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I. INTRODUCTION

The Bankruptcy Reform Act of 19941 did not address an issue of
vital importance in Chapter 12 and Chapter 13 cases - the so-called
"direct payment" plan. In a direct payment plan, the debtor proposes
to make payment to one or more creditors directly, rather than to the
Chapter 12 or 13 trustee for disbursement to creditors. At the heart of
the controversy is the impact of direct payment plans on the system of
standing trustees, a system funded by a percentage of the payments
made by Chapter 12 and 13 debtors. A majority of the courts of ap-
peals have held that direct payment plans are permissible and that
the standing Chapter 12 or 13 trustee is not permitted to impose a
percentage fee on payments directly disbursed to a creditor by the
debtor. The United States Court of Appeals for the Eighth Circuit, in
a troublesome decision that this author believes has been misinter-
preted, is among these courts. However, decisions in several circuits
are to the contrary and require the debtor to make all payments to the
trustee.

This Article describes and analyzes the spectrum of case law on
the issue of direct payment plans and the impact of these decisions on
trustee compensation. This Article then assesses the placement of the
Eighth Circuit's decision in Wagner v. Armstrong2 by some at an ex-
treme locus on the case law spectrum. This Article next argues that
Wagner has been erroneously construed to mean that the debtor has
an absolute right to make direct payment of impaired claims. A more
accurate interpretation of this admittedly murky and procedurally
quirky decision, however, grants the bankruptcy court considerable
discretion and control over the debtor's ability to pay creditors directly
and thus places it at a more central position on the case law contin-
uum. The Article further argues that the bankruptcy court and the
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as amended in scattered sections of 11 U.S.C., 18 U.S.C., and 24 U.S.C. (1994)).

2. 36 F.3d 723 (8th Cir. 1994).
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Eighth Circuit addressed several of the trustee's legal arguments
which should have been made at an earlier stage of the case, and, as a
result, the bankruptcy court and Eighth Circuit undermined the final-
ity of plan confirmation orders.

II. CHAPTER 12 AND 13 STANDING TRUSTEE
COMPENSATION

The United States Trustee System, originally established in 1978
as a pilot program in only a few districts, was permanently adopted in
19863 in all but a few judicial districts.4 The system was created to
lodge administrative responsibility for bankruptcy trustees outside
the hands of the judiciary.5 The U.S. Trustee System is a division of
the Department of Justice and is comprised of three organizational
units: 1) the Executive Office for United States Trustees; 2) regional
offices; and 3) field offices. 6 The Executive Office is responsible for set-
ting policy, overseeing the substantive operations of the system, and
handling administrative functions. "The [twenty-one] regional offices
are each headed by a U.S. trustee appointed by the Attorney General
for a five-year term."7 The U.S. trustees and the ninety-three assis-
tant U.S. trustees who direct the operations of the field offices perform
a broad array of duties in each geographic region for which they are
responsible.8 The U.S. trustee monitors and comments on applica-
tions for professional compensation and reimbursement in bankruptcy
cases and, where appropriate, files objections to these applications. 9

The U.S. trustee monitors and comments on Chapter 11 plans and dis-
closure statements10 and appoints and monitors Chapter 11 creditors'
committees.11 The U.S. trustee establishes the panel of private trust-
ees who serve in all Chapter 7 cases. 12 From this panel, the U.S.
trustee appoints the interim Chapter 7 trustee who serves unless a

3. Bankruptcy Judges, United States Trustees, and Family Farmer Bankruptcy
Act of 1986, Pub. L. No. 99-554, 100 Stat. 3088 (codified as amended at 28 U.S.C.
§§ 581-589a (1988)).

4. 28 U.S.C. § 581 (1988). In Alabama and North Carolina, bankruptcy adminis-
trators are used rather than U.S. Trustees. MICHAEL HERBERT, UNDERSTANDING BANK-
RJ PTcY § 4.03 at 57 (1995).

5. H.R. Rep. No. 178, 99th Cong., 2nd Sess. 1, 18-22 (1986), reprinted in 1986
U.S.C.C.A.N. 5227, 5229-34.

6. Marcia B. Pine & David R. Weinstein, The NAPA Report - The Push for Priva-
tization of the U.S. Trustee Program, 14 AM. BANxR. INST. J. 12 (1995).

7. Id. A U.S. Trustee may be removed by the Attorney General. 28 U.S.C.
§ 581(A)-(B) (1988).

8. Pine, 14 AM. BANKR. INST. J. at 12.
9. 28 U.S.C. § 586(a)(3)(A) (1988).

10. Id. § 586(a)(3)(B).
11. Id. § 586(a)(3)(E); 11 U.S.C. § 1102(a)(1) (1994).
12. 28 U.S.C. § 586(a)(1) (1988).
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trustee is elected by creditors. 13 If the case load in a particular region
so warrants, the U.S. trustee for that region, subject to the approval of
the Attorney General, may appoint and supervise a "standing" Chap-
ter 12 or 13 trustee. 14 This standing trustee more closely oversees all
Chapter 12 or Chapter 13 cases in the standing trustee's district. 15

Chapter 12 and 13 standing trustees are fiduciaries as well as in-
dependent contractors responsible for staffing their own offices. In ad-
dition, their employees are not considered federal employees.
Standing trustees must follow standards of conduct and guidelines
promulgated by the Executive Office of the U.S. Trustee. 16

Chapter 12 and 13 trustees perform multiple duties critical to the
administration of Chapter 12 and 13 cases. The standing trustees su-
pervise the debtor; 17 are heard on questions of property valuation,
plan confirmation, and plan modification;' 8 and ensure that the debtor
begins making timely payments under the plan.19

Chapter 12 and 13 trustees perform many other important duties
in connection with Chapter 12 and 13 cases.20 Of central importance
to this Article is the role of Chapter 12 and 13 trustees in disbursing
the payments called for by the plan. The Bankruptcy Code ("Code")
directs the Chapter 12 and 13 trustees to make payments to creditors
under the plan "[eixcept as otherwise provided in the plan or in the
order confirming the plan .... ',21 The Code provides that Chapter 12
and 13 plans must "provide for the submission of all or such portion of
future earnings or other future income of the debtor to the supervision
and control of the trustee as is necessary for the execution of the
plan."22 The Code further specifies the order in which the Chapter 12

13. 11 U.S.C. §§ 701(a)(1)-(b), 702 (1994).
14. 28 U.S.C. § 586(b) (1988).
15. 11 U.S.C. §§ 1202, 1302 (1994).
16. Henry E. Hildebrand III, Proposed Standards of Conduct for Chapter 13 Trust-

ees, 14 AmER. BAmNx. INST. J. 16 (1995).
17. 11 U.S.C. §§ 1202(b)(1), 1302(b)(1) (1994).
18. Id. §§ 1202(b)(3)(A-D), 1302(b)(2)(A-C).
19. Id. §§ 1202(b)(4), 1302(b)(5). Thirty days after the plan is filed, the debtor is to

begin payments. Id. § 1326(a)(1).
20. 11 U.S.C. §§ 1202(b)(1), 1302(b)(1) (1994). Chapter 13 trustees must investi-

gate the financial affairs of the debtor. Id. § 704(4). If the debtor is engaged in busi-
ness, the trustees must also perform financial investigatory and reporting functions
identical to those of a Chapter 11 trustee. Id. §§ 1302(c), 1106(a)(3)-(a)(4). In addition,
the Chapter 13 trustee is directed to advise, other than on legal questions, and assist
the debtor in performance under the plan. Chapter 12 trustees, unlike Chapter 13
trustees, face the possibility that the debtor-in-possession may be removed from posses-
sion. Id. § 1204. In such cases, the Chapter 12 trustees are required to perform other
significant duties, including the operation of the debtor's farm. Id. §§ 1202(a)(5), 1203.

21. 11 U.S.C. §§ 1226(c), 1326(c) (1994).
22. Id. §§ 1222(a)(1), 1322(a)(1) (1994).
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and 13 payments are to be disbursed: "Before or at the time of each
payment to creditors under the plan, there shall be paid - ..."

(1) any unpaid claim of the kind specified in section 507(a)(1)
of this title [administrative expense claims]; and

(2) if a standing trustee ... is serving in the case, the per-
centage fee fixed for such standing trustee .... -23

Section 586(e) of title 2824 governs compensation of standing
Chapter 12 and 13 trustees. The trustee's compensation and other ex-
penses are paid by debtors and are collected as a percentage of the
amounts paid in Chapter 12 and 13 plans.25 The amounts levied on
plan payments are applied in three ways. First, they are used to pay
the trustee's personal compensation. Second, these fees pay the sala-
ries of the trustee's staff and other overhead expenses of the trustee's
office. Third, a portion of the fee goes to the "United States Trustee
System Fund," the fund that pays for the U.S. trustee system.26

The Attorney General, after consultation with the U.S. Trustee,
sets a percentage fee to be charged by Chapter 12 and 13 standing
trustees.27 In Chapter 12 cases, the percentage fee may not exceed
ten percent of the first $450,000 in aggregate "payments made under
the plan" plus three percent of payments "made under the plan" after
the "aggregate amount of payments made under the plan exceeds
$450,000."28 In Chapter 13 cases, the percentage fee may not exceed
ten percent.29 The Chapter 12 and 13 trustees "shall collect such per-
centage fee from all payments received [by the trustee] under plans in

23. Id. §§ 1226(b), 1326(b) (1994). Section 1326(b)(2) refers to 28 U.S.C. § 586(b)
and (e) which now govern the standing trustee's appointment and the fixing of standing
trustee percentage fees in both Chapter 12 and 13 cases. See 11 U.S.C. § 586(b), (e)
(1994). However, 11 U.S.C. § 1226(b)(2) still refers to the appointment of Chapter 12
standing trustees and the fixing of percentage fees for Chapter 12 standing trustees
under 11 U.S.C. § 1202(c) and (d). 11 U.S.C. § 1226(b)(2) (1994). These sections were
gradually repealed, along with their companion sections, §§ 1302(d) and (e), as the U.S.
Trustee System was phased in, U.S. Trustees were appointed, and standing trustees
appointed in turn, by the newly appointed U.S. Trustees. Bankruptcy Judges, United
States Trustees and Family Farmer Bankruptcy Act of 1986, Pub. L. No. 99-554, §§ 224,
228, 302(c)(2)(d), 100 Stat. 3088, 3119 (1986).

24. 28 U.S.C. § 586(e) (1988).
25. Id. § 586(3)(1)(A). The trustee's salary is set by the Attorney General. Id. The

trustee's salary may not exceed the highest annual rate of basic pay in effect for level V
of the Executive Schedule and the cash value of employment benefits to individuals
employed by the United States at the same rate of basic pay for similar services during
the same time period. Id.

26. 28 U.S.C. § 586(e)(2) (1988).
27. Id. § 586(e)(2).
28. Id. § 586(e)(1)(B)(ii).
29. Id. § 586(e)(1)(B)(i). The statute fixes the total maximum a trustee can be paid.

