, it had to be brought within
two years of commencement of demoli-
tion work;

(5) bankruptcy court had authority to fi-
nally adjudicate state law conversion
claim, the crux of which depended on
interpretation of its prior consent or-
der; and

(6) even assuming that court lacked au-
thority to adjudicate conversion claim,
parties impliedly consented thereto.

Debtor’s and affiliated entity’s motion de-
nied; lessor’s cross-motion granted.

1. Conversion and Civil Theft 100

Under Pennsylvania law, “conversion”
is deprivation of another’s right of proper-
ty in, or use or possession of, chattel, or
other interference therewith, without the
owner’s consent and without lawful justifi-
cation.

See publication Words and Phras-
es for other judicial constructions
and definitions.

2. Conversion and Civil Theft ¢=124

Under Pennsylvania law, when party
has no right to possession of property at
time of alleged conversion, cause of action
for conversion will fail as matter of law.

3. Bankruptcy ¢=2164.1

Language in consent order approved
by bankruptey court, which required
Chapter 11 debtor, in order to maintain
ownership interest in barge facility that
was moored in river and attached by
bridges and utility lines to riverbank land
owned by lessor, to give notice, on or
before 60 days from date of order, of its
intent to completely remove barge facility
from its current location, which removal
had to be accomplished within 90 days of
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date of order, did not allow debtor to
maintain interest in barge facility simply
by giving notice of its intent to remove
within 60-day time frame specified in order
if removal was not actually accomplished
within 90-day time frame, something that
was made manifest by additional language
in consent order specifying that, “upon
such removal, [lessor] will relinquish any
claim or interest in the barge facility.”

4. Bankruptcy €=2164.1

In order to “completely remove the
barge facility from its current location,”
within meaning of bankruptcy consent or-
der allowing Chapter 11 debtor to main-
tain ownership interest in barge facility
that included both a restaurant and night
club only by accomplishing such removal,
at its expense, within 90 days of consent
order, it was not enough for debtor simply
to remove bridges and utility lines which
connected facility to riverbank land owned
by lessor, if facility was still moored in its
current location.

See publication Words and Phras-
es for other judicial constructions
and definitions.

5. Bankruptcy ¢=2164.1
Conversion and Civil Theft ¢=124

By failing to timely remove barge fa-
cility from location where it was moored
and connected, by bridges and utility lines,
to riverbank land owned by lessor, Chap-
ter 11 debtor lost all interest therein pur-
suant to terms of bankruptey court’s con-
sent order, such that it no longer had any
right to possession at time of lessor’s de-
molition of facility and could not maintain
cause of action under Ohio law for lessor’s
alleged conversion.

6. Conversion and Civil Theft =153

Conversion actions in Pennsylvania
are subject to two-year statute of limita-
tions. 42 Pa.C.S.A. § 5524(7).

7. Limitation of Actions =43

Under Pennsylvania law, statute of
limitations begins to accrue when the first
significant event necessary to make a
claim suable occurs.

8. Limitation of Actions &=55(5)

Even assuming that lessee still had
rights in barge facility, of kind required
under Pennsylvania law to maintain cause
of action for conversion, at time of its
demolition by lessor of riverbank land to
which it was attached, two-year statute of
limitations upon such a cause of action
began to run as of commencement of de-
molition work, the first significant event
necessary to make lessee’s conversion
claim suable. 42 Pa.C.S.A. § 5524(7).

9. Bankruptcy €=2049, 2056

Bankruptey court had authority to fi-
nally adjudicate state law conversion claim
asserted by former Chapter 11 debtor in
reopened case, where crux of claim de-
pended on whether debtor still had any
interest in barge facility attached to river-
bank land owned by lessor at time of les-
sor’s demolition of facility, a question con-
clusively resolved by interpreting prior
consent order of bankruptey court dealing
with ownership issue; debtor’s conversion
claim was not independent state law cause
of action, but one which “stemmed” from
bankruptey proceeding.

10. Bankruptcy €=2058.1

Given degree of control exercised by
Article IIT judges over bankruptey courts,
structural protections of Article III are not
implicated by bankruptcy statutory
scheme, such that parties may effectively
consent to final adjudication of matters by
non-Article I1T bankruptey courts.

11. Bankruptcy €=2058.1

Consent will apply to permit final ad-
judication by non-Article III bankruptcy
courts of non-core and core matters alike.
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12. Bankruptcy €=2058.1

Consent to adjudication of common
law claims by non-Article IIT bankruptcy
court may be implied from the action, or
inaction, of parties to proceeding.

13. Bankruptcy €=2058.1

Even assuming that bankruptcy court
lacked authority to constitutionally adjudi-
cate state law conversion claim asserted by
former Chapter 11 debtor in reopened
case, despite fact that crux of claim de-
pended on interpretation of bankruptey
court’s consent order dealing with owner-
ship of allegedly converted asset, debtor
and its related entity impliedly consented
to bankruptcy court’s adjudication of claim
by conceding, at hearing on motion to re-
open case, that claim could be tried and
finally adjudicated in bankruptey court,
through statements of their counsel, on
subject of removal of conversion action to
bankruptey court, that he had “no prefer-
ence” where cause of action was tried, and
by continuing, for period of more than
eight months, to litigate matter in bank-
ruptey court.

Robert O. Lampl, Pittsburgh, PA, for
Debtor/Plaintiff/Third Party Defendant.

Robert D. Finkel, Manion McDonough
& Lucas, Pittsburgh, PA, for Defen-
dant/Third Party Plaintiff.

MEMORANDUM OPINION

JEFFERY A. DELLER, Bankruptcy
Judge.

The matters before the Court are duel-
ing motions for summary judgment. One
Motion for Summary Judgment is jointly
filed by the Plaintiff, ARDI Limited Part-
nership (“ARDI”), and the Debtor/Third
Party Defendant, River Entertainment Co.

(“River Entertainment”). Pursuant to
their Motion for Summary Judgment, the
movants seek the entry of an order grant-
ing ARDI’s complaint for conversion of
certain assets. Defendant/Third Party
Plaintiff The Buncher Company (“Bunch-
er”) has also filed a Motion for Summary
Judgment.  Pursuant to its motion,
Buncher seeks dismissal of that complaint
against it. At the center of these motions
is a dispute regarding the enforcement of a
prior consent order entered by this Court,
that will resolve the issue of the ownership
and alleged conversion of a certain barge
facility moored along the Allegheny River
in Pittsburgh, Pennsylvania. For the rea-
sons expressed below, the Motion for
Summary Judgment filed by Buncher
shall be granted and the Motion for Sum-
mary Judgment jointly filed by ARDI and
River Entertainment shall be denied.

L

The Debtor in this case, River Enter-
tainment, operated an entertainment com-
plex commonly known as “The Boardwalk”
which included a nightelub and restaurant
on a barge facility for approximately sev-
enteen years. The Boardwalk was operat-
ed in two buildings which, along with other
“Improvements”, sat atop four separate
barges that were structurally bound to-
gether (the “Barge Facility”). The Barge
Facility was moored in the Allegheny Riv-
er in Pittsburgh, Pennsylvania and was
connected to the land by several bridges
and utility lines. Buncher owned the adja-
cent land that allowed access to the Barge
Facility. Buncher also held various per-
mits issued by the Department of Environ-
mental Protection that allowed for the
mooring of the Barge Facility in the Alle-
gheny River.

Buncher and River Entertainment en-

tered into a Facility Lease Agreement that
provided for the lease of the Barge Facili-
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ty and for the benefits conferred by the
various permits that allowed the Barge
Facility to be moored in the Allegheny
River.! (See Doc. # 35, Buncher’s Motion
for Summary Judgment, Ex. “1”.) ARDI,
along with several other entities, signed a
Joinder to the Facility Lease Agreement.?
(Id.) According to counsel for ARDI and
River Entertainment, there was common
ownership of the two entities. (See Case
No. 07-24515JAD, Doc. # 75, p. 28). For
purposes of convenience, the Debtor/Third
Party Defendant River Entertainment and
Plaintiff ARDI shall be referred to collec-
tively as “ARDI” for the remainder of this
Opinion.

Pursuant to the Facility Lease Agree-
ment, ownership of the Barge Facility
vested in ARDI during the term of the
lease. (See Doc. # 35, Buncher’s Motion
for Summary Judgment, Exhibit “17,
116.2). If an event of default occurred
and was continuing at the end of the lease
term, ownership of the Barge Facility then
would vest in Buncher without further ac-

1. River Entertainment has asserted that it
held the permits that allowed for the Barge
Facility mooring. This is disputed by Bunch-
er and the evidence of record is that such
permits were not in the name of River Enter-
tainment in its own right. Rather, the “Water
Permits” were held by Buncher and were
leased to River Entertainment as part of the
Facility Lease Agreement. (See Doc. # 35,
Motion for Summary Judgment, Affidavit of
Dino DePaulo, 11 3, 4.)

2. Beyond executing a Joinder to the Facility
Lease Agreement, the role of ARDI to this
summary judgment proceeding is unclear.
The Complaint filed in state court by ARDI
asserts that it “owned” the Barge Facility.
There is nothing of record in this proceeding
beyond the bald assertion that would support
that contention. The Disclosure Statement
filed in this bankruptcy case states that River
Entertainment subleased the property to
ARDI who in turn subleased it to yet another
entity. (See Doc. # 44, unnumbered p. 2.)
However, no documentation is of record.

tion. (Id.) If there was no default at the
conclusion of the lease term, title to the
Barge Facility would remain in the name
of ARDI. (Id. at 116.3.) At that point,
ARDI was then, at its sole expense, re-
quired to remove the Barge Facility within
sixty (60) days following the lease expira-
tion. (Id.) If the Barge Facility remained
after that sixty day period, it was deemed
to be abandoned and would become the
property of Buncher. (Id.)

On July 16, 2007, the Debtor filed a
voluntary Chapter 11 case. On April 3,
2008, a hearing was held on its Disclosure
Statement and Plan.? Title to the Barge
Facility and its fate were at issue in the
case. At the April 3, 2008 hearing, ARDI
and Buncher entered into a Consent Order
regarding the Barge Facility.! The Con-
sent Order bore similarities to the Facility
Lease Agreement in terms of a timetable
and manner of disposition of the Barge
Facility. The Consent Order provided in
relevant part at paragraph 3:

The Plan of Reorganization states that ARDI
owns the Barge Facility (see Doc. # 43); how-
ever, Buncher disputes this assertion. (See
Adv. No. 10-2495, Doc. # 5, 1123-24).

3. At the time of the April 3, 2008 hearing, this
case was presided over by the Honorable Ber-
nard Markovitz.

4. ARDI continued its occupation of the prem-
ises after the filing. On November 1, 2007,
Buncher sought relief from stay and sought to
compel the Debtor to vacate and return pos-
session of the leased premises. Relief from
stay was granted to Buncher to pursue an
ejectment action and ARDI was ordered to
vacate the premises within ten days. Recon-
sideration of that order was sought by ARDI.
An evidentiary hearing was set for September
3, 2008 on the question of title to the Barge
Facility and personal property on the leased
premises in connection with the relief from
stay motion. The entry of the Consent Order
eliminated the need for the September 3 hear-
ing.
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If an agreement with a buyer or user, as
referenced in Paragraph 2, is not execut-
ed within sixty (60) days of the date of
this Order, then Debtor and ARDI shall
either: A) on or before the date that is
sixty (60) days after the date of this
Order, give notice to the Buncher Com-
pany that they will, at their sole cost and
expense, fully and completely remove
the Barge facility from its current loca-
tion including payment of all insurance,
security and other costs, which removal
shall be accomplished within the date
that is ninety (90) days from the date of
this Order.* or B) if the notice is not
timely given, the Debtor and ARDI shall
be deemed to have abandoned the Barge
facility to the Buncher Co. and relin-
quished all rights and interest therein
on the date that is sixty (60) from the
date of this order. In either event, the
bankruptey case shall be dismissed pur-
suant to this Order, except that the
Court shall retain jurisdiction for any
enforcement of or dispute under this
Order.

*and upon such removal, the Buncher
Co. will relinquish any claim or interest
in the Barge facility.

(See Doc. # 38, Plaintiff’s Motion for
Summary Judgment, Ex. A.). The Con-
sent Order also provided that this Court
would retain jurisdiction to enforce the
Consent Order or resolve any dispute un-
der the Consent Order. (Id.)

Pursuant to the Consent Order, ARDI
was required to notify Buncher within six-
ty days, or on or before June 3, 2008,
whether or not it had found a buyer for
the Barge Facility. If there was no pro-
posed buyer, ARDI was required to com-
pletely remove the Barge Facility on or
before July 3, 2008. Alternatively, ARDI
could do nothing and relinquish any claim
or interest in the Barge Facility, which
would be effective June 3, 2008.

On May 30, 2008, counsel for ARDI sent
notice to Buncher that there was no pro-
posed buyer for the Barge Facility and
that ARDI intended to proceed with re-
moving it. Specifically, counsel stated that
the Debtor “will, at its sole cost and ex-
pense, fully and completely remove the
barge facility from its current location,
including payment of all insurance, securi-
ty and other costs.” (See Doc. # 38,
Plaintiff’'s Motion for Summary Judg-
ment, Exhibit “B”) (emphasis added).

After notice was provided that the
Barge Facility would be “fully and com-
pletely removed”, ARDI proceeded to re-
move only the bridges and utility lines that
provided land access and utility service to
the Barge Facility. In its complaint filed
in state court and in its Motion for Sum-
mary Judgment, ARDI alleges that it re-
moved the bridges on August 6, 2008.
(See Doc. # 38, 111). However, Buncher
asserts that this is in error and that the
bridge removal occurred on July 6, 2008.
ARDI admitted to the July 6, 2008 date
when it was asserted by Buncher in its
Statement of Undisputed Facts (see Doc.
# 37, Statement of Undisputed Facts, 115;
Doc. # 47, Response To Statement of Un-
disputed Facts, 115). In either event, the
record demonstrates that the bridge re-
moval occurred after the July 3, 2008 dead-
line for full and complete removal.

On July 7, 2008, Buncher sent a letter to
counsel for ARDI stating that ARDI had
failed to comply with the Consent Order
because ARDI had not removed the Barge
Facility. Further, the letter notified
ARDI that any rights ARDI may have
possessed in the Barge Facility were for-
feited due to ARDT’s failure to timely re-
move the Barge Facility. On July 9, 2008,
Buncher again wrote to counsel for ARDI
reiterating its position that it had not com-
plied with the Consent Order and that
ARDI had forfeited any rights in the
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Barge Facility. Buncher further advised
that it would proceed with the dismantling
and removal of the Barge Facility.

A final letter was sent by Buncher to
counsel for ARDI dated July 24, 2008
again advising of Buncher’s position that
ARDI had failed to comply with the Con-
sent Order, thereby entitling Buncher to
dismantle and remove the Barge Facility.
The letter also advised that Buncher would
begin the demolition process on July 28,
2008 and if there was any objection by
ARDI, it should file a motion with the
bankruptey court.

ARDI did not respond to the July 24,
2008 letter. Nor did it file an objection to
the demolition with this Court. Buncher
subsequently proceeded to have the Barge
Facility dismantled and fully removed.
No action was taken by ARDI upon receiv-
ing notice prior to, during or after removal
of the Barge Facility by Buncher.

Subject to a retention of jurisdiction
over any dispute relating to the Consent
Order, the bankruptey case was ultimately
dismissed on June 3, 2008. (See Case No.
07-24515JAD, Doc. # 60, Notice to Credi-
tors and Other Parties in Interest). On
August 2, 2010, approximately two years
later, a complaint was filed by ARDI
against Buncher in the Court of Common
Pleas of Allegheny County alleging conver-
sion of the Barge Facility and seeking
punitive damages. The complaint was re-
moved to this Court by Buncher on Sep-
tember 9, 2010 and the bankruptcy case
was reopened.’ During the course of this
adversary proceeding, a third party com-
plaint was filed against ARDI by Buncher.

The parties have each filed motions for
summary judgment and supporting briefs.
The motions have been orally argued and
the matter is now ripe for adjudication.

5. The count for punitive damages was dis-
missed on December 20, 2010 pursuant to a

11

Motions for summary judgment in ad-
versary proceedings are governed by Fed.
R. Bankr.P. 7056 which makes Fed.
R.Civ.P. 56 applicable in the instant adver-
sary proceeding. The rule provides, in
relevant part, that summary judgment
should be rendered “if movant shows that
there is no genuine dispute as to any mate-
rial fact and the movant is entitled to
judgment as a matter of law.” Fed.
R.Civ.P. 56(a). In considering a motion
for summary judgment, the Court may
rely upon the contents of the pleadings,
the discovery and disclosure materials on
file, and any affidavits. See Fed.R.Civ.P.
56(c). A dispute of material fact is “genu-
ine” if a reasonable jury could return a
verdict for the nonmoving party.
Anderson v. Liberty Lobby, Inc., 477 U.S.
242, 248, 106 S.Ct. 2505, 91 L.Ed.2d 202
(1986). Upon the moving party meeting
its burden, the burden shifts to the non-
moving party who must “do more than
simply show that there is some metaphysi-
cal doubt as to the material facts.” Mat-
sushita Elec. Indus. Co., Ltd. v. Zenith
Radio Corp., 475 U.S. 574, 586, 106 S.Ct.
1348, 89 L.Ed.2d 538 (1986).

While ARDI characterizes the instant
proceeding as the adjudication of its state
law action for conversion, both summary
judgment motions before the Court hinge
entirely on the enforcement of the Consent
Order. Indeed, the parties agree that the
Consent Order dictates their respective
rights and interests in the Barge Facility.

