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l. INTRODUCTION

The number of persond bankruptciesfiled in the United Statesin the last few years has significantly increased.[ 2]
This has brought a greater awareness of the plight of participants benefitsin retirement plans and of aperceived
clash between the Bankruptcy Reform Act of 1978, asamended ("Bankruptcy Code" or the "Code"),[3] on the
one hand, and the Employee Retirement Income Security Act of 1974, as amended ("ERISA™), and the Interna
Revenue Code of 1986, as amended (the "IRC"), onthe other. A recent decison by the United States Supreme
Court[4] has substantially changed this landscape. In Patterson v. Shumate[5] the High Court protects all
benefitsin planssubject to Titlel of ERISA by finding them to be excluded from the bankruptcy estate. Patter son
holds that ERISA qudifies as"gpplicable nonbankruptcy law" and, in so doing, bases its holding on the "plain
meaning" of the relevant provisonsin the Code and in ERISA. In fact, Justice Scdia, in a scathing concurring
opinion, takes to task the Courts of Appeals (such as the Ninth Circuit) which have held penson benefits of
debtors not to be protected under ERISA.[6]

Higtoricaly, however, the perceived ambiguity as to the meaning of "gpplicable nonbankruptcy law," and the
perceived "clash" between the Bankruptcy Code and ERISA/IRC, have caused varying and irreconcilable
treatment of the benefits in retirement plans when a participant in such a plan becomes a debtor. Ile differences
in treatment have depended upon the state and, ultimately, the federd circuit in which the debtor resded. This
result was always at odds with the goal of ERISA which, as expressed in the preemption provison,[ 7] isthat the
protection of participants benefits be as strong and as uniform as possible. The scope of thisarticleisto discuss
the scope of the holding in Patterson v. Shumate,[8] to describe the state of the law in the Ninth Circuit Court
of Appesdls prior to Patterson, and the resdud effect that prior law may havein light of Patterson.

This article focuses on the treatment of benefits in plans which are "qudified" under the IRC. A "qudlified" plan
is aretirement plan - generaly, a defined benefit pension plan, profit sharing plan (including a cash or deferred
arrangement or "401(k) plan™), money purchase pension plan, or stock bonus plan - which meetstherequirements
of IRC § 401(a) and, in turn, receives certain tax-favored trestment. The tax-favored trestment includes a
deduction for the employer who makes contributions to the plan,[9] deferrd of taxation on the earnings on plan
investments, and deferral of taxation to participants on amounts held in the plan on their behdf.[10] Taxation to
aparticipant is generdly deferred until the time digtribution is actualy made to the participant.[11]

Mogt, but not al, qudified plans are dso subject to Title | of ERISA. The main exceptions to ERISA coverage
arefor aquaified plan which coversonly anindividua and his spouse (who aso own the businesswhich sponsors
the plan) and aquaified plan which covers only self-employed individuas[12] (Thisdigtinction may be materid
to the gpplication of the Bankruptcy Code to individuad participants benefits in quaified plans.) However, the
lower courts have generdly ignored this subissue (of whether aplan is covered by the IRC and Title | of ERISA
or only by the IRC) in discussing the broader issue of whether the benefitsareincludiblein the participant/debtor's
bankruptcy estate. Unfortunately, thisissue dso isnot discussed in Patter son.



Both ERISA and the IRC contain a section which requires every retirement plan covered by ther respective
requirements to include a provison which prohibits assgnment or dienation of a participant's benefit under the
plan.[13] The provisonintheRC, moreover, conditionsaplan'sincome tax qudification ontheincluson of such
a provison.[14] Furthermore, in addition to meeting the qudification requirements as it is written, a plan must
actudly be adminigtered in accordance with this provison (and dl other "qudification requirements’) in order to
retain its tax-favored status. If a plan does not comply with this "anti-dienation” requirement in the IRC, it could
be disqudified by the Interna Revenue Service (the "IRS'). Therefore, paying over a participant's benefit to a
bankruptcy trustee may disquaify aplan. In fact, the IRS has stated that a plan is subject to disqudification if it
pays over a participant's benefits to a bankruptcy trustee (pursuant to a court order or otherwise) because such
payment violates the anti-aienation requirement of IRC § 401(a)(13).[15]

In addition to the "anti-dienation” provision, ERISA aso includes a preemption provision.[16] This preemption
provison provides generdly that Title | of ERISA, which includes the anti-aienation provison, "shal supersede
any and dl State lawsinsofar asthey may now or hereafter relate to any employee benefit plan. . . . [17] ThelRC
does not contain a parald provision.

Section 541 (@) of the Bankruptcy Code provides generaly that the bankruptcy estate of a debtor includes all
legd and equiitableinterests of the debtor in property "wherever located and by whomever held.” Intheretirement
plancontext, wherethe participant isthe debtor, thisbroad language isexpansve enough to capture anindividua's
retirement benefits unless they are otherwise excluded or exempted from the bankruptcy estate.

