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I. PRE-BANKRUPTCY  - (Stella lead) 

A. Steps attorneys should take in preparing the case for a settlement 

B. Obstacles to settlement 

1. Managing client expectations regarding realistic settlement figure  

2. Suggestions for dealing with difficult opposing counsel 

3. Requirements to comply with court deadlines even when settle is likely to 

occur.  

i. Prepare for trial as if settlement is not going to happen – until check 

clears the bank, there is no settlement.  

ii. LBR regarding joint status reports and joint pre-trial stipulations 

1. Blade Energy Pty Ltd. et al. v. Rodriguez (In re Rodriguez), 

CC-13-1256-DKiTa (9th Cir. B.A.P. 12/19/2013)  

a. Failure to comply could include dismissal of complaint 

or striking answer and entry of default judgment 

iii. Example of case close to settlement that went to trial 

4. Mediation 

i.  Free mediation program offered encouraged by BK judges   

 

If You Represent the Plaintiff  

A. Considerations and objectives 

B. Manage expectations of client early to facilitate settlement discussions  

a. Does client think a small case is actually a multimillion dollar case? 

b. Examining Defendant’s ability to pay, assets, etc.  

i. Effective discovery tools to make assessment 

ii. Other discovery tools outside litigation 

iii. Examine cost and discuss with client   

C. What settlement options can you propose to opposing counsel?  

a. Lump-sum payment (review sample) 

b. Structured settlement (review sample) 

c. Confidential settlement agreement (review sample) 

D. Preference/Fraudulent transfer concerns, and possible solutions: release only becomes 

effective if no BK for at least 90 days (or 1 year for insiders) after payment? Release 

voided if settlement is avoided?  

E. How do you get paid?  

a. Paid just for mediation or representing the plaintiff through trial  

F. If you think Defendant is considering filing for BK, are there nondischargeable 

causes of action (COAs) in the complaint? (Tighe case reversed) 

a. Fraud, willful breach of fiduciary duty and malicious conversion 

i. Chapter 7 or 11: 11 U.S.C. § 523(a)(2), (4), and(6) 
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ii. Chapter 13: 11 U.S.C. §§ 1328(a)(2) (incorporates § 523(a)(2) & (4) 

etc.) § 1328(a)(3) (criminal restitution/fine), § 1328(a)(4) (similar to 

523(a)(6), but limited to willful or malicious injury causing personal 

injury or death, not injury to property) 

b. Settlements based merely on breach of K will be discharged in BK 

 

G. If there is a nondischargeable cause of action, how do you structure settlement 

contract in state court to avoid having to re-litigate issue in BK court?  Issue 

preclusion (and, to the extent it applies, claim preclusion).  Example: fraud elements 

can include “justifiable” reliance (BK) or “reasonable” reliance (some non-BK causes 

of action), and if the elements don’t match then limited or no preclusion.  

H. Creditor wants facts 

a. Review sample settlements/stipulations that have been upheld in BK 

proceedings 

i. Language that needs to be in settlement/stipulation 

ii. What if defendant does not want to stipulate to any allegations relating 

to a nondischargeable cause of action pursuant to § 523(a)(2), (4), or 

(6) or § 1328 in a structured payment plan?  

iii. How do you advise client?  

1. Go to trial or go through with settlement and take chances that 

Defendant will not file BK? 

a. Examples  

b. Review Bank of China v. Huang, 275 F.3d 1173 (9th Cir. 2002)  

i. Waiver of discharge is unenforceable 

ii. Settlement/stipulation providing for nondischargeable debt is not 

enough to make it so when debtor files for BK 

iii. Specific facts of fraud must be included in settlement agreement 

1. Examples 

a. Admissions 

b. Adoption of prior court findings of fact 

2. Boilerplate nondischargeability language is insufficient 

c. Review Archer v. Warner, 538 U.S. 314 (2003) 

i. Creditors cannot be barred from filing a §523 action simply because 

they have accepted a debtor’s promise to pay in exchange for 

settlement of a fraud claim  

 

If You Represent the Defendant  

A. Considerations and objectives 

B. Consideration of waiver of discharge 

C. Multiple defendants: “good faith” settlement under CA law (protection against co-

defendants’ claims for indemnity, contribution, or the like) 

D. What language do you want included? 

E. What language do you want excluded? 

a. Effect of findings of fraud on ∆ 

If You Represent Either Party  

A. Tax issues 
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a. Discharge of indebtedness (DOI) or “phantom” income 

b. Reporting to tax authorities / issuing 1099s 

c. Risk that tax authorities will re-characterize payments (indemnity?) 

B. Authority to sign: no transfers of claims 

 

 

II. BANKRUPTCY BEFORE SETTLEMENT IS FINALIZED (Ray lead) 

I. What happens if the ∆ files for BK before a settlement is reached (reached? Signed? 

What constitutes settlement)?  

a. Must file adversary proceeding within 60 days from first scheduled 341(a) 

hearing, per FRBP 4007(c) 

i. Failure to do this will result in discharge of debt and very angry client 

ii. Options  

1. Litigate in BK court and continue with settlement discussions 

a. Pros/cons 

2. File  RFS to proceed with state court litigation and settlement 

discussions 

a. Review sample pleading 

b. Pros/cons 

c. See In re Curtis, 40 B.R. 795, 799–800 (Bankr. D. Utah 

1984).  See In re Kronemeyer, 405 B.R. 915 (9th Cir. 

BAP 2009); In re Plumberex Specialty Prods., Inc., 311 

B.R. 551, 559–60 (Bankr. C.D. Cal.2004) (“Curtis 

factors” include whether the nonbankruptcy litigation is 

on the eve of trial, whether it will resolve all issues, any 

prejudice to creditors, burden on the parties, judicial 

economy, insurance coverage, etc.). 

J. What happens if the Defendant files a BK after settlement/stipulation reached in state 

court? 

a.  Rejection of settlement as executory contract? Is material performance due on 

both sides (not just payment of money), such that a breach by one party would 

excuse performance by the other? 

 

III. SETTLEMENT WITHIN BANKRUPTCY (Jim lead) 

If You Represent the Plaintiff  

A. Considerations and objectives 

B. What language do you want included? 

a. Review sample stipulation in BK court 

b. Is a finding of fraud required? 

i. Review In re Cacciatori, 465 B.R. 545 (2012) 

ii. Will this depend on judge?  

iii. How do you structure settlement if ∆ does not want to admit to any 

fraud allegations 

iv. Easier to settle in BK court vs. state court? 

If You Represent the Defendant  

A. Considerations and objectives 
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B. How do you settle §727 claims vs. §523 claims?  Notice to everyone of proposed 

dismissal of 727, with opportunity to object.  Bankruptcy Rule 7041. 

C. What language do you want included? 

D. What language do you want excluded? 

a. Findings of fraud could affect ∆ outside of BK (licensure, etc.) 

 

IV. JUDGE’S ROLE IN BANKRUPTCY (NWB lead) 

How closely does the judge look at settlement agreements? (Judge) 

A. Judge obligated to review the terms and conditions of a submitted stipulation, the 

language of the motion to approve the stipulation, and the proposed  order 

B. What if ∆ is not represented? 

a. Will judge still sign a stipulated settlement agreement without fraud 

allegations, in light of In re Moore? 

b. Is the settlement really a reaffirmation agreement requiring review and 

approval under 11 U.S.C. § 524? 

C. Confidential settlement agreement 

a. Will judges consider this as a way to avoid collateral impacts of a stipulation 

to fraud? 

b. Does the judge look at a confidential agreement the same way as if it were a 

public record available on PACER? 

c. Still need allegations of fraud?  

D. Settlement (Rule 9019) or sale/transaction out of ordinary course (§ 363)?  Maybe 

both.  See In re Lahijani, 325 B.R. 282 (9th Cir. BAP 2005).  Benefits of a “good 

faith” finding under § 363(m)? 

E. Jevic, 137 S.Ct. 973 (2017): settlements that include structured dismissals? Consent? 

Deemed consent? Settlements that include gifting? Are settlements included in 

chapter 11 plans different from structured dismissals? 

F. Retention of federal court jurisdiction to enforce settlement (Kokkonen v. Guardian 

Life Ins. Co., 1993 U.S. App. Lexis 12448 (9th Cir.1993)) 
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LONGSHOT!” published in the San Fernando Valley Bar Journal June, 2013.   She also co-authored the
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STELLA HAVKIN

   Caution
As of: October 17, 2017 12:59 AM Z

Bank of China v. Huang (In re Huang)

United States Court of Appeals for the Ninth Circuit

December 6, 2001, Argued and Submitted, Pasadena, California ; January 14, 2002, Filed 

No. 00-57056

Reporter
275 F.3d 1173 *; 2002 U.S. App. LEXIS 551 **; 47 Collier Bankr. Cas. 2d (MB) 1060; 38 Bankr. Ct. Dec. 269; 2002 Cal. Daily 
Op. Service 334; 2002 Daily Journal DAR 459

In re: AIPING HUANG, Debtor, THE BANK OF CHINA, 
Appellant, v. AIPING HUANG, Appellee.

Prior History:  [**1]  Appeal from the United States 
District Court for the Central District of California. D.C. 
No. CV-00-02533-TJH. Terry J. Hatter, Chief District 
Judge, Presiding.  

Disposition: Prior to filing for bankruptcy protection the 
defendant/debtor signed a settlement agreement in 
which she agreed not to file for bankruptcy protection. 
After filing for bankruptcy, the defendant/debtor was 
sued by the plaintiff/creditor, Bank of China. The 
bankruptcy court granted summary judgement to the 
plaintiff, holding that the debt to plaintiff was not 
dischargeable in bankruptcy. On appeal to the 
bankruptcy appellate panel of the district court the 
judgement of the bankruptcy court was reversed. The 
plaintiff appealed the judgment of the district court 
reversing the summary judgment of the bankruptcy 
court in the plaintiff's favor. The court of appeals 
affirmed the judgment of the district court.  

Core Terms

Settlement, collateral estoppel, dischargeable, 
bankruptcy court, district court

Case Summary

Procedural Posture
Appellant bank challenged the judgment of the United 
States District Court for the Central District of California, 
which reversed the summary judgment of the 
bankruptcy court in the bank's favor in its suit against 
appellee debtor.

Overview

The bank had sued the debtor, alleging, inter alia, fraud. 
They then entered into a settlement agreement. The 
district court held that the settlement agreement's 
provisions that the judgment and debt were not 
dischargeable, and that debtor would not enter 
bankruptcy, were unenforceable. The bank did not 
appeal the decision of the district court on this point. It 
was the law of the case. The court went on to note that 
if the debtor defrauded the bank, then her debt to it was 
non-dischargeable. To prevail, the bank had to prove 
the fraud, unless the bank succeeded by collateral 
estoppel. The court then noted that fraud, was not 
mentioned in the settlement agreement or in the 
judgment enforcing it. Fraud was alleged in the bank's 
underlying suit against the debtor, but there were other 
counts, not necessarily involving fraud, in the suit that 
was settled. The bank argued that the debtor could have 
been liable only on those counts involving fraud, but 
such a limitation on her possible liability was neither 
evident from the settlement agreement nor from the suit. 
As there was no admission of fraud, there was no basis 
for collateral estoppel.

Outcome
Judgment was affirmed.

LexisNexis® Headnotes

Bankruptcy Law > Discharge & 
Dischargeability > General Overview

HN1[ ]  Bankruptcy Law, Discharge & 
Dischargeability

It is against public policy for a debtor to waive the 
prepetition protection of the United States Bankruptcy 
Code.
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Bankruptcy Law > Discharge & 
Dischargeability > Exceptions to 
Discharge > Embezzlement & False 
Representations

Civil Procedure > ... > Preclusion of 
Judgments > Estoppel > Collateral Estoppel

Bankruptcy Law > Discharge & 
Dischargeability > Exceptions to 
Discharge > General Overview

Civil Procedure > Judgments > Preclusion of 
Judgments > General Overview

Civil Procedure > ... > Preclusion of 
Judgments > Estoppel > General Overview

HN2[ ]  Exceptions to Discharge, Embezzlement & 
False Representations

Liability for fraud is not dischargeable in bankruptcy.  11 
U.S.C.S. § 523 (a)(2)(A).

Civil Procedure > ... > Preclusion of 
Judgments > Estoppel > Collateral Estoppel

HN3[ ]  Estoppel, Collateral Estoppel

Where it is sought to apply the estoppel of a judgment 
rendered upon one cause of action to matters arising in 
a suit upon a different cause of action, the inquiry must 
always be as to the point or question actually litigated 
and determined in the original action; not what might 
have been thus litigated and determined. Only upon 
such matters is the judgment conclusive in another 
action.

Counsel: John A. Blue, Los Angeles, California, for the 
appellee.

Joshua D. Wayser, Santa Monica, California, for the 
appellant.  

Judges: Before: John T. Noonan, Kim McLane 
Wardlaw, Circuit Judges and William W Schwarzer ** 

** The Honorable William W Schwarzer, United States Senior 

Senior District Judge. Opinion by Judge Noonan.

Opinion by: John T. Noonan

Opinion

 [*1174]  NOONAN, Circuit Judge:

Bank of China (the Bank) appeals the judgment of the 
district court reversing  [*1175]  the summary judgment 
of the bankruptcy court in the Bank's favor in its suit 
against Aiping Huang (Huang). Holding that Huang is 
not collaterally estopped by her settlement with the 
Bank from denying the Bank's allegations of fraud, we 
affirm the judgment of the district court.

PRIOR PROCEEDINGS

On October 21, 1996, the Bank brought suit in the 
district court against SV International, Inc. (SV), ZP 
Tech Inc. (ZP), Ruigao Trading Inc., Jiannan Zhang, 
Aiping Huang, and Lianping Pan.  [**2]  The Bank noted 
that it was wholly owned by the government of China 
and that its principal place of business was Beijing. The 
defendants were alleged to be California corporations or 
permanent residents of California. Pan and Huang were 
said to be husband and wife and the sole directors of 
SV, identified as the parent of a wholly-owned Chinese 
subsidiary, Nantong Starvest Data Company, Ltd. Pan 
and Huang were also said to be the only directors of 
Ruigao. Pan and Zhang, Huang's first cousin, were 
alleged to be the sole owners of ZP. The Bank further 
alleged that Pan, Huang, and Zhang together controlled 
SV, ZP, Ruigao, and Nantong Starvest. They also were 
alleged to control another Chinese company, Nantong 
Hong Yang Industries Co.

According to the Bank's complaint in its 1996 suit, 
Nantong Starvest in 1992 and 1993 obtained 
approximately $ 11,910,000 in term loans from the 
Bank, and $ 10,786,785 and 506,743,360 Japanese yen 
in letters of credit from the Bank. In addition, the Bank 
guaranteed a loan of $ 10,000,000 by the Arab Bank to 
Nantong Starvest. Over $ 110 million of computer 
diskettes were alleged to have been shipped to SV and 
ZP by Nantong Starvest at artificial and concealed [**3]  
prices, with the alleged intention of avoiding repayment 
of the credit extended by the Bank.

On the basis of these and other related allegations, the 

District Judge for the Northern District of California, sitting by 
designation.

275 F.3d 1173, *1173; 2002 U.S. App. LEXIS 551, **1
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Bank's complaint against the six defendants alleged 
twelve causes of action, as follows: (1) breach of a 
written contract in failing to repay the loans; (2) money 
lent and received; (3) money had and received; (4) 
fraud; (5) breach of the covenant of good faith; (6) 
fraudulent conveyance; (7) intentional interference with 
the Bank's contractual relations with Nantong Starvest; 
(8) constructive trust; (9) injunctions; (10) accounting; 
(11) violation of 18 U.S.C. § 1962(c) (Racketeer 
Influenced Corrupt Organizations Act or RICO), charged 
against Pan, Huang, and Zhang; and (12) violations of 
subsection (d) of the same act, charged against the 
same three individuals.

The suit, styled Bank of China v. SV International, Inc., 
was met by the defendants' denial of all claims. The 
defendants were represented by Manatt, Phelps & 
Phillips (MPP); the Bank by Stern, Neubauer, 
Greenwald & Pauly of Santa Monica and by Hollyer 
Brady Smith Troxell Barrett Rockett Hines & Mone of 
New York City. Between December 1996 and 
February [**4]  1997, MPP moved to strike portions of 
the complaint; to dismiss for failure to state a cause of 
action; and to stay discovery. The defendants lost these 
motions. Eventually settlement negotiations began and 
were actively pursued during May. On June 5, 1997, the 
Bank and the defendants entered into what was 
denominated a "Settlement Agreement, Security 
Agreement, and General Release" (the Settlement 
Agreement), a detailed document 18 pages in length.

In the Settlement Agreement the six defendants 
admitted that they, jointly and severally, owed the Bank 
$ 42,740,813.03 and 572,911,136 Japanese yen plus 
interest from October 24, 1996. They stipulated to 
 [*1176]  entry of judgment in the Bank's favor in the 
amount of $ 47,733,937.79, plus interest of 8% from 
October 24, 1996. The Settlement Agreement set out a 
schedule of payments with an initial payment in 
December, 1997, and quarterly payments to be made 
beginning on March 31, 1998 and ending on December 
31, 2006. The Bank was given a security interest in all 
personal property and certain identified real estate of 
the individuals. The Bank was given complete access to 
"all information and documents concerning Defendants," 
including the income [**5]  tax returns of the three 
individuals. The compensation of these individuals from 
businesses in which they had an interest was limited to 
a total of $ 100,000. The following provisions of 
particular pertinence here were also part of the 
settlement:

3. A. Judgment Final and Binding. The Bank and 

the Defendants agree that the Judgment shall 
constitute a binding and final adjudication of the 
parties' rights and liabilities in the Action, except 
that the Bank shall retain all further rights stated in 
this Agreement. The Bank and the Defendants 
hereby fully and forever waive any right to appeal, 
to bring post-trial motions, or to bring any other 
challenges to the Judgment. The Defendants 
acknowledge that the Judgment is final, valid and in 
full force and effect.

3. B. Judgment and Debt Not Dischargeable in 
Bankruptcy. Defendants are familiar with the law

concerning the dischargeability of debts in 
bankruptcy. Defendants are also familiar with the 
facts, including their actions with respect to the 
Bank. Accordingly, and on this basis, Defendants 
understand, represent and promise to the Bank that 
the Judgment and the Debt, and all other amounts 
owing to the Bank, are [**6]  not dischargeable in 
any bankruptcy or bankruptcies filed by any of the 
Individual Defendants; and Defendants shall not, 
and represent that they have no factual or legal 
basis to, challenge or otherwise dispute the Bank's 
request for an order in any bankruptcy court to 
establish the nondischargeability of such 
obligations, and Defendants accordingly agree that 
such an order (and judgment thereon, if requested 
by the Bank) shall be issued by any bankruptcy 
court. Defendants further acknowledge and agree 
that the understandings, promises and 
representations set forth above, are essential to this 
Agreement and that, without such understandings, 
promises and representations, the Bank would not 
have entered into this Agreement, having done so 
based upon these understandings, promises and 
representations, without which the Bank would 
have proceeded with this Action….

15. B. Bankruptcy. Defendants hereby agree that, 
in consideration of the mutual covenants contained 
herein and for other good and valuable 
consideration (the receipt and sufficiency of which 
is hereby acknowledged): (a) Defendants shall not 
(i) file any voluntary petition under any Chapter of 
the Bankruptcy Code,  [**7]  Title 11, U.S.C.A. 
(hereinafter referred to as the "Bankruptcy Code") 
or in any manner to seek relief, protection, 
reorganization, liquidation, dissolution or similar 
relief for debts under any other local, state, federal 
or other insolvency laws or laws providing for relief 
of debtors in equity …. As consideration for the 

275 F.3d 1173, *1175; 2002 U.S. App. LEXIS 551, **3
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Bank's entering into this Agreement with 
Defendants, Defendants agree that should any of 
the Defendants be the subject of a bankruptcy 
proceeding, whether commenced voluntarily or 
involuntarily, the Bank shall have relief from the 
automatic stay to exercise the Bank's remedies 
under state and federal law, this Agreement 
 [*1177]  and the Judgment, and Defendants shall 
not contest the Bank's right to such relief. 
Defendants are aware that there may be case law 
which holds that such pre-petition waivers of relief 
from stay are unenforceable and agrees that in any 
bankruptcy, the Defendants will be deemed to have 
rejected and disavowed such case law. Defendants 
further agree and acknowledge that they are 
receiving valuable consideration under this 
Agreement, that the Bank is foregoing the exercise 
of its rights and remedies, that the Bank would be 
prejudiced if this waiver [**8]  were not enforced in 
such bankruptcy proceeding and that Defendants' 
other creditors, if any, will not be prejudiced by 
enforcement of this waiver. But for Defendants 
agreeing to allow the Bank to have relief from the 
stay, the Bank would not have entered into this 
Agreement.

The Settlement Agreement was presented to United 
States District Judge Terry Hatter for approval. On July 
10, 1997, Judge Hatter approved the settlement and 
entered judgment in the Bank's favor for the amount 
agreed upon.

PRESENT PROCEEDINGS

Fourteen months later, on September 10, 1998, Huang 
filed for bankruptcy under Chapter 7. On December 14, 
1998, the Bank filed an adversary proceeding objecting 
to discharge of Huang's debt to it. The Bank moved for 
summary judgment on the basis of the provision in the 
Settlement Agreement that the debt was not 
dischargeable. On February 8, 2000, the Bankruptcy 
Court so ruled.

Huang appealed to the Bankruptcy Appellate Panel, 
which transferred the case to Judge Hatter. On 
November 3, 2000, Judge Hatter reversed the order of 
the Bankruptcy Court. Judge Hatter reasoned:

Without a hearing, this Court received a settlement, 
a stipulation for the entry of a judgment,  [**9]  and 
a proposed judgment. The settlement, the parties' 
stipulation, and the Judgment did not include any of 
the underlying facts regarding Huang's allegedly 
fraudulent activities. Thus, Huang's fraud liability 

was not an essential part of this Court's Judgment 
and, on that basis, collateral estoppel does not 
apply in the bankruptcy proceeding. United States 
v. International Bldg. Co., 345 U.S. 502, 505, 97 L. 
Ed. 1182, 73 S. Ct. 807 (1953).

The Bank appeals.

ANALYSIS

First. HN1[ ] It is against public policy for a debtor to 
waive the prepetition protection of the Bankruptcy Code.  
Hayhoe v. Cole, 226 B.R. 647, 651-54 (B.A.P. 1998). 
This prohibition of prepetition waiver has to be the law; 
otherwise, astute creditors would routinely require their 
debtors to waive. Accordingly, the district court held that 
Settlement Agreement's provisions that the judgment 
and debt are not dischargeable, and that Huang will not 
enter bankruptcy, are unenforceable. The Bank did not 
appeal the decision of the district court on this point. It is 
the law of the case.

Second. HN2[ ] Liability for fraud is not dischargeable 
in bankruptcy.  11 U.S.C. § 523(a)(2)(A).  [**10]  If 
Huang defrauded the Bank, her debt to it is non-
dischargeable. To prevail, the Bank must prove the 
fraud, unless the Bank succeeds by collateral estoppel.

Third. In all cases "HN3[ ] where it is sought to apply 
the estoppel of a judgment rendered upon one cause of 
action to matters arising in a suit upon a different cause 
of action, the inquiry must always be as to the point or 
question actually litigated and  [*1178]  determined in 
the original action; not what might have been thus 
litigated and determined. Only upon such matters is the 
judgment conclusive in another action. " United States v. 
International Bldg. Co., 345 U.S. 502, 505, 97 L. Ed. 
1182, 73 S. Ct. 807 (1953), quoting  Cromwell v. County 
of Sac, 94 U.S. 351, 352-53, 24 L. Ed. 195 (1876). 
Accordingly, our inquiry is whether the fraud allegedly 
committed by Huang was "actually litigated and 
determined" in the prior proceeding.

Fourth. Fraud, or facts showing fraud, are not 
mentioned in the Settlement Agreement or in the 
judgment enforcing it. Fraud, as the Bank earnestly 
points out, was one of the counts in its prior suit. Fraud 
is also part of the two RICO violations alleged, 
and [**11]  arguably part of several of the other counts. 
But there were other counts, not necessarily involving 
fraud, in the complaint that was settled. The Bank 
argues that Huang could have been liable only on those 
counts involving fraud. But such a limitation on her 
possible liability is neither evident from the Settlement 

275 F.3d 1173, *1176; 2002 U.S. App. LEXIS 551, **7
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Agreement nor from the complaint. Huang was a 
defendant throughout the complaint. She settled all 
possible liabilities under it when she signed the 
Settlement Agreement.

The Bank argues that Huang's potential liability for fraud 
was part of the two months of negotiations that 
preceded settlement. That argument, in the end, cuts 
against the Bank. Fraud was being charged by the 
Bank. But, with apparent deliberateness, neither fraud, 
nor facts supporting the charge of fraud, are recited in 
the Settlement Agreement.

The omission of any mention of fraud is all the more 
striking when it is observed that the Bank was advised 
by experienced counsel, who must have been aware of 
what was required to constitute collateral estoppel. That 
the Bank's counsel was well aware that a debtor might 
not be able to waive bankruptcy protection is evidenced 
by the careful drafting by which the [**12]  Bank 
attempted to preclude Huang from contesting the 
lawfulness of the waiver. The Bank knew it was running 
the risk of the waiver being void. The Bank, which the 
Settlement Agreement shows to have been in a 
dominant position, was unable to secure the one 
provision that would have led to collateral estoppel, that 
is, Huang's admission of fraud.

We cannot help noticing that it was only fourteen 
months after signing the Settlement Agreement that 
Huang repudiated her agreement not to enter 
bankruptcy. But we are not asked to judge her good 
faith, nor are we informed by the record as to the 
circumstances of her signing the Settlement Agreement 
or the circumstances bringing about her bankruptcy. We 
judge upon the basis of the Settlement Agreement as it 
is written, dancing around any admission of fraud and 
constituting no collateral estoppel upon which the Bank 
can now rely.

AFFIRMED.  

End of Document

275 F.3d 1173, *1178; 2002 U.S. App. LEXIS 551, **11
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1993 U.S. App. LEXIS 12448 *

MATT T. KOKKONEN, Plaintiff-Appellant, v. 
GUARDIAN LIFE INSURANCE COMPANY OF 
AMERICA; THE GUARDIAN INSURANCE AND 
ANNUITY CORPORATION; THE GUARDIAN 
INVESTOR SERVICES CORPORATION, Defendant-
Appellee.

Notice:   [*1]  THIS DISPOSITION IS NOT 
APPROPRIATE FOR PUBLICATION AND MAY NOT 
BE CITED TO OR BY THE COURTS OF THIS 
CIRCUIT EXCEPT AS PROVIDED BY THE 9TH CIR. 
R.  36-3.  

Subsequent History: Reported as Table Case at: 993 
F.2d 883, 1993 U.S. App. LEXIS 18408. 

Prior History: Appeal from the United States District 
Court for the Eastern District of California. D.C. No. CV-
90-00325-REC. Robert E. Coyle, Chief Judge, Presiding 

Disposition: AFFIRMED.  

Core Terms

district court, settlement agreement, enforcing, 
documents, terms of the agreement, motion to enforce, 
dismissed action, fail to produce, subject-matter, 
settlement

Case Summary

Procedural Posture
Appellant insurance agent sought review of the order of 
the United States District Court for the Eastern District 
of California, which enforced a settlement agreement 
between appellant and appellee insurance company.

Overview
Appellant insurance agent entered into a settlement 
agreement in an action brought against appellee 
insurance company arising out of the termination of 
appellant's agent's contract, and subsequently sought 
review of the order of the district court enforcing the 
settlement agreement between appellant and appellee. 
On appeal, the court affirmed the district court's 
enforcement of the settlement order. The court held that 
the district court properly assumed jurisdiction to decide 
appellee's post-judgment motion to enforce the 

settlement agreement between appellant and appellee.

Outcome
The court affirmed the order of the district court because 
the district court properly assumed jurisdiction to decide 
appellee insurance company's post-judgment motion to 
enforce the settlement agreement between appellant 
insurance agent and appellee.

LexisNexis® Headnotes

Civil Procedure > Appeals > Standards of 
Review > De Novo Review

HN1[ ]  Standards of Review, De Novo Review

The existence of subject-matter jurisdiction is a question 
of law which an appellate court reviews de novo.

Business & Corporate Compliance > ... > Contracts 
Law > Types of Contracts > Settlement Agreements

Civil Procedure > ... > Settlement 
Agreements > Enforcement > General Overview

Civil Procedure > Settlements > Settlement 
Agreements > General Overview

HN2[ ]  Types of Contracts, Settlement Agreements

A district court has the inherent power summarily to 
enforce a settlement agreement with respect to an 
action pending before it.

Business & Corporate Compliance > ... > Contracts 
Law > Types of Contracts > Settlement Agreements

Civil Procedure > ... > Settlement 
Agreements > Enforcement > General Overview

Civil Procedure > Settlements > Settlement 
Agreements > General Overview
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HN3[ ]  Types of Contracts, Settlement Agreements

The district court may, following its dismissal of an 
action pursuant to a settlement agreement, enter a 
subsequent order enforcing the terms of the agreement.

Judges: Before: BROWNING, KOZINSKI, and RYMER, 
Circuit Judges.  

Opinion

MEMORANDUM

Matt T. Kokkonen appeals from the district court's order 
enforcing a settlement agreement between Kokkonen 
and the Guardian Life Insurance Co.  Kokkonen 
contends that the district court lacked subject-matter 
jurisdiction to issue an order enforcing the settlement 
agreement because (1) the action was no longer 
pending before the court at the time it issued the order, 
(2) the agreement was not incorporated into the order of 
the court disposing the action, and (3) the court neither 
explicitly retained jurisdiction nor has an independent 
basis for jurisdiction to enforce the agreement.  We 
have jurisdiction over this appeal pursuant to 28 U.S.C. 
§ 1291, and we affirm. 

HN1[ ] The existence of subject-matter jurisdiction is a 
question of law which we review de novo.  Kruso v. 
International Tel. & Tel. Corp., 872 F.2d 1416, 1421 (9th 
Cir. 1989), [*2]  cert. denied, 496 U.S. 937 (1990). 

HN2[ ] A district court has the "inherent power 
summarily to enforce a settlement agreement with 
respect to an action pending before it . . . . The authority 
of a trial court to enter a judgment enforcing a 
settlement agreement has as its foundation the policy 
favoring the amicable adjustment of disputes and the 
concomitant avoidance of costly and time consuming 
litigation." Dacanay v. Mendoza, 573 F.2d 1075, 1078 
(9th Cir. 1978) (citations omitted); Wilkinson v. Federal 
Bureau of Investigation, 922 F.2d 555, 557 (9th Cir. 
1991). Thus, HN3[ ] the district court may, following its 
dismissal of an action pursuant to a settlement 
agreement, enter a subsequent order enforcing the 
terms of the agreement.  See Wilkinson, 922 F.2d at 
557. 

Here, Kokkonen filed the present action in April, 1991 
alleging claims arising out of the termination of his 
agent's contract with defendant Guardian Life Insurance 

Company (Guardian) and two other defendants who 
were dismissed pursuant to stipulation.  Guardian filed a 
cross-complaint against Kokkonen. The  [*3]  action 
was tried before a jury.  Following closing arguments but 
before the district court instructed the jury, Kokkonen 
sought a settlement dismissing his action and 
Guardian's cross-claims with prejudice.  An oral 
agreement requiring Kokkonen to provide Guardian 
with certain documents and dismissing the claims and 
counter-claims between the parties was stated in its 
entirety on the record before the district court in 
chambers.  On April 13, 1992, the court entered a 
Stipulation and Order of Dismissal with Prejudice 
pursuant to the terms of the settlement agreement. 

On May 21, 1992, Guardian filed a motion in district 
court to enforce the settlement agreement against 
Kokkonen claiming that Kokkonen had failed to 
produce the required documents and otherwise failed to 
comply with the terms of the agreement. Following a 
hearing on the motion, the district court issued an order 
enforcing the agreement against Kokkonen and 
ordering him to pay Guardian its fees and cost incurred 
in filing the motion to enforce the agreement. 

Despite Kokkonen's arguments to the contrary, our 
holding in Wilkinson is dispositive of the issue of the 
district court's jurisdiction to enter an enforcement [*4]  
order, the sole issue in this appeal.  In Wilkinson, the 
district court dismissed the plaintiff's action pursuant to a 
settlement agreement. The agreement in that case 
called for release of the plaintiff's claims against the 
defendant in exchange for the defendant's production of 
certain documents.  Two months after dismissal of the 
action, the plaintiff filed a motion to enforce the 
settlement agreement alleging that the defendant failed 
to produce documents as required by the agreement.  
The district court denied the motion, and the plaintiff 
appealed.  In affirming the district court's decision, we 
expressly held that the "district court had jurisdiction to 
decide the motion[] under its inherent supervisory 
power." 922 F.2d at 557. Similarly here, the district court 
properly assumed jurisdiction to decide Guardian's post-
judgment motion.  See id. 

