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The Bankruptcy Reform Act of 1978,1 which, with a few exceptions,
became effective on October 1, 1979,2 repealed the Bankruptcy Act s and
codified a new law on bankruptcy.' The Code is a modern statute, radi-
cally different in form and structure from the Bankruptcy Act. It makes
fundamental changes in the power and structure of the bankruptcy court
and alters numerous substantive and procedural rules as well. The Code
applies to bankruptcy cases filed on or after October 1, 1979; the Bank-
ruptcy Act iontinues to apply to cases filed prior to that date.5

All of the 1979 decisions of the Fifth Circuit relating to bankruptcy
arose under the Bankruptcy Act. However, it is interesting to note that
none of these cases would have been decided differently had the Code
been the applicable law.' These cases were routine and contained no
surprises.

The issue in Puerto Rico v. Commonwealth Oil Refining Co. (In Re
Commonwealth Oil Refining Co.) 7 was whether venue was proper in the
district where most of the executive officers of the Chapter XI debtor
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1. The Bankruptcy Reform Act of 1978, Pub. L. 95-598, 92 Stat. 2549.
2. Id., § 402(a).
3. 11 U.S.C. §§ 1-1255 (1976). (References to these statutes hereinafter will be to the

"Bankruptcy Act.")
4. The new bankruptcy code is found at 11 U.S.C. §§ 1-151326 (1978) and hereinafter

will be referred to as the "Code."
5. The Bankruptcy Reform Act of 1978, Pub. L. 95-598, § 403(a), 92 Stat. 2549.
6. That so many of the substantive and procedural rules are not changed by the Code, as

illustrated by the cases discussed here, may be a trap for the unwary, who fail to study the
new Code carefully.

7. 596 F.2d 1239 (5th Cir. 1979).
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lived and worked or whether the proper venue was the district in which
most of the debtor's assets were located and most of its employees
worked.

The debtor was in the business of refining petroleum and manufactur-
ing petrochemicals. Its physical plant was located in Puerto Rico and
most of its employees worked there. With one exception, the executive
officers lived and worked in San Antonio, Texas, where the debtor filed
its Chapter XI petition. The Government of Puerto Rico and the Puerto
Rico Water Resources Authority objected to venue and moved to transfer
the proceedings to the District of Puerto Rico. The applicable rule of pro-
cedure was Bankruptcy Rule 116(a)(2), which provides:

A petition by or against a corporation or partnership may be filed in the
district (A) where the bankrupt has had its principal place of business or
its principal assets for the preceding 6 months or for a longer portion
thereof than in any other district; or (B) if there is no such district, in
any district where the bankrupt has property.8

Since there was no dispute that the principal assets of the. corporation
were in Puerto Rico, the factual dispute was the location of the debtor's
principal place of business.

The district court reversed the finding of the bankruptcy court that
San Antonio was the principal place of business but nonetheless permit-
ted the bankruptcy court to retain jurisdiction pursuant to Bankruptcy
Rule 116(b) in the interest of justice and for the convenience of parties.

The court of appeals reversed, holding that the bankruptcy court did
not abuse its discretion in refusing to transfer the case there.

The court observed that prior to the adoption of Bankruptcy Rule 116,
the courts were divided on whether the principal place of business is the
place where the debtor operates its production facilities or the place
where it maintains its general executive offices:

Since the adoption of Rule 116 it is no longer necessary to choose be-
tween the places of production and management. The emphasis of earlier
decisions on the location of the debtor's production facilities is no longer
appropriate because the location of the debtor's principal assets is now
an independent basis of venue. Although relevant to an inquiry into a
debtor's principal place of business, the change in Rule 116 has greatly
diminished its significance.'

Chapters X and XI are concerned with financial reorganization rather
than with liquidation; it follows that the place where a company directs
its financial affairs is the most appropriate venue for such cases.

8. 11 U.S.C., Rules of Bankruptcy Procedures, Rule 116(a)(2) (1976).
9. 596 F.2d at 1245.
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The court concluded that the bankruptcy court's finding was not
clearly erroneous because San Antonio was the place where the corpora-
tion managed most of its affairs, purchased raw materials, arranged trans-
portation, directed day-to-day operations, managed sales, directed deal-
ings with governmental agencies, kept its records, performed audits, and
held directors' and stockholders' meetings, and where litigation involving
it was pending.