To the bankruptcy law specidig, the system of exclusons and exemptions is well known. The generd ground
rules are st forth here for the nonspecidist who may reed this article. Section 541(c)(2) excludes from the
bankruptcy estate, so that it never becomes part of the estate in the first place, any property which is subject to
"[a] redtriction on the transfer of abeneficid interest of the debtor in atrust that is enforceable under applicable
nonbankruptcy law. . . ." [Emphasis added.]

Section 522(b) setsout two dternate provisonswhich will exempt property from the bankruptcy estate. For this
purpose, the property is initidly included as part of the bankruptcy estate and then, if it comes within the
exemption gpplicable to the debtor, and the debtor el ectsto exempt the property, it isexempted from the estate.
The firg dternative exemption is set out in section 522(b)(1). This section exempts property listed in section
522(d) unlessthe debtor's domicile state has " opted out” of this provision by enactment of a statute to that effect,
so that the debtor does not have this option.[18] Most states have opted out of this Statutory Federal Law
Exemption, including five of the eight statesin the Ninth Circuit.[19]

The second aternative exemption is set out in section 522(b)(2)(A).[20] This section states that it exempts from
the estate any property which is exempt under federa law (other than the Statutory Federal Law Exemption as
provided in section 522(b)(1)) or under any state or local law.[21]

Thus, reading them straightforwardly, these three sections of the Bankruptcy Code together provide that a
debtor's benefit in hisquaified plan(s) could be (1) excluded from the estateif ERISA andtheIRC are"gpplicable
nonbankruptcy law" under section 541(c)(2); or (2) exempted from the estate "to the extent reasonably
necessary” for higher support and that of any dependent under (i) section 522(b)(1) (if the debtor isin a state
which has not opted out of this provison, such as Arizona, Hawaii, or Washington) or (ii) section 522(b)(2)(A)
(if the debtor either eects this dternative or lives in a sate which has opted out of the section 522(b)(1)



dterndive) if the date has a statute which is intended to protect the plan or if the ERISA/IRC anti-alienation
provision were found to be a section 522(b)(2)(A) "other Federal law."

However, the gpplication by thelower courts over the years has proven to be more difficult than theandysis. The
cases discussed in this article, and nearly al other cases treating this issue, arose when a trustee in bankruptcy
objected to a debtor's claim of exclusion or exemption for his pension benefits from his bankruptcy estate.
Because the U.S. Supreme Court granted certiorari to resolve a conflict among the circuits[22] and because
the Court discusses this conflict extensvely in arriving a its decison, we will discuss the Sate of the law in the
Ninth Circuit before analyzing the U.S. Supreme Court decision in Patterson.

[I.  NINTH CIRCUIT CASESPRIOR TO PATTERSON V. SHUMATE
A. IN RE DANIEL

The semind caseintheNinth Circuit onthissubject wasin re Daniel.[ 23] Thedebtor in Daniel wasaphysician,
resdent in Cdifornia He was the sole shareholder and director of his medica corporation, which sponsored a
qudified profit-sharing plan. There were four participants in the plan. Although not made explicit in the casg, it
appearsthat most of the assetsin the plan were dlocated for Dr. Danid's benefit, and the other participants were
probably al rank-and-file employees of the corporation.

IN1981, 10 yearsafter the plan was established, Dr. Daniel borrowed $75,000 from the plan under its participant
loanprovision. Thisrepresented over haf the plan'sassets. The purpose of the loan wasto purchaseahome. The
origind promissory note required repayment of the entireloan on May 20, 1982, but when the loan became due,
Dr. Danid extended the loan and amended the note to require annua repayment of interest only, with the first
ingtalment due May 20, 1983, and the principa due May 20, 1987.

Shortly theresfter, he designated himself as the sole trustee of the plan. Then, on September 20, 1982, the
corporation contributed $39,000 to the plan - the largest contribution made to the plan in its 13-year history. In
addition, al previous contributions to the plan had been made only at or near March 3 1, thefisca year end. The
court found that this contribution was not based on prafits, because none could be calculated for the year in mid-
year. Thiscontribution comprised al the corporation'savail abole cash. Approximately two weeks after making this
contribution to the plan, Dr. Danidl filed for bankruptcy.[24]

Dr. Danid argued on gppedl[25] that his benefits under the plan were, dternatively, (i) excluded from the estate
under section 541(c)(2) because the anti-dienation provisons in ERISA and the IRC were regtrictions on
dienationenforceable under " gpplicable nonbankruptcy law” or (ii) exempt from the estate under CdiforniaCode
of Civil Procedure ("CCP") § 690.18(d)[26] pursuant to section 522(b)(2)(A).[27]