AFFIRMED. 

End of Document

1993 U.S. App. LEXIS 12448, *1
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UNITED STATES BANKRUPTCY COURT 

CENTRAL DISTRICT OF CALIFORNIA 

SAN FERNANDO VALLEY DIVISION 

 
In re: 
 
Donald Davies 
Pamela Monroe Davies 
 
 

  Debtor(s). 

  
CHAPTER 7 
 
Case No.:  1:10-bk-23817-GM 
Adv No:   1:11-ap-01070-GM 
 
MEMORANDUM OF OPINION GRANTING IN 
PART AND DENYING IN PART PLAINTIFF’S 
MOTION FOR SUMMARY ADJUDICATION 
(Docket #23) 

 
 
Paul W Herbert 
 

  Plaintiff(s), 
        v. 
 
 
Donald Davies, Pamela Monroe Davies 
                   
 

                                           Defendant(s). 

    Date: May 14, 2013            
Time: 10:00 a.m.            
Courtroom: 303   
 

 

Background:  

 Plaintiff Paul Herbert (“Plaintiff”) commenced an adversary complaint against 

debtors Donald and Pamela Davies (“Debtors”) on 2/1/11, pursuant to 11 USC 

FILED & ENTERED

MAY 31 2013

CLERK U.S. BANKRUPTCY COURT
Central District of California
BY                  DEPUTY CLERKFisher
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§523(a)(2), (a)(4), and (a)(6) (and also sought a determination under  §524 that, even if 

the debt is not declared nondischargeable as to one Debtor, the nondischargeability 

should extend to community property of Debtors).   

After the Court granted Debtors’ initial motion to dismiss with leave to amend as 

to §523(a)(2)(A), (a)(4) and(a)(6), but not as to §523(a)(2)(B) (see Docket # 7), Plaintiff 

filed  a “First Amended Adversary Complaint” (the “Complaint”).   Like Plaintiff’s initial 

complaint, the Complaint refers to and incorporates a state court arbitration judgment 

awarded in favor of the Plaintiff and against the Debtors in the sum of $1,636,107 (the 

“Judgment”).   The Judgment confirms an Amended Arbitration Award entered by 

Honorable Alan B. Haber (ret.) on 2/10/10 (the “Award”), which found that Debtor 

Donald Davies’ conduct during a partnership dissolution  violated the relevant provisions 

of the Uniform Partnership Act (Cal. Corp. Code §16701) and constituted breach of 

contract, conversion, intentional fraud and deceit, and fraudulent transfer.  The Award 

also found that Pamela Davies’ knowing receipt of partnership assets constituted 

conversion.  

 Debtors brought a second motion to dismiss, which the court granted as to 

§523(a)(2)(A) (with leave to amend) and §523(a)(4) as to Pamela’s separate property 

(without leave to amend).  The court otherwise denied this motion to dismiss.  (See 

Docket #15).   Plaintiff did not subsequently amend the Complaint, so only actions 

under §523(a)(4) as to Donald and §523(a)(6) as to Pamela and Donald remain to be 

litigated.   

  

Motion:   Plaintiff is seeking summary judgment against Debtors pursuant to 

§523(a)(2)(A), (a)(4) and (a)(6), as well as various provisions of §524.   The only 
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evidence they submit in support of the MSJ are Debtors’ Chapter 7 Petition and the 

Judgment and Award.  Plaintiff argues that the Judgment and Award contain findings 

with issue preclusive effects sufficient to establish all elements required for non-

dischargeability under §523(a)(2)(A), (a)(4) and (a)(6), as well as §524(a)(2)&(3) and 

(b)(1) &(2). 

 

Opposition:  Debtors argue that causes of action under §523(a)(2)(A) as to both 

Debtors and §523(a)(4) as to Pamela have been dismissed.  As to the remaining 

causes of action, Debtors argue that the Court should exercise its discretion and refrain 

from giving any preclusive effect to the Judgment and Award, because (i) the language 

of the Award is vague, ambiguous and contradictory, (ii) the arbitrator appeared to be 

sick and/or very tired and (iii) there is no transcript of the arbitration and the Arbitrator 

was unable to prepare a settlement statement because he did not retain his notes.  The 

opposition was accompanied by declarations from Mr. Davies and several others that 

paint a different picture of the events described in the Award and offer justifications for 

Mr. Davies’ use of partnership property. 

 

Discussion: 

 Debtors are correct that causes of action under §523(a)(2)(A) against both 

Debtors and under §523(a)(4) against to Pamela have been dismissed by this Court.   

Thus, only actions under (i) §523(a)(4) as to Donald and (ii) §523(a)(6) as to both 

Debtors remain. 

 Summary judgment is proper when the pleading, discovery, and affidavits show 

that there is “no genuine dispute as to any material fact and that the movant is entitled 

Case 1:11-ap-01070-GM    Doc 54    Filed 05/31/13    Entered 05/31/13 10:10:44    Desc
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to judgment as a matter of law.” Fed. R. Civ. P. 56(a). Material facts are those which 

may affect the outcome of the proceedings.  Anderson v. Liberty Lobby, Inc., 477 U.S. 

242, 248 (1986). The party moving for summary judgment bears the burden of 

identifying those portions of the pleadings, discovery, and affidavits that demonstrate 

the absence of a genuine issue of a material fact.  Celotex Corp. v. Catrett, 477 U.S. 

317, 323 (1986). 

 Since the MSJ relies solely on the Judgment and Award, the issues are (i) 

whether the Judgment and Award are entitled to preclusive effect and (ii) if so, whether 

the Award and Judgment determined all necessary elements of nondischargeability 

under §523(a)(4) & (a)(6). 

 

Preclusive Effect 

California law (the law of the state in which the judgment was rendered) 

determines the preclusive effect of a state court judgment.  Diruzza v. County of 

Tehama, 323 F.3d 1147, 1152 (9th Cir. 2003)(quoting Marrese v. Am. Acad. of 

Orthopaedic Surgeons, 470 U.S. 373, 380 (1985)).  Under California law, issue 

preclusion can be applied when: (1) the issue decided in the prior proceeding is 

identical to the issue sought to be relitigated in the subsequent proceeding; (2) the issue 

was actually litigated in the prior proceeding; (3) the issue was necessarily decided in 

the prior proceeding; (4) a final judgment on the merits was issued in the prior 

proceeding; and (5) the party against whom issue preclusion is sought was a party to 

the prior proceeding. Lucido v. Superior Court, 51 Cal. 3d 335, 341, 272 Cal. Rptr. 767, 

795 P.2d 1223 (1990), cert. denied, 500 U.S. 920 (1991). 

Confirmation of an arbitration award is a judicial proceeding entitled to the full 
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faith and credit it would receive under state law.  Caldeira v. County of Kauai, 866 F.2d 

1175, 1178 (9th Cir. 1989), cert. denied, 493 U.S. 817 (1989).  Under California law, a 

judgment confirming an arbitration award has the same force and effect as a judgment 

in a civil action.  Cal. Civ. Proc. Code § 1287.4.  Thus, the Judgment and Award should 

be entitled preclusive effect if the requirements of Lucido are met (see Hasnain v. 

Chadd (In re Hasnain), 2012 Bankr. LEXIS 5286, 25-26 (B.A.P. 9th Cir. Nov. 9, 2012)) 

and if, as the California Supreme Court has additionally required, “such application 

comports with fairness and sound public policy”   (Vandenberg v. Superior Court, 21 

Cal. 4th 815, 829, 88 Cal. Rptr. 2d 366, 982 P.2d 229 (1999)).    

The Vandenburg Court added that in determining whether there is "fairness and 

sound public policy,"  "courts consider the judicial nature of the prior forum, i.e. its legal 

formality, the scope if its jurisdiction, and its procedural safeguards, particularly 

including the opportunity for judicial review of adverse rulings." Vandenburg, 21 Cal. 4th 

at 829; see also Khaligh v. Hadaegh (In re Khaligh), 338 B.R. 817, 828 (B.A.P. 9th Cir. 

2006), aff’d., 506 F.3d 956 (9th Cir. 2007).  Thus courts considering whether an 

arbitration award should be preclusive look at whether the arbitration was “adjudicatory 

in nature.”  Kelly v. Vons Cos., 67 Cal. App. 4th 1329, 1336, 79 Cal. Rptr. 2d 763 (Cal. 

Ct. App. 2nd Dist. 1998); Jacobs v. CBS Broad., Inc., 291 F.3d 1173, 1177-79 (9th Cir. 

2002). The arbitration proceedings must be adjudicatory in nature even when the award 

was confirmed by the state court.   Kaligh, 338 B.R. at 829 (applying Restatement 

(Second) of Judgments §83).  The arbitration should provide parties "the opportunity for 

a hearing before an impartial and qualified officer, at which they may give formal 

recorded testimony under oath, cross-examine and compel the testimony of witnesses, 

and obtain a written statement of decision."  Kelly, 79 Cal. Rptr. 2d at 767.  
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 The arbitration proceeding was conducted by a (presumably impartial) retired 

judge, the parties were represented by counsel, submitted pre-arbitration briefs and 

presented oral argument, exhibits and testimony by witnesses. See Award p. 2.  The 

arbitrator produced the seven-page Award setting forth the bases for his decision to 

award $1,627,657 to Plaintiff.  This arbitration proceeding appears to be adjudicatory in 

nature and entitled to preclusive effect, although it should be noted that the court does 

have some discretion in this matter and “reasonable doubts about what was decided in 

a prior judgment should be decided against applying issue preclusion.”  Lopez v. 

Emergency Serv. Restoration, Inc. (In re Lopez), 367 B.R. 99, 108 (B.A.P. 9th Cir. 

2007)(relying on Parklane Hosiery Co. v. Shore, 439 U.S. 322, 331 (1979)). 

Debtors argue in the Opposition that this Court should exercise discretion and 

refrain from applying issue preclusion because the arbitrator was ill or very tired during 

the proceeding and did not keep detailed notes of the proceeding and because the 

Award is vague, ambiguous and contradictory.  While I do have some discretion, there 

is nothing before me that justifies refusing to apply the findings in the Judgment and 

Award.  The fact that the arbitrator may have been ill or tired during the arbitration or 

may not have kept detailed notes during the arbitration proceedings is simply not an 

issue for this Court.   These are issues that should have been raised during the 

confirmation process in state court or as part of an appeal of the confirmation Judgment.  

What I have before me is a state court judgment that is entitled to full faith and credit, 

which precludes relitigation of the findings made in the confirmed Award.  The fact that 

Debtors think that this Court might reach a better (and different) decision is irrelevant.  

[Defendant] argues that . . . the bankruptcy court should have refrained from 
applying collateral estoppel because the state court's analysis offended 
"fundamental principles of corporate law." We reject this argument. The 
bankruptcy court's role was not to evaluate the state court's decision, but merely 
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to determine whether Samuels was precluded from relitigating an issue that had 
already been determined. Moreover, there is no indication that it is within a 
bankruptcy court's discretion to decline to apply collateral estoppel simply 
because the state court's analysis was lacking. See, e.g., In re Diamond, 285 
F.3d 822, 826 (9th Cir. 2002). While certain public policies may limit applicability 
of collateral estoppel in California, the flawed nature of the prior decision is not 
one of them. Lucido v. Superior Court, 51 Cal. 3d 335, 272 Cal. Rptr. 767, 795 
P.2d 1223, 1226-27 (Cal. 1990). 
 

Samuels v. CMW Joint Venture (In re Samuels), 273 Fed. Appx. 691, 693-694 (9th Cir. 

Cal. 2008). 

 

Does the Award preclude issues under §523(a)(4) and (a)(6)? 

 The Award can support a grant of summary judgment if the required elements for 

nondischargeability under §523(a)(4)&(a)(6) were at issue and actually litigated in the 

arbitration proceeding and the Award necessarily decided these issues. 

The Award 

The Award first sets forth the relationship of the parties and describes the oral 

partnership agreement.  It then goes on to describe the wrongful acts of the 

“defendants” (who are Debtors, their son and certain affiliated corporations) after the 

partnership broke up. 

However, in April, 2005, the partnership between them broke up.  The evidence 
presented was uncontroverted that in April, 2005, defendant Donald Davies 
informed plaintiff Herbert that he could no longer afford a partner, and that he 
closed the partnership monetary accounts between April 13 through April 15, 
2005, and transferred the partnership funds into bank accounts only he could 
access.  Thereafter, plaintiff Herbert sent a letter to defendant Donald Davies 
indicating that he resigned from the partnership . . . . 
 

The Award notes that the Plaintiff’s complaint asserted over 20 causes of action, but 

that the arbitrator directed his attention to only five:  “(1) conversion: (2) breach of oral 

agreement; (3) breach of fiduciary duty; (4) intentional fraud and deceit; and (5) 

fraudulent transfer.”  The Arbitrator then turned to what the evidence had established. 
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 The evidence presented that the oral agreement between defendant 
Donald Davies and plaintiff Herbert provided that both would share the profits 
and losses of their real estate transactions.  The evidence presented that in lieu 
of adhering to the Uniform Partnership Act, defendant Donald Davies formed new 
Corporate entities that he funded with partnership assets and took over the 
partnership telephone number which had been used by both partners for several 
years and had been included on hundreds and thousands of mailers to potential 
clients.  Under the Uniform Partnership Act, a disassociated partner is entitled to 
a buy-out of his or her interest in the partnership at the time of disassociation.  
The Act also requires that a disassociated partner is owed [sic] from the date of 
disassociation to the date of payment.  In this litigation, the evidence presented 
also established that rather than providing Herbert’s fifty percent interest in the 
partnership assets as required by the Uniform Partnership Act [sic].  The UPA act 
also requires that the associated partner is owed interest from the date of 
disassociation to the date of payment.  In this case defendant Donald Davies 
retained all the partnership assets and opened bank accounts that only 
defendant Donald Davies could access. 
 The evidence presented in this proceeding established that the 
partnership monetary assets were substantial, and furthermore that several of 
defendant Donald Davies son and wife [sic] received significant sums from the 
partnership’s monetary assets as did several of defendant Donald Davies’ 
employees and friends.  
 

The arbitrator then made the following findings:  

I find that defendant Donald Davies violated the relevant provisions of the 
Uniform Partnership Act (aka California Corporation Code Section 16701).  In 
this Arbitration credible evidence was presented by plaintiff that after defendant 
Donald Davies forced plaintiff Herbert out of the partnership, Donald Davies 
continued to use partnership assets for the purpose of selling real properties and 
for the purpose of using some of the partnership assets for his spouse, Pamela 
Davies and Derek Davies.  The evidence also established that both Pamela 
Davies and Derek Davies were aware of the source of the significant funds 
received by both the spouse and son of Donald Davies.  Accordingly, I further 
find that defendant Donald Davies' conduct in providing partnership assets to his 
spouse and son, along with his other uses for his purposes of partnership assets 
constituted the cause of action of "conversion", and causes of action of breach of 
contract, intentional fraud and deceit and fraudulent transfer.  I also find that 
defendant Pamela Davies, having received six figure partnership assets 
knowingly aware of the source of the partnership assets, and using such assets, 
constitutes the cause of action of 'conversion.'  
 
The remainder of the Award then discusses the expert testimony of Plaintiff's 

forensic accountant, which was relied on by the Judge in reaching the total amount of 

the award against Debtors.   The Award is based on the sum of $995,978 (50% of the 
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partnership net assets, which would be owing to Plaintiff when he disassociated himself 

from the partnership, pursuant to Cal. Corp. Code §16701) plus interest thereon of 

$449,179 and $150,000 (50% of partnership funds used by Mr. Davies to purchase 

homes in Nevada) plus interest thereon of $32,500.  (Although the Award states that a 

breach of fiduciary duty cause of action would be discussed (See Award at p. 3, ll. 14-

17), the arbitrator did not make findings supporting a breach of fiduciary duty or any 

findings at all with respect to that cause of action.) 

Herbert Davies: §523(a)(4)   

Plaintiff's §523(a)(4) claim seeks a determination that the arbitration award was 

“for fraud or defalcation while acting in a fiduciary capacity, embezzlement or larceny.”   

The Ninth Circuit has determined that California law makes all partners trustees over 

the assets of the partnership and accordingly held that California partners are fiduciaries 

within the meaning of §523(a)(4).  Ragsdale v. Haller, 780 F.2d 794, 796-797 (9th Cir. 

1986).   So Mr. Davies was acting in a fiduciary capacity when he used and transferred 

partnership assets.  Whether Mr. Davies committed defalcation of those funds must be 

determined in light of the recent Supreme court decision, Bullock v. BankChampaign, 

2013 U.S. LEXIS 3521 (U.S. May 13, 2013).  In Bullock, the Supreme Court held that 

defalcation “includes a culpable state of mind requirement akin to that which 

accompanies application of the other terms in the same statutory phrase. We describe 

that state of mind as one involving knowledge of, or gross recklessness in respect to, 

the improper nature of the relevant fiduciary behavior.”  Id. at 5.  More specifically, the 

Court required: 

Thus, where the conduct at issue does not involve bad faith, moral 
turpitude, or other immoral conduct, the term requires an intentional wrong. We 
include as intentional not only conduct that the fiduciary knows is improper but 
also reckless conduct of the kind that the criminal law often treats as the 
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equivalent. Thus, we include reckless conduct of the kind set forth in the Model 
Penal Code. Where actual knowledge of wrongdoing is lacking, we consider 
conduct as equivalent if the fiduciary “consciously disregards” (or is willfully blind 
to) “a substantial and unjustifiable risk” that his conduct  will turn out to violate a 
fiduciary duty.  That risk “must be of such a nature and degree that, considering 
the nature and purpose of the actor’s conduct and the circumstances known to 
him, its disregard involves a gross deviation from the standard of conduct that a 
law-abiding person would observe in the actor’s situation.”  

 
Id. at 12-13 (citations omitted).  Conversion under California law requires only "(1) the 

plaintiff's ownership or right to possession of the property; (2) the defendant's 

conversion by wrongful act inconsistent with the property rights of the plaintiff; and (3) 

damages."  Kasdan, Simonds, McIntyre, Epstein & Martin v. World Sav. & Loan Ass'n 

(In re Emery), 317 F.3d 1064, 1069 (9th Cir. Cal. 2003).  Thus, the Award’s finding that 

Donald Davis’ use of partnership assets constituted conversion did not necessarily 

decide that Donald Davis committed defalcation while acting in a fiduciary capacity.  

The question is whether Mr. Davies knew or “consciously disregarded” a substantial and 

unjustifiable risk that his use of partnership assets would violate his fiduciary duties.  

This level of intent is not clearly found in the Award and ambiguities should be resolved 

against issue preclusion.  Defendant has offered evidence of why he believed his use of 

partnership property was proper.  See Declaration of Donald K. Davies in support of the 

Opposition ¶¶ 14-25.  Thus, whether Mr. Davies knew or consciously disregarded a 

substantial and unjustifiable risk that his use of partnership assets would violate his 

fiduciary duties remains a triable issue of fact.   

 (Although the Award concluded that Mr. Davies’ use of partnership assets 

constitutes the “cause of action” of “intentional fraud and deceit”, the arbitrator makes 

no specific findings on the five required elements of fraud:  "(a) misrepresentation (false 

representation, concealment, or nondisclosure); (b) knowledge of falsity (or "scienter"); 

(c) intent to defraud, i.e., to induce reliance; (d) justifiable reliance; and (e) resulting 
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damage."  5 Witkin Sum. Cal. Law Torts 10th Ed. §772.   As the Award describes 

neither misrepresentations/concealment by Mr. Davies nor reliance by Plaintiff, fraud 

seems inapplicable to this matter.)    

I can grant partial summary adjudication on all other issues under §523(a)(4): 

that Mr. Davies, acting as a fiduciary, wrongfully transferred away $995,978 and 

$150,000 of Plaintiff’s share of partnership assets and that with interest his obligation to 

Plaintiff on account of this wrongful transfer was $1,627,657 as of 1/1/10, with interest 

accruing at the rate of 10% per annum thereafter. 

Herbert Davies: §523(a)(6) 

Plaintiff's §523(a)(6) claim is for” willful and malicious injury.”  The requirements 

of “willful” and “malicious” are considered separately.  Carrillo v. Su (In re Su), 290 F.3d 

1140, 1146 (9th Cir. 2002).   

“A ‘willful’ injury is a ‘deliberate or intentional injury, not merely a deliberate or 

intentional act that leads to injury.’" Albarran v. New Form, Inc. (In re Barboza), 545 

F.3d 702, 706 (9th Cir. 2008)(quoting Kawaauhau v. Geiger, 523 U.S. 57, 61 (1998) 

(emphasis in original)).  At a minimum, willful requires “a deliberate act with knowledge 

that the act is substantially certain to cause injury.”  Petralia v. Jercich (In re Jercich), 

238 F.3d 1202, 1208 (9th Cir. 2001).  While the Award certainly finds that Mr. Davies 

deliberately exercised control over partnership assets, there is not a finding that he 

intended to or was substantially certain that injury to Plaintiff would result.  Debtor has 

presented evidence that he believed the partnership had a negative asset value and 

that he intended to, and ultimately did, pay all partnership liabilities.  Davies Dec. ¶¶ 23, 

25.  If these facts are established at trial, Mr. Davies would not have been substantially 

certain that his use of assets would cause injury to Plaintiff.  Mr. Davies’ intent to injure 
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remains a triable issue of fact. 

"A malicious injury involves (1) a wrongful act, (2) done intentionally, (3) which 

necessarily causes injury, and (4) is done without just cause."  Ormsby v. First Am. Title 

Co. (In re Ormsby), 591 F.3d 1199, 1207 (9th Cir. Cal. 2010).  The Award finds that 

Donald Davies forced Herbert out of the partnership, then used partnership assets for 

his own purposes and for those of his spouse, and accordingly finds Debtor’s liable for 

conversion.  "The conversion of another's property without his knowledge or consent, 

done intentionally and without justification and excuse, to the other's injury, constitutes a 

willful and malicious injury within the meaning of §523(a)(6)."  Petralia v. Jercich, 238 

F.3d at 1208 (quoting Del Bino v. Bailey (In re Bailey), 197 F.3d 997, 1000 (9th Cir. 

1999)).  While a lack of justification might be implicit in the arbitrator’s findings, it is not 

clear from the Award and ambiguities must be resolved against preclusion.  

Furthermore, while the Award found that Mr. Davies acts caused harm to Plaintiff, it did 

not find that these acts would “necessarily” cause harm.  On the other hand and as 

noted above, Mr. Davies has presented evidence of justifications for his use of 

partnership assets, including why his use of assets would not necessarily cause harm to 

plaintiff.   

Thus, I can grant partial summary adjudication on the following elements of 

§523(a)(6):  that Mr. Davies deliberately and intentionally transferred away partnership 

property, that this transfer was wrongful, that this transfer injured Plaintiff by depriving 

him of $995,978 and $150,000 of his share of partnership assets and that with interest 

Mr. Davies’ obligation to Plaintiff on account of this injury was $1,627,657 as of 1/1/10, 

with interest accruing at the rate of 10% per annum thereafter.  The following issues of 

intent must be determined at trial:  whether Mr. Davies intended injury to Plaintiff or was 
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substantially certain that injury would result, whether Mr. Davies’ conversion was 

without justification and whether Mr. Davies acts necessarily harmed Plaintiff.   

Pamela Davies: §523(a)(6) 

Whether Pamela’s receipt and use of converted funds constitutes a “willful and 

malicious injury” under §523(a)(6) is a separate question.  Not every act of conversion is 

“willful and malicious.”  Halstead v. Bilter (In re Bilter), 413 B.R. 290, 303 (Bankr. E.D. 

Va. 2009) (quoting Davis v. Aetna Acceptance Co., 293 U.S. 328, 332 (1934)).  Receipt 

and use of converted funds has been held to satisfy the requirements of “willful and 

malicious injury,” only if the recipient had knowledge of the converted nature of funds:  

Here the record demonstrates that Theresa knew that the excess funds in the 
joint accounts were stolen. She nonetheless wrote checks on these funds. Her 
intent was to convert the embezzled money to her own (and to Paul's) use, 
thereby permanently depriving the true owners (Haemonetics and Nova) of their 
money. Her conduct clearly satisfies [Kawaauhau v. Geiger, 523 U.S. 57], and 
hence the appellants' claims against her are not dischargeable. 
 

Haemonetics Corp. v. Dupre, 238 B.R. 224, 230 (D. Mass. 1999); see also Bryant v. 

Lynch (In re Tilley), 286 B.R. 782 (Bankr. D. Colo. 2002)(use of converted funds not 

“willful and malicious” if no evidence of knowledge of converted nature of funds); 

Hernandez v. Musgrave (In re Musgrave), 2011 Bankr. LEXIS 282 at 23-25 (B.A.P. 10th 

Cir. Feb. 2, 2011)(same).   

The arbitrator found:  “Pamela Davies, having received the six figure partnership 

assets knowingly aware of the source of the partnership assets, and using such assets . 

. . .”  Award at 4.   Thus, while the Award clearly found that Mrs. Davies was aware that 

the funds came from the partnership, it did not clearly find that she was aware of the 

converted nature of these funds.  The second reference to “knowingly aware” is similarly 

ambiguous:   

I also find that defendant Pamela Davies, having received six figure partnership 
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assets knowingly aware of the source of the partnership assets, and using such 
assets, constitutes the cause of action of 'conversion.'  
 

Id.  This sentence also raises a further difficulty with the award vis-à-vis Mrs. Davies – if 

she received “six figures,” why is she liable for the full Award of over $1 million principal 

in damages?  (Finally, the Award’s more general statement in conclusion (on p. 6) that 

all of the defendants “engaged in conversion, intentional fraud and receipt, and 

fraudulent transfer” is inconsistent with the more specific findings quoted above, and I 

apply the more specific findings in issue preclusion.)    

Mindful that ambiguities should be resolved against issue preclusion, I can grant 

partial summary adjudication on the issue that she received and used converted 

partnership property, but whether Mrs. Davies was aware of the converted nature of the 

funds she used and the amount of converted partnership funds she received must be 

established at trial.  

   

Community Property 

 Plaintiff also seeks judgment that the debt be declared non-dischargeable as to 

the Davies’ community property, pursuant to Bankruptcy Code §524.   

Normally, the discharge causes community property acquired post-petition to be 
free from pre-petition community claims. Code § 524(a)(3). But, if . . . the 
community debt is excepted from discharge under § 523 . . . , the discharge does 
not immunize such post-petition community property from the community debt. 
This happens automatically by operation of Code §§ 524(a)(3) and (b), without 
the necessity for any determination as to the knowle dge or participation of the 
"innocent" spouse, so long as the debt is community debt. In part, this is because 
the entry of a nondischargeability order does not transform a community debt into 
a separate obligation owing by only the wrongdoing spouse.   
  

Arcadia Farms Ltd. v. Rollinson (In re Rollinson), 322 B.R. 879 (Bankr. D. Ariz. 

2005)(citations omitted).  Whether a claim is a "community claim" is purely a question of 

state law.  F.D.I.C. v. Soderling (In re Soderling), 998 F.2d 730, 733 (9th Cir. 1993).  
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California law provides that:  

Except as otherwise expressly provided by statute, the community estate is liable 
for a debt incurred by either spouse before or during marriage, regardless of 
which spouse has the management and control of the property and regardless of 
whether one or both spouses are parties to the debt or to a judgment for the 
debt. 
 

Cal. Fam. Code § 910.  Thus, any of Mr. Davies’ obligations to Plaintiff determined to be 

nondischargeable, would also be nondischargeable against post-petition community 

property. 

 

Ruling:   

For the reasons stated above, partial summary adjudication is GRANTED on the 

following issues: 

1. Under §523(a)(4), that Mr. Davies, while acting as a fiduciary as to 

partnership assets, wrongfully transferred away $995,978 and $150,000 of 

Plaintiff’s share of partnership assets and that with interest his resulting 

obligation to Plaintiff was $1,627,657 as of 1/1/10, with interest accruing at 

the rate of 10% per annum thereafter. 

2. Under §523(a)(6), that Mr. Davies deliberately and intentionally transferred 

partnership property, that such transfer was wrongful and that such transfer 

injured Plaintiff by depriving him of $995,978 and $150,000 of his share of 

partnership assets and that with interest Mr. Davies’ obligation to Plaintiff on 

account of this injury was $1,627,657 as of 1/1/10, with interest accruing at 

the rate of 10% per annum thereafter. 

3. Under §523(a)(6), that Mrs. Davies received and used at least $100,000 of 

partnership property that had been wrongfully transferred away from the 
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partnership. 

Summary adjudication is DENIED on all other issues, including: 

1. Under §523(a)(4), whether Mr. Davies knew or “consciously disregarded” a 

“substantial and unjustifiable risk” that his use of partnership assets would 

violate his fiduciary duties.  

2. Under §523(a)(6), whether Mr. Davies intended injury to Plaintiff or was 

substantially certain that injury would result, whether Mr. Davies’ conversion 

was without justification and whether Mr. Davies acts necessarily harmed 

Plaintiff.   

3. Under §523(a)(6), whether Mrs. Davies was aware of the converted nature of 

the partnership funds she received and used and the amount of converted 

partnership funds she received and used. 

Given the Award and Judgment, Defendants will have the burden of proof on 

these issues at trial.  The issues of intent with respect to Mr. Davies will require 

evidence of, among other things, what Mr. Davies did with the partnership assets that 

he used, what portion, if any, of the partnership assets he believed he was entitled to 

take for his own use, whether he believed sufficient funds were left in the partnership to 

cover Plaintiff’s 50% share of net assets, and to what extent Mr. Davies intended to 

cover and actually covered any shortfall in partnership assets.   

### 

 
  
 

  

 

 

Date: May 31, 2013
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Bankruptcy Law > ... > Judicial Review > Standards 
of Review > Clear Error Review

Bankruptcy Law > ... > Judicial Review > Standards 
of Review > De Novo Standard of Review

HN1[ ]  Standards of Review, Clear Error Review

The appellate court reviews the district court's decision 
de novo. The bankruptcy court's factual findings are 
reviewed for clear error, and its conclusions of law are 
reviewed de novo.

Bankruptcy Law > Administrative Powers > Estate 
Property Lease, Sale & Use > Modification & 
Reversal

HN2[ ]  Estate Property Lease, Sale & Use, 
Modification & Reversal

11 U.S.C.S. § 363 generally allows the trustee to use, 
sell, or lease property of an estate, other than in the 
ordinary course of business, after notice and a hearing. 
Under § 363(m), the validity of a "sale or lease of 
property" executed under the terms of section 363 
cannot be challenged on appeal unless the bankruptcy 
court's authorization and such sale or lease were stayed 
pending appeal. The requirement to seek a stay 
pending appeal only applies to purchases of estate 
property that were made in good faith, and is designed 
to protect the interests of good faith purchasers by 
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guaranteeing the finality of property sales. A trustee's 
proposed settlement between an estate and its creditors 
must be approved by the bankruptcy court under Fed. 
R. Bankr. P. 9019, which allows the court to grant 
approval if the settlement is deemed fair and equitable.

Bankruptcy Law > Administrative Powers > Estate 
Property Lease, Sale & Use > Modification & 
Reversal

HN3[ ]  Estate Property Lease, Sale & Use, 
Modification & Reversal

A bankruptcy court has the discretion to apply 11 
U.S.C.S. § 363 procedures to a sale of claims pursuant 
to a settlement approved under Fed. R. Bankr. P. 9019. 
A compromise of a claim of the estate is in essence the 
sale of that claim to the defendant. There is no good 
reason why a trustee and the bankruptcy court cannot 
utilize the procedures of § 363 in certain settlements in 
order to ensure maximum value for the estate.

Bankruptcy Law > Administrative Powers > Estate 
Property Lease, Sale & Use > Modification & 
Reversal

HN4[ ]  Estate Property Lease, Sale & Use, 
Modification & Reversal

Where a bankruptcy court invokes 11 U.S.C.S. § 363 for 
a sale of claims pursuant to a settlement agreement, all 
parties are bound by § 363(m)'s requirement to seek a 
stay regardless of whether an outside party makes a bid 
on the sale.