[1,2] In Pennsylvania, conversion “is
the deprivation of another’s right of prop-
erty in, or use or possession of a chattel, or
other interference therewith without the
owners consent and without lawful justifi-

Motion to Dismiss filed by Buncher. (See
Doc. # 16).
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cation.” Prudential Ins. Co. of America v.
Stella, 994 F.Supp. 318, 323 (E.D.Pa.1998)
(citing cases, including Universal Premi-
um v. York Bank & Trust Co., 69 F.3d 695,
704 (3d Cir.1995)). Where a plaintiff has
no right to possession of property at the
time of the alleged conversion, the Plain-
tiff's action for conversion will fail as a
matter of law. See Krajewski v. American
Honda Finance Corp., 557 F.Supp.2d 596,
607-608 (E.D.Pa.2008) (citing Eisenhauer
v. Clock Towers Assocs., 399 Pa.Super.
238, 582 A.2d 33, 36 (1990)). Upon a re-
view of the Consent Order and the con-
fessed acts of the parties, this Court finds
there is no genuine dispute that ARDI
abandoned all ownership rights in the
Barge Facility to Buncher prior to com-
mencing its conversion action. Therefore,
this Court will grant Buncher’s Motion for
Summary Judgment and dismiss the con-
version complaint asserted by ARDI.

111.

The Consent Order required ARDI to
either: 1) “execute an agreement with a
buyer or user” of the Barge Facility on or
before June 3, 2008; or 2) “completely
remove” the Barge Facility on or before
July 3, 2008. If ARDI accomplished nei-
ther of these acts, the Consent Order was
clear that ARDI would be “deemed to have
abandoned” all rights and interest in the
Barge Facility to Buncher effective June 3,
2008.

ARDI urges this Court to read the Con-
sent Order to mean that because ARDI
gave notice prior to June 3, 2008 that it
intended to remove the Barge Facility,
ARDI had not abandoned its interest in
the Barge Facility. ARDI also alleges
that by removing the bridges and utility
lines which connected the Barge Facility to
the land, it rendered the Barge Facility a
“vessel” under “federal law and regula-
tions” and thus the Barge was “completely

remove[d]” as required by the Consent
Order. This Court finds both of ARDI’s
interpretations of the Consent Order to be
without merit.

[31 The Court does not find ARDI’s
reading of the Consent Order, that it could
prevent abandonment by merely notifying
Buncher of its intent to remove the Barge
Facility, to be accurate or persuasive.
ARDT’s interpretation ignores the lan-
guage denoted by the asterisk at what
would otherwise be the conclusion of the
sentence in paragraph (3)(A). This addi-
tional language states that only upon “such
removal”, will Buncher relinquish its claim
or interest in the Barge Facility. “Such
removal” refers back to the earlier part of
the sentence in (3)(A) requiring ARDI to
“fully and completely” remove the Barge
Facility by July 3, 2008. Thus under the
plain language in the Consent Order,
ARDTI’s mere notice of its intent to move
the Barge Facility did not prevent aban-
donment of any interest it had in the
Barge Facility to Buncher.

[41 ARDTI’s suggestion that removal of
the bridges and utility lines constituted
“full and complete removal” of the Barge
Facility is also contrary to the plain lan-
guage of the Consent Order. The lan-
guage of the Consent Order clearly pro-
vides that removal of the Barge Facility
would be nothing less than removing “the
Barge facility from its current loca-
tion....” (Emphasis added). Merely al-
lowing the Barge Facility to remain where
it was moored does not remove it “from its
current location”.

Not only does the language of the Order
itself bely the argument set forth by
ARDI, but ARDI’s own action—and inac-
tion—contradict its argument. At the
hearing held on April 3, 2008, counsel for
ARDI stated “If they’ll [Buncher] let it go,
I think if we had a reasonable period of
time, we’ll take it away, at worst case.”
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(See Doc. # 52, Ex. A, p. 26) (emphasis
added). Further, the agreement between
the parties was set forth on the record by
counsel for Buncher who described that:

Counser: What we've agreed, Your
Honor, is that for a period of sixty days,
the debtor and ARDI will see if they can
identify a buyer or user for this facility
and within that sixty-day period, if we
have produced an agreement on terms
acceptable to the parties, including The
Buncher Company, then we will return
to this court in sixty days for the confir-
mation of the plan.

If we don’t have such an agreement
within sixty days, then, by that sixtieth
day, the debtor and Arty [sic] will have
the option to either give notice to The
Buncher Company that they will re-
move, fully and completely, the barge
facility and will get that done within
ninety days from today—from the date
of this order—

TaE CourT: From today?

CounseL: Right. They’ll have an ex-
tra thirty days to do the removal. Or, if
they don’t give that notice within the
sixty days that they’re going to do that,
then they’re deemed to have abandoned
the barge facility—

TaE CoUrT: On the sixty-first day?

CounseL:  Correct, Your Honor—to
The Buncher Company and then Bunch-
er will accomplish the removal. And in
those circumstances, the bankruptcy
case will be dismissed because there
won’t be any plan for us to come back to
and confirm.

See id., Ex. A, pp. 32-33.

Counsel for ARDI did not object, clarify,
modify or in any way dispute the agree-
ment as stated on the record. For these

6. Because the Court finds that ARDI failed to
comply with the Consent Order, it need not
address Buncher’s assertion that following

reasons, the Court finds ARDI’s alleged
interpretation of the Consent Order to be
without merit.®

[5] Having failed to timely remove the
Barge Facility pursuant to the Consent
Order, ARDI did not have any right to
possession of it. Without a right to pos-
session of the Barge Facility, ARDI is
precluded from successfully asserting an
action for conversion, as there could be no
interference with that right by Buncher.
See Serafini v. Mariani, No. 3: CV-08-
0469, 2010 WL 1342926, *7 (M.D.Pa., Mar.
31, 2010) (“[W]here, as here, a party has
not retained an ownership interest in the
property delivered to another, it may not
maintain an action for conversion of that
property.”)

[6-8] In the alternative, there is no
genuine dispute of material fact that
ARDT’s conversion action is barred by the
statute of limitations. Conversion actions
in Pennsylvania are subject to a two year
statute of limitations as set forth in 42
Pa.C.S.A. § 5524(7). See Shonberger wv.
Oswell, 365 Pa.Super. 481, 530 A.2d 112,
114 (1987) (“Conversion is an action at law
and is, therefore, subject to the two-year
statute of limitations.”) The statute of
limitations begins to accrue when the “ ‘the
first significant event necessary to make
the claim suable’ occurs.” Lake v. Arnold,
232 F.3d 360, 366 (3d Cir.2000) (citations
omitted). There is no genuine dispute that
ARDTI’s complaint was filed on August 2,
2010, which is two years after Buncher
commenced demolition of the Barge Facili-
ty on July 28, 2008.

While ARDI asserts that the two year
period began to run on August 6, 2008,
ARDI has not pointed to anything that
would contravene the July 24, 2008 letter

several defaults by ARDI, Buncher was the
owner of the Barge Facility pursuant to the
Facility Lease Agreement.
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by Buncher stating that demolition was set
to commence on July 28, or the Affidavit of
Dino DePaulo (Assistant Vice President of
Leasing and Property Management for
Buncher), stating that “on July 28, 2008
the demolition work commenced.” (See
Doc. # 35, Affidavit of Dino DePaulo,
114). In an Affidavit filed by Thomas
Jayson (“part owner of both River Enter-
tainment Company and ARDI, LP”), Mr.
Jayson only denies witnessing “any remov-
al efforts on July 28, 2008”, not that re-
moval commenced on that date. Thus, Mr.
Jayson’s denial is insufficient to show a
genuine dispute of material fact. Matsu-
shita Elec., 475 U.S. at 586, 106 S.Ct. 1348
(the non-moving party must do more than
show that there is some metaphysical
doubt as to the material facts).

Accordingly, Buncher’s request for dis-
missal of the conversion complaint must be
granted, and ARDI’s Motion for Sum-
mary Judgment will be denied.

v.

[9] In a supplemental brief, ARDI re-
lies on the recent Supreme Court decision
in Stern v. Marshall, — U.S. —, 131
S.Ct. 2594, 180 L.Ed.2d 475 (2011), in at-
tempting to argue that this Court lacks the
ability to enter a final judgment both on its
claim and Buncher’s counterclaims. This
Court cannot accept ARDI’s assertion for
two reasons. First, Stern does not apply
in the instant matter as resolution of the
current proceeding is entirely dependent
on this Court’s interpretation and enforce-
ment of its own Consent Order, and is not
dependent upon the adjudication of an in-
dependent state-law cause of action. Sec-
ond, even in the event that Stern was
found to apply, both parties have effective-
ly consented to the entry of a final judg-
ment by this Court.

7. This “deference’” arises from Federal Rules

ARDI contends that this Court does not
have authority to hear the competing
claims or enter final judgment because
“the pending actions are state common law
claims, do not stem from the bankruptey
proceeding and will not be resolved by
resolution of the claim filed by Buncher
against the Debtor. . ..” (Doc. # 52, pp. 3—
4). ARDI incorrectly alleges that its com-
mon law claim does not “stem” from the
bankruptey proceeding.

In Stern, the Supreme Court held that
bankruptey courts lack the constitutional
authority to enter a final judgment on a
state law tort counterclaim, when the adju-
dication of that counterclaim would not
“necessarily be resolved in the claims al-
lowance process.” Stern, 131 S.Ct. at
2618. In its analysis, the Supreme Court
explained that the constitutional issue
arose because of the separation of powers
principles implicated in Article IIT of the
United States Constitution, and the nature
of the “core” counterclaim asserted in
Stern.

Under Article III, the “judicial power of
the United States” must vest exclusively
in judges that enjoy lifetime tenure and
protection from salary diminution, known
as Article III judges. U.S. Consrt. Art. III,
§ 1. As bankruptcy judges are Article I
judges, occupying positions created by
Congress, they are forbidden from exercis-
ing this “judicial power”. The Supreme
Court noted that with regard to the coun-
terclaim asserted in Stern, Congress “ex-
ceeded” the limits of Article III, by en-
abling bankruptcy courts to “issue final
judgments” which may only be reviewed
by Article IIT judges under “the usual
limited appellate standards” requiring
“marked deference ... to the bankruptcy
judges’ findings of fact.” ” Stern, 131 S.Ct.
at 2610-11 (citations omitted).

of Bankruptcy Procedure 8013 and 7052
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The Stern opinion also acknowledged
the limited nature of this constitutional
issue in recognizing that Article III only
prevents Congress from “withdraw[ing]
from judicial cognizance any matter which,
from its nature, is the subject of a suit at
the common law, or in equity, or admiral-
ty.” Stern, 131 S.Ct. at 2609 (quoting
Murray’s Lessee v. Hoboken Land & Im-
provement Co., 59 U.S. 272, 18 How. 272,
284, 15 L.Ed. 372 (1856)). Such matters
are commonly known as Article III cases
and controversies. The Supreme Court
then explained that the final adjudication
of matters which could be categorized as
involving “public rights” would not offend
Article III. Id. at 2612 (citations omitted).
In discussing the scope of this “public
rights exception” the Supreme Court stat-
ed that this exception was limited “to cases
in which the claim at issue derives from a
federal regulatory scheme, or in which res-
olution of the claim by an expert govern-
ment agency is deemed essential to a limit-
ed regulatory objective within the agency’s
authority.” Id. at 2613.

Thus, the question decided in Stern was
“a ‘narrow’ one”, as the Supreme Court
held that Congress had only exceeded its
authority in “one isolated respect”, i.e. pro-
viding bankruptcy courts with the ability
to finally adjudicate state law tort counter-
claims to a proof of claim, absent consent
of the parties. Id. at 2620. In fact, the
Supreme Court’s entire public rights anal-

(adopting Fed.R.Civ.P. 52(a)(6)), which re-
quire that the a bankruptcy court’s findings of
fact “shall not be set aside unless clearly
erroneous.” See Fed. R. Bankr.P. 7052,
8013.

8. The Supreme Court in Stern admitted that
its past “discussion of the public rights excep-
tion ... has not been entirely consistent.”
Stern, 131 S.Ct. at 2611.

9. Through the language of the Consent Order
the bankruptcy court specifically retained ju-
risdiction “for any enforcement of or dispute

ysis in Stern occurred from the viewpoint
of whether the specific state law tort coun-
terclaim asserted fell into any of Supreme
Court’s admittedly “varied formulations”
of the public rights exception® Id. at
2614. To interpret the Stern opinion in
any broader sense would “meaningfully
change[ ] the division of labor” between
the bankruptcy courts and the district
courts, contrary to the stated intent of the
Supreme Court. Id. at 2620.

Applying this narrow interpretation,
Stern is plainly inapposite to the matter
before the Court. Despite its origination
as a state law claim for conversion, the
instant matter hinges entirely on this
Court’s ability to interpret and enforce the
terms of its own Consent Order. The
entry of the Consent Order was the in-
tended resolution of several issues in the
bankruptey which had the Barge Facility
and its disposition at their root. This
Court has already concluded that because
ARDI did not remove the Barge Facility
and, thus, did not have a “right to immedi-
ate possession” of the Barge Facility,
ARDI is incapable of successfully assert-
ing a claim for conversion as a matter of
law. The filing of the defective action in
state court does not serve to sever ARDI
from its obligations and agreements it en-
tered into under the Consent Order, nor
does it divest this Court of its ability to
interpret the terms of its own Order.’ In

under this Order.” (See Case No. 07—
24515JAD, Doc. # 56, Order of Court). The
conversion action clearly implicated a dispute
under the Order, thereby resting jurisdiction
with the bankruptcy court. In the notice of
dismissal sent to creditors, jurisdiction was
specifically retained for enforcement of, or a
dispute regarding, the Consent Order. (See
Case No. 07-24515JAD, Doc. # 60, Notice to
Creditors and Parties in Interest ). Bankruptcy
courts have jurisdiction to enforce their own
prior orders. See Travelers Indem. Co. v. Bai-
ley, 557 U.S. 137, 129 S.Ct. 2195, 2205, 174
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fact, the Consent Order itself operates as
res judicata with respect to any claims that
ARDI may have to the Barge Facility.
See Katchen v. Landy, 382 U.S. 323, 334—
35, 86 S.Ct. 467, 15 L.Ed.2d 391 (1966).

It is clear that the Consent Order could
and, in fact, did “arise in” the bankruptcy
proceeding. Therefore, this Court finds
that because the crux of actual dispute is
the interpretation of the Consent Order,
this matter is a core proceeding pursuant
to 28 U.S.C. § 157(b)(2)(A) and (0). See
Factory Mut. Ins. Co. v. Panda Energy
Int’l, Inc. (In re Hereford Biofuels, L.P),
2012 Bankr.LEXIS 22, *3-4 (Bankr.
N.D.Tex.2012) (holding that the court
could finally adjudicate an adversary pro-
ceeding where the interpretation of its
previously entered sale order was at the
“crux” of the dispute between the two non-
debtor parties to the adversary). As such,
the narrow holding in Stern simply does
not apply to this Court’s ability to finally
adjudicate the matter before it. See
Moore v. Paladini (In re CD Liquidation
Co., LLC), 462 B.R. 124, at 135-36 (Bankr.
D.Del.2011) (finding that Stern did not ap-
ply to bar the bankruptey court from en-
forcing the terms of its own confirmation
order which enjoined a plaintiff from filing
a derivative suit in district court).

V.

Even if the holding in Stern did apply to
the instant matter, this Court finds that
both parties have consented to entry of
final judgment by the bankruptcy court.
This Court further concludes that such

L.Ed.2d 99 (2009). Cf. In re Washington
Mut., Inc., 461 B.R. 200, 214-15 (the right of
bankruptcy courts to exercise jurisdiction
over settlements is supported by historical
practice).

10. The Supreme Court in Stern recognized
these two protections as well. See Stern, 131
S.Ct. at 2609 (“‘Separation-of-powers princi-
ples are intended, in part, to protect each

consent is sufficient to allow this Court to
hear and finally determine the instant mat-
ter, regardless of whether it is statutorily
defined as “core” or “non-core”.

To determine whether, and to what ex-
tent, consent to bankruptcy court adjudica-
tion remains viable following the Stern
decision, courts must answer three ques-
tions: A) are parties capable of waiving
their right to adjudication of an Article I1I
case or controversy by an Article III tribu-
nal? B) is the matter of a type that may
be adjudicated based on consent? and C)
can consent can be implied from the acts
or inaction of the parties in question?

A.

In determining whether parties are ca-
pable of consenting to final adjudication of
a case or controversy by a non-Article III
tribunal, courts must consider both the
personal and structural protections of Arti-
cle II1.Y See Pacemaker Diagnostic Clinic
of America, Inc. v. Instromedix, Inc., 725
F.2d 537, 541 (9th Cir.1984) (citing Chadha
v. INS, 634 F.2d 408, 422, 431 (9th Cir.
1980), aff’d, 462 U.S. 919, 103 S.Ct. 2764,
77 L.Ed.2d 317 (1983)).

The Supreme Court has consistently up-
held a litigant’s ability to waive its “per-
sonal” right to have its matter heard by an
Article TIT judge. See Peretz v. United
States, 501 U.S. 923, 936, 111 S.Ct. 2661,
115 L.Ed.2d 808 (1991) (“[Llitigants may
waive their personal right to have an Arti-
cle IIT judge preside over a civil trial.”)
(citing Commodity Futures Trading

branch of government from incursion by the
others. Yet the dynamic between and among
the branches is not the only object of the
Constitution’s concern. The structural princi-
ples secured by the separation of powers pro-
tect the individual as well.””) (quoting Bond v.
United States, — U.S. ——, 131 S.Ct. 2355,
2364, 180 L.Ed.2d 269 (2011)).
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Comm’n v. Schor, 478 U.S. 833, 848, 106
S.Ct. 3245, 92 L.Ed.2d 675 (1986)).

However, the Supreme Court has simul-
taneously concluded that the separation of
powers principles implicated in the “struc-
tural” protections of Article III, are be-
yond the ability of individual parties to
waive. See e.g, Commodity Futures
Trading Comm’n v. Schor, 478 U.S. 833,
850, 106 S.Ct. 3245, 92 L.Ed.2d 675 (1986)
(finding that parties cannot cure the con-
stitutional defect in permitted non-Article
IIT tribunals to exercise the “judicial pow-
er of the United States” through consent,
the same as they cannot consent to extend
the subject-matter jurisdiction of the
courts); Peretz, 501 U.S. at 937-39, 111
S.Ct. 2661.

