
BANKRUPTCY

Several significant bankruptcy cases were decided by the
Eighth Circuit Court of Appeals during the survey period.' In this
article three important areas of bankruptcy law will be discussed:
federal-state jurisdictional considerations, fraudulent convey-
ances, and student loan dischargeability.

IN RE MISSOURI: FEDERAL-STATE JURISDICTION

FACTS AND HOLDING

In In re Missouri 2 the Eighth Circuit clarified the state-federal
relationship concerning the power of a state agency over a debtor's
property. In this case the debtors operated public grain elevators
in Missouri and Arkansas under various partnership and corporate
entities. Upon the filing of bankruptcy on August 11, 1980, a United
States trustee was appointed to operate and liquidate these enti-
ties.3 However, three days prior to the filing of bankruptcy, the
Missouri Department of Agriculture took control of the elevators
and Missouri state courts appointed a state receiver pursuant to a
Missouri law which permitted the state to operate and liquidate
insolvent grain warehouses.4 The state-appointed receiver was to
protect the interests of the individuals whose grain was stored in
the facilities.5

On August 29, 1980 the bankruptcy court directed the trustee
to assume grain purchase contracts which the debtors had exe-
cuted prior to bankruptcy. Believing their grain was being stolen,
the farmers barricaded the warehouse and federal marshals were
called in. Although ownership of the grain had not been deter-
mined, the trustee filed a request in bankruptcy court6 to sell the

1. One very important case coming from the Eighth Circuit is not discussed in
this article. In Marathon Pipeline Co. v. Northern Pipeline Constr. Co., No. 4-80-589,
slip. op. (D. Minn. July 24, 1981), cert. granted, 50 U.S.L.W. 3365 (U.S. Nov. 10, 1981),
the district court held that the creation of bankruptcy courts by the Bankruptcy
Reform Act of 1978 was an unconstitutional exercise of congressional authority
under article I of the Constitution. For an analysis of the issues presented in Mara-
thon Pipeline, see Note, The Questionable Constitutionality of Article I Bankruptcy
Courts, 15 CREIGHTON L. REv. 733 (1982).

2. 647 F.2d 768 (8th Cir. 1981).
3. Id. at 771.
4. Missouri Grain Warehouse Law, Mo. REV. STAT. §§ 411.010-.765 (1979 &

Supp. 1980). 647 F.2d at 771 & n.6.
5. 647 F.2d at 771.
6. 11 U.S.CA § 363(f) (4) (West 1979) provides: "The trustee may sell prop-

erty under subsection (b) or (c) of this section free and clear of any interest in such
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grain free and clear of all liens. In response to this request, Mis-
souri authorities commenced an action in their state court against
the trustee and the debtors for enforcement of the Missouri grain
laws.7 The state court issued a temporary restraining order, in-
structing the trustee to refrain from interfering with the Missouri
Director of Agriculture's control, operation and liquidation of the
Missouri grain. That same day, the bankruptcy court initiated con-
tempt proceedings against Missouri's Director of Agriculture. This
was followed immediately by the Missouri officials' petition for a
writ of prohibition for the contempt proceedings in the Eighth Cir-
cuit court. When this was denied, without prejudice, the state offi-
cials petitioned again for the writ of prohibition in the federal
district court. From an adverse decision in that court, they ap-
pealed to the Eighth Circuit.8

Three major issues were discussed by the Eighth Circuit:
(1) Whether the bankruptcy court had subject matter jurisdiction,
(2) whether the trustee could be forced to comply with Missouri
grain warehouse laws, and (3) whether the Director of Agricul-
ture's actions were part of his police or regulatory power and thus
excepted from the automatic stay provision of the Bankruptcy
Code.9

The court easily decided the first issue by relying on the broad
definition of property under section 541 of the Bankruptcy Code.10

The court found that the debtors had sufficient interest in the grain
to give the bankruptcy court jurisdiction. A mere possessory or
leasehold interest coupled with a minute ownership interest is suf-
ficient to trigger preliminary jurisdiction.1 ' Once this subject mat-
ter jurisdiction is recognized, the bankruptcy court then has the

property of any entity other than the estate, only if... .such interest is in bona fide
dispute." Id.

7. 647 F.2d at 771-72.
8. Id. at 772-73.
9. Id. at 773-74.

10. 11 U.S.CA § 541 (West 1979) provides in part:
(a) The commencement of a case under section 301, 302, or 303 of this title
creates an estate. Such estate is comprised of all the following property,
wherever located:
(1) Except as provided in subsections (b) and (c) (2) of this section, all
legal or equitable interests of the debtor in property as of the commence-
ment of the case.
(2) All interests of the debtor and the debtor's spouse in community prop-
erty as of the commencement of the case that is-

(A) under the sole, equal, or joint management and control of the
debtor ....

Id.
11. 647 F.2d at 774. H.R. REP. No. 95-595, 95th Cong., 1st Sess. 367 (1977), re-

printed in 1978 U.S. CODE CONG. & AD. NEWS 5963, 6323.
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duty to determine third party interests after a full presentation of
the evidence.

12

The second issue, the authority of Missouri law over the bank-
ruptcy trustee, was not decided specifically by the court. Once the
court determined that the bankruptcy court had jurisdiction over
the grain and grain warehouse, it decided that any complaints as to
the necessity of the trustee obtaining a state license could be han-
dled by the bankruptcy court. The lower court had already recog-
nized the need of the trustee to operate the warehouses in
compliance with state law, to the fullest extent possible.' 3

The third major issue concerned the automatic stay provision
of section 362(a), 14 and will be the major emphasis of this part of
the article.

CASE LAW UNDERLYING THE AuToMATIc STAY

Section 362 was enacted to codify and clarify prior case law,

12. 647 F.2d at 774; see South Cent. Livestock Dealers, Inc. v. Security St. Bank
of Hedley, Texas, 614 F.2d 1056, 1061 (5th Cir. 1980) (the trustee only succeeds to
those rights and title which the debtor actually possessed); In re Georgian Villa,
Inc., 10 B.R. 79, 83 (N.D. Ga. Bankr. 1981) (trustee takes title to all property to which
debtor has title even though held in trust. However, this title is acquired subject to
the equities of third persons and the trustee is required to turn such property over
to the true owner upon determination).

13. 647 F.2d at 777.
14. 11 U.S.C.A. § 362(a) (West 1979) provides:

(a) Except as provided in subsection (b) of this section, a petition
filed under section 301, 302, or 303 of this title operates as a stay, applicable
to all entities, of-

(1) the commencement or continuation, including the issuance or em-
ployment of process, of a judicial, administrative, or other proceeding
against the debtor that was or could have been commenced before the
commencement of the case under this title, or to recover a claim
against the debtor that arose before the commencement of the case
under this title;
(2) the enforcement, against the debtor or against property of the es-
tate, of a judgment obtained before the commencement of the case
under this title;
(3) any act to obtain possession of property of the estate or of prop-
erty from the estate;
(4) any act to create, perfect, or enforce any lien against property of
the estate;
(5) any act to create, perfect, or enforce against property of the debtor
any lien to the extent that such lien secures a claim that arose before
the commencement of the case under this title;
(6) any act to collect, assess, or recover a claim against the debtor
that arose before the commencement of the case under this title;
(7) the setoff of any debt owing to the debtor that arose before the
commencement of the case under this title against any claim against
the debtor; and
(8) the commencement or continuation of a proceeding before the
United States Tax Court concerning the debtor.

1982]
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which had protected the debtor from collateral and duplicative
suits during the pendency of bankruptcy.15 Designed to give the
debtor a breathing spell, the automatic stay stops all collection ef-
forts, harassment and foreclosure actions. 16 Although the statute
is designed broadly and intended to be a protective umbrella over
the debtor, certain exceptions to the blanket protection are offered
in subsection (b) of the statute. 17 Particularly important to the de-
termination of In re Missouri were subsections (b) (4) and (5),18
dealing with the governmental police and regulatory powers. Sub-
section (b) (4) provides for relief from the automatic stay when a
governmental unit is continuing or commencing an exercise of the
police or regulatory powers of the state. 19 Likewise, subsection
(b) (5) grants relief from the automatic stay when a governmental
unit is trying to enforce a judgment based on a police or regulatory
power.