Id. § 586(e)(1)(A). Where the case load is small, the statute provides how much the
trustee may retain. Id. The statute requires the standing trustee to turn over to the
U.S. Trustee System Fund any amount by which the actual compensation of the trustee
exceeds five percent of all payments received under plans. Id. § 586(e)(2)(A).
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the cases ... for which such individual serves as standing trustee."30

The italicized language of these statutes has been the focus of many
disputes regarding standing trustee compensation.

The illustrations that follow set forth the possible interpretations
of the statutes governing trustee compensation. More importantly,
these illustrations demonstrate in dollar terms what is at stake for
standing trustees, debtors, and the Chapter 12 and 13 systems as a
whole.31 In each illustration, assume that the percentage fee set by
the Attorney General is ten percent.

ILLUSTRATION 1

The debtor proposes to pay an impaired secured creditor
$30,000 and unsecured creditors $15,000 under the terms of a
three-year plan. The debtor proposes (or is required by the
court) to make all payments to the standing trustee who will
disburse these payments to creditors. The total payments
made to creditors under the plan and the total payments to
creditors received by the trustee are $45,000.

The trustee's ten percent fee is applied to $45,000, resulting in a
trustee fee of $4,500. The debtor's plan actually requires total pay-
ments of $49,500 with $45,000 of that amount paid to creditors by the
trustee and $4,500 paid to the standing trustee.32

30. Id. § 586(e)(2).
31. Obviously, the number of Chapter 12 and 13 cases filed can adversely affect the

trustee's fees. Chapter 12 filings for the twelve month period ending December 31,
1994, decreased by 28% from the same period in 1993. Administrative Office of the U.S.
Courts, Press Release (March 22, 1995); New Eligibility Rules Spur More Chapter 13s;
Lawyers Divided on Merit, Commercial Law Bulletin, July/August 1995 at 8. There
were 900 Chapter 12 cases filed in 1994 as compared to 1,243 in 1993. Id. Chapter 12
filings have decreased by 33% from 1990 to 1994. Id. In stark contrast to Chapter 12
filings, Chapter 13 filings, as a percentage of all bankruptcy filings, actually increased
by 3% from the period between December 31, 1993, and December 31, 1994. In 1993,
there were 251,773 Chapter 13 filings which accounted for 27% of the total number of
bankruptcy cases (875,202) that year. Id. In 1994, there were 249,877 Chapter 13 fil-
ings which accounted for 30% of the 832,829 bankruptcy filings that year. Id. Chapter
13 filings have increased 15% from 1990 to 1994 and are likely to continue to increase as
a percentage of all bankruptcy cases, because Congress significantly raised the Chapter
13 debt ceiling criteria in 11 U.S.C. § 109(e) (1994). Id.

32. The Attorney General, through the Executive Office for United States Trustees,
has established a different method for calculating the percentage fee. HANDBOOK FOR
CHAPTER 12 TRUSTEES 28-30 (1992); HANDBOOK FOR CHAPTER 13 STANDING TRUSTEES 21-
23 (1990). This method can be illustrated by assuming the same facts as in Illustration
1. Here, however, the trustee's fee is calculated as a percentage of all monies received
by the trustee. Thus the sum to which the percentage fee applies is not limited to pay-
ments received by the trustee for disbursement to creditors but also includes the trustee
fee. In essence, the trustee collects a fee on a fee. The trustee fee is calculated as fol-
lows - the total amount to be paid to creditors under the plan is $45,000. Because the
percentage fee is 10%, $45,000 represents only 90% of monies to be paid under the plan

1996]
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ILLUSTRATION 2

Assume the same facts as in Illustration 1, except assume
that the debtor proposes to make payments totaling $30,000 di-
rectly to the impaired secured creditor and to pay only $15,000
to the trustee for disbursement to unsecured creditors.

Assuming the court permits the debtor to act as his or her dis-
bursing agent, there are several possible outcomes with respect to the
trustee's fee:

a) The trustee's percentage fee is based only on payments
to creditors under the plan actually received by the trustee.

Thus, direct payments to creditors by the debtor, as well as the fee
payable to the trustee, are excluded in calculating the trustee's fee.
The total payments to creditors received by the trustee are $15,000.
The trustee is entitled to ten percent of this amount, or $1,500. 33

b) The trustee's percentage fee is based on all payments to
creditors under the plan, whether disbursed by the trustee or
the debtor.

because it does not include the trustee fee. Therefore, $45,000 is divided by 90% to
calculate the total sum (payments to creditors plus the trustee's fee) the debtor must
remit to the trustee. The total amount to be paid to the trustee is $50,000 ($45,000/.90).
The difference between $50,000 and $45,000 is $5,000 and represents the trustee fee
(10% of $50,000). In this illustration, the trustee's fee is slightly in excess of 11% of
$45,000, the amount disbursed to creditors by the trustee. For a thorough discussion of
this method of calculating the trustee's fee, see Kathleen A. Laughlin, The Standing
Chapter 13 Trustee's Percentage Fee: Solving an Algebraic Equation, 24 CREiGHTON L.
REv. 823 (1991).

This Article does not address the question whether the standing trustee is entitled
to a "fee on a fee," other than observing that the cases on this question are divided.
Compare Foulston v. BDT Farms, Inc. (In re BDT Farms, Inc.), 21 F.3d 1019 (10th Cir.
1994) (stating that the Chapter 12 trustee is entitled to collect a percentage fee from all
monies that the trustee receives from the debtor, including trustee's fee); with Edge v.
Maikoff(In re Edge), 122 B.R. 219 (D. Vt. 1990) (stating that the statutes do not author-
ize the trustee to collect a fee on a trustee's fee); Westpfahl v. Clark (In re Westpfahl),
168 B.R. 337 (Bankr. C.D. Ill. 1994) (stating that the statutes do not authorize the
trustee to collect a fee on a trustee's fee); In re Wallace, 167 B.R. 531 (Bankr. E.D. Mo.
1994) (stating that the statutes do not authorize the trustee to collect a fee on a trustee's
fee).

33. Another variation of Illustration 2 a) is calculating the trustee's percentage fee
based on payments under the plan actually received by the trustee. Thus, direct pay-
ments to creditors are excluded but the fee payable to the trustee is included in calculat-
ing the trustee's fee. Therefore, $15,000 represents only 90% of the payments to be
received by the trustee. The total of payments to be received by the trustee is $16,666.
The difference between $16,666 and $15,000 represents the trustee's fee of $1,666 (10%
of $16,666). In this variation of Illustration 2 a), the trustee's fee is slightly in excess of
11% of $15,000, the total amount received and disbursed to creditors by the trustee
under the plan.
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Thus, the fee payable to the trustee by the debtor is excluded in
calculating the trustee's fee. The total of payments to creditors under
the plan is $45,000. Therefore, the trustee is entitled to ten percent of
this amount, or $4,500.34

The case law on the permissibility of direct payment plans can be
envisioned as falling upon three loci along a spectrum. 35 At one end,
several cases hold that the debtor is prohibited from making payments
directly to creditors. Under the authority of these cases, all payments
must be made through the trustee and are subject to the trustee's fee.
A second view is that the debtor may, under certain circumstances,
make direct payments to creditors on impaired claims and that, when
direct payments are permitted, the debtor avoids the trustee's fee. Fi-
nally, at the opposite end of the spectrum is the position that, absent
an exercise of the court's equitable powers under section 105(a)3 6 of

the Code, the debtor has unbridled authority to make direct pay-
ments. Sections IV through VI of this Article discuss the case law
aligned with each position and the various arguments supporting each
view. First, however, this Article will review the facts and holding of
the United States Court of Appeals for the Eighth Circuit's recent de-
cision in Wagner v. Armstrong3 7 to better facilitate an understanding
of the location of this case on the decisional continuum.

34. A variation of Illustration 2 b) would calculate the trustee's percentage fee
based on all payments under the plan. Thus, all payments to creditors under the plan,
whether disbursed by the trustee or the debtor, as well as the fee payable to the trustee
are included in calculating the trustee's fee. Therefore, $45,000 represents only 90% of
all payments under the plan. The total of payments under the plan is $50,000. The
difference between $50,000 and $45,000 represents the trustee's fee of $5,000 (10% of
$50,000). In Illustration 2 b), the trustee's fee is slightly in excess of 11% of $45,000, the
total amount paid to creditors under the plan.

35. "Direct payment plan," as the term is used here, does not include a surrender
or turnover of collateral, including cash collateral, by the debtor directly to the impaired
secured creditor pursuant to 11 U.S.C. §§ 1225(a)(5)(C), 1325(a)(5)(C) (1994). Trustees
have been unsuccessful in forcing the debtor to turn over or surrender collateral to them
for return to the secured. creditor in order to exact a percentage fee. See, e.g., In re
Schneekloth, 186 B.R. 713 (Bankr. D. Mont. 1995) (holding that the proceeds from pre-
petition foreclosure sale of collateral could be paid directly by Chapter 12 debtors to
impaired secured creditor); In re Wells, 1994 WL 822534 (Bankr. D. Neb. 1994) (noting
that insurance proceeds arising from pre-petition casualty loss of collateral could be
paid directly to the secured creditor by Chapter 12 debtors); In re Grear, 163 B.R. 524
(Bankr. S.D. Ill. 1994) (stating that the Chapter 13 debtor could directly turn over cash
collateral in the form of bank accounts and life insurance policy proceeds to secured
creditor). In Grear, the court stated that cash collateral in the form of bank accounts
and life insurance policy proceeds are not derived from the debtor's future earnings and,
in these situations, can be traced to an identifiable res that acts as collateral for a claim.
Id. at 527. As such, these kinds of plan provisions pose distinct analytical questions.
Id.

36. 11 U.S.C. § 105(a) (1994).

37. 36 F.3d 723 (8th Cir. 1994).
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III. WAGNER V. ARMSTRONG:38 FACTS AND HOLDING

In Wagner, the standing Chapter 12 trustee, Phillip D. Arm-
strong, moved to dismiss four separate Chapter 12 cases. 39 The
trustee argued that dismissal of the cases was warranted due to the
debtors' nonpayment of his fees. 40 In each of the four Chapter 12
cases consolidated by the bankruptcy court41 and later by the district
court for purposes of appeal,42 the debtors had not only previously ob-
tained confirmation of their respective plans, apparently without ob-
jection by the trustee, but had also commenced or completed all
payments under their plans by the time the trustee filed the motions
to dismiss their cases. 43 All four confirmed plans contained the follow-
ing language:

1. Debtors hereby submit all present and future earnings (for
the three years of this plan) to the supervision and control of
the trustee and agree to pay the trustee the fee owing under a
formula of the weighted average fee attributable to the extent
payments exceed $450,000 at 3% and payments under
$450,000 at 9% of all secured payments to creditors... at the
same time the payments are made to the secured creditor. To
the extent the trustee is not involved and a direct payment is
made, no fee will be paid.
2. The debtors shall make disbursements in accordance with
the terms of the plan, except for those required to be made by
the trustee.44

Despite the trustee's admonitions to the respective debtors early
on in the administration of each plan that the trustee was to act as
disbursing agent, the debtors made direct payments to their impaired
secured creditors.45 The debtors neither calculated nor paid a fee to
the trustee on any of these direct payments. 46

The debtors argued that the language of their confirmed plans au-
thorized them to make disbursements under the plan and that the
Bankruptcy Code permits direct payment of impaired and unimpaired
claims.4 7 The debtors contended that section 1225(a)(5)(B)(ii)4 8 and

38. 36 F.3d 723 (8th Cir. 1994).
39. Wagner v. Armstrong (In re Wagner), 36 F.3d 723, 725 (8th Cir. 1994).
40. Wagner, 36 F.3d at 725.
41. Id.; see Wagner v. Armstrong, 150 B.R. 753 (Bankr. D. N.D. 1993) (holding that

the debtor may not avoid paying trustee's fees by making direct payments to the
creditors).

