
BANKRUPTCY

By
MORRIS W. MACEY*

and
Gus H. SMALL, JR.**

Fiscal year 1972 showed a decrease in the number of bankruptcies
filed throughout the United States. There were 182,869 cases filed this
year as compared with 201,352 filed in fiscal year 1971.' During the
survey period, the Fifth Circuit Court of Appeals reported 17 cases
related to bankruptcy. Of this number nine cases involved straight bank-
ruptcies, four cases were concerned with Chapter X Reorganizations,
and four cases involved Chapter XI Arrangements. There were no cases
reported within the survey period which dealt With ChapterXIII Wage-
Earner Plans.

STRAIGHT BANKRUPTCY

In the only preference case decided by the court during the survey
period, the Fifth Circuit focused on a sale of a TV station's assets, found
a preference and approved its avoidance by a lower court.' More than
4 months prior to bankruptcy, Evans contracted to buy bankrupt's
television station assets for $40,000 cash plus the assumption of certain
stated liabilities. Consummation of the sale was of course contingent on
FCC approval. Included in the assumed liabilities was a past due debt
to RCA. About a month before bankruptcy, FCC approval came, and
the sale was consummated. After the sale, through negotiations with
RCA, Evans succeeded in reducing the TV station's debt to RCA by
$5,000 and paid the balance in full. The trustee sued RCA alleging a
voidable preference.' The preference occurred because the purchaser
assumed and paid the seller's antecedent debt to RCA.4 The court, inter
alia, held that the indirect transfer was perfected when FCC approval
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2. Palmer v. R.C.A., 453 F.2d 1133 (5th Cir. 1971).
3. See Bankruptcy Act § 60(a), II U.S.C. § 96 (1970).
4. "It is sufficient that RCA received from Evans payment of a debt owed it by (Bankrupt)

. . . which (Bankrupt) had specifically bargained with Evans to pay." 453 F.2d at 1136.
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had been obtained and not when the sales contract was entered.5 The
transfer therefore occurred within 4 months of bankruptcy. A diminu-
tion of the bankrupt estate, a necessary element of a preference, oc-
curred because "it is reasonable to assume that had it (the bankrupt)
not relieved itself of (the) liability (bankrupt) would have demanded
additional consideration of some sort."'

The court in In re Meter Maid Industries, Inc.7 considered two issues.
At hand was an order of the referee granting the reclamation petition
of a secured creditor for return of certain stock certificates. Before the
trustee could turn over the stock to the secured creditor, the IRS served
notice of levy on the trustee advising him to deliver the certificates to
the Service. The referee modified his earlier order and directed the
trustee to turn the stock over to the IRS. The secured creditor appealed
on alternate grounds claiming (1) that the stock was in custodia legis
and therefore not subject to the IRS levy and (2) that the referee was
powerless under § 39(c) of the Bankruptcy Act 8 to vacate his prior
order. As to the first contention the court followed Third Circuit preced-
ent9 by holding that the doctrine of in custodia legis only applies where
there is a collision between the departments of different sovereignties.
Here, the IRS and the bankruptcy court derived authority from the
same source, viz, Congress. In denying the second contention of the
secured creditor, the court commented on its prior decisions which held
the § 39(c) 10-day period to be clearly inelastic.'0 It observed, however,
that section 39(c) only applies to vertical review by a district court and
does not preclude a referee from reconsidering his own orders.

In a matter also related to section 39(c), the court held that where a
petition for review could not have been filed on Saturday since the
clerk's office and bankruptcy court office were closed pursuant to a
local rule, the 10-day period within which to file the petition was tolled,
and the petition could be filed on Monday."

5. "Research has not revealed a similar case in which a buyer agreed to assume a debtor-
bankrupt's liability as part of the consideration for a sale of assets to be consummated in the
future." Id. at 1138. See Kent-Reese v. Hempy, 378 F.2d 910 (9th Cir. 1967) which the court uses
in determining when perfection occurred.