The Court found that Dr. Danid's plan benefits were neither excluded from the estate under section 541(c)(2)
nor exempt under section 522(b)(2)(A). In finding that the benefits were not excluded from the estete, the court
relied upon aleading case from the Fifth Circuit, In re Goff.[28] Although the reference in section 541(c)(2) to
"gpplicable nonbankruptcy law" gppears unambiguous on its face, the Goff court looked to thelegidative history
of that section[29] to find that Congress intended that language to refer only to traditiond state spendthrift trust
law.[30]

The Ninth Circuit in Daniel adopted this reasoning and hdd that:



Congress never intended for the ERISA and IRC anti-dlienation provisions to create exemptions or
exdusons for penson plans under ether the federal nonbankruptcy exemptions of 11 U.S.C.
522(b)(2)(A) or the non-bankruptcy exclusons of 11 U.S.C. 541(¢)(2).[31]

Thus, in the Ninth Circuit under Danid, despite the apparently clear language of the Bankruptcy Code, ERISA
and the IRC anti-alienation provisons have not been counted as " applicable nonbankruptcy law" under section
541(c)(2) nor "other federal law" under section 522(b)(2)(A).

The court in Daniel further found that Dr. Danid's plan benefits were not exempt under section 522(b)(2)(A)
under the gpplicable Cdiforniagtatute[ 32] Specificaly, the court found that the profit- sharing plan wasnot "used
for retirement purposes” as the court found was required by the Cdifornia statute. It came to this conclusion by
finding Dr. Danid's use of the plan to be abusive: his borrowing such a large amount of the assets with no
repayments made as of the date hefiled for bankruptcy, the extension of the loan at itsorigind due date, and the
"quffing’ of the plan with a large contribution of al the corporation's ready cash immediately before filing for
bankruptcy.[33] Accordingly, Dr. Danid's retirement benefits were included in full in his bankruptcy estate.

B. INREBLOOM

In 1988, the Ninth Circuit again considered some of these same issues in another Cdifornia case. In re
Bloom,[34] like Daniel, involved a physician. In Bloom, the debtor was a 50 percent owner of a medica
corporation. Another physcian owned the other 50 percent. The corporation sponsored two qualified retirement
plans, a penson plan and a profit-sharing plan. The two physicians were the sole trustees for the plans. The
decision does not indicate whether there were other participantsin the plans.

Dr. Bloom, the debtor, began borrowing money from her plan accounts admost immediately after the planswere
established. Between 1978 and 1982, when shefiled for bankruptcy, she had borrowed more than 63 percent
of her tota account balances. The court stated that Dr. Bloom did not pledge any security for the loans[35]

Dr. Bloom, unlike Dr. Danid, did make some attempt to repay her loans. She made annua payments equd to
the accrued interest on the principal. The court aso found that Dr. Bloom was charged a "reasonable rate”’ of
interest on theloans,[36] and that shefollowed the procedures set out in the trust agreement for participant loans.
Fndly, in digtinguishing the facts from those in Danid, the court noted that Dr. Bloom did not make a large,
unscheduled contribution to the plans immediately before filing for bankruptcy.[37]

Infinding in favor of Dr. Bloom and againg the trustee in bankruptcy, the court considered the case only as a
section 522(b)(2)(A) exemptioncase. Asit had in Danidl, the court held that the only relevant inquiry under that
section was under the Cdifornia statute;[38] the anti-alienation provisions of ERISA and the IRC were not
consdered as possible bases of exemption under this section.[39] Importantly, the court extended the restriction
in the Cdifornia gatute explicitly gpplicable to profit-sharing plansto al retirement plans: that is, after Bloom, to
qudify for this Sate statutory exemption under section 522(b)(2)(A), any retirement plan must be " designed and
used for retirement purposes. " [40]

C. INREKINCAID

The next mgor pronouncement of the court came two years later in In re Kincaid.[41] The benefits under
consderationin Kincaid were held under a plan quite different from those in the previous two cases in one
important respect. The plan was a cash or deferred arrangement, popularly known as a"401(k) plan” (whichis



a specia type of profit-sharing plan in which an employer contributes money on a pretax bass), but it was
sponsored by the John Hancock Mutua Life Insurance Company.[42] Therefore, the plan sponsor was not a
small professond corporation, but a very large, national employer. Ms. Kincaid was a rank-and-file employee
of John Hancock who was till employed at the time she filed for bankruptcy.[43] The plan provided that
participants could take out loans from the plan, smilar totheplanin Daniel and Bloom. The granting of any loan
under the plan, however, was within the discretion of the plan administrator.[44] It appearsthat Ms. Kincaid had
not taken out any loans from the plan at the time she filed for bankruptcy.[45]

The plan aso provided that participantswho qualified could take " hardship withdrawds' fromtheplan, which aso
were granted within the discretion of the plan adminigtrator.[46] At thetime shefiled for bankruptcy, Ms. Kincaid
had not taken any hardship withdrawals from the plan, At the request of the bankruptcy trustee, Ms. Kincaid
applied for a hardship withdrawa. However, the plan administrator denied her application for withdrawa .[47]