The result of this case would not be different under the Code. The
Bankruptcy Reform Act of 1978 amends title 28 of the United States
Code to add a new section 1472 that provides:

Except as provided in section 1474 of this title, a case under title 11 may
be commenced in the bankruptcy court for a district -

(1) In which the domicile residence, principal place of business, in the
United States, or principal assets, in the United States, of the person or
entity that is the subject of such case have been located for the 180 days
immediately preceding such commencement, or for a longer portion of
such 180-day period than the domicile, residence, principal place of busi-
ness, in the United States, or principle [sic] assets, in the United States,
of such person were located in any other district; or

(2) in which there is pending a case under title 11 concerning such
person's affiliate, general partner or partnership.'

Textile Rubber & Chemical Co. v: James Talcott, Inc. (In re Apex
Carpet Finishers, Inc.)" illustrates the duty of the bankruptcy court to
exercise its equity powers in a fashion to prevent unintended injury to a
party even though a technical legal argument might be structured to jus-
tify that injury. Apex Carpet Finishers, Inc., a Chapter XI debtor, owned
three parcels of real estate encumbered by three mortgages. On two of the
parcels, Textile Rubber & Chemical Co. held the second mortgage and
James Talcott, Inc. held the third mortgage. Textile Rubber initiated pro-
ceedings to lift the stay to permit it to foreclose, and in connection with
its petition, the debtor and the creditors' committee agreed that there
was no equity in the property. Talcott had notice of the hearing but chose
not to attend since it believed that its security interest would be elimi-
nated by Textile Rubber's reclamation. As a condition for the lifting of
the stay, Textile Rubber agreed not to assert any unsecured claim and
agreed to accommodate the debtor by taking a deed in lieu of foreclosure
instead of going through foreclosure proceedings. The deed in lieu of fore-
closure contained a clause stating that the debt had been cancelled.

Thereafter, Talcott sought leave to foreclose its security deed on the

10. 28 U.S.C. § 1472 (Supp. 11 1978). See also, 28 U.S.C. § 1475 and § 1477 (Supp. II
1978).

11. 585 F.2d 1323 (5th Cir. 1978).

1980] 877



878 MERCER LAW REVIEW [Vol. 31

two parcels in question, and Textile Rubber moved for an order modify-
ing the bankruptcy court's earlier order so that it could foreclose.

The bankruptcy court held that the filing of the deed in lieu of foreclo-
sure by Textile Rubber, in which it acknowledged satisfaction of the in-
debtedness, merged its interests into the fee so that Talcott became the
second mortgagee. The district court affirmed, but the Fifth Circuit
reversed.

The rationale for the decision appears to be that the bankruptcy court
has the power to review its orders that have become final. The authority
for this power is Bankruptcy Rule 924,12 which adopts Rule 60 of the
Federal Rules of Civil Procedure. The grounds justifying relief from a
judgment or order as stated in Rule 60(b) include mistake, inadvertance,
excusable neglect or "any other reason justifying relief from the operation
of the judgment."1

The authors believe that the Fifth Circuit's decision in the Apex Car-
pet case is obviously correct and that the same result would have ob-
tained under the Code. As stated in Collier,

Little, if any, change is to be expected in this area under the 1978
statute from the practice as it existed under the Act, summarized imme-
diately above .... The rationale which underlies FRCP 60 will be as
germane under the new regime as it was under the old. Thus, reference
to the law as it existed under the Act may profitably be pursued in any
examination into the power of a bankruptcy judge to reconsider his own
orders. 4

Thus, the Apex Carpet case stands for the proposition that it is an
abuse of the discretion of the bankruptcy court to refuse to reconsider
and correct a final order that has as its effect the infliction of a large,
unintentional loss on a litigant through a "technical rule of conveyancing
in a transaction approved by the bankruptcy court and done as an accom-
modation to the debtor estate."'"