Bankruptcy Law > Administrative Powers > Estate 
Property Lease, Sale & Use > Modification & 
Reversal

HN5[ ]  Estate Property Lease, Sale & Use, 
Modification & Reversal

Absence of good faith is typically shown by fraud, 
collusion between the purchaser and other bidders or 
the trustee, or an attempt to take grossly unfair 
advantage of other bidders.

Summary:

SUMMARY *

Bankruptcy

The panel affirmed the district court's order dismissing a 
bankruptcy appeal as moot under 11 U.S.C. § 363(m).

The debtor's owner appealed the bankruptcy court's 
approval of a settlement agreement between the 
Chapter 7 trustee and a creditor that had sought to 
foreclose on the debtor's construction project. The panel 
held that the appeal was moot because the owner did 
not seek a stay of the bankruptcy court's order allowing 
the sale to the creditor of the bankruptcy estate's legal 
claims arising out of a state court case filed by the 
debtor against the creditor. Agreeing with other circuits 
and with the Ninth Circuit Bankruptcy Appellate Panel, 
the panel held that a bankruptcy court has discretion to 
apply the procedures of § 363(m) to a sale of claims 
pursuant to a settlement approved under Bankruptcy 
Rule 9019. In addition, the bankruptcy court did not 
clearly err in determining that the creditor was a 
good [**2]  faith purchaser of the debtor's claims. Under 
§ 363(m), therefore, the sale could not be modified or 
set aside on appeal unless it was stayed pending 
appeal.

Counsel: Eric M. Schiffer (argued), Costa Mesa, 
California; Mohammed K. Ghods and William A. Stahr, 
Ghods Law Firm, Santa Ana, California; for Plaintiff-
Appellant.

Lisa Torres (argued), Gates, O'Doherty, Gonter & Guy, 
LLP, San Diego, California; J. Barrett Marum (argued), 
Karin Dougan Vogel, and Aaron J. Malo; Sheppard, 
Mullin, Richter & Hampton LLP, San Diego, California; 
for Defendants-Appellees.

Judges: Before: Raymond C. Fisher, Milan D. Smith, 
Jr., and Jacqueline H. Nguyen, Circuit Judges.

Opinion by: Jacqueline H. Nguyen

Opinion

 [*1038]  NGUYEN, Circuit Judge:

* This summary constitutes no part of the opinion of the court. 
It has been prepared by court staff for the convenience of the 
reader.

834 F.3d 1036, *1036; 2016 U.S. App. LEXIS 15441, **1
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Said Adeli appeals the district court's order dismissing 
his bankruptcy appeal as moot under § 363(m) of the 
Bankruptcy Code. We find no error and affirm.

I

About twenty years ago, Adeli bought a parcel of land in 
Berkeley, California, and formed Berkeley Delaware 
Court, LLC ("Debtor") for the purpose of constructing a 
mixed-use building on the property. In 2007, Debtor 
obtained a $16.25 million construction loan that was 
later sold to First-Citizens Bank & Trust Company 
("First-Citizens"). First-Citizens eventually attempted to 
foreclose on the project, which [**3]  prompted Debtor to 
file a Chapter 11 bankruptcy petition and a lawsuit 
against First-Citizens in the California Superior Court. 
After First-Citizens successfully removed the state court 
action to the bankruptcy court to be consolidated with 
the bankruptcy case, the parties reached a settlement. 
Under the terms of the settlement, First-Citizens agreed 
to reduce the loan pay-off amount by several millions of 
dollars on the conditions that Debtor pay the entire loan 
balance by a fixed date, and that construction on the 
project would be completed within six months. The 
settlement fell apart for reasons disputed by the parties. 
Debtor then filed a second Chapter 11 bankruptcy 
petition, and another action in state court alleging that 
First-Citizens acted fraudulently in connection with the 
project. Once again, First-Citizens successfully removed 
the state court action to bankruptcy court and 
consolidated it with the bankruptcy petition. First-
Citizens obtained relief from the automatic stay, took 
possession of the project, and sold it to a third-party 
purchaser for $11,925,000, leaving First-Citizens with a 
deficiency claim of approximately $7 million. First-
Citizens also filed cross-claims [**4]  in the state action, 
alleging various breaches of the settlement agreement 
by Debtor including entering into leases and collecting 
rents. Based on the alleged breaches, First-Citizens 
asserted an administrative priority claim against the 
bankruptcy estate.

The bankruptcy court eventually converted the 
bankruptcy case to a Chapter 7 proceeding and 
appointed a Trustee, who met with counsel for Debtor 
and First-Citizens to explore settlement options. A few 
months after his appointment, the Trustee reached a 
settlement with First-Citizens that allowed First-Citizens 
to purchase the estate's legal claims arising out of the 
state court case, subject to overbid procedures, in 
exchange for cash and a waiver of First-Citizens' claims 
against the estate. The Trustee filed a motion seeking 
approval of the settlement under Federal Rule of 

Bankruptcy Procedure 9019 and the sale of the estate's 
claims under 11 U.S.C. § 363(b),  [*1039]  which the 
bankruptcy court granted.

In support of the motion, the Trustee submitted a 
declaration which outlined the terms of the settlement 
and his evaluation of those terms. The Trustee declared 
that the settlement allowed First-Citizens to purchase 
the estate's legal claims as reflected in the state court 
action, subject to overbid [**5]  procedures, in exchange 
for $108,000 in cash and a waiver of First-Citizens' 
$7,000,000 deficiency claim and its $2,000,000 
administrative Chapter 11 claim. The Trustee had 
investigated Debtor's legal claims against First-Citizens, 
including their value, likelihood of success, and 
estimated costs to defend. In the Trustee's view, the 
uncertainty of the legal claims against First-Citizens and 
the possibility of protracted litigation weighed in favor of 
the settlement. Finally, in the Trustee's professional 
judgment, the terms of the settlement were fair and 
equitable under Rule 9019 because, in light of the 
proposed overbid procedures, they presented the 
maximum amount that the estate and its creditors could 
realize for the value of the estate's claims.

In November of 2012, after no third parties bid on the 
sale, the bankruptcy court granted the Trustee's motion 
and approved the settlement agreement. Adeli appealed 
the bankruptcy court's approval of the settlement to 
district court. Significantly, he failed to seek a stay of the 
sale order. The district court dismissed the appeal as 
moot under 11 U.S.C. § 363(m). Adeli now appeals the 
district court's dismissal order.

II

HN1[ ] We review the district court's decision de [**6]  
novo. Ewell v. Diebert (In re Ewell), 958 F.2d 276, 279 
(9th Cir. 1992). The bankruptcy court's factual findings 
are reviewed for clear error, and its conclusions of law 
are reviewed de novo. Id.

III

HN2[ ] Section 363 of the Bankruptcy Code generally 
allows the trustee to use, sell, or lease property of an 
estate, other than in the ordinary course of business, 
after notice and a hearing. 11 U.S.C. § 363. Under § 
363(m), the validity of a "sale or lease of property" 
executed under the terms of section 363 cannot be 
challenged on appeal "unless [the bankruptcy court's] 
authorization and such sale or lease were stayed 
pending appeal." Id. § 363(m). The requirement to seek 

834 F.3d 1036, *1038; 2016 U.S. App. LEXIS 15441, **2
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a stay pending appeal only applies to purchases of 
estate property that were made in good faith, and is 
designed to protect the interests of good faith 
purchasers by guaranteeing the finality of property 
sales. In re Onouli-Kona Land Co., 846 F.2d 1170, 1172 
(9th Cir. 1988). Relatedly here, a trustee's proposed 
settlement between an estate and its creditors must be 
approved by the bankruptcy court under Rule 9019, 
which allows the court to grant approval if the settlement 
is deemed fair and equitable. Fed. R. Bankr. P. 9019(a); 
In re A & C Props., 784 F.2d 1377, 1381 (9th Cir. 1986).

There is no dispute in this case that Adeli failed to seek 
a stay pending appeal, but he offers several arguments 
as to why his appeal is nevertheless not moot under § 
363(m). We address each in turn.

Adeli first argues that § 363 only applies when [**7]  a 
trustee sells estate property, not the estate's potential 
legal claims. Thus, his argument goes, the requirement 
to seek a stay in order to avoid mootness under § 
363(m) does not apply here. Although we have not 
addressed in a published decision whether § 363 can 
apply to a settlement of potential claims, the Ninth 
Circuit Bankruptcy Appellate Panel ("BAP") has done 
so. See In re Mickey Thompson Entm't Grp., Inc. 
("Mickey Thompson"), 292 B.R. 415 (BAP 9th Cir. 
 [*1040]  2003). In Mickey Thompson, the Ninth Circuit 
BAP held that "a bankruptcy court is obliged to consider 
. . . whether any property of the estate that would be 
disposed of in connection with the settlement might 
draw a higher price through a competitive process and 
be the proper subject of a section 363 sale." Id. at 421-
22. The BAP reasoned that "the disposition by way of 
'compromise' of a claim that is an asset of the estate is 
the equivalent of a sale of the intangible property 
represented by the claim." Id. at 421; see also In re 
Nuttery Farm, Inc., 467 F. App'x 711, 712 (9th Cir. 2012) 
("The Bankruptcy Code allows the trustee [to seek 
authorization] to sell or settle a cause of action."). 
Similarly, two of our sister circuits have held that § 363 
may be applied to the sale of an estate's legal claims. 
See In re Moore, 608 F.3d 253, 258 (5th Cir. 2010) 
(holding that "[a] trustee may sell litigation claims that 
belong [**8]  to the estate, as it can other estate 
property, pursuant to § 363(b)"); In re Martin, 91 F.3d 
389, 394-95 (3d Cir. 1996) (noting that § 363 
procedures may be applied to a settlement agreement 
that involves the mutual release of claims).

We agree with the BAP in Mickey Thompson and with 
our sister circuits, and hold that HN3[ ] a bankruptcy 
court has the discretion to apply § 363 procedures to a 

sale of claims pursuant to a settlement approved under 
Rule 9019. As the Fifth Circuit noted, "[a] compromise of 
a claim of the estate is in essence the sale of that claim 
to the defendant." In re Moore, 608 F.3d at 264 (quoting 
10 Collier on Bankruptcy ¶ 6004.01 (15th ed. rev. 
2009)). We see no good reason why a trustee and the 
bankruptcy court cannot utilize the procedures of § 363 
in certain settlements in order to ensure maximum value 
for the estate.1

Adeli next argues that even if § 363 applies, its 
requirement of a stay pending appeal should not be 
triggered here because the Trustee's overbid 
procedures did not in fact entice outside bidders, and 
First-Citizens is not deserving of the finality guaranteed 
by the stay-of-sale requirement. See In re Healthco Int'l, 
Inc., 136 F.3d at 49. We have been reticent to carve 
out [**9]  exceptions to the § 363(m) stay-of-sale 
requirement, and we again decline to do so now. See In 
re Exennium, Inc., 715 F.2d 1401, 1404 (9th Cir. 1983) 
("We are quite reluctant to invoke public policy to 
override the Code's express requirement that reversal of 
an authorization of sale not affect the sale's validity 
unless the authorization and sale were stayed."). We 
have applied the mootness rule to § 363 sales even 
where the purchaser was a party to the appeal, and 
where the purchaser had not yet taken irreversible steps 
following the sale. See In re Onouli-Kona Land Co., 846 
F.2d at 1172. Indeed, we have recognized only two 
narrow exceptions to § 363(m), neither of which applies 
here.2  [*1041]  See In re Ewell, 958 F.2d at 280 

1 Adeli's reliance on In re Healthco Int'l, Inc., 136 F.3d 45 (1st 
Cir. 1998), is misplaced. That case involved a settlement that 
was not processed under § 363, and thus is factually 
inapposite. Id. at 48.

2 Adeli's argument that the [**10]  language of the settlement 
agreement exempts him from § 363(m) lacks merit. Although 
we suggested in In re CADA Investments, Inc., 664 F.2d 1158, 
1160 (9th Cir. 1981), that express contractual language could 
form a basis for an exception to the stay requirement, that 
case preceded In re Ewell, 958 F.2d at 280 (recognizing "only 
two exceptions" to § 363(m) mootness). Assuming In re CADA 
is still good law, it is distinguishable on its facts: there, the sale 
documents were explicitly premised on specific appeals the 
parties had clearly taken into account. See In re CADA Invs., 
Inc., 664 F.2d at 1160. The settlement agreement at issue 
here simply states that the transaction will be effective upon 
entry of a final and non-appealable order of the bankruptcy 
court. The Trustee and First-Citizens — the only two parties to 
the settlement agreement — obviously viewed this condition 
as satisfied, as they both executed their respective obligations 

834 F.3d 1036, *1039; 2016 U.S. App. LEXIS 15441, **6
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(recognizing exceptions "where real property is sold 
subject to a statutory right of redemption" and "where 
state law otherwise would permit the transaction to be 
set aside"). HN4[ ] Where, as here, a bankruptcy court 
invokes § 363 for a sale of claims pursuant to a 
settlement agreement, all parties are bound by § 
363(m)'s requirement to seek a stay regardless of 
whether an outside party makes a bid on the sale. See 
In re Onouli-Kona Land Co., 846 F.2d at 1172 ("Finality 
in bankruptcy has become the dominant rationale for 
our decisions; the trend is towards an absolute rule that 
requires appellants to obtain a stay before appealing a 
sale of assets.").

Finally, Adeli argues that § 363(m) does not apply 
because the sale of claims to First-Citizens was not 
authorized in good faith. See 11 U.S.C. § 363(m). HN5[

] Absence of good faith is "typically shown by fraud, 
collusion between the purchaser and other bidders or 
the trustee, or [**11]  an attempt to take grossly unfair 
advantage of other bidders." In re Filtercorp, Inc., 163 
F.3d 570, 577 (9th Cir. 1998) (internal quotation marks 
and alterations omitted). The bankruptcy court found 
that the agreement "was the product of an arms-length 
negotiation between the Trustee and First-Citizens and 
entered into by the parties without collusion and in good 
faith." This good faith finding was supported by a 
declaration of the Trustee in which he stated that he met 
with counsel for Debtor and First-Citizens to investigate 
the parties' claims and explore settlement options. Adeli 
faults the Trustee for being insufficiently thorough in his 
assessment of the parties' claims, but does not identify 
any facts suggesting bad faith. Based on this evidence, 
the bankruptcy court did not clearly err in finding that 
First-Citizens was a purchaser in good faith for the 
purpose of § 363(m).

* * *

We conclude that the bankruptcy court had the 
discretion to apply 11 U.S.C. § 363 to the settlement 
involving a sale of the estate's potential claims, and did 
not clearly err in determining that First-Citizens was a 
good faith purchaser of those claims. Under § 363(m), 
therefore, the sale may not be modified or set aside on 
appeal unless it was stayed pending appeal. And 
because Adeli [**12]  failed to seek a stay, the appeal is 
moot. We do not reach Adeli's challenges to the 
propriety of the sale of claims under § 363, as such an 

under the contract, and First-Citizens proceeded to litigate one 
of the causes of action against a third party until securing 
summary judgment in 2014.

analysis would require us to impermissibly reach the 
underlying merits of the settlement. In re Exennium, 
Inc., 715 F.2d at 1404 ("[T]he equitable power to 
overturn a confirmed judicial sale is conditioned on the 
appellant's compliance with the stay requirement. . . .").

AFFIRMED.

End of Document

834 F.3d 1036, *1041; 2016 U.S. App. LEXIS 15441, **10
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Core Terms
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promissory note, obtaining money, proximate cause, 
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Case Summary

Procedural Posture
Petitioner creditors brought a claim against respondent 
bankruptcy debtors, arguing that a promissory note 
debt, arising from a fraud suit settlement, was 
nondischargeable because it was for money obtained by 
fraud. The United States Court of Appeals for the Fourth 
Circuit affirmed the decision that the debt was 
dischargeable. The creditors petitioned for certiorari, 
which was granted.

Overview
The debtors sold a company to the creditors, but the 
creditors sued the debtors in state court for fraud 
connected with the sale. The parties settled the lawsuit, 
and the debtors executed a promissory note for part of 

the settlement payment. The debtors failed to make the 
first payment and eventually filed for bankruptcy. The 
federal appellate court found the promissory note debt 
dischargeable, reasoning that the settlement 
agreement, releases, and promissory note had worked 
a kind of novation and replaced the original potential 
debt for money obtained by fraud with a new debt for 
money promised in a settlement contract. The United 
States Supreme Court determined that the settlement 
agreement and releases may have worked a kind of 
novation, but that fact did not bar the creditors from 
showing that the settlement debt arose out of false 
pretences, a false representation, or actual fraud, and 
consequently was nondischargeable under 11 U.S.C.S. 
§ 523(a)(2)(A).

Outcome
The Court reversed and remanded.

LexisNexis® Headnotes

Bankruptcy Law > Discharge & 
Dischargeability > Exceptions to 
Discharge > Embezzlement & False 
Representations

Business & Corporate Compliance > ... > Contracts 
Law > Standards of Performance > Creditors & 
Debtors

Contracts Law > Defenses > Fraud & 
Misrepresentation > General Overview

Bankruptcy Law > Discharge & 
Dischargeability > Exceptions to 
Discharge > General Overview
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Business & Corporate Compliance > ... > Contracts 
Law > Types of Contracts > Settlement Agreements

HN1[ ]  Exceptions to Discharge, Embezzlement & 
False Representations

The Bankruptcy Code provides that a debt shall not be 
dischargeable in bankruptcy to the extent it is for money 
obtained by false pretenses, a false representation, or 
actual fraud. 11 U.S.C.S. § 523(a)(2)(A). This language 
can cover a debt embodied in a settlement agreement 
that settled a creditor's earlier claim for money obtained 
by fraud.

Bankruptcy Law > Discharge & 
Dischargeability > Exceptions to 
Discharge > General Overview

HN2[ ]  Discharge & Dischargeability, Exceptions 
to Discharge

The mere fact that a conscientious creditor has 
previously reduced his claim to judgment should not bar 
further inquiry into the true nature of the debt.

Bankruptcy Law > Discharge & 
Dischargeability > Exceptions to 
Discharge > Embezzlement & False 
Representations

Bankruptcy Law > Discharge & 
Dischargeability > Exceptions to 
Discharge > General Overview

HN3[ ]  Exceptions to Discharge, Embezzlement & 
False Representations

Congress intends the fullest possible inquiry to ensure 
that all debts arising out of fraud are excepted from 
discharge, no matter what their form. Congress also 
intends to allow the relevant determination (whether a 
debt arises out of fraud) to take place in bankruptcy 
court, not to force it to occur earlier in state court at a 
time when nondischargeability concerns are not directly 
in issue and neither party has a full incentive to litigate 
them.

Bankruptcy Law > Discharge & 
Dischargeability > Exceptions to 
Discharge > General Overview

Civil Procedure > Judgments > Entry of 
Judgments > Consent Decrees

Civil Procedure > Settlements > Settlement 
Agreements > General Overview

HN4[ ]  Discharge & Dischargeability, Exceptions 
to Discharge

The dischargeability provision applies to all debts that 
"arise out of" fraud. A debt embodied in the settlement 
of a fraud case "arises" no less "out of" the underlying 
fraud than a debt embodied in a stipulation and consent 
decree.

Lawyers' Edition Display

Decision

11 USCS 523(a)(2)(A), in providing for 
nondischargeability in bankruptcy of debt for money 
obtained by fraud, held properly able to cover debt 
embodied in agreement that settled creditor's earlier 
claim for money obtained by fraud.  

Summary

The Bankruptcy Code (11 USCS 101 et seq.) includes a 
provision that a debt shall not be dischargeable in 
bankruptcy "to the extent" that the debt is "for money . . . 
obtained by . . . false pretenses, a false representation, 
or actual fraud" (11 USCS 523(a)(2)(A)). In Brown v 
Felsen (1979) 442 US 127, 60 L Ed 2d 767, 99 S Ct 
2205, the Supreme Court held that under a predecessor 
of 523(a)(2)(A), the doctrine of claim preclusion did not 
prevent a Bankruptcy Court from looking beyond the 
record of a state-court proceeding and the documents 
which had terminated that proceeding (a stipulation and 
consent judgment) in order to decide whether the debt 
then at issue (a debt embodied in the stipulation and 
consent judgment) was a debt for money obtained by 
fraud.

In the case at hand, two purchasers of a company sued 
the company's two sellers, who were husband and wife, 
in a North Carolina state court for, among other matters, 
alleged fraud in connection with the sale. In 1995, the 

538 U.S. 314, *314; 123 S. Ct. 1462, **1462; 155 L. Ed. 2d 454, ***454; 2003 U.S. LEXIS 2498, ****1
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parties settled the lawsuit. The settlement agreement 
and related documents (1) included recitations that the 
parties did not admit to any liability or wrongdoing; (2) 
released all related claims; and (3) provided for some 
payments to the buyers, including payments on a $ 
100,000 promissory note. The buyers then voluntarily 
dismissed the state-court lawsuit with prejudice.

Subsequently, the sellers failed to make the first 
payment on the promissory note and filed for 
bankruptcy. A Bankruptcy Court ordered liquidation 
under Chapter 7 of the Bankruptcy Code (11 USCS 701 
et seq.). The buyers asserted a claim for the $ 100,000 
promissory-note debt and asked the Bankruptcy Court 
to find the debt nondischargeable under 523(a)(2)(A). 
While the seller-husband agreed to a consent order 
holding the debt nondischargeable, the seller-wife 
contested nondischargeability. The Bankruptcy Court, 
finding the promissory-note debt dischargeable, denied 
the buyers' claim. A Federal District Court affirmed the 
Bankruptcy Court.

On appeal, the United States Court of Appeals for the 
Fourth Circuit, in affirming, expressed the view that in 
the case at hand, the settlement agreement and related 
documents had worked a kind of "novation," which had 
replaced (1) an original potential debt to the buyers for 
money obtained by fraud; with (2) a new debt, for 
money promised in a settlement contract, that was 
dischargeable in bankruptcy (283 F3d 230).

On certiorari, the United States Supreme Court reversed 
and remanded. In an opinion by Breyer, J., joined by 
Rehnquist, Ch. J., and O'Connor, Scalia, Kennedy, 
Souter, and Ginsburg, JJ., it was held that 523(a)(2)(A)'s 
language could properly cover a debt embodied in an 
agreement that settled a creditor's earlier claim for 
money obtained by fraud, for under the Supreme Court's 
governing precedent of Brown v Felsen, such a 
settlement-agreement debt could also amount to a debt 
for money obtained by fraud, within the terms of 
523(a)(2)(A), even if the settlement agreement and 
related documents had released every underlying state-
law claim.

Thomas, J., joined by Stevens, J., dissenting, expressed 
the view that the Supreme Court's conclusion was not 
supported by (1) the text of the Bankruptcy Code, or (2) 
any of the agreement documents executed by the 
parties in the case at hand.  

Headnotes

 BANKRUPTCY §202 > -- nondischargeable debt -- alleged 
fraud -- effect of settlement agreement  > Headnote:
LEdHN[1A][ ] [1A]LEdHN[1B][ ] [1B]LEdHN[1C][ ] 
[1C]LEdHN[1D][ ] [1D]LEdHN[1E][ ] 
[1E]LEdHN[1F][ ] [1F]

Under the Bankruptcy Code's provision that a debt shall 
not be dischargeable in bankruptcy "to the extent" that 
the debt is "for money . . . obtained by . . . false 
pretenses, a false representation, or actual fraud" (11 
USCS 523(a)(2)(A)), this language can properly cover a 
debt embodied in an agreement that settles a creditor's 
earlier claim for money obtained by fraud, as:

(1) For such purposes, the circumstances are that (a) A 
sues B seeking money that (A says) B obtained through 
fraud; (b) the parties settle the lawsuit and release 
related claims; (c) the settlement agreement does not 
resolve the issue of fraud, but provides that B will pay A 
a fixed sum; (d) B does not pay the fixed sum; (e) B 
enters bankruptcy; and (f) A claims that B's obligation to 
pay the fixed settlement sum is nondischargeable on the 
theory that this sum, like the original debt, is allegedly 
for money obtained by fraud.

(2) Even if, in such circumstances, the settlement 
agreement and related documents release every 
underlying state-law claim, leaving only one relevant 
debt--the debt for money promised in the settlement 
agreement itself--that fact does not end the United 
States Supreme Court's inquiry.

(3) Instead, under the Supreme Court's governing 
precedent of Brown v Felsen (1979) 442 US 127, 60 L 
Ed 2d 767, 99 S Ct 2205, the same settlement-
agreement debt can also amount to a debt for money 
obtained by fraud, within the terms of 523(a)(2)(A), for 
(a) in Brown v Felsen, the Supreme Court held that the 
doctrine of claim preclusion did not prevent a 
Bankruptcy Court from looking beyond the record of a 
state-court proceeding and the documents that had 
terminated that proceeding (a stipulation and consent 
judgment) in order to decide whether the debt then at 
issue (a debt embodied in the stipulation and consent 
judgment) was a debt for money obtained by fraud; (b) 
the reduction of the Brown state-court fraud claim to a 
stipulation embodied in a consent judgment worked the 
same kind of "novation" as an asserted novation by 
means of a settlement agreement; (c) the Supreme 
Court's language and basic reasoning in Brown v Felsen 

538 U.S. 314, *314; 123 S. Ct. 1462, **1462; 155 L. Ed. 2d 454, ***454; 2003 U.S. LEXIS 2498, ****1
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also apply to such settlement-agreement circumstances; 
(d) the factual difference that the relevant debt is 
embodied in a settlement, rather than a Brown-type 
stipulation and consent judgment, is not determinative of 
the legal issue; and (e) in either situation, what has not 
been established is that the parties meant to resolve the 
issue of fraud or, more narrowly, to resolve that issue for 
purposes of a later claim of nondischargeability in 
bankruptcy.

(Thomas and Stevens, JJ., dissented from this holding.)

 APPEAL §1750.6 > -- remand -- issues left open -- 
bankruptcy  > Headnote:
LEdHN[2A][ ] [2A]LEdHN[2B][ ] [2B]LEdHN[2C][ ] 
[2C]LEdHN[2D][ ] [2D]

In reversing, on certiorari, a Federal Court of Appeals' 
judgment in favor of a debtor as to whom a Bankruptcy 
Court had ordered liquidation under Chapter 7 of the 
Bankruptcy Code (11 USCS 701 et seq.), and in 
remanding the case for further proceedings, the United 
States Supreme Court--having held that a Bankruptcy 
Code provision (11 USCS 523(a)(2)(A)), in making 
nondischargeable a debt for money obtained by fraud, 
could properly cover a debt embodied in an agreement 
that settled a creditor's earlier claim for money obtained 
by fraud--left the Court of Appeals free, on remand, to 
determine whether some additional questions had been 
properly raised or preserved, and, if so, to decide those 
questions, for:

(1) Even though the Supreme Court agreed with the 
Court of Appeals that in the case at hand, the settlement 
agreement and some related documents had completely 
addressed and released each and every underlying 
state-law claim, the Supreme Court also concluded--
contrary to the Court of Appeals--that this fact did not 
bar the creditors in the case at hand from showing that 
the settlement debt arose out of false pretenses, a false 
representation, or actual fraud, so as to be 
nondischargeable under 523(a)(2)(A).

(2) The debtor, in asserting that the Supreme Court 
should have affirmed the Court of Appeals' judgment on 
alternative grounds, argued that (a) the settlement 
agreement and related documents had included a 
promise that the creditors would not make their 
subsequent claim of nondischargeability for fraud; and 
(b) in any event, the creditors were barred from making 
this nondischargeability claim by state-law grounds of 

collateral estoppel.

(3) The Supreme Court noted that the Court of Appeals 
had not determined the merits of either argument, both 
of which were, in any event, outside the scope of the 
question presented and insufficiently addressed below.

(4) The Supreme Court chose to leave initial evaluation 
of these arguments to the federal judges below who 
dealt regularly with questions of state law and were in a 
better position than the Supreme Court to determine 
such questions.

(Thomas and Stevens, JJ., dissented in part from this 
holding.)

 BANKRUPTCY §202 > -- nondischargeable debt -- fraud 
 > Headnote:
LEdHN[3][ ] [3]

With respect to the Bankruptcy Code's provision that a 
debt shall not be dischargeable in bankruptcy to the 
extent that the debt is "for money . . . obtained by . . . 
false pretenses, a false representation, or actual fraud" 
(11 USCS 523(a)(2)(A)), this provision applies to all 
debts that arise out of fraud.  

Syllabus

A debt is not dischargeable in bankruptcy "to the extent" 
it is "for money . . . obtained by . . . fraud." 11 U.S.C. § 
523(a)(2)(A). Petitioners, the Archers, sued respondent 
Warner and her former husband in state court for 
(among other things) fraud connected with the sale of 
the Warners' company to the Archers. In settling the 
lawsuit, the Archers executed releases discharging the 
Warners from all present and future claims, except for 
obligations under a $ 100,000 promissory note and 
related instruments. The Archers then voluntarily 
dismissed the lawsuit with prejudice. After the Warners 
failed to [****2]  make the first payment on the 
promissory note, the Archers sued in state court. The 
Warners filed for bankruptcy, and the Bankruptcy Court 
ordered liquidation under Chapter 7. The Archers 
brought the present claim, asking the Bankruptcy Court 
to find the $ 100,000 debt nondischargeable, and to 
order the Warners to pay the sum. Respondent Warner 
contested nondischargeability. The Bankruptcy Court 
denied the Archers' claim. The District Court and the 
Fourth Circuit affirmed. The latter court held that the 
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settlement agreement, releases, and promissory note 
worked a kind of "novation" that replaced (1) an original 
potential debt to the Archers for money obtained by 
fraud with (2) a new debt for money promised in a 
settlement contract that was dischargeable in 
bankruptcy.

Held: A debt for money promised in a settlement 
agreement accompanied by the release of underlying 
tort claims can amount to a debt for money obtained by 
fraud, within the nondischargeability statute's terms. Pp. 
3-8.

(a) The outcome here is governed by  Brown v. Felsen, 
442 U.S. 127, 60 L. Ed. 2d 767, 99 S. Ct. 2205, in which 
(1) Brown filed a state-court suit seeking money that he 
said Felsen had obtained through [****3]  fraud; (2) the 
court entered a consent decree based on a stipulation 
providing that Felsen would pay Brown a certain 
amount; (3) neither the decree nor the stipulation 
indicated the payment was for fraud; (4) Felsen did not 
pay; (5) Felsen entered bankruptcy; and (6) Brown 
asked the Bankruptcy Court to look behind the decree 
and stipulation and hold that the debt was 
nondischargeable because it was a debt for money 
obtained by fraud.  Id., at 128-129. This Court found 
that, although claim preclusion would bar Brown from 
making any claim "'based on the same cause of action'" 
that he had brought in state court,  id., at 131, it did not 
prevent the Bankruptcy Court from looking beyond the 
state-court record and the documents terminating the 
state-court proceeding to decide whether the debt was a 
debt for money obtained by fraud,  id., at 138-139. As a 
matter of logic, Brown's holding means that the Fourth 
Circuit's novation theory cannot be right. If reducing a 
fraud claim to settlement definitively changed the nature 
of the debt for dischargeability purposes, the nature of 
the debt in Brown would have changed similarly, 
thereby [****4]  rendering that debt dischargeable. This 
Court's instruction that the Bankruptcy Court could 
"weigh all the evidence,"  id., at 138, would have been 
pointless, as there would have been nothing for the 
court to examine. Moreover, the Court's statement in 
Brown that "the mere fact that a conscientious creditor 
has previously reduced his claim to judgment should not 
bar further inquiry into the true nature of the debt," ibid., 
strongly favors the Archers' position. Finally, Brown's 
basic reasoning applies here. The Court noted that a 
change in the Bankruptcy Code's nondischargeability 
provision indicated that "Congress intended the fullest 
possible inquiry" to ensure that "all debts arising out of" 
fraud are "excepted from discharge," no matter their 
form. Ibid. Congress also intended to allow the 

determination whether a debt arises out of fraud to take 
place in bankruptcy court, not to force it to occur earlier 
in state court when nondischargeability concerns "are 
not directly in issue and neither party has a full incentive 
to litigate them."  Id., at 134. The only difference 
between Brown and this case -- that the relevant debt 
here [****5]  is embodied in a settlement, not in a 
stipulation and consent judgment -- is not determinative, 
since the dischargeability provision applies to all debts 
that "arise out of" fraud.  Id., at 138. Pp. 3-7.

(b) The Fourth Circuit remains free, on remand, to 
determine whether Warner's additional arguments were 
properly raised or preserved, and, if so, to decide them. 
Pp. 7-8.

 283 F.3d 230, reversed and remanded.  

Counsel: Craig Goldblatt argued the cause for 
petitioners. 

Lisa S. Blatt argued the cause for the United States, as 
amicus curiae, by special leave of court. 