20

However, even though the Missouri Department of Agriculture
is a governmental unit formed to regulate agriculture within the
State of Missouri, the Eighth Circuit refused to grant an exception
to the stay for the agency.21 This stance would seem to contradict
the Bankruptcy Reform Act. However, an analysis of case law
under both the old and new Acts demonstrates that this was the
proper decision under the circumstances presented, and coincides
with the purpose of subsections 362(b) (4) and (5).22

A transitional case in this area (which would have been de-
cided the same under both the old and new Acts) provides an in-
sight into the factors being considered by courts in deciding
whether to grant relief from the automatic stay. In In re Canarico
Quarries, Inc.,23 the Puerto Rican Environmental Quality Board

15. S. REP. No. 95-989, 95th Cong., 2d Sess. 54-55, reprinted in 1978 U.S. CODE
CONG. & AD. NEWS 5787, 5840-41.

16. Id.
17. 11 U.S.C.A. § 362(b) (West 1979).
18. 11 U.S.C.A. § 362(b) (West 1979) provides:
The filing of a petition under section 301, 302, or 303 of this title does not
operate as a stay-
(4) under subsection (a) (1) of this section, of the commencement or con-
tinuation of an action or proceeding by a governmental unit to enforce such
governmental unit's police or regulatory power;
(5) under subsection (a) (2) of this section, of the enforcement of a judg-
ment, other than a money judgment, obtained in an action or proceeding by
a governmental unit to enforce such governmental unit's police or regula-
tory power ....

Id.
19. Id.
20. Id..
21. 647 F.2d at 776.
22. See note 18 and accompanying text supra.
23. 466 F. Supp. 1333 (D.P.R. 1979).
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(EQB) had promulgated regulations for control of particulate mat-
ter as part of its State Implementation Plan under the Clean Air
Act.24 Canarico Quarries, a major emitter of particulate matter, ac-
cepted the control measures and set up a schedule for implemen-
tation.25 Canarico was ordered to cease and desist its
contamination operations on June 9, 1977, having failed to meet the
standards set up by the EQB.26 In July, this order was upheld by
the Superior Court of the Commonwealth of Puerto Rico, San Juan
Section.27 On August 2, 1977, Canarico filed a Chapter XI reorgani-
zation petition and the Bankruptcy Court issued an order authoriz-
ing the continued operation of the business. 28 Thus, the Puerto
Rican EQB and the Bankruptcy Court were directly at odds, one
telling Canarico to close down, the other authorizing it to remain
open.

29

The court in Canarico examined the policy reasons behind the
Clean Air Act, determining that protection of public health from
the dangers of air pollution was the major focus of the Act.30 The
court stated that under Rule 11-4431 of the old Bankruptcy Act,
suits or actions for relief, other than collection of a debt, should be
stayed unless their prosecution interferes with the bankruptcy. 32

Based on this interpretation, the court found that the decree of the
regulatory agency was controlling.33

Although not yet in force, the court found section 362 of the
Bankruptcy Reform Act to be very helpful.34 Environmental pro-
tection was one of those specific areas that subsection 362 (b) (4)
classified as regulatory for the public benefit, and thus, was ex-
cepted from the bankruptcy stay.35

24. Id. at 1334, citing section 110 of the Clean Air Act, 42 U.S.C.A. § 7410 (West
1978).

25. 466 F. Supp. at 1334.
26. Id.
27. Id.
28. Id. at 1335.
29. Id.
30. Id. at 1334-36. See Union Elec. Co. v. E.P., 427 U.S. 246, 249 (1976).
31. Rules Bankr. Proc. Rule 11-44(a), 11 U.S.C.A. (1970).
32. 466 F. Supp. at 1337.
33. Id. at 1340.
34. Id.
35. Id. at 1340, quoting the explanatory comments of the Honorable Asa S.

Herzog, Bankruptcy Judge (Ref.) as follows:
Paragraph (4) excepts commencement or contination of actions and pro-
ceedings by governmental units to enforce police or regulatory powers.
Thus, when a governmental unit is suing a debtor to prevent or stop viola-
tion of fraud, environmental protection, consumer protection, safety or sim-
ilar police or regulatory laws, or attempting to fix damages for violation of
such a law, the action or proceeding is not stayed under the automatic stay
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Although many cases decided under subsection 362(b) (4) are
as straightforward as Canarico,36 problems develop when it be-
comes necessary to go beyond the initial questions of: (1) Is this a
governmental unit? and (2) Is the action of the agency one to per-
form police or regulatory powers?37

One approach to the problem is pointed out by comparing two
cases dealing with the National Labor Relations Board (NLRB). 38

Both courts looked first at the governmental nature of the NLRB,
and second at whether the action was one involving police or regu-
latory powers. 39 In NLRB v. Evans Plumbing Co.,4° the Fifth Cir-
cuit stopped after this determination and declared that the NLRB
had the right to enter judgment for injunctive relief and for back
pay.41 Nonetheless, the court pointed out that if it had become
necessary to enforce a judgment for back pay the result might have
been different.42

However, in another NLRB case, In re Bel Air Chateau,43 the
Ninth Circuit went one step further than the Evans court and
asked a third question-what is the purpose behind the exercise of
the police or regulatory power.44 This third inquiry is essential if
the subsection 362(b) (4) exception to the automatic stay is to op-
erate in the narrow fashion intended by Congress.4.5 The excep-
tions must not be self-executing-the purpose of the agency's

36. See In re Alessi, 12 B.R. 96,99 (N.D. Ill. Bankr. 1981) (control of horse racing
by the Illinois Racing Board held to be a legitimate state interest for the public
welfare of the citizens), In re Cousins Restaurants, Inc., 11 B.R. 521, 522 (W.D.N.Y.
Bankr. 1981) (zoning regulation preventing establishment of a disco held to be regu-
latory in nature and thus not subject to the automatic stay).

37. See NLRB v. Evans Plumbing Co., 639 F.2d 291, 293 (5th Cir. 1981); 9 FLA. ST.
U.L. RE V. 369, 378 (1981).

38. Compare NLRB v. Evans Plumbing Co., 639 F.2d 291, 293 (5th Cir. 1981) with
In re Bel Air Chateau Hosp., Inc., 611 F.2d 1248, 1251 (9th Cir. 1979).

39. See NLRB v. Evans Plumbing Co., 639 F.2d at 293; In re Bel Air Chateau
Hosp., Inc., 611 F.2d at 1250-51.

40. 639 F.2d 291 (5th Cir. 1979).
41. Id. at 292-93.
42. Id. at 293.
43. 611 F.2d 1248 (9th Cir. 1979).
44. See id. at 1251.
45. 124 CONG. REC. H11089, reprinted in 1978 U.S. CODE CONG. & AD. NEWS 6436,

6444-45, provides:
Section 362(b) (4) indicates that the stay under section 362(a) (1) does not
apply to affect the commencement or continuation of an action or proceed-
ing by a governmental unit to enforce the governmental unit's police or reg-
ulatory power. This section is intended to be given a narrow construction
in order to permit governmental units to pursue actions to protect the pub-
lic health and safety and not to apply to actions by a governmental unit to
protect a pecuniary interest in property of the debtor or property of the
estate.

[Vol. 15
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proceedings must be demonstrated by the agency.46

The importance of this third inquiry was vividly pointed out in
a recent Texas case, In re Don Hixson Chevrolet Co.47 In Hixson,
the debtor had assumed a franchise with Volkswagen of America,
Inc.48 When Volkswagen learned of Hixson's Chapter 11 filing, it
notified him of its intent to terminate the franchise agreement.49 A
copy of this notice was sent to the director of the Texas Motor Ve-
hicle Commission, who set a hearing to determine whether good
cause for the termination existed.50 Volkswagen argued that the
Texas Motor Vehicle Code was a constitutional exercise of the
state's police power and thus the subsection 362(b) (4) exception
applied, allowing Volkswagen to terminate the franchise through a
Commission action.5 1 The bankruptcy court refused to accept such
a mechanical application of section 362 (b) (4), stating that it would
make the stay of administrative proceedings of section 362 (a) (1)
meaningless.