6. See National Bank v. National Herkimer County Bank, 225 U.S. 178 (1912).
7. 462 F.2d 436 (5th Cir. 1972).
8. The third sentence of § 39(c) states: "Unless the person aggrieved shall petition for review

of such order within such ten-day period, or any extension thereof, the order of the referee shall
become final."

9. In re Quakertown Shopping Center, Inc., 366 F.2d 95 (3rd Cir. 1966). Cf In re Beverly
Hills Security Investments, 233 F. Supp. 737 (D. Ariz. 1964); In re Puerto Rico R.R. & Transp.
Co., 201 F. Supp. 44 (D.P.R. 1962).

10. St. Regis Paper Co. v. Jackson, 369 F.2d 136 (5th Cir. 1966).
II. In re Atlas Sewing Centers, Inc., 461 F.2d 1002 (5th Cir. 1972).
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In Ingram v. Ozark Production Credit Ass'n, 2 Judges Tuttle, Bell
and Ainsworth decided a question which doubtless resulted in one se-
cured creditor being able to eat high on the hog. There was a contest
over lien priorities, and the res was described by the court to be "the
progeny of swine." Creditor A held a security interest in after-acquired
property of bankrupt. Creditor B leased breeder swine to bankrupt
under an agreement which gave B a security interest in the progeny.
Only if B had a purchase money security interest could its lien be prior
to A. The court held that B's interest was not a purchase money security
interest because the element of acquiring rights in, or the use of, collat-
eral within the context of UCC § 9-107 was missing, and it therefore
ruled for creditor A. While the facts are not entirely clear, this case
illustrates the frequency in which troublesome UCC problems originate
in bankruptcy courts.

In another UCC case decided by a bankruptcy court, 13 a lower
court's decision was affirmed which held that a bank's extension of
credit on certain drafts, subsequently dishonored, gave the bank a lien
on proceeds of the draft pursuant to UCC § 4-208.

In re Coute4 decided a question arising from the failure of a bankrupt
to schedule properly a liability and dramatizes the need for change
in § 63(a)(7) of the Bankruptcy Act.' 5 Prior to bankruptcy, bankrupt
was involved in an automobile accident which resulted in an insurance
company payment to the injured parties under the uninsured motorist's
provision of their policy. The insured's company notified bankrupt of
its subrogation interest and demanded payment. Subsequently, bank-
rupt filed a straight bankruptcy petition listing the subrogation claim,
and several months later he received his discharge. Fourteen days after
bankrupt received his discharge, the insured's company filed suit against
bankrupt in a state court. The referee denied bankrupt permission to
amend his schedules to include the tort claim on the grounds that the
law suit was not instituted prior to, and was not pending, at the time of
the filing of the petition in bankruptcy, pursuant to § 63(a)(7) of the
Bankruptcy Act. The Fifth Circuit affirmed the lower court, noting that
it was bound by the clear language of the Bankruptcy Act, even if the
result was inequitable. Only damages in negligence actions instituted

12. 468 F.2d 564 (5th Cir. 1972).
13. First Nat'l Bank v. Jefferson Sales and Distributors, Inc., 406 F.2d 1059 (5th Cir. 1972).
14. 460 F.2d 1201 (5th Cir. 1972).
15. Section 63(a)(7) of the Bankruptcy Act provides: "a. Debts of the bankrupt may be proved

and allowed against his estate which are founded upon . . . (7) the right to recover damages in
any action for negligence instituted prior to and pending at the time of the filing of the petition in
bankruptcy."
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prior to and pending at the time of bankruptcy are dischargeable. Until
and unless the Act is amended, a debtor charged with commission of a
tort must be very cautious to avoid premature filing of a bankruptcy
petition.