Donald B. Ayer argued the cause for respondent.  

Judges: BREYER, J., delivered the opinion of the 
Court, in which REHNQUIST, C. J., and O'CONNOR, 
SCALIA, KENNEDY, SOUTER, and GINSBURG, JJ., 
joined. THOMAS, J., filed a dissenting opinion, in which 
STEVENS, J., joined.  

Opinion by: BREYER

Opinion

 [**1465]   [***459]   [*316]  JUSTICE BREYER 
delivered the opinion of the Court.

 LEdHN[1A][ ] [1A] LEdHN[2A][ ] [2A]HN1[ ] The 
Bankruptcy Code provides that a debt shall not be 
dischargeable in bankruptcy "to the extent" it is "for 
money . . . obtained by . . . false pretenses, a false 
representation, or actual fraud." 11 U.S.C. § 
523(a)(2)(A). Can this language cover a debt embodied 
in a settlement agreement that settled a creditor's earlier 
claim "for money . . . obtained by . . . fraud"? In our 
view, the statute can cover such a debt, and we reverse 
a lower [****6]  court judgment to the contrary.

I

 LEdHN[1B][ ] [1B]This case arises out of 
circumstances that we outline as follows: (1) A sues B 
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seeking money that (A says) B obtained [*317]  through 
fraud; (2) the parties settle the lawsuit and release 
related claims; (3) the settlement agreement does not 
resolve the issue of fraud, but provides that B will pay A 
a fixed sum; (4) B does not pay the fixed sum; (5) B 
enters bankruptcy; and (6) A claims that B's obligation to 
pay the fixed settlement sum is nondischargeable 
because, like the original debt, it is for "money . . . 
obtained by . . . fraud."

 This outline summarizes the following circumstances: In 
late 1991, Leonard and Arlene Warner bought the 
Warner Manufacturing Company for $ 250,000. About 
six months later they sold the company to Elliott and 
Carol Archer for $ 610,000. A few months after that the 
Archers sued the Warners in North Carolina state court 
for (among other things) fraud connected with the sale.

In May 1995, the parties settled the lawsuit. The 
settlement agreement specified that the Warners would 
pay the Archers "$ 300,000.00 less legal and accounting 
expenses" "as compensation for emotional 
distress/personal [****7]  injury type damages." App. 61. 
It added that the Archers would "execute releases to 
any and all claims . . . arising out of this litigation, except 
as to  [***460]  amounts set forth in [the] Settlement 
Agreement." Id., at 63. The Warners paid the Archers $ 
200,000 and executed a promissory note for the 
remaining $ 100,000. The Archers executed releases 
"discharging" the Warners "from any and every right, 
claim, or demand" that the Archers "now have or might 
otherwise hereafter have against" them, "excepting only 
obligations under" the promissory note and related 
instruments. Id., at 67; see also id., at 70. The releases, 
signed by all parties, added that the parties did not 
"admit any liability or wrongdoing," that the settlement 
was "the compromise of disputed claims, and that 
payment [was] not to be construed as an admission of 
liability." Id., at 67-68, 71. A few days later the Archers 
voluntarily dismissed the state-court lawsuit with 
prejudice.

In November 1995, the Warners failed to make the first 
payment on the $ 100,000 promissory note. The 
Archers  [*318]  sued for the payment in state court. The 
Warners filed for bankruptcy. The Bankruptcy Court 
ordered liquidation under [****8]  Chapter 7 of the 
Bankruptcy Code. And the Archers brought the present 
claim, asking the Bankruptcy Court to find the $ 100,000 
debt nondischargeable, and to order the Warners to pay 
the $ 100,000. Leonard Warner agreed to a consent 
order holding his debt nondischargeable. Arlene Warner 
contested nondischargeability. The Archers argued that 

Arlene Warner's promissory note debt was 
nondischargeable because it was for "money . . . 
obtained by . . . fraud."

The Bankruptcy Court, finding the promissory note debt 
dischargeable, denied the Archers' claim. The District 
Court affirmed the Bankruptcy Court. And the Court of 
Appeals for the Fourth Circuit, dividing two to one, 
affirmed the District Court.  Archer v. Warner (In re 
Warner), 283 F.3d 230 (2002). The majority reasoned 
that the settlement agreement, releases, and 
promissory note had worked a kind of "novation." This 
novation replaced (1) an original potential debt to the 
Archers for money obtained by fraud with (2) a new 
debt. The new debt  [**1466]  was not for money 
obtained by fraud. It was for money promised in a 
settlement contract. And it was consequently 
dischargeable in bankruptcy.

We granted the Archers' petition for certiorari,  Archer v. 
Warner, 536 U.S. 938, 536 U.S. 938, 153 L. Ed. 2d 802, 
122 S. Ct. 2618 (2002), [****9]  because different 
Circuits have come to different conclusions about this 
matter, compare  In re West, 22 F.3d 775, 778 (CA7 
1994) (supporting the novation theory), with  United 
States v. Spicer, 313 U.S. App. D.C. 67, 57 F.3d 1152, 
1155 (CADC 1995) ("The weight of recent authority 
rejects" the novation theory), cert. denied,  516 U.S. 
1043, 133 L. Ed. 2d 658, 116 S. Ct. 701 (1996).

II

 LEdHN[1C][ ] [1C]  LEdHN[2B][ ] [2B] We agree 
with the Court of Appeals and the dissent, post, at 1-2 
(opinion of THOMAS, J.), that "the settlement 
agreement and promissory note here, coupled with the 
broad language of the release, completely addressed 
and released  [*319]  each and every underlying state 
law claim."  283 F.3d at 237. That agreement left only 
one relevant debt: a debt for money promised in the 
settlement agreement itself. To recognize that fact, 
however, does not end our inquiry. We must decide 
whether that same debt can also amount to a debt for 
money obtained by fraud, within the terms of the 
nondischargeability statute. Given  [***461]  this Court's 
precedent, we believe that it can.

 LEdHN[1D][ ] [1D] Brown v. Felsen, 442 U.S. 127, 60 
L. Ed. 2d 767, 99 S. Ct. 2205 (1979), governs the 
outcome here. The circumstances there were the 
following: (1) Brown sued [****10]  Felsen in state court 
seeking money that (Brown said) Felsen had obtained 
through fraud; (2) the state court entered a consent 
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decree embodying a stipulation providing that Felsen 
would pay Brown a certain amount; (3) neither the 
decree nor the stipulation indicated the payment was for 
fraud; (4) Felsen did not pay; (5) Felsen entered 
bankruptcy; and (6) Brown asked the Bankruptcy Court 
to look behind the decree and stipulation and to hold 
that the debt was nondischargeable because it was a 
debt for money obtained by fraud.  Id., at 128-129.

The lower courts had held against Brown. They pointed 
out that the relevant debt was for money owed pursuant 
to a consent judgment; they noted that the relevant 
judgment-related documents did not refer to fraud; they 
added that the doctrine of res judicata prevented the 
Bankruptcy Court from looking behind those documents 
to uncover the nature of the claim that had led to their 
creation; and they consequently concluded that the 
relevant debt could not be characterized as one for 
money obtained by fraud.  Id., at 130-131.

This Court unanimously rejected the lower court's 
reasoning. The Court conceded that the state [****11]  
law of claim preclusion would bar Brown from making 
any claim "'based on the same cause of action'" that 
Brown had brought in state court.  Id., at 131 (quoting  
Montana v. United States, 440 U.S. 147, 153, 59 L. Ed. 
2d 210, 99 S. Ct. 970 (1979)). Indeed, this aspect of res 
judicata would prevent Brown from litigating "all grounds 
for . . .  [*320]  recovery" previously available to Brown, 
whether or not Brown had previously "asserted" those 
grounds in the prior state court "proceeding."  Brown v. 
Felsen, 442 U.S. 127, 131, 60 L. Ed. 2d 767, 99 S. Ct. 
2205. But all this, the Court held, was beside the point. 
Claim preclusion did not prevent the Bankruptcy Court 
from looking beyond the record of the state-court 
proceeding and the documents that terminated that 
proceeding (the stipulation and consent judgement) in 
order to decide whether the debt at issue (namely, the 
debt embodied in the consent decree and stipulation) 
was a debt for money obtained by fraud.  Id., at 138-
139.

As a matter of logic, Brown's holding means that the 
Fourth Circuit's novation theory cannot be right. The 
reduction of Brown's state-court fraud claim to a 
stipulation (embodied in a consent decree)  [**1467]  
worked the same kind of novation as [****12]  the 
"novation" at issue here. (Despite the dissent's 
suggestions to the contrary, post, at 5-6, it did so by an 
agreement of the parties that would seem to have 
"severed the causal relationship," post, at 5, between 
liquidated debt and underlying fraud no more and no 
less than did the settlement and releases at issue here.) 

Yet, in Brown, this Court held that the Bankruptcy Court 
should look behind that stipulation to determine whether 
it reflected settlement of a valid claim for fraud. If the 
Fourth Circuit's view were correct -- if reducing  [***462]  
a fraud claim to settlement definitively changed the 
nature of the debt for dischargeability purposes -- the 
nature of the debt in Brown would have changed 
similarly, thereby rendering the debt dischargeable. This 
Court's instruction that the Bankruptcy Court could 
"weigh all the evidence,"  id., at 138, would have been 
pointless. There would have been nothing for the 
Bankruptcy Court to examine.

Moreover, the Court's language in Brown strongly favors 
the Archers' position here. The Court said that HN2[ ] 
"the mere fact that a conscientious creditor has 
previously reduced his claim to judgment should not bar 
further [****13]  inquiry into the  [*321]  true nature of 
the debt." Ibid.; accord,  Grogan v. Garner, 498 U.S. 
279, 290, 112 L. Ed. 2d 755, 111 S. Ct. 654 (1991) 
(assuming that the Bankruptcy Code seeks to "permit 
exception from discharge of all fraud claims creditors 
have successfully reduced to judgment"). If we 
substitute the word "settlement" for the word "judgment," 
the Court's statement describes this case.

 LEdHN[1E][ ] [1E] LEdHN[3][ ] [3]Finally, the 
Court's basic reasoning in Brown applies here. The 
Court pointed out that the Bankruptcy Code's 
nondischargeability provision had originally covered 
"only 'judgments' sounding in fraud."  442 U.S., at 138. 
Congress later changed the language so that it covered 
all such "'liabilities.'" Ibid. This change indicated that 
HN3[ ] "Congress intended the fullest possible inquiry" 
to ensure that "all debts arising out of" fraud are 
"excepted from discharge," no matter what their form. 
Ibid.; see also 11 U.S.C. § 523(a) (current "any debt" 
language). Congress also intended to allow the relevant 
determination (whether a debt arises out of fraud) to 
take place in bankruptcy court, not to force it to occur 
earlier in state court at a time when nondischargeability 
concerns [****14]  "are not directly in issue and neither 
party has a full incentive to litigate them."  Brown, 442 
U.S., at 134.

The only difference we can find between Brown and the 
present case consists of the fact that the relevant debt 
here is embodied in a settlement, not in a stipulation 
and consent judgment. But we do not see how that 
difference could prove determinative. HN4[ ] The 
dischargeability provision applies to all debts that "arise 
out of" fraud.  Id., at 138; see also  Cohen v. de la Cruz, 
523 U.S. 213, 215, 140 L. Ed. 2d 341, 118 S. Ct. 1212 
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(1998). A debt embodied in the settlement of a fraud 
case "arises" no less "out of" the underlying fraud than a 
debt embodied in a stipulation and consent decree. 
Policies that favor the settlement of disputes, like those 
that favor "repose," are neither any more nor any less at 
issue here than in Brown. See  442 U.S., at 133-135. In 
Brown, the doctrine of res judicata itself ensured "a 
blanket release" of the underlying claim of fraud, just as 
the contractual releases did here, post, at 2-3.  [*322]  
See supra, at 4. Despite the dissent's protests to the 
contrary, post, at 1-3, what has not been 
established [****15]  here, as in Brown, is that the 
parties meant to resolve the issue of fraud or, more 
narrowly, to resolve that issue for purposes of a later 
 [***463]  claim of nondischargeability in bankruptcy. In 
a word, we can find no significant difference between 
Brown and the case now before us.

 LEdHN[2C][ ] [2C]Arlene Warner argues that we 
should affirm the Court of Appeals' decision on 
alternative grounds. She says that the  [**1468]  
settlement agreement and releases not only worked a 
novation by converting potential tort liabilities into a 
contract debt, but also included a promise that the 
Archers would not make the present claim of 
nondischargeability for fraud. She adds that, in any 
event, because the Archers dismissed the original fraud 
action with prejudice, North Carolina law treats the fraud 
issue as having been litigated and determined in her 
favor, thereby barring the Archers from making their 
present claim on grounds of collateral estoppel. But cf.  
Arizona v. California, 530 U.S. 392, 414, 147 L. Ed. 2d 
374, 120 S. Ct. 2304 (2000) ("Settlements ordinarily 
occasion no issue preclusion . . . unless it is clear . . . 
that the parties intend their agreement to have such an 
effect").

Without suggesting that these additional [****16]  
arguments are meritorious, we note that the Court of 
Appeals did not determine the merits of either argument, 
both of which are, in any event, outside the scope of the 
question presented and insufficiently addressed below. 
See  Roberts v. Galen of Va., Inc.,525 U.S. 249, 253-
254, 142 L. Ed. 2d 648, 119 S. Ct. 685 (1999) (per 
curiam). We choose to leave initial evaluation of these 
arguments to "the federal judges who deal regularly with 
questions of state law in their respective districts and 
circuits," and who "are in a better position than we,"  
Butner v. United States, 440 U.S. 48, 58, 59 L. Ed. 2d 
136, 99 S. Ct. 914 (1979), to determine, for example, 
whether the parties intended their agreement and 
dismissal to have issue-preclusive, as well as claim-
preclusive, effect, and to what extent such preclusion 

applies to enforcement of a debt specifically  [*323]  
excepted from the releases, supra, at 2; post, at 3. The 
Court of Appeals remains free, on remand, to determine 
whether such questions were properly raised or 
preserved, and, if so, to decide them.

 LEdHN[1F][ ] [1F] LEdHN[2D][ ] [2D]We conclude 
that the Archers' settlement agreement and releases 
may have worked a kind of novation, but that fact does 
not bar the Archers from showing [****17]  that the 
settlement debt arose out of "false pretences, a false 
representation, or actual fraud," and consequently is 
nondischargeable, 11 U.S.C. § 523(a)(2)(A). We 
reverse the Court of Appeals' judgment to the contrary. 
And we remand this case for further proceedings 
consistent with this opinion.

It is so ordered. 

Dissent by: THOMAS

Dissent

JUSTICE THOMAS, with whom JUSTICE STEVENS 
joins, dissenting.

Section 523(a)(2) of the Bankruptcy Code excepts from 
discharge "any debt . . . for money, property, [or] 
services, . . . to the extent obtained by . . . false 
pretenses, a false representation, or actual fraud." 11 
U.S.C. § 523(a)(2)(A) (emphasis added). The Court 
holds that a debt owed under  [***464]  a settlement 
agreement was "obtained by" fraud even though the 
debt resulted from a contractual arrangement pursuant 
to which the parties agreed, using the broadest 
language possible, to release one another from "any 
and every right, claim, or demand . . . arising out of" a 
fraud action filed by petitioners in North Carolina state 
court. App. 67. Because the Court's conclusion is 
supported neither by the text of the Bankruptcy Code 
nor by any of the [****18]  agreements executed by the 
parties, I respectfully dissent.

The Court begins its description of this case with the 
observation that "the settlement agreement does not 
resolve the issue of fraud, but provides that B will pay A 
a fixed sum." Ante, at 1 (emphasis added). Based on 
that erroneous premise, the Court goes on to find that 
there is "no significant difference between  Brown v. 
[Felsen, 442 U.S. 127, 60 L. Ed. 2d 767, 99 S. Ct. 2205 
(1979),]  [*324]  and [this case]." Ante, at 6. The only 
distinction, the Court explains, is that "the relevant debt 

538 U.S. 314, *321; 123 S. Ct. 1462, **1467; 155 L. Ed. 2d 454, ***462; 2003 U.S. LEXIS 2498, ****14
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here is embodied in a settlement, not in a stipulation 
and consent judgment" as in  Brown v. Felsen, 442 U.S. 
127, 60 L. Ed. 2d 767, 99 S. Ct. 2205 (1979). Ibid.

  [**1469]  Remarkably, however, the Court fails to 
address the critical difference between this case and 
Brown: The parties here executed a blanket release, 
rather than entered into a consent judgment. And, in my 
view, "if it is shown that [a] note was given and received 
as payment or waiver of the original debt and the parties 
agreed that the note was to substitute a new obligation 
for the old, the note fully discharges the original debt, 
and the nondischargeability of the original [****19]  debt 
does not affect the dischargeability of the obligation 
under the note."  In re West, 22 F.3d 775, 778 (CA7 
1994). That is the case before us, and, accordingly, 
Brown does not control our disposition of this matter.

In Brown, Brown sued Felsen in state court, alleging 
that Felsen had fraudulently induced him to act as 
guarantor on a bank loan.  442 U.S., at 128. The suit 
was settled by stipulation, which was incorporated by 
the court into a consent judgment, but "neither the 
stipulation nor the resulting judgment indicated the 
cause of action on which respondent's liability to 
petitioner was based." Ibid. The Court held that 
principles of res judicata did not bar the Bankruptcy 
Court from looking behind the consent judgment and 
stipulation to determine the extent to which the debt was 
"obtained by" fraud. The Court concluded that it would 
upset the policy of the Bankruptcy Code for "state courts 
to decide [questions of nondischargeability] at a stage 
when they are not directly in issue and neither party has 
a full incentive to litigate them."  Id., at 134. Brown did 
not, however, address the question presented in 
this [****20]  case -- whether a creditor may, without the 
participation of the state court, completely release a 
debtor from "any and every right, claim, or demand . . . 
relating to" a state-court fraud action. App. 67.

 [*325]  Based on the sweeping language of the general 
release, it is inaccurate for the Court to say that the 
parties did not "resolve the issue of fraud." Ante, at 1. 
To be sure, as in Brown, there is no legally controlling 
document stating that respondent did (or did not) 
commit fraud. But, unlike in Brown,  [***465]  where it 
was not clear which claims were being resolved by the 
consent judgment, the release in this case clearly 
demonstrates that the parties intended to resolve 
conclusively not only the issue of fraud, but also any 
other "rights, claims, or demands" related to the state-
court litigation, "excepting only obligations under [the] 

Note and deeds of trust." 1 App. 67. See  McNair v. 
Goodwin, 262 N. C. 1, 7, 136 S. E. 2d 218, 223 (1964) 
("'[A] compromise agreement is conclusive between the 
parties as to the matters compromised'" (quoting  Penn 
Dixie Lines v. Grannick, 238 N. C. 552, 556, 78 S. E. 2d 
410, 414 (1953))).

 [****21]  The fact that the parties intended, by the 
language of the general release, to replace an "old" 
fraud debt with a "new" contract debt is an important 
distinction from Brown, for the text of the Bankruptcy 
Code prohibits discharge of any debt "to the extent 
obtained by" fraud. 11 U.S.C. § 523(a)(2) (emphasis 
added). In interpreting this provision, the Court has 
recognized that, in order for a creditor to establish that a 
debt is not dischargeable, he must demonstrate that 
there is a causal nexus between the fraud and the debt. 
See  Cohen v. de la Cruz, 523 U.S. 213, 218, 140 L. Ed. 
2d 341, 118 S. Ct. 1212 (1998) (describing § 
523(a)(2)(A) as barring discharge of debts "'resulting 
from'" or "'traceable to'" fraud (quoting  Field v. Mans, 
516 U.S. 59, 61, 64, 133 L. Ed. 2d 351, 116 S. Ct. 437 
(1995))). Indeed, petitioners conceded at oral argument 
that the "obtained by" language of § 523(a)(2) requires a 
creditor to prove that a debtor's fraud is the proximate 
cause of the debt. Tr. of Oral Arg. 10, 12; see also 1 
Am.  [**1470]  Jur. 2d, Actions § 57 (1994) ("What is 
essential is that the wrongful act charged be the 
proximate cause of the  [*326]  damage; the loss must 
be the direct result of, or proximately  [****22]   
traceable to, the breach of an obligation to the plaintiff " 
(emphasis added)).

This Court has been less than clear with respect to the 
requirements for establishing proximate cause. In the 
past, the Court has applied the term "'proximate cause' 
to label generically the judicial tools used to limit a 
person's responsibility for the consequences of that 
person's own acts."  Holmes v. Securities Investor 
Protection Corporation, 503 U.S. 258, 268, 117 L. Ed. 
2d 532, 112 S. Ct. 1311 (1992). The Court has 
explained that, "at bottom, the notion of proximate cause 
reflects 'ideas of what justice demands, or of what is 
administratively possible and convenient.'" Ibid. (quoting 
W. Keeton, D. Dobbs, R. Keeton, & D. Owen, Prosser 
and Keeton on Law of Torts § 41, p. 264 (5th ed. 1984) 
(hereinafter Keeton)); see also  Palsgraf v. Long Island 
R. R. Co., 248 N. Y. 339, 352, 162 N. E. 99, 103 (1928) 
(Andrews, J., dissenting) ("What we do mean by the 

1 There are no allegations that petitioners were fraudulently 
induced to execute the settlement agreement or the general 
release.
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word 'proximate' is, that because of convenience, of 
public policy, of a rough sense of justice, the law 
arbitrarily declines to trace a series of events beyond a 
certain point"). While the concept of proximate cause is 
somewhat amorphous,  [****23]  see Keeton 279, the 
common law is clear that certain intervening events -- 
otherwise called "superseding causes" -- are sufficient 
to sever the causal nexus and cut off all liability. See  
Exxon Co., U.S.A. v. Sofec, Inc., 517 U.S. 830, 837, 135 
L. Ed. 2d 113, 116 S. Ct. 1813 (1996)  [***466]  ("'The 
doctrine of superseding cause is . . . applied where the 
defendant's negligence in fact substantially contributed 
to the plaintiff's injury, but the injury was actually brought 
about by a later cause of independent origin that was 
not foreseeable'" (quoting 1 T. Schoenbaum, Admiralty 
and Maritime Law § 5-3, pp. 165-166 (2d ed. 1994))); 
57A Am. Jur. 2d, Negligence § 790 (1989) ("The 
intervention, between the negligence of the defendant 
and the occurrence of an injury to the plaintiff, of a new, 
independent, and efficient cause, or of a superseding 
cause, of the injury renders the negligence of the 
defendant a remote cause of  [*327]  the injury, and he 
cannot be held liable, notwithstanding the existence of 
some connection between his negligence and the 
injury").

In this case, we are faced with the novel situation where 
the parties have, by agreement, attempted to sever the 
causal relationship between the debtor's 
fraudulent [****24]  conduct and the debt. 2 In my view, 
the "intervening" settlement and release create the 
equivalent of a superseding cause, no different from the 
intervening negligent acts of a third party in a 
negligence action. In this case, the parties have made 
clear their intent to replace the old "fraud" debt with a 
new "contract" debt. Accordingly, the only debt that 
remains intact for bankruptcy purposes is the one 

2 Petitioners argue that any prepetition waiver of 
nondischargeability protections should be deemed 
unenforceable because it is inconsistent with the Bankruptcy 
Code and impairs the rights of third-party creditors. Brief for 
Petitioners 24. As respondent points out, however, a creditor 
forfeits the right to contest dischargeability if it fails to 
affirmatively request a hearing within 60 days after the first 
date set for the meeting of the creditors. See 11 U.S.C. § 
523(c)(1); Fed. Rule Bkrtcy Proc. 4007(c). Thus, presumably, 
creditors may choose, for any or no reason at all, to forgo an 
assertion of nondischargeability under § 523(a)(2). Indeed, 
petitioners have failed to point to any provision of the 
Bankruptcy Code that specifically bars a creditor from entering 
into an agreement that impairs its right to contest 
dischargeability.

"obtained by" voluntary agreement of the parties, not by 
fraud.

 [****25]  Petitioners' own actions in the course of this 
litigation support this conclusion. Throughout the 
proceedings below and continuing in this Court, 
petitioners have sought to recover only the amount of 
the debt set forth in the settlement agreement, which is 
lower than the total damages they allegedly suffered as 
a result of respondent's  [**1471]  alleged fraud. See 
Brief for Petitioners 21 ("The nondischargeability action 
was brought solely in order to enforce the agreement to 
pay [the amount in the settlement agreement]"). This 
crucial fact demonstrates that petitioners seek to 
recover a debt based only in contract, not in fraud.

 [*328]  The Court concludes otherwise. The Court, 
however, does not explain why it permits petitioners to 
look at the settlement agreement for the amount of the 
debt they seek to recover but not for the character of 
that debt. Neither this Court's precedents nor the text of 
the Bankruptcy Code permits such a selective 
implementation of a valid agreement between the 
parties.

* * *

 The Court today ignores the plain intent of the parties, 
as evidenced by a properly executed settlement 
agreement and general release, holding that a debt 
owed by respondent under a contract [****26]  was 
"obtained by"  [***467]  fraud. Because I find no support 
for the Court's conclusion in the text of the Bankruptcy 
Code, or in the agreements of the parties, I respectfully 
dissent.  
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outcome is dismissal of the Chapter 11 case. 11 
U.S.C.S. § 1112(b). A dismissal typically revests the 
property of the estate in the entity in which such 
property was vested immediately before the 
commencement of the case; in other words, it aims to 
return to the pre-petition financial status quo. 11 
U.S.C.S. § 349(b)(3).

Bankruptcy Law > ... > Bankruptcy > Conversion & 
Dismissal > Effects of Dismissal

Bankruptcy Law > ... > Bankruptcy > Conversion & 
Dismissal > Reorganizations

HN3[ ]  Conversion & Dismissal, Effects of 
Dismissal

Recognizing that conditions may have changed in ways 
that make a perfect restoration of the status quo difficult 
or impossible, the Bankruptcy Code permits the 
bankruptcy court, for cause, to alter a Chapter 11 
dismissal’s ordinary restorative consequences. 11 
U.S.C.S. § 349(b). A dismissal that does so (or which 
has other special conditions attached) is often referred 
to as a structured dismissal, defined by the American 
Bankruptcy Institute as a hybrid dismissal and 
confirmation order that typically dismisses the case 
while, among other things, approving certain 
distributions to creditors, granting certain third-party 
releases, enjoining certain conduct by creditors, and not 

necessarily vacating orders or unwinding transactions 
undertaken during the case.

Bankruptcy Law > ... > Types of Claims > Secured 
Claims & Liens > Rights of Secured Creditors

Bankruptcy Law > ... > Types of 
Claims > Unsecured Priority Claims > Superpriority

HN4[ ]  Secured Claims & Liens, Rights of Secured 
Creditors

The Bankruptcy Code sets forth a basic system of 
priority, which ordinarily determines the order in which 
the bankruptcy court will distribute assets of the estate. 
Secured creditors are highest on the priority list, for they 
must receive the proceeds of the collateral that secures 
their debts. 11 U.S.C.S. § 725. Special classes of 
creditors, such as those who hold certain claims for 
taxes or wages, come next in a listed order. 11 U.S.C.S. 
§§ 507, 726(a)(1). Then come low-priority creditors, 
including general unsecured creditors. 11 U.S.C.S. § 
726(a)(2). The Code places equity holders at the bottom 
of the priority list. They receive nothing until all 
previously listed creditors have been paid in full. 11 
U.S.C.S. § 726(a)(6).

Bankruptcy Law > Liquidations > Estate Property 
Distribution > General Overview

Bankruptcy Law > ... > Plans > Plan 
Confirmation > General Overview

HN5[ ]  Liquidations, Estate Property Distribution

The Bankruptcy Code makes clear that distributions of 
assets in a Chapter 7 liquidation must follow this 
prescribed order. 11 U.S.C.S. §§ 725, 726. It provides 
somewhat more flexibility for distributions pursuant to 
Chapter 11 plans, which may impose a different 
ordering with the consent of the affected parties. But a 
bankruptcy court cannot confirm a plan that contains 
priority-violating distributions over the objection of an 
impaired creditor class. 11 U.S.C.S. § 1129(a)(7) and 
(b)(2).

Civil 
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Procedure > ... > Justiciability > Standing > Injury in 
Fact

Constitutional Law > ... > Case or 
Controversy > Standing > Elements

HN6[ ]  Standing, Injury in Fact

For standing purposes, a loss of even a small amount of 
money is ordinarily an injury.

Bankruptcy Law > ... > Bankruptcy > Conversion & 
Dismissal > Effects of Dismissal

Bankruptcy Law > ... > Bankruptcy > Conversion & 
Dismissal > Reorganizations

HN7[ ]  Conversion & Dismissal, Effects of 
Dismissal

Can a bankruptcy court approve a structured dismissal 
that provides for distributions that do not follow ordinary 
priority rules without the affected creditors’ consent? 
The simple answer to this complicated question is no.

Bankruptcy Law > Liquidations > Estate Property 
Distribution > General Overview

Bankruptcy Law > ... > Plan 
Confirmation > Prerequisites > General Overview

HN8[ ]  Liquidations, Estate Property Distribution

The Bankruptcy Code’s priority system constitutes a 
basic underpinning of business bankruptcy law. 
Distributions of estate assets at the termination of a 
business bankruptcy normally take place through a 
Chapter 7 liquidation or a Chapter 11 plan, and both are 
governed by priority. In Chapter 7 liquidations, priority is 
an absolute command: lower priority creditors cannot 
receive anything until higher priority creditors have been 
paid in full. 11 U.S.C.S. §§ 725, 726. Chapter 11 plans 
provide somewhat more flexibility, but a priority-violating 
plan still cannot be confirmed over the objection of an 
impaired class of creditors. 11 U.S.C.S. § 1129(b).

Bankruptcy Law > ... > Plan 
Confirmation > Prerequisites > General Overview

Bankruptcy Law > ... > Bankruptcy > Conversion & 
Dismissal > Reorganizations

HN9[ ]  Plan Confirmation, Prerequisites

The Bankruptcy Code gives a bankruptcy court the 
power to dismiss a Chapter 11 case. 11 U.S.C.S. § 
1112(b). But the word dismiss itself says nothing about 
the power to make non-consensual priority-violating 
distributions of estate value. Neither the word structured 
nor the word conditions nor anything else about 
distributing estate value to creditors pursuant to a 
dismissal appears in any relevant part of the Code.

Bankruptcy Law > ... > Bankruptcy > Conversion & 
Dismissal > Effects of Dismissal

Bankruptcy Law > ... > Bankruptcy > Conversion & 
Dismissal > Reorganizations

HN10[ ]  Conversion & Dismissal, Effects of 
Dismissal

Insofar as the dismissal sections of Chapter 11 foresee 
any transfer of assets, they seek a restoration of the 
pre-petition financial status quo. 11 U.S.C.S. § 
349(b)(1), (b)(2), and (b)(3).

Bankruptcy Law > ... > Bankruptcy > Conversion & 
Dismissal > Effects of Dismissal

HN11[ ]  Conversion & Dismissal, Effects of 
Dismissal

11 U.S.C.S. § 349(b) says that a bankruptcy judge may, 
for cause, order otherwise. But, read in context, this 
provision appears designed to give courts the flexibility 
to make the appropriate orders to protect rights acquired 
in reliance on the bankruptcy case. Nothing else in the 
Bankruptcy Code authorizes a court ordering a 
dismissal to make general end-of-case distributions of 
estate assets to creditors of the kind that normally take 
place in a Chapter 7 liquidation or Chapter 11 plan, let 
alone final distributions that do not help to restore the 
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status quo ante or protect reliance interests acquired in 
the bankruptcy, and that would be flatly impermissible in 
a Chapter 7 liquidation or a Chapter 11 plan because 
they violate priority without the impaired creditors’ 
consent. That being so, the word cause is too weak a 
reed upon which to rest so weighty a power.

Governments > Legislation > Interpretation

HN12[ ]  Legislation, Interpretation

Statutory construction is a holistic endeavor. A court 
should select a meaning that produces a substantive 
effect that is compatible with the rest of the law.

Bankruptcy Law > ... > Bankruptcy > Conversion & 
Dismissal > Effects of Dismissal

Governments > Legislation > Interpretation

Bankruptcy Law > ... > Bankruptcy > Conversion & 
Dismissal > Reorganizations

HN13[ ]  Conversion & Dismissal, Effects of 
Dismissal

Congress did not authorize a rare case exception in 11 
U.S.C.S. § 349(b). A court cannot alter the balance 
struck by the statute, not even in rare cases.