42. Wagner v. Armstrong, 159 B.R. 268, 270 (D. N.D. 1993).
43. Wagner, 36 F.3d at 725-26.
44. Wagner, 150 B.R. at 754 (emphasis added).
45. Id.
46. Wagner, 36 F.3d at 725.
47. Wagner, 150 B.R. at 754-55.
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section 1226(c) 49 explicitly authorize direct payments to both impaired
and unimpaired creditors. 50 Further, the debtors argued that a
trustee fee may not be levied on direct payments because section
586(e)(2) 51 requires trustee fees to be paid only on plan payments re-
ceived by the trustee.52

The trustee argued that the language of the confirmed plans al-
lowed for direct payment only of unimpaired claims and that, regard-
less of the plans' provisions, "he [was] entitled to a fee on all
distributions to impaired claimants irrespective of whether the pay-
ments [were] made by the [diebtors themselves."5 3

The bankruptcy court conditionally granted the trustee's motions
to dismiss. The court stated that, unless the debtors paid the fees
within fifteen days of the bankruptcy court's order, their cases would
be dismissed.5 4 The bankruptcy court held that the debtors' argument
was "contrary to [clongressional intent and [would] emasculate the
trustee system."5 5 The court reasoned that trustee fees are payable on
all payments "under the plan" and that payments on impaired claims
are payments "under the plan" regardless of whether the trustee or

48. 11 U.S.C. § 1225(a)(5)(BXii) (1994). Section 1225(a)(5)(B)(ii) provides in perti-
nent part:

Except as provided in subsection (b) the court shall confirm the plan if -

(5) with respect to each allowed secued' claim provided for by the plan -

(B)(ii) the value, as of the effective date of the plan, of property to be distributed
by the trustee or the debtor under the plan on account of such claim is not less
than the allowed amount of such claim.

Id.
49. 11 U.S.C. § 1226(c) (1994). Section 1226(c) provides in pertinent part that

"[e]xcept as otherwise provided in the plan or in the order confirming the plan, the
trustee shall make payments to creditors under the plan." Id.

50. Wagner, 150 B.R. at 754-55.
51. 28 U.S.C. § 586(e)(2) (1988).
52. Wagner, 150 B.R. at 754-55.
53. Wagner, 150 B.R. at 754.
54. Id. at 756.
55. Id.
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the debtor disburses the payments. 56 Consequently, the debtors were
required to pay the trustee fees. 57

In the bankruptcy court's view, section 1225(a)(5)(B)(ii) and sec-
tion 1226(c) merely authorize the debtor to act as a disbursing agent
in routine ongoing business. 58 The bankruptcy court agreed with the
reasoning of the United States Court of Appeals for the Ninth Circuit
in In re Fulkrod5 9 that, given the central role of the standing trustee
in the administration of Chapter 12 cases and the self-funding status
of the standing trustee system, Congress could not have intended to
authorize debtors to make direct payments on impaired claims and
thereby avoid paying the trustee's fee.60

The debtors in Wagner appealed the bankruptcy court's decision
to the district court.6 1 The district court clearly framed the issue
before it as "whether a family farmer/debtor may make direct pay-
ments to 'impaired' secured creditors and thereby avoid payment of
fees to the Chapter 12 Trustee in . . .confirmed Chapter 12 bank-
ruptcy reorganization plans."62 In the district court's view, the Bank-
ruptcy Code neither expressly permitted nor prohibited direct
payments.6 3 The court observed that, while there were cases support-
ing both the debtors' and the trustee's positions, none of the cases
cited to the court involved plans that had already been confirmed by
the bankruptcy court and direct payments actually made.64 Rather,
these cases "involve[d] the question of whether a proposed plan should

56. Id. at 755, 756. The bankruptcy court was apparently quoting in part the lan-
guage of 28 U.S.C. § 586(e)(1)(B) which provides:

(e) (1) The Attorney General, after consultation with a United States trustee
that has appointed an individual under subsection (b) of this section to serve as
standing trustee in cases under [C]hapter 12 or 13 of title 11, shall fix -

(B) a percentage fee not to exceed -
(i) in the case of a debtor who is not a family farmer, ten percent; or
(ii) in the case of a debtor who is a family farmer, the sum of -

(I) not to exceed ten percent of the payments made under the plan
of such debtor, with respect to payments in an aggregate amount not
to exceed $450,000; and

(II) three percent of payments made under the plan of such
debtor, with respect to payments made after the aggregate amount of
payments made under the plan exceeds $450,000; based on such maxi-
mum annual compensation and the actual, necessary expenses in-
curred by such individual as standing trustee. (Emphasis added.)

Id.
57. Wagner, 150 B.R. at 755-56.
58. Id. at 755.
59. 973 F.2d 801 (9th Cir. 1992) (holding that a Chapter 12 debtor is not author-

ized to make direct payments to creditors in order to avoid paying the trustee's fee).
60. Wagner, 150 B.R. at 755.
61. Wagner v. Armstrong (In re Wagner), 159 B.R. 268, 269-70 (D. N.D. 1993).
62. Wagner, 159 B.R. at 269.
63. Id. at 271.
64. Id. at 271-72.
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be confirmed."65 By making this distinction, the district court effec-
tively distinguished other cases on the direct payment question.
Characterizing the language of the debtors' plans as "convoluted,
mixed and unclear,"66 the district court nevertheless concluded that "a
bankrupt farmer seeking economic survival would read this to mean
he or she could continue to make direct payments to ... creditors and
avoid paying large sums of money to the trustee."6 7 After specifically
noting that the trustee and secured creditors had agreed to the lan-
guage of the plans stating that no trustee fees would be paid on direct
payments, the district court then said:

If these were appeals of a bankruptcy court refusal to
confirm a [C]hapter 12 plan because it called for direct pay-
ments to be made by debtors to impaired secured creditors,
the court may respond differently. But here the regional
trustee office attempts to put milk back in the bottle and ret-
roactively compensate the trustee under their postage stamp
fee structure. This court is not inclined to require trustee
fees to be paid when plans with the above language are al-
ready confirmed. 68

Because the language of the plans specifically dealt with the ques-
tion whether trustee fees could be imposed on direct payments and
because the trustee neither objected to confirmation nor appealed the
orders of confirmation, the district court did not specifically address
the question of whether the trustee's fees could be imposed even
where the debtor made payments to creditors directly. 69 The district
court reversed the order of the bankruptcy court and remanded to the
bankruptcy court for action consistent with the district court's
opinion. 70

The standing trustee appealed the district court's decision to the
United States Court of Appeals for the Eighth Circuit.71 The Eighth
Circuit affirmed the district court's decision.72 On appeal, the trustee
argued that the Bankruptcy Code precludes Chapter 12 debtors from
making direct payment of impaired secured claims. 73 The Eighth Cir-
cuit rejected this argument. 74 The Eighth Circuit held that, when sec-
tion 1225(a)(5)(B)(ii) 75 and section 1226(c) of the Code 76 are read in

65. Id. at 272.
66. Id.
67. Id.
68. Id. at 269-70, 272.
69. See generally Wagner, 159 B.R. at 268.
70. Id. at 272.
71. Wagner, 36 F.3d at 725.
72. Id. at 728.
73. Id. at 726.
74. Id.
75. 11 U.S.C. § 1225(a)(5)(B)(ii) (1994).
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conjunction, it was clear that the Code does not prohibit such plan
provisions. 77 The Eighth Circuit declined to follow the Ninth Circuit's
decision to the contrary in In re Fulkrod78 on the ground that the deci-
sion was based largely on policy rather than on a close textual analy-
sis of the Code. 79 Because the plans were already confirmed and the
Code "does not prohibit plan provisions allowing direct payments by
Chapter 12 debtors to their impaired secured creditors,. . ."80 the only
remaining task was for the Eighth Circuit to determine if the "con-
firmed plan of the debtors" actually authorized direct payments.81

The Eighth Circuit agreed with the district court's determination that
the relevant sections of the debtors' plans allowed for such direct
payments.8

2

Finally, the Eighth Circuit addressed whether trustee fees must
be paid irrespective of whether the payments were made by the debt-
ors or through the trustee.83 In so doing, the Eighth Circuit analyzed
the language of section 586(e)(2) of the Bankruptcy Code.8 4 The
Eighth Circuit characterized the function of section 586(e)(1)(B)(ii) s5

as establishing only the percentage fee structure for Chapter 12
standing trustees.8 6 A different section, section 586(e)(2),8 7 directs
when those percentage fees are owing.88 Because section 586(e)(2) di-
rects the trustee to collect the percentage fee from "all payments re-
ceived by [the trustee] under plans in... cases under Chapter 12 or 13
of title 11 . .. "89 rather than from "payments under"90 Chapter 12 or
13 plans, no trustee fees may be levied on direct disbursements by the
debtor to creditors. 91 Accordingly, the Eighth Circuit affirmed the dis-
trict court's decision, holding that the debtors owed no fees to the

76. Id. § 1226(c).
77. Wagner, 36 F.3d at 726.

78. 973 F.2d 801 (9th Cir. 1992).
79. Wagner, 36 F.3d at 726.
80. Id. at 727.
81. Id.
82. Id. The Eighth Circuit stated that "we conclude that [the plan] permits the

debtors to make direct payments to their secured creditors, principally because the last
sentence of paragraph one would appear to lack meaning if not read as contemplating
such payments." Id.

83. Wagner, 36 F.3d at 727.
84. Id. at 727-28.
85. 28 U.S.C. § 586(e)(1)(B)(ii) (1988).
86. Wagner, 36 F.3d at 727.
87. 28 U.S.C. § 586(e)(2) (1988).
88. Wagner, 36 F.3d at 727.
89. 28 U.S.C. § 586(e)(2) (1988).
90. Id. § 586(e)(1)(B)(ii).
91. Wagner, 36 F.2d at 727.
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trustee for the direct payments they made to their impaired secured
creditors.