5 2

The court went on to separate agency functions into quasi-leg-
islative functions (those protecting public health, welfare, etc.)
and quasi-judicial functions (those protecting individual rights). 53

"The major consideration in determining whether an administra-
tive agency is exercising a legislative or judicial function is
whether the agency's action concerns only parties who are imme-
diately affected or a wider group of those subject to the authority
of the agency or even the public as a whole . . . ."54 The court
determined that the purpose of the hearing to terminate the
franchise agreement was the adjudication of private rights and not
quasi-legislation of public welfare or safety. Thus, the court de-
cided that the section 362(a) automatic stay provision protected
Hixson from the quasi-judicial hearing.55

POLICY CONSIDERATIONS

Policy considerations underlying the subsection 362(b) (4) ex-
ception also point up the need to look at the purpose behind regu-
latory bodies' actions. On one hand, regulatory plans generally
call for uniform application in contemplation of achieving an over-

46. In re King Memorial Hosp., Inc., 4 B.R. 704, 709 (S.D. Fla. Bankr. 1980).
47. 12 B.R. 917 (N.D. Tex. Bankr. 1981).
48. Id. at 918.
49. Id.
50. Id.
51. Id. at 919.
52. Id. at 920.
53. See id.
54. Id.
55. See id. at 922.
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all effect. 56 The purpose of the section 362 (b) (4) exception is to
allow for a rational, consistent application of regulatory laws while
at the same time protecting the debtor's estate.5 7

On the other hand, the courts should not fail to look at the pur-
pose behind the agency's action, since to automatically deny the
exception would allow the debtor a "cheap and easy sanctuary
from all state regulatory enforcement proceedings. '58 By glossing
over agency action which is meant to be merely an administrative
judicial proceeding and changing it automatically into a quasi-leg-
islative proceeding, debtors could use the section 362 automatic
stay to their own advantage.

The legislative history behind subsection 362(b) (4) clearly
shows the intent that the above principles be embodied in the stat-
ute, thus preventing overbroad interpretations of the exception. 59

The automatic stay was not intended to impede a state's ability to
exercise legitimate police or regulatory powers of a state govern-
ment necessary to promote public health, welfare, and safety.
However, when the state oversteps its power and attempts to pro-
tect the pecuniary interests of its citizens, stating as its purpose
the protection of health or welfare, the bankruptcy act under sec-
tion 362 prohibits the exercise of state power. Only by investigat-
ing the actual purpose behind the agency action can the court
achieve the narrow construction necessary to the exceptions of
section 362.

As a further indication of the narrowness of this exception,
Congress enacted subsection 362(b) (5), exempting from enforce-
ment money judgments in connection with the regulatory pow-
ers.60 Even if a money judgment was obtained, the judgment could
not be enforced if it would result in the depletion of the debtor's
estate.

61

The Eighth Circuit, in In re Missouri, recognized the need for a
narrow construction of the subsection 362(b) (4) exception.62 Real-

56. In re Nat'l Hosp. and Inst. Builders Co., 9 B.R. 948, 950 (S.D.N.Y. Bankr.
1981). In re Northern Boneless Meat Corp., 9 B.R. 27, 28 (S.D.N.Y. Bankr. 1981)
(conduct that was not uniform disrupts the economy and thwarts the intent of
Packers and Stockyard Act designed to protect the economy in commercial trans-
portation and sale of beef).

57. See note 15 and accompanying text supra.
58. In re Colonial Tavern, Inc., 420 F. Supp. 44, 46 (D. Mass. 1976).
59. See note 45 and accompanying text supra.
60. See note 18 supra.
61. In re King Memorial Hosp., Inc., 4 B.R. 704, 707, 709 (S.D. Fla. Bankr. 1980)

(court will have to determine on a case by case basis, looking at the purpose behind
the agency action, whether a particular action harming the estate should be
stayed).

62. 647 F.2d at 775.

[Vol. 15



BANKRUPTCY

izing that there was a distinct difference between regulatory pow-
ers which had as their purpose control of health, welfare, safety
and morals, and those regulatory powers which had as their pur-
pose control of the property of the bankrupt, the court scrutinized
the Missouri statute closely.63 Finding that the purpose behind the
statute was to "operate or liquidate"' the business of the debtor,
the court concluded that the Missouri grain laws, "although regula-
tory in nature, primarily related to the protection of the pecuniary
interest in the debtors' property and not to matters of public safety
and health. '65

From the foregoing it is evident that a court interpreting sub-
section 362(b) (4) exception must employ the Evans test to (1) de-
termine whether it is dealing with the type of governmental unit
mentioned in the statute, and (2) decide whether that agency is
acting in a regulatory capacity. However, the test cannot end
there. A third inquiry into the purpose behind the regulatory ac-
tivity, as was done in Bel Air Chateau, must also be closely ex-
amined if the subsection 362(b) (4) exception is to be given the
narrow interpretation intended by Congress. The automatic stay
will be enforced if the purpose behind the regulatory activity is to
protect a private, pecuniary interest of the debtor. However, if a
legitimate public purpose needs protection, the exception to the
stay will be invoked to safeguard the interest of creditors and the
public at large.

IN RE SLF NEWS DISTRIBUTORS, INC.: FRAUDULENT
CONVEYANCES AND THE PROTECTION OF GOOD

FAITH SUBTRANSFEREES

INTRODUCTION

Since the enactment of the Statute of 13 Elizabeth in 1570,66

the underlying premise of Anglo-American law of fraudulent con-
veyances has remained unchanged.67 Refusing to condone any de-
ceitful transfer, the Statute stated: "[transfers] to the end,

63. See id.
64. Mo. REV. STAT. § 411.519.6 (1979) provides:
If at any time, the director, whether or not he or his authorized agent has
possession as authorized by this section, has evidence that a warehouse-
man is insolvent or is unable to satisfy the claims of all depositors, the di-
rector may petition the circuit court for the appointment of a receiver to
operate or liquidate the business of the warehouseman in accordance with
law.

Id.
65. 647 F.2d at 776.
66. An Act Against Fraudulent Deeds, Alienations, & c., 1570, 13 Eliz. c. 5.
67. See J. MACLACHLAN, HANDBOOK OF THE LAw OF BANKRUPrCY 21 (1956).
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purpose and intent, to delay, hinder or defraud creditors ... of
their just and lawful debts" are "clearly and utterly void, frustrate
and of none effect. '68 The United States Congress recognized the
influence of this medieval statute when it amended the fraudulent
conveyance section of the Bankruptcy Act in 1978.69

Although the basic premise of the fraudulent conveyance stat-
ute remains the same, several differences exist between section 67
of the old Bankruptcy Act 70 and section 548 of the Bankruptcy Re-
form Act of 1978.71 Many of these differences are highlighted in an
analysis of the recent Eighth Circuit decision in In re SLF News
Distributors, Inc. 72 The focus of this section of the article will be
on sections 548 and 550 and the ease with which section 550 could
solve the subtransferee problems which developed in SLF News.

In SLF News, decided under the old Bankruptcy Act, a trans-
fer of $10,000 to Cook Construction Company which took place six
days before a petition was filed in bankruptcy court was declared
not to be fraudulent.7 3 Likewise, under the new Bankruptcy Re-
form Act, the transfer would not be fraudulent. However, the
paths to these similar results are considerably different and will be
the subject of this part of the article.

FACTS AND HOLDING

In SLF News, James M. Cook Construction Company (Cook)
contracted with MAM Partnership and Allan Molasky to provide
labor and materials for the construction of a restaurant on land
owned by MAM and Allan Molasky. When Molasky failed to pay
$14,000 owing on the contract, Cook served notice of its intent to file
a mechanic's lien pursuant to Missouri law. Cook agreed not to file
the lien if Molasky paid $10,000 immediately.74 On November 4,
1976, SLF News exchanged $10,000 of its money in the First Na-
tional Bank of Clayton for a cashier's check payable to Cook Con-

68. The New Bankruptcy Act: A Revision of Section 67d-The Death of a Di-
lemma, 7 HOFsTRA L. REv. 537, 540 (1979) [hereinafter cited as The Death of a Di-
lemma], quoting An Act Against Fraudulent Deeds, Alienations, & c., 1570, 13 Eliz.
c. 5, §§ 1, 2.

69. S. REP. No. 95-989, 95th Cong., 2d Sess. 89, reprinted in 1978 U.S. CODE CONG.
& An. NEWS 5787, 5875, provides: 'This section is derived in large part from section
67d of the Bankruptcy Act. It permits the trustee to avoid transfers by the debtor in
fraud of his creditors. Its history dates from the statute of 13 Eliz. c. 5 (1570)." Id.

70. Bankruptcy Act, § 67, 11 U.S.C. § 107 (1970) (repealed 1978).
71. Bankruptcy Reform Act of 1978, 11 U.S.C.A. § 548 (West 1979). Compare

Bankruptcy Act, § 67, 11 U.S.C. § 107 (1970) (repealed 1978) with Bankruptcy Re-
form Act of 1978, 11 U.S.C.A. § 548 (West 1979).