In In re Gould,6 the court considered the Texas Homestead Exemp-
tion Statute and found in favor of the trustee. Bankrupt tried to ex-
clude the cash values of certain life insurance policies he owned on his
children's life. In upholding a decision denying bankrupt's claim of
exemption, the court reaffirmed the principle that a construction given
an exemption statute must comport with the underlying policies in both
the Bankruptcy Act and the state law. The court approved the referee's
finding that the Texas Legislature intended the exemption to protect the
family of the insured. It thus concluded that Texas law made it neces-
sary for bankrupt to be the insured on the policy in order for him to
claim the exemption. For the bankruptcy court to rule otherwise "would
thwart the policy of the Bankruptcy Act itself." It is noteworthy to find
that the liberal Texas Homestead Exemption Statute has been nar-
rowed.

In In re Statmaster Corp., 7 the trustee petitioned the bankruptcy
court for an order directing the United States to show cause why the
trustee should not be discharged from all federal income tax liability
arising from his administration of the estate. Attached to his petition
was an IRS corporate income tax return showing deductions in excess
of income and zero tax due. The trustee had not previously filed the
return with the IRS, nor had the Service assessed any taxes against the
trustee. The referee decided that he had jurisdiction in the matter and
held that a trustee who is not operating the business of a bankrupt is
not liable for federal income taxes on interest earned through the place-
ment of estate funds in a time-deposit bank account. 8 The Fifth Circuit
affirmed a reversal by the district court. The Fifth Circuit's decision was
based upon the prohibition against declaratory judgments in tax cases
contained in the Federal Declaratory Judgment Act. 9 The court held
that the intent of Congress by this Act was to allow the IRS to make
determinations of possible tax liabilities in thefirst instance before court
involvement. Once a deficiency is asserted, the taxpayer may obtain
relief by an appropriate judicial body. The court found that there was
no evidence that Congress intended to give bankruptcy courts jurisdic-

16. 457 F.2d 393 (5th Cir. 1972).
17. 465 F.2d 978 (5th Cir. 1972).
18. The trustee had earned $5,500.57 in interest.
19. 28 U.S.C. § 2201(1964).
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tion since such jurisdiction is barred "across the board" in federal
courts. A distinction is made by the Fifth Circuit between this situation
and the situation where the bankruptcy court decides questions asserted
by the filing of a proof of claim.

A trustee in bankruptcy has enough administrative problems without
adding to his burden and to the expense of the estate the added duty of
preparing and filing income tax returns in straight bankruptcy cases.
Filing of such returns is an exercise in futility because straight bankrupt-
cies do not generate taxable income. It is unfortunate that the Fifth
Circuit did not take this opportunity of establishing a simple and inex-
pensive procedure whereby the bankruptcy trustee could, in a particular
case, relieve himself of any responsibility and potential liability involved
in failing to prepare and file income tax returns.

CHAPTER X

Of the four cases decided by the court during the survey period, one
case is approaching its 15th anniversary and is the subject of numerous
decisions including a decision by the United States Supreme Court. In
this appearance before an appellate court, In re TMT Trailer Ferry,
Inc.2° presented the Fifth Circuit with an appeal from orders of the
district judge allowing interim fees for the trustee's attorney. The court
noted the longevity of TMT and also noted that very little had been
accomplished in the last 4 years toward the consummation of the reorg-
anization. It further found that a substantial portion of the time of
trustee's attorney involved "intramural squabbling and fighting" be-
tween counsel. It therefore reduced the interim compensation to be paid
trustee's attorney and ordered the district court to require him to return
the excess fee to the estate.

Besides making an interpretation of Mississippi law governing com-
pensation of state court receivers, In re Anglo-American Properties,
Inc.2" stands for the proposition that § 258 of the Bankruptcy Act2 2 only
applies to prior state proceedings which are pending at the time the
Chapter X is filed.

In re Westec Corp.23 was an appeal from a decision of the district

20. 457 F.2d 100 (5th Cir. 1972).
21. 460 F.2d 212 (5th Cir. 1972).
22. Section 258 of the Bankruptcy Act provides: "'The judge shall make such provision as may

be equitable for the protection of the obligations incurred by a receiver or trustee in such prior
proceeding and for the payment of the reasonable costs and expenses incurred therein as may be
allowed by the judge."