InKincaid, the court's holding was dso on adifferent basisthan it wasin the previoustwo cases. Here, the Ninth
Circuit held that Ms. Kincaid's benefits in the 401 (k) plan were excluded from her bankruptcy estate under
section 541 (c)(2) asatraditiond state law spendthrift trust under Oregon law.[48] The court, relying on Danid,
reiterated that the retirement plan benefits could not be excluded from the estate on the basis of the anti-alienation
provisonsin ERISA and the IRC being "agpplicable nonbankruptcy law” under section 541(c)(2).[49]

Infinding Ms. Kincaid's benefitsto be excluded under state spendthrift trust law, the court focused on the amount
of "dominionand control" which Ms. Kincaid exercised over the plan which held her benefits[50] The court found
that the mere fact that the plan provided for participant loans and hardship distributions or that the
participant/debtor would become dligible for a distribution by terminating employment with John Hancock was
not "sufficient by itsdlf to destroy the spendthrift character of thetrust."[51] Ms. Kincaid'sinterest intheretirement
trust assets was not "self- settled” because she did not persondly have "dominion and control” over her benefits
in the plan of this large employer, a fact which was demonstrated even more forcefully by the denid of her
application for a hardship ditribution.

For the firgt time, the Ninth Circuit addressed the issue of whether a state law excluson might be preempted by
ERISA.[52] Unfortunately, the court's discussion of thisissueis conclusory and cursory, [53] and of little value
aslegd andysis. However, it was noteworthy for future cases that the issue had been raised in the Ninth Circuit.
Moreover, based on the concurring opinion inKincaid, discussed bel ow, the preemptionissuewasripefor further
development in the Ninth Circuit after Kincaid.

Judge Hetcher, in an opinion concurring with the holding of the mgority,[54] argued that the court should retreat
fromits holding in Daniel as being erroneoudy decided. In her opinion, Judge Fletcher reviewed both U.S.
Supreme Court and other federa circuit court cases decided subsequent to Daniel, as well as the purpose and
gatutory scheme of ERISA. Judge Fetcher persuasively argued that ERISA/IRC and the Bankruptcy Code do
not necessarily clash, but that it was the faulty reasoning in Daniel which set up the conflict.

D. INRECHENG

In re Cheng[55] took another step aong the path being developed by the Ninth Circuit. With Cheng, the facts
agan are familiar from the likes of Daniel and Bloom. The case arose in Cdlifornia, and the debtor, Dr. Cheng,
wasthesoleshareholder, director, and CEO of hismedica corporation, which sponsored two quaified retirement



plans. (Thetypesof plansare not specified, but knowing the types of plansisnot materia to understand the Ninth
Circuit Court of Appeds holding.)

In the bankruptcy court, Dr. Cheng had argued that his plan benefits were exempted under the Cdifornia
exemption statute] 56] pursuant to section 522(b)(2)(A). In following the Bloom holding, the bankruptcy court
found (and the digtrict court affirmed) that Dr. Cheng's plan had been designed and used for retirement purposes.
However, the Cdifornia statute exempts in full benefits in retirement plans sponsored by "corporations,” but
exempts benefits in plans sponsored by the sdf- employed (that is, sole proprietors or partnerships) only “to the
extent necessary to provide for the support of the ... debtor and for the support of the spouse and dependents
of the ... debtor ... when the ... debtor retires."[57] The bankruptcy judge held, and the district court affirmed,
that Dr. Cheng's benefits were subject to this restriction notwithstanding the fact that his plan was sponsored by
a corporation, because it was only a one-person corporation and therefore tantamount for this purpose to
retirement plans sponsored by self-employed persons.[58] Thelower courtswent on to hold that none of the plan
benefits was needed for Dr. Cheng's and his dependents support in retirement and, therefore, that all of the
benefits were to be included in his bankruptcy estate.[59]

The only issueto be decided by the circuit court waswhether Dr. Cheng's plan, sponsored by acorporation, was
nonethel ess subject to the "only to the extent necessary” restriction gpplicable to the plans of the sdf-employed
under the Cdifornia statute.[60] The court acknowledged that this issue had not been raised in Bloom.[61]

The bankruptcy trustee argued that the restriction should be applicable since Dr. Cheng, dthough incorporated,
had as a one-person corporation the same amount of dominion and control over his plan that a sole proprietor
or partner would have over its retirement plan.[62] The Ninth Circuit Court did not agree. It held that "a
corporationisacorporation isacorporation."[63] The court appeared to apply adifferent standard of statutory
congtruction here than it did in Danidl. The court in Cheng noted that the legidative history of Cdifornia Code
of Civil Procedure § 704.115 indicatesthat the policy behind the redtrictive language in subsection (€) wasto limit
the exemption for plans controlled by one person. But it refused to look beyond the words of a statute
unambiguous on itsface:

[T]he statute [CCP § 704-1151 sayswhat it says, and it wasimproper for the bankruptcy court to read
beyond it. If the Cdifornia legidature intended to treet closdly held corporations differently than large
corporations, it could have done so explicitly.[64]

The court indicated that it was uncomfortable in having to find that " one-person medical corporations aretrested
the same as Generd Motors'[65] because it created the possibility for abuse, but it refused to rewrite the
legidation. The court noted further thet it refused to " open thefloodgates of litigation” whichwould follow, if it held
for the bankruptcy trustee in this case, because of the need to then determine when a corporation becomes a
"red" corporation - with two shareholders? three? four? Thus, the court which in Daniel had consulted legidative
higory to interpret an arguably unambiguous statute enacted by Congress (i.e., section 541(c)(2)) refused in
Cheng to do the same thing to a Satute enacted by the Cdifornialegidature.

The court's opinion in Cheng that "a corporate plan is acorporate plan” regardless of the size of the corporation
is based on the very narrow issue of whether Cdifornia Code of Civil Procedure § 704.115(e) appliesto aone-
person corporation. However, the underlying theme of the court's opinion is that, regardless of the fact that the
sole shareholder in a one-person corporation may in fact have as much control over a qudified plan as does a
partner or asole proprietor, the existence of the corporation is enough to treat the corporate plan differently from



the way aplan sponsored by a partnership or asole proprietor istreated. Thispremisewould appear to be broad
enough to extend the logic of the court's holding to not permit treating the plan sponsored by a one-person
corporation differently from a plan sponsored by alarge corporation for any purpose in the bankruptcy context.
That is, even though the sole shareholder in a one-person corporation has unlimited ability to amend his or her
plan (within the bounds of ERISA and the IRC) to permit in- service distributiong 66] and participant loans, the
court may have directed its path to rule next that thisis not enough to cause the plan to be treated other than as
a corporate plan not subject to the "dominion and control” to which a plan sponsored by a partnership or sole
proprietorship is subject. This, however, remains to be seen: The court has hinted a such an expansion of its
reasoning in a case decided subsequent to Cheng.

E. PITRAT V.GARLIKOV AND IN RE REED

In fact, the Ninth Circuit spoke on these issues at least twice subsequent to Cheng and before Patterson was
decided. Both Pitrat v. Garlikov[67] and In re Reed[68] arosein Arizona Both casesinvolved the Arizona
datute intended to exempt a debtor's quaified retirement plan benefits from his or her bankruptcy estate.[69]

In contrast to its earlier casesascited above, the Ninth Circuit in thesetwo latter casesfor thefirst timediscussed
preemptionat length. In both Pitrat and Reed, the court found that the Arizona statute was preempted by ERISA
and, therefore, could not form the bassin ether case for the debtors to exempt qudified plan benefits from their
respective bankruptcy estates.[70] The court also discussed in each case the other mgjor issues treated in the
earlier cases. Whilethe court's treatment of most of theissues arising throughout these casesis consstent, it isnot
consistent - nor necessarily correct based on ERISA - in regard to the preemption issue[71]

Pitrat actually involved two separate debtors whose cases were consolidated solely to determine the treatment
of their repective penson plans: Ronad and Reda Garlikov on the one hand and James Flindall on the other.

Five plans were involved: two for the Garlikovs and three for Flinddll. The facts for both debtors are smilar,
dthoughitisimpossbletotdl in at least oneimportant aspect whether they areidentica, based on what the court
relates as the factua basis for its conclusion. Of thefive plans, the court tells usthe number of participantsin only
one; one of the Garlikov's plans had six participanty 72] (this is a materia fact as to the gpplication of ERISA
preemption, as noted above).[73]

The court relied on Daniel [74] which it specifically refused to reverse, in holding that the anti-alienation
provisons of ERISA and the IRC are not "applicable nonbankruptcy law" under section 541(c)(2)[75] and do
not qualify asfedera law exemptions under section 522(b)(2)(A).[76]

Furthermore, the court found that the Arizona statute did not protect the debtors plans under section
522(b)(2)(A) as a state law exemption becauseit was necessarily preempted by ERISA.[77] One problem with
the holding is that the facts as related in the case do not revea whether the ERISA preemption provison[78] is
applicable to four of thefive plans. For the one plan with Six participants, ERISA preemption would apply, Snce
the plan would be subject to Title I[79]; but if, for example, the other four plans had only the business owners as
participants, preemption would be inapplicable to those plans[80] and they should be protected from the
bankruptcy estates under the Arizona exemption statute. However, as noted, the court ignored this issue, and
found that ERISA preempted the Arizona statute for dl five plans.



The mogt interesting developmentsin Pitrat, however, arose in the court's discusson of spendthrift trust law.
Firdt, the court here gppeared to expand its reasoning in Cheng, as discussed above, dthough it did not cite
Cheng.