72. 649 F.2d 613 (8th Cir. 1981).
73. Id. at 614.
74. Id.
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struction Company. The check listed MAM Partnership, not SLF
News, as "Remitter." There was no reference to SLF, and the court
stated that both Cook and his attorney acted in good faith, as
neither knew of SLF's involvement. Believing that the money had
been remitted by MAM, Cook released its mechanic's lien. SLF
was insolvent at this time and on November 10, 1976, an involun-
tary petition in bankruptcy was filed against SLF. The trustee in
bankruptcy alleged that the $10,000 payment to Cook had been a
fraudulent transfer and was recoverable under sections
67(d) (2) (a)-(c) of the old Act.75

Ruling in favor of the trustee and against Cook, the bank-
ruptcy court and the district court ordered Cook to return the
$10,000, declaring that the transfer was a fraudulent conveyance.
The lower courts reasoned that, since the bankrupt, SLF News,
owed no debt to MAM or Allan Molasky, there was no considera-
tion passing from the bankrupt to Cook. Thus, Cook could not be a
bona fide purchaser, even though Cook had had no notice or
knowledge of the bankrupt's involvement in the transfer and had
done nothing to cheat anyone. 76 The lower courts viewed the
transaction as a one-step process in which Cook took directly from
SLF and since SLF received nothing in return, the transfer was
fraudulent for lack of consideration even though Cook had acted in
good faith.77

However, under these circumstances the Eighth Circuit
deemed the transfer to be a two-step process, thus analogizing
Cook's position to that of a subtransferee of property.78 In other
words, SLF (transferor) transferred to MAM (transferee), who
then transferred to Cook (subtransferee). As will be shown from
the following analysis, this second transfer is determinative of the

75. Bankruptcy Act, § 67(d) (2) (a)-(c), 11 U.S.C. § 107(d)(2)(a)-(c) (1970) (re-
pealed 1978) provided:

(2) Every transfer made and every obligation incurred by a debtor within
one year prior to the filing of a petition initiating a proceeding under this
Act by or against him is fraudulent (a) as to creditors existing at the time
of such transfer or obligation, if made or incurred without fair considera-
tion by a debtor who is or will be thereby rendered insolvent, without re-
gard to his actual intent; or (b) as to then existing creditors and as to other
persons who become creditors during the continuance of a business or
transaction, for which the property remaining in his hands is an unreasona-
bly small capital, without regard to his actual intent; or (c) as to then ex-
isting and future creditors, if made or incurred without fair consideration
by a debtor.

Id. 649 F.2d at 614.
76. 649 F.2d at 615.
77. See id.
78. Id. at 616.
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outcome of the case, and is the correct method of evaluating the
transfer.

ANALYSIS

Any court dealing with this type of fact situation must
determine first if a fraudulent transfer has occurred. Under sec-
tion 67(d) (2) (a) of the old Act, four elements were needed for a
fraudulent transfer.

1. The transfer must occur within one year of the initia-
tion of the bankruptcy proceedings;

2. Creditors of the debtor must exist at the time of the
transfer;

3. The debtor must be insolvent at the time of the trans-
fer; and

4. A failure of consideration must be present.79

The first three of these requirements are easily fulfilled in the SLF
News case through the stipulated facts. The transfer was within
six days of the filing of bankruptcy, creditors existed at the time of
the transfer, and SLF was admittedly insolvent at the time.80

The main inquiry thus becomes-wasfair consideration given
to the debtor? This fourth element is designed to prevent a debtor,
either through improvidence or actual intent, from defeating his
creditors and favoring friends or relatives.81 It is set forth in sec-
tion 67(d) (1) (e),82 and is often the determining factor for a conclu-
sive presumption of fraud when actual intent to defraud cannot be
shown.83 Although largely a question of fact,84 the bankruptcy
courts, under section 67, recognized that the consideration must
represent a "fair equivalent" and be given in "good faith."8 5 Under
this definition the inquiry is focused on the good faith of the trans-
feree, not the transferor.86

By comparison, section 548(a) of the Bankruptcy Reform Act
changed the "fair consideration" requirement to a requirement of
"reasonably equivalent value."87 The former element of fair con-

79. Bankruptcy Act, § 67(d) (2) (a)-(c), 11 U.S.C. § 107(d) (2) (a)-(c) (1970) (re-
pealed 1978). Bullard v. Aluminum Co. of America, 468 F.2d 11, 13 (7th Cir. 1972).

80. 649 F.2d at 614.
81. Mayo v. Pioneer Bank & Trust Co., 270 F.2d 823, 830-31 (5th Cir. 1959).
82. See Bankruptcy Act §67(d)(1)(e), 11 U.S.C. §107(d)(1)(e) (1970) (re-

pealed 1978).
83. In re Southern Land Title Corp., 316 F. Supp. 1059, 1062 (E.D. La. 1970).
84. Mayo v. Pioneer Bank & Trust Co., 270 F.2d at 829-30.
85. Bullard v. Aluminum Co. of America, 468 F.2d at 13-14.
86. In re Messenger, 32 F. Supp. 490, 494 (E.D. Pa. 1940); The Death of a Di-

lemma, supra note 68, at 549.
87. Compare Bankruptcy Act, §67(d)(2)(a)(c), 11 U.S.C. § 107(d)(2)(a)-(c)
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sideration required a showing a good faith.88 This was a subjective
standard which gave the trier of fact wide latitude. 89 The new stan-
dard of "reasonably equivalent value" does not require a showing
of good faith, thus narrowing the scope of the inquiry.90

This change from a subjective standard to a more objective cri-
teria would seem to benefit Cook in the SLF News case since Cook
would no longer be required to prove his "good faith" in receiving
the funds.9 1 However, Cook had failed to give Allan Molasky
equivalent value92 since "[t]ransfers made to benefit third parties
are clearly not made for a 'fair' consideration. '93 Even though
Cook had been involved in no collusion whatsoever, and took with-
out knowledge of SLF's involvement, payment of another's debt is
not considered a transfer for fair consideration. 94 No equivalent
value goes to the debtor to offset his expenditures. In SLF News
no equivalent value passed to the debtor.95 Thus, under both the
old Act and the Bankruptcy Reform Act, the transfer would be con-
sidered a fraudulent conveyance because SLF received nothing in
return for its $10,000.96

However, the inquiry does not end here. Even though the con-
veyance may be deemed fraudulent, it is not automatically void,

(1970) (repealed 1978) (see note 75 supra for text of § 67) with Bankruptcy Reform
Act of 1978, 11 U.S.C.A. § 548(a) (2) (A)-(B) (West 1979). Section 548(a) provides:

The trustee may avoid any transfer of an interest of the debtor in prop-
erty, or any obligation incurred by the debtor, that was made on incurred
on or within one year before the date of the filing of the petition, if the
debtor-

... (2) (A) received less than a reasonably equivalent value in ex-
change for such transfer or obligation; and
(B) (i) was insolvent on the date that such transfer was made or such obli-
gation was incurred, or became insolvent as a result of such transfer or
obligation;

(ii) was engaged in business, or was about to engage in business or a
transaction, for which any property remaining with the debtor was an un-
reasonably small capital; or

(iii) intended to incur, or believed that the debtor would incur, debts
that would be beyond the debtor's ability to pay as such debts matured.

Id.
88. Bullard v. Aluminum Co. of America, 468 F.2d at 13-14.
89. See The Death of a Dilemma, supra note 68, at 540-42.
90. Id. at 540.
91. See id.
92. See notes 74-75 and accompanying text supra.
93. 4 COLLIER ON BANKRupTcy 67.33, at 514.1 (14th ed. 1978) [hereinafter cited

as 4 COLLIER 14th].
. 94. See In re B-F Bldg. Corp., 312 F.2d 691, 694 (6th Cir. 1963); Hollander v. Gau-

tier, 114 NJ. Eq. 485, -, 168 A. 860, 862 (Ch. 1933).
95. See 649 F.2d at 615.
96. Id., construing the old Act.
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only voidable. 97 Although former fraudulent conveyance statutes
employed the term "void," judicial gloss changed this to "voida-
ble," thus allowing bona fide purchasers a chance to hold items for
which they had given value.98

Likewise, under the saving clauses of modern statutes, such
terms as "null and void" require a trustee to institute proceedings
to set aside the transaction rather than making them automatically
void.99 Generally, the saving clauses employed a two-part test of
(1) good faith and (2) value.100 Once a purchaser established
himself under a saving clause he was generally allowed to keep the
property or secure a lien against the estate.10 1

It was in the application of the "saving clause" in the old Act 10 2

that the lower courts in SLF News differed from the court of ap-
peals. Unlike the Eighth Circuit, the lower courts refused to look
at Cook's subtransferee status and instead treated him as a direct
transferee from SLF.103 Under such an analysis the trustee would
win because no "value" had been given to SLF and thus one part of
the "saving clause" was not fulfilled.