In Merrill v. Walter E. Heller & Co. (In Re Merrill),6 the creditor,
Heller, asserted that its claim against the bankrupt was nondischargeable
under the provisions of section 17 of the Bankruptcy Act." The bases of
its claim were fraud and a personal guaranty. The bankrupt defended on
the ground that the claims were barred by the principle of collateral es-
toppel. The alleged estoppel was a general verdict in favor of the bank-

12. 11 U.S.C., Rules of Bankruptcy Procedures, Rule 924 (1976).
13. FED. R. Civ. P. 60(b).
14. 1 COLLIER ON BANKRUPTCY, § 3.03[9][b][i], 3-319. (15th ed. 1979) (footnote omitted).
15. 585 F.2d at 1323.
16. 594 F.2d 1064 (5th Cir. 1979).
17. 11 U.S.C. § 35 (1976).
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rupt's wife and children with respect to personal guarantees in a prior
state court proceeding. The Fifth Circuit affirmed the lower court's hold-
ings that collateral estoppel was no defense. Although a personal guaran-
tee was one basis for claimed liability of the bankrupt, defendants in the
state court proceeding raised other defenses which could have provided
the basis for the verdict. The bankrupt was unable to present any evi-
dence regarding what the jury necessarily decided and for that reason one
of the elements of collateral estoppel was not established. Moreover,
fraud claims had not been litigated in the state court case at all.

On the issues of dischargeability and damages the bankrupt asserted a
right to a jury trial, but the lower court had held that there was no right
to a trial by jury. The court of appeals reversed in part on the issue of the
right to trial by jury:

'We conclude that appellant had no right to a jury trial on the dis-
chargeability issue .... However, once the bankruptcy court determined
that the debt was not dischargeable, appellant was entitled to a jury trial
on the issues of liability and amount.'"

The Bankruptcy Reform Act of 1978 would not alter the result under
this case. It added a new section 1480 to title 28 of the United States
Code which reads as follows:

(a) Except as provided in subsection (b) of this section, this chapter
and title 11 do not affect any right to trial by jury, in a case under title
11 or in a proceeding arising under title 11 or arising in or related to a
case under title 11, that is provided by any statute in effect on Septem-
ber 30, 1979.
(b) The bankruptcy court may order the issues arising under section
303 of title 11 to be tried without a jury."9

Section 303 of title 11 relates to the filing of involuntary petitions.20

In the case of Severance v. United States (In Re Severance),2 the
Fifth Circuit applied the holding of United States v. Sotelo22 that the
liability imposed upon the officer of a corporation for failing to pay over
FICA and withholding tax withheld from employees' wages is not dis-
chargeable in bankruptcy. The Code would not alter this result.2

In Mahan v. United States Internal Revenue Service (In re Unified
Control Systems, Inc.), " the Fifth Circuit reversed a determination by

18. 594 F.2d at 1068 (citations omitted).
19. 28 U.S.C. § 1480 (Supp. 11 1978).
20. 11 U.S.C. § 303 (Supp. 11 1978).
21. 593 F.2d 4 (5th Cir. 1979).
22. 436 U.S. 268 (1978).
23. 11 U.S.C. §§ 507(a)(6)(D), 523(a)(1)(A) (Supp. 11 1978).
24. 586 F.2d 1036 (5th Cir. 1978).
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the district court that taxes imposed by section 4941(b)(1) of the Internal
Revenue Code2 5 were penalties within the meaning of section 57j of the
Bankruptcy Act.26 Section 57j of the Bankruptcy Act provides that a debt
constituting a "penalty of forfeiture" will be disallowed in bankruptcy,
except to the extent that the claiming party can show "pecuniary loss."
Section 4941(b)(1) of the Internal Revenue Code imposes a 5% excise tax
on self-dealing between a disqualified person and a private foundation
and a 200% excise tax on such self-dealings if they were not corrected
within a specified period.

The court below reasoned that if the exaction were constitutional as a
tax, it could not be a penalty under section 57j of the Bankruptcy Act
because by definition it was a tax. The Fifth Circuit disagreed:

We cannot agree with the suggestion that the label placed upon an impo-
sition and a revenue measure is decisive in determining its character.
Like all other language in statutes, its meaning depends more upon its
context than its etymology....
We disagree, too, with the conclusion that a tax under the Constitution
cannot be a penalty. Section 57j places penalties in a category quite dif-
ferent from debts, and the character of a penalty cannot be changed by
calling it a tax.27

In concluding that the taxes in question were penalties, the court looked
to "[tihe language of the Act, its legislative history, the graduated levels
of the sanctions imposed, and the almost confiscatory level of the exac-
tions assessed. . ". .",8 The court observed that the purpose of section 57j
of the Bankruptcy Act was to avoid the punishment of innocent creditors
of a bankrupt and that the imposition of the penalty against the estate
obviously would not serve to punish the delinquent taxpayer, but rather
would punish the innocent creditors.