The court initidly presented the facts of the case asfollows: There were five separate plan sponsors. The debtors
were elther sole shareholders or 50 percent shareholdersof all five plan sponsors. The debtorswere soletrustees
of their respective plans, each had substantial benefits in the plans, and each had at least one outstanding
participant loan from one or more of his respective plans[81] The court then noted that the parties neglected to
include the plan documents themsalves as part of the court record, so that the terms of the plans are not part of
that record.[82]

After alengthy discusson about the effect of Kincaid[83] on the definition of "selfsettled” trust,[84] the Ninth
Circuit Court vacated the lower court's ruling that the plans were not spendthrift trusts and remanded the case
for further development of the record.[85] The court found this necessary in order to be able to determine the
debtors "dominion and control” over their respective plans. Thus, aprerequisite of the holding wasthat being sole
trustee, sole shareholder and a participant with substantia benefits and one or more outstanding loans is not
auffident to cause a qualified retirement trust to be self-settled. The court did point out, of course, that the
provisons of such a plan must be more redtrictive than those in plans such as that in Kincaid,[86] where the
sponsor of the plan was a large employer, and the debtor had no dominion and control whatsoever over the
plan.[87] In other words, for example, where the debtor is sole trustee of the plan and sole shareholder of the
sponsor, the plan amost certainly could not provide for in-service distributions.[88]

The second interesting point made by the court in Pitrat isin afootnote. As discussed earlier in this article[89]
the Ninth Circuit has consstently held that qudified plan benefits cannot be excluded from the bankruptcy estate
on the basis of the anti-alienation provisons in ERISA and the IRC because these are not "gpplicable
nonbankruptcy law" under section 541 (¢)(2), and that they cannot be exempted under the federa law exemption
under section 522(b)(2)(A). Moreover, it has consistently gone on to hold that state spendthrift trust law may be
abassfor excluson of the benefits under section 541(c)(2), as noted throughout thisarticle. In Pitrat, however,
the court tated in afootnote:

None of thepartiesclam [sic] that ERISA preempts Arizonaspendthrift trust law. We expressno opinion
on this question.[90]

As noted above, thisissue has been raised only oncein the Ninth Circuit, and the court dedlt with it peremptorily
therein dicta[91] The fact that the court went to the effort to raisethisissue onitsown valition may indicatethat
the court was seeking an appropriate case to more fully consider whether state spendthrift trust law is preempted
by ERISA. The short discussion in Kincaid gave some dight indication that the court believed it not to be
preempted. It would have been hel pful to bankruptcy and ERISA counsd dike, and their clients, to havethisissue
openly discussed. To ERISA attorneys it appeared since the court's pronouncement in Daniel (that "gpplicable
nonbankruptcy law” means only state spendthrift trust law) that ERISA would seem necessarily to preempt that
state common law just as it does the state statutes discussed in the cases above. (However, such aruling would
have left debtors in the Ninth Circuit in a worse postion than the one in which they found themselves prior to
Patterson v. Shumate. It seemed unlikely the court would have put itsdf in a position of being required to rule
that pension benefitswere not protected in any Stuation. Thus, looking back, it ssemsunlikely that the court would
have ruled state spendthrift trust law to be preempted (perhapsit could have found such non-preemption on the
bass that state spendthrift trust law does not "relate” to ERISA).)



InreReed[92] isthe second of the two cases decided by the Ninth Circuit after Cheng.[93] The Reed court held
on dl counts aong the same lines the Ninth Circuit has held in dl the cases previoudy discussed in this aticle
except Cheng. It upheld Daniel[94] in holding that ERISA and the IRC anti- dienation provisons are not
"gpplicable nonbankruptcy law" under section 541(c)(2) and do not qudify as a federa law exemption under
section522(b)(2)(A).[95]

The court dso held that Dr. Reed's plan did not qudify as a spendthrift trust, and so was not excluded from the
bankruptcy estate on that basis under section 541(c)(2).[96] The court based its opinion here on the following
facts: Dr. Reed was the sole participant in the plan and the plan's sole trusteg/97]; he was also the sole
shareholder of the sponsoring employer and had an outstanding loan from the plan at the time he filed
bankruptcy.[98]

What issurprisng in Reed is that the court, based on the facts iterated above, held that Dr. Reed's plan was also
not protected under A.R.S. § 33-1126(B) [99] on the ground that ERISA preempted that statute. This holding
isinconggent withtheresult in Cheng. The actud holding in Cheng was on the very narrow point of whether a
one-person corporation wasto betreated under the Cdiforniastatute asa corporate plan or asafemployed plan.
But the court was explicit in its holding that a corporate plan is a corporate plan for al purposes. The court
violated that conclusion &t least in spirit when it Sated:

Reed, as the sole shareholder of his professonal corporation, is actually self-employed and in fact
exercises unrestricted control over the funds.[100]

Of course, the issue of preemption was never raised in Cheng.