Such confusion under the old Act was understandable since
"[tlhe protection accorded under § 67(d)(6) to a purchaser (in-
cluding a lienor or obligee) from a fraudulent transferee [was I not
entirely clear."'1 4 Unanswered were such questions as: Is the in-
nocent substransferee held to the same strict definition of consid-
eration and burden of proof that the fraudulent first transferee
is?10 5 Should such a transaction be governed by contract law
rather than by section 67(d) (1) (b)? 10 6 Although the resulting
cases had conflicting decisions, l0 7 the Second Circuit in 1932 em-
ployed the standard used to determine when a bona fide subtrans-
feree could recover.108 In Morrison v. Bay Parkway National

97. 649 F.2d at 615; In re Vanity Fair Shoe Corp., 84 F. Supp. 533, 534 (S.D.N.Y.
1949).

98. In re Vanity Fair Shoe Corp., 84 F. Supp. 533, 534 (S.D.N.Y. 1949).
99. 4 COLLIUER 14th, supra note 93, 1 67.41 at 585.

100. Id. at 588-89.
101. Id. at 580-81.
102. Bankruptcy Act, § 67, 11 U.S.C. § 107(d)(6) (1970) (repealed 1978).
103. See notes 74-78 and accompanying text supra.
104. 4 COLLIER 14th, supra note 93, 67.41 at 603.
105. Id.
106. Bankruptcy Act, § 67(d)(1)(b), 11 U.S.C. § 107(d) (1) (b) (1970) (repealed

1978); 4 COLLIER 14th, supra note 93, 67.41 at 603.
107. See 4 COLLIER 14th, supra note 93, 67.41 at 604.
108. Morrison v. Bay Parkway Nat'l Bank, 60 F.2d 41, 42-43 (2d Cir. 1932) (tafay-

ette Bank had bought all the assets of Bay Parkway Bank for a fair considefation.
Unbeknownst to Lafayette, Bay Parkway had an account subject to a trustee's
claim which had resulted from a voluntary bankruptcy).
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Bank,10 9 the court ruled that the trustee could not recover an un-
lawful preference from a subtransferee who in good faith and for
present consideration received assets of the transferee."l 0 How-
ever, other cases held that the subtransferee was in no better posi-
tion than the transferee.11 1

Section 550

The Bankruptcy Reform Act settled this dilemma, not through
the "saving clause" of the fraudulent conveyance statute 112 (which
would only give Cook a lien on the debtor's property),"l3 but
through a new section designed specifically to deal with this prob-
lem, section 550.114 Section 550(a) 1 15 gives the trustee the right to
recover from the initial transferee or any immediate or mediate
transferee. 1 6 However, subsections (b) and (c) of section 550
limit the power of the trustee.1 17 Subsection (b) of section 550 lim-
its the liability of an immediate or mediate transferee of the initial
transferee if such secondary transferee takes for value, in good
faith, and without the knowledge of the avoidability of the trans-
fer.118 Thus, instead of the two elements of good faith and value

109. 60 F.2d 41 (1932).
110. See id. at 42-43; 4 COLLIER 14th, supra note 93, 1 67.41 at 603.
111. 4 COLER 14th, supra note 93, 67.41 at 603, citing Matter of Schacht Motor

Car Co. (Ref., Cal.), 31 Am. B. R. 624 (refusing to uphold transfers of automobiles by
bankrupt's transferee to others in consideration of cancellation of indebtedness; the
referee further declaring that the subpurchasers had not discharged their burden of
proving good faith); Watson v. Adams, 242 F. 441 (6th Cir. 1917) (holding that a sub-
sequent taker had not discharged his burden to establish payment of value).

112. 11 U.S.C.A. § 548(c) (West 1979).
113. See Bankruptcy Reform Act of 1978, 11 U.S.C.A. § 548(c) (West 1979).
114. Bankruptcy Reform Act of 1978, 11 U.S.C.A. § 550 (West 1979); S. REP. No.

95-989, 95th Cong., 2d Sess. 90, reprinted in 1978 U.S. CODE CONG. & AD NEWS 5787,
5876.

115. Bankruptcy Reform Act of 1978, 11 U.S.C.A. § 550(a) (West 1979) provides:
(a) Except as otherwise provided in this section, to the extent that a trans-
fer is avoided under section 544, 545, 547, 548, 549, or 724(a) of this title, the
trustee may recover, for the benefit of the estate, the property transferred,
or, if the court so orders, the value of such property, from-

(1) the initial transferee of such transfer or the entity for whose bene-
fit such transfer was made; or

(2) any immediate or mediate transferee of such initial transferee.
Id.

116. Id.
117. Bankruptcy Reform Act of 1978, 11 U.S.C.A. § 550(b) & (c) (West 1979).
118. Bankruptcy Reform Act of 1978, 11 U.S.C.A. § 550(b) (West 1979) provides:

(b) the trustee may not recover under section (a) (2) of this section from-
(1) a transferee that takes for value, including satisfaction or securing

of a present or antecedent debt in good faith, and without knowledge of the
voidability of the transfer avoided, or

(2) any immediate or mediate good faith transferee of such transferee.
Id.; S. REP. No. 95-989, 95th Cong. 2d Sess. 90, reprinted in 1978 U.S. CODE CONG. &
An. NEWS 5787, 5876.
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which constitute the two-part test under fraudulent conveyance
statutes, 119 a third element, lack of knowledge of the voidability of
the transfer, is added. 120 Once the three elements have been
shown by at least one transferee, succeeding transferees need only
show "good faith" to be protected.121

Applying the three elements to the Cook case, the second
(good faith) and third elements (lack of knowledge) are easily ful-
filled. "The phrase 'good faith' in this paragraph [section 550(c) ] is
intended to prevent a transferee from whom the trustee could re-
cover from transferring the recoverable property to an innocent
transferee, and receiving a retransfer from him, that is 'washing'
the transaction through an innocent third party.' 22 There is no
indication that Cook intended to transfer any of the money back to
Molasky or MAM; therefore, the second element of good faith is
met. 23 Also, the court recognized that Cook had no notice or
knowledge of the source of the funds or the trustee's claim against
them.124 Therefore, the third element is met.

The first element of section 550(b), value, presents more of a
problem.125 As stated earlier, consideration passing to a third
party with no benefit to the debtor is not "value" in relation to
fraudulent conveyance statutes.126 Under an analysis of section
550, the transfer from SLF to MAM arguably would be deemed
fraudulent. However, the transfer from MAM to Cook may have
been for fair "value" if the transfer was in satisfaction of a present
debt.127 The Eighth Circuit found present fair equivalent value to

119. See note 100 and accompanying text supra.
120. Bankruptcy Reform Act of 1978, 11 U.S.C.A. § 550 (West 1979).
121. Bankruptcy Reform Act of 1978, 11 U.S.C.A. § 550(b) (West 1979); 4 COLLR

ON BANKRUPTCY § 548.07, at 548-62 n.11 (15th ed. 1981), citing Tacoma Ass'n of Credit
Men v. Lester, 72 Wash. 2d 453, 433 P.2d 901 (1967) (transferee must show "(1) an
honest belief in the propriety of the activities in question; (2) no intent to take un-
conscionable advantage of others; and (3) no intent to, or knowledge of, the fact
that the activities in question will hinder, delay or defraud others").

122. S. REP. No. 95-989, 95th Cong., 2d Sess. 90, reprinted in 1978 U.S. CODE CONG.
& AD. NEWS 5787, 5876.

123. See notes 74-78 and accompanying text supra.
124. 649 F.2d at 616.
125. Note that section 550(b) requires only "value" (either for a present or ante-

cedent debt), not "present fair equivalent value," as was required under section
67(d) (6). Compare Bankruptcy Reform Act of 1978, 11 U.S.C.A. § 550(b) (West
1979) with Bankruptcy Act, § 67(d)(6), 11 U.S.C. § 107 (1970) (repealed 1978).

126. In re B-F Bldg. Corp., 312 F.2d 691, 694 (6th Cir. 1963); Biggs v. U.S. Nat'l
Bank, 11 B.R. 524, 527 (D. Neb. Bankr. 1980) (bankrupt's payment satisfying debt of
a third person is generally transfer without fair consideration); see note 93 and ac-
companying text supra.