[10] Despite this conclusion, the Su-
preme Court has repeatedly upheld final
adjudication by non-Article III tribunals
when it has concluded that the structural
protections of Article III are not implicat-
ed. See Peretz, 501 U.S. at 937-39, 111
S.Ct. 2661; Schor, 478 U.S. at 851-52, 106
S.Ct. 3245. Whether the structural pro-
tections of Article are “implicated”, de-
pends primarily on the degree of control
exercised by Article III judges over of the
non-Article IIT tribunal in question. See
e.g., Peretz, 501 U.S. at 937-39, 111 S.Ct.
2661; United States v. Raddatz, 447 U.S.
667, 685-86, 100 S.Ct. 2406, 65 L.Ed.2d 424
(1980) (Blackmun, J., concurring). This
Court finds that based on the degree of
control exercised by Article III judges
over bankruptey courts, the structural pro-
tections of Article III are not implicated in
the bankruptey statutory scheme and,
therefore, parties may effectively consent
to final adjudication of matters by non-
Article IIT bankruptey courts.

In Peretz v. United States, the Supreme
Court held that there was no constitutional
defect when, following the consent of the
parties, a district court judge delegates the

duty of conducting voir dire in a felony
proceeding to a magistrate judge, because
no structural protections were implicated.
Peretz v. United States, 501 U.S. 923, 111
S.Ct. 2661, 115 L.Ed.2d 808 (1991). In so
concluding, the Court recognized that un-
der the Magistrate’s Act, Article III
judges maintained a substantial amount of
control over both the magistrate judges
and the matters delegated to them. Id. at
937-38, 111 S.Ct. 2661. Specifically, the
Court noted that district court judges were
responsible for appointing magistrate
judges, removing them from office, and
maintaining plenary authority over what
matters were delegated to the magistrate
judges once they were appointed. Id. at
937-39, 111 S.Ct. 2661. Citing United
States v. Raddatz, 447 U.S. 667, 100 S.Ct.
2406, 65 L.Ed.2d 424 (1980), the Supreme
Court held that because the entire process
of magistrate adjudication “takes place un-
der the district court’s total control and
jurisdiction,” there was no danger that the
structural protections of Article III would
be violated. Id. at 937, 100 S.Ct. 2406.

Similar to the Magistrates Act, the cur-
rent statutory scheme in bankruptcy pro-
vides Article III judges with substantial
“control” over the bankruptey courts. For
example, bankruptey judges are appointed
and subject to removal by Article III
judges. See 28 U.S.C. § 152(a), (e). Arti-
cle III judges also have the ability to
withdraw the reference of cases to the
bankruptey courts upon a motion of any
party-in-interest, or sua sponte for “cause
shown”. See 28 U.S.C. § 157(d). Certain-
ly “cause shown” would include the fact
that the civil litigation at issue is an Article
IIT case or controversy. Perhaps most
importantly, motions to withdraw the ref-
erence must be heard by Article III dis-
trict court judges, ensuring all parties ac-
cess to an Article III forum. See Fed R.
Bankr.P. 5011(a). Consequently it is an
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Article IIT judge that has plenary authori-
ty over the matter if he or she chooses to
exercise such authority.

There is, however, one distinction be-
tween the statutory scheme for magis-
trates under 28 U.S.C. § 636(b)(3) as de-
scribed in  Peretz, and the statutory
scheme in bankruptcy with regard to core
matters. While section 636(b)(3) of the
Judiciary Code does not contain an ex-
press provision for de novo review by an
Article III court, the Supreme Court found
that “nothing in the statute precludes a
district court” from reviewing the magis-
trate’s judges determinations de novo, if
such review was requested. See Peretz,
501 U.S. at 939, 111 S.Ct. 2661. The juris-
dictional scheme in bankruptcy, however,
does allow for Article III judges to engage
in ordinary appellate review of the findings
of fact entered by the bankruptcy courts
with regard to core matters. See Fed. R.
Bankr.P. 7052 and 8013.* But, for Article
IIT cases and controversies heard in the
bankruptey courts, post-Stern, that appel-
late review is de novo as a matter of
Constitutional law when litigants do not
consent to entry of a final judgment by the
bankruptey court. Where consent is pres-
ent, the Supreme Court has recognized the
ability of Article I judges to finally adjudi-
cate civil matters absent de novo review by
any Article ITT court.” See Roell v. With-
row, 538 U.S. 580, 590-91, 123 S.Ct. 1696,
155 L.Ed.2d 775 (2003). As the majority
in Roell wrote:

14. Federal Rule of Civil Procedure 52(a)(6)
(adopted by Fed. R. Bankr.P. 7052) states
“Findings of fact, whether based on oral or
other evidence, must not be set aside unless
clearly erroneous, and the reviewing court
must give due regard to the trial court’s op-
portunity to judge the witnesses’ credibility.”
Fed.R.Civ.P. 52(a)(6).

15. Additionally, the Supreme Court has held
that such a requirement does not, in and of
itself, run afoul of the Article III requirement.
See Crowell v. Benson, 285 U.S. 22, 51, 52

We think the better rule is to accept
implied consent where, as here, the liti-
gant or counsel was made aware of the
need for consent and the right to refuse
it, and still voluntarily appeared to try
the case before the Magistrate Judge.
Inferring consent in these circumstances
thus checks the risk of gamesmanship
by depriving parties of the luxury of
waiting for the outcome before denying
the magistrate judge’s authority. Judi-
cial efficiency is served; the Article III
right is substantially honored.

Id. at 590, 123 S.Ct. 1696.
Stern abrogates this precept.

Nothing in

Where the parties have consented, the
scope of review provisions contained in the
Bankruptcy Code and Magistrate’s Act are
identical. Under section 636(c)(1) of Title
28, full-time magistrate judges may hear
and enter judgment on any civil proceed-
ing “[u]pon the consent of the parties....”
Id. Similarly, pursuant to 28 TU.S.C.
§ 157(e)(2), bankruptcy courts may hear
and determine any non-core matter “with
the consent of all the parties to the pro-
ceeding....” Id. The constitutionality of
the Magistrate’s Act which permits parties
to consent to final adjudication of civil
matters by non-Article III magistrate
judges has been consistently upheld. See
In re Olde Prairie Block Owner, LLC, 457
B.R. 692, 701 (Bankr.N.D.I11.2011) (citing
cases from the United States Courts of
Appeals for the First,'® Second,!” Third,'®

S.Ct. 285, 76 L.Ed. 598 (1932) (“[T]here is no
requirement that, in order to maintain the
essential attributes of the judicial power, all
determinations of fact in constitutional courts
shall be made by judges.”).

16. Goldstein v. Kelleher, 728 F.2d 32, 34-35
(1st Cir.1984).

17. Collins v. Foreman, 729 F.2d 108, 109 (2d
Cir.1984).
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Fourth,” TFifth,?® Sixth,” Seventh,?
Eighth,”® Ninth # and D.C.» Circuits); In
re Safety Harbor Resort and Spa, 456 B.R.
703, 718 (Bankr.M.D.F1a.2011) (“Although
no court has addressed the constitutionali-
ty of [28 U.S.C. § 157(c)(2) ], ten circuit
courts of appeal have upheld the constitu-
tionality of the Federal Magistrate Stat-
ute....”).

As the structural protections of Article
IIT appear not to be implicated or eroded
in the bankruptcy scheme when the parties
consent, this Court can easily conclude
that a party’s waiver of the personal pro-
tections of Article IIT is sufficient to allow
bankruptey courts to finally adjudicate Ar-
ticle III cases and controversies. To find
otherwise would be to completely ignore
recent Supreme Court precedent in cases
upholding the constitutionality of the Mag-
istrate’s Act. See Menotte v. United States
(In re Custom Contractors, LLC), 462
B.R. 901, 910 (Bankr.S.D.Fla.2011) (quot-
g Olde Praivie Block Owner, LLC, 457
B.R. 692, 701 (Bankr.N.D.I11.2011)). Such
a finding would also ignore the portion of
the Stern opinion wherein the Supreme
Court reaffirmed the viability of the con-
sent provisions with regard to non-core

18. Wharton-Thomas v. United States, 721
F.2d 922, 924-930 (3d Cir.1983).

19. Gairola v. Va. Dep’t of Gen. Servs., 753
F.2d 1281, 1284-85 (4th Cir.1985).

20. Puryearv. Ede’s, Ltd., 731 F.2d 1153, 1154
(5th Cir.1984).

21. KM.C. Co., Inc. v. Irving Trust Co., 757
F.2d 752, 755 (6th Cir.1985).

22. Geras v. Lafayette Display Fixtures, Inc.,
742 F.2d 1037, 1038 (7th Cir.1984).

23. Lehman Bros. Kuhn Loeb, Inc. v. Clark Oil
& Ref. Corp., 739 F.2d 1313, 1314 (8th Cir.
1984) (en banc).

24. Pacemaker Diagnostic Clinic of America,
Inc. v. Instromedix, Inc., 725 F.2d 537, 540
(9th Cir.1984) (en banc).

matters under 28 U.S.C. § 157(c)(2).
Stern, 131 S.Ct. at 2607-08.2 Thus, con-
sent of the parties does permit non-Article
IIT bankruptey courts to finally adjudicate
Article IIT cases and controversies.

B.

[11] With regard to the second ques-
tion, this Court finds that consent will
apply to permit final adjudication by non-
Article III bankruptey courts of non-core
and core matters alike.

There is no dispute that bankruptcy
courts may finally adjudicate non-core
matters upon the consent of all parties to
the proceeding. This ability is codified at
28 U.S.C. § 157(c)(2), and was recognized
by the Supreme Court in Stern. See
Stern, 131 S.Ct. at 2607-08.

Following a need created by Stern, it
also appears that an extension of the con-
sent provision contained in 28 U.S.C.
§ 157(c)(2) to core matters is both logical
and appropriate. See Bayonne Medical
Center v. Bayonne/Ommni Dev., LLC (In re
Bayonne Medical Center), Bankr.No. 07—
15195, Adv. No. 09-1689, 2011 WL

25. Fields v. Wash. Metro. Area Transit Auth.,
743 F.2d 890, 893, 240 U.S.App. D.C. 46
(D.C.Cir.1984).

26. At least one court has found support for
this proposition based on the Supreme
Court’s endorsement of the entry of final deci-
sions by non-Article III arbitrators, where the
parties have contractually agreed to binding
arbitration of their case or controversy. See
Oxford Expositions, LLC v. Questex Media
Group, LLC (In re Oxford Expositions, LLC),
Case No. 10-16218-DWH, Adv. No. 11-
01095-DWH, 2011 WL 4054872, *8 (Bankr.
N.D.Miss. Sept. 12, 2011) (citing generally
AT&T Mobility, LLC v. Concepcion, — U.S.
——, 131 S.Ct. 1740, 179 L.Ed.2d 742
(2011)).

302



822 467 BANKRUPTCY REPORTER

5900960, *7 (Bankr.D.N.J. Nov. 1, 2011)
(unpublished decision) (holding that by ex-
pressly consenting to final adjudication by
the bankruptcy court as to all non-core
matters, the liquidating trustee had also
consented to final adjudication of statutori-
ly designated “core” matters).

Prior to Stern bankruptey courts main-
tained the ability to finally adjudicate all
core matters regardless of consent.
Therefore, because there was no reason
for a “consent” provision to exist, the lack
of such a provision is without consequence.
Additionally, all of the structural protec-
tions present in the bankruptey jurisdic-
tional scheme with regard to non-core
matters are present with regard to core
matters as well. For example, Article ITI
judges maintain the same control over
bankruptey judges regardless of whether
the bankruptey judge is hearing a core or
non-core matter, and parties retain the
right to seek withdrawal of the reference
regardless of whether the opposing party
has defined the matter as core or non-core
in its pleadings. See 28 U.S.C. §§ 152(a)-
(c), 157(a). In addition, it seems only logi-
cal that a statutory scheme which provides
bankruptey courts with the ability to final-
ly adjudicate matters “related to” a bank-

27. Some courts have found that the Stern
holding creates a nominal third category of
matters consisting of Article III cases and
controversies, which are statutorily defined as
core but that must be subject to de novo
review by an Article III judge. Following
Stern, several courts have held that this “‘third
category”’ of matters must treated as non-
core. See e.g., Reed v. Linehan (In re Soporex,
Inc.), 463 B.R. 344, 364-65 (Bankr.N.D.Tex.
2011) (finding that nothing prevents bank-
ruptcy courts from issuing proposed findings
of fact and conclusions of law with regard to
core proceedings, which, following Stern,
may no longer be finally adjudicated by a
bankruptcy judge); Field v. Lindell (In re The
Mortgage Store, Inc.), 464 B.R. 421, 427-28
(D.Haw.2011) (finding that if a bankruptcy
court is not permitted to enter a final judg-
ment on certain core proceedings, it should

ruptey case via consent should apply to
matters that purportedly “arise in” or
“arise under” the same. As a result, this
Court concludes that consent applies to
provide bankruptey courts with the ability
to finally adjudicate both statutorily de-
fined core and non-core matters brought
before them.?

C.

[12] Finally, this Court finds that con-
sent can be implied from the action (or
inaction) of the parties to a proceeding.

Stern clearly stands for the proposition
that consent can be implied through the
statements of a party and by a party’s
delay in contesting the ability of a non-
Article IIT tribunal to adjudicate the ac-
tion. See Stern, 131 S.Ct. at 2607-08.
Indeed, the Supreme Court determined
that through his actions, statements ac-
quiescing to adjudication by the bankrupt-
cy court, and failure to object to bankrupt-
cy court adjudication, the claimant in Stern
had implicitly consented to the bankruptcy
court hearing and determining his non-
core defamation claim, and waived any ar-
guments to the contrary. See id. More-
over, the Supreme Court concluded that

enter findings and recommendations as under
28 U.S.C. § 157(c)(1)); Paloian v. Am. Ex-
press Co. (In rve Canopy Fin., Inc.), 464 B.R.
770, 775 (N.D.I1.2011) (finding that the Su-
preme Court indicated in the Stern decision
that matters which have been removed from
“core” jurisdiction should relegated to the
category of “related to” matters); In re Olde
Prairie Block Owner, LLC, 457 B.R. 692, 700
(Bankr.N.D.I11.2011) (finding that counter-
claims like those adjudicated in Stern must be
treated as non-core proceedings). These
courts have, therefore, logically concluded
that once treated as non-core, this third cate-
gory is subject to the consent provision of 28
U.S.C. § 157(c)(2). Seeid. This Court agrees
and, thus, finds that to the extent such a
“third category” of matters exists, consent of
the parties will suffice to permit final adjudi-
cation by bankruptcy courts.
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through the claimant’s statements that he
was “more than pleased” and “happy to
litigate” his defamation claim in the bank-
ruptey court, the claimant in Stern had
impliedly consented to final adjudication
by the bankruptey court. Id.

Stern was not the first time in recent
years that the Supreme Court has recog-
nized implied consent to final adjudication
by a non-Article III tribunal. In Roell v.
Withrow, 538 U.S. 580, 123 S.Ct. 1696, 155
L.Ed.2d 775 (2003), the Supreme Court
held that consent to the entry of a final
judgment by a non-Article III magistrate
judge can be inferred from a party’s con-
duct during litigation. Roell, 538 U.S. at
591, 123 S.Ct. 1696. The majority in Roell
reasoned that by continuing to appear be-
fore a full-time magistrate judge after be-
ing advised of their right to have the mat-
ter adjudicated by a district court judge,
two members of a prison medical staff had
“clearly implied their consent” to final ad-
judication of the matter by the magistrate
judge in question. Id. at 586, 123 S.Ct.
1696.

In both Stern and Roell, the Supreme
Court also recognized the inherent danger
in allowing a party that had consistently
appeared before a tribunal without protest
to suddenly change its position, and assert
that the tribunal in question no longer
maintains the ability to finally adjudicate
the matter before it. In Roell, the Su-
preme Court concluded that inferring con-
sent was appropriate under the circum-
stances because it “checks the risk of
gamesmanship by depriving parties of the
luxury of waiting for the outcome before
denying the magistrate judge’s authority.”
Roell, 538 U.S. at 590, 123 S.Ct. 1696. In
Stern the Supreme Court went further and
actually criticized the claimant’s attempt to
“sandbag” the bankruptcy court by belat-
edly raising the objection after he had
spent over two years litigating his claim in

the bankruptey court without complaint.
Stern, 131 S.Ct. at 2608. The Supreme
Court went on to say that if the claimant
believed that the bankruptey court did not
maintain the constitutional authority to fi-
nally adjudicate his defamation claim “he
should have said so- and said so promptly.”
Id. at 2608.

Since the Stern decision, several other
courts have persuasively concluded that a
party may impliedly consent to final adju-
dication of certain matters by a non-Article
IIT bankruptey court. See e.g., Custom
Contractors, 462 B.R. at 909 (concluding
that by litigating for more than an year
without filing a motion to withdraw the
reference, the IRS impliedly consented to
final adjudication of a trustee’s complaint
to recover allegedly fraudulent transfers);
Hawaii Nat’l Bancshares, Inc. v. Sunra
Coffee LLC (In re Sunra Coffee LLC),
Bankr.No. 09-01909, Adv. No. 10-90009,
2011 WL 4963155, *5-6 (Bankr.D.Haw.
Oct. 18, 2011) (concluding that a guarantor
had impliedly consented to final adjudica-
tion of a complaint in foreclosure by the
bankruptey court when he failed to re-
spond to either the notice of removal or
motion for deficiency judgment filed in the
case) (citations omitted). This Court
agrees.

Thus, following clear precedent estab-
lished by the Supreme Court, this Court
must recognize implied consent as a viable
means of consenting to final adjudication
of Article III cases and controversies by a
non-Article ITT bankruptey court.

D.

[13] Applying the facts of the instant
case to the consent analysis above, it is
clear that both parties consented to adjudi-
cation of this action before this Court.