And it should never have beenraised in Reed. Dr. Reed's plan was not subject to Title | of ERISA and, therefore,
not covered by the preemption provison in Title1.[101] Accordingly, Dr. Reed's plan benefit should have been
excluded from the bankruptcy estate based on the Arizona statute.

F. SUMMATION OF NINTH CIRCUIT HOLDINGS

In conclusion, the Ninth Circuit's path from 1985 to 1992 was somewhat tortured. The concurring opinion in
Kincaid, taken together with the andysisin Cheng, seemed to indicate that the Ninth Circuit could have been
amenable, in the appropriate case, to back away from its holding in Daniel. Thus, it appeared possible that the
Ninth Circuit could have beenready to hold that the ERISA and IRC anti-alienation provisionswere "gpplicable
nonbankruptcy law™ pursuant to section 541(c)(2) - or &t least "other federa law" under section 522(b)(2)(A).
Either way, qualified plan benefits of bankrupt participants would have been protected as contemplated by
ERISA, uniformly at least in the Ninth Circuit, and available to provide for the time when those participants
currently in bankruptcy would retire. Moreover, under such rulings, administrators of qudified plans would not
have continued to be put in the untenable position of having to choose between (i) having the plan disqudified if
it paid over aparticipant's benefit to the trustee in bankruptcy and (ii) being found in contempt of court for refusing
to comply with a bankruptcy court's order to pay over the benefit to the bankruptcy trustee in contravention of
the anti-alienation provisonsin ERISA and the IRC.

However, the Ninth Circuit did not take that route. The decisionsin Pitrat and Reed exhibit the court's refusal
to back away from its holding in Daniel, and its continued confusion over the preemption issue.



Thus, the Ninth Circuit held firm in its pogition thet the anti-dienation provisonsin ERISA and the IRC did not
qudify as applicable nonbankruptcy law, and wasjoined in that conclusion by at least three other circuits[102]
On the other hand, four different circuit courts had interpreted the phrase "gpplicable nonbankruptcy law” in
section541(c)(2) toincludethe ERISA and |RC anti-alienation provisions, so that debtors qualified plan benefits
were dways excluded from their bankruptcy estates[103]

1. PATTERSON V. SHUMATE

In view of this deep split among the Circuits, the U.S. Supreme Court granted certiorari to a case from the
Fourth Circuit Court of Appeals. Shumate v. Patter son[104] held that the anti-alienation provisonsin ERISA
and thel RC congtitute " applicable nonbankruptcy law" under section 541(c)(2) so that debtor Shumate'squdified
plan benefits were excluded from his bankruptcy estate.[105]

The U.S. Supreme Court affirmed the Fourth Circuit.[106] In aunanimous decision, the Supreme Court held that
the retirement benefits of Mr. Shumate in the penson plan sponsored by his employer were excluded from his
bankruptcy estate under section 541(c)(2) because ERISA is™ gpplicable nonbankruptcy law" under that section,
and ERISA section 206(d) (the "anti-dienation” provison) is a "redtriction on the transfer” of the participant's
benefit in the pension plan and that redtriction is "enforceable’ under ERISA.[107]

The High Court based itsdecision on the"plain reading” and "clarity” of the provisons of section 541 (c)(2). The
Supreme Court justices clearly were mystified by the reasoning of those courts of apped which had restricted
"gpplicable nonbankruptcy law™ to mean only state spendthrift trust law.[ 108] And, inaconcurring opinion, Justice
Scalia had scathing words for the legd abilities of those lower courts[109]

Inthewake of Patterson, it istempting to say that participants benefitsin all quaified employee penson plans
are protected from the participants bankruptcy estates when participants file for bankruptcy protection.
Unfortunatdy, the holding in Patter son may not be this broad.

As discussed above,[ 110] the holding on its face - that the anti-alienation provision is applicable nonbankruptcy
law - appearsto gpply only in construing ERISA § 206(d)(1), and not to apply in construing IRC 8§ 401(a)(13).
The Court ates as follows:

Held: Theplainlanguage of the Bankruptcy Code and ERISA establishesthat an anti-alienation provison
in a quaified penson plan condtitutes a redriction on transfer enforceable under "applicable
nonbankruptcy law™ for purposes of § 541(c)(2).[111]

Because this holding explicitly mentions only ERISA and not the IRC per se, the narrow reading of the meaning
of Patterson isthat it gppliesonly to planswhich are subject to Title | of ERISA.[112] Thisreading would mean
that the benefits of participantsin al employee benefit penson plans would be protected under Patter son when
they filed for bankruptcy unlessthey wereeither (i) sole proprietorsor partnersin aplan which covered only such
self-employed persons or (ii) owners of an incorporated business which sponsored a plan which covered only
those owners.