127. See Bankruptcy Reform Act, 11 U.S.C.A. § 550 (West 1979); notes 74-78 and
accompanying text supra.
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have been given; 128 release of the mechanic's lien was for
"value."129 Another court has recognized the settlement of a suit
out of court to be present fair consideration for payment.130

Thus, instead of being a direct transferee, Cook was deemed a
subtransferee. As subtransferee he had fulfilled the three criteria
of-section 550(b) (1). He had (1) given value (release of a legally
enforceable mechanic's lien) (2) in good faith (none of the courts
found any evidence of collusion or wrongdoing on the part of
Cook) and (3) without knowledge of the voidability of the transfer
avoided (there was no evidence of any attempt to "wash" the
money through Cook). Thus, Cook's receipt of $10,000 from MAM
was one of the transfers sought to be protected under section 550 of
the new Act.

CONCLUSION

The Eighth Circuit, straining to protect the good faith trans-
feree, separated the transfer from SLF through MAM to Cook into
a two-step process. The bankrupt, SLF, first transferred $10,000 to
MAM and Allan Molasky (in a transfer which was obviously fraud-
ulent). Second, MAM and Allan Molasky transferred these funds
to Cook. Two distinct transfers had occurred. Such a division al-
lowed the court to analogize Cook's position to that of a subtrans-
feree of property, thus entitling him to protection under the saving
clause of the old Bankruptcy Act.

Recognizing the diverse results which could come about by
employing the former saving clause when the subtransferee was
involved, drafters of the Bankruptcy Reform Act inserted section
550 to deal specifically with this problem. Under section 550, if a
transferee of a voidable transfer takes for value, in good faith, and
without knowledge of the voidability of the transfer, he can rest
assured that his new acquisition will not be taken from him under
section 548.

IN RE ANDREWS: "UNDUE HARDSHIP" AND THE

DISCHARGE OF STUDENT LOANS

INTRODUCTION

By expressing "no opinion as to the merits of the debtor's case
for discharge,"'131 the Eighth Circuit recognized in In re Andrews132

128. 649 F.2d at 616.
129. Id.
130. Hofler v. Marion Lumber Co., Inc., 233 F. Supp. 540, 543 (E.D.S.C. 1964).
131. In re Andrews, No. 80-1823, slip op. at 7 (8th Cir. Oct. 14, 1981).
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the speculative nature of the "undue hardship" exception to nor-
mally nondischargeable student loan debts 133 found in section
523(a) (8). 134 Realizing, as have several other commentators, that
the determination of the undefined term13 5 "undue hardship" is
largely up to the individual judge,13 6 the Eighth Circuit remanded
with instructions to the bankruptcy court judge to engage in a
more complete fact finding analysis. 137 This part of the article will
analyze the utility of various tests employed to aid the fact finder
in undue hardship cases.

FACTS AND HOLDING

In In re Andrews, the debtor was a thirty-six year old divorcee
who received no alimony. She had borrowed student loans total-
ing $2,500 in August of 1978 to study nursing. After successfully
completing two quarters, she contracted Hodgkin's Disease. After
receiving treatment, she did not return to school but went to work
at the YWCA Women's Place. She currently earns $10,000 per year
and has no dependents or support obligations. 3 8

In the summer of 1980 she filed a petition for bankruptcy, and
was granted a hardship discharge of her student loan. The South
Dakota Student Loan Assistance Corporation objected to the dis-
charge, alleging that the bankruptcy court abused its discretion in
granting the discharge by not considering the debtor's group
health insurance.139 The Eighth Circuit found that the record was
incomplete, particularly in regard to the debtor's necessary living
expenses, and remanded to the bankruptcy court for further fact

132. No. 80-1823, slip op. (8th Cir. Oct. 14, 1981).
133. In re Andrews, No. 80-1823, slip op. at 7.
134. 11 U.S.C.A. § 523(a) (8) (West 1979) provides:

(a) A discharge under section 727, 1141, or 1328(b) of this title does not
discharge an individual debtor from any debt-
(8) for an educational loan made, insured, or guaranteed by a governmen-
tal unit, or made under any program funded in whole or in part by a govern-
mental unit or a nonprofit institution of higher education, unless-

(A) such loan first became due before five years (exclusive of any ap-
plicable suspension of the repayment period) before the date of the
filing of the petition; or
(B) excepting such debt from discharge under this paragraph will im-
pose an undue hardship on the debtor and the debtor's dependents

Id.
135. The term "undue hardship" is not defined in the Code. See 11 U.S.C.A.

§ 101 (West 1979) (definitions).
136. 3 COLLER ON BANKRup'rcy § 523.18, at 523-133 (15th ed. 1981); In re Perkins,

11 B.R. 160, 161 (D. Vt. Bankr. 1980).
137. In re Andrews, No. 80-1823 slip op. at 7 (8th Cir. Oct. 14, 1981).
138. Id. at 2-3.
139. Id. at 3.
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finding.140

ANALYSIS

Fact Finding Criteria

Obviously, in the determination of undue hardship, each case
must be examined on the facts and circumstances surrounding
that particular bankruptcy.14' Thus, much discretion is left to the
trial judge.1 Generally, the courts utilize tests which employ sev-
eral factors. For purposes of our discussion, these tests may be
broken down into three categories:

1. the mechanical test, which focuses on debtor's ex-
penses and future financial resources,

2. the good faith test, which focuses on debtor's ef-
forts to obtain employment, to minimize expenditures,
and to maximize resources, and

3. the underlying policy test, which focuses on the
amount of the debtor's student loan, the percentage of in-
debtedness, and the benefit from the education?" 3

The above tests cannot be employed individually, but instead must
be applied concurrently. Only by looking at the totality of circum-
stances will the court be able to determine the issue of undue
hardship.1 44

Before reviewing the first set of criteria, a brief review of the
legislative considerations in enacting section 523(a) (8) is neces-
sary. Two major federal student loan programs have been enacted
by Congress, the National Defense Student Loan program in
1958,145 and the Guaranteed Student Loan program in 1965.146 Dur-

140. Id. at 6.
141. In re Wagfehrt, 10 B.R. 826, 830 (N.D. Ohio Bankr. 1981).
142. See note 136 and accompanying text supra.
143. In re Johnson, 5 B.C.D. 532, 539-44 (E.D. Pa. Bankr. 1979). Cf. In re Armijo,

13 B.R. 175, 177-78 (D.N.M. Bankr. 1981) (lists nine considerations: (1) employment
status, (2) other sources of wealth, (3) current income to maintain minimal living
standard, (4) are education and skills being used to the best advantage, (5) health
of debtor or dependents, (6) living expenses, (7) future financial resources,
(8) good faith of debtor, (9) whether bankruptcy was ified to avoid student loan
only); In re Bagley, 4 B.R. 248, 250-51 (D. Ariz. Bankr. 1980) (balancing test used to
determine that debt should be discharged); Kosel, Running the Gauntlet of "Undue
Hardship"-The Discharge of Student Loans in Bankruptcy, 11 GOLDEN GATE U.L
REV. 457, 476 (1981) (lists four tests).

144. In re Clay, 12 B.R. 251, 255 (N.D. Ia. Bankr. 1981).
145. 20 U.S.CAL §§ 421-29 (West 1974) (established by the National Defense Ed-

ucation Act of 1958).
146. 20 U.S.C.A. §§ 1071-1087-4 (West 1978 & Supp. 1981), as amended by Higher

Education Technical Amendments of 1979, Pub. L. No. 96-49, § 5(b), (d), 93 Stat. 351
(amending 20 U.S.C.A. §§ 1078, 1087-1) (established by the Higher Education Act of
1965).
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ing the early years of both programs, the default rate was rela-
tively low. 147 However, in the late 1960's and early 1970's the default
rate escalated, rising to almost twenty percent in 1978.14 Keeping
pace with the overall default rate, the amount of student loans dis-
charged in bankruptcy jumped dramatically in this period. 14 9 Rec-
ognizing that "the bankruptcy rate involving student loans has
increased significantly,"' 50 Congress sought a way to curb this
blight which was threatening the existence of loans programs. 51

The enactment of section 523(a) (8) was seen as the panacea for
this dilemma.