Initially, Buncher removed the pending
case to this Court and has never chal-
lenged the ability of this Court to adjudi-
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cate the matters before it. (See Adv. No.
10-2495-JAD, Doc. # 1).28

With regard to ARDI, consent is clear
from statements made on the record as
well as its inaction as the case proceeded
in this forum. At the hearing on the Mo-
tion to Reopen Bankruptcy Case to En-
force Bankruptcy Court Order, Counsel for
ARDI conceded that the action in question
could be tried and finally adjudicated by
the bankruptey court. Once the Honor-
able M. Bruce MecCullough # offered his
opinion from the bench that the question
of whether or not the Barge Facility had
been removed was a matter of interpreting
the bankruptey court’s prior order, Coun-
sel for ARDI stated that he “had no pref-
erence on courts.” (See Audio Recording
of Hearing Held in Courtroom B, Septem-
ber 7, 2010 (3:35-3:36 PM)). At no point
subsequent to this hearing did ARDI move
to have the matter remanded to state
court or seek to withdraw the reference.

In addition, ARDI twice consented in
writing to have this Court finally adjudi-
cate the non-core matters between ARDI
and Buncher?® The first written consent

28. Buncher has also consented through the
Joint Discovery Plan and Statement of Esti-
mated Time of Trial Dated February 1, 2011
and the later filed Joint Discovery Plan and
Statement of Estimated Time of Trial. (See
Adv. No. 10-2495-JAD, Doc. # 25, 112 and
Doc. # 41).

29. On August 30, 2010, the involvement of the
Honorable Bernard Markovitz was terminat-
ed and the Debtor’s main bankruptcy case
was transferred to the Honorable M. Bruce
McCullough. (See Case No. 07-24515-JAD,
Doc. # 66). Following the passing of Judge
McCullough, the instant bankruptcy proceed-
ing was assigned to this Court pursuant to
General Order 2010-09.

30. Counsel for ARDI did request a jury trial
in the original Complaint filed in state court
(See Adv. No. 10-2495, Doc. # 1, Exhibit
“C”). Counsel also raised his jury trial re-
quest at the hearing to reopen the bankruptcy

was contained in the Joint Discovery Plan
and Statement of Estimated Time of Trial
Dated February 1, 2011, wherein the par-
ties agreed that “[i]f the matter upon
which the above-captioned adversary pro-
ceeding is a non-core matter ... the par-
ties do consent to the entry Final Order
...” by the bankruptcy court. (See Doc.
# 25, 112) (emphasis in original). ARDI
later re-affirmed its consent in a Joint
Discovery Plan and Statement of E'stimat-
ed Time of Trial with regard to the third
party complaint filed by Buncher against
ARDI stating specifically that the parties
“resubmit, reaffirm and adopt the Joint
Discovery Plan and Statement of Estimat-
ed Time of Trial previously submit-
ted....” (See Doc. # 41).

This Court finds that through its plead-
ings, statements of counsel, and by con-
tinuing to litigate this matter over a period
of eight months without moving to remand
the action to state court or seeking to
withdraw the reference, ARDI has con-
sented to final adjudication of all core and
non-core matters by this Court.®® Once

case held September 7, 2010. (See Audio
Recording of Hearing Held in Courtroom B,
September 7, 2010) (3:35-3:36 PM) (“I guess
the jury part will be in front of the district
court.”’). However, as part of the Joint Dis-
covery Plan and Statement of Estimated Time
of Trial Dated February 1, 2011, Counsel gave
his express consent to have any jury trial
requested conducted by this Court. (See Doc.
# 25, 111). Therefore, Counsel’s jury trial
demand does not alter this Court’s Article III
analysis in the present action.

31. As this court has previously concluded that
both express and implied consent of the par-
ties suffice to permit final adjudication by a
non-Article III bankruptcy court, there is no
need to split hairs by determining whether a
party’s consent to final adjudication of non-
core matters by the bankruptcy court consti-
tutes express or implied consent as to the
final adjudication of statutorily defined core
matters.
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ARDI provided its consent, it could not be
withdrawn without a showing of good
cause. See Bayonne Medical Center, 2011
WL 5900960, at *6; Olde Prairie Block
Owner, 457 B.R. at 702 (citing Carter v.
Sea Land Servs., Inc., 816 F.2d 1018, 1021
(5th Cir.1987)). No such good cause has
been shown or articulated.

VI

For the reasons expressed above, the
Court finds that there are no genuine dis-
putes of material fact and, as a matter of
law, ARDI is not entitled to a judgment on
its cause of action for conversion by virtue
of the enforcement of the Court’s Consent
Order dated April 3, 2008. Because the
Consent Order precludes the claim for
conversion, the motion for summary judg-
ment seeking dismissal of the complaint
filed by Buncher shall be granted. An
Order consistent with this Memorandum
Opinion shall be entered.

O ¢ KEY NUMBER SYSTEM

—“Hnm=

In re Lamont L. GILLIAM, Sr., Debtor.

Paul T. Bair, Plaintiff,
v.
Lamont L. Gilliam, Sr., Defendant.

Bankruptcy No. 10-27336-CMB.
Adversary No. 11-02221-CMB.

United States Bankruptcy Court,
W.D. Pennsylvania.

April 2, 2012.
Background: Pro se judgment creditor
filed adversary complaint against Chapter
7 debtor, seeking determination that pre-
petition judgment debt for rent due under

the parties’ residential lease was nondis-
chargeable.

Holdings: The Bankruptcy Court, Carlota
M. Bohm, J., held that:

(1) the judgment debt did not fall within
the discharge exception for debts ob-
tained by false pretenses, a false repre-
sentation, or actual fraud, and

(2) the judgment debt did not fall within
the discharge exception for debts for
willful and malicious injury.

Complaint denied.

1. Bankruptcy =3403(1), 3405(13)

Creditor seeking to establish an ex-
ception to discharge bears the burden of
proof by a preponderance of the evidence.
11 U.S.C.A. § 523.

2. Bankruptcy &=3372.4, 3372.36
Prepetition judgment debt for rent
owed by Chapter 7 debtor under a residen-
tial lease did not fall within the discharge
exception for debts obtained by false pre-
tenses, a false representation, or actual
fraud; judgment creditor did not allege any
fraudulent conduct or representations by
debtor with respect to obtaining the resi-
dential lease and the creation of the debt
but, rather, accused debtor of falsely rep-
resenting his income after-the-fact in his
bankruptey case, and to the extent that
judgment creditor asserted that debtor
misrepresented income in his earlier bank-
ruptey case, judgment creditor introduced
no evidence of his reliance on that informa-
tion in connection with the creation of the
subject debt. 11 U.S.C.A. § 523(a)(2).

3. Bankruptcy €=3372.10

Fraud or false representation of a
debtor is not actionable under the dis-
charge exception for debts obtained by
false pretenses, a false representation, or
actual fraud unless the subject of the debt
that is sought to be declared nondischarge-
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tary Chapter 13 plan operating to the

detriment of the debtor’s children.
In re Hammonds, 729 F.2d at 1394-95.
Further safeguards are provided in the
AFDC statute. If DPW is displeased with
the parent’s use of the AFDC benefits, the
AFDC statutes provides certain remedies,
including counseling the parent, providing
a guardian for the children, or imposing a
criminal or civil penalty. 42 U.S.C. § 605.

Finally, the Court notes that the success
of a Chapter 13 plan often times depends
on an income attachment order. In re
Sampson, 95 B.R. at 68 (80 percent success
of plan if there is an order for payment, 20
percent when there is not); In re Barron,
85 B.R. at 607 n, 14; Transcript at 21, 80—
81 (Defeo prefers to pay her debts through
wage order attachment because “I have a
lot of problems in—too much for my head
and I want them to just do that so I won't
forget it.”").

The bankruptey court’s order that DPW
must comply with the income attachment
orders will be affirmed.

w
O gKEV NUMBER SYSTEM
T

In re I.D. CRAIG SERVICE
CORPORATION,
Debtor,

Objection of Pittsburgh Steelers
Sports, Inc. to Sale,

Bankruptcy No. 89-00640-JKF.
Motion Neo. 90-6028M.

United States Bankruptey Court,
W.D. Pennsylvania.

March 31, 1992,

Owner of professional football club ob-
jected to Chapter 7 trustee’s motion to sell
renewal rights for season tickets for home
games. The Bankruptey Court, Judith K.
Fitzgerald, J., held that: (1) club had ecre-
ated in season ticket holders an expectaney

interest in renewal rights; (2) renewal
rights constituted estate property that
trustee could sell; (3) sale of renewal
rights was not subject to Pennsylvania’s
antiscalping law; and (4) renewal rights did
not constitute executory contract that had
to be assumed by trustee within 60 days of
conversion from Chapter 11 to Chapter 7.

So ordered.

1. Bankruptcy €=2532
All interests of debtor are estate prop-

erty, regardless of their nature. Bankr.
Code, 11 US.C.A. § 541,

2. Theaters and Shows ¢&=4

Fact that each season ticket for profes-
sional football games was revocable license
did not mean that owner of football club
could deny Chapter 7 trustee’s request to
transfer his season ticket holder status or
refuse to recognize that status in his trans-
ferees; evidence established that, during
club’s 60-year history, game admission had
been refused upon presentment of ticket
only if ticket was one which had been re-
ported as lost or stolen or if person seeking
admittance behaved in disruptive manner
or had been observed buying ticket from
scalper.

3. Theaters and Shows &4

Under Pennsylvania law, owner of pro-
fessional football club created in season
ticket holders a valuable expectancy inter-
est in renewal rights, where both renewal
and transfer of season ticket rights had
always been automatic and routine.

4. Bankruptcy &=2535(1)

Renewal rights attendant to transfer-
able season ticket holder status for profes-
sional football games constituted estate
property was that subject to sale by Chap-
ter 7 trustee; expectancy interest in season
ticket transfers and renewals had been cre-
ated, fostered and honored by professional
football club for many years. Bankr.Code,
11 US.C.A. § 541

5. Bankruptey €=2535(1)
Even if season tickets for professional
football games were not in Chapter 7 trust-
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ee’s name, trustee would have right to ex-
ercise debtor's option to transfer tickets to
third parties.

6. Estoppel ¢=52(8)

Professional football club was equita-
bly estopped from claiming that Chapter 7
trustee did not have right to transfer re-
newal rights for season tickets for profes-
sional football club’s home games, where
club, over past 60 years, had intentionally
created, encouraged and promoted expecta-
tion that all season ticket holders of record
would have opportunity to renew their sta-
tus on annual basis and would be able to
transfer that status upon written request
and payment of nominal transfer fee, and
any policy on part of club of limiting num-
ber of transfers to one per year from any
one account had been abandoned.

7. Theaters and Shows &4

Neither general publie, those on wait-
ing list to purchase season tickets for pro-
fessional football club’s home games, nor
club acting on behalf of public or those on
waiting list, could object to Chapter 7 trust-
ee’s sale of renewal rights for season tick-
ets, inasmuch as club admitted that not all
lapsed accounts were used to elevate those
on waiting list to season ticket holder sta-
tus, and thus any harm to public or those
on waiting list from trustee’s sale was en-
tirely hypothetical,

8. Theaters and Shows &>4

Right of registered season ticket hold-
er for professional football games to annu-
al renewal of season ticket did not consti-
tute “evidence of the right of entry to any
place of amusement,” and thus sale of re-
‘newal right was not subject to Pennsylva-
nia’s antiscalping law. 4 P.S. § 202.

See publication Words and Phrases
for other judicial constructions and
definitions.

9. Bankruptcy 3008

Statute providing that trustee shall
manage and operate property in his posses-
sion according to requirements of valid
laws of state in which such property is
situated in same manner that owner or
possessor thereof would be bound to do if
in possession thereof does not have result

of requiring trustee to obey the law only
when public health and safety are implicat-
ed. 28 U.S.CA. § 959(b).

10. Bankruptcy <=3027

Chapter 7 trustee had to file motion
seeking court approval for expenditure nec-
essary to exercise debtor’s right to pur-
chase tickets for professional football
game, where, at time of purchase, there
was no operating business and thus it was
impossible for expenditure to have been in
ordinary course of business. Bankr.Code,
11 U.S.C.A. § 363.

11. Bankruptcy €=3008

Chapter 7 trustee, as fiduciary, is re-
quired to adhere to strictest letter of the
law in all his dealings with respect to es-
tate.

12. Bankruptcy &=3027

Chapter 7 trustee's exercise of debtor’s
right to purchase season tickets for profes-
sional football games would not be voided,
even though trustee was required to, but
did not, file motion seeking court approval
for expenditure; trustee resold tickets for
face value, and there was no economic
harm to estate, other than any costs and
fees associated with litigation brought by
owner of professional football club.

13. Bankruptcy ¢=3103(2)

Renewal rights for season tickets for
professional football club’s home games did
not constitute prepetition executory con-
tract which Chapter 7 trustee would have
to assume within 60 days of conversion
from Chapter 11 to Chapter 7. Bankr.
Code, 11 U.S.C.A. § 365.

Charles E. Bobinis, and Owen W. Katz,
Bernstein & Bernstein, P.C., Pittsburgh,
Pa., for trustee Joseph J. Bernstein.

William Schorling, Klett, Lieber, Rooney
& Schorling, Pittsburgh, Pa., for objector
Pittsburgh Steelers Sports, Ine.

MEMORANDUM OPINION
JUDITH K. FITZGERALD, Bankruptcy
Judge.

The matter before the court is the objec-
tion of Pittsburgh Steelers Sports, Inc.
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(hereafter ‘‘Sports, Inc.”’) to a portion of
the motion to sell filed by Joseph J. Bern-
stein, Trustee (hereafter Trustee). The mo-
tion involves the sale of Trustee’s status as
a season ticket holder which carries with it
annual opportunities to acquire season tick-
ets of the Pittsburgh Steelers Football
Club’s home games. There was no objec-
tion to the sale of the season tickets them-
selves and that portion of the sale is not at
issue herein.

INTRODUCTION !

[1] What at the outset appeared to be a
simple objection to sale has been complicat-
ed by the amorphous nature of the interest
which Trustee sold. Season ticket holder
status historically has included an automat-
ic annual purchase offer and the right to
transfer the status via a written request
and payment of a five dollar transfer fee.
This bundle of prerogatives is referred to,
as it was at the sale, as “renewal rights”.
Despite the difficulty of defining its charac-
ter, all interests of the debtor are estate
property under 11 U.S.C. § 541, regardless
of their nature, and, in any given case, the
trustee must determine whether the inter-
est has sufficient value to the estate to
warrant a sale. See 11 U.S.C. § 541(d)
{property to which debtor holds legal title
is estate property to the extent of that
title). See also id. at § 541(a) (the estate
includes “all legal or equitable interests of
the debtor in property”) (emphasis added).

On August 16, 1990, shortly before the
first home exhibition game, Trustee filed a
motion to conduct an expedited sale of sea-
son tickets for the 1990-91 Pittsburgh
Steelers home football games.? The mo-
tion was granted and the sale was conduct-
ed on August 28, 1990, Trustee sold four-
teen tickets in six separate lots. Five lots

1. Some of the recited facts were stipulated by
the parties. Others are as found by the court.
See Stipulation, Docket Entry 642 in conjunc-
tion with Trustee's Memorandum of Law in
Opposition to the Objection, Docket Entry 635.

2. The tickets originally were in Debtor’s name
but the 1990 season tickets issued after this case
was filed were in the name of the chapter 7
trustee “c/o Joseph Bernstein”. See Deposition
of Geraldine R. Glenn (hereafter Glenn Deposi-
tion), Vol. I, September 20, 1990, Exhibit 5. See

consisted of two seats each and one lot
consisted of four seats. Trustee also
moved to sell the renewal rights associated
with each season ticket. Historically, sea-
son tickets to home games have been of-
fered to the season ticket holder of record
on an annual basis. Trustee's position is
that this practice evidences the existence of
rights in the holder to renew the season
tickets. While it disputes Trustee’s ability
to sell the renewal rights, Sports, Inc. con-
cedes that it permits season ticket holders
to transfer their record status to any other
person or entity upon written request and
payment of a five dollar transfer fee.

Sports, Inc. objects to the sale of the
renewal rights alleging that the sale vio-
lates the Pennsylvania anti-scalping law.
See 4 P.S. § 201 et seq. Sports, Inc. also
alleges that Trustee is precluded from sell-
ing the renewal rights because they consti-
tute an executory contract which Trustee
failed to assume within sixty days after the
case was converted to chapter 7. See 11
U.S.C. § 365(d)(1) (prepetition executory
contract regarding personalty deemed re-
jected in a chapter 7 if not assumed within
sixty days after the order for relief).
Sports, Ine. further maintains that within
the past decade it instituted a policy to
limit to one the number of transfers which
season ticket holders are allowed to make
from their accounts and, therefore, it is not
required to honor Trustee’s request to
transfer the tickets from his name to those
of the six buyers. However, based on the
testimony and evidence adduced at trial as
well as the briefs and arguments of the
parties and the court’s independent legal
research, Sports, Inc.'s objections will be
overruled and the sale of the tickets and
the renewal rights will be confirmed to the
successful bidders.?

also Trustee’s Memorandum of Law in Opposi-
tion to the Objection, Exhibit 10.

3, Harry Jones, president and majority share-
holder of Debtor, objected to the sale by letter
of August 20, 1990, on the ground that a motion
to dismiss the bankruptcy petition was pending.
The motion to dismiss was denied by separate
opinion and order and so this objection is dis-
missed as moot. Jones also requested that
Trustee be removed for various reasons but
alleged no facts in support of his allegations and
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DISCUSSION
Revocable License

Since 1933 Sports, Inc. has had season
ticket holders. Its renewal policy has re-
mained unchanged since 1972, according to
the testimony of Daniel M. Rooney, Presi-
dent and Chief Executive Officer of Pitts-
burgh Steelers Sports, Inc. That is, it has
offered its registered holders season tick-
ets to Pittsburgh Steelers home football
games annually and, as long as the holder
of record continues to purchase season tick-
ets, he retains the status. There is a wait-
ing list for the opportunity to purchase.