Lawyers' Edition Display

Decision

 [**398]  Bankruptcy Courts were not allowed, without 
affected creditors' consent, to approve structured 
dismissals that provided for distributions that did not 
follow ordinary priority rules.

Summary

Overview: HOLDINGS: [1]-A distribution scheme 
ordered in connection with the dismissal of a Chapter 11 
case could not, without the consent of the affected 
parties, deviate from the basic priority rules that applied 
under the primary mechanisms the Bankruptcy Code 
established for final distributions of estate value in 

business bankruptcies; [2]-The workers with a WARN 
Act judgment had standing to challenge a structured 
dismissal where a settlement without a violation of 
ordinary priority rules remained a reasonable possibility, 
and the workers' fraudulent-conveyance claim could 
have had litigation value; [3]-Congress had not 
authorized a rare case exception in 11 U.S.C.S. § 
349(b) given that a court could not alter the balance 
struck by the statute, not even in rare cases. 

Outcome: Judgment reversed; 6-2 Decision; 1 Dissent.

Headnotes

 [**399] 

Bankruptcy 352 > DISMISSAL -- CHAPTER 11 -- 
PRIORITIES > Headnote:
LEdHN1[ ]  1 

A distribution scheme ordered in connection with the 
dismissal of a Chapter 11 case cannot, without the 
consent of the affected parties, deviate from the basic 
priority rules that  apply under the primary mechanisms 
the Bankruptcy Code establishes for final distributions of 
estate value in business bankruptcies. (Breyer, J., 
joined by Roberts, Ch. J., and Kennedy, Ginsburg, 
Sotomayor, and Kagan, JJ.)

Bankruptcy 332 > CHAPTER 11 -- OUTCOMES > Headnote:
LEdHN2[ ]  2 

Chapter 11 foresees three possible outcomes. The first 
is a bankruptcy-court-confirmed plan. Such a plan may 
keep the business operating but, at the same time, help 
creditors by providing for payments, perhaps over time. 
11 U.S.C.S.  sects;1123, 1129, and 1141. The second 
possible outcome is conversion of the case to a Chapter 
7 proceeding for liquidation of the business and a 
distribution of its remaining assets. 11 U.S.C.S.  
sects;1112(a) and (b), 726. That conversion in effect 
confesses an inability to find a plan. The third possible 
outcome is dismissal of the Chapter 11 case. 11 
U.S.C.S. § 1112(b). A dismissal typically revests the 
property of the estate in the entity in which such 
property was vested immediately before the 
commencement of the case; in other words, it aims to 
return to the pre-petition financial status quo. 11 
U.S.C.S. § 349(b)(3). (Breyer, J., joined by Roberts, Ch. 
J., and Kennedy, Ginsburg, Sotomayor, and Kagan, JJ.)

137 S. Ct. 973, *973; 197 L. Ed. 2d 398, **398; 2017 U.S. LEXIS 2024, ***1

61

https://advance.lexis.comapi/document?collection=cases&id=urn:contentItem:5N4W-0YY1-F04K-F0KH-00000-00&context=&link=LNHNREFclscc12
https://advance.lexis.comapi/document?collection=cases&id=urn:contentItem:5N4W-0YY1-F04K-F0KH-00000-00&context=&link=LNHNREFclscc13
https://advance.lexis.comapi/document?collection=statutes-legislation&id=urn:contentItem:4YF7-GN51-NRF4-4172-00000-00&context=
https://advance.lexis.comapi/document?collection=statutes-legislation&id=urn:contentItem:4YF7-GN51-NRF4-4172-00000-00&context=
https://advance.lexis.comapi/document?collection=statutes-legislation&id=urn:contentItem:4YF7-GN51-NRF4-4172-00000-00&context=
https://advance.lexis.comapi/document?collection=statutes-legislation&id=urn:contentItem:4YF7-GN51-NRF4-4172-00000-00&context=
https://advance.lexis.comapi/document?collection=cases&id=urn:contentItem:5N4W-0YY1-F04K-F0KH-00000-00&context=&link=LEDHN1_1
https://advance.lexis.comapi/document?collection=cases&id=urn:contentItem:5N4W-0YY1-F04K-F0KH-00000-00&context=&link=LEDHN2_1
https://advance.lexis.comapi/document?collection=statutes-legislation&id=urn:contentItem:4YF7-GR61-NRF4-40C6-00000-00&context=
https://advance.lexis.comapi/document?collection=statutes-legislation&id=urn:contentItem:4YF7-GPX1-NRF4-42RK-00000-00&context=
https://advance.lexis.comapi/document?collection=statutes-legislation&id=urn:contentItem:4YF7-GHB1-NRF4-401F-00000-00&context=
https://advance.lexis.comapi/document?collection=statutes-legislation&id=urn:contentItem:4YF7-GHB1-NRF4-401F-00000-00&context=
https://advance.lexis.comapi/document?collection=statutes-legislation&id=urn:contentItem:4YF7-GHB1-NRF4-401F-00000-00&context=
https://advance.lexis.comapi/document?collection=statutes-legislation&id=urn:contentItem:4YF7-GHS1-NRF4-4441-00000-00&context=
https://advance.lexis.comapi/document?collection=statutes-legislation&id=urn:contentItem:4YF7-GHB1-NRF4-401F-00000-00&context=
https://advance.lexis.comapi/document?collection=statutes-legislation&id=urn:contentItem:4YF7-GHB1-NRF4-401F-00000-00&context=
https://advance.lexis.comapi/document?collection=statutes-legislation&id=urn:contentItem:4YF7-GN51-NRF4-4172-00000-00&context=
https://advance.lexis.comapi/document?collection=statutes-legislation&id=urn:contentItem:4YF7-GN51-NRF4-4172-00000-00&context=


Page 5 of 15

STELLA HAVKIN

Bankruptcy 333 > CHAPTER 11 -- DISMISSAL -- 
CONSEQUENCES > Headnote:
LEdHN3[ ]  3 

Recognizing that conditions may have changed in ways 
that make a perfect restoration of the status quo difficult 
or impossible, the Bankruptcy Code permits the 
bankruptcy court, for cause, to alter a Chapter 11 
dismissal's ordinary restorative consequences. 11 
U.S.C.S. § 349(b). A dismissal that does so (or which 
has other special conditions attached) is often referred 
to as a structured dismissal, defined by the American 
Bankruptcy Institute as a hybrid dismissal and 
confirmation order that typically dismisses the case 
while, among other things, approving certain 
distributions to creditors, granting certain third-party 
releases, enjoining certain conduct by creditors, and not 
necessarily vacating orders or unwinding transactions 
undertaken during the case. (Breyer, J., joined by 
Roberts, Ch. J., and Kennedy, Ginsburg, Sotomayor, 
and Kagan, JJ.)

Bankruptcy 147 > ASSET DISTRIBUTION -- 
PRIORITIES > Headnote:
LEdHN4[ ]  4 

The Bankruptcy Code sets forth a basic system of 
priority, which ordinarily determines the order in which 
the bankruptcy court will distribute assets of the estate. 
Secured creditors are highest on the priority list, for they 
must receive the proceeds of the collateral that secures 
their debts. 11 U.S.C.S. § 725. Special classes of 
creditors, such as those who hold certain claims for 
taxes or wages, come next in a listed order. 11 U.S.C.S.  
sects;507, 726(a)(1). Then come low-priority creditors, 
including general unsecured creditors. 11 U.S.C.S. § 
726(a)(2). The Code places equity holders at the bottom 
of the priority list. They receive nothing until all 
previously listed creditors have been paid in full. 11 
U.S.C.S. § 726(a)(6). (Breyer, J., joined by Roberts, Ch. 
J., and Kennedy, Ginsburg, Sotomayor, and Kagan, JJ.)

 [**400] 

Bankruptcy 147Bankruptcy 352 > CHAPTERS 7 AND 11 -- 
PRIORITIES > Headnote:
LEdHN5[ ]  5 

The Bankruptcy Code makes clear that distributions of 

assets in a  Chapter 7 liquidation must follow this 
prescribed order. 11 U.S.C.S.  sects;725, 726. It 
provides somewhat more flexibility for distributions 
pursuant to Chapter 11 plans, which may impose a 
different ordering with the consent of the affected 
parties. But a bankruptcy court cannot confirm a plan 
that contains priority-violating distributions over the 
objection of an impaired creditor class. 11 U.S.C.S. § 
1129(a)(7) and (b)(2). (Breyer, J., joined by Roberts, Ch. 
J., and Kennedy, Ginsburg, Sotomayor, and Kagan, JJ.)

Parties 3 > STANDING -- MONETARY INJURY > Headnote:
LEdHN6[ ]  6 

For standing purposes, a loss of even a small amount of 
money is ordinarily an injury. (Breyer, J., joined by 
Roberts, Ch. J., and Kennedy, Ginsburg, Sotomayor, 
and Kagan, JJ.)

Bankruptcy 147 > ASSET DISTRIBUTION -- 
PRIORITIES > Headnote:
LEdHN7[ ]  7 

Can a Bankruptcy Court approve a structured dismissal 
that provides for distributions that do not follow ordinary 
priority rules without the affected creditors' consent? 
The simple answer to this complicated question is no. 
(Breyer, J., joined by Roberts, Ch. J., and Kennedy, 
Ginsburg, Sotomayor, and Kagan, JJ.)

Bankruptcy 147Bankruptcy 352 > CHAPTERS 7 AND 11 -- 
PRIORITIES > Headnote:
LEdHN8[ ]  8 

The Bankruptcy Code's priority system constitutes a 
basic underpinning of business bankruptcy law. 
Distributions of estate assets at the termination of a 
business bankruptcy normally take place through a 
Chapter 7 liquidation or a Chapter 11 plan, and both are 
governed by priority. In Chapter 7 liquidations, priority is 
an absolute command: lower priority creditors cannot 
receive anything until higher priority creditors have been 
paid in full. 11 U.S.C.S.  sects;725, 726. Chapter 11 
plans provide somewhat more flexibility, but a priority-
violating plan still cannot be confirmed over the 
objection of an impaired class of creditors. 11 U.S.C.S. 
§ 1129(b). (Breyer, J., joined by Roberts, Ch. J., and 
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Kennedy, Ginsburg, Sotomayor, and Kagan, JJ.)

Bankruptcy 352 > DISMISSAL -- CHAPTER 11 -- 
PRIORITIES > Headnote:
LEdHN9[ ]  9 

The Bankruptcy Code gives a Bankruptcy Court the 
power to dismiss a Chapter 11 case. 11 U.S.C.S. § 
1112(b). But the word dismiss itself says nothing about 
the power to make non-consensual priority-violating 
distributions of estate value. Neither the word structured 
nor the word conditions nor anything else about 
distributing estate value to creditors pursuant to a 
dismissal appears in any relevant part of the Code. 
(Breyer, J., joined by Roberts, Ch. J., and Kennedy, 
Ginsburg, Sotomayor, and Kagan, JJ.)

Bankruptcy 352 > CHAPTER 11 -- TRANSFER OF 
ASSETS > Headnote:
LEdHN10[ ]  10 

Insofar as the dismissal sections of Chapter 11 foresee 
any transfer of assets, they seek a restoration of the 
pre-petition financial status quo.11 U.S.C.S. § 349(b)(1), 
(b)(2), and (b)(3). (Breyer, J., joined by Roberts, Ch. J., 
and Kennedy, Ginsburg, Sotomayor, and Kagan, JJ.)

 [**401] 

Bankruptcy 147Bankruptcy 352 > DISTRIBUTION OF 
ASSETS -- CHAPTERS 7 AND 11 -- 
PRIORITIES > Headnote:
LEdHN11[ ]  11 

11 U.S.C.S. § 349(b) says that a bankruptcy judge may, 
for cause, order  otherwise. But, read in context, this 
provision appears designed to give courts the flexibility 
to make the appropriate orders to protect rights acquired 
in reliance on the bankruptcy case. Nothing else in the 
Bankruptcy Code authorizes a court ordering a 
dismissal to make general end-of-case distributions of 
estate assets to creditors of the kind that normally take 
place in a Chapter 7 liquidation or Chapter 11 plan, let 
alone final distributions that do not help to restore the 
status quo ante or protect reliance interests acquired in 
the bankruptcy, and that would be flatly impermissible in 
a Chapter 7 liquidation or a Chapter 11 plan because 
they violate priority without the impaired creditors' 
consent. That being so, the word cause is too weak a 

reed upon which to rest so weighty a power. (Breyer, J., 
joined by Roberts, Ch. J., and Kennedy, Ginsburg, 
Sotomayor, and Kagan, JJ.)

Statutes 109 > CONSTRUCTION AS WHOLE > Headnote:
LEdHN12[ ]  12 

Statutory construction is a holistic endeavor. A court 
should select a meaning that produces a substantive 
effect that is compatible with the rest of the law. (Breyer, 
J., joined by Roberts, Ch. J., and Kennedy, Ginsburg, 
Sotomayor, and Kagan, JJ.)

Bankruptcy 58 > RARE CASES > Headnote:
LEdHN13[ ]  13 

Congress did not authorize a rare case exception in 11 
U.S.C.S. § 349(b). A court cannot alter the balance 
struck by the statute, not even in rare cases. (Breyer, J., 
joined by Roberts, Ch. J., and Kennedy, Ginsburg, 
Sotomayor, and Kagan, JJ.)

Syllabus

 [**402]  [*975]  There are three possible conclusions to 
a Chapter 11 bankruptcy. First, debtor and creditors 
may negotiate a plan to govern the distribution of the 
estate's value. See, e.g., 11 U.S.C. §§1121, 1123, 1129, 
1141. Second, the bankruptcy court may convert the 
case to Chapter 7 for liquidation of the business and 
distribution of its assets to creditors.  §§1112(a), (b), 
726. Finally, the bankruptcy court may dismiss the case. 
§1112(b). A court ordering a [*976]  dismissal ordinarily 
attempts to restore the prepetition financial status quo. 
§349(b)(3). Yet if perfect restoration proves difficult or 
impossible, the court may, “for cause,” alter the 
dismissal's normal restorative consequences, §349(b)-
i.e., it may order a “structured dismissal.” The 
Bankruptcy Code also establishes basic priority rules for 
determining the order in which the court will distribute an 
estate's assets. The Code makes clear that distributions 
in a Chapter 7 liquidation must follow this prescribed 
order.  §§725, 726. Chapter 11 permits some flexibility, 
but a court still cannot confirm a plan that contains 
priority-violating distributions over the objection of an 
impaired creditor class.  §§1129(a)(7), (b)(2). The [***2]  
Code does not explicitly state what priority rules--if any--
apply to the distribution of assets in a structured 
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dismissal.

Respondent Jevic Transportation filed for Chapter 11 
bankruptcy after being purchased in a leveraged buyout. 
The bankruptcy prompted two lawsuits. In the first, a 
group of former Jevic truckdrivers, petitioners here, was 
awarded a judgment against Jevic for Jevic's failure to 
provide proper notice of termination in violation of state 
and federal Worker Adjustment and Retraining 
Notification (WARN) Acts. Part of that judgment counted 
as a priority wage claim under §507(a)(4), entitling the 
workers to payment ahead of general unsecured claims 
against the Jevic estate. In the second suit, a court-
authorized committee representing Jevic's unsecured 
creditors sued Sun Capital and CIT Group, respondents 
here, for fraudulent conveyance in connection with the 
leveraged buyout of Jevic. These parties negotiated a 
settlement agreement that called for a structured 
dismissal of Jevic's Chapter 11 bankruptcy. Under the 
proposed structured dismissal, petitioners would receive 
nothing on their WARN claims, but lower-priority general 
unsecured creditors would be paid. Petitioners argued 
that [***3]  the distribution scheme accordingly violated 
the Code's priority rules by paying general unsecured 
claims ahead of their own. The Bankruptcy Court 
nevertheless approved the settlement agreement and 
dismissed the case, reasoning that because the 
proposed payouts would occur pursuant to a structured 
dismissal rather than an approved plan, the failure to 
follow ordinary priority rules did not bar approval. The 
District Court and the Third Circuit affirmed.

Held:

1. Petitioners have Article III standing. Respondents 
argue that petitioners have not “suffered an injury 
 [**403] in fact,” or at least one “likely to be redressed by 
a favorable judicial decision,” Spokeo, Inc. v. Robins, 
578 U.S. ___, ___, 136 S. Ct. 1540, 194 L. Ed. 2d 635, 
648, because petitioners would have gotten nothing 
even if the Bankruptcy Court had never approved the 
structured dismissal and will still get nothing if the 
structured dismissal is undone now. That argument 
rests upon the assumptions that (1) without a violation 
of ordinary priority rules, there will be no settlement, and 
(2) without a settlement, the fraudulent-conveyance 
lawsuit has no value. The record, however, indicates 
both that a settlement that respects ordinary priorities 
remains a reasonable possibility and that the fraudulent-
conveyance [***4]  claim could have litigation value. 
Therefore, as a consequence of the Bankruptcy Court's 
approval of the structured dismissal, petitioners lost a 
chance to obtain a settlement that respected their 

priorities or, if not that, the power to assert the 
fraudulent-conveyance claim themselves. A decision in 
their favor is likely to redress that loss. Pp. ___ - ___, 
197 L. Ed. 2d, at 408-410.

2. Bankruptcy courts may not approve structured 
dismissals that provide for distributions that do not 
follow ordinary [*977]  priority rules without the consent 
of affected creditors. Pp. ___ - ___, 197 L. Ed. 2d, at 
410-414.

(a) Given the importance of the priority system, this 
Court looks for an affirmative indication of intent before 
concluding that Congress means to make a major 
departure. See Whitman v. American Trucking Assns., 
Inc., 531 U.S. 457, 468, 121 S. Ct. 903, 149 L. Ed. 2d 1. 
Nothing in the statute evinces such intent. Insofar as the 
dismissal sections of Chapter 11 foresee any transfer of 
assets, they seek a restoration of the prepetition 
financial status quo. Read in context, §349(b), which 
permits a bankruptcy judge, “for cause, [to] orde[r] 
otherwise,” seems designed to give courts the flexibility 
to protect reliance interests acquired in the bankruptcy, 
not to make general end-of-case distributions that would 
be flatly impermissible in a Chapter 11 plan or [***5]  
Chapter 7 liquidation. Precedent does not support a 
contrary position. E.g., In re Iridium Operating LLC, 478 
F. 3d 452 (CA2), distinguished. Cases in which courts 
have approved deviations from ordinary priority rules 
generally involve interim distributions serving significant 
Code-related objectives. That is not the case here, 
where, e.g., the priority-violating distribution is attached 
to a final disposition, does not preserve the debtor as a 
going concern, does not make the disfavored creditors 
better off, does not promote the possibility of a 
confirmable plan, does not help to restore the status quo 
ante, and does not protect reliance interests. Pp. ___ - 
___, 197 L. Ed. 2d, at 410-413.

(b) Congress did not authorize a “rare case” exception 
that permits courts to disregard priority in structured 
dismissals for “sufficient reasons.” The fact that it is 
difficult to give precise content to the concept of 
“sufficient reasons” threatens to turn the court below's 
exception into a more general rule, resulting in 
uncertainty that has potentially serious consequences--
e.g., departure from the protections granted particular 
classes of creditors, changes in the bargaining power of 
different classes of creditors even in bankruptcies that 
do not end in structured dismissals, [***6]   [**404] risks 
of collusion, and increased difficulty in achieving 
settlements. Courts cannot deviate from the strictures of 
the Code, even in “rare cases.” Pp. ___ - ___, 197 L. 
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Ed. 2d, at 413-414.

787 F. 3d 173, reversed and remanded.

Counsel: Danielle Spinelli argued the cause for 
petitioners.

Sarah E. Harrington argued the cause for the United 
States, as amicus curiae, by special leave of court.

Christopher Landau argued the cause for 
respondents.

Judges: Breyer, J.,  [*978]  delivered the opinion of the 
Court, in which Roberts, C. J., and Kennedy, Ginsburg, 
Sotomayor, and Kagan, JJ., joined. Thomas, J., filed a 
dissenting opinion, in which Alito, J., joined. 

Opinion by: Breyer

Opinion

Justice Breyer delivered the opinion of the Court.

Bankruptcy Code Chapter 11 allows debtors and their 
creditors to negotiate a plan for dividing an estate’s 
value. See 11 U.S.C. §§1123, 1129, 1141. But 
sometimes the parties cannot agree on a plan. If so, the 
bankruptcy court may decide to dismiss the case. 
§1112(b). The Code then ordinarily provides for what is, 
in effect, a restoration of the prepetition financial status 
quo. §349(b).

In the case before us, a Bankruptcy Court dismissed a 
Chapter 11 bankruptcy. But the court did not simply 
restore the prepetition status quo. Instead, the court 
ordered a distribution of estate assets that gave money 
to high-priority secured creditors and to low-priority 
general unsecured creditors but which skipped certain 
dissenting mid-priority creditors. The skipped creditors 
would have been entitled to payment [***7]  ahead of 
the general unsecured creditors in a Chapter 11 plan (or 
in a Chapter 7 liquidation). See §§507, 725, 726, 1129. 
The question before us is whether a bankruptcy court 
has the legal power to order this priority-skipping kind of 
distribution scheme in connection with a Chapter 11 
dismissal.

In our view, a bankruptcy court does not have such a 
power. HN1[ ] LEdHN[1][ ] [1] A distribution scheme 
ordered in connection with the dismissal of a Chapter 11 
case cannot, without the consent of the affected parties, 

deviate from the basic priority rules that apply under the 
primary mechanisms the Code establishes for final 
distributions of estate value in business bankruptcies.

I

A

1

We begin with a few fundamentals: A business may file 
for bankruptcy under either Chapter 7 or Chapter 11. In 
Chapter 7, a trustee liquidates the debtor’s assets and 
distributes them to creditors. See §701 et seq. In 
Chapter 11, debtor and creditors try to negotiate a plan 
that will govern the distribution of valuable assets from 
the debtor’s estate and often keep the business 
operating as a going concern. See, e.g., §§1121, 1123, 
1129, 1141 (setting out the framework in which the 
parties negotiate).

Filing for Chapter 11 bankruptcy has several relevant 
legal consequences. [***8]  First, an estate is created 
comprising all property of the debtor. §541(a)(1). 
Second, a fiduciary is installed to manage the estate in 
the interest of the creditors. §§1106, 1107(a). This 
fiduciary, often the debtor’s existing management team, 
acts  [**405]  as “debtor in possession.” §§1101(1), 
1104. It may operate the business, §§363(c)(1), 1108, 
and perform certain bankruptcy-related functions, such 
as seeking to recover for the estate preferential or 
fraudulent transfers made to other persons, §547 
(transfers made before bankruptcy that unfairly 
preferred particular creditors); §548 (fraudulent 
transfers, including transfers made before bankruptcy 
for which the debtor did not receive fair value).  [*979]  
Third, an “automatic stay” of all collection proceedings 
against the debtor takes effect. §362(a).

It is important to keep in mind that HN2[ ] LEdHN[2][
] [2] Chapter 11 foresees three possible outcomes. 

The first is a bankruptcy-court-confirmed plan. Such a 
plan may keep the business operating but, at the same 
time, help creditors by providing for payments, perhaps 
over time. See §§1123, 1129, 1141. The second 
possible outcome is conversion of the case to a Chapter 
7 proceeding for liquidation of the business and a 
distribution of its remaining assets. §§1112(a), (b), 726. 
That conversion in effect confesses an [***9]  inability to 
find a plan. The third possible outcome is dismissal of 
the Chapter 11 case. §1112(b). A dismissal typically 
“revests the property of the estate in the entity in which 
such property was vested immediately before the 
commencement of the case”—in other words, it aims to 
return to the prepetition financial status quo. §349(b)(3).
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Nonetheless, HN3[ ] LEdHN[3][ ] [3] recognizing that 
conditions may have changed in ways that make a 
perfect restoration of the status quo difficult or 
impossible, the Code permits the bankruptcy court, “for 
cause,” to alter a Chapter 11 dismissal’s ordinary 
restorative consequences. §349(b). A dismissal that 
does so (or which has other special conditions attached) 
is often referred to as a “structured dismissal,” defined 
by the American Bankruptcy Institute as a

“hybrid dismissal and confirmation order . . . that . . 
. typically dismisses the case while, among other 
things, approving certain distributions to creditors, 
granting certain third-party releases, enjoining 
certain conduct by creditors, and not necessarily 
vacating orders or unwinding transactions 
undertaken during the case.” American Bankruptcy 
Institute Commission To Study the Reform of 
Chapter 11, 2012-2014 Final Report and 
Recommendations [***10]  270 (2014).

Although the Code does not expressly mention 
structured dismissals, they “appear to be increasingly 
common.” Ibid., n. 973.

2

HN4[ ] LEdHN[4][ ] [4] The Code also sets forth a 
basic system of priority, which ordinarily determines the 
order in which the bankruptcy court will distribute assets 
of the estate. Secured creditors are highest on the 
priority list, for they must receive the proceeds of the 
collateral that secures their debts. 11 U.S.C. §725. 
Special classes of creditors, such as those who hold 
certain claims for taxes or wages, come next in a listed 
order. §§507, 726(a)(1). Then come low-priority 
creditors, including general unsecured creditors. 
§726(a)(2). The Code places equity holders at the 
bottom of the priority list. They receive nothing until all 
previously listed creditors have been paid in full. 
§726(a)(6).

HN5[ ] LEdHN[5][ ] [5] The Code makes clear that 
distributions of assets in a Chapter 7  [**406]  liquidation 
must follow this prescribed order. §§725, 726. It 
provides somewhat more flexibility for distributions 
pursuant to Chapter 11 plans, which may impose a 
different ordering with the consent of the affected 
parties. But a bankruptcy court cannot confirm a plan 
that contains priority-violating distributions over the 
objection of an impaired creditor class. 
§§1129(a)(7), [***11]  1129(b)(2).

The question here concerns the interplay between the 

Code’s priority rules and a Chapter 11 dismissal. Here, 
the Bankruptcy Court neither liquidated the debtor under 
Chapter 7 nor confirmed a Chapter 11 plan. But the 
court, instead of reverting to the prebankruptcy status 
quo, ordered  [*980]  a distribution of the estate assets 
to creditors by attaching conditions to the dismissal (i.e., 
it ordered a structured dismissal). The Code does not 
explicitly state what priority rules—if any—apply to a 
distribution in these circumstances. May a court 
consequently provide for distributions that deviate from 
the ordinary priority rules that would apply to a Chapter 
7 liquidation or a Chapter 11 plan? Can it approve 
conditions that give estate assets to members of a lower 
priority class while skipping objecting members of a 
higher priority class?

B

In 2006, Sun Capital Partners, a private equity firm, 
acquired Jevic Transportation Corporation with money 
borrowed from CIT Group in a “leveraged buyout.” In a 
leveraged buyout, the buyer (B) typically borrows from a 
third party (T) a large share of the funds needed to 
purchase a company (C). B then pays the money to C’s 
shareholders. Having bought the stock, [***12]  B owns 
C. B then pledges C’s assets to T so that T will have 
security for its loan. Thus, if the selling price for C is $50 
million, B might use $10 million of its own money, 
borrow $40 million from T, pay $50 million to C’s 
shareholders, and then pledge C assets worth $40 
million (or more) to T as security for T’s $40 million loan. 
If B manages C well, it might make enough money to 
pay T back the $40 million and earn a handsome profit 
on its own $10 million investment. But, if the deal sours 
and C descends into bankruptcy, beware of what might 
happen: Instead of C’s $40 million in assets being 
distributed to its existing creditors, the money will go to 
T to pay back T’s loan—the loan that allowed B to buy 
C. (T will receive what remains of C’s assets because T 
is now a secured creditor, putting it at the top of the 
priority list). Since C’s shareholders receive money 
while C’s creditors lose their claim to C’s remaining 
assets, unsuccessful leveraged buyouts often lead to 
fraudulent conveyance suits alleging that the purchaser 
(B) transferred the company’s assets without receiving 
fair value in return. See Lipson & Vandermeuse, Stern, 
Seriously: The Article I Judicial Power, Fraudulent 
Transfers, and Leveraged Buyouts, 2013 Wis. L. Rev. 
1161, 1220-1221.

This is precisely [***13]  what happened here. Just two 
years after Sun’s buyout, Jevic (C in our leveraged 
buyout example) filed for Chapter 11 bankruptcy. At the 
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time of filing, it owed $53 million to senior secured 
creditors Sun and CIT (B and T in our example), and 
over $20 million to tax and general unsecured creditors.

The circumstances surrounding Jevic’s bankruptcy led 
to two lawsuits. First, petitioners, a group of  [**407]  
former Jevic truckdrivers, filed suit in bankruptcy court 
against Jevic and Sun. Petitioners pointed out that, just 
before entering bankruptcy, Jevic had halted almost all 
its operations and had told petitioners that they would 
be fired. Petitioners claimed that Jevic and Sun had 
thereby violated state and federal Worker Adjustment 
and Retraining Notification (WARN) Acts—laws that 
require a company to give workers at least 60 days’ 
notice before their termination. See 29 U.S.C. §2102; N. 
J. Stat. Ann. §34:21-2 (West 2011). The Bankruptcy 
Court granted summary judgment for petitioners against 
Jevic, leaving them (and this is the point to remember) 
with a judgment that petitioners say is worth $12.4 
million. See In re Jevic Holding Corp., 496 B. R. 151 
(Bkrtcy. Ct. Del. 2013). Some $8.3 million of that 
judgment counts as a priority wage claim under 11 
U.S.C. §507(a)(4), and is therefore entitled to payment 
ahead [***14]  of general unsecured claims against the 
Jevic estate.

 [*981]  Petitioners’ WARN suit against Sun continued 
throughout most of the litigation now before us. But 
eventually Sun prevailed on the ground that Sun was 
not the workers’ employer at the relevant times. See In 
re Jevic Holding Corp., 656 Fed. Appx. 617 (CA3 2016).

Second, the Bankruptcy Court authorized a committee 
representing Jevic’s unsecured creditors to sue Sun and 
CIT. The Bankruptcy Court and the parties were aware 
that any proceeds from such a suit would belong not to 
the unsecured creditors, but to the bankruptcy estate. 
See §§541(a)(1), (6); Official Comm. of Unsecured 
Creditors of Cybergenics Corp. v. Chinery, 330 F. 3d 
548, 552-553 (CA3 2003) (en banc) (holding that a 
creditor’s committee can bring a derivative action on 
behalf of the estate). The committee alleged that Sun 
and CIT, in the course of their leveraged buyout, had 
“hastened Jevic’s bankruptcy by saddling it with debts 
that it couldn’t service.” In re Jevic Holding Corp., 787 F. 
3d 173, 176 (CA3 2015). In 2011, the Bankruptcy Court 
held that the committee had adequately pleaded claims 
of preferential transfer under §547 and of fraudulent 
transfer under §548. In re Jevic Holding Corp., 2011 
Bankr. LEXIS 3553, 2011 WL 4345204 (Bkrtcy. Ct. Del., 
Sept. 15, 2011).

Sun, CIT, Jevic, and the committee then tried to 

negotiate a settlement of this “fraudulent-conveyance” 
lawsuit. By that point, the depleted Jevic estate’s only 
remaining assets were the fraudulent-conveyance claim 
itself and $1.7 million [***15]  in cash, which was subject 
to a lien held by Sun.

The parties reached a settlement agreement. It provided 
(1) that the Bankruptcy Court would dismiss the 
fraudulent-conveyance action with prejudice; (2) that 
CIT would deposit $2 million into an account earmarked 
to pay the committee’s legal fees and administrative 
expenses; (3) that Sun would assign its lien on Jevic’s 
remaining $1.7 million to a trust, which would pay taxes 
and administrative expenses and distribute the 
remainder on a pro rata basis to the low-priority general 
unsecured creditors, but which would not distribute 
anything to petitioners (who, by virtue of their WARN 
judgment, held an $8.3 million mid-level-priority wage 
claim against the estate); and (4) that Jevic’s Chapter 
11 bankruptcy would be dismissed.

Apparently Sun insisted on a distribution  [**408]  that 
would skip petitioners because petitioners’ WARN suit 
against Sun was still pending and Sun did not want to 
help finance that litigation. See 787 F. 3d, at 177-178, n. 
4 (Sun’s counsel acknowledging before the Bankruptcy 
Court that “‘Sun probably does care where the money 
goes because you can take judicial notice that there’s a 
pending WARN action against Sun by the WARN 
plaintiffs. And if the [***16]  money goes to the WARN 
plaintiffs, then you’re funding someone who is suing you 
who otherwise doesn’t have funds and is doing it on a 
contingent fee basis’”). The essential point is that, 
regardless of the reason, the proposed settlement called 
for a structured dismissal that provided for distributions 
that did not follow ordinary priority rules.