23. 460 F.2d 1139 (5th Cir. 1972).
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court that it had summary jurisdiction to determine or effect the owner-
ship interest or rights of third parties in Florida real estate as to which
the Chapter X trustee in Texas claimed a mortgage lien. At the time
the Chapter X proceeding was filed, the debtor held a second mortgage
on certain Florida real estate worth $250,000. Subsequently, the first
mortgagee foreclosed its lien in Florida, and the order of the Florida
state court extinguished the trustee's second lien.

Trustee moved to set aside the Florida state court judgment on the
basis of the Chapter X bankruptcy court's general restraining order.
The Florida state court thereupon vacated its foreclosure judgment, and
reinstated debtor's second mortgage. The trustee then took an assign-
ment of the first mortgage, but failed to record a copy of the bankruptcy
court's restraining order on the Florida public records. Subsequently, a
public draining corporation foreclosed its liens on the real estate for
unpaid drainage taxes amounting to $20. At a public sale, the real estate
was sold for the bid price of $20 subject to a 1 year redemption. The
property was not redeemed within the 1 year period, and a certificate
of title was issued to the purchaser. The purchaser then made a partial
sale and a partial gift of the property by quit-claim deed to the Florida
Institute of Technology which made no examination of the title.

The Fifth Circuit affirmed the ruling of the Texas district court that
it had summary jurisdiction and held that § 11124 and § 1485 of the
Bankruptcy Act gave Chapter X courts control over all property of the
debtor and establishes an automatic stay, without notice, of any pending
proceeding and the commencement of any future proceeding to enforce
a lien against the debtor's property. The court determined the tax fore-
closure was such a proceeding and was void. The court characterized
as unconscionable any holding which would have the effect of denying
to the debtor, real estate worth $250,000, in order to recognize the
validity of a tax foreclosure by a water district for $20.

This decision is really authority for the proposition that the reorgani-
zation court has jurisdiction of property secured by a debtor's mortgage.
The reorganization court's jurisdiction over a mortgage itself cannot be
questioned. However, the extra step which the court took in this case
of exercising jurisdiction over the real estate, which a mortgage secures,

24. Section I II of the Bankruptcy Act provides: "Where not inconsistent with the provisions
of this chapter, the court in which a petition is filed shall, for the purposes of this chapter, have
exclusive jurisdiction of the debtor and its property, wherever located."

25. Section 148 of the Bankruptcy Act provides: "Until otherwise ordered by the judge, an
order approving a petition shall operate as a stay of a prior pending bankruptcy, mortgage foreclo-
sure, or equity receivership proceeding, and of any act or other proceeding to enforce a lien against
the debtor's property."
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reaches the outer limits. Obviously the court's decision is grounded on
the equitable power of the reorganization court. This alone would have
been sufficient to avoid the lien of any claimant to the real estate under
the $20 water district foreclosure. Without overriding equities, it is
doubtful that a court would maintain that jurisdiction over a mortgage
constitutes jurisdiction over the real estate which the mortgage secures.

In re Multiponics, Inc.2" involved an application by a Chapter X
trustee for the turnover of certain properties. The debtor was a farming
corporation which carried out its principal business on its own land as
well as on leased land. Prior to the Chapter X, debtor corporation had
leased to Isbell 40,311 acres of the 44,065 acres which it owned or
leased. The trustee maintained that the lease of virtually all of the
debtor's assets and an accompanying sale of a substantial portion of its
equipment required approval by shareholders under state law and could
not be approved solely by action of the board of directors. The district
court concluded that the lease to Isbell, an officer and the general
manager of debtor at the time of the lease, and the accompanying sale
was invalid and directed a turnover. It is obvious that there would be
no prospects for rehabilitation under Chapter X if the transfer of all of
debtor's assets had been approved. However, the Fifth Circuit in affirm-
ing, did not rest its decision on this point, but on the point that the
transaction was invalid without compliance with the precondition of
shareholder approval imposed by state law.