92

IV. DEBTORS ARE PROHIBITED FROM MAKING DIRECT
PAYMENT OF IMPAIRED CLAIMS

Several courts have held that all payments of impaired claims
must be disbursed by the standing trustee and cannot be paid directly
by the debtor.9 3 A claim is said to be "impaired" or "modified" if the
plan alters the legal, equitable, or contractual rights of the creditor
other than by reinstating the original maturity date of the claim by
curing the default that led to the acceleration of the claim and com-
pensating the creditor for any damages incurred in reliance on such
an acceleration clause.9 4

The United States Court of Appeals for the Eighth Circuit in Wag-
ner v. Armstrong95 leveled criticism at this line of decisions. This crit-
icism is accurate: these cases are based less on a textual analysis of
the Bankruptcy Code than on policy justifications requiring the
trustee to disburse payments to impaired creditors. These courts ac-
knowledge that, to the extent plan payments are made by debtors to
creditors, the trustee is not entitled to a percentage fee under the stat-

92. Id. at 728.
93. See In re Fulkrod, 973 F.2d 801, 803 (9th Cir. 1992); In re Ford, 179 B.R. 821,

824 (Bankr. E.D. Tex. 1995); In re Marriott, 161 B.R. 816, 821 (Bankr. S.D. Ill. 1993).
94. 11 U.S.C. § 1124 (1994). Section 1124 provides in pertinent part:

Except as provided in section 1123(a)(4) of this title, a class of claims or
interests is impaired under a plan unless, with respect to each claim or interest
of such class, the plan -

(1) leaves unaltered the legal, equitable, and contractual rights to
which such claim or interest entitles the holder of such claim or interest; or

(2) notwithstanding any contractual provision or applicable law that
entitles the holder of such claim or interest to demand or receive acceler-
ated payment of such claim or interest after the occurrence of a default -

(A) cures any such default that occurred before or after the com-
mencement of the case under this title, other than a default of a kind
specified in section 365(b)(2) of this title;

(B) reinstates the maturity of such claim or interest as such ma-
turity existed before such default;

(C) compensates the holder of such claim or interest for any dam-
ages incurred as a result of any reasonable reliance by such holder on
such contractual provision or such applicable law; and

(D) does not otherwise alter the legal, equitable, or contractual
rights to which such claim or interest entitles the holder of such claim
or interest.

Id. The Eighth Circuit in Wagner v. Armstrong (In re Wagner), 36 F.3d 723 (8th Cir.
1994), defined an impaired creditor as "one whose legal, equitable, or contractual rights
have been diluted by the bankruptcy plan." Wagner, 36 F.3d at 725 n.3. Impaired
claims are sometimes referred to as "modified" claims. Marriott, 161 B.R. at 817.
Claims that are in any way modified or impaired by a plan are said to be "provided for
by the plan" or "under the plan." Id. at 819-21.

95. 36 F.3d 723 (8th Cir. 1994).
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ute. Their principal concern arises because the Chapter 12 and 13
trustee systems are entirely funded from the percentage fee derived
from plan payments. If direct payment plans were routinely con-
firmed, it would starve the standing trustee systems.

In In re Fulkrod,96 the leading decision in this line of authority,
the Chapter 12 debtor sought to make payments directly to three im-
paired secured creditors.9 7 The bankruptcy court ordered that pay-
ments be made through the standing trustee.98 The bankruptcy
appellate panel agreed.9 9 The debtor appealed to the United States
Court of Appeals for the Ninth Circuit.10 0 On appeal, the debtor ar-
gued that section 1225(a)(5)(B)(ii) 10 1 and section 1226(c)10 2 of the
Bankruptcy Code constituted implicit congressional authorization for
debtors to make direct payments to impaired creditors.1 08 Section
1225(a)(5)(B)(ii) 1° 4 provides that the court shall confirm a plan if:

(5) With respect to each allowed secured claim provided
by the plan -

(B)

(ii) the value, as of the effective date of the plan, of prop-
erty to be distributed by the trustee or the debtor under the
plan on account of such claim is not less than the allowed
amount of such claim.10 5

Section 1226(c) provides:

Except as otherwise provided in the plan or in the order
confirming the plan, the trustee shall make payments to cred-
itors under the plan. 10 6

Addressing the permissibility of direct payment plans, the Ninth
Circuit emphasized both the standing trustee's central role in the ad-
ministration of Chapter 12 cases and the fact that the system is en-
tirely funded from the plan payments disbursed by the trustee.1 0 7

The Ninth Circuit observed that "if the debtor [was] entitled to make
direct payments to impaired creditors the trustee would receive noth-

96. 973 F.2d 801 (9th Cir. 1992).
97. In re Fulkrod, 973 F.2d 801, 802 (9th Cir. 1992).
98. Fulkrod, 973 F.2d at 802.
99. Id.

100. Id.
101. 11 U.S.C. § 1225(a)(5)(B)(ii) (1994).
102. Id. § 1226(c).
103. Fulkrod, 973 F.2d at 802-03.
104. 11 U.S.C. § 1225(a)(5)(B)(ii) (1994).
105. Id. § 1225(a)(5)(B)(ii) (emphasis added).
106. Id. § 1226(c).
107. Fulkrod, 973 F.2d at 802.
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ing."' 0 8 This, the Ninth Circuit reasoned, "was not an outcome Con-
gress could have intended."10 9 Therefore, the Ninth Circuit disagreed
with the debtor's characterization of section 1225(a)(5)(B)(ii)" and
section 1226(c)' x as explicit statutory authorization for direct pay-
ment plans. 1 2 Instead, the Ninth Circuit determined that these pro-
visions "merely recognize that the debtor may, as a disbursing agent,
sign checks and make cash payments."i 3 The Ninth Circuit stated
that these sections most certainly did not explicitly or implicitly au-
thorize the debtor to make direct payments on impaired claims to
avoid paying the trustee a fee to administer an estate."14

The bankruptcy court in In re Marriott"l5 arrived at an alternate
construction of section 1225(a)(5)(B)(ii)" i 6 and criticized the Ninth
Circuit's interpretation in In re Fulkrod."7 The court in Marriott rea-
soned that, unless section 1225(a)(5)(B)(ii)" was construed to au-
thorize only the debtor's direct payment of long-term debt provided for
by the plan after plan completion and discharge of the trustee, section
586(e)(1) and (2) would be rendered superfluous. If "impaired claims
could be paid directly by the debtor, the trustee would receive no fee
on payments 'under the plan'" and this, the Marriott court concluded,
would be "contrary to the plain language of § 586(e)(1)." 19

The Marriott court distinguished cases approving direct payment
of claims that were not modified or impaired by the plan. The court
stated that such claims were not "under the plan" or "provided for by
the plan" and thus did not pose the same problems of statutory con-
struction as did plans proposing direct payment of claims "under the
plan" or "provided for by the plan."120 Accordingly, the court stated

108. Id.
109. Id.
110. 11 U.S.C. § 1225(a)(5)(B)(ii) (1994).
111. Id. § 1226(c).
112. Fulkrod, 973 F.2d at 803.
113. Id.
114. Id. at 802-03.
115. 161 B.R. 816 (Bankr. S.D. Ill. 1993).
116. 11 U.S.C. § 1225(a)(5)(B)(ii) (1994).
117. 973 F.2d 801 (9th Cir. 1992). The Marriott court stated that:

the [clourt does, however, question the Fulkrod court's explanation of
§ 1225(a)(5XB)(ii) as authorizing the debtor to sign checks as a disbursing
agent and make cash payments to suppliers with whom the debtor has ongoing
transactions.... As set forth above, to the extent such payments are on claims
provided for by the plan, § 586(e)(1) and (2) would require that they be made by
the trustee who would collect the statutory fee on them. Postpetition payments
to suppliers would, of course, not be "under the plan" whether or not that sup-
plier had a prepetition claim that was provided for by the plan.

In re Marriott, 161 B.R. 816, 819 n.4 (Bankr. S. D. Ill. 1993).
118. 11 U.S.C. § 1225(a)(5)(B)(ii) (1994).
119. Marriott, 161 B.R. at 819.
120. Id.
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that "in the case of an unimpaired claim being paid according to its
original terms, it makes little sense to require payments to first be
made through the trustee and then directly to the secured creditor
upon completion of the plan."' 21

Chapter 13's analogue to section 1225(a)(5)(B)(ii), 122 section
1325(a)(5)(B)(ii), 123 is more easily interpreted as prohibiting direct
payment of impaired claims. Section 1325(a)(5)(B)(ii) provides in per-
tinent part:

(5) With respect to each allowed secured claim provided
for by the plan -

(B)

(ii) the value, as of the effective date of the plan, of prop-
erty to be distributed under the plan on account of such claim
is not less than the allowed amount of such claim .... 124

Thus, the bankruptcy court in In re Ford125 held that section
1325(a)(5)(B)(ii), 126 as well as section 1322(b)(2), 127 interpreted in
light of the trustee's central role in case administration, requires all
payments on claims modified by the plan to be made through the
Chapter 13 trustee.128

V. DIRECT PAYMENT PLANS ARE PERMITTED IN SOME
CIRCUMSTANCES

A majority of courts hold that, under certain circumstances, plans
proposing direct payment of impaired claims can be confirmed. Leav-
ing aside the ordinary confusion generated by the diversity in the tests
used to determine whether to confirm a direct payment plan, the cases
are confusing because of the great variety of ways the same answer to
the same question has been expressed. As a result, more conflict ap-
pears among the cases than actually exists. The holding that the
debtor may make direct payments in some circumstances has been ex-
pressed in each of the following ways:

121. Id. at 820.
122. 11 U.S.C. § 1225(a)(5)(B)(ii) (1994).
123. Id. § 1325(a)(5)(B)(ii).
124. Id. (emphasis added).
125. 179 B.R. 821 (Bankr. E.D. Tex. 1995).
126. 11 U.S.C. § 1325(a)(5)(B)(ii) (1994).
127. 11 U.S.C. § 1322(bX2) (1994) (providing that debtors may modify the rights of

secured creditors).
128. In re Ford, 179 B.R. 821, 823-24 (Bankr. E.D. Tex. 1995).
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1) Debtors do not have an absolute right to make direct
payments; 129

2) The Bankruptcy Code leaves open the possibility of direct
payments to creditors by debtors;130

3) Debtors are authorized to make direct payments in some
situations;13 1 and

4) The Code does not prohibit plan provisions allowing debt-
ors to make direct payments. 132

The fourth holding, advanced in Wagner v. Armstrong,133 produces
the greatest confusion.

In Wagner, the United States Court of Appeals for the Eighth Cir-
cuit's answer to the direct payment question was expressed in terms of
what the Bankruptcy Code does or does not prohibit.134 It is reminis-
cent of the apocryphal characterization of the former Soviet Union's
political/legal system by its jaded citizens: "All that is not prohibited
is required." It is the manner in which a not unusual holding was
expressed, this Article argues, that has led at least one bankruptcy
court and commentator to conclude, erroneously, that the Eighth Cir-
cuit removed from the bankruptcy court its considerable discretion in
granting or denying confirmation of plans proposing direct payment of
claims. 135 First, however, this Article analyzes some of the cases in
which each of the foregoing holdings was expressed.