Sun, CIT, Jevic, and the committee asked the 
Bankruptcy Court to approve the settlement and dismiss 
the case. Petitioners and the U.S. Trustee objected, 
arguing that the settlement’s distribution plan violated 
the Code’s priority scheme because it skipped 
petitioners—who, by virtue of their WARN judgment, 
had mid-level priority claims against estate assets—and 
distributed estate money to low-priority general 
unsecured creditors.

The Bankruptcy Court agreed with petitioners that the 
settlement’s distribution scheme failed to follow ordinary 
priority  [*982]  rules. App. to Pet. for Cert. 58a. But it 
held that this did not bar approval. Ibid. That, in the 
Bankruptcy Court’s view, was because the proposed 
payouts would occur pursuant to a structured dismissal 
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of a Chapter 11 petition rather than an approval of a 
Chapter 11 plan. Ibid. The court accordingly [***17]  
decided to grant the motion in light of the “dire 
circumstances” facing the estate and its creditors. Id., at 
57a.  Specifically, the court predicted that without the 
settlement and dismissal, there was “no realistic 
prospect” of a meaningful distribution for anyone other 
than the secured creditors. Id., at 58a. A confirmable 
Chapter 11 plan was unattainable. And there would be 
no funds to operate, investigate, or litigate were the 
case converted to a proceeding in Chapter 7. Ibid.

The District Court affirmed the Bankruptcy Court. It 
recognized that the settlement distribution violated 
ordinary priority rules. But those rules, it wrote, were 
“not a bar to the approval of the settlement as [the 
settlement] is not a reorganization plan.” In re Jevic 
Holding Corp., 2014 U.S. Dist. LEXIS 8813, 2014 WL 
268613, *3 (D Del., Jan. 24, 2014).

The Third Circuit affirmed the District Court by a vote of 
2 to 1. 787 F. 3d, at 175; id., at 186 (Scirica, J., 
concurring in part and dissenting in part). The majority 
held that structured dismissals need not always respect 
priority. Congress, the court explained, had only 
“codified the absolute priority rule . . . in the specific 
context of plan confirmation.” Id., at 183. As a result, 
courts could, “in rare instances like this one, approve 
structured dismissals that do not strictly adhere to the 
Bankruptcy [***18]  Code’s priority scheme.” Id., at 180.

Petitioners (the workers with the WARN judgment) 
sought certiorari. We granted their petition.

II

Respondents initially argue that petitioners lack standing 
because they have suffered no injury, or at least no 
injury that will be remedied  [**409]  by a decision in 
their favor. See Spokeo, Inc. v. Robins, 578 U.S. ___, 
___, 136 S. Ct. 1540, 194 L. Ed. 2d 635, 648 (2016) 
(explaining that, for Article III standing, a plaintiff must 
have “(1) suffered an injury in fact, (2) that is fairly 
traceable to the challenged conduct of the defendant, 
and (3) that is likely to be redressed by a favorable 
judicial decision”). Respondents concede that the 
structured dismissal approved by the Bankruptcy Court 
contained distribution conditions that skipped over 
petitioners, ensuring that petitioners received nothing on 
their multimillion-dollar WARN claim against the Jevic 
estate. But respondents still assert that petitioners 
suffered no loss.

The reason, respondents say, is that petitioners would 

have gotten nothing even if the Bankruptcy Court had 
never approved the structured dismissal in the first 
place, and will still get nothing if the structured dismissal 
is undone now. Reversal will eliminate the settlement of 
the committee’s fraudulent-conveyance lawsuit, 
which [***19]  was conditioned on the Bankruptcy 
Court’s approval of the priority-violating structured 
dismissal. If the Bankruptcy Court cannot approve that 
dismissal, respondents contend, Sun and CIT will no 
longer agree to settle. Nor will petitioners ever be able 
to obtain a litigation recovery. Hence there will be no 
lawsuit money to distribute. And in the absence of 
lawsuit money, Jevic’s assets amount to about $1.7 
million, all pledged to Sun, leaving nothing for anyone 
else, let alone petitioners. Thus, even if petitioners are 
right that the structured dismissal was impermissible, it 
cost them nothing. And a judicial decision in their favor 
will gain them nothing. No loss. No redress.

 [*983]  This argument, however, rests upon 
respondents’ claims (1) that, without a violation of 
ordinary priority rules, there will be no settlement, and 
(2) that, without a settlement, the fraudulent-conveyance 
lawsuit has no value. In our view, the record does not 
support either of these propositions.

As to the first, the record indicates that a settlement that 
respects ordinary priorities remains a reasonable 
possibility. It makes clear (as counsel made clear before 
our Court, see Tr. of Oral Arg. 58) that Sun 
insisted [***20]  upon a settlement that gave petitioners 
nothing only because it did not want to help fund 
petitioners’ WARN lawsuit against it. See 787 F. 3d, at 
177-178, n. 4. But, Sun has now won that lawsuit. See 
656 Fed. Appx. 617. If Sun’s given reason for opposing 
distributions to petitioners has disappeared, why would 
Sun not settle while permitting some of the settlement 
money to go to petitioners?

As to the second, the record indicates that the 
fraudulent-conveyance claim could have litigation value. 
CIT and Sun, after all, settled the lawsuit for $3.7 
million, which would make little sense if the action truly 
had no chance of success. The Bankruptcy Court could 
convert the case to Chapter 7, allowing a Chapter 7 
trustee to pursue the suit against Sun and CIT. Or the 
court could simply dismiss the Chapter 11 bankruptcy, 
thereby allowing petitioners to assert the fraudulent-
conveyance claim themselves. Given these possibilities, 
there is no reason to believe that the claim  [**410]  
could not be pursued with counsel obtained on a 
contingency basis. Of course, the lawsuit—like any 
lawsuit—might prove fruitless, but the mere possibility of 
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failure does not eliminate the value of the claim or 
petitioners’ injury in being unable to bring it.

Consequently, [***21]  the Bankruptcy Court’s approval 
of the structured dismissal cost petitioners something. 
They lost a chance to obtain a settlement that respected 
their priority. Or, if not that, they lost the power to bring 
their own lawsuit on a claim that had a settlement value 
of $3.7 million. HN6[ ] LEdHN[6][ ] [6] For standing 
purposes, a loss of even a small amount of money is 
ordinarily an “injury.” See, e.g.. McGowan v. Maryland, 
366 U.S. 420, 430-431, 81 S. Ct. 1101, 6 L. Ed. 2d 393 
(1961) (finding that appellants fined $5 plus costs had 
standing to assert an Establishment Clause challenge). 
And the ruling before us could well have cost petitioners 
considerably more. See Clinton v. City of New York, 524 
U.S. 417, 430-431, 118 S. Ct. 2091, 141 L. Ed. 2d 393 
(1998) (imposition of a “substantial contingent liability” 
qualifies as an injury). A decision in petitioners’ favor is 
likely to redress that loss. We accordingly conclude that 
petitioners have standing.

III

We turn to the basic question presented: HN7[ ] 
LEdHN[7][ ] [7] Can a bankruptcy court approve a 
structured dismissal that provides for distributions that 
do not follow ordinary priority rules without the affected 
creditors’ consent? Our simple answer to this 
complicated question is “no.”

HN8[ ] LEdHN[8][ ] [8] The Code’s priority system 
constitutes a basic underpinning of business bankruptcy 
law. Distributions of estate assets at the termination of a 
business bankruptcy normally take place 
through [***22]  a Chapter 7 liquidation or a Chapter 11 
plan, and both are governed by priority. In Chapter 7 
liquidations, priority is an absolute command—lower 
priority creditors cannot receive anything until higher 
priority creditors have been paid in full. See 11 U.S.C. 
§§725, 726. Chapter 11 plans provide somewhat more 
flexibility, but a priority-violating plan still cannot be 
confirmed over the objection of an impaired class of 
creditors. See §1129(b).

 [*984]  The priority system applicable to those 
distributions has long been considered fundamental to 
the Bankruptcy Code’s operation. See H. R. Rep. No. 
103-835, p. 33 (1994) (explaining that the Code is 
“designed to enforce a distribution of the debtor’s assets 
in an orderly manner . . . in accordance with established 
principles rather than on the basis of the inside influence 
or economic leverage of a particular creditor”); Roe & 
Tung, Breaking Bankruptcy Priority: How Rent-Seeking 

Upends The Creditors’ Bargain, 99 Va. L. Rev. 1235, 
1243, 1236 (2013) (arguing that the first principle of 
bankruptcy is that “distribution conforms to 
predetermined statutory and contractual priorities,” and 
that priority is, “quite appropriately, bankruptcy’s most 
important and famous rule”); Markell, Owners, Auctions, 
and Absolute [***23]  Priority in Bankruptcy 
Reorganizations, 44 Stan. L. Rev. 69, 123 (1991) 
(stating that a fixed priority scheme is recognized as 
“the cornerstone of reorganization practice and theory”).

The importance of the priority system leads us to expect 
more than simple statutory silence if, and when, 
 [**411]  Congress were to intend a major departure. 
See Whitman v. American Trucking Assns., Inc., 531 
U.S. 457, 468, 121 S. Ct. 903, 149 L. Ed. 2d 1 (2001) 
(“Congress . . . does not, one might say, hide elephants 
in mouseholes”). Put somewhat more directly, we would 
expect to see some affirmative indication of intent if 
Congress actually meant to make structured dismissals 
a backdoor means to achieve the exact kind of 
nonconsensual priority-violating final distributions that 
the Code prohibits in Chapter 7 liquidations and Chapter 
11 plans.

We can find nothing in the statute that evinces this 
intent. HN9[ ] LEdHN[9][ ] [9] The Code gives a 
bankruptcy court the power to “dismiss” a Chapter 11 
case. §1112(b). But the word “dismiss” itself says 
nothing about the power to make nonconsensual 
priority-violating distributions of estate value. Neither the 
word “structured,” nor the word “conditions,” nor 
anything else about distributing estate value to creditors 
pursuant to a dismissal appears in any relevant part of 
the Code.

HN10[ ] LEdHN[10][ ] [10] Insofar as the dismissal 
sections of Chapter 11 [***24]  foresee any transfer of 
assets, they seek a restoration of the prepetition 
financial status quo. See §349(b)(1) (dismissal ordinarily 
reinstates a variety of avoided transfers and voided 
liens); §349(b)(2) (dismissal ordinarily vacates certain 
types of bankruptcy orders); §349(b)(3) (dismissal 
ordinarily “revests the property of the estate in the entity 
in which such property was vested immediately before 
the commencement of the case”); see also H. R. Rep. 
No. 95-595, p. 338 (1977) (dismissal’s “basic purpose . . 
. is to undo the bankruptcy case, as far as practicable, 
and to restore all property rights to the position in which 
they were found at the commencement of the case”).

HN11[ ] LEdHN[11][ ] [11] Section 349(b), we 
concede, also says that a bankruptcy judge may, “for 
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cause, orde[r] otherwise.” But, read in context, this 
provision appears designed to give courts the flexibility 
to “make the appropriate orders to protect rights 
acquired in reliance on the bankruptcy case.” H. R. Rep. 
No. 95-595, at 338; cf., e.g., Wiese v. Community Bank 
of Central Wis., 552 F. 3d 584, 590 (CA7 2009) 
(upholding, under §349(b), a Bankruptcy Court’s 
decision not to reinstate a debtor’s claim against a bank 
that gave up a lien in reliance on the claim being 
released in the debtor’s reorganization plan). Nothing 
else in the Code authorizes a court ordering [***25]  a 
dismissal to make general end-of-case distributions of 
estate assets to creditors of the kind that normally take 
place in a Chapter 7 liquidation or Chapter 11 plan—let 
alone final distributions that do  [*985]  not help to 
restore the status quo ante or protect reliance interests 
acquired in the bankruptcy, and that would be flatly 
impermissible in a Chapter 7 liquidation or a Chapter 11 
plan because they violate priority without the impaired 
creditors’ consent. That being so, the word “cause” is 
too weak a reed upon which to rest so weighty a power. 
See United Sav. Assn. of Tex. v. Timbers of Inwood 
Forest Associates, Ltd., 484 U.S. 365, 371, 108 S. Ct. 
626, 98 L. Ed. 2d 740 (1988) (noting that HN12[ ] 
LEdHN[12][ ] [12] “[s]tatutory construction . . . is a 
holistic endeavor” and that a court should select a 
“meanin[g that] produces a substantive effect that is 
compatible with the rest of the law”); Kelly v. Robinson, 
479 U.S. 36, 43, 107 S. Ct. 353, 93 L. Ed. 2d 216 (1986) 
(in  [**412]  interpreting a statute, a court “must not be 
guided by a single sentence or member of a sentence, 
but look to the provisions of the whole law, and to its 
object and policy” (internal quotation marks omitted)); cf. 
In re Sadler, 935 F. 2d 918, 921 (CA7 1991) (“‘Cause’ 
under §349(b) means an acceptable reason. Desire to 
make an end run around a statute is not an adequate 
reason”).

We have found no contrary precedent, either from this 
Court, or, for that matter, from lower court decisions 
reflecting common [***26]  bankruptcy practice. The 
Third Circuit referred briefly to In re Buffet Partners, L. 
P., 2014 Bankr. LEXIS 3204, 2014 WL 3735804 (Bkrtcy. 
Ct. ND Tex., July 28, 2014). The court in that case 
approved a structured dismissal. (We express no view 
about the legality of structured dismissals in general.) 
But at the same time it pointed out “that not one party 
with an economic stake in the case has objected to the 
dismissal in this manner.” 2014 Bankr. LEXIS 3204, 
[WL] at *4.

The Third Circuit also relied upon In re Iridium Operating 
LLC, 478 F. 3d 452 (CA2 2007). But Iridium did not 

involve a structured dismissal. It addressed an interim 
distribution of settlement proceeds to fund a litigation 
trust that would press claims on the estate’s behalf. See 
id., at 459-460. The Iridium court observed that, when 
evaluating this type of preplan settlement, “[i]t is difficult 
to employ the rule of priorities” because “the nature and 
extent of the Estate and the claims against it are not yet 
fully resolved.” Id., at 464 (emphasis added). The 
decision does not state or suggest that the Code 
authorizes nonconsensual departures from ordinary 
priority rules in the context of a dismissal—which is a 
final distribution of estate value—and in the absence of 
any further unresolved bankruptcy issues.

We recognize that Iridium is not the only case in which a 
court has approved interim distributions that violate 
ordinary priority [***27]  rules. But in such instances one 
can generally find significant Code-related objectives 
that the priority-violating distributions serve. Courts, for 
example, have approved “first-day” wage orders that 
allow payment of employees’ prepetition wages, “critical 
vendor” orders that allow payment of essential suppliers’ 
prepetition invoices, and “roll-ups” that allow lenders 
who continue financing the debtor to be paid first on 
their prepetition claims. See Cybergenics, 330 F. 3d, at 
574, n. 8; D. Baird, Elements of Bankruptcy 232-234 
(6th ed. 2014); Roe, 99 Va. L. Rev., at 1250-1264. In 
doing so, these courts have usually found that the 
distributions at issue would “enable a successful 
reorganization and make even the disfavored creditors 
better off.” In re Kmart Corp., 359 F. 3d 866, 872 (CA7 
2004) (discussing the justifications for critical-vendor 
orders); see also Toibb v. Radloff, 501 U.S. 157, 163-
164, 111 S. Ct. 2197, 115 L. Ed. 2d 145 (1991) 
(recognizing “permitting business debtors to reorganize 
and restructure their debts in order to revive the debtors’ 
businesses” and “maximizing the value of the 
bankruptcy estate” as purposes of the Code). By way of 
contrast, in a structured  [*986]  dismissal like the one 
ordered below, the priority-violating distribution is 
attached to a final disposition; it does not preserve the 
debtor as a going concern; it does not make the 
disfavored [***28]  creditors better off; it does not 
promote the possibility of a confirmable plan; it does not 
 [**413]  help to restore the status quo ante; and it does 
not protect reliance interests. In short, we cannot find in 
the violation of ordinary priority rules that occurred here 
any significant offsetting bankruptcy-related justification.

Rather, the distributions at issue here more closely 
resemble proposed transactions that lower courts have 
refused to allow on the ground that they circumvent the 
Code’s procedural safeguards. See, e.g., In re Braniff 
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Airways, Inc., 700 F. 2d 935, 940 (CA5 1983) 
(prohibiting an attempt to “short circuit the requirements 
of Chapter 11 for confirmation of a reorganization plan 
by establishing the terms of the plan sub rosa in 
connection with a sale of assets”); In re Lionel Corp., 
722 F. 2d 1063, 1069 (CA2 1983) (reversing a 
Bankruptcy Court’s approval of an asset sale after 
holding that §363 does not “gran[t] the bankruptcy judge 
carte blanche” or “swallo[w] up Chapter 11’s 
safeguards”); In re Biolitec, Inc., 528 B. R. 261, 269 
(Bkrtcy. Ct. NJ 2014) (rejecting a structured dismissal 
because it “seeks to alter parties’ rights without their 
consent and lacks many of the Code’s most important 
safeguards”); cf. In re Chrysler LLC, 576 F. 3d 108, 118 
(CA2 2009) (approving a §363 asset sale because the 
bankruptcy court demonstrated “proper solicitude for the 
priority between creditors and deemed it essential 
that [***29]  the [s]ale in no way upset that priority”), 
vacated as moot, 592 F. 3d 370 (CA2 2010) (per 
curiam).

IV

We recognize that the Third Circuit did not approve 
nonconsensual priority-violating structured dismissals in 
general. To the contrary, the court held that they were 
permissible only in those “rare case[s]” in which courts 
could find “sufficient reasons” to disregard priority. 787 
F. 3d, at 175, 186. Despite the “rare case” limitation, we 
still cannot agree.

For one thing, it is difficult to give precise content to the 
concept “sufficient reasons.” That fact threatens to turn 
a “rare case” exception into a more general rule. 
Consider the present case. The Bankruptcy Court 
feared that (1) without the worker-skipping distribution, 
there would be no settlement, (2) without a settlement, 
all the unsecured creditors would receive nothing, and 
consequently (3) its distributions would make some 
creditors (high- and low-priority creditors) better off 
without making other (mid-priority) creditors worse off 
(for they would receive nothing regardless). But, as we 
have pointed out, the record provides equivocal support 
for the first two propositions. See supra, at ___ - ___, 
197 L. Ed. 2d, at 408-410. And, one can readily imagine 
other cases that turn on comparably dubious 
predictions. The result is [***30]  uncertainty. And 
uncertainty will lead to similar claims being made in 
many, not just a few, cases. See Rudzik, A Priority Is a 
Priority Is a Priority—Except When It Isn’t, 34 Am. 
Bankr. Inst. J. 16, 79 (2015) (“[O]nce the floodgates are 
opened, debtors and favored creditors can be expected 
to make every case that ‘rare case’”).

The consequences are potentially serious. They include 
departure from the protections Congress granted 
particular classes of creditors. See, e.g., United States 
v. Embassy Restaurant, Inc., 359 U.S. 29, 32, 79 S. Ct. 
554, 3 L. Ed. 2d 601 (1959) (Congress established 
employee wage priority “to alleviate  [**414]  in some 
degree the hardship that unemployment usually brings 
to workers and their families” when an employer files for 
bankruptcy);  [*987]  H. R. Rep. No. 95-595, at 187 
(explaining the importance of ensuring that employees 
do not “abandon a failing business for fear of not being 
paid”). They include changes in the bargaining power of 
different classes of creditors even in bankruptcies that 
do not end in structured dismissals. See Warren, A 
Theory of Absolute Priority, 1991 Ann. Survey Am. L. 9, 
30. They include risks of collusion, i.e., senior secured 
creditors and general unsecured creditors teaming up to 
squeeze out priority unsecured creditors. See Bank of 
America Nat. Trust and Sav. Assn. v. 203 North LaSalle 
Street Partnership, 526 U.S. 434, 444, 119 S. Ct. 1411, 
143 L. Ed. 2d 607 (1999) (discussing how the absolute 
priority rule was [***31]  developed in response to 
“concern with ‘the ability of a few insiders, whether 
representatives of management or major creditors, to 
use the reorganization process to gain an unfair 
advantage’” (quoting H. R. Doc. No. 93-137, pt. I, p. 255 
(1973))). And they include making settlement more 
difficult to achieve. See Landes & Posner, Legal 
Precedent: A Theoretical and Empirical Analysis, 19 J. 
Law & Econ. 249, 271 (1976) (arguing that “the ratio of 
lawsuits to settlements is mainly a function of the 
amount of uncertainty, which leads to divergent 
estimates by the parties of the probable outcome”); see 
also RadLAX Gateway Hotel, LLC v. Amalgamated 
Bank, 566 U.S. 639, 649, 132 S. Ct. 2065, 182 L. Ed. 2d 
967 (2012) (noting the importance of clarity and 
predictability in light of the fact that the “Bankruptcy 
Code standardizes an expansive (and sometimes 
unruly) area of law”).

For these reasons, as well as those set forth in Part III, 
we conclude that HN13[ ] LEdHN[13][ ] [13] 
Congress did not authorize a “rare case” exception. We 
cannot “alter the balance struck by the statute,” Law v. 
Siegel, 571 U.S. ___, ___, 134 S. Ct. 1188, 188 L. Ed. 
2d 146, 156 (2014), not even in “rare cases.” Cf. 
Norwest Bank Worthington v. Ahlers, 485 U.S. 197, 207, 
108 S. Ct. 963, 99 L. Ed. 2d 169 (1988) (explaining that 
courts cannot deviate from the procedures “specified by 
the Code,” even when they sincerely “believ[e] that . . . 
creditors would be better off”). The judgment of the 
Court of Appeals is reversed, and the case is remanded 
for further proceedings [***32]  consistent with this 
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opinion.

It is so ordered.

Dissent by: Thomas

Dissent

Justice Thomas, with whom Justice Alito joins, 
dissenting.

Today, the Court answers a novel and important 
question of bankruptcy law. Unfortunately, it does so 
without the benefit of any reasoned opinions on the 
dispositive issue from the courts of appeals (apart from 
the Court of Appeals’ opinion in this case) and with 
briefing on that issue from only one of the parties. That 
is because, having persuaded us to grant certiorari on 
one question, petitioners chose to argue a different 
question on the merits. In light of that switch, I would 
dismiss the writ of certiorari as improvidently granted.

We granted certiorari to decide “[w]hether a bankruptcy 
court may authorize the distribution of settlement 
 [**415]  proceeds in a manner that violates the 
statutory priority scheme.” Pet. for Cert. i. According to 
petitioners, the decision below “deepened an existing . . 
. split” among the Courts of Appeals on this question. 
Id., at 8; see id., at 15-16 (citing In re AWECO, Inc., 725 
F. 2d 293, 298 (CA5 1984), and In re Iridium Operating 
LLC, 478 F. 3d 452, 464 (CA2 2007)). After we granted 
certiorari, however, petitioners recast the question 
presented to ask “[w]hether a Chapter 11 case may be 
terminated by a ‘structured dismissal’ that distributes 
estate property in violation of the Bankruptcy [***33]  
Code’s priority scheme.” Brief for Petitioners i. Although 
both questions  [*988]  involve priority-skipping 
distributions of estate assets, the recast question is 
narrower—and different—than the one on which we 
granted certiorari. It is also not the subject of a circuit 
conflict.

I think it is unwise for the Court to decide the 
reformulated question today, for two reasons. First, it is 
a “novel question of bankruptcy law” arising in the 
rapidly developing field of structured dismissals. In re 
Jevic Holding Corp., 787 F. 3d 173, 175 (CA3 2015). 
Experience shows that we would greatly benefit from 
the views of additional courts of appeals on this 
question. We also would have benefited from full, 
adversarial briefing. In reliance on this Court’s Rules 
prohibiting parties from changing the substance of the 

question presented, see Rule 24.1(a); see also Rule 
14.1(a), respondents declined to brief the question that 
the majority now decides, see Brief for Respondents 52. 
Second, deciding this question may invite future 
petitioners to seek review of a circuit conflict only then to 
change the question to one that seems more favorable. 
“I would not reward such bait-and-switch tactics.” City 
and County of San Francisco v. Sheehan, 575 U.S. ___, 
___, 135 S. Ct. 1765, 191 L. Ed. 2d 856, 871 (2015) 
(Scalia, J., concurring in part and dissenting in part); see 
also Visa, Inc. v. Osborn, post, p. ___, 137 S. Ct. 289, 
196 L. Ed. 2d 396 (2016).

 [***34]  Accordingly, I would dismiss the writ as 
improvidently granted. I respectfully dissent.
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affecting standing to challenge particular conduct as 
violative of federal law--Supreme Court cases. 70 L. Ed. 
2d 941. 

End of Document
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Simantob v. Claims Prosecutor, L.L.C. (In re Lahijani)

United States Bankruptcy Appellate Panel for the Ninth Circuit

January 20, 2005, Argued and Submitted at Pasadena, California ; April 21, 2005, Filed 

BAP No. CC-04-1350-KMoSn 

Reporter
325 B.R. 282 *; 2005 Bankr. LEXIS 887 **; 44 Bankr. Ct. Dec. 247

In re: KAVEH LAHIJANI, Debtor. KAMIAR SIMANTOB; 
NASSER LAHIJANI, Appellants, v. CLAIMS 
PROSECUTOR, LLC; BRYAN MASHIAN; PETER C. 
ANDERSON, Chapter 7 Trustee, Appellees.

Subsequent History: Motion granted by Simantob v. 
Lahijani (In re Lahijani), 2005 Bankr. LEXIS 1891 
(Bankr. C.D. Cal., Oct. 3, 2005)

Prior History:  [**1]  Appeal from the United States 
Bankruptcy Court for the Central District of California. 
Bk. No. SV 98-15561-AG. Honorable Arthur M. 
Greenwald, Bankruptcy Judge, Presiding.  

Core Terms

bid, cause of action, appellants', transferred, trustee's, 
avoiding, bankruptcy court, authorization, Computers, 
offering, powers, good faith, concealed, overbid, fair and 
equitable, present value, recovering, benefit of estate, 
recover property, circumstances, permission, 
settlement, purchaser, receiver, notice

Case Summary

Procedural Posture

Creditors appealed a decision of the United States 
Bankruptcy Court for the Central District of California, 
which approved pursuant to 11 U.S.C.S. § 363 the sale 
of estate assets, including trustee's avoiding power 
causes of action, to appellee company.

Overview

Creditors alleged that debtor had fraudulently 
transferred assets and brought an adversary proceeding 
against debtor and his brother-in-law. After trustee 
declined to pursue fraudulent transfer and turnover 
causes of action, creditors offered to purchase them for 

a price of one-half of any net recoveries. In initiating an 
auction, trustee insisted that percentage offers were 
unacceptable. Despite this, creditors attempted to offer 
cash and a percentage, until it finally offered just cash. 
The company, formed by the brother-in-law, outbid 
creditors, and the bankruptcy court authorized trustee to 
sell the causes of action to the company. The company 
declined the court's offer to take testimony directed to 
the question of § 363(m) good faith. The court held that, 
because the sale amounted to an acquisition of causes 
of action by a defendant, the sale had to be analyzed as 
a compromise as to which the bankruptcy court should 
have determined whether it was fair and equitable. The 
court also held that it was debatable that the amount 
offered by the company was actually the high bid in light 
of the offer of a percentage of the net litigation proceeds 
by creditors.

Outcome
The court reversed and remanded the bankruptcy 
court's decision.

LexisNexis® Headnotes

Bankruptcy Law > Administrative Powers > Estate 
Property Lease, Sale & Use > Modification & 
Reversal

Bankruptcy Law > Administrative Powers > Estate 
Property Lease, Sale & Use > General Overview

HN1[ ]  Estate Property Lease, Sale & Use, 
Modification & Reversal

The question of whether a purchaser at a court-
approved sale acted in "good faith" under 11 U.S.C.S. § 
363(m) is to be determined by the trial court with 
findings based on evidence. The safe harbor can be 
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waived by omission to present such evidence.

Bankruptcy Law > Case 
Administration > Examiners, Officers & 
Trustees > Eligibility & Qualifications

Bankruptcy Law > Administrative Powers > Estate 
Property Lease, Sale & Use > General Overview

HN2[ ]  Examiners, Officers & Trustees, Eligibility 
& Qualifications

The sale of avoiding actions may simultaneously 
implicate 11 U.S.C.S. § 363 "sale" analysis and 
"compromise" analysis under Fed. R. Bankr. P. 9019(a).

Bankruptcy Law > ... > Unsecured Priority 
Claims > Administrative Expenses > Miscellaneous 
Expenses

Bankruptcy Law > ... > Unsecured Priority 
Claims > Administrative Expenses > General 
Overview

HN3[ ]  Administrative Expenses, Miscellaneous 
Expenses

11 U.S.C.S. § 503(b)(3)(B) recognizes that courts may 
authorize a creditor to sue in the name of the trustee, at 
its own expense (but subject to reimbursement under § 
503(b)), to recover property transferred by a debtor.

Bankruptcy Law > Case 
Administration > Examiners, Officers & 
Trustees > Eligibility & Qualifications

Bankruptcy Law > Administrative Powers > Estate 
Property Lease, Sale & Use > General Overview

Bankruptcy Law > ... > Unsecured Priority 
Claims > Administrative Expenses > Miscellaneous 
Expenses

HN4[ ]  Examiners, Officers & Trustees, Eligibility 
& Qualifications

When a cause of action is being sold to a present or 
potential defendant over the objection of creditors, a 
bankruptcy court must, in addition to treating it as a 
sale, independently evaluate the transaction as a 
settlement under the prevailing "fair and equitable" test, 
and consider the possibility of authorizing the objecting 
creditors to prosecute the cause of action for the benefit 
of the estate, as permitted by 11 U.S.C.S. § 
503(b)(3)(B).

Bankruptcy Law > Administrative Powers > Estate 
Property Lease, Sale & Use > Modification & 
Reversal

Contracts Law > Types of Contracts > Lease 
Agreements > General Overview

Bankruptcy Law > Administrative Powers > Estate 
Property Lease, Sale & Use > General Overview

HN5[ ]  Estate Property Lease, Sale & Use, 
Modification & Reversal

See 11 U.S.C.S. § 363(m).

Bankruptcy Law > ... > Judicial Review > Standards 
of Review > Abuse of Discretion

Bankruptcy Law > Administrative Powers > Estate 
Property Lease, Sale & Use > General Overview

Bankruptcy Law > Procedural Matters > Judicial 
Review > General Overview

HN6[ ]  Standards of Review, Abuse of Discretion

Sales under 11 U.S.C.S. § 363 are reviewed for abuse 
of discretion. It is an abuse of discretion to apply an 
incorrect legal rule.

Bankruptcy Law > ... > Bankruptcy > Case 
Administration > Notice

Bankruptcy Law > Administrative Powers > Estate 
Property Lease, Sale & Use > General Overview

Bankruptcy Law > ... > Administrative 

325 B.R. 282, *282; 2005 Bankr. LEXIS 887, **1
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Powers > Estate Property Lease, Sale & 
Use > Ordinary Course of Business

HN7[ ]  Case Administration, Notice

Bankruptcy trustees are permitted to sell property of the 
estate not in the ordinary course of business after notice 
and a hearing. 11 U.S.C.S. § 363(b)(1). Objections to 
sale that are based on inadequacy of price are often 
resolved by the court ordering an auction, which may 
occur in open court. Fed. R. Bankr. P. 6004(f).

Bankruptcy Law > ... > Bankruptcy > Estate 
Property > Contents of Estate

HN8[ ]  Estate Property, Contents of Estate

Causes of action owned by the trustee are intangible 
items of property of the estate that may be sold. These 
include causes of action owned by the debtor as of the 
filing of the case. 11 U.S.C.S. § 541(a)(1). In addition, 
property recovered by the trustee pursuant to, inter alia, 
turnover and avoiding powers, is property of the estate. 
11 U.S.C.S. § 541(a)(3).

Bankruptcy Law > Administrative Powers > Estate 
Property Lease, Sale & Use > General Overview

HN9[ ]  Administrative Powers, Estate Property 
Lease, Sale & Use

The U.S. Court of Appeals for the Ninth Circuit permits 
causes of action that exist independent of bankruptcy to 
be sold or transferred.

Bankruptcy Law > Administrative Powers > Estate 
Property Lease, Sale & Use > General Overview

Estate, Gift & Trust Law > ... > Private Trusts 
Characteristics > Trustees > General Overview

HN10[ ]  Administrative Powers, Estate Property 
Lease, Sale & Use

Trustee avoiding powers may be transferred for a sum 

certain. The benefit to the estate in such circumstances 
is the sale price, which might or might not include a 
portion of future recoveries for the estate. Thus, the 
avoidance powers cannot only be sold to a creditor who 
agrees to pursue those avoidance powers for the benefit 
of all creditors.