There are 59,429 seats in Three Rivers
Stadium in Pittsburgh, Pennsylvania,
where the Steelers play their home games.
Other seats include 1,200 box seats and the
capacity of the Allegheny Club, a private
facility, in which a section is set aside to
provide ticket purchasing members the op-
portunity to watch the games from the
comfort of the club. At the time of trial
there were 55,000 season tickets issued rep-
resenting approximately ninety-five per
cent of the available seats. See Stipulation
at 11(a). In addition, those on the waiting
list have an opportunity to purchase a total
of three thousand tickets to individual
games. Deposition of Geraldine Glenn,
Volume I, September 20, 1990, (hereafter
Glenn Deposition, Vol. I) at 51-60. See
also Stipulation at 1 1(b). Any tickets not
sold in that manner are offered to the
general public on May 21 of each year.
See Stipulation at 1 1(b). The May 21 sale
is publicly advertised by Sports, Ine. but it
has not advertised any other ticket sales in
the past eighteen years. Sports, Inec. has
not licensed any independent person or
agency to sell tickets and all are sold

provided no basis for this request at the hearing
on the sale. We are aware of no justification
for the removal of Trustee and, therefore, this
objection is dismissed as well. Jones further
stated that “this Court should enter an automat-
ic stay” until the propriety of the sale is re-
solved. The court declined to do so at the sale
hearing.

4. The testimony established that Sports, Inc.
recognizes that ticket holders sometimes resell
particular game tickets and has no objection to
and exercises no control over that secondary

through its ticket office.* Approximately
two thousand tickets are kept by Sports,
Inc. to be distributed at management'’s dis-
cretion, to visiting teams, to Steeler person-
nel and players, or as complimentary pass-
es.

Since at least 1977 all individual tickets,
whether sold per game or in a season ticket
package, contain identical printed informa-
tion. Each contains, inter alia, the follow-
ing limitation:

This ticket is a revocable license and may

be revoked and admission refused upon

refunding the printed price thereon.

This ticket may not be resold at a premi-

um. .

Memorandum in Support of the Objection
of the Pittsburgh Steelers Sports, Inc., Ex-
hibit B. Sports, Inc. argues that because
each ticket alone is a revocable license,
Sports, Inc. is not bound to offer the oppor-
tunity to buy season tickets in the future to
the successful bidders at Trustee’s sale.

The Steelers Season Ticket Holder Hand-
book (hereafter Handbook) is the only writ-
ten document containing ticket policy about
transfer and renewal. The Handbook is
distributed to all season ticket holders. It
has been in effect without change since
1982 and the same renewal policy has exist-
ed since 1972 in that every registered hold-
er automatically receives an annual offer to
purchase season tickets and receives the
tickets upon payment of the purchase
price.’ The only reference which could be
construed to refer to revocation of season
ticket holder status is indirect, appears in
the Handbook under the heading “Game
Day”, and provides that

Rowdy and inconsiderate behavior such

as: standing in the aisles and behind the

market. Although there was testimony regard-
ing occasional efforts to police that market
through responses to newspaper advertisements,
these efforts have never disclosed information
that caused Sports, Inc. to take action to halt the
sales.

5. The sole exception to this practice involved
Daniel Ofchinick, a convicted felon. The re-
newal offer was withdrawn based on a set of
unique circumstances which are not applicable
herein.
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last row of seats, profane and/or abusive
language in the Stadium is cause for
ejection. Repeated offenses can result
in the loss of ticket privileges. (Empha-
sis added).
Response of Trustee to the Objection, Ex-
hibit 1.%

The testimony established one other in-
stance which may lead Sports, Inc. to re-
voke the status. Sports, Ine.’s communica-
tions director, Joseph Gordon, testified
that, although there is no premium payable
for acquiring the status, all season ticket
holders must buy the tickets to the home
preseason games. Those fans who have
balked at doing so have been threatened
with the loss of their status. There was no
other evidence or testimony proffered re-
garding revocation or termination of the
right to retain season ticket holder status.

(2] The fact that each ticket is a revoca-
ble license is not disputed. However, the
conclusion does not follow that, because
each single ticket is a revocable license,
Sports, Inc. can either deny Trustee’s re-
quest to transfer his season ticket holder
status or refuse to recognize that status in
his transferees. In the case law which
Sports, Inc. argues is applicable, the revo-
cable license concept has been applied in
suits by ticket holders where, for example,
events have been canceled or where the
plaintiff’s expected admission has been
thwarted for some reason beyond manage-
ment’s control. See, e.g., Bickett v. Buffu-
lo Bills, Inc., 122 Mise.2d 880, 472 N.Y.S.2d
245 (Sup.Ct.1983) (baseball games canceled
because of strike); Horney v. Nixon, 213
Pa. 20, 61 A. 1088 (1905) (fire commission
ordered seats for which plaintiffs had tick-
ets to be removed for safety reasons); Mil-
ler v. Pittsburgh Athletic Co., 91 Pa.Su-
per. 229 (1927) (orders for World Series
tickets filled by lot). None of the cases
cited are apposite to the termination of
season ticket holder status. Furthermore,
the cases and the testimony adduced in the

6. We need not decide whether “ticket privileges”
include the opportunity to retain season ticket
holder status because the described “repeated
offenses” are not applicable to this case.

instant matter concerned only individual
game admissions, not season ticket holder
status renewal. The evidence established
that, during the sixty year history of
Sports, Inc., game admission has been re-
fused, upon presentment of a ticket, only if
the ticket was one which had been reported
as lost or stolen or if the person seeking
admittance behaved in a disruptive manner
or had been observed buying the ticket
from a scalper.” None of the cited events
exist in this case and none concerned or are
relevant to renewal rights.

The game tickets themselves and the
right to renew the season tickets are two
separate and distinct interests of this es-
tate. This concept may be illustrated by
analogy to the interest that the holder of a
liquor license enjoys. Although, by statute
in Pennsylvania, liquor licenses are privi-
leges and not property, the rights attend-
ant to the licenses are routinely sold and
the licenses themselves transferred
through sales in bankruptcy cases. See 47
Pa.Stat.Ann. § 4-468.

The United States Court of Appeals for
the Third Circuit recently addressed the
issue of renewal rights under a liquor li-
cense in In re Nejberger, 934 F.2d 1300 (3d
Cir.1991). The court noted the value of
liquor licenses in bankruptey cases. Id. at
1302. See also 47 PaStatAnn. § 4-
468(b.1). The court stated that they are
within the broad definition of property
enunciated by § 541 of the Bankruptcy
Code and are property of the estate. 934
F.2d at 1302, See 11 U.S.C. § 541; 47
Pa.Stat.Ann. § 4-468. When the Nejber-
ger bankruptey was filed, the debtor's in-
terest was limited. Simply stated, he had a
renewal application pending with the Penn-
sylvania Liquor Control Board with the at-
tendant opportunity to have that applica-
tion considered by the Board. The Court
of Appeals found that the Pennsylvania
Liquor Code creates “an expectation that
so long as a new license has not been

7. A scalper is someone who resells a ticket at a
premium rather than at face value. No testimo-
ny or evidence was offered to illuminate the
manner in which Sports, Inc. identifies a scalp-
er by observation.
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issued to fill a quota vacancy, the Board
will consider the application for renewal.”
934 F.2d at 1303. In Nejberger the debtor
did not hold the renewal right as such but
merely an expectation of the right to apply
for renewal. [d.® Nonetheless, the court
held that
[t]he fact that [the] expectation is merely
the right to apply for renewal does not
prevent it from being a valuable interest
which becomes part of the bankruptey
estate.

1d.®

[3-51 We find that Nejberger is similar
to this case and that the Nejberger analysis
applies to the instant situation. Although
liquor licenses are regulated and controlled
by statute and, therefore, are distinguish-
able from the property interests at bar, the
interest found by the Court of Appeals in
Nejberger is the closest we have found in
the reported case law to the instant one.
Indeed, whereas in Nejberger the debtor’s
interest was merely the right to apply for
renewal, in the case at hand the Trustee
holds the right to receive the renewal op-
portunity by virtue of Sports, Inc.’s long-
standing practice. In Nejberger the bur-
den to reapply was on the debtor. Here,
no burden to act was on Trustee. Rather,
the solicitation to renew originates each
year from Sports, Inc. On receipt, Trustee
could let the opportunity to purchase pass
or he could accept. Upon acceptance of the
renewal offer by payment of the price re-
quested, however, Trustee reacquired his
status as season ticket holder for the year
with the right to receive the solicitation to
purchase the following season. When he
reacquired his season ticket holder status
he also retained his right to transfer that
status by virtue of Sports, Inc.’s uniformly

8. The Liguor Control Board's renewal of the
liquor license in Nejberger was contingent on
the debtor's payment of taxes but the court
noted that the prepetition tax obligation could
not be used as a basis for denying the renewal.
934 F.2d at 1303. In the case at bar the right to
receive the renewal offer in the following year
is contingent on the payment of the current
season's full ticket price and the purchase of the
pre-season tickets in the current year. Those
contingencies were satisfied.

9. Although the Liquor Control Board could ex-
ercise its discretion in reviewing a renewal ap-

applied policy of honoring such requests.
By its conduct Sports, Inc. has created in
season ticket holders, and, therefore, in
this Trustee, an expectancy interest in the
renewal rights which is as valuable as that
in Nejberger.

With respect to season tickets, both re-
newal and transfer have always been auto-
matic and routine. The expectancy interest
in season ticket transfers and renewals has
been created, fostered and honored by
Sports, Inc. for many years. Even if
Nejberger were not applicable to this case,
the fact remains that the renewal rights
attendant to the transferable season ticket
holder status held by Trustee are valuable
assets of this estate and subject to sale.
The fact that the sale produced interested
bidders willing to purchase the season tick-
et holder status with its associated renewal
rights confirms that there is value. Value
also is evidenced by the existence of a
waiting list for season tickets because once
registered holder status is achieved, it is
automatically renewed as long as the hold-
er pays for each year’s season tickets and
pre-season game tickets and takes no ac-
tion to transfer the status to another. The
renewal rights, therefore, are “‘appropriate-
ly considered property of the estate within
the broad definition of section 541" of the
Bankruptcy Code. Id. at 1302. Trustee,
standing in the shoes of the Debtor, accept-
ed Sports, Inc.’s solicitation to renew his
season ticket holder status in early 1990 by
paying for the season tickets. When he did
so he retained all rights attendant to that
status including (a) the right to receive the
solicitation to purchase season tickets in
the following season and (b) the right to
transfer that status upon payment of the

plication, the Court of Appeals noted that be-
cause “a liquor license has value and is transfer-
able ... the Board could issue a renewal license
to the trustee who might request a transfer to a
third party.” Id. at 1303-04. In the case at bar
Sports, Inc. has never refused a renewal or
transfer of season ticket holder status except in
the circumstances cited in text. No justification
has been offered to bar Trustee in this liqui-
dation from selling a valuable property interest
of the estate.

312



496 138 BANKRUPTCY REPORTER

five dollar transfer fee and submission of a
written request to Sports, Ine. Under
Nejberger, Trustee may transfer the rights
attendant to his season ticket holder status
as well as the tickets because the status
includes the valuable expectaney interest of
the renewal rights.! The Bankruptey
Code requires Trustee to examine estate
assets and to determine their proper dispo-
sition. Having concluded that there was
value in the season ticket holder status, i.e.,
the renewal rights, Trustee brought this
motion to sell in an effort to maximize
proceeds to be distributed to creditors. 11
U.5.C. § 704(1).1

Transfer Policy

In addition to the principles enumerated
in Nejberger the testimony and evidence in
this case also militate in favor of the trans-
fer of Trustee’s season ticket holder status
with its renewal rights. Since at least
1972, Sports, Inc. has effected transfer of
renewal rights from one person or entity to
another whenever the registered season
ticket holder submits a written request. In
the late 1970s the payment of a five dollar
handling fee was introduced as an addition-
al requirement. Upon receipt of the pay-
ment and the request, Sports, Inc. merely
changes its records to reflect the new sub-
scriber’s name and address. Thereafter,

10. Even if the season tickets were not in Trust-
ee's name, he would have the right to exercise
Debtor’s option to transfer the tickets to third
parties. {n re Nejberger, 934 F.2d at 1304. Al-
though Nejberger dealt with statutorily created
expectancy interests, other cases discuss con-
tractually created ones. See, eg, West Ameri-
can Insurance Co. v. Park, 933 F.2d 1236, 1240
(3d Cir.1991) (equitable estoppel prohibits an
insurer from using “the explicit language of an
insurance policy to defeat the reasonable expec-
tations of the insured.”) The fact is that in this
case the expectancy interest arose from the of-
fer and acceptance of season tickets, the trans-
fer policy expressed in the Handbook, and sixty
years of practice.

11. Trustee in this chapter 7 case had four
choices with respect to the season tickets. He
could have done nothing when the tickets were
offered for sale in which case the season ticket
holder status would have expired and the tickets
would have reverted to Sports, Inc. for nonpay-
ment. Sports, Inc. then could have disposed of

the annual solicitation is sent to the new
registered holder.

The only departure from this practice
occurred in 1979 when, in the course of
financing the construction of additional
seating for Three Rivers Stadium, Sports,
Inc. entered into contracts with various en-
tities or persons to ‘‘purchase” the new
seats for six hundred dollars apiece. As an
inducement to purchase, Sports, Inc. exe-
cuted separate contracts with each pur-
chaser for the use of the “purchased” seat
for five years. See Deposition of Geraldine
Glenn, Volume II, September 24, 1990,
(hereafter Glenn Deposition, Vol. II) Exhib-
it 18. However, these contracts contained
an express nonassignability clause. One of
the purchasers was a company called Seal-
Pac Controls, Inc., which later filed bank-
ruptey. In the Seal-Pac case an auction
sale of the estate’s season tickets to Steeler
games was conducted in the bankruptey
court on a lump sum basis. Sports, Inec.
thereafter effected a transfer on its season
ticket holder register to the buyers. De-
spite the nonassignability clause, the re-
newal rights specified in the contracts were
sold as well as the season tickets.’? This is
evidenced by letters of record which refer
to transfer of aceounts and all “right, title
and interest” in the contracts. See Glenn
Deposition, Vol. I, Exhibit 12. Sports, Inc.
asserts that the sales are distinguishable in

them as it wished. Trustee’s second option was
to purchase the tickets and to sell only the
tickets themselves. In this situation, following
its practice, Sports, Inc. would have renewed
the offer to Trustee to purchase the tickets in
the next season at which time Trustee would
have been faced with the same options. Trust-
ee's third choice was to purchase the tickets, sell
only the tickets and request the transfer from
his name to those of the buyers without selling
the renewal rights. Finally, Trustee could pur-
chase the tickets, sell them agnd his renewal
rights and then exercise the prerogative to trans-
fer the tickets from his name to those of the
buyers after the sale. Trustee exercised this last
option in an effort to maximize the dividend to
be paid to unsecured creditors. (There were no
allegations that any liens exist against these
assets.)

12. The evidence in the instant matter did not
disclose the actual price paid but referred only
to a “lump sum”.
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that Seal-Pac held the seats pursuant to a
contract which included renewal rights.
This argument is without merit inasmuch
as the 1979 contract expressly prohibited
assignment of the contracts or rights there-
under. See Glenn Deposition, Vol. 1I, Ex-
hibit 18. Nonetheless, the sale was con-
summated without objection by Sports, Inc.
The case at hand has no such obstacle to
the sale of renewal rights.

Equitable Estoppel

[6] The doctrine of equitable estoppel is
applied when a party intentionally “induces
another to believe that certain facts exist
and the other justifiably relies and acts
upon such belief” and will be prejudiced if
the first is permitted to contradict the ex-
pectations it has created. Straup v. Times
Herald, 283 Pa.Super. 58, 71, 423 A.2d 713,
720 (1980) (petition for allowance of appeal
denied 1981). The Superior Court of Penn-
sylvania explained the concept:

Reduced to its essence, equitable estop-
pel is a doectrine of fundamental fairness
intended to preclude a party from depriv-
ing another of a reasonable expectation,
when the party inducing the expectation
knew or should have known that the
other would rely to his detriment upon
that conduct.

Id. See also West American Insurance
Company v. Park, 933 F.2d 1236, 1240 (3d
Cir.1991) (equitable estoppel applies to pro-
hibit an insurer from using “the explicit
language of an insurance policy to defeat
the reasonable expectations of the in-
sured.”)

Over the past sixty years, Sports, Inc.
intentionally created, encouraged and pro-
moted the expectation that all season ticket
holders of record will have the opportunity
to renew their status on an annual basis
and will be able to transfer that status
upon written request and payment of a
nominal transfer fee.

Sports, Ine. argues that to transfer the
tickets from Trustee’s name to the buyers’
names would be unfair to those who have
been on the waiting list for season tickets,
some for as long as ten years. However,

13. Two to four tickets go to each name on the

there was no evidence or testimony ad-
duced at trial that these tickets actually
would go to those on the waiting list if
permitted to revert to Sports, Inc. To the
contrary, the testimony was that, although
approximately one hundred season ticket
accounts lapse each year,!® Glenn Deposi-
tion, Vol. I at 45, not all are offered to
those on the waiting list. A minimum of
fifty season tickets are withheld by Sports,
Inc. to be distributed to others, in its unfet-
tered discretion. Glenn Deposition, Vol. II
at 25. Also, Sports, Inc. transfers registra-
tion on written request of season ticket
holders of record to anyone, again bypass-
ing the waiting list, without inquiring as to
the nature of the transfer as between the
ticket holders, i.e., sale, gift, devise, etc.
Thus we perceive Sports, Ine’s cry of
“fans’ rights” as a red herring.