A. DEBTORS Do NOT HAvE AN ABSOLUTE RIGHT TO MAKE DIRECT

PAYMENTS

In In re Pianowski,13 6 the United States Bankruptcy Court for the
Western District of Michigan held that, while a Chapter 12 debtor is
allowed to make direct payments, this is not an "automatic or absolute
right.' 37 In Pianowski, the debtors proposed to pay all nine of their
secured creditors directly, bypassing the trustee and thereby avoiding
the trustee's fee. 138 Only payments of the unsecured claims would be

129. In re Westpfahl, 168 B.R. 337, 364-65 (Bankr. C.D. Il. 1994); King v. Wood,
116 B.R. 413, 414 (D. N.J. 1990); In re Pianowski, 92 B.R. 225, 233 (Bankr. W.D. Mich.
1988).

130. In re Foster, 670 F.2d 478, 486 (5th Cir. 1982).
131. In re Beard, 45 F.3d 113, 119 (6th Cir. 1995); In re Aberegg, 961 F.2d 1307,

1309 (7th Cir. 1992); In re Reid, 179 B.R. 504 (E.D. Tex. 1995).
132. Wagner v. Armstrong, 36 F.3d 723, 728 (8th Cir. 1994); In re Westpfahl, 168

B.R. 337, 363 (Bankr. C.D. I1. 1994).
133. 36 F.3d at 723 (8th Cir. 1994).
134. Wagner, 36 F.3d at 727.
135. In re Cross, 182 B.R. 42, 43 (Bankr. D. Neb. 1995); Singer, Zeroing Out the

Standing Trustee's Percentage Fee: The Eighth Circuit Approves 'Outside the Plan' Pay-
ments for Chapter 12 Debtors, 7 NACTT Quarterly 7, 10-11 (April, 1995).

136. 92 B.R. 225 (Bankr. W.D. Mich. 1988).
137. In re Pianowski, 92 B.R. 225, 233 (Bankr. W.D. Mich. 1988).
138. Pianowski, 92 B.R. at 228.
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made through the Chapter 12 trustee. 13 9 The trustee objected to con-
firmation of the plan.140 The bankruptcy court first addressed the
question of trustee compensation where the debtor directly pays the
creditor and held that "[w]hen direct payments are authorized by the
court, such payments will not be subject to the trustee's statutory per-
centage fee established by 28 U.S.C. § 586(e).' 4 1 Nevertheless, the
court rejected the trustee's argument that the detrimental impact
upon the United States Trustee system mandated a ruling that debt-
ors must always pay their debts through the trustee.14 2 The court
stated, "Although the policy concerns regarding a Chapter 12 trustee
earning an adequate salary and the overall funding of the United
States Trustee system are both important, and must be considered,
those policy considerations should not be deemed to always be
compelling.'

43

An equally important policy goal, in the court's view, was facilitat-
ing reorganization under Chapter 12.144 In Pianowski, all parties
agreed that, if the debtors were not allowed to make a significant
number of their payments directly and without the imposition of the
trustee's fee, the plan would not be feasible and could not be
confirmed.

14 5

Instead of prohibiting debtors from directly paying their creditors,
the court in Pianowski held that "direct payments would be permitted
on a case-by-case basis, and within a given case, on an instance-by-
instance basis.' 4 6 In making such a determination, the court stated
that it would consider and balance thirteen "non-exclusive factors.' 4 7

Included as the eleventh factor was "the possible effect upon the

139. Id.
140. Id.
141. Id. at 229-31, 233.
142. Id. at 232.
143. Id. at 232.
144. Id.
145. Id. at 228-29; 232.
146. Id. at 233.
147. Id. The relevant factors are as follows:

(1) The past history of the debtor; (2) the business acumen of the debtor; (3) the
debtor's post-filing compliance with statutory and court-imposed duties; (4) the
good faith of the debtor; (5) the ability of the debtor to achieve meaningful reor-
ganization absent direct payments; (6) the plan treatment of each creditor to
which a direct payment is proposed to be made; (7) the consent, or lack thereof,
by the affected creditor to the proposed plan treatment; (8) the legal sophistica-
tion, incentive and ability of the affected creditor to monitor compliance; (9) the
ability of the trustee and the court to monitor future direct payments; (10) the
potential burden on the Chapter 12 trustee; (11) the possible effect upon the
trustee's salary or funding of the U.S. Trustee system; (12) the potential for
abuse of the bankruptcy system; (13) the existence of other unique or special
circumstances.

Id. at 233-34.
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trustee's salary or funding of the U.S. Trustee system."148 Indeed,
when it considered this factor, the court held that the debtors' plan did
not "adequately compensate the Trustee."1 4 9 Other critical factors
considered by the court included the plan's treatment of creditors to
whom direct payments were proposed to be made, whether the af-
fected creditors had consented to direct payments, and the proposed
treatment of their claims under the plan.150

The court in Pianowski ultimately authorized direct payments to
five of the nine secured creditors to whom the debtors proposed to
make direct payments.15 1 Of these five secured creditors, four held
claims that were modified by the plan but had nonetheless consented
to the plan's treatment of their claims. 15 2 Significantly, all five ex-
pressly consented to be paid directly. 153

Of the four secured creditors the court required the debtor to pay
through the Chapter 12 trustee's office, three held claims modified
under the terms of the plan and only one held an unimpaired claim. ' 5 4

Most significant is the fact that, of these four, only one expressly con-
sented to the proposed treatment of its claim, while the other three did
not file objections to the plan's treatment of their claims. 15 5 Similarly,
while none of these four creditors objected to direct payments, neither
did they expressly consent to direct payment.' 5 6

Thus, it appears critical to the Pianowski court's approval of a
specific claim's direct payment that the secured creditor expressly con-
sented to both the plan's treatment of its claim and the debtor's pro-
posed direct payment of the claim.' 5 7

In In re Overholt,'5 s the United States District Court for the
Southern District of Ohio came to a similar conclusion. The court held
that Chapter 12 debtors had a right to make direct payments on im-
paired claims but this right was not absolute.' 5 9 The court adopted a
four-part test based upon section 1222(a)(3) and (b)(1) and section
1225(a)(3)16 0 of the Code.' 6 ' The court stated that direct payment of
impaired secured claims could be approved when:

148. Pianowski, 92 B.R. at 234.
149. Id. at 235.
150. Id. at 234.
151. Id. at 235-37.
152. Id. at 235-37.
153. Id.
154. Id.
155. Id.
156. Id.
157. See generally Pianowski, 92 B.R. at 225.
158. 125 B.R. 202 (S.D. Ohio 1990).
159. In re Overholt, 125 B.R. 202, 211 (S.D. Ohio 1990).
160. 11 U.S.C. §§ 1222(a)(3), (b)(1), 1225(a)(3) (1994).
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i) that creditor's claim receives the same treatment as other
claims within a particular class of creditors, unless that credi-
tor agrees to less favorable treatment; ii) that creditor's claim
is not "preferred" to other "unsecured" creditors similarly sit-
uated, thereby discriminating against those creditors; iii)
that creditor has established a self-monitor and remedy de-
vice in the event of plan obligation failure; and iv) the creditor
does not object to direct payment. 162

In addition to these statutory limitations, the court in Overholt recog-
nized several of the "nonexclusive factors" stated in the Pianowski
case as limitations on the debtor's right to make direct payments. 163

Finally, in In re Westpfah1164 the bankruptcy court held that the
debtor did not have the "unfettered right"165 to directly pay creditors
and that a desire to minimize the trustee's fee was an insufficient ba-
sis for direct payments.' 66 The Westpfahl court agreed with the Pia-
nowski case-by-case, creditor-by-creditor approach as well as with the
Pianowski court's thirteen-point evaluative criteria. 167

B. THE BANKRUPTcY CODE LEAVES OPEN THE POSSIBILITY OF

DIRECT PAYMENTS TO CREDITORS

The United States Court of Appeals for the Fifth Circuit's decision
in In re Foster'6 8 is perhaps the most widely cited decision on the di-
rect payment question. In Foster, the debtors' Chapter 13 plan pro-
posed curing a residential home mortgage default by making the
arrearage payments through the trustee and making direct payments
of the current monthly mortgage installments.169 The Fifth Circuit
vacated the bankruptcy court order that denied confirmation of the
plan and held that "Congress left open . . . the possibility of direct
disbursements 'under the plan' by the Chapter 13 debtor.' 70 How-

161. Overholt, 125 B.R. at 212 (adopting the language set forth in In re Erickson
Partnership, 77 B.R. 738, 745 (Bankr. D. S.D. 1987)).

162. Overholt, 125 B.R. at 212 (quoting In re Erickson Partnership, 77 B.R. 738, 745
(Bankr. D. S.D. 1987)).

163. Id. The court, however, rejected the Pianowski court's consideration of "the
potential burden on the Chapter 12 trustee and the possible effect upon the trustee's
salary or funding of the U.S. Trustee system." Id. at 212 n.21 (citing In re Pianowski, 92
B.R. 225, 234 (Bankr. W.D. Mich. 1988)).

164. 168 B.R. 337 (Bankr. C.D. Ill. 1994).
165. In re Westpfahl, 168 B.R. 337, 364 (Bankr. C.D. Il. 1994).
166. Westpfahl, 168 B.R. at 364.
167. Id. at 364 (citing In re Pianowski, 92 B.R. 225 (Bankr. W.D. Mich. 1988)).
168. 670 F.2d 478 (5th Cir. 1982).
169. In re Foster, 670 F.2d 478, 482 (5th Cir. 1982).
170. Foster, 670 F.2d at 486 (citing In re Case, 11 B.R. 843, 846 (Bankr. D. Utah

1981)). The Fifth Circuit in Foster also held that § 1302 of the Code dictated that the
trustee collected the percentage fee on payments for which the debtor served as disburs-
ing agent. Id. at 491. However, Foster is no longer good law on this issue, because it
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ever, the Fifth Circuit noted that the Bankruptcy Code "'makes it
clear that the Chapter 13 trustee is normally to make distributions to
creditors of the payments made under the plan by the debtor.'"171
With this in mind, the Fifth Circuit further stated that a bankruptcy
court must consider numerous factors in deciding whether to confirm
a plan that calls for a debtor to act as disbursing agent.1 72 The Fifth
Circuit proposed, as a precautionary measure, that a plan could pro-
vide that a debtor's role as disbursing agent be terminated "during the
course of the plan if it appears ... that such continuation will impair
the debtor's ability to make all payments under, and to comply with,
the plan."173

C. DEBTORS ARE AUTHORIZED TO MAKE DIRECT PAYMENTS IN SOME
SITUATIONS

In In re Beard,174 the United States Court of Appeals for the
Sixth Circuit addressed the issue "whether a Chapter 12 debtor
[could] directly pay the secured portion of an undersecured creditor's

was decided prior to the 1986 Amendments to the Code. After the 1986 Amendments,
the trustee system has been governed by 28 U.S.C. § 586, and the compensation of
Chapter 13 standing trustee is prescribed by subsection (e) of § 586. 28 U.S.C. § 586(e)
(1988). Although § 586(e)(2) at first glance seems similar to former § 1302(e), the new
law contains at least one important substantive difference. Compare the former 28
U.S.C. § 1302(e)(2) (1986) (mandating that "such individual shall collect such percent-
age fee from all payments under plans . . .") with 28 U.S.C. § 586(e)(2) (1988) (stating
that "such individual shall collect such percentage fee from all payments received by
such individual under plans...").