However, not all congressional members agreed with the hard
line of nondischargeability of student loan debts as proposed. 5 2

Keeping in mind that the Bankruptcy Reform Act was designed to
give the debtor a fresh start, they argued that the honest debtor
who was not filing merely to rid himself of legitimate student loans
was entitled to a complete discharge. 153 This view caused Con-
gress to soften the blow of nondischargeability of student loan
debts by enacting two exceptions to section 523(a) (8). Under the
first exception,154 the loan may be discharged if the bankruptcy pe-
tition is fied five years or more after the due date of the student
loan. 55 By imposing this five year guideline, Congress hoped to
eliminate the situations where a student would graduate and ifie
bankruptcy shortly thereafter. 5 6 Also, if a debtor has been out of

147. Skipping Out on Alma Mater: Some Problems Involving the Collection of
Federal Student Loans, 15 CoLUm. J. L. & Soc. PROB. 317, 324 (1980) (as of June 1964,
9.1% of all repayments which should have been collected remained uncollected).

148. Id. at 324.
149. Id. As of June, 1964 about $35,000 had been discharged in bankruptcy. In

1979, discharges in bankruptcy amounted to $10,604,000. Id. at 335.
150. H.R. REP. No. 94-1232, 94th Cong., 2d Sess. 13 (1976). Congress noted that in

"some areas of the country students are being counselled on filing for. bankruptcy to
discharge their obligations to repay guaranteed student loans." Id.

151. See Kosel, supra note 143, at 483-84.
152. H.R. REP. No. 94-1232, 94th Cong., 2d Sess. 75 (1976) provides:

[I]t treats educational loans precisely as the law now treats loans incurred
by fraud, felony, and alimony-dodging. No other legitimately contracted
consumer loan, applied to a legitimate undertaking, is subjected to the as-
sumption of criminality which this provision applies to every educational
loan.... [I]t is a direct, unmitigated, slap in the face of every single stu-
dent borrower in the nation. It assumes that borrower's bad intentions,
and deprives him of a right which every other citizen has available to him if
he needs it.

Id. (emphasis added).
153. H.R. REP. No. 95-595, 95th Cong., 2d Sess. 366-67, reprinted in 1978 U.S. CODE

CONG. & AD. NEws 5963, 6322-23. See Perez v. Campbell, 402 U.S. 637, 648 (1971).
154. 11 U.S.C.A. § 523(a) (8) (A) (West 1979).
155. Id.
156. H.R. REP. No. 95-595, 95th Cong., 2d Sess. 133, reprinted in 1978 U.S. CODE

CONG. & AD. NEWS 5063, 6094.
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school for five years before he files, it is likely that he is not fling
merely to discharge student loans, but actually has legitimate
financial problems. 5 7

The second exception, the "undue hardship" provision, 5 8

deals with situations where discharge would be appropriate be-
cause the payments were a "hardship" beyond the ordinary diffi-
culties encountered when first embarking on a career. 5 9 Keeping
in line with the legislative intent, the courts have recognized the
need to strictly construe this provision to prevent the unnecessary
expenditure of federal funds.160 The remainder of the article will
deal with the proof problems which confront the courts, and will
examine tests (mechanical, good faith and policy) a debtor must
satisfy if he is to be allowed a discharge of a student loan.

The Mechanical Test

The first test is a mechanical test focusing on the debtor's ex-
penses and future financial resources. 16 ' Under this approach, a
balance sheet type of analysis is employed by the courts. 62 A
glance at a few of the cases emphasizing this test will show the
strengths and weaknesses of such an approach.

In In re Diaz,163 the debtor was a forty-five year old mother of
four, two of whom were living at home. She suffered from heart
trouble and alcoholism.164 She was in need of surgery and could
only work half days because of her condition. 165 Her former hus-
band was confined to a mental clinic, and she had had past psychi-
atric problems. 66 Her daughter had dental problems and also
needed to see a psychiatrist. 167 Diaz's total take home pay was
$592.88 per month, and her total expenses were $663.75.168 Terming
this as the "classic hardship case," the New York Bankruptcy
Court discharged her student loans.169

157. Id.
158. 11 U.S.C.A. § 523(a) (8) (B) (West 1979).
159. See In re Bell, 5 B.R. 461, 463 (N.D. Ga. Bankr. 1980).
160. In re Naramore, 3 B.R 709, 715 (N.D.N.Y. 1980).
161. See note 143 and accompanying text supra.
162. See In re Bagley, 4 B.R. 248, 249-51 (D. Ariz. Bankr. 1980) (debtor was a

private in the army making $564.00 per month, with expenses of $619.00 per month.
He had a non-working wife and a child with severe respiratory problems).

163. 5 B.R. 253 (W.D.N.Y. Bankr. 1980).
164. Id. at 253-54.
165. Id. at 254.
166. Id. at 253.
167. Id. at 254.
168. Id.
169. Id.
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Similarly, in In re Fonzo,170 the debtor, an employee of the
New York City police department, had borrowed $1,000 to be used
for education in accounting. 17 1 He did not receive his degree. 172

The evidence showed that Fonzo was the sole supporter of his wife
and four kids, with little or no hope of a future increase in in-
come. 173 The court compiled a detailed summary of his expenses
and weighed this against his income. 174 Determining that his
monthly bills exceeded his income by $240.63, the court discharged
his student loan.175

However, even a slight balance in favor of income over ex-
penses, or the possibility of a future increase in salary, may be suf-
ficient to tip the scales in favor of nondischargeability. 176 In In re
Rossotto,177 the debtor had graduated with a degree in food and
nutrition.178 One year after graduation, he filed a petition in bank-
ruptcy.179 Rossotto owned his own photography business and
worked part-time as a nutritionist. 8 0 His future in both occupa-
tions looked promising, and his overall income exceeded his ex-
penses.181 Employing a balancing test, the court determined that it
would not be unduly difficult for Rossotto to pay back his educa-
tional loans. 8 2

In In re Pierre,8 3 the bankruptcy court determined that Pierre,
a divorced male nurse with six children, was not entitled to a dis-
charge even though he had established "serious hardship."'1 4 The
evidence showed that Pierre's financial condition would improve
shortly. 8 5 He had used the loan proceeds to attend medical school
in Santo Domingo, but the school lost its accreditation after his
first year. 8 6 Forced to return to Florida, Pierre began working for

170. 1 B.R. 722 (S.D.N.Y. Bankr. 1979).
171. Id. at 723.
172. Id.
173. Id.
174. Id.
175. Id. at 724.
176. See In re Pierre, 12 B.R. 693, 695 (S.D. Fla. Bankr. 1981); In re Rossotto, 10

B.R. 378, 379-80 (W.D.N.Y. Bankr. 1981); In re Hemmen, 7 BR. 63, 67 (N.D. Ala.
Bankr. 1980).

177. 10 B.R. 378 (W.D.N.Y. Bankr. 1981).
178. Id. at 379.
179. Id.
180. Id.
181. Id.
182. Id. at 379-80.
183. 12 B.R. 693 (S.D. Fla. Bankr. 1981).
184. Id. at 694.
185. Id.
186. Id.

[Vol. 15



BANKRUPTCY

the Veterans Administration.187 The evidence showed that his
financial condition would improve after he took the Florida nursing
test and some of his children reached the age of majority.188

Similarly, the court in In re Hemmen 189 found that a promising
future was determinative in a case involving an unemployed
debtor who had recently been divorced.190 After the divorce, Hem-
men, the debtor, was left with forty dollars in his checking account
and over $13,000 in debts, $4,039 of which was for a student loan.191

He had never received his degree, and although he had searched
diligently for jobs he remained unemployed. 192 Although the court
found undue hardship, it refused to discharge the loan and merely
deferred repayment, citing Hemmen's circumstances as a "tempo-
rary lack of income.' 193 Although Hemmen's prospects might not
have appeared promising, the court stated, "Employment is always
possible."1

94

The Good Faith Test

Courts have shown a willingness to look at a debtor's efforts to
obtain employment,195 to minimize expenses, 196 and to maximize
resources 197 in their evaluation of undue hardship under the good
faith test. Items such as the receipt of welfare or other community
benefits are also considered in this category. 98

Noting the conscientious effort by the debtor to improve him-
self and find a better job, the court in In re Clay ' 99 looked at sev-
eral relevant factors to determine good faith.200 Clay was a water
meter reader in Fort Dodge, Iowa, earning $572 per month.20 1 He
lived with his parents and supported both of them. 20 2 After paying

187. Id.
188. Id. at 694-95.
189. 7 B.R. 63 (N.D. Ala. Bankr. 1980).
190. Id. at 66.
191. Id.
192. Id.
193. Id. at 67. Cf. In re James, 4 B.R. 115, 119 (W.D. Pa. Bankr. 1980) (spouse

may be forced to contribute to loan, if station in life so dictates).
194. In re Hernmen, 7 B.R. at 65.
195. In re Conard, 6 B.R. 151, 152-53 (W.D. Ky. Bankr. 1980).
196. In re Perkins, 11 B.R. 160, 161 (D. Vt. Bankr. 1980).
197. In re Clay, 12 B.R. 251, 254 (N.D. Ia. Bankr. 1981).
198. In re Wegfehrt, 10 B.R. 826, 830-31 (N.D. Ohio Bankr. 1981) (debtor was em-

ployed as a licensed practical nurse and even though she would have been eligible
for welfare aid she did not seek any, thus attempting to refrain from being a burden
on society; she also had made attempt to repay the loan).