(71 Sports, Inc. attempts to advance al-
leged rights of third parties, i.e., members
of the ticket buying publie, including those
on the season ticket waiting list. Neither
the general public nor those on the waiting
list could object to this sale inasmuch as
their claim to the tickets would be tenuous
at best in light of Sports, Inc.’s description,
through the testimony of its witnesses and
its exhibits, regarding its practices with
respect to lapsed season tickets. Sports,
Inc. admits that not all lapsed accounts are
used to elevate those on the waiting list to
season ticket holder status. Any harm
these third parties might allege would be
entirely hypothetical. Based on this
record, they would not have standing to
challenge the sale because there is no evi-
dence of an “injury in fact and a substan-
tial likelihood that the judicial relief re-
quested will prevent or redress the claimed
injury.” Marchezak v. McKinley, 607 F.2d
37, 89 (3d Cir.1979) citing Duke Power Co.
2. Carolina Environmental Study Group,
Inc., 438 U.S. 59, 79, 98 S.Ct. 2620, 2633, 57
L.Ed.2d 595 (1978). See Allen v. Wright,
468 U.S. 737, 151, 104 S.Ct. 3315, 3324, 82
L.Ed.2d 556 (1984). Because the third par-
ties have not become season ticket holders,
they have acquired no rights to the season

list. Glenn Deposition, Vol. II at 63.
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tickets or to season ticket holder status.
Sports, Inc. a fortiori lacks standing to
assert their rights. Cf, Bowman v. Wil-
son, 672 F.2d 1145, 1152-53 (3d. Cir.1982)
(“[flor a person who himself can allege
injury in fact” to raise another’s constitu-
tional rights there must be a close relation-
ship between the two parties, the activity
the litigant wants to pursue must ‘‘be inex-
tricably bound up with the constitutional
rights” of the other and there must be an
obstacle to the third party asserting its
rights).!4

To prohibit Trustee from transferring his
status as season ticket holder would not be
likely to provide relief to Sports, Inc. or its
fans inasmuch as the harm it seeks to
prevent, i.e., interference with the waiting
list, is perpetrated by Sports, Inc. itself
through its failure to adhere strictly to the
waiting list hierarchy. See Marchezak v.
McKinley, 607 F.2d at 39 (the relief re-
quested must he shown to prevent or re-
dress the claimed injury). Furthermore,
the transfer of season ticket holder status
without interference or objection by Sports,
Inc. is and has been common practice for
many years. Sports, Inc. has promoted
and facilitated easy transfers as a service
to its customers and as a method of ensur-
ing a sold-out stadium and replacement of
fans. It is in Sports, Inc’s interest to
permit transfers as requested by custom-
ers inasmuch as it ensures that the tickets
are purchased. The home games must be
sold out if they are to be televised locally.
Rooney testified that more than fifty per-
cent of Sports, Inc.’s revenue comes from

14. Although Bowman v. Wilson addresses essen-
tially the assertion of a constitutional right, the
principles apply to statutory rights as well. See,
672 F.2d at 1152, n. 13.

15. The attorney for Sports, Inc. argued that
Trustee's claim of “ownership” of season tickets
was misplaced inasmuch as the Trustee culled
the term from the imprecise speech of Geral-
dine Glenn during the course of her deposition.
We do not credit this argument inasmuch as the
Handbook which is distributed to all season
ticket holders (1) refers twice to the holder of
the tickets as the "owner” (2) contains a section
captioned “SEASON TICKET OWNERSHIP”
and (3) defines the season ticket holder as the
“owner of season tickets”. It also provides that

the television advertising aired during the
football games.

Sports, Inc. offered evidence that other
ball teams impose restrictions on, or pro-
hibit outright, renewals or transfers. See,
e.g., Glenn Deposition, Vol. I, Exhibits 6,
11. This evidence apparently was intended
to support its argument that it has the
right to refuse Trustee’s request for trans-
fer or to refuse to offer the buyers season
tickets in the future once the transfer is
accomplished. However, the evidence is
irrelevant and not dispositive because only
Sports, Inc.’s practices and policies are at
issue. The testimony and documents es-
tablished that Sports, Inc.’s policies and
practices are not the same as those of the
other ball clubs. Sports, Inc.’s transfer
policy, as written in the Handbook, is that
“The season ticket holder of record may
transfer ownership.” 1 See Glenn Deposi-
tion, Vol. I, at 8,

The testimony established that all that is
required to effect the transfer is a written
request from the season ticket holder to
Sports, Inc. and a five dollar transfer fee.
Rooney explained that in the early 1980s a
new policy was initiated to limit the num-
ber of transfers to one per year from any
one account. Rooney testified that this
policy was instituted because each season
ticket holder wants ‘“benefits” such as the
Press and Radio Guide that Sports, Inc.
distributes to season ticket holders. How-
ever, he testified that the main problem
with multiple transfers is one of book-
keeping. Joseph Gordon, Sports, Inc's
communications director, testified that this
policy was initiated around 1980.'¢ How-

“season ticket holders of record may transfer
ownership.” Glenn Deposition, Vol. I, Exhibit
1. See also id. at Exhibit 15 (letter from Pitts-
burgh Steelers Ticket Office to John Markey
stating, in pertinent part, “This account is reg-
istered under National Annealing Box Co. and
cannot be changed without written authoriza-
tion from the Owner and Corporate Officers
indicating they give up the rights to said tickets
and transfer ownership to you.”)

16. Geraldine Glenn testified that requests for
ticket transfers increased in 1983 because of a
1982 ballplayers’ strike. Glenn Deposition, Vol.
I, at 84. This testimony is not inconsistent with
Joseph Gordon's testimnony that the policy went
into effect “around 1980".
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ever, Gordon was quick to state that
Sports, Inc. attempts to accommodate cus-
tomers and that the policy is not enforced
equally. He testified that there are few
examples of record of a refusal to effectu-
ate a requested transfer, none of which are
based on the alleged “‘one transfer’” policy.
Transfers have been refused occasionally
when the request was not made by the
season ticket holder of record or when the
transfer fee was not paid. Sports, Ine.
accommodates its customers even when a
transfer request arrives too late in the
season. In that event the transfer is not
executed but the requester is invited to
reapply at the appropriate time. Glenn
Deposition, Vol. I, Exhibit 18. These exam-
ples are contrary to and distinguishable
from Sports, Inc.’s position in the instant
case and clearly illustrate the policy of
Sports, Inc. to effect transfers routinely
and automatically.’” The Handbook itself
refers to the right to transfer season ticket
holder status and contains no restrictions.
See Response of Trustee to the Objection,
Exhibit 1.

We conclude from the evidence and testi-
mony that the limitation on transfers was
intended to ease the bookkeeping function
when the policy was instituted, but custom-
er satisfaction was and is dominant and the
policy has not been enforced since at least
1987. In addition, there was no testimony
or evidence offered of Sports, Inc.’s insis-
tence upon the one transfer rule. In fact,
the testimony and evidence provided sever-
al examples of rather complicated transfers
which were allowed. For example, in 1990
sixty season tickets were transferred from
one account to seventeen accounts. Glenn
Deposition, Vol. II, Exhibit 3. One month
later another request, characterized by
Sports, Inc. as “special”’, was honored to
transfer eight of those same tickets to four
more accounts. Id. at Exhibit 4. Further-
more, there was evidence of other trans-

17. In addition to requests such as Trustee's, Ger-
aldine Glenn's testimony established that trans-
fer requests from decedents’ estates are honored
“routinely” and “historically”. Glenn Deposi-
tion, Vol. II, at 16-17. Ms. Glenn's testimony
also alludes to one incident in which a transfer
was refused because a premium was to be paid

fers which were not alleged to be “special
cases”, to-wit:
the transfer of 34 tickets from one ac-
count to fourteen accounts; (Glenn Depo-
sition, Vol. II, Exhibit 5)
the transfer of six tickets from one ac-
count to three accounts; Id. at Exhibit 6)
the transfer of eight tickets from one
account to three accounts; (/d. at Exhibit
)
the transfer of sixteen tickets from one
account to eight accounts; (/d. at Exhibit
8)
the transfer of sixteen tickets from one
account to five accounts. (/d. at Exhibit
9).
Most of the transfers in evidence occurred
between the years 1987 and 1990. These
examples effectively rebut the testimony
that since about 1980 Sports, Inc.’s policy
has been to limit transfers from one ac-
count to only one other. Therefore, we
find that, if such a restriction ever existed,
it was abolished or has been ignored at
least since 1987. No valid reason has been
advanced by Sports, Inc. to justify a refus-
al to honor Trustee’s transfer request.

The Anti-scalping Low

[8] Sports, Inc. maintains that this sale
violates the anti-scalping law which prohib-
its the resale of

any tickets of admission, or any other

evidence of the right of entry to any

place of amusement, at a price higher
than the established price fixed by the
owners of such place of amusement,
without having first obtained a license to
so resell or engage in such business from
the licensor ...

4 Pa.Stat. § 202.

It is not disputed that the tickets in this
case have been sold for their face value
and so the statute has not been violated
with respect to that portion of the sale.
The question remains whether the sale of

for the transfer. See Glenn Deposition, Vol. I,
at 73-78 and Exhibits 13 and 14. However, the
testimony and exhibits are entirely inconclusive
in that no facts were stated and the nature of
the transaction cannot be ascertained from the
record.
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Trustee’s status as registered season ticket
holder which encompasses the annual re-
newal of season tickets is subject to the
statute and we conclude that it is not. The
renewal opportunity is not “evidence of the
right of entry to any place of amusement”.
4 Pa.Stat. § 202. The individual tickets
themselves are the only “evidence of the
right of entry” and they were sold at face
value. Season ticket holder status is evi-
dence only of the right to receive the offer
to purchase the season tickets from year to
vear. Thus, what Trustee actually is sell-
ing, although termed ‘“renewal rights”
throughout the course of these proceed-
ings, is the “record title” to the status of
registered season ticket holder which en-
tails the entitlement to receive Sports,
Inc.’s offer to purchase season tickets each
year. See Handbook, supra.'®* For the
foregoing reasons we find that the sale in
the instant case does not violate the Penn-
sylvania anti-scalping law.

[9] Trustee argues that he does not
need to obtain a license because the statu-
tory requirement that trustees adhere to all
applicable laws applies only to those laws
which concern health and safety.?® Section
959(b) of Title 28, U.S.C., provides, in perti-
nent part, that

...a trustee, receiver or manager ap-
pointed in any cause pending in any court
of the United States, including a debtor
in possession, shall manage and operate
the property in his possession as such
trustee, receiver or manager according to
the requirements of the valid laws of the
State in which such property is situated,
in the same manner that the owner or
possessor thereof would be bound to do
if in possession thereof.

18. Trustee's sale of renewal rights in this case is
akin to the practice of the University of Pitts-
burgh described by witness Joseph Gordon.
The University imposes charges on its patrons
over and above the ticket price for football
game seats in prime locations. The extra
amount is paid for the location of the seat and
not for the right of entry to the stadium. The
ticket holder thus holds two interests: the right
to be admitted to the game, evidenced by the
ticket, and the right to sit in a choice seat, for
example, on the fifty yard line in row 2. In the
instant case the right to admission to an individ-

The majority view is that § 959 does not
apply in chapter 7 cases where the trustee
does not operate or manage a business but
liquidates assets. See, e.g., Matter of
Borne Chemical Co., Inc., 54 B.R. 126, 135
(Bankr.D.N.J.1984). 1t is arguable that lig-
uidation entails management but the cases
that espouse this view are in the minority
and frequently deal with public welfare.
See In re Wall and Tube Metal Products
Co., 831 F.2d 118, 122 (6th Cir.1987)
(whether trustee is reorganizing or liqui-
dating is inconsequential especially in crit-
ical context of public welfare). The cases
referring to public health and safety most
often involve environmental issues and
trustees have been precluded from aban-
doning contaminated assets when public
health and safety might be endangered by
such a course of action. See, e.g., Midlan-
tic National Bank v. New Jersey Dept. of
Environmental Protection, 474 U.S. 494,
106 S.Ct. 755, 88 L.Ed.2d 859 (1986). We
find unpersuasive the proposition that
trustees need obey the law only when pub-
lic health and safety are implicated but we
need not decide in this case whether a
chapter 7 trustee is bound by § 959 be-
cause we conclude that the sale of assets at
issue does not violate the anti-scalping law.

[10-12] Nonetheless, we are con-
strained to note that a trustee must follow
the Bankruptcy Code in all respects, some-
thing which Trustee failed to do when he
expended estate funds out of the ordinary
course of business without court authority.
See 11 US.C. § 363. In a chapter 7 liqui-
dation, which was the state of this case
when the balance was paid on the 1990
tickets, there was no operating business
and it is impossible for the expenditure to

ual game and the right to be offered a subscrip-
tion to season tickets in the following year are
separate interests.

19. Trustee also argues that tickets are often sold
for a premium and cites newspaper advertise-
ments placed by ticket holders seeking ticket
buyers. See Respondent’s Trial Exhibit 1. The
advertisements are devoid of information that
would tend to support this argument and we
find no probative value in this evidence.
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have been in the ordinary course.?® There-
fore, Trustee was required by § 363 to file
a motion seeking court approval for the
expenditure necessary to purchase the tick-
ets. As a fiduciary he is required to ad-
here to the strictest letter of the law in all
his dealings with respect to the estate.
The facts established that Trustee pur-
chased the tickets before filing this motion
to sell so we cannot undo the error. More-
over, Trustee sold the tickets for face value
and there is no economic harm to the estate
other than any costs and fees associated
with the instant litigation. To avoid dimi-
nution of the estate and to enforce the
statutory mandates imposed upon estate
fiduciaries the court will carefully scruti-
nize any request for Trustee’s counsel fees,
if one is made related to the sale of the
renewal rights or the trial and briefing of
this matter.

Executory Contract

[13] The unfortunate use of the term
“renewal rights” rather than “record title”
created a number of issues which other-
wise may not exist, In addition to those
already discussed, there remains Sports,
Inc.’s contention that Trustee cannot sell
the renewal rights because they represent
an executory contract which Trustee did
not move to assume within sixty days of
his appointment as required by § 365. The
bankruptey was filed as a chapter 11 on
March 13, 1989, and the Trustee was ap-
pointed ten days later. In a chapter 11 an
executory contract of personalty must be
assumed or rejected by the time a plan of
reorganization is confirmed. Section
365(d)(1) requires assumption within sixty
days of the conversion to chapter 7, a date
which passed without assumption. How-
ever, we conclude that the failure to as-
sume is not dispositive in that the asset at

20. Section 721 of Title 11 permits the court to
“authorize the trustee to operate the business of
the debtor for a limited period, if such opera-
tion is in the best interest of the estate and
consistent with the orderly liquidation of the
estate.” There was no authorization extant by
the time Trustee bought the tickets and brought
the sale. This case was converted from chapter
11 to chapter 7 on this Trustee’s motion, Trustee
having been appointed during the chapter 11
phase.

issue does not constitute a prepetition exec-
utory contract and, hence, § 365 is not ap-
plicable.

The most widely accepted definition of an
executory contract is one under which the
obligations of both parties “are so far un-
performed that the failure of either to com-
plete performance would constitute a mate-
rial breach excusing performance of the
other”. Sharon Steel Corp. v. National
Fuel Gas Distribution Corp., 872 F.2d 36,
39 (8d Cir.1989) citing Countryman, Ewec-
utory Contracts in Bankruptcy, 57 Minn.
L.Rev. 439, 460 (1973). In the case at hand
there is no substantial performance due by
at least one side, i.e., Trustee. Once sea-
son ticket holder status is achieved by pay-
ing for season tickets, Sports, Inc. has an
obligation to offer the holder the opporiu-
nity to purchase season tickets the follow-
ing year, but the holder has no obligation
to make the purchase. However, once it
does, the offer and acceptance process is
complete and the only cbligation remaining
is Sports, Inc.'s to offer the season tickets
the following year. The absence of any
obligation on behalf of the other party ren-
ders the contract nonexecutory. There is
no further obligation on the part of the
registered holder. Having accepted pay-
ment, Sports, Inc., by virtue of its own
policies and the expectancy interest it cre-
ated, must make the offer to purchase an-
nually to its registered holders but, at that
point in the process, there is no longer
substantial performance due by both
sides®! Cf Ozxford Royal Mushroom
Products, Inc., 45 B.R. 792 (Bankr.E.D.Pa.
1985) (a contract is not made executory
when the only obligation remaining in the
transaction is that of one side to pay mon-
ey).

Furthermore, the evidence established
that Trustee’s season ticket holder status,

21. We express no opinion on the obligation, if
any, (contractual or otherwise) of Sports, Inc. to
offer season tickets to anyone. We find only
that, based on Sports, Inc.'s prior practice, the
expectancy interest created thereby and the of-
fer in this case which has been accepted by this
trustee, Sports, Inc. is obliged to honor Trustee's
request to transfer his season ticket holder sta-
tus to the buyers.
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although in existence prepetition, was
recreated postpetition by Sports, Ine. The
offer and acceptance which gave rise to the
matter under discussion both occurred
postpetition. Section 365 governs assump-
tion or rejection of prepetition executory
contracts and is inapplicable to postpetition
contracts. Moreover, as further indicia of
whether there is an executory contract, we
consider that one purpose of § 365 is to
afford a party to a contract from which the
estate will derive no benefit, and, hence,
which it “rejects”, the ability to participate
as a claimant in any distribution to unse-
cured creditors. Andrew, Erxecutory Con-
tracts in Benkruptcy: Understanding
“Rejection’, 59 U.Colo.L.Rev. 845, 866-78
(1988). The rejection of the provision at
issue would afford no damage claim to
Sports, Inc. because there is no obligation
by any season ticket holder, including
Trustee, to continue to retain that status.

SUMMARY

We find that the season ticket holders’
interest in season ticket renewal may be
better termed an expectancy interest rath-
er than a contractual interest. See In re
Nejberger, supra. The expectancy interest
has been created and fostered by Sports,
Inc. in the public, including season ticket
holders, by virtue of Sports, Inc.’s long
practice of offering to renew season tickets
to the current registered holder on an an-
nual basis.22 See West American Insur-
ance Co. v. Park, supra; Straup v. Times
Herald, supra. The Debtor’s estate held
that expectancy interest, as does Trustee at
this juncture and, upon completion of the

22, Trustee argued that Sports, Inc. is bound to
honor the transfer of renewal rights because a
course of dealing has been established over the
course of the past sixty years. A course of
dealing has been defined as prior conduct be-
tween parties to a particular transaction which
reasonably can be construed to establish an
understanding. H.R. Woolridge Co. v. Smith, 5
Pa.D. & C.3d 230 (Clearfield Co., Pa.1978). The
evidence does not disclose previous dealings be-
tween Sports, Inc. and the buyers, but the Debt-
or, and Trustee through the Debtor, was a sea-
son ticket holder for many years. Thus, Trustee
legitimately expects to have his transfer request
honored by Sports, Inc. and so it must be. The
expectancy which Sports, Inc. created requires
it to accord to Trustee the same treatment it has
provided all other season ticket holders. Con-

transfer formalities, so will the buyers.
The ticket renewals encompassed in the
expectancy interest have been shown to
have value and are property of the estate
under § 541 of the Bankruptey Code. In
re Nejberger, 934 F.2d at 1302. As such,
the rights are subject to sale by Trustee.
The knowledge that they will have the first
opportunity to renew their seats next sea-
son is part of the inducement to fans to
buy season tickets. Even if season ticket
holders do not attend all games or the team
has a losing season, they realize that next
year’s performance might be better and
they will have the first opportunity to buy
tickets which are in very high demand.
This, in addition to the fact that only a few
single Steeler game tickets may be avail-
able to the public at large in any given
year, is at least part of the reason that
season tickets with their renewal rights are
in demand.® See page 493, supra. Be-
cause the sale of renewal rights is not the
sale of evidence of admission to an event,
the sale herein does not violate the Penn-
sylvania anti-scalping law.