171. Foster, 670 F.2d at 486 (quoting S. Rep. No. 989, 95th Cong., 1st Sess. 142
(1978)).

172. Id. at 486-87. The Foster court noted that some factors support the debtor act-
ing as disbursing agent for current mortgage payments and some factors militate
against this. The Fifth Circuit observed that:

a creditor should have the right to insure protection of its interests under the
plan by refusing to deal further directly with the debtor with whom it may have
experienced problems in the past. Rather, the creditors should be entitled to
have the trustee more effectively exercise her supervisory duty by taking the
responsibility of collecting and disbursing the payments to the creditors....

Id. at 478 (quoting In re Case, 11 B.R. 843, 846 (Bankr. D. Utah 1981)).
Factors militating in favor of direct disbursements by the debtor include the fact

that it might be "ridiculous to have debtors subject the mortgage payments to the
trustee for the term of the plan and then have to go through the process of picking the
payments up again." Id. (quoting In re Hines, 7 B.R. 415, 421 (Bankr. D. S.D. 1980)).
The Foster court also noted that "a creditor holding a mortgage is usually quite capable
of looking after its own interests." Id. Transferring funds to the trustee may result in
delayed mortgage payments that would not be in the best interest of the mortgage
holder or the debtor. Id. at n. 14. Significant factors to be considered by the bankruptcy
court include "the degree of responsibility of the debtor, as evidenced by past dealings
with creditors, and the reasons contributing to the debtor's need for a Chapter 13 plan."
Id. at 487.

173. Foster, 670 F.2d at 487-88.
174. 45 F.3d 113 (6th Cir. 1995).
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claim." 175 The bankruptcy court applied both the Pianowski and
Overholt balancing tests and authorized direct payment to the under-
secured creditor that had expressly consented both to direct payment
and the plan's treatment of its claim.176 Eventually, the standing
trustee appealed confirmation of the plan to the Sixth Circuit. 177

The Sixth Circuit first reviewed Pianowski's thirteen "non-exclu-
sive factors" test and Overholt's four-part test.'78 The Sixth Circuit
then discussed the trustee's opposition to the bankruptcy court's use of
the balancing factors in Pianowski and Overholt.179 The trustee ar-
gued that the principles of statutory construction, legislative history,
and public policy required an absolute prohibition of direct payment of
the secured portion of an undersecured claim.' 80 In addition, the
trustee argued that the "[percentage fee] compensates the trustee for
the risks attendant in his position, for the other cases in which he
ultimately receives no fee at all for his work, and for the many tasks
that he performs besides collecting and distributing the debtors' re-
payments of prepetition debt.' 18 The Sixth Circuit rejected the
trustee's position and affirmed the decision -of the bankruptcy court. '8 2

Thus, the Sixth Circuit's observation that "Congress constructed a
scheme that envisioned that debtors would at times be able to pay
their debts directly to their creditors, allowing them to bypass the
trustee" 83 should be understood as an approval of the bankruptcy
court's application of the Pianowski and Overholt discretionary tests
of direct payment permissibility.

Similarly, the United States Court of Appeals for the Seventh Cir-
cuit in In re Aberegg184 acknowledged that bankruptcy courts have the
discretion to allow Chapter 13 debtors to make direct payments in
some situations.' 85 The Seventh Circuit held that, although "[t]he

175. In re Beard, 45 F.3d 113, 116 (6th Cir. 1995). The trustee conceded that the
debtor may, in proper circumstances, directly pay fully secured claims. Beard, 45 F.3d
at 119 n.8. The debtors conceded that priority debts in 11 U.S.C. § 507, unsecured
claims, and modified secured claims that will be fully satisfied during the life of the plan
must be paid through the trustee. Id.

176. Beard, 45 F.3d at 116.
177. Id. at 114.
178. Id. at 116-17.
179. Id. at 118-19.
180. Id. at 118-19. An undersecured claim is one in which the debt owed the credi-

tor exceeds the value of the collateral securing the debt. 11 U.S.C. § 506(a) (1994). An
undersecured claim is secured to the extent of the value of the collateral and unsecured
for the balance of the debt. Id.

181. Beard, 45 F.3d at 119.
182. Id. at 119-20 (noting that "[tihere is merit in both parties' arguments, but. ..

Appellees' interpretation more closely accords with the law as enacted by Congress").
183. Id.
184. 961 F.2d 1307 (7th Cir. 1992).
185. In re Aberegg, 961 F.2d 1307, 1309 (7th Cir. 1992).
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Code contemplates that the debtor and/or his employer will typically
transmit the specified portion of the debtor's future income to a...
trustee charged with disbursing the monies to creditors under the
plan," this method of disbursement is not exclusive.1 8 6 The Seventh
Circuit reasoned that "[section] 1322(a)(1) requires only that the plan
provide for the submission to the trustee of 'all or such portion of fu-
ture earnings or other future income of the debtor ... as is necessary
for the execution of the plan.'"187 This language authorized bank-
ruptcy courts to permit debtors to make payment directly to some se-
cured creditors, provided that the plan met all confirmation
requirements set forth in § 1325(a).1 88 The Seventh Circuit specifi-
cally noted that, in the case of long-term residential mortgage pay-
ments, it made little sense to require the debtor to submit those
payments to the trustee for three to five years, only to require the
debtor to make direct mortgage payments upon termination of the
plan.

18 9

VI. ABSENT AN EXERCISE OF THE BANKRUPTCY COURT'S
EQUITY POWERS, DEBTORS ARE ALWAYS
PERMITTED TO MAKE DIRECT PAYMENTS

In In re Cross,19 0 the Chapter 12 trustee objected to confirmation
of a plan in which the debtors proposed direct payment of an over-
secured claim and the secured portion of an undersecured claim.19 1

The debtors proposed to pay the unsecured portion of the under-
secured claim through the trustee.'192 The trustee argued that direct
payments were prohibited by the Bankruptcy Code, because section
326(b)19 3 made clear that the court could not order additional or. dif-
ferent compensation for the trustee. 194 The bankruptcy court rejected
this argument stating, "[T]his prohibition does not infer a mandatory

186. Aberegg, 961 F.2d at 1309.
187. Id.
188. Id.
189. Id. at 1309-10.
190. 182 B.R. 42 (Bankr. D. Neb. 1995).
191. In re Cross, 182 B.R. 42, 43 (Bankr. D. Neb. 1995).
192. Cross, 182 B.R. at 43.
193. 11 U.S.C. § 326(b) (1994).
194. Cross, 182 B.R. at 44. The trustee also cited § 1222(a) of the Code in support of

prohibiting direct payments. 11 U.S.C. § 1222(a) (1995). Judge John C. Minahan re-
jected this as well stating:

Section 1222(a) provides for the submission of income of the debtor to the su-
pervision and control of the trustee "as is necessary for the execution of the
plan." Where a plan provides for direct payments to be made by the debtor,
submission to the trustee of the portion of income to be paid directly is not
"necessary" to execute the plan, because the plan expressly contemplates exe-
cution of these payments by the debtor.
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right to compensation under 28 U.S.C. § 586... ."195 The bankruptcy
court, relying on Wagner v. Armstrong,19 6 concluded that "nothing in
the Bankruptcy Code or Title 28 requires a debtor to make payments
through the office of the Chapter 12 trustee, and... the trustee is not
entitled to compensation on direct payments." 197

The bankruptcy court apparently concluded that the holding in
Wagner deprived the bankruptcy court of discretion in deciding
whether to confirm a plan proposing direct payment. The Cross court
went on to hold that it had the power under section 105 of the Code198

"to issue an order necessary to carry out the provisions of the Bank-
ruptcy Code which deal with the compensation and duties of the trust-
ees."1 99 Observing that Congress intended the Chapter 12 trustee to
play a meaningful role in Chapter 12 cases and that the expenses of
administering the office of the Chapter 12 trustee must be funded
through fees assessed in Chapter 12 cases, the bankruptcy court held
that debtors should not be allowed to routinely make all payments
directly.

20 0

The only issue before the court in Cross was whether payments to
secured creditors should be required to be made through the trustee's
office. 2 01 Because all three creditors involved in the case were sophis-
ticated and had not objected to direct payment of their claims and be-
cause the undersecured creditor involved in the case had not objected
to the proposed treatment of its claims, the court did not exercise its

195. Cross, 182 B.R. at 44.
196. 36 F.3d 723 (8th Cir. 1994).
197. Cross, 182 B.R. at 44. The court also noted that its ruling was consistent with

the previous holdings in In re Harris, 107 B.R. 204 (Bankr. D. Neb. 1989), and In re
Kosmicki, 161 B.R. 828 (Bankr. D. Neb. 1993).

198. 11 U.S.C. § 105 (1994).

199. Cross, 182 B.R. at 44.
200. Id. In Cross, Judge John C. Minahan opined that, in general, 11 U.S.C. § 105

(1994) will require all payments to unsecured creditors to be made through the office of
the Chapter 12 standing trustee. Id. at 45. However, Judge Minahan specifically noted
that there may well be exceptions. Id. Judge Minahan observed that all unsecured
creditors must be paid the same way, either directly or through the trustee's office, to
preclude discriminatory treatment. Id. As for secured creditors, the court noted that
the proper result was less clear. Id. The court held that creditors holding liens in prop-
erty of the bankruptcy estate are usually commercial enterprises represented by coun-
sel. Id. Thus, there is not always the same need for trustee monitoring of payments.
Id. Therefore, where the imposition of trustee's fees would result in "a taking of collat-
eral" or where creditors involved were low in number, sophisticated, and able to effec-
tively monitor payments by the debtor, the court indicated that it might be appropriate
for the debtor to make direct payments to these creditors. Id. In a complex Chapter 12
case with many secured and unsecured creditors, orderly administration and monitor-
ing of the case might be facilitated if all payments are made through the office of the
Chapter 12 trustee. Id.