199. In re Clay, 12 B.R. 251 (N.D. Ia. Bankr. 1981).
200. Id. at 254-55.
201. Id. at 254.
202. Id.
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his monthly bills he was left with "a mere $144 from which he pays
his other expenses. '20 3 The court found that (1) the debtor had
little hope of advancement in the future, (2) the debtor had ap-
plied for new jobs and was enrolled in the CETA program, (3) his
parents (who were living with him) depended upon him for their
livelihood, and (4) his education did not help him establish a pro-
fession. The court concluded that Clay had made a "good faith"
effort, and discharged his loan.2 °4

In addition to the factors cited in Clay, the courts deem impor-
tant any-effort which a debtor may have made to contact the lender
and work out a repayment plan.20 5 Such evidence of good faith, no
matter how minimal the amount agreed upon, will seldom go
unheeded.

20 6

However, it is quite evident that obesity will not be considered
a factor. In In re Conard,20 7 the debtor had attended five different
colleges on the G.I. Bill of Rights.20 8 When this ",wellspring of ben-
efits" dried up, Conard obtained three government loans, finally
ending up with a bachelor's degree in education.20 9 He lived at
home with his seventy-five year old mother, had no dependents,
and worked as a part-time teacher.2 10 Conard had a weight prob-
lem which he said "turns off a lot of people," and to which he at-
tributed his inability to get a better job.211 Far from being
sympathetic, the court observed that "corpulence is a condition
which may swiftly diminish with continued impecuniosity," and
refused to grant the discharge. 21 2

The courts are hesitant to grant a discharge for self-imposed
hardship,2 13 and constantly emphasize that good faith entails pru-
dent exercise of financial resources. The debtor must exercise
prudence in lifestyle and purchases if he or she is to be granted
relief under the undue hardship exception.214 Any hardship in-
curred must be beyond the ordinary difficulties encountered when

203. Id.
204. Id. at 254-55.
205. In re Rice, 13 B.R. 614, 615 (D.S.D. Bankr. 1981); In re Archie, 7 B.R. 715, 717

(E.D. Va. Bankr. 1980).
206. See id.
207. 6 B.R. 151 (W.D. Ky. Bankr. 1980).
208. Id. at 152.
209. Id.
210. Id. at 152-53.
211. Id. at 152.
212. Id. at 153.
213. In re Perkins, 11 B.R. 160, 161 (D. Vt. Bankr. 1981) (debtor purchased a new

Pinto station wagon).
214. In re Archie, 7 B.R. 715, 718-19 (E.D. Va. Bankr. 1980); In re Price, 1 B.R. 768,

769 (D. Hawaii Bankr. 1980).
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first embarking on a career,215 not just the result of throwing "cau-
tion to the wind. '216

The Policy Test

Generally, in deciding issues of policy, the judge must ask two
questions: (1) Was the bankruptcy petition filed primarily to dis-
charge a student loan? and (2) Was there any benefit derived from
the education? Congress suggested that an eighty percent stan-
dard be used in answering the first questioln. If student loan debts
are less that eighty percent of the total debt, the bankruptcy is
probably not an abuse.217 However, there is little proof that the
courts have followed this objective guideline. Indeed, indications
are that the courts have actually set a much more subjective guide-
line and look to the actual intent of the debtor.218 Such an exami-
nation would include all of the factors in the mechanical and good
faith tests previously discussed.

The importance of the second question, whether the education
is of benefit to the individual, varies greatly among the courts. 219 In
In re Bell,220 the debtor had permanent employment in the field of
his endeavor and his skills and training were in demand.221 After a
brief look at the debtor's expenses, the court indicated that a tight
budget shortly after getting out of school was a "common, rather
than undue hardship. '222

In contrast, in In re Clay, the debtor was granted a discharge
partially because he had acquired no "marketable skills" while in
college.223 The debtor had "clearly... received little benefit from
his education"; the court thus placed some of the blame on the
school administration. 224

More indicative of this tendency to require the school to share

215. See In re Bell, 5 B.R. 461, 463 (N.D. Ga. Bankr. 1980).
216. See In re Perkins, 11 B.R. at 161.
217. H.R. REP. No. 95-595, 95 Cong., 2d Sess. 133 (1977), reprinted in 1978 U.S.

CODE CONG. & AD NE:ws 5787, 6094, provides: "If under 80% of the debtor's debts
were educational debts, then it is likely that the debtor has encountered financial
difficulty after school, and that the bankruptcy is a result of a true need for bank-
ruptcy relief rather than an abuse of the bankruptcy system." Id.

218. See In re Perkins, 11 B.R. at 160-61.
219. Compare In re Fonzo, 1 B.R. 722, 724 (S.D.N.Y. Bankr. 1979) (accounting

courses failed to improve the debtor's position, so discharge allowed) with In re
Rice, 13 B.R. 614, 617 (D.S.D. Bankr. 1981) (debtor's choice to go to college and to
quit was voluntary, so he should be held liable for expenses).

220. 5 B.R. 461 (N.D. Ga. Bankr. 1980).
221. Id. at 463.
222. Id.
223. In re Clay, 12 B.R. at 255.
224. Id.
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some of the responsibility can be seen in In re Littell.2 25 In Littell,
both debtors, husband and wife, had majored in education and
English with goals of becoming teachers. 226 After diligent efforts,
neither was able to find full-time jobs in education. 227 At the time
of the filing, the husband was working as a gas station attendant
and the wife did some substitute teaching and worked part-time in
a grocery store.228 The court found that the Littell's loans were
partially dischargeable and admonished the school for pressuring
students into applying for loans to take courses which could be of
no benefit to them in the future.22 9

CONCLUSION

The persons most affected by the discharge in bankruptcy of
student loans are the future students-those for whom loans may
not be available.230 This possibility of loss of funds for future gen-
erations has caused one author to propose the complete abolition
of the undue hardship exception to discharge. 23 1

However, a more realistic solution would be to have the judici-
ary impose the narrow construction on the undue hardship excep-
tion which was intended by Congress. 232 By strictly construing the
discharge provisions for student loans, the courts can prevent the
illegitimate discharge of student loans, and at the same time guar-
antee the fresh start to debtors that was intended by Congress. If

225. 6 B.R. 85 (D. Or. Bankr. 1980).
226. Id. at 86.
227. Id. at 86-87.
228. Id. at 87.
229. The court held:

If a college were to lose many of its students attending by benefit of student
loans, this would be a serious loss to the college as it would represent a
substantial diminution of income without a corresponding diminution of
expenses. There is thus great pressure and temptation on the part of col-
lege authorities to encourage students to apply for loans and grant them
when in effect it is not a sound economic thing to do. This should be a
substantial factor in determining whether a student loan should be dis-
chargeable. Was the student inveigled into obtaining the loan and taking
particular courses in college when the college authorities should have
known that upon graduation from college the student had little chance of
obtaining employment in that field? In many cases after the loan first be-
came due the college has made little or no effort to collect even though
several years may have elapsed. It must be assumed that the college felt
the student did not have adequate means of repayment to make collection
efforts worthwhile.

Id. at 88.
230. In re Rice, 13 B.R. at 67 ("Repayment of student loans replenishes South

Dakota's revolving fund for this purpose and, in effect, allows students to have the
same opportunity for financial aid as these debtors").

231. Kosel, supra note 143, at 484.
232. In re Naramora, 3 B.R. 709, 715 (N.D.N.Y. 1980).
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courts examine the totality of circumstances in each case and care-
fully scrutinize all such facts under the mechanical, good faith, and
policy tests, bankruptcy discharge should pose no threat to the
country's student loan programs.

William L. McCabe-'82