In re A (far Dairy, Inc.' involved a dispute between a dairy in Chapter
XI and a school board which had contracted with the dairy for milk to
be used throughout a school year. Although the dairy did not list the
school board as a creditor and did not specifically reject the executory
milk contract, it ceased supplying milk to the board a few months after
the Chapter XI was filed. Notice to the board of the "rejection" of the
contract consisted of a letter from the president of the dairy to the board
stating that the dairy was permitted under the Bankruptcy Act to "void
any contract" and that the dairy could not continue to supply milk at
the contract price. A "rejection" was also contained in an amended plan
of arrangement which was never confirmed.

The dispute developed when the dairy attempted to collect in the
bankruptcy court for the milk supplied the school board subsequent to
the initiation of the Chapter XI proceeding. After a jurisdictional skir-
mish, the board asserted a set-off for damages arising from the renego-

26. 453 F.2d 853 (5th Cir. 1972).
27. 458 F.2d 1258 (5th Cir. 1972).
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tiation of the milk contract with another dairy. The Fifth Circuit, noting
that the Bankruptcy Act "does not authorize a tacit rejection of an
executory contract," held that the contract remained in full force. Find-
ing the requisite mutuality, it then permitted a set-off under § 68 of the
Bankruptcy Act. The court apparently balanced the equities in this case
in favor of the school children.

In re First Research Corp."8 comments on the perennial problem of
administrative rent claims and affirms again the principle that a trustee
is liable only for the reasonable worth of a premises for occupancy,
whether more or less than the rent under the lease."9 In this particular
case, the value of the property in question during one period of time was
speculative and the court approved the referee's decision that the origi-
nal terms of the lease should apply even though the lessor alleged a
higher value and introduced evidence of this larger amount for a
subsequent period of time.

An unsecured creditor sued a secured creditor in Miller v. Meinhard-
Commercial Corp.3 0 for alleged fraudulent representations at a credi-
tor's meeting which allegedly induced the unsecured creditor to ac-
quiesce in an arrangement (subsequently confirmed) rather than initiate
a Chapter X proceeding. The district court held that the confirmed
arrangement had the effect of a judgment rendered by the district court
and was res judicata as to all matters that were or could be raised
therein." The Fifth Circuit affirmed, finding no extrinsic fraud through
which it could reopen the "judgment," and noted that "the'suit is no
more than a collateral attack upon the referee's order confirming the
plan. .. ."

In re Schokbeton Industries, Inc. 2 a debtor in possession obtained
an injunction from the referee enjoining a licensor from terminating an
exclusive licensing arrangement with the debtor in possession where the
agreement was in default for failure to make certain royalty payments.
Notice of default had been sent to the debtor prior to the filing of the
Chapter XI petition, and the 60-day period for correcting the default
had run approximately I month after the petition was filed. In affirming
a dissolution of the referee's injunction, the court found, inter alia, that
the referee does have authority to protect the assets of a debtor in

28. 457 F.2d 331 (5th Cir. 1972).
29. See Green v. Finigan Realty Co., 70 F.2d 465 (5th Cir. 1934).
30. 462 F.2d 358 (5th Cir. 1972).
31. See Bankruptcy Act § 367(1), II U.S.C. § 767 (1970); Stoll v. Gottlieb, 305 U.S. 165

(1938).
32. 466 F.2d 171 (5th Cir. 1972).
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possession, but that this authority does not extend to providing a "blan-
ket exemption from contractual obligations." It held that a contractual
termination provision is unaffected by the filing of a petition in bank-
ruptcy and may be enforced against the trustee or debtor in possession.
The court distinguished decisions such as In re Lane Foods, Inc.3 in
which the referee had allowed the debtor to temporarily retain posses-
sion upon the termination of a lease. The court noted that these deci-
sions merely upheld the power of the bankruptcy court to avert a radical
dislocation that would otherwise result from a forced eviction. The
result in this case would probably have been different had the licensing
agreement not been terminated prior to the filing of the Chapter XI
petition.

33. 213 F. Supp. 133 (S.D.N.Y. 1963).