201. Cross, 182 B.R. at 43, 45.
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section 105202 power to require the debtor to remit the plan payments
to the trustee.20 3

The trustee appealed to the district court. Although the district
court affirmed the bankruptcy court's decision "in all respects,"20 4

parts of its opinion fall short of unqualified approval of all aspects of
the bankruptcy court's reasoning. Thus, the lower court's decision at
the extreme end of the spectrum may be short-lived. On the question
of whether the bankruptcy court lacks the discretion to refuse to con-
firm a direct payment plan absent the imposition of a section 105(a)205

order, the district court judge said only:
I cannot conclude that... a fact intensive analysis is always
required. The bankruptcy court was correct in concluding
that the small number of creditors seems to favor direct pay-
ments. The two.., creditors are fully secured and why they
did not object ... is unimportant. FmHA's likely sophistica-
tion does not need in this case a fact-intensive analysis. 20 6

The district court did, however, approve the bankruptcy court's
holding that section 105(a) authorized it to permit or prohibit direct
payments to creditors in order to compensate the trustee on a case-by-
case basis. The trustee argued that this was an impermissible use of
section 105(a) because section 326(b)20 7 of the Code prohibits the court
from reviewing the reasonableness of the trustee's fees and section
105(a) cannot provide substantive rights not contained in the Code.
The district court held that the bankruptcy court's clear intent was to
use section 105(a) to enforce sections 1222(a)(1), 1225(b)(5), and
1226208 which authorize the trustee to make the plan payments to
creditors but which give no guidance as to when and how this may be
done.20 9 As such, the bankruptcy court's decision could not properly
be read as controlling the trustee's fees in contravention of section
326(b) of the Code.2 10 Rather, the district court determined that the

202. 11 U.S.C. § 105(a) (1994).
203. Cross, 182 B.R. at 45.
204. In re Cross, No. 94-40250, slip op. at 4-5 (D. Neb. 1995).
205. 11 U.S.C. § 105(a) (1994).
206. Cross, No. 94-40250, slip op. at 6.
207. 11 U.S.C. § 326(b) (1994). Section 326(b) provides in pertinent part:

(b) In a case under [C]hapter 12 or 13 of this title, the court may not allow
compensation for services or reimbursement of expenses of the United States
trustee or of a standing trustee appointed under § 586(b) of title 28, but may
allow reasonable compensation under § 330 of this title of a trustee appointed
under § 1202(a) or 1302(a) of this title for the trustee's services, payable after
the trustee renders such services, not to exceed five percent upon all payments
under the plan.

Id.
208. 11 U.S.C. §§ 1222(a)(1), 1225(b)(5), 1226 (1994).
209. Cross, No. 94-40250, slip op. at 6.
210. Cross, No. 94-40250, slip. op. (D. Neb. 1995).
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bankruptcy court was "implementing the Code's provisions and not
adding to them."2 11

VII. ANALYSIS

The case of In re Cross2 12 arguably interpreted Wagner v. Arm-
strong2 13 as imposing virtually no limits on a debtor's ability to di-
rectly pay creditors absent an exercise of the bankruptcy court's
equitable powers under section 105(a).2 14 This section of this Article
defines the scope of the decision in Wagner and attempts to debunk
arguments, such as the bankruptcy court's decision in Cross, sug-
gesting that Wagner gives debtors carte blanche to make direct pay-
ments. This Article also argues that the Wagner bankruptcy court, as
well as the United States Court of Appeals for the Eighth Circuit, ad-
dressed issues that should have been addressed at the plan confirma-
tion stage.

A. PROCEDURAL CONTEXT OF WAGNER V. ARSTROVG
2 1 5

The Eighth Circuit's decision in Wagner v. Armstrong2 16 must be
viewed in its procedural context. Recall that by the time the Chapter
12 trustee moved to dismiss the debtors' cases for nonpayment of the
trustee fees, the plans had long since been confirmed, apparently
without objection by the trustee. The debtors had commenced making
direct payments and had successfully completed the payments called
for by the plan. 2 17

The district court, in disposing of the debtors' appeals of the bank-
ruptcy court's orders conditionally granting the motions to dismiss,
began by discussing case law on the direct payment question.2 18 How-
ever, the district court quickly recognized that the precedent cases,
arising as they did in the context of plan confirmation, were inapposite
to a case in which the plans had long ago been confirmed without ob-
jection by the trustee.2 19 Consequently, the issue properly before the
court concerned the meaning of ambiguous language in the plans. The
district court concluded that the language of the plans not only pro-
vided for the debtors' direct payments to creditors but also provided
that no trustee fees were to be paid on such direct payments. Accord-

211. Id.
212. 182 B.R. 42 (Bankr. D. Neb. 1995).
213. 36 F.3d 723 (8th Cir. 1994).
214. See 11 U.S.C. § 105(a) (1994).
215. 36 F.3d 723 (8th Cir. 1994).
216. 36 F.3d 723 (8th Cir. 1994).
217. Wagner v. Armstrong (In re Wagner), 159 B.R. 268,269 (Bankr. D. N.D. 1993).
218. Wagner, 159 B.R. at 269-70, 272; Wagner, 36 F.3d at 725-26.
219. Wagner, 159 B.R. at 271-72.
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ingly, the district court held that it would not "require trustee fees to
be paid when plans with [such] language are already confirmed."220

The trustee had not objected to confirmation or appealed the orders
confirming these plans. Consequently, the district court did not need
to address the trustee's argument that his fees were payable irrespec-
tive of the identity of the disbursing agent. Lest its decision be misin-
terpreted, the district court added, "If these were appeals of a
bankruptcy court refusal to confirm a chapter 12 plan because it called
for direct payments to be made by debtors to impaired secured credi-
tors, the court may respond differently."221

On appeal, the United States Court of Appeals for the Eighth Cir-
cuit affirmed the district court's analysis and holding.222 However,
the Eighth Circuit's opinion contains some unfortunate language -
"[T]he code does not forbid plan provisions allowing direct payments
by the debtor to impaired secured creditors" and "the code does not
prohibit plan provisions" that allow debtors to make direct pay-
ments. 223 Whether this language was intended to deprive the bank-
ruptcy court of discretion in determining whether to confirm a direct
payment plan is the subject of this part of this Article.

The issue before the Eighth Circuit was, of course, the same issue
before the district court - whether the bankruptcy court properly
granted the trustee's motions to dismiss confirmed plans. The trustee
argued that the plans' language did not authorize direct payments of
impaired claims. Like the district court, the Eighth Circuit was not
persuaded by this interpretation. Unlike the district court, which
viewed as controlling the fact that the plans had been previously con-
firmed without objections or appeals by the trustee, the Eighth Cir-
cuit, like the bankruptcy court, accepted the trustee's invitation to
address whether the Bankruptcy Code prohibited direct payment
plans and whether trustee fees could be imposed on disbursements
made by the debtor despite confirmed plan language directly to the
contrary.

Even if these issues were properly addressed, the procedural con-
text of the Eighth Circuit's statement that the Code does not prohibit
direct payment of impaired claims necessarily qualifies it. Had this
case arisen in the context of an objection to confirmation by the
trustee based on proposed direct payments, it would have been appro-
priate for the Eighth Circuit to discuss whether the bankruptcy court
abused its discretion in confirming such a plan. It might even have

220. Id. at 272.
221. Id.
222. Wagner, 36 F.3d at 728.
223. Id. at 726 (citations omitted).
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been proper to determine whether a Pianowski,224 Overholt,225 or
Westpfahl226 type approach should have been or was properly used in
making the confirmation decision. Given the context of the appeals,
however, it was not necessary to discuss which test or factors ought to
determine whether to confirm such a plan over the objection of the
trustee or affected creditors. The trustee did not and could not argue
that the bankruptcy court improperly exercised its discretion in con-
firming these plans, because the trustee failed to make these objec-
tions at the confirmation hearings and did not appeal the orders
confirming the plans. As a result, the Eighth Circuit's opinion in Wag-
ner is silent on this question. Consequently, the Eighth Circuit's
statement that the Code does not prohibit direct payment plans can-
not be properly understood as depriving the bankruptcy court of dis-
cretion in the confirmation of such plans for the rather basic reason
that this was not even the question on appeal.

B. THE PRINCIPLE OF FINALITY

The United States Supreme Court recently affirmed the policy of
finality in bankruptcy proceedings in Taylor v. Freeland & Kronz.227

The Supreme Court held that the Chapter 7 trustee's failure to object
in a timely manner barred the trustee's later efforts to object to the
debtor's exemptions even though the debtor had no colorable statutory
basis for the exemption. 228 The Court stressed the importance of fi-
nality in bankruptcy proceedings with these words - "Deadlines may
lead to unwelcome results, but they prompt parties to act and they
produce finality."229

In Wagner, the bankruptcy court and the Eighth Circuit accepted
the trustee's invitation to discuss whether the Bankruptcy Code pro-
hibited direct payment plans and whether trustee fees could be im-
posed on disbursements made by the debtors despite confirmed plan
language to the contrary. 230 The bankruptcy court declined to en-
force, as contrary to the Code, plans that had been confirmed without
objection by the trustee. The Eighth Circuit, in addressing the mat-
ter, arguably suggested that the confirmed plans must not conflict
with the Bankruptcy Code before they could be given effect according
to their terms, even though the trustee had not objected at the confir-
mation hearings. This part of this Article argues, first, that both the

224. In re Pianowski, 92 B.R. 225 (Bankr. W.D. Mich. 1988).
225. In re Overholt, 125 B.R. 202 (S.D. Ohio 1990).
226. In re Westpfahl, 168 B.R. 337 (Bankr. C.D. Ill. 1994).
227. 503 U.S. 638 (1992).
228. Taylor v. Freeland & Kronz, 503 U.S. 638, 639, 643-44 (1992).
229. Taylor, 503 U.S. at 644.
230. See Wagner, 159 B.R. at 268; Wagner, 36 F.3d at 723.
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bankruptcy court and Eighth Circuit undermined the finality of confir-
mation orders and, second, that the principle of finality justified the
district court's refusal to reach those same questions.

The principle of finality dictates that, after a reasonable opportu-
nity to correct errors, litigation of a particular matter must end.23 1

This principle is embedded in the body of law called res judicata. Res
judicata rules are grouped under two categories - issue preclusion
and claim preclusion. 232 Issue preclusion rules prevent relitigation of
issues in a subsequent action that were actually litigated in an earlier
action.23 3 Claim preclusion rules prevent a party from litigating in a
subsequent action any matter that was part of the same cause of ac-
tion or claim adjudicated in the prior action.23 4

Bankruptcy court orders that confirm plans have the Same effect
as a district court's judgment on the merits for claim preclusion pur-
poses.235 The Bankruptcy Code itself provides that parties to a con-
firmed plan are bound by its terms. For example, section 1227(a)
provides in pertinent part:

[T]he provisions of a confirmed plan bind the debtor, each
creditor, each equity security holder, and each general part-
ner in the debtor, whether or not the claim of such creditor,
such equity security holder, or such general partner in the
debtor is provided for by the plan, and whether or not such
creditor, such equity security holder, or such general partner
in the debtor has objected to, has accepted, or has rejected the
plan.

23 6

Chapters 11 and 13 contain similar provisions. 237

231: LARRY L. TEPLY AND RALPH U. WHrrrEN, Cwra PROCEDURE 871 (1994) [herein-
after TEPLY & WHrrrENl; JACK H. FRIEDENTHAL ET AL., CIVIL PROCEDURE, § 14.3 (2nd ed.
1993); FLEMING JAMES ET AL., CIVIL PROCEDURE, § 11.2 (4th ed. 1992) [hereinafter
JAMES].