In Mark Construction Co. v. Reed (In re Aldersgate Foundation),29 the
Fifth Circuit rejected the contention of the appellant, Mark Construction
Company, that its claim was entitled to priority in the Chapter X pro-
ceeding of Aldersgate Foundation, a non-profit corporation, under the
"six months rule." The "six months rule" is "an equitable principle which
accords priority ranking to those unsecured creditors whose claims arose
a short time before the initiation of a Chapter X reorganization." 30 Since
the court determined that the creditor had not provided capital, goods, or

25. I.R.C. § 4941(b)(1) (Supp. 1979).
26. 11 U.S.C. § 93(j) (1976).
27. 586 F.2d at 1037-8 (footnote and citations omitted).
28. Id. at 1039.
29. 588 F.2d 188 (5th Cir. 1979).
30. Id. at 189.
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services essential to the corporations's continued operations, a priority
status was not justified; the rule was designed to encourage the extension
of credit to financially weak public companies whose continued opera-
tions absolutely depend upon that credit. The court said that this debtor
could have operated without the goods and services provided by the ap-
pellant. The Code does not codify the "six months rule."

In Atlantic Richfield Co. v. Good Hope Refineries, Inc.,8  the Fifth Cir-
cuit considered whether the stay issued by a bankruptcy court in a Chap-
ter XI proceeding prohibited the continuance of an in rem admiralty pro-
ceeding against a bond posted by the debtor prior to the filing of its
Chapter XI petition. The facts are simple. Good Hope Refineries
chartered a vessel from Atlantic Richfield Company pursuant to a con-
tract providing for the payment by Good Hope of demurrage. The demur-
rage charges accumulated over a period of time, and Atlantic Richfield
attached a cargo of 30,000 tons of oil and asserted a lien for those demur-
rage charges. Subsequently, Good Hope and its surety posted a security
bond, and the cargo was released. Thereafter, Good Hope filed a petition
under Chapter XI of the Bankruptcy Act and a district court in Massa-
chusetts entered an order enjoining the prosecutions of actions against
the debtor. The district court in Florida granted a motion to stay the in
personam action against Good Hope but permitted the continuation of
the in rem action against the surety company and its bond.

The Fifth Circuit recognized the general proposition that "whether the
petition is for bankruptcy, reorganization or an arrangement, the bank-
ruptcy court has the power to enjoin admiralty proceedings in rem
brought against a vessel or cargo that is the property of the debtor if the
bankruptcy court has previously acquired jurisdiction over the prop-
erty."' 2 The court cited a long line of cases holding that the filing of a
straight bankruptcy petition subsequent to the seizure of property and
commencement of an in rem action in an admiralty court would not
divest the latter court of jurisdiction. By contrast, the court said that the
objective of reorganization in Chapters X and XI might require the mar-
shalling of assets held by the admiralty court to enable the debtor's busi-
ness enterprise to survive. In this case, however, the admiralty court was
not proceeding in rem with respect to the debtor's property:

The res at issue is the bond posted by the surety, Peerless; the cargo of
oil is long gone and even its proceeds are presumably under reorganiza-
tion administration. The admiralty court explicitly limited the action to
one determining the liability of the surety on the bond. Under these cir-
cumstances, there is no need to preserve the property of the debtor for

31. 604 F.2d 865 (5th Cir. 1979).
32. Id. at 869.
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rehabilitative purposes and, therefore, no justification for a stay.33

The result in this case would be the same had it been commenced
under the Code. Section 362(a) of the Code provides that the filing of a
petition operates as a stay of the continuation of an action "to recover a
claim against the debtor that arose before the commencement of the case
under this title" and "any act to create, perfect, or enforce any lien
against property of the estate. 8 4 Thus, the in personam nature of the
proceeding in the Good Hope case would likewise have been stayed under
the Code and the in rem proceeding would not have been stayed since the
bond in question was not property of the estate. Property of the estate is
defined in section 541 of the Code and includes "all legal or equitable
interests of the debtor in property as of the commencement of the
case."" Nothing in Section 541 would purport to give the debtor any in-
terest in a bond given by a surety where the proceeds of the bond are
payable to a third party and not to the debtor.