Bankruptcy Law > Administrative Powers > Estate 
Property Lease, Sale & Use > General Overview

HN11[ ]  Administrative Powers, Estate Property 
Lease, Sale & Use

The court's obligation in 11 U.S.C.S. § 363(b) sales is to 
assure that optimal value is realized by the estate under 
the circumstances. The requirement of a notice and 
hearing operates to provide both a means of objecting 
and a method for attracting interest by potential 
purchasers. Ordinarily, the position of the trustee is 
afforded deference, particularly where business 
judgment is entailed in the analysis or where there is no 
objection. Nevertheless, particularly in the face of 
opposition by creditors, the requirement of court 
approval means that the responsibility ultimately is the 
court's.

Bankruptcy Law > Case 
Administration > Examiners, Officers & 
Trustees > Eligibility & Qualifications

HN12[ ]  Examiners, Officers & Trustees, Eligibility 
& Qualifications

The fair and equitable settlement standard requires 
consideration of: (a) probability of success in the 
litigation; (b) collectability; (c) complexity, expense, 
inconvenience, and delay attendant to continued 
litigation; and (d) the interests of creditors, which are 
said to be "paramount."

Counsel: John R. Fuchs, FUCHS & ASSOCIATES, 
INC., Los Angeles, CA, Attorney for Kamiar Simantob 
and Nassar Lahijani.

Wesley H. Avery, EZRA, BRUTZKUS & GUBNER, LLP, 
Encino, CA, Attorney for Claims Prosecutore, LLC and 
Bryan Mashian.  

325 B.R. 282, *282; 2005 Bankr. LEXIS 887, **1
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Judges: Before: KLEIN, MONTALI, and SNYDER, * 
Bankruptcy Judges.

Opinion by: KLEIN

Opinion

 [*284]  KLEIN, Bankruptcy Judge:

What is in a name? Sometimes a lot - of misinformation. 
If ever there was a misnomer, it is the name of appellee, 
"Claims Prosecutor, LLC," which should have called 
itself "Claims Defender" or "Claims Extinguisher" when 
purchasing the trustee's causes of action to retrieve 
property allegedly transferred by the debtor. Its owner, 
who is both a defendant and the debtor's brother-in-law, 
concedes that the causes of action will not be 
prosecuted and elected in open court not to attempt to 
establish [**2]  that the purchase was in "good faith" for 
purposes of the 11 U.S.C. § 363(m) statutory safe 
harbor from appellate remedies.

This appeal ties together a number of our recent 
decisions. We have held that HN1[ ] the question 
whether a purchaser at a court-approved sale acted in § 
363(m) "good faith" is to be determined by the trial court 
with findings based on evidence and that the safe 
harbor can be waived by omission to present such 
evidence. 1 [**3]  We have held that HN2[ ] sale of 
avoiding actions may simultaneously implicate § 363 
"sale" analysis and "compromise" analysis under 
Federal Rule of Bankruptcy Procedure 9019(a). 2 We 
have also explained that HN3[ ] 11 U.S.C. § 
503(b)(3)(B) recognizes that courts may authorize a 
creditor to sue in the name of the trustee, at its own 
expense (but subject to reimbursement under § 503(b)), 
to recover property transferred by a debtor. 3

* Hon. Paul B. Snyder, Bankruptcy Judge for the Western 
District of Washington, sitting by designation.

1 T.C. Investors v. Joseph (In re M Capital Corp.), 290 B.R. 
743, 745 (9th Cir. BAP 2003); Thomas v. Namba (In re 
Thomas), 287 B.R. 782 (9th Cir. BAP 2002).

2 Goodwin v. Mickey Thompson Entm't Group, Inc. (In re 
Mickey Thompson Entm't Group, Inc.), 292 B.R. 415, 421 (9th 
Cir. BAP 2003) ("Mickey Thompson").

3 COM-Com-1 Info, Inc. v. Wolkowitz (In re Maximus 
Computers, Inc.), 278 B.R. 189, 197-98 (9th Cir. BAP 2002) 
("Maximus Computers"); accord, In re Godon, Inc., 275 B.R. 

We now conclude that, HN4[ ] when a cause of action 
is being sold to a present or potential defendant over the 
objection of creditors, a bankruptcy court must, in 
addition to treating it as a sale, independently evaluate 
the transaction as a settlement under the prevailing "fair 
and equitable" test, and consider the possibility of 
authorizing the objecting creditors to prosecute the 
cause of action for the benefit of the estate, as permitted 
by § 503(b)(3)(B). Accordingly, we REVERSE the order 
approving the sale of the estate's causes of action under 
§ 363.

 [*285]  FACTS

Kaveh Lahijani filed a chapter 7 bankruptcy case in April 
1998. Discharge was entered in August 1998. The 
case [**4]  was closed as a no-asset case in August 
1999.

Nine months after the bankruptcy case was closed, the 
appellants Kamiar Simantob and Nasser Lahijani (joined 
by one other person), who had not been scheduled as 
creditors and did not otherwise know of Kaveh Lahijani's 
bankruptcy, sued him and others in state court in an 
effort to recover about $ 10 million that they alleged was 
embezzled before the bankruptcy.

The action, Simantob, et al. v. Lahijani, et al., sounding 
in fraud, was filed in a state court in May 2000. 4 It 
alleged misrepresentation, concealment, rescission, 
conspiracy, breach of fiduciary duty, constructive trust, 
and conversion.

While the state court action was pending, the 
bankruptcy case was reopened and appellee Peter C. 
Anderson was appointed [**5]  chapter 7 trustee. The 
appellants filed a $ 9,786,000 proof of claim (all claims 
total about $ 13 million) and commenced an adversary 
proceeding to have the debtor's discharge revoked or 
have the debt excepted from discharge.

The net result of three years of convoluted state and 
federal litigation was that, by October 2003, the 
appellants had lost in state court on all substantive 
claims for relief and had not succeeded in having the 
discharge revoked or the debt excepted from discharge.

555, 561-63 (Bankr. E.D. Cal. 2002) ("Godon").

4 Kamiar Simantob, Kamran Simantob & Nasser Lahijani v. 
Kaveh Lahijani, Micha Mottale, Venice & Vermont, Inc., 
Bahman ["Bryan"] Mashian, Buchalter, Nemer, Fields & 
Younger & Does 1 - 100, No. BC231307, Los Angeles County 
Super. Ct., filed 5/22/00.

325 B.R. 282, *282; 2005 Bankr. LEXIS 887, **1
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Left with a simple debt that was subject to a valid 
discharge, the appellants' only remaining avenue for 
recovery was to maximize the value of the bankruptcy 
estate available for distribution to creditors. This they 
proposed to accomplish through the exercise of the 
trustee's powers to avoid and recover property that the 
appellants believed Kaveh Lahijani had fraudulently 
transferred.

Since the trustee (who says he is unable to evaluate the 
underlying merits and, in any event, lacks the funds 
necessary to wage war) was unwilling to pursue the 
fraudulent transfer and turnover causes of action, the 
appellants offered to purchase them for a price of one-
half of net recoveries.

The appellants' proposal [**6]  operated to put the 
avoiding power causes of action into play as assets that 
could be auctioned.

Kaveh Lahijani's brother-in-law and co-defendant, 
Bashan "Bryan" Mashian, formed appellee, Claims 
Prosecutor, LLC ("'Claims Prosecutor'"), in order to 
acquire the avoiding power causes of action, offering $ 
30,000.

The chapter 7 trustee evaluated the appellants' 50 
percent offer as more beneficial to the estate than $ 
30,000 and filed a motion for permission to assign his 
trustee avoiding powers to the appellants, subject to 
overbid.

When "Claims Prosecutor" raised its offer to $ 100,000, 
the trustee switched positions and proposed to accept 
that offer, subject to overbid and court approval.

The trustee subsequently issued a supplemental notice 
of a contested sale hearing at which the estate property 
would be auctioned. Pursuant to the notice, which 
purported to detail overbid procedures, both initial and 
subsequent overbids had to be in cash or cash 
equivalent. 5

5 The property being sold was described as:

any and all assets of the Estate whether real, personal or 
otherwise including, but not limited to, the following: any 
and all known or unknown claims, suits, contracts, 
judgments, demands, damages, debts, obligations, 
lawsuits, causes of action, losses, penalties, fines, 
liabilities (including strict liability), encumbrances, liens, 
costs or expenses, whether or not ultimately defeated, of 
whatever kind, nature or description, contingent or 
otherwise, matured or unmatured, foreseeable or 
unforeseeable, including [fees and expenses].

 [**7]   [*286]  At the sale hearing on June 2, 2004, the 
trustee insisted that only cash or cash equivalent offers 
were acceptable to him. He did not explain why 
percentage offers were unacceptable.

During the bidding, the appellants offered a number of 
overbids that included additional percentage recoveries 
for the estate ($ 101,000 + 10 percent; $ 110,000 + 25 
percent; and $ 130,000 + 25 percent). The trustee 
objected to the percentages because he wanted a sum 
certain so the case could be closed. 6 [**8]  When the 
appellants persisted, they were effectively forced to 
state their bids without adding percentages of 
recoveries, even though they made a record that they 
wanted to do so. 7 [**9]  Their final bid was for $ 

Supplemental Notice of Trustee's Motion to Assign Avoiding 
Powers to Simantob, Subject to Overbid, filed 5/25/04, at 4.

6 The relevant colloquy was:

[APPELLANTS' COUNSEL]: We'll bid $ 110,000 plus a 
25 percent interest in the recovery.

COURT: Well, is the Trustee going to object? There may 
not be a recovery, but they're offering to give a 25 
percent recovery.

[TRUSTEE'S COUNSEL]: . . . Because of the nature of 
facilitating overbids in this case, we do not want a 
percentage of the recovery included in the items. We 
want the sale over with, the Trustee's involvement with 
that portion of the case over with. . . .

COURT: Well, what does the Trustee deem to be the 
value of this recovery at this time?

[TRUSTEE'S COUNSEL]: Your Honor, other than the 
offers that are made, the Trustee has no way of 
determining the value of those claims. He has no 
resources to pursue those claims. So to the estate as it 
stands right now without any bids, the claims are not of 
any value to the estate.

Tr. 6/2/04 hearing, at 33.

7 For example, when appellants offered $ 130,000, plus 25 
percent of the recovery, the following colloquy occurred:

[APPELLANTS' COUNSEL]: We bid $ 130,000, again, 
plus 25 percent of any recovery. . . .

[TRUSTEE'S COUNSEL]: The Trustee will not accept the 
portion that is a percentage of the recovery.

COURT: . . . [are] you going to withdraw your bid?

[APPELLANTS' COUNSEL]: No, your honor

COURT: Or are you going to modify it to limit it to the $ 
130,000?

325 B.R. 282, *285; 2005 Bankr. LEXIS 887, **5
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160,000. 8

 [*287]  The court authorized the trustee to sell the 
causes of action to "Claims Prosecutor", for its high bid 
of $ 175,000 and, as a back-up, to appellants for $ 
160,000.

When the court was asked to find that the purchaser 
was acting in "good faith" within the meaning of § 
363(m) so that the sale could not be upset on appeal, 9 
it (correctly) noted that our § 363(m) decisions in 
Thomas and Mickey Thompson emphasize the need for 

[APPELLANTS' COUNSEL]: Well, we're offering that in 
addition to the $ 130,000 cash. It's not contingent.

COURT: I understand, and the Trustee is not accepting 
that. So then the question is what do we do with your bid. 
. . . Are you going to reject the bid or are you going to ask 
that the bid be limited to the $ 130,000?

[APPELLANTS' COUNSEL]: Well, if I'm forced to do so, 
the bid will be limited to the $ 130,000. . . .

[TRUSTEE'S COUNSEL]: The only portion that we would 
accept, your Honor, is the $ 130,000 bid. If that bid is 
made at $ 130,000 without any percentages, we would 
accept . . .

COURT: Your bid. You want to modify your bid?

[APPELLANTS' COUNSEL]: Yes, we do, your Honor, but 
I want to make it clear for the record that we're offering a 
percentage of the recovery . . .

COURT: I think the record is clear as to how the trustee 
wants to deal with that.

Tr. 6/2/04 hearing at 38-43 (overlapping speech corrected) 
(emphasis supplied).

8 Appellants did not add a percentage to their $ 160,000 bid. At 
oral argument, counsel explained to us that he believed he 
had already made his record on the point and was reluctant to 
risk annoying the trial judge. Under the circumstances, we do 
not believe appellants waived their right to urge on appeal that 
their fixed amount "plus percentage" bid be considered.

9 That safe harbor section provides:

(m) HN5[ ] The reversal or modification on appeal of an 
authorization under subsection (b) or (c) of this section of 
a sale or lease of property does not affect the validity of a 
sale or lease under such authorization to an entity that 
purchased or leased such property in good faith, whether 
or not such entity knew of the pendency of the appeal, 
unless such authorization and such sale or lease were 
stayed pending appeal.

11 U.S.C. § 363(m) (emphasis supplied).

evidence to support such a finding and then declined to 
make a finding unsupported by evidence.

 [**10]  "Claims Prosecutor" declined the court's offer to 
take testimony directed to the question of § 363(m) 
"good faith" and represented that the transaction would 
proceed without the benefit of a finding of "good faith."

This timely appeal ensued.

JURISDICTION

The bankruptcy court had jurisdiction via 28 U.S.C. §§ 
1334 and 157(b)(1). We have jurisdiction under 28 
U.S.C. § 158(a)(1).

ISSUES

1. Whether the court applied the correct legal standard 
when approving a § 363 sale of causes of action to a 
defendant for a sum certain over objection by the main 
creditor in the case, who wanted to pursue the causes 
of action.

2. Whether the sale of causes of action to defendants in 
this instance meets the requirements for approving a 
compromise as "fair and equitable."

STANDARD OF REVIEW

HN6[ ] Sales under § 363 are reviewed for abuse of 
discretion. Moldo v. Clark (In re Clark), 266 B.R. 163, 
168 (9th Cir. BAP 2001). It is an abuse of discretion to 
apply an incorrect legal rule. Maximus Computers, 278 
B.R. at 194.

DISCUSSION

This appeal involves the sale of causes of action to a 
defendant over the opposition of creditors.  [**11]  The 
rules governing sales are implicated, as are the rules 
governing compromises.

I

HN7[ ] Bankruptcy trustees are permitted to sell 
property of the estate not in the ordinary course of 
business after notice and a hearing. 11 U.S.C. § 
363(b)(1).

Objections to sale that are based on inadequacy of price 
are often resolved by the court ordering an auction, 
which may occur in open court. Fed. R. Bankr. P. 
6004(f).

325 B.R. 282, *286; 2005 Bankr. LEXIS 887, **9
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HN8[ ] Causes of action owned by the trustee are 
intangible items of property of the estate that may be 
sold. These include causes of action owned by the 
debtor as of the filing of the case. 11 U.S.C. § 541(a)(1). 
In addition, property recovered by the trustee pursuant 
to, inter alia, turnover and avoiding powers, is property 
of the estate. 11 U.S.C. § 541(a) (3).

 [*288]  Causes of action that exist independent of 
bankruptcy are commonly sold by bankruptcy trustees 
under § 363(b).

While there is some disagreement among courts about 
the exercise by others of the trustee's bankruptcy-
specific avoiding power causes of action, HN9[ ] the 
Ninth Circuit permits such actions to be sold or 
transferred.  [**12]  Duckor Spradling & Metzger v. 
Baum Trust (In re P.R.T.C., Inc.), 177 F.3d 774, 781 
(9th Cir. 1999)("P.R.T.C.");  Briggs v. Kent (In re Prof'l 
Inv. Props. of Am.), 955 F.2d 623, 625-26 (9th Cir. 
1992). 10 Thus, we focus first on the transaction under 
ordinary sale rules.

 [**13]  A

We reject appellants' argument that the avoiding power 
causes of action should not have been sold to one who 
would not exercise the powers for the benefit of all 
creditors.

The difficulty with this argument is that, under the law of 
the circuit, HN10[ ] trustee avoiding powers may be 
transferred for a sum certain. P.R.T.C., 177 F.3d at 781-
82; Briggs, 955 F.2d at 625-26. The benefit to the estate 

10 Most decisions that wrestle with this problem overlook a key 
statutory analysis that resolves the issue with respect to 
recovery of property transferred or concealed by the debtor 
and that, to that extent, makes the P.R.T.C.-Briggs analysis 
unnecessary. The Bankruptcy Code recognizes, albeit 
obliquely, that a court may authorize a creditor to prosecute an 
action to recover property transferred or concealed by the 
debtor, suing in the name of the trustee but at the creditor's 
risk and expense, and authorizes reimbursement under 11 
U.S.C. §§ 503(b)(3) & (4)  in the event of success. Maximus 
Computers, 278 B.R. at 197-98; Godon, 275 B.R. at 561-69. 
Thus, it is neither necessary for the trustee to transfer a cause 
of action to recover property transferred or concealed by the 
debtor, nor to employ a creditor's attorney as "special" 
counsel, in order to permit a creditor to prosecute such an 
action. Note, however, that P.R.T.C.-Briggs sweeps broader 
than § 503(b)(3)(B) because it applies to all causes of action 
owned by the trustee and does not purport to be limited to 
recovery of property transferred or concealed by the debtor.

in such circumstances is the sale price, which might or 
might not include a portion of future recoveries for the 
estate. Thus, P.R.T.C. and Briggs do not mandate, as 
appellants contend, that the avoidance powers can only 
be sold to a creditor who agrees to pursue those 
avoidance powers for the benefit of all creditors.

To be sure, the common-sense of appellants' argument 
is captured by the statutory authorization under §§ 
503(b)(3) & (4) that permits a creditor, with the 
permission of the court, to sue in the name of the 
trustee to recover, for the benefit of the estate, transfers 
made by the debtor. Maximus Computers, 278 B.R. at 
197-98; Godon, 275 B.R. at 561-69.

While one may wonder whether the analysis in P.R. 
 [**14]  T.C. and Briggs would have been the same if 
the Ninth Circuit had had the benefit of the 
subsequently-articulated Maximus Computers-Godon 
analysis of §§ 503(b)(3) & (4), P.R.T.C. and Briggs 
stand for a broader proposition that extends beyond 
creditors and that extends beyond the recovery of 
property transferred by the debtor. Moreover, it is law of 
the circuit that we must follow.

Viewed as a sale, the question, thus, boils down to 
whether the sale price to "Claims Prosecutor" created a 
greater benefit to the estate than the best offer of 
appellants.

B

HN11[ ] The court's obligation in § 363(b) sales is to 
assure that optimal value is realized by the estate under 
the circumstances. The requirement of a notice and 
hearing operates to provide both a means  [*289]  of 
objecting and a method for attracting interest by 
potential purchasers. Ordinarily, the position of the 
trustee is afforded deference, particularly where 
business judgment is entailed in the analysis or where 
there is no objection. Nevertheless, particularly in the 
face of opposition by creditors, the requirement of court 
approval means that the responsibility ultimately is the 
court's.

The trustee in this instance [**15]  refused to entertain 
bids that included a fixed percentage of net proceeds in 
addition to a sum certain. In effect, he valued the fixed 
percentage at zero, which he purported to justify on the 
basis that he had no way to value the merits of the 
causes of action being sold. The court deferred to the 
trustee, accepted the trustee's zero valuation of net 
litigation proceeds, and essentially required the 
appellants to stop adding a percentage to their offers. 

325 B.R. 282, *287; 2005 Bankr. LEXIS 887, **11
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They acquiesced after making a record that they wished 
to continue to add percentages. After bidding $ 160,000, 
they let "Claims Prosecutor's" $ 175,000 bid stand.

Two facets bear on the analysis of the question whether 
the $ 175,000 is an appropriate price for the sale. First, 
there is the problem of thin competition. Second, there 
is the question whether $ 175,000 was actually the 
higher bid in the face of the additional percentage 
offered by appellants.

The price achieved by an auction is ordinarily assumed 
to approximate market value when there is competition 
by an appropriate number of bidders. When competition 
is constrained, however, the price is less likely to be 
reliable and should be examined more carefully. The 
sale of [**16]  a cause of action to a defendant in 
circumstances in which the plaintiff is the only 
competitor is an example of constrained competition 
that warrants more scrutiny.

When the facades are stripped away in this case, the 
only bidders were a defendant (who apparently was 
acting in the interest of all fellow defendants) and the 
plaintiffs (creditors who held about 70 percent of the 
debt). While the plaintiffs (our appellant) did not bid 
more than $ 160,000, they were willing to add, even 
though the trustee did not want to hear it, a portion of 
the net return. The trustee's zero valuation does not 
inspire confidence in his business judgment.

In addition, it is debatable that $ 175,000 was actually 
the high bid in light of the standing offer of a percentage 
of the net litigation proceeds. 11 An economist would 
place an "expected value" on such a proposition and 
discount it to "present value," based on a calculation 
that, in its simplest form, is the product of the possible 
result, multiplied by the probability of achieving the 
result, discounted to present value. 12  [*290]  The 

11 We are mindful that the final bid by appellants did not state 
that a percentage of litigation proceeds was also being 
offered. Under the circumstances, appellants had made a 
record that amply establishes the percentage additive. In view 
of the high proportion of appellants' claim in relation to total 
claims that would cycle a majority of those funds back to 
appellants, there is no rational reason appellants would have 
voluntarily ceased including the percentage sweetener.

12 Present value analysis is a well-understood proposition of 
elementary economics. PAUL A. SAMUELSON & WILLIAM D. 
NORDHAUS, ECONOMICS 201-02, 271-73 (14th ed. 1992); 
EUGENE F. FAMA & MERTON H. MILLER, THE THEORY 
OF FINANCE 27-29, 209-211 (1972). As applicable, here, for 

crucial point for purposes of the present analysis is that, 
so long as the pertinent probability is not zero, the 
expected [**17]  and present value calculation will yield 
some value. Any such value should be taken into 
account.

 [**18]  The consequence is that there is good reason to 
think that "Claims Prosecutor" was not actually the high 
bidder. Since it elected to proceed without a 
determination that it was a "good faith" purchaser within 
the meaning of § 363(m), there is no impediment to 
reversing and remanding so that the trial court can 
evaluate the sale in a manner that gives appropriate 
value to the appellants' bid.

II

There is, moreover, a problem more fundamental than 
the sale price.

Since the transaction amounted to acquisition of causes 
of action by a defendant for $ 175,000, Mickey 
Thompson teaches that it must also be analyzed as a 
compromise as to which the court has an independent 
duty to determine whether it is "fair and equitable." 
Mickey Thompson, 292 B.R. at 420-21. 13

 [**19]  A

HN12[ ] The fair and equitable settlement standard, 
originally established by the Supreme Court in TMT 
Trailer Ferry, requires consideration of: (a) probability of 
success in the litigation; (b) collectability; (c) complexity, 
expense, inconvenience, and delay attendant to 
continued litigation; and (d) the interests of creditors, 

example, a probability of .05 (one chance in twenty) of 
recovering $ 1 million in three years with a discount rate of 10 
percent would be valued as follows. First, ascertain the 
expected value in the future period: .05 x $ 1,000,000 = $ 
50,000. Second, compute the present value by dividing by 1.1 
(i.e., 1 + 10 percent) to the third power (because the period is 
three years): $ 50,000 / (1.1 x 1.1 x 1.1) = $ 50,000 / 1.331 = $ 
37,565.74. Id. Hence, the present value of one chance in 
twenty of recovering $ 1 million after three years is $ 
37,565.74.

13 This is also a corollary of the appellate standing rule that, in 
the context of a sale or other disposition of estate assets, 
creditors have standing to appeal, but disappointed 
prospective bidders who are not creditors usually do not have 
standing to appeal. Calpine Corp. v. O'Brien Envtl. Energy, 
Inc. (In re O'Brien Envtl. Energy, Inc.), 181 F.3d 527, 531 (3rd 
Cir. 1999); accord, Licensing by Paolo, Inc. v. Sinatra (In re 
Gucci), 126 F.3d 380, 388 (2d Cir. 1997).

325 B.R. 282, *289; 2005 Bankr. LEXIS 887, **15
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which are said to be "paramount." Protective Comm. for 
Indep. Stockholders of TMT Trailer Ferry, Inc. v. 
Anderson, 390 U.S. 414, 424-25, 20 L. Ed. 2d 1, 88 S. 
Ct. 1157 (1968) (Bankruptcy Act); Woodson v. 
Fireman's Fund Ins. Co. (In re Woodson), 839 F.2d 610, 
620 (9th Cir. 1988); Martin v. Kane (In re A & C Props.), 
784 F.2d 1377, 1380-81 (9th Cir. 1986); Mickey 
Thompson, 292 B.R. at 420.

None of this analysis, which is inherently fact-intensive, 
relative, and contextual, was undertaken by the 
bankruptcy court.

Some of these issues appear to cut in favor of 
appellants. Since the interest of creditors is said to be of 
"paramount" importance and entitled to deference, and 
since appellants hold the majority of the debt in the 
case, their position on the amount of the settlement 
deserves more credence than it received.

Correlatively,  [**20]  while keeping the case open 
during the life of the anticipated litigation would entail 
delay, there would be little or no cost to the estate. If, as 
here, the creditors holding the majority of the claims 
filed in the case desire to forego the quick payment of 
what they see as a small dividend and are willing to 
bear the expenses, their position on this factor is 
likewise entitled to deference.

Appellants' suggestion that the other creditor that 
appeared was an LLC that was controlled by the owners 
of "Claims Prosecutor" has some intuitive appeal. Yet, 
that possibility is a factual matter that  [*291]  would 
have to be developed in proceedings in the bankruptcy 
court.

On balance, the record before us is not adequately 
developed so as to enable an informed determination.

By not addressing the fair and equitable settlement 
standard, the bankruptcy court applied an incorrect legal 
standard and thereby abused its discretion.

Accordingly, the matter needs to return to the 
bankruptcy court for appropriate proceedings.

B

On remand, the bankruptcy court should consider the 
alternative of permitting the objecting creditors to sue in 
the name of the trustee, but at their own risk and 
expense, to [**21]  recover the property allegedly 
transferred by the debtor.

As explained in Maximus Computers and in Godon, this 

alternative is recognized by §§ 503(b)(3)(B) and (4)  and 
carries forward a provision from former Bankruptcy Act 
§ 64a(1). 14

 [**22]  A crucial rule of construction regarding the 
transition from the Bankruptcy Act to the Bankruptcy 
Code was that judge-made doctrines were presumed to 
be carried forward except to the extent Congress 
indicated a contrary intent. See, e.g., Kelly v. Robinson, 
479 U.S. 36, 47, 93 L. Ed. 2d 216, 107 S. Ct. 353 
(1986).

In the instance of § 503(b)(3)(B), Congress 
demonstrated an intent to keep the creditor-recovery 
rule of former § 64a(1) in force and, in addition, codified 
the judge-made rule that the creditor obtain prior 
permission. 15 Godon, 275 B.R. at 562-63.

14 The House and Senate Reports to the 1978 Bankruptcy 
Code each state, in identical language, that § 503(b) "is 
derived mainly from section 64a(1) of the Bankruptcy Act, 
with some changes" and refer to including "a creditor that 
recovers property for the benefit of the estate." S. REP. NO. 
95-989, at 66 (1978), reprinted in 1978 U.S.C.C.A.N. 5787, 
5852; H.R. REP. No. 95-595, at 355 (1977), reprinted in 1978 
U.S.C.C.A.N. 5963, 6311.

Former Bankruptcy Act § 64a(1) provided, in relevant part:

a. The debts to have priority, in advance of the payment 
of dividends to creditors, and to be paid in full out of 
bankrupt estates …: (1) …; where property of the 
bankrupt, transferred or concealed by him either before 
or after the filing of the petition, is recovered for the 
benefit of the estate of the bankrupt by the efforts and at 
the cost and expense of one or more creditors, the 
reasonable costs and expenses of such recovery;

Bankruptcy Act § 64a(1), 11 U.S.C. § 104(a)(1) (redesignated 
from § 64b(2) in 1938) (repealed 1978).

The change made in 1978 was to codify the judge-made rule 
that the creditor obtain permission before recovering property 
for the benefit of the estate. 11 U.S.C. § 503(b)(3)(B), 
codifying In re Eureka Upholstering Co., 48 F.2d 95, 96 (2d 
Cir. 1931) (L. Hand, J.); Godon, 275 B.R. at 562.

Creditor recovery was authorized by a 1903 amendment to the 
Bankruptcy Act, making explicit what had already been 
recognized as implicit by judge-made law. Chatfield v. 
O'Dwyer, 101 F. 797, 799-800 (8th Cir. 1900); Godon, 275 
B.R. at 561; 3A JAMES WM. MOORE ET AL., COLLIER ON 
BANKRUPTCY P64.104 n.6 (14th ed. rev. 1975).

15 Judge Learned Hand made the classic statement of the 
prior-permission requirement for the creditor-recovery rule:

325 B.R. 282, *290; 2005 Bankr. LEXIS 887, **19
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 [**23]   [*292]  Under that practice, a creditor acting 
under the statutory creditor-recovery authority was, and 
remains, permitted to sue in the name of the trustee to 
recover the subject property. Id. The creditor, upon 
obtaining permission to act, has statutory standing to 
sue. Id. at 562-66.

The litigation is conducted at the creditor's risk and 
expense. Counsel is employed by, and ordinarily paid 
by, the creditor. Maximus Computers, 278 B.R. at 197-
98. Moreover, a lawyer hired by a creditor acting 
pursuant to § 503(b)(3)(B) is not required to be 
employed by the trustee under 11 U.S.C. § 327, even 
though the creditor is suing in the name of the trustee. 
Id. Unless the lawyer contracts with the creditor to 
accept only what compensation may ultimately be 
awarded after the fact under § 503(b)(4), the creditor is 
responsible for paying counsel according to their 
agreed-upon terms and bears the risk of not being 
reimbursed.

A creditor's willingness to bear the risk and expense on 
behalf of the estate for litigating to recover property that 
would be property of the estate and that would not 
otherwise deleteriously affect the administration of 
the [**24]  estate is a matter that the bankruptcy court is 
obliged to consider when weighing a compromise that 
would eliminate the recovery action.

CONCLUSION

The bankruptcy court abused its discretion when it 
approved the sale of estate assets, including the 
avoiding power causes of action, to "Claims Prosecutor" 
without appropriately evaluating appellants' bid and 
without analyzing the situation through the matrix of the 

While [§ 64a(1)] does indeed justify such an award after 
[a] motion to compel the receiver or trustee to undertake 
a litigation, this is a condition upon the right, at least after 
a receiver [trustee] has been appointed. The receiver 
[trustee] is responsible for the collection of the assets, 
and he alone can authorize any charges against them. If 
any creditor, petitioning or other, learns facts which lead 
him to suppose that property has been concealed, he 
may, and indeed he should, advise the receiver [trustee], 
and if the receiver [trustee] prove slack, he may apply to 
the referee [bankruptcy judge] to stir him to action. The 
referee [bankruptcy judge] or the [district] judge may then 
authorize the creditor to proceed, and he will be entitled 
to his reward under [§ 64a(1)], but not otherwise.

Eureka Upholstering Co., 48 F.2d at 96 (L. Hand, J.) (citations 
omitted).

fair and equitable settlement standard. REVERSED and 
REMANDED for further proceedings consistent with this 
opinion.  

End of Document

325 B.R. 282, *291; 2005 Bankr. LEXIS 887, **22
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Core Terms

credit application, Salary, Applicant's, sales 
representative, representations, self-employed, filled, 
reckless, source of income, partner, metric, blank, child 
support, alimony, separate maintenance, asterisk, box, 
loan applicant, gross income, Co-Applicant, settlement, 
deceive, monthly, vague, application form, tax return, 
circumstances, consumer, reasons, lender

Case Summary

Procedural Posture
Plaintiff creditor filed a complaint against defendant 
Chapter 7 debtor seeking a determination that a debt 
was nondischargeable under 11 U.S.C.S. § 
523(a)(2)(B).

Overview
The debtor, who was self-employed, met with a sales 
representative for the creditor to arrange for the 
purchase and installation of replacement windows. The 
sales representative helped the debtor to complete a 
credit application. She indicated on the application that 
she was self-employed and, in the space for gross 
salary, included her weekly receipts and the amount that 
her partner, who lived in the same house, contributed to 
the household’s monthly expenses. She also included 
that amount in "other sources of income." Although the 
court found that the debtor made a material 
representation, the court found that the debtor did not 
believe that the representations were false. Further, 

because of the application’s vague and confusing 
nature, it was clear that she did not know that the 
representations were false. Nor was it reckless for the 
debtor to believe that inclusion of her partner’s 
contribution was proper, given the confusing nature of 
the form, and it was not reckless for her to believe that 
the sales representative knew how to complete the 
form. The creditor also failed to prove that the debtor 
intended to deceive the creditor or that its reliance was 
reasonable.