Sports, Inc.’s offer to Trustee to pur-
chase season tickets was not a qualified or
limited offer. It was the same as every
other offer made for the last sixty years to
its season ticket holders.?® No justification
has been advanced for the application of a
different procedure or principle where the
interest to be sold has value for the estate.

w
( § KEY NUMBER SYSTEM
T

cerning expectancy rights of those on the wait-
ing list, we note that if those on the waiting list
have an expectancy interest at all, it is only to
be offered an opportunity to buy season tickets
when and if they become available and when
and if Sports, Inc. so desires to make the offer.
There is no expectancy as to the events which
might lead to the availability of season tickets.

23. In addition to enabling it to receive revenue
from television advertising during sold out
games, the sale of season tickets means that
Sports, Inc. has money in hand early on and
does not have to wait game to game to deter-
mine if a sell-out exists.

24, The exception concerned the 1979 seat con-
struction contracts.
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sale proceeds denied. Furthermore, these
legal theories were not raised at the hear-
ing. Plaintiffs did not seek, in presenting
their case, to avoid Kossman'’s liens pursu-
ant to 11 U.S.C. §§ 545(3) and (4). Rather,
Plaintiffs sought at the hearing to defeat
the liens by evidence which was intended to
show that they had complied with the no-
tice requirements of 68 Pa.C.S.A. § 250.403
by posting notice of Sheraden’s security
interest in the equipment on a visible part
thereof. Such evidence would not tend to
establish that Kossman’s liens are avoid-
able pursuant to 11 U.S.C. §§ 545(8) and
(4).

Furthermore, it would appear that when
the late Judge Gibson issued the Order of
February 28, 1984, granting Kossman re-
lief from stay, that the Court implicitly
intended thereby to permit Kossman to dis-
train and to retain the proceeds derived
from selling Debtors’ equipment and furni-
ture. Contrary to Debtors’ contention, it is
unlikely that the Court intended to lift the
automatic stay to allow the landlord to take
judgment, inventory the items, and distrain
the personalty only to permit the Debtors
thereafter to avoid same.

By negative implication, implicit in the
February 28, 1984 Order, the Court permit-
ted the actions and refused to permit the
avoidance thereof. That decision of this
Court in February of 1984, whether right
or wrong, went unchallenged and now con-
stitutes the law of the case. This Court is
bound by same.

Appropriate Orders will be issued.

ORDER OF COURT

AND NOW at Pittsburgh in said Distriet
this Tth day of September, 1989, in accord-
ance with the foregoing Memorandum
Opinion of this same date, it is hereby
ORDERED, ADJUDGED and DECREED
that:

(1) The claim of Paul Kossman to the
sale proceeds in the above-captioned
case is GRANTED; and the claim of
Sheraden Bank to the sale proceeds in
the above-captioned case is DENIED;

(2) The distribution of expenses of sale
in the sum of $1,131.45; attorneys’

fees and costs in the sum of $1,928.60;
and the balance available in the sum of
$3,462.95 to Paul Kossman is autho-
rized and APPROVED; and

(3) Counsel for Debtor, The Egg Crate,
Inc., are authorized to disburse the
funds as set forth above.

ORDER OF COURT

AND NOW at Pittsburgh in said District
this 7th day of September, 1989, in accord-
ance with the foregoing Memorandum
Opinion of this same date, it is hereby
ORDERED, ADJUDGED and DECREED
that:

(1) The claim of Paul Kossman to the
sale proceeds in the above-captioned
case is GRANTED; and the claim of
Sheraden Bank to the sale proceeds in
the above-captioned case is DENIED;

(2) The distribution of expenses of sale
in the sum of $1,045.59; attorneys’
fees and costs in the sum of $2,967.85;
and the balance available in the sum of
$4,153.26 to Paul Kossman is autho-
rized and APPROVED; and

(3) Counsel for Debtor, The Chicken
Coop, Inc., are authorized to disburse
the funds as set forth above.

O ¢ KEY NUMBER SYSTEM

~mE

In re Emily DAVIS, a/k/a Emily
Winn, Debtor.

Robert J. TAYLOR, Trustee, Plaintiff,

V.

FREELAND & KRONZ, a partnership;
Wendell G. Freeland; Richard F.
Kronz; and Emily Davis, Defendants.

Bankruptcy No. 84-2291.
Adv. No. 88-0446.

United States Bankruptcy Court,
W.D. Pennsylvania.

Sept. 7, 1989.

Chapter 7 trustee brought suit seeking
to avoid postpetition transfers and to recov-
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er property transferred based on Chapter 7
debtor’s settlement of employment discrim-
ination suit. The Bankruptcy Court, Ber-
nard Markovitz, J., held that: (1) failure of
party to object to claimed exemption re-
quires allowance of exemption only if ex-
emption has statutory basis, and (2) per-
centage of Chapter 7 debtor’s settlement of
employment discrimination suit for “tort
claims” plus interest at prevailing legal
rate from date of initial transfer could not
be claimed exempt under Bankruptey Code
as compensation for loss of future earn-
ings, despite debtor’s contention that such
portion of settlement in reality was for lost
wages but was described as being tort
claims in order to avoid payment of applica-
ble taxes.

Motion granted in part and denied in
part.

1. Bankruptcy €=2793
When debtor’s claimed exemption is
upheld by bankruptey court, property so

exempted no longer is considered property
of estate. Bankr.Code, 11 U.S.C.A. § 522.

2. Bankruptey ¢=2799

Bankruptey Code provision that, unless
party objects, property claimed as exempt
is exempt implicitly contains additional re-
quirement that there be statutory basis for
claimed exemption before failure of any
party to timely object to claimed exemption
as legal effect; failure to timely object
does not automatically result in allowance
of exemption as declared. Bankr.Code, 11
U.S.C.A. §§ 522, 522(b, 1).

3. Bankruptcy <2781

Value of settlement of Chapter 7 debt-
or's employment discrimination suit as of
date petition was filed, for purpose of de-
termining amount that could be claimed
exempt, was $110,000; settlement agree-
ment ultimately entered had value of about
$110,000. Bankr.Code, 11 U.S.C.A.
§ 522(a)(2).

4. Bankruptey €=2781

Percentage of Chapter 7 debtor’s set-
tlement of employment diserimination suit

for “tort claims” plus interest at prevailing
legal rate from date of initial transfer
could not be claimed exempt under Bank-
ruptcy Code as compensation for loss of
future earnings, despite debtor’s contention
that such portion of settlement in reality
was for lost wages but was described as
being tort claims in order to avoid payment
of applicable taxes. Bankr.Code, 11 U.S.
C.A. § 522(d)(11).

5. Estoppel &=68(2)

Debtor and debtor’s attorneys, who
took position in prior employment diserimi-
nation suit brought by debtor that portion
of settlement was for tort losses, were
judicially estopped in debtor’s Chapter 7
case from asserting that settlement was
really for lost wages, for purpose of debt-
or’'s claim that portion of settlement was
exempt as compensation for loss of future
earnings. Bankr.Code, 11 TU.S.C.A.
§ 522(d)(11).

6. Bankruptcy <=2802

Bankruptey court declined to order
thdt trustee be paid portion of settlement
received by Chapter 7 debtor, in employ-
ment diserimination suit, in excess of that
required to pay all of debtor’s creditors
with interest as well as legal fees and costs
of trustee, even if it could not be claimed
as exempt, based on trustee’s failure to
timely object to debtor’s claimed exemption
of proceeds; turning over remainder of as-
sets to trustee would permit trustee to
deduct additional fees for administering ad-
ditional assets, even though remainder
would ultimately be returned to debtor and
debtor’s attorneys. Bankr.Code, 11 U.S.
C.A. § 522(d), (d)(11).

Stanley E. Levine, Campbell & Levine,
Pittsburgh, Pa., for debtor/defendant.

Gary W. Short, Pittsburgh, Pa., for plain-
tiff.

Kenneth P. Simon, Simon & Simon, Pitts-
burgh, Pa., for defendants, Freeland &
Kronz, Wendell G. Freeland and Richard F.
Kronz.

Robert J. Taylor, Ambridge, Pa., Trust-
ee.
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MEMORANDUM OPINION

BERNARD MARKOVITZ, Bankruptey
Judge.

Before the Court is the Trustee’s Com-
plaint To Avoid Post-Petition Transfers,
And To Recover The Property Transfer-
red Or The Value Of Such Property. Spe-
cifically, Robert J. Taylor, Trustee (“Trust-
ee”’) seeks to avoid and recover certain
postpetition transfers of the proceeds of
the settlement of a legal action brought by
Emily Davis (“Debtor”) against Trans
World Airlines (“TWA”).

The Trustee contends that the payment
of that portion of the settlement which was
allocated to lost wages suffered by Debtor
prior to the bankruptey filing is “property
of the estate” and consequently, any trans-
fer thereof is avoidable pursuant to 11
US.C. § 549(a). The Trustee further
claims that, pursuant to 11 U.S.C. § 550(a),
he is entitled to recover $67,349.00, plus
interest, which sum is the alleged value of
the estate’s interest in the cause of action
at the time the bankruptcy petition was
filed.

Defendants argue that the proceeds of
the settlement are not “property of the
estate”. In the alternative, Defendants
aver that if they were estate assets, said
assets were exempted by Debtor. Defen-
dants opine that as no party in interest,
including the Trustee, has objected to the
exemption of the cause of action, said ex-
emption, whether having a statutory basis
or not, should be permitted.

The Court has heard the testimony of the
parties, reviewed all of the exhibits, and
researched the law, and now finds that the
Trustee may avoid and recover $23,483.75,
plus interest. Said sum will be sufficient
to pay all creditors one hundred percent
(100%) of their claims plus interest, if inter-
est is appropriate. In addition, excess
funds will be available for payment of ap-
propriate administrative fees and costs.
Any sum not utilized will be returned to
Defendants.

FACTS

Debtor filed a voluntary petition under
Chapter 7 of the Bankruptey Code on Octo-

ber 24, 1984. At the time of the filing,
Debtor was pursuing a legal action against
TWA alleging employment discrimination.
Debtor had filed a complaint in April of
1978 with the Pittsburgh Human Relations
Commission (“Commission”) in which she
alleged that TWA had discriminated
against her in denying promotions on ac-
count of her race and sex.

The Commission found in favor of Debt-
or on December 16, 1980. It did not, how-
ever, award damages at that time; rather,
it directed TWA to submit further informa-
tion in order that the amount of damages
might be determined.

TWA appealed the Commission’s decision
to the Court of Common Pleas of Alleghe-
ny County, Pennsylvania. At that point,
prior counsel’'s representation was termi-
nated and the law firm of Freeland &
Kronz was retained to represent the Debt-
or. The Commission’s decision was re-
versed by the Court of Common Pleas on
September 23, 1981.

Debtor appealed this decision to the Com-
monwealth Court of Pennsylvania, which
reversed the decision of the Court of Com-
mon Pleas, and reinstated the decision of
the Commission on June 27, 1983.

TWA then petitioned the Pennsylvania
Supreme Court for an Allowance of Ap-
peal, which was granted in November of
1983. The decision of the Commonwealth
Court was affirmed on November 29, 1984
by an equally divided vote of the Supreme
Court. Mr. Justice Papadakos, who as a
Common Pleas Judge had previously re-
versed the decision of the Commission, did
not participate in the decision.

TWA thereafter petitioned the Pennsyl-
vania Supreme Court to permit it to file an
Application For Reargument Out Of Time.
The Application was allowed and the mat-
ter was reargued on September 16, 1986.
On October 1, 1986, the Supreme Court
concluded that reargument had been im-
providently granted and dismissed the ap-
peal of TWA.

Debtor’s cause of action against TWA
was before the Pennsylvania Supreme
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Court for the first time when she filed her
Chapter 7 voluntary petition on October 24,
1984. The appeal by TWA had been
briefed and argued, but was not decided
until approximately five (5) weeks later.

Debtor listed the proceeds of the legal
action against TWA with an unknown val-
ue on Bankruptcy Schedule B-2. She also
claimed the proceeds of the cause of action
as exempt on Schedule B-4 pursuant to 11
U.S.C. §§ 522(b) and (d) and listed its value
as “unknown”. In addition, Debtor stated
on Schedule A-2 that there were no credi-
tors holding security and on Schedule A-3
listed a total of $11,069.59 in liquidated and
undisputed liabilities to unsecured credi-
tors.

Robert F. Taylor, Esq., was appointed
Interim Trustee on November 26, 1984, and
he presided over a Section 341(a) Meeting
of Creditors on January 4, 1985. Debtor
and her bankruptey counsel attended the
meeting and they indicated a possible re-
covery in the cause of action against TWA
of $90,000.00. The Proceeding Memo pre-
pared by the Trustee evidenced Debtor
and/or Debtor's counsel’s acknowledge-
ment of the litigation and its potential val-
ue, and noted that the matter was on ap-
peal at that time.

The Trustee, on various occasions prior
to and subsequent to the time frame for
objecting to exemptions, advised Debtor of
his legal position that the cause of action
was an asset of the estate; however, on no
occasion did he perform the obvious, name-
ly, formally object to the exemption of this
estate asset.

Debtor received a discharge from bank-
ruptey on October 16, 1985; however, the
case has never been closed.

On September 11, 1987, Debtor executed
a settlement agreement with TWA which
had a value approximating $110,000.00.
Debtor granted TWA a release of all claims
against it in consideration of $95,000.00 in
cash, plus other valuable consideration
(travel vouchers) worth approximately $15,-
000.00.

According to the precise and agreed upon
terms of the settlement contract negotiated
by the parties, the consideration to Debtor

was to be ... paid, allocated, and appor-
tioned ...” as follows:

(1) $28,483.75, less applicable taxes, was
to be paid to Debtor “as and for back
pay or front pay”;

(2) An additional $23,483.75 was to be
paid to Debtor “... as and for all
alleged tort claims or any other claims
not represented (sic) asserted wage
losses”; and

(3) $63,032.50 was to be paid to Debtor
and Freeland & Kronz for attorney’s
fees and costs. Of this amount, $48,-
0382.50 was to be paid in cash. The
remaining $15,000.00 consisted of
“miscellaneous charge orders” (ie.,
travel vouchers) which could be used
either by Freeland & Kronz or their
designees for the purchase of air
transportation from TWA.

On September 17, 1987, TWA issued a
check payable to Debtor and Freeland &
Kronz in the amount of $71,516.25, in satis-
faction of those portions of the settlement
allocated to tort claims ($23,483.75) and to
attorney’s fees and costs ($48,032.50).

On September 21, 1987 TWA issued an-
other check, payable to Debtor, in satisfac-
tion of that portion of the settlement allo-
cated to back pay or front pay. The check
was in the amount of $16,614.75, with the
remaining $6,689.00 deducted for taxes.

On October 21, 1987 Freeland & Kronz
disbursed the check for $71,516.25 as fol-
lows: $32,159.50 was distributed to Debtor;
the remaining $39,356.75 was distributed to
Freeland & Kronz.

Freeland & Kronz also received, pursu-
ant to the settlement, $15,000.00 worth of
travel vouchers. It retained $7,500.00
worth of them and assigned the remaining
$7,500.00 worth to Debtor for her own use.

The Trustee sent a letter to Freeland &
Kronz on May 2, 1988, requesting informa-
tion on the status of Debtor’s cause of
action. Richard Kronz informed the Trust-
ee of the settlement on May 6, 1988,

On October 8, 1988, the Trustee com-
menced the present adversary proceeding
by filing a Complaint To Avoid Post-Peti-
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tion Transfers, And To Recover The Prop-
erty Distributed Or The Value Of Such
Property.

ANALYSIS

With certain exceptions not relevant
here, the trustee may avoid any postpeti-
tion transfer of “property of the estate” of
a debtor that is not authorized under the
Code or by the Court. 11 U.S.C. § 549(a).
In addition, the trustee may recover, for
the benefit of the estate, either the proper-
ty transferred or the value of such proper-
ty from the initial transferee or any imme-
diate transferee of such initial transferee.
11 U.S.C. § 550(a).

11 U.8.C. § 541 defines, with substantial
specificity, what kinds of property are
“property of the estate”. Congress intend-
ed a broad range of property to be brought
into the estate. U.S. v. Whiting Pools, 462
U.S. 198, 204, 103 S.Ct. 2309, 2313, 76
L.Ed.2d 515 (1983). Section 541 includes
all kinds of property, both tangible and
intangible, cause of action, and all other
forms of property formerly specified in
Section 70(a) of the old Bankruptey Act. 4
Collier on Bankruptey 1541.01 at 541-5
(15th ed. 1989), citing to H.R.Rep. No. 595,
95th Cong., 1st Sess. 367-68 (1977); S.Rep.
No. 989, 95th Cong., 2d Sess. 82-3 (1978),
U.S.Code Cong. & Admin.News 1978, p.
5787. It even includes property needed for
a debtor’s fresh start. Warren v. G.M.
Scott & Sons, 34 B.R. 543, 544 (Bankr.S.D.
Ohio 1983).

[1] Once property is included in the
bankruptey estate, the debtor may exempt
it pursuant to 11 U.S.C. § 522. The Bank-
ruptcy Court must then determine what
property may be exempted and what re-
mains property of the estate. See 4 Collier
on Bankruptey 541.01 at 541-6 (15th ed.
1989). When a claimed exemption is up-
held by the court, the property so exempt-
ed no longer is considered property of the
estate. See In re Gagnard, 17 B.R. 811,
813 (Bankr.D.La.1982).