The Fifth Circuit reversed a finding of contempt in Baddock v. Villard
(In re Baum)." On August 3, 1976, Baddock, an attorney, mailed a depo-
sition notice scheduling a deposition for August 6, 1976 to attorneys for
six defendants in the proceeding. On August 4, attorneys for two of the
defendants moved for an order setting aside the deposition notice for lack
of sufficient time. The other defendants in the case did not join in the
motion. The bankruptcy court granted the motion and ordered the notice
of deposition vacated. Baddock, nonetheless, held the examination, and
counsel for the movants moved for a contempt citation. The bankruptcy
judge found Baddock in contempt and fined him $250.00, and the district
court affirmed. The Fifth Circuit reversed, stating:

In the present case, appellant Baddock did not violate a specific and une-
quivocal order of the bankruptcy court. The bankruptcy judge's order
vacating the notice of deposition was not addressed specifically to Bad-
dock. Moreover, it did not explicitly direct that the deposition not take
place. Given the possible uncertainty concerning the effect of an order
issued on the motion of only two of the six defendants to the action, it
cannot be said that the taking of the deposition constituted a clear af-
front to the court's authority.3 7

Further, the bankruptcy court had not invoked Bankruptcy Rule 726,
which permits a bankruptcy court to order "that the discovery not be

33. Id. at 870.
34. 11 U.S.C. § 362(a)(1), (4) (Supp. II 1978).
35. 11 U.S.C. § 541(a)(1) (1978).
36. 606 F.2d 592 (5th Cir. 1979).
37. Id. at 593.
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had." 8

The contempt power of United States bankruptcy judges is found at 28
U.S.C. section 1481, which provides that "[A] bankruptcy court shall have
the powers of a court of equity, law and admiralty, but may not enjoin
another court or punish a criminal contempt not committed in the pres-
ence of the judge of the court or warranting a punishment of imprison-
ment."8 9 During the transition period between October 1, 1979, the effec-
tive date of the Bankruptcy Reform Act of 1978,40 and March 31, 1984,
the date on which courts of bankruptcy under the Reform Act of 1978
come into existence,41 the contempt power of the bankruptcy judge is de-
fined by section 405(a)(1)(B) of the Bankruptcy Reform Act of 1978 as
follows:

All cases commenced under title 11 of the United States Code during the
transition period shall be referred to the United States bankruptcy
judges. The United States bankruptcy judges may exercise in such cases
the jurisdiction and powers conferred by subsection (b) of this section on
the courts of bankruptcy continued by section 404(a) of this Act, and all
proceedings in such cases shall be before the United States bankruptcy
judges, except -
(B) A proceeding to punish a criminal contempt - (i) not committed in
the bankruptcy judge's actual presence; or (ii) warranting a punishment
of imprisonment. ... 11

The authors believe that the result in the Baddock case would be the
same under the Code.

In Roberts v. National Bank of Commerce (In re Mill Industries,
Inc.)43 a law firm sought the payment of legal fees as an administrative
expense prior to the payment of a secured lender's claim secured by inde-
feasible liens on all of the debtor's property. During the Chapter X pro-
ceeding, the secured creditor loaned the debtor additional money in ex-
change for certificates of indebtedness which by their terms provided for
the subordination of the debt to some administrative expenses, but not to
those of the petitioner. The court said that the funds on hand, some
$240,000, were insufficient to pay off the creditor's pre-petition debt as
well as its claims under the certificates of indebtedness. The court af-
firmed the orders of the lower court which upheld the priority of the se-
cured creditor's claim, stating that "[iut is elemental that administrative
expenses, which petitioner here claims, are junior in priority to valid non-

38. 11 U.S.C., Bankruptcy Rules of Procedures, Rule 726 (1976). FED. R. Civ. P. 26(c)(1).
39. 28 U.S.C. § 1481 (Supp. II 1978).
40. The Bankruptcy Reform Act of 1978, Pub. L. 95-598, § 402(a), 92 Stat. 2549.
41. Id. § 404(a).
42. Id. § 405(a)(1)(B).
43. 606 F.2d 594 (5th Cir. 1979).
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statutory liens." 4 ' Because the pre-petition debt was larger than the
funds on hand, the Fifth Circuit dismissed as moot petitioner's conten-
tion that the certificates of indebtedness in the case were issued without
notice to it and were therefore invalid. It also rejected as frivolous the
contention that administrative expenses may not be subordinated to cer-
tificates of indebtedness. Since "certificates of indebtedness may be given
priority over non-consenting first lienors, . . . [i]t follows a fortiori that
they may take precedence over renderers of administrative services, who
are junior to such lienors.""' The result in this case would be the same
under the Code.

44. Id. at 595.
45. Id. at 595-96.
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