Outcome
Judgment was entered in favor of the debtor. Her 
indebtedness to the creditor was dischargeable in its 
entirety.

LexisNexis® Headnotes

Bankruptcy Law > Discharge & 
Dischargeability > Exceptions to 
Discharge > Embezzlement & False 
Representations

HN1[ ]  Exceptions to Discharge, Embezzlement & 
False Representations

11 U.S.C.S. § 523(a)(2)(B) provides in part that a 
discharge under 11 U.S.C.S. § 727 does not discharge 
an individual debtor from any debt for money obtained 
by use of a statement in writing (i) that is materially 
false, (ii) respecting the debtor's financial condition, (iii) 
on which the creditor to whom the debtor is liable for 
such money or credit reasonably relied, and (iv) that the 
debtor caused to be made or published with intent to 
deceive. The Ninth Circuit has reworded these 
requirements as follows: (1) a representation of fact by 
the debtor, (2) that was material, (3) that the debtor 
knew at the time to be false, (4) that the debtor made 
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with the intention of deceiving the creditor, (5) upon 
which the creditor relied, (6) that the creditor's reliance 
was reasonable, and (7) that damage proximately 
resulted from the representation.

Bankruptcy Law > Discharge & 
Dischargeability > Exceptions to 
Discharge > Embezzlement & False 
Representations

Evidence > Burdens of Proof > Preponderance of 
Evidence

HN2[ ]  Exceptions to Discharge, Embezzlement & 
False Representations

A creditor has the burden of proving by a 
preponderance of the evidence the elements of a cause 
of action under 11 U.S.C.S. § 523(a)(2)(B).

Bankruptcy Law > Discharge & 
Dischargeability > Exceptions to 
Discharge > Embezzlement & False 
Representations

HN3[ ]  Exceptions to Discharge, Embezzlement & 
False Representations

For purposes of the test for nondischargeability under 
11 U.S.C.S. § 523(a)(2)(B), knowledge is justified true 
belief. In order to "know" something, it is commonly 
accepted that three conditions must be satisfied: (1) the 
person must believe it to be true, (2) the person must 
have justifying reasons for believing it to be true, and (3) 
it must in fact be true.

Bankruptcy Law > Discharge & 
Dischargeability > Exceptions to 
Discharge > Embezzlement & False 
Representations

HN4[ ]  Exceptions to Discharge, Embezzlement & 
False Representations

A reckless disregard for the truth will satisfy the 
requirement of the Ninth Circuit's seven-part test for 

nondischargeability under 11 U.S.C.S. § 523(a)(6) that a 
debtor made a representation "that the debtor knew at 
the time to be false."

Tax Law > Federal Taxpayer 
Groups > Individuals > Self Employment Activities & 
Income

HN5[ ]  Individuals, Self Employment Activities & 
Income

A self-employed individual does not have a salary. A 
self-employed individual has income from a sole 
proprietorship. Such income comes in different forms 
with different meanings. A self-employed person may 
have gross receipts or gross income, adjusted gross 
income, taxable income or, in an accounting rather than 
tax sense, gross revenues, earnings before income, 
taxes, depreciation and amortization (EBITDA), 
earnings before income and taxes (EBIT), and other 
income metrics.

Bankruptcy Law > Discharge & 
Dischargeability > Exceptions to 
Discharge > Embezzlement & False 
Representations

HN6[ ]  Exceptions to Discharge, Embezzlement & 
False Representations

For purposes of 11 U.S.C.S. § 523(a)(2)(B), Intent to 
deceive a creditor can be inferred from circumstances or 
from a debtor's conduct. An intent to deceive can also 
be established by a debtor's reckless indifference and 
reckless disregard of accuracy of information on a 
financial statement.

Bankruptcy Law > Discharge & 
Dischargeability > Exceptions to 
Discharge > Embezzlement & False 
Representations

HN7[ ]  Exceptions to Discharge, Embezzlement & 
False Representations

The "reasonable reliance" standard of 11 U.S.C.S. § 

465 B.R. 545, *545; 2012 Bankr. LEXIS 556, **556
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523(a)(2)(B) is a more demanding standard than 
"justifiable reliance." This standard requires a court to 
objectively assess the circumstances to determine 
whether a creditor exercised that degree of care which 
would be exercised by a reasonably cautious person in 
the same business transaction under similar 
circumstances.

Bankruptcy Law > ... > Bankruptcy > Case 
Administration > Bankruptcy Court Powers

Civil Procedure > Settlements > Settlement 
Agreements > General Overview

HN8[ ]  Case Administration, Bankruptcy Court 
Powers

The inherent powers of a bankruptcy court, embodied in 
11 U.S.C.S. § 105(a), impose a duty on the court to 
ensure that the provisions of the Bankruptcy Code are 
carried out and to prevent an abuse of process. In 
effect, the court, if it does not review the terms and 
conditions of a submitted stipulation, abdicates its 
duties. A court is authorized to satisfy itself that there is 
a reasonable basis for the entry of a consent judgment.

Bankruptcy Law > ... > Bankruptcy > Case 
Administration > Bankruptcy Court Powers

Civil Procedure > Settlements > Settlement 
Agreements > General Overview

Bankruptcy Law > Discharge & 
Dischargeability > Exceptions to 
Discharge > Embezzlement & False 
Representations

HN9[ ]  Case Administration, Bankruptcy Court 
Powers

A bankruptcy court cannot and should not approve a 
settlement stipulation in an 11 U.S.C.S. § 523(a)(2) 
matter that does not stipulate that fraud has been 
committed.

Counsel:  [**1] Kenrick Young, Esq., for First Mutual 
Sales Finance.

Heather R. Cacciatori, Pro se.

Judges: Mark S. Wallace, United States Bankruptcy 
Judge.

Opinion by: Mark S. Wallace

Opinion

 [*548]  MEMORANDUM DECISION

WALLACE, J.

This adversary proceeding came on for trial on January 
23, 2012, to determine the dischargeability of a debt 
owed to plaintiff First Mutual Sales Finance, a Delaware 
corporation ("First Mutual") by defendant-debtor Heather 
R. Cacciatori ("Ms. Cacciatori").

The Court has subject matter jurisdiction over this 
proceeding pursuant to 28 U.S.C. § 1334 and the 
General Order, filed July 23, 1984, of the United States 
District Court for the Central District of California. This is 
a core proceeding under 28 U.S.C. § 157(b)(2)(I).

FINDINGS OF FACT

Ms. Cacciatori met at her residence in Riverside, 
California with a sales representative for Clearview 
Home Improvements ("Clearview") on June 8, 2007 to 
arrange for the purchase and installation of replacement 
windows. The sales representative informed Ms. 
Cacciatori that the sale could be financed, subject to 
credit approval. The sales representative produced a 
credit application form from Viewtech Financial 
Services, Inc. and began filling it out in response to 
information supplied  [**2] by Ms. Cacciatori. When the 
application was completed, he gave it to Ms. Cacciatori 
who, after reviewing it, signed and dated it.1

At the time of these events Ms. Cacciatori was a self-
employed website designer (and had been since 2001). 
The credit  [*549]  application form had three boxes to 
check - Full Time Employee, Part Time Employee and 
Self-Employed - and the sales representative checked 
"Self-Employed." Another space on the credit 
application called for "Applicant's Gross Salary*" along 
with blanks to check for Monthly, Hourly, Weekly and 
Annually. The asterisk text for the word "Salary*" stated 
that "Alimony, child support or separate maintenance 
income need not be revealed if you do not have it 

1 Reporter's Transcript of Proceedings ("R.T.") at 31 (line 2), 
52, 54-55, 57, 66, 73.

465 B.R. 545, *545; 2012 Bankr. LEXIS 556, **556
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considered as a basis for repaying the obligation."2 The 
term "salary" would not ordinarily be viewed as including 
within its ambit income from alimony or child support.3 
The asterisk text creates the implication that alimony, 
child support or separate maintenance should be 
included under "Applicant's Gross Salary*" - even 
though such items are not salary-if the applicant wants 
them considered as a basis for  [**3] repaying the 
obligation.

Ms. Cacciatori told the sales representative that her 
projected weekly income for the year was $900. At that 
time Ms. Cacciatori was regularly depositing $900 per 
week in her bank account. The sales representative told 
Ms. Cacciatori that she could get a lower rate of interest 
on the loan if she were able to state more income on the 
credit application. Ms. Cacciatori responded that her 
partner, Tania Wilson,4 who lived in the same 
household, was contributing $2,200 per month to the 
household's operation. The sales representative then 
filled in the "Applicant's Gross Salary*" blank with 
"$5500.00" and checked the box indicating this was a 
Monthly rate. Ms. Cacciatori understood the "$5500.00" 
to be the sum of her monthly income of $3,300 and her 
partner's monthly contribution of $2,200.5 Ms. Cacciatori 
believed this was a true and correct response in the 
"Applicant's Gross Salary*" blank at the time she signed 
the credit application form.

Immediately below the box on the credit application form 
for "Applicant's  [**4] Gross Salary*" is a box for "Other 
Sources of Income." This box does not specify whether 
such income is the applicant's income or income of 
another person. Nor does the box or any other text on 
the application form indicate the relationship between 
"Applicant's Gross Salary*" and "Other Sources of 
Income" or address the potential problem of a double 
counting of income.6 The sales representative entered 

2 Exhibit A (credit application); R. T. at 37.

3 R.T. at 39.

4 Ms. Wilson was Ms. Cacciatori's partner in 2007 but is no 
longer her partner. R.T. at 50, 73.

5 R.T. at 66.

6 Mr. Michael Sanford, an officer of First Mutual, testified that 
the purpose of the asterisk text was to inform persons filling 
out the loan application form "if you want other income to be 
considered, it should be put in the space where it says other 
sources of income." R.T. at 38-39. This explanation makes 
little sense. If such was First Mutual's intention, it is manifest 
that the asterisk should have been placed next to "Other 

"$2200.00" in this box and, in the line next to it, wrote 
"Partner Income."7 Ms. Cacciatori believed this was a 
true and correct entry in the "Other Sources of Income" 
blank at the time she signed the credit application form.

Below these lines on the credit application was a section 
for "Co-Applicant Information." The sales representative 
did not fill out any of the information requested by 
 [*550]  the form with respect to a "Co-Applicant," such 
information being the co-applicant's name, mailing 
address, social security number, job position or title and, 
importantly, "Co-Applicant's Gross Salary*."

Ms. Cacciatori reviewed the form after it was filled out 
by the sales representative. She did not find it unusual 
that the "Co-Applicant Information" section of the credit 
application was not filled out because she did not intend 
that Ms. Tania Wilson be a loan applicant.8 Ms. Tania 
Wilson did not sign the credit application. Ms. Cacciatori 
believed it was true, accurate and proper to leave the 
"Co-Applicant Information" section blank at the time she 
signed the credit application form.

Ms. Cacciatori offered to substantiate and corroborate 
the financial information on the credit application by 
providing the sales representative access to her bank 
statements, books of account and 2006 tax returns. The 
 [**6] sales representative declined the opportunity to 
inspect these documents.9

The filled out and signed credit application was faxed on 
June 11, 2007 and then faxed again on June 14, 2007, 
presumably to some person who had the authority to 
grant or deny credit.10 The decision was to grant credit, 
and, on June 18, 2007, Ms. Cacciatori signed a Retail 
Installment Contract promising to pay Clearview 144 
consecutive monthly payments of principal and interest, 
each in the amount of $190.79. The original principal 
amount of the loan was $13,886 and the annual 
percentage rate was 12.99 percent. An endorsement 

Sources of Income," not next to "Applicant's Gross Salary*." 
Mr. Sanford's testimony leads the Court to wonder whether the 
placement of  [**5] the asterisk and the asterisk text was a 
typographical error on the loan application form.

7 R.T. at 55-56.

8 R.T. at 51, 53.

9 R.T. at 66-68. Mr. Sanford explained that First Mutual's loan 
program was a stated income program pursuant to which no 
verification documentation was requested or required. R.T. at 
35-36.

10 Exhibit A.

465 B.R. 545, *549; 2012 Bankr. LEXIS 556, **2
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indicates that on June 14, 2007 Clearview assigned the 
contract to Vision Financial Inc., who in turn assigned it 
on June 21, 2007 to First Mutual Bank (a predecessor in 
interest of First Mutual).

First Mutual and its predecessor in interest First Mutual 
Bank are in the business of originating consumer sales 
finance loans for home improvements. First Mutual 
relies heavily on the accuracy of written  [**7] financial 
statements (which would appear to include credit 
applications stating financial information about the loan 
applicant) from the consumer in deciding whether to 
extend credit. In this case, First Mutual (or its 
predecessor) used a proprietary formula based upon 
income represented in writing by the consumer, the 
consumer's credit score, the consumer's debt-to-income 
ratio and residual gross income. In reviewing Ms. 
Cacciatori's credit application, First Mutual came to the 
conclusion that Ms. Cacciatori had a gross monthly 
income of $5,500.00.11

Ms. Cacciatori's website design business went into a 
severe downturn in the latter months of 2007 when 
parties who were doing business with her cancelled 
their contracts. As a result, the gross receipts reported 
on Schedule C of her federal income tax return dropped 
from $46,800 in 2006 (an average rate of $900 per 
week) to $37,913 in 2007 (an average rate of $729 per 
week).12 Other income-type metrics on her tax returns 
declined more sharply. Adjusted gross income fell from 
$11,657 in 2006 to $43 in 2007. Taxable income 
remained at zero in both tax years because  [*551]  
 [**8] of the effect of the personal exemption and 
substantial itemized deductions.

Despite these financial reversals Ms. Cacciatori 
continued to make loan payments until August 2009. 
She filed a chapter 7 petition on August 20, 2010. First 
Mutual commenced this adversary proceeding by filing a 
complaint on November 29, 2010 seeking a 
determination that the debt owed to it by Ms. Cacciatori 
is nondischargeable pursuant to 11 U.S.C. § 
523(a)(2)(B).

CONCLUSIONS OF LAW

HN1[ ] 11 U.S.C. § 523(a)(2)(B) provides in relevant 

11 R.T. at 17, 27-30 (" . . . the $5,500 per month that she 
represented . . . ").

12 Trial Exhibit 3 (2006 U.S. Individual Income Tax Return) at 
Schedule C, line 7; Trial Exhibit E (2007 U.S. Individual 
Income Tax Return) at Schedule C, line 7.

part that a discharge under 11 U.S.C. § 727 does not 
discharge an individual debtor from any debt for money 
obtained by use of a statement in writing (i) that is 
materially false, (ii) respecting the debtor's financial 
condition, (iii) on which the creditor to whom the debtor 
is liable for such money or credit reasonably relied, and 
(iv) that the debtor caused to be made or published with 
intent to deceive. The Ninth Circuit has reworded these 
requirements as follows: (1) a representation of fact by 
the debtor, (2) that was material,  [**9] (3) that the 
debtor knew at the time to be false, (4) that the debtor 
made with the intention of deceiving the creditor, (5) 
upon which the creditor relied, (6) that the creditor's 
reliance was reasonable, and (7) that damage 
proximately resulted from the representation. Candland 
v. Ins. Co. of N. Am. (In re Candland), 90 F.3d 1466, 
1469 (9th Cir. 1996).

HN2[ ] First Mutual has the burden of proving by a 
preponderance of the evidence the foregoing elements 
of its cause of action. Grogan v. Garner, 498 U.S. 279, 
291, 111 S. Ct. 654, 112 L. Ed. 2d 755 (1991); 
Candland, 90 F.3d at 1469. First Mutual has proven by 
a preponderance of the evidence items (1), (2), (5) and 
(7). Ms. Cacciatori represented a number of facts on the 
credit application, most importantly her "Applicant's 
Gross Salary*" and "Other Sources of Income." These 
facts were material in light of the nature and purposes of 
a credit application. The testimony of Mr. Michael 
Sanford, an officer of First Mutual, makes it clear that 
First Mutual relied on these facts in making the decision 
to extend credit or purchase by assignment a retail 
installment sales contract. First Mutual's damages 
proximately resulted from the representations on the 
credit application in the  [**10] sense that the 
representations induced First Mutual to purchase or 
make the loan, and the resulting nonpayment of the loan 
caused damage to First Mutual.

Nevertheless, First Mutual's case has failed to prove 
items (3), (4) and (6) by a preponderance of the 
evidence and thus its cause of action cannot be 
sustained. Below, the Court discusses each of these 
items in turn.

A. " . . . That the Debtor Knew At the Time to Be 
False . . ."

This element looks to a defendant-debtor's 
contemporaneous knowledge of the falsity of 
representations made in connection with a lending 
transaction. Gertsch v. Johnson & Johnson (In re 
Gertsch), 237 B.R. 160, 167-68 (B.A.P. 9th Cir. 1999) 

465 B.R. 545, *550; 2012 Bankr. LEXIS 556, **5
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(citing Candland). HN3[ ] Knowledge is justified true 
belief.13 In order to "know" something, it is commonly 
accepted that three conditions must be satisfied: (1) the 
person must believe it to be true, (2) the person must 
have justifying reasons  [*552]  for believing it to be true, 
and (3) it must in fact be true. Therefore, Ms. Cacciatori 
would have known the representations on the credit 
application to be false if (1) Ms. Cacciatori believed 
them to be false, (2) she had justifying reasons for 
believing them to be false, and (3) the representations 
 [**11] were in fact false.

The Court has found as a fact, based upon Ms. 
Cacciatori's testimony and demeanor as a witness, that 
she believed to be true the representations made on the 
credit application regarding "Applicant's Gross Salary*", 
"Other Sources of Income" and all other material facts 
set forth on the credit application. Additionally, based 
upon the loan application form's vague and confusing 
nature and as discussed below, it cannot be concluded 
that those representations were in fact false. Because 
Ms. Cacciatori did not believe the representations given 
to be false and because these representations were not 
in fact false (taking into account the form's vague and 
confusing nature), it is clear she did not "know" the 
representations were false.

However, this does not end the matter. Courts have 
held that HN4[ ] a reckless disregard for the truth will 
 [**12] satisfy this part of the Candland seven-part test. 
Gertsch, 237 B.R. at 167-68; The Callaway Bank v. 
Asbury (In re Asbury), 441 B.R. 629, 634 (Bankr. W.D. 
Mo. 2010); Avco Fin. Servs. of Billings v. Kidd (In re 
Kidd), 219 B.R. 278, 282 (Bankr. D. Mont. 1998); 
Beneficial Cal., Inc. v. Brown (In re Brown), 217 B.R. 
857, 863 (Bankr. S.D. Cal. 1998). Consequently, the 
Court now turns to the issues of whether the material 
facts represented by Ms. Cacciatori on the credit 
application were true or false and, if they were false, 
whether Ms. Cacciatori was reckless in believing them 
to be true.

The sales representative who filled out the credit 
application in this case was not called by First Mutual as 
a witness. Neither First Mutual nor Ms. Cacciatori could 
supply his name to the Court. About all that is known 

13 This definition has come down through the centuries. Plato, 
Theaetetus 187a-201c; G. Dawson, Justified True Belief Is 
Knowledge, 31 The Philosophical Quarterly 125, 315-29 
(October 1981); Matthias Stetup, The Analysis of Knowledge, 
The Stanford Encyclopedia of Philosophy (Edward N. Zalta 
ed., Fall 2008) ("knowledge is justified true belief").

about this individual is that he is a male.14

The credit application filled out by the sales 
representative is a confusing, vague and at certain 
points self-contradicting document. It calls for the loan 
applicant to state the "Applicant's Gross Salary*," a term 
that is nowhere defined in the credit application and that 
is subject to considerable uncertainty.15 Of special note 
 [**13] is that the asterisk text appears to include 
alimony, child support and separate maintenance within 
the definition of "Applicant's Gross Salary*" even though 
neither alimony, child support nor separate maintenance 
is within the definition of the word "salary".16 Having 
included as "salary" items that are not "salary," one is 
left to wonder what other items not within the definition 
of the word "salary" are or should be included when 
stating "Applicant's Gross Salary*" so as to remain 
truthful and not render the application misleading.

 [*553]  As mentioned earlier, the sales representative 
who filled out the application chose to include the 
income of Ms. Cacciatori's partner.17 Without deciding 
whether such inclusion is untruthful, it was not reckless 
for Ms. Cacciatori to believe that this inclusion was 
proper, given the asterisk text's inclusion of alimony, 
child support and separate maintenance within the 
definition of "Applicant's Gross Salary*." Like alimony, 
child support and separate maintenance, the income of 
Ms. Cacciatori's partner was income available to pay 
household expenses and, in that limited sense, not 
much different from alimony, child support or separate 
maintenance.

Moreover, it was not Ms. Cacciatori who proposed the 
use of this particular form of credit application; it was the 
sales representative. Under these circumstances it 
would not have been reckless for Ms. Cacciatori to 

14 R.T. at 52.

15 As but one example, how should an employee who 
participates in a so-called "cafeteria plan" or a 401(k) plan 
treat the would-be salary that is withheld from the employee's 
paycheck and deposited into the plan? Technically, it is not 
part of the employee's salary because the employee has 
validly elected to reduce his salary by the amount of the plan 
contribution. However, a broad interpretation of the word 
"Gross" might lead a loan applicant to include the withheld 
amount in stating the "Applicant's Gross Salary*."

16 Webster's Third New International Dictionary defines 
"salary" as "fixed compensation paid regularly (as by the year, 
quarter, month or week)  [**14] for services."

17 See n.7 and accompanying text.
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believe that the sales representative knew more than 
she did about the form and how it should be prepared - 
and, importantly, how to deal with the form's inherent 
vagueness and self-contradictory references. Therefore, 
after having truthfully informed the sales representative 
that she  [**15] was projecting 2007 income at $900 per 
week and that her partner was contributing $2,200 per 
month, it was not reckless for her to have believed-as 
she testified that she did believe-- that $5,500 was a 
true and correct entry in the blank calling for "Applicant's 
Gross Salary*."

First Mutual also argues that Ms. Cacciatori's salary was 
not $3,300 per month during 2007 but a much lower 
number. Mr. Michael Sanford, an officer of First Mutual, 
testified that he believed that in the case of a self-
employed individual the number listed for "Applicant's 
Gross Salary*" should have been such individual's 
adjusted gross income for federal income tax purposes 
("AGI")18. Under this analysis, the $3,300 component of 
the $5,500 "Applicant's Gross Salary*" is untruthful 
because Ms. Cacciatori's AGI for 2006 was only 
$11,657 and for 2007 was only $43.

Once again, however, the self-contradictory nature of 
the credit application becomes apparent. The 
application clearly contemplates the use of the form by a 
self-employed individual because it contains a box to be 
checked as self-employed, full-time employee or part-
time employee. HN5[ ] A self-employed individual, 
though, does not have a salary.  [**16] A self-employed 
individual has income from a sole proprietorship. Such 
income comes in different forms with different 
meanings. A self-employed person may have gross 
receipts or gross income, AGI, taxable income or, in an 
accounting rather than tax sense, gross revenues, 
earnings before income, taxes, depreciation and 
amortization ("EBITDA"), earnings before income and 
taxes ("EBIT"), and other income metrics. Which of 
these metrics is the self-employed loan applicant 
supposed to use in the blank for "Applicant's Gross 
Income*"? Not a single one of these items is salary, but 
choose one anyway and put in the blank. According to 
Mr. Sanford, Ms. Cacciatori should have chosen AGI 
among all these many income metrics as the correct 
metric to use to fill in the blank. However, when Ms. 
Cacciatori signed the filled-in credit application in June 
2007 she could not have been expected to divine that 
the lender wanted AGI to be used, especially when AGI 
is nowhere mentioned on the application form and the 
sales representative who filled out the  [*554]  form did 

18 R.T. at 18.

not tell her to use AGI.19

As mentioned earlier, Ms. Cacciatori was putting 
approximately $900 in the bank each week at the time 
 [**17] the credit application was prepared. These funds 
were in the nature of gross receipts - they were what her 
customers were paying her. She then used these funds 
to pay both business and household expenses. 
Because of the application form's failure to specify the 
particular income metric a self-employed individual was 
supposed to use in filling in the blank for "Applicant's 
Gross Salary*" and because $3,300 was in fact the true 
amount of the gross income from her business at the 
time the credit application was prepared, it was not 
reckless for Ms. Cacciatori to include in this category the 
amount of $3,300.

Finally, First Mutual argues that the credit application is 
untruthful because there was a double counting of Ms. 
Wilson's income, first under "Applicant's Gross Salary*" 
and then under "Other Sources of Income." However, 
the application form contains no statement instructing 
the person who prepares the form that "Other Sources 
of Income" is intended to be exclusive of income listed 
or included under "Applicant's Gross Salary." Because, 
as explained earlier, the category "Applicant's Gross 
Salary*" includes items that are not "salary" (namely, 
"alimony,  [**18] child support and separate 
maintenance") it would not have been reckless for a 
person preparing the form to believe that "Other 
Sources of Income" was supposed to state non-salary 
items that were included in "Applicant's Gross Salary*." 
The sales representative filling out the form apparently 
interpreted "Other Sources of Income" in this fashion.20 
Ms. Cacciatori testified that she believed this was the 
proper space on the application form to list her partner's 
income so that the lender would be aware that not all of 
the $5,500 listed in "Applicant's Gross Salary*" was Ms. 
Cacciatori's income.21 Given the circumstances, it was 
not reckless for Ms. Cacciatori to believe this was the 
correct manner in which to state her partner's income on 
the application form.

To summarize, it was not reckless for Ms. Cacciatori to 
believe that all the material representations she made 
on the credit application were true. When it is unclear 

19 R.T. at 54-55.

20 R.T. at 55.

21 R.T. at 55 ("When I reviewed this and I asked him about it, 
and I did ask him about it, he stated that that's saying $2,200 
of the $5,500 is from the partner's income").

465 B.R. 545, *553; 2012 Bankr. LEXIS 556, **14
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what question on a credit application is asking for, there 
may well be a wide range  [**19] of truthful answers to 
the question. A person who supplies an answer within 
that range should not be branded reckless or a liar 
merely because she was unable to read the lender's 
mind and determine which of the several possible 
meanings or interpretations the lender intended.

Based upon the foregoing analysis, Ms. Cacciatori did 
not know at the time that any representation made on 
the credit application was false within the meaning of 
the seven part Candland test. Although this conclusion 
of law standing alone disposes of the case, the Court 
will nonetheless proceed to rule on the application of 
items (4) and (6) of the Candland test as separate and 
independent reasons for its decision in this case.

B. " . . . That the Debtor Made With the Intention of 
Deceiving the Creditor . . ."

HN6[ ] Intent to deceive a creditor can be inferred from 
circumstances or from a debtor's conduct. United States 
v.  [*555]  Sandman (In re Sandman), 68 B.R. 784, 786-
87 (Bankr. D. Mont. 1987). An intent to deceive can also 
be established by a debtor's reckless indifference and 
reckless disregard of accuracy of information on a 
financial statement. Se. Neb. Coop. Corp. v. Schnuelle 
(In re Schnuelle), 441 B.R. 616, 624 (B.A.P. 8th Cir. 
2011).  [**20] Based upon the foregoing, the Court 
concludes that Ms. Cacciatori had no intention of 
deceiving First Mutual. She made what she believed to 
be truthful representations on the credit application form 
and the making of such representations was not 
reckless in view of the form's vagueness and uncertain 
and self-contradictory nature. First Mutual 
misinterpreted these representations, but that was not 
any fault of Ms. Cacciatori's. Rather, such 
misinterpretation is at least partly attributable to 
underlying faults in the credit application form itself.

C. " . . . That the Creditor's Reliance Was 
Reasonable . . ."

HN7[ ] The "reasonable reliance" standard of 11 
U.S.C. § 523(a)(2)(B) is a more demanding standard 
than "justifiable reliance." In re Morris, 223 F.3d 548, 
552 (7th Cir. 2000) (citing Field v. Mans, 516 U.S. 59, 
116 S. Ct. 437, 133 L. Ed. 2d 351 (1995)); Douglas v. 
Kosinksi (In re Kosinski), 424 B.R. 599, 611 n.11 (B.A.P. 
1st Cir. 2010). This standard requires the court to 
objectively assess the circumstances to determine 
whether the creditor exercised that degree of care which 
would be exercised by a reasonably cautious person in 

the same business transaction under similar 
circumstances. Andresen & Arronte PLLC v. Hill (In re 
Hill), 425 B.R. 766, 779 (Bankr. W.D.N.C. 2010).

This  [**21] was a low five-figure loan, not a $100 million 
loan. The Court recognizes the need for streamlined 
and expedited procedures in making a credit decision 
on a loan of this magnitude. An involved and 
complicated credit review could impose costs that would 
swallow up a lender's profit in making such a loan. 
Nevertheless, it would not have been burdensome or 
unduly expensive for First Mutual to have added written 
instructions to the credit application form addressing the 
particular income metric (whether AGI or some other 
metric) that it wanted a self-employed person to state on 
the form.

Because the credit application form itself is confusing, 
vague and self-contradictory, it was not reasonable for 
First Mutual to have relied upon it in the case of the loan 
made to Ms. Cacciatori. First Mutual should have 
recognized that a self-employed individual does not 
have a salary and that if First Mutual wanted information 
about a self-employed person's income, it needed to 
specify which among the many income metrics it was 
seeking, whether gross receipts, AGI, taxable income, 
EBITDA, EBIT or some other metric. It could not 
reasonably have expected a loan applicant to read the 
corporate mind of First  [**22] Mutual and divine which 
income metric to use.

THE PROPOSED SETTLEMENT STIPULATION

Shortly after the trial commenced, counsel for First 
Mutual asked for a brief recess to determine if the 
parties could settle the case. The Court granted a 
recess, and the parties met, conferred and returned to 
Court to propose a settlement whereby Ms. Cacciatori 
would stipulate to entry of a judgment for $32,853.87, 
with a proviso that the judgment would not be executed 
so long as Ms. Cacciatori paid First Mutual $100.00 per 
month until the full amount was paid (without 
postjudgment interest).22 Counsel for First  [*556]  
Mutual stated on the record that one of the reasons Ms. 
Cacciatori was willing to settle the matter on these terms 
was that she did not want a judgment of fraud entered 
against her.23

The Court refused to accept such proposed settlement 

22 At $100.00 per month it would have taken Ms. Cacciatori 
more than 27 years to pay off this obligation.

23 R.T. at 41.
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stipulation for two separate and independent reasons. 
First, there was no reasonable basis for such a 
settlement based upon a review of the pleadings and 
the Court's record. HN8[ ] "The inherent powers of this 
Court, embodied in 11 U.S.C. § 105(a), impose  [**23] a 
duty on this Court to ensure that the provisions of the 
[Bankruptcy] Code are carried out and to prevent an 
abuse of process. In effect, this Court, if it does not 
review the terms and conditions of a submitted 
stipulation . . . abdicates its duties." MBNA Amer. Bank 
v. Panem (In re Panem), 352 B.R. 269, 278 (Bankr. D. 
Colorado 2006). A court is authorized to satisfy itself 
that there is a reasonable basis for the entry of a 
consent judgment. AT&T Universal Card Service v. 
Bermingham (In re Bermingham), 201 B.R. 808, 817 
(Bankr. W.D. Mo. 1996). Here, there was no reasonable 
basis for such entry.

Second, HN9[ ] the Court cannot and should not 
approve a settlement stipulation in a section 523(a)(2) 
matter that does not stipulate that fraud has been 
committed. MBNA Amer. Bank, 352 B.R. at 278; FIA 
Card Services v. Moore (In re Moore), 2008 Bankr. 
LEXIS 4292, 2008 WL 2874368 (Bankr. E.D. Ky. 2008). 
Ms. Cacciatori's adamant (and, in the Court's view, 
totally justified) refusal to admit to fraud24 precluded the 
Court from accepting the proposed stipulated 
settlement.

CONCLUSION

Judgment will be entered in favor of Ms. Cacciatori. The 
indebtedness of Ms. Cacciatori to First Mutual is 
ordered, decreed and  [**24] adjudged to be 
dischargeable in its entirety.

DATED: February 15, 2012

/s/ Mark S. Wallace

United States Bankruptcy Judge

End of Document

24 R.T. at 12-13.

465 B.R. 545, *556; 2012 Bankr. LEXIS 556, **22
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