Defendants contend that the proceeds of
the settlement were exempted from Debt-
or’s estate, and hence are not subject to 11
U.S.C. §§ 549(a) and 550(a), as neither the

Trustee, nor any other party in interest,
ever objected to Debtor’s claimed exemp-
tion in the proceeds of the cause of action.

11 U.S.C. § 522(/) provides in relevant
part that:

The debtor shall file a list of property
that the debtor claims as exempt under
subsection (b) of this section.... Unless
a party in interest objects, the property
claimed as exempt is exempt.

There is a significant difference of opin-
ion among those courts which have con-
sidered the matter as to whether a claimed
exemption that is not objected to in a time-
ly manner by a party in interest is thereby
granted in every instance.

[2] Some courts have held that failure
of any party in interest to timely object to
a claimed exemption results in allowance of
the exemption as declared. See In re
Grossman, 80 B.R. 311 (Bankr.E.D.Pa.
1987); In re Hawn, 69 B.R. 567 (Bankr.E.
D.Tenn.1987); In re Hahn, 60 B.R. 69
(Bankr.D.Minn.1986); In re Kretzer, 48
B.R. 585 (Bankr.D.Nev.1985); Matter of
Thomas, 43 B.R. 201 (Bankr.M.D.Ga.1984);
Matter of Wiesner, 39 B.R. 963 (Bankr.W.
D.Wis.1984); Matter of Gullickson, 39
B.R. 922 (Bankr.W.D.Wis.1984).

Other courts have voiced concern that
rigid enforcement of § 522(!), without fur-
ther qualification, would permit what is
tantamount to “exemption by declaration”.
They construe this subsection as implicitly
containing the additional requirement that
there be a statutory basis for the claimed
exemption before the failure of any party
in interest to timely object to it has any
legal effect. See Matter of Dembs, 157
F.2d 777 (6th Cir.1985); In re Rollins, 63
B.R. 780 (Bankr.E.D.Tenn.1986); In re
Bennett, 36 B.R. 893 (Bankr.W.D.Ky.1984),

Although plausible arguments can be
made in support of either of these posi-
tions, this Court is convinced that the view
articulated in /n re Bennett, supra at 834-
95, is the superior view. The Court is
persuaded by the explicit incorporation by
reference in subsection (1) of the provisions
of subsection (b), which limits exemptions
to:
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. any property that is exempt under
federal law . .. or state low or local law
that is applicable on the date of the filing
of the petition.”

11 U.S.C. § 522(b) (Emphasis added.)

If Debtor may select in any manner her
exemptions, then no purpose is served by
the inclusion of the emphasized terms. We
decline to determine that Congress inserted
the terms but refused to grant them mean-
ing.

There are also policy considerations
which make the latter view the better one.
The former view would encourage certain
debtors of questionable integrity to claim
all of their property as exempt, thereby
leaving it to the trustee and creditors to
challenge such claims. Orderly administra-
tion of such debtors’ estates would be diffi-
cult, if not impossible, and uncertainty and
constant litigation, if not outright chaos,
would result. See In re Bennelt, supra.
The debtor could gamble that the trustee
would be inept and/or negligent in fulfill-
ing his mandated duties. If correct, the
debtor would collect ill-gotten gain while
his creditors suffered the loss. Again, this
surely would not be the congressional in-
tent.

[3] Both sides have urged this Court to
disregard the language of the settlement
agreement in determining the precise na-
ture of the settlement. They instead urge
this Court to characterize the settlement in
ways which are fanciful at best, and re-
quire leaps of imagination which the Court
is unwilling to make. The only acceptable
basis for determining the meaning of the
settlement is found in the language used
therein.

Defendants correctly point out that the
value of any interest in property which a
debtor wishes to exempt must be ascer-
tained as of the date the bankruptcy peti-
tion was filed. See 11 U.S.C. § 522(a)(2).
They strenuously argue that the value of
the cause of action against TWA, as of
October 24, 1984, was approximately $10,-
000.00.

Before Debtor filed her voluntary peti-
tion, the Commonwealth Court of Pennsyl-
vania had reversed the unfavorable deci-

sion of the Court of Common Pleas and had
reinstated the favorable decision of the
Commission. The Commonwealth Court of
Pennsylvania determined that TWA owed
the Debtor a sum of money.

In addition, although damages had not
yet been determined, Debtor and her bank-
ruptcy counsel stated on January 4, 1985,
at the first meeting of creditors, that she
anticipated a recovery of $90,000.00. This
belies the contention made at trial that the
cause of action had a value of merely $10,-
000.00 as of October 24, 1984.

The Court finds that the value of the
cause of action on October 24, 1984 was
$110,000.00. John Meyer, Esq., at the time
an associate of Freeland & Kronz, testified
that the attitude of his employer at that
time was that their client’s cause of action
had great value. Over 500 hours were
ultimately expended on the case. More-
over, Freeland & Kronz at no time ever
suggested to their client that she settle the
action for such a nominal amount of $10,-
000.00. That Debtor was able to realize
the full value of her cause of action is
further evidence of its value.

[4] Debtor, in her Schedule B-4, refers
to § 522(d) in support of the claimed ex-
emption. In particular, she appears to rely
upon 11 U.S.C. § 522(d)(11), which exempts:

[a] payment in compensation of loss of

future earnings of the debtor ... to the

extent reasonably necessary for the sup-
port of the debtor and any dependent of
the debtor.

There is no statutory basis for that por-
tion of the $71,516.25 postpetition cash pay-
ment by TWA to Freeland & Kronz and
Debtor for “... tort claims or any other
claims not represented (sic) wage losses”.
The Trustee may avoid and recover from
Freeland & Kronz (as initial transferee)
and Debtor (as the immediate transferee of
Freeland & Kronz) $23,483.75, that portion
of the settlement allocated for so-called
“tort claims”, plus interest at the prevail-
ing legal rate, from the date of the initial
transfer on September 17, 1987.

Defendant testified that this portion of
the settlement in reality was for lost
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wages, but was described as being for tort
claims in order to avoid payment of applica-
ble taxes. As far as can be determined, no
taxes were ever withheld or ultimately paid
for this portion of the settlement. Neither
Defendant can now argue that it really was
for lost wages and therefore may be ex-
empted pursuant to 11 U.S.C. § 522(d)(11).
In effect, they are utilizing a knife and
averring that it only cuts one way. As
Defendants treated this payment as a tort
recovery and failed and/or refused to pay
taxes on it, this Court feels constrained to
and must order that it be returned to the
Trustee. There is no statutory basis per-
mitting an exemption of this “tort recov-
ery’.

[5] Also, Defendants are prevented by
the doctrine of judicial estoppel from as-
serting in the present proceeding that this
portion of the settlement was actually for
lost wages. The doctrine of judicial estop-
pel is applicable at any time that a litigant
plays “... fast and loose with the courts

", Searano v. Central R. Co. of New
Jersey, 203 F.2d 510, 513 (3rd Cir.1953).
According to the doctrine, “a party may be
precluded by a prior position taken in litiga-
tion from later adopting an inconsistent
position in the course of a judicial proceed-
ing”. Id. Defendants unquestionably took
the position in the previous legal action
that that portion of the settlement now
under discussion was for tort losses. It
was to their benefit and in their interest to
do so. Consequently, they cannot now be
heard to maintain that it is really for lost
wages. They made their choice and are
bound thereto.

As has been indicated, when Debtor filed
her voluntary Chapter 7 petition on Octo-
ber 24, 1984, she listed a total of $11,069.59
in liquidated and undisputed liabilities on
Schedule A-3. Requiring Defendants to
return the $23,483.75 portion of the settle-
ment for averred tort losses will produce a
res sufficient to pay all of Debtor’s credi-
tors, with interest, as well as the legal fees
and costs incurred by counsel to the Trust-
ee for prosecuting the present action.

[6] Consequently, it is not necessary
for this Court to also determine whether
any of the remaining portions of the settle-

ment should be returned to the Trustee.
Even supposing for the moment that some
or all of the remainder also should be re-
turned, this Court declines to do so. As all
of Debtor’s creditors will be paid in full,
the remainder ultimately would be re-
turned to Defendants by the Trustee, after
said Trustee deducted additional fees for
administering the additional assets. This
Court, however, is unwilling to allow the
Trustee to so benefit from his own derelic-
tion of duty and/or ignorance of bankrupt-
¢y law in failing to object in a timely fash-
ion to Debtor’s claimed exemption for the
proceeds of her lawsuit against TWA.
Had the Trustee acted with knowledge
and/or diligence, the present action, in all
likelihood, never would have arisen.

An appropriate Order will be issued.

ORDER OF COURT

AND NOW at Pittsburgh in said District
this 7th day of September, 1989, in accord-
ance with the foregoing Memorandum
Opinion of this same date, it is hereby
ORDERED, ADJUDGED and DECREED
that Defendants Emily Davis and Freeland
& Kronz, return to Plaintiff Robert J. Tay-
lor, Trustee, the amount of $23,483.75, plus
interest at the prevailing legal rate.

w
O E KEY NUMBER SYSTEM
T

In re James R. GREELEY, Debtor.
Timothy ANDERSON, Plaintiff,

V.

James R. GREELEY, Larry Slagle
d/b/a Slagle Service, Defendants.

Bankruptey No. 87-249E.
Adv. No. 87-0074.

United States Bankruptey Court,
W.D. Pennsylvania.

Sept. 29, 1989,

Debtor’s former partner claimed inter-
est in truck. The Bankruptey Court, War-
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eight (8%) percent. Debtors arrived at this
figure by computing the average of various
rates published in the May 17, 1990 edition
of the Wall Street Journal.! As debtors’
plan does not comply with the law in this
district, which is that unless the parties can
establish the exact amount of the creditor’'s
cost of funds in its business borrowing, the
proper rate of interest to be applied under
11 U.S.C. § 1325(a)(5)(BXii) is the rate of
yield for Treasury bills due to mature on
the date the debtors’ plan terminates plus
one percent,> In re Mitchell, 7T B.R. 524,
529 (Bankr.E.D.Pa.1987);% Collier on
Bankruptcy, 15th Ed., 11325.06 at 1325~
40—1325-42, we sustain Signal’s objection
to confirmation.

An appropriate order follows.

ORDER

AND NOW, this 13th day of September,
1990, it is ORDERED that the objection
filed by Signal Consumer Discount Compa-
ny to confirmation of debtors’ chapter 13
plan is SUSTAINED.

O ¢ KEY NUMBER SYSTEM

—SVmE

1. The rates published in the May 17, 1990 edi-
tion of the Wall Street Journal, appended to the
parties’ Stipulation of Facts as Exhibit F, did not
include the rate of yield for Treasury bills due
to mature on the date debtors’ plan terminates.

2. We decline to apply the rate of interest speci-
fied in the parties’ contract because the cases
which adopted this approach, see, In re Ein-
spahr, 30 B.R. 356 (Bankr.E.D.Pa.1983); In re
Evans, 20 B.R. 175, 177 (Bankr.E.D.Pa.1982),
were decided prior to the Bankruptcy Amend.
ments and Federal Judgeship Act of 1984 and
therefore, did not consider the fact that during
the legislative process leading to the enactment
of the 1984 Amendments, Congress specifically

In re Emily DAVIS, a/k/a Emily
Winn, Debtor.

Robert J. TAYLOR, Trustee, Plaintiff,
VY.

FREELAND & KRONZ, a partnership,
Wendell G. Freeland, Richard F.
Kronz and Emily Davis, Defendants.

Civ. A. No. 89-2156.
Bankruptey No. 84-2291.
Adv. No. 88-446.

United States District Court,
W.D. Pennsylvania.

Sept. 7, 1990.

Chapter T trustee brought suit seeking
to avoid postpetition transfers and to recov-
er property transferred based on debtor’s
settlement of employment discrimination
suit. The United States Bankruptey Court
for the Western District of Pennsylvania,
Bernard Markovitz, J., 105 B.R. 288, or-
dered debtor and her counsel to return
proceeds allocated for settlement of tort
claims. Debtor and her counsel appealed.
The District Court, Bloch, J., held that: (1)
failure of trustee to timely object to debt-
or’s claimed exemption in proceeds of law-
suit did not render proceeds exempt, where
there was no statutory basis for claiming
as exempt that part of proceeds which rep-
resented recovery for tort claims; (2) Bank-
ruptey Court did not commit reversible er-
ror in valuing lawsuit without specific ref-
erence to attorney’s lien; and (3) doctrine
of judicial estoppel barred debtor and coun-
sel from asserting in bankruptcy proceed-

considered an amendment requiring the con-
tract rate of interest to be paid and rejected it.
Collier on Bankruptcy, 15th Ed., 11325.06 at
1325-40—1325-41.

3. As the issue is not before us today, we express
no opinion regarding the proper rate of interest
to be applied in the chapter 11 context under 11
U.S.C. § 1129(b)(2)(A)(i)(II), however, we note
that Collier appears to advocate that different
approaches be applied in the chapter 11 and
chapter 13 contexts. Collier on Bankruptcy,
15th Ed., 71129.03 at 1129-83, 11325.06 at
1325-40—1325-42.
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ing that portion of settlement, which had
been allocated for tort claims in lawsuit, in
reality represented pension benefits.

Affirmed.

1. Bankruptcy €=2794

Provision of Bankruptcy Code stating
that property claimed as exempt is exempt
unless party in interest objects contains
additional implicit requirement that there
be statutory basis for claimed exemption
before failure of any person in interest to
timely object to it has any legal effect.
Bankr.Code, 11 U.S.C.A. § 522(1).

2. Bankruptcy <=2801

Trustee’s failure to timely object to
debtor's claimed exemption in proceeds of
lawsuit did not render proceeds exempt,
where there was no statutory basis for
claiming as exempt that part of proceeds
which represented recovery for tort claims.
Bankr.Code, 11 U.S.C.A. § 522(b, {); Bank-
ruptcy Rule 4003(b), 11 US.C.A.

3. Bankruptcy ¢2556

Bankruptcy court did not commit re-
versible error in valuing debtor’s lawsuit
without - specific reference to attorney’s
lien, where bankruptey court avoided only
a portion of amount transferred to debtor
and her counsel for settlement, and thus
allowed for full amount of attorney’s lien.

4. Estoppel ¢68(2)

Doctrine of judicial estoppel barred
debtor from asserting in bankruptcy pro-
ceeding that portion of settlement, which
had been allocated for tort claims in law-
suit, in reality represented pension bene-
fits, and thus that portion of settlement
was exempt, despite debtor’s contention
that settlement described that portion of
settlement as being for tort claims only to
avoid payment of applicable taxes.

Gary W. Short, appellee, Pittsburgh, Pa.,
for plaintiff.

1. The decision of the Commonwealth Court was
affirmed on November 29, 1984. The Pennsyl-
vania Supreme Court later granted TWA'’s peti-
tion for reargument. On October 1, 1986, the

Stanley E. Levine, Kenneth P. Simons,
appellants, Pittsburgh, Pa., for defendants.

MEMORANDUM OPINION

BLOCH, District Judge.

In this bankruptey action, defendants ap-
peal the decision of the bankruptey court
allowing the trustee of the bankruptey es-
tate of Emily Davis (the debtor) to recover
certain post-petition transfers. For the
reasons that follow, this Court affirms the
award of the bankruptcy court.

I. Facts

The debtor filed a voluntary petition un-
der Chapter 7 of the Bankruptey Code (the
Code} on October 24, 1984. At the time of
the filing, the debtor was pursuing a legal
action against her employer, Trans World
Airlines (TWA). In a complaint filed with
the Pittsburgh Human Relations Commis-
sion (Commission), the debtor alleged that
TWA had discriminated against her in de-
nying her promotions on the basis of her
race and sex. The Commission found in
the debtor’s favor on December 16, 1980,
but did not award damages at that time.
When TWA appealed the Commission’s de-
cision to the Court of Common Pleas of
Allegheny County, Pennsylvania, the debt-
or retained defendant Freeland & Kronz to
represent her.

The Court of Common Pleas reversed the
Commission’s decision on September 23,
1981. The debtor appealed the decision to
the Commonwealth Court of Pennsylvania,
which reversed the decision of the Court of
Common Pleas and reinstated the Commis-
sion’s decision. TWA was then granted an
allowance of appeal by the Pennsylvania
Supreme Court. The Pennsylvania Su-
preme Court, however, had not rendered a
decision at the time that the debtor filed
her petition.!

In her schedule of assets and liabilities,

the debtor listed the proceeds of the TWA
lawsuit with an unknown value on Bank-

Court concluded that reargument had been im-
providently granted and dismissed TWA’s ap-
peal.
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ruptecy Schedule B-2. The debtor also
claimed the proceeds of the cause of action
as exempt on Schedule B—4 pursuant to 11
U.S.C. §§ 522(b) and (d), and listed its value
as unknown. The debtor stated on Sched-
ule A-2 that there were no creditors hold-
ing security. The debtor listed a total of
$11,069.59 in liquidated and undisputed lia-
bilities to unsecured creditors on Schedule
A-3.

On January 4, 1985, the trustee presided
over a § 341(a) meeting of creditors. The
debtor and her counsel attended the meet-
ing and indicated a possible recovery of
$90,000 in the TWA lawsuit. Although the
trustee advised the debtor on several occa-
sions of his opinion that the cause of action
from the TWA lawsuit was an asset of the
estate, he failed to formally object to the
exemption within the 30-day time period
required by Bankruptcy Rule 4003(b).

On September 11, 1987, the debtor exe-
cuted a settlement agreement with TWA
which had a value approximating $110,000.
The debtor granted TWA a release of all
claims against it in consideration of $95,000
in cash, plus other valuable consideration
(travel vouchers) worth approximately $15,-
000. The settlement agreement provided
that the consideration was to be paid as
follows:

(1) $23,483.75, less applicable taxes,
was to be paid to the debtor “as and for
back pay and front pay”;

(2) an additional $23,483.75 was to be
paid to debtor “... as and for all alleged
tort 