232. TEPLY & WHrrEN, supra note 224, at 871; JAMES, supra note 224, at § 11.3.
233. TEPLY & WHrrEN, supra note 224, at 872; JAMES, supra note 224, § 11.3.
234. TEPLY & WHrrEN, supra note 224, at 872; JAMES, supra note 224, § 11.3.
235. Stoll v. Gottlieb, 305 U.S. 165, 170-71 (1938); Eubanks v. Federal Deposit Ins.

Corp., 977 F.2d 166, 170 (5th Cir. 1992).
236. 11 U.S.C. § 1227(a) (1994).
237. See 11 U.S.C. § 1141(a) (1994). Section 1141(a) provides in pertinent part:

(a) Except as provided in subsections (d)(2) and (d)(3) of this section, the
provisions of a confirmed plan bind the debtor, any entity issuing securities
under the plan, any entity acquiring property under the plan, and any creditor,
equity security holder, or general partner in the debtor, whether or not the
claim or interest of such creditor, equity security holder, or general partner is
impaired under the plan and whether or not such creditor, equity security
holder, or general partner has accepted the plan.

Id. See 11 U.S.C. § 1327(a) (1994). Section 1327(a) provides in pertinent part:
(a) The provisions of a confirmed plan bind the debtor and each creditor,

whether or not the claim of such creditor is provided for by the plan, and
whether or not such creditor has objected to, has accepted, or has rejected the
plan.

1996]



CREIGHTON LAW REVIEW

Claim preclusion rules apply to an order or judgment when four
conditions are satisfied:

First, the prior judgment must be valid in that it was ren-
dered by a court of competent jurisdiction and in accordance
with the requirements of due process. Second, the judgment
must be final and on the merits. Third, there must be iden-
tity of both parties or their privies. Fourth, the later proceed-
ing must involve the same cause of action as involved in the
earlier proceeding. 238

If these conditions are satisfied, confirmed plans of reorganization
are binding on all parties, and issues that could have been raised per-
taining to the plans are barred by reason of the doctrine of claim pre-
clusion. Claim preclusion has been held to bar arguments in collateral
proceedings that confirmed plan provisions are unenforceable because
they violate the Bankruptcy Code.

In Republic Supply Co. v. Shoaf,239 a creditor, Republic, sued Dr.
Joseph Shoaf on his guaranty of payment for goods sold to Command
Energy Company ("Command"), a Chapter 11 debtor.240 Command's
reorganization plan provided for the release of Shoaf's guaranty. 241

The plan had been confirmed by the bankruptcy court without objec-
tion by the creditor. 242 The guarantor raised the defense of res judi-
cata.243 The district court rejected this defense and held for the
creditor on the ground that "the bankruptcy court was without author-
ity under the Code to relieve a third party of his obligation."244 The
guarantor appealed to the United States Court of Appeals for the Fifth
Circuit.

The Fifth Circuit held that the doctrine of claim preclusion barred
relitigation of the question of whether the plan provision violated the
Code. 245 The Fifth Circuit said, "Regardless of whether that [plan]
provision is inconsistent with the bankruptcy laws or within the au-
thority of the bankruptcy court, it is nonetheless included in the Plan,
which was confirmed by the bankruptcy court without objection and
was not appealed."246 The Fifth Circuit instructed that "[q]uestions of
the propriety or legality of the bankruptcy court confirmation order

Id.
238. Wallis v. Justice Oaks II, Ltd. (In re Justice Oaks II, Ltd.), 898 F.2d 1544, 1550

(11th Cir. 1990) (citations omitted).
239. 815 F.2d 1046 (5th Cir. 1987).
240. Republic Supply Co. v. Shoaf, 815 F.2d 1046, 1047-48 (5th Cir. 1987).
241. Republic Supply Co., 815 F.2d at 1048.
242. Id. at 1049.
243. Id.
244. Id.
245. Id. Republic also argued that "the guaranty was still in effect because Shoaf

had failed to revoke it in accordance with its specific notice terms." Id.
246. Republic Supply Co., 815 F.2d at 1050.
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are... properly addressable on direct appeal. Republic, however, is
now foreclosed from that avenue of review because it chose not to pur-
sue it."247 The Fifth Circuit thus concluded that confirmation of the
plan gave preclusive effect to all issues decided or issues that could
have been decided at the confirmation hearing.248

In Wagner, the plans had been confirmed without objection or ap-
peal by the trustee. The trustee's arguments that the plans violated
the Code could and should have been raised at the confirmation hear-
ings. The debtors had completed all payments called for by the plans
before the trustee's objections surfaced. As a result, his objections
were untimely and, in effect, were declared so by the district court.249

The Eighth Circuit should have followed the same path by refusing to
reach these questions in the context of confirmed plans.

Res judicata is a waivable affirmative defense and ordinarily ap-
plies only when a judgment in one action is brought into issue in a
separate action and does "not prevent continued litigation over a mat-
ter in the original action in which a court has ordered judgment."250

247. Id.
248. Id. at 1051-54.
249. Wagner, 150 B.R. at 753-56.
250. See FED. R. Civ. P. 8(c). Rule 8 of the Federal Rules of Civil Procedure is made

applicable to adversary proceedings in bankruptcy by Rule 7008(a) of the Federal Rules
of Bankruptcy Procedure. FED. R. BANKR. P. 7008(a). An adversary proceeding is de-
fined in Rule 7001 as:

proceeding (1) to recover money or property, except a proceeding to compel the
debtor to deliver property to the trustee, or a proceeding under § 554(b) or
§ 725 of the Code, Rule 2017, or Rule 6002, (2) to determine the validity, prior-
ity, or extent of a lien or other interest in property, other than a proceeding
under Rule 4003(d), (3) to obtain approval pursuant to § 363(h) for the sale of
both the interest of the estate and of a co-owner in property, (4) to object to or
revoke a discharge, (5) to revoke an order of confirmation of a chapter 11, chap-
ter 12, or chapter 13 plan, (6) to determine the dischargeability of a debt, (7) to
obtain an injunction or other equitable relief, (8) to subordinate any allowed
claim or interest, except when subordination is provided in a chapter 9, 11, 12,
or 13 plan, (9) to obtain a declaratory judgment relating to any of the foregoing,
or (10) to determine a claim or cause of action removed pursuant to 28 U.S.C.
§ 1452.

FED. R. BAicR. P. 7001.
Motions to dismiss Chapter 12 or Chapter 13 cases, except on request of the debtor,

are governed by Rule 9013 of the Federal Rules of Bankruptcy Procedure. See FED. R.
BANxR. P. 1017(d). These motions are "contested matters" and the Federal Rules of
Bankruptcy Procedure provide that, in cases where relief is sought by motion, no re-
sponse is required unless the court orders an answer to the motion. Id. at 1017. How-
ever, local rules of practice frequently require a written resistance or objection to the
motion to be filed, or the court may consider granting the relief sought without further
notice or hearing. See, e.g., NEB. R. BANKR. P. 9014. Thus, a res judicata argument is
most likely to surface in a written objection or resistance to a motion to dismiss. TEPLY
& WHrrrEN, supra note 224, at 873. In other words, res judicata does not ordinarily
apply in a direct attack on a judgment. Id. Rather, res judicata usually applies only to
collateral attacks on a judgment - those "leveled at a judgment in a separate proceed-
ing when the judgment in the original action is brought into issue in the separate (col-
lateral) proceeding." Id.
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However, there are situations in which res judicata applies even in the
same proceeding. 251 Even if the trustee's motions to dismiss the cases
in Wagner v. Armstrong252 are viewed as part of the same proceeding
rather than as collateral attacks on the orders of confirmation, the pol-
icy of finality is sufficiently compelling to have barred the trustee's
arguments that the Bankruptcy Code prohibits direct payment plans
or that his fees were payable irrespective of the identity of the disburs-
ing agent. 253

VIII. CONCLUSION

The United States Court of Appeals for the Eighth Circuit's hold-
ing in Wagner v. Armstrong25 4 must be viewed in its procedural con-
text. When it is recalled that Wagner did not involve appeals of orders
confirming direct payment plans, it is apparent why the Eighth Cir-
cuit did not qualify its statements concerning the permissibility of di-
rect payment plans. The case did not require the Eighth Circuit to
decide whether the bankruptcy court properly exercised its discretion
in confirming such a plan or even whether the bankruptcy court em-
ployed the proper legal test in so doing. These issues were not before
the Eighth Circuit, because the trustee failed to object to these plans

251. There is good authority for an application of res judicata in a direct proceeding.
See Arizona v. California, 460 U.S. 605 (1983), a case within the United States Supreme
Court's original jurisdiction, in which several Native American tribes sought to reopen
an earlier determination by the Supreme Court as to the amount of irrigable land for
which they could obtain water rights. Arizona v. California, 460 U.S. at 608. In the
earlier proceeding, the Court entered a decree adjudicating various states' and private
interests' rights to water from the Colorado River system but retained jurisdiction to
accommodate changed or unforeseen circumstances. Id. at 609-13. The Court recog-
nized that res judicata was not "strictly applicable" because it did "not apply if a party
moves the rendering court in the same proceeding to correct or modify its judgment" as
was done in the case before it. Id. at 619. The Court nonetheless held that:

[riecalculating the amount of practicably irrigable acreage runs directly
counter to the strong interest in finality in this case. A major purpose of this
litigation, from its inception to the present day, has been to provide the neces-
sary assurance to States of the Southwest and to various private interests, of
the amount of water they can anticipate to receive from the Colorado River
system.

Id. at 620. Accordingly, the Court declined to revisit the matter of irrigable acreage. Id.
at 626.

252. 36 F.3d 723 (8th Cir. 1994).
253. Bankruptcy lawyers are perhaps less likely than law professors to make a fi-

nality argument by using the terms res judicata or claim preclusion. They are more
likely to speak in terms of the binding effect of confirmation orders. This seems to have
been the case in Wagner v. Armstrong, 36 F.3d 723 (8th Cir. 1994). The bankruptcy
court's opinion characterized the debtors' objections to the trustee's motions as follows,
"Debtors all resist suggesting that they have completed all plan payments and are in
conformity with plan provisions regarding any obligation to pay trustee's fees." Wagner,
150 B.R. at 753-54. It therefore seems that the claim preclusion issue was properly
preserved.

254. 36 F.3d 723 (8th Cir. 1994).
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at'the confirmation stage. Accordingly, the decision should not be in-
terpreted as depriving the bankruptcy court of discretion in the deci-
sion whether to confirm direct payment plans. This discretion must be
exercised in light of a number of factors, but chief among them is the
creditor's consent, or lack thereof, to direct payment and the proposed
plan's treatment of its claim as well as the impact of direct payment
on the trustee's compensation and the U.S. Trustee system as a whole.

Furthermore, the finality of confirmation orders was undermined
by the willingness of both the bankruptcy court and the Eighth Circuit
to reach arguments that could and should have been raised by the
trustee at the plan confirmation stage of the proceedings. The district
court's decision properly recognized the untimeliness of the trustee's
arguments. Unfortunately, the Eighth Circuit's decision did not.