Thus if this narrow reading is given to Patter son, it is the qudified plans of many smal businesses which would
not be protected. Where would these plan participants be lft, then, under thisinterpretation of the High Court's
only decision to dete on thisissue?
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These smdl-employer planswould then ether be subject to possible exemption under "other federd law” (in states
which have not opted out of the Statutory Federal Law Exemption) or under state law (when either the
participant/debtor is domiciled in a state which has opted out or chooses the state law exemptions).[113]

InCdifornia(and other opt-out statesin the Ninth Circuit) then, the partici pant/debtor would beleft with whatever
protection he or she may find under state law or "other Federd law.” In Cdifornia, for plans not covered under
Title | of ERISA, state law[114] appears, under Cheng,[115] most favorable for plans sponsored by
corporations. It is significant, however, that in Reed,[ 116] the Ninth Circuit held that ERISA preempted Arizona
statelaw. Thisholdingisincorrect, if the reported factsare correct that the debtor in Reed wasthe sole participant
in the plan since, in that event, the plan was not subject to Title |; as aresult, as discussed above,[117] the plan
IS not subject to the preemption provision contained in Title |. Thus, the authors would argue that the result in
Cheng isthe correct one, where anon-Title | plan may rely on Sate law.

Whether ERISA or the IRC congtitutes "other Federal law” under section 522(b)(2)(A) isleft open by the court
inPatter son sincethe point wasmoot for Mr. Shumate.[118] However, given the High Court's unanimous, broad
support for protection of pension plan benefits[119] it seems likely that this Court would hold that ERISA and
the IRC on their face condtitute "other Federd law" asthat term isused in section 522(b)(2)(A).

It is dso important to note that, in Ninth Circuit states which have not opted out of the Statutory Federd Law
Exemption, Patterson leaves open at least two issues under section 522(b)(1): (i) whether the benefit of a
participant/debtor may be exempted at dl under the provison in section 522(d)(10)(E); and (ii) if so, whether the
exemption is limited to ditributions which a participant/debtor has an immediate right to receive, as opposed to
the entire benefit held in the planfor the participant.[120] Note that, in any event, this exemption appliesonly to
the extent that the benefit is "reasonably necessary for the support of the debtor” and his dependents[121] This
issue could become important in a state in which there is no protection under state law or where state law
protectionismorelimited than thefederd provision (for example, under the Cdiforniagtatute, plansmust befound
to be designed for retirement purposes).[122]

Patter son does support a broader reading than the one set out above.[123] Although the holding itsalf does not
specificdly mention the IRC or IRC §401(8)(13), [ 124] the holding does state that "an anti-aienation provison
inaqualified pension plan congtitutes arestriction on transfer enforceable under 'applicable nonbankruptcy law'
for purposes of 8 541(c)(2)."[125] Pension plans are "qudified”" under the IRC, not under ERISA, and IRC §
401(a)(13) contains the identicd anti-dienation provison found in ERISA 8§ 206(d)(1). Accordingly, this
datement in the holding is best interpreted, even on its face done, to mean that the benefits of debtorsin all
employee benefit pension plans which are qualified under the IRC, whether or not they are dso subject to Title
| of ERISA, are excluded from a participant's bankruptcy estate.

Moreover, throughout the decision, the Court usestheterm " ERI SA-quaified";[ 126] although the Court doesnot
definethisterm, and it is not a term used in either ERISA or the IRC, it is reasonable to interpret the Court's
meeaning to include planswhich are covered under ERISA and the IRC, aswell asthose which arequaified under
the IRC but are not subject to Title | of ERISA. This interpretation gives the term a meaning consistent with
ERISA and the IRC, whereas giving the term the meaning that a plan is* qudified” under ERISA does not.

In addition, the Court cites IRC 8§ 401(8)(13), noting that it contains "smilar restrictions’ to those in ERISA §
206(d)(2). [127] Furthermore, after discussing the "plain language” [129] and "naturd reading” [129] of ERISA
§ 206(d)(1) and Bankruptcy Code § 541(c)(2), the court goes on to say,
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The text of § 541(c)(2) does not support petitioner's contention that " applicable nonbankruptcy law" is

limited to state law. Plainly read, the provison encompasses any relevant nonbankruptcy law,
including federal law such as ERI SA.[130]

While thisisdicta, and does not congtitute precedent, when coupled with the Court's clear, strong support of the
policy of protecting retirement benefits and having a uniform treatment of them, it is reasonable to interpret
Pattersonto mean that the Court did not intend to limit the protection of penson benefitsto only ERISA-covered
plans.

For example, the Court notesthat itsdecison in Patter son "ensuresthat the trestment of pension benefitswill not
vary based on the beneficiary's bankruptcy status'[131] and that it gives "full and appropriate effect to ERISA's
god of protecting pension benefits[132] The Court states, in addition, that its holding "furthers another important
policy underlying ERISA: uniform nationd trestment of pension benefits."[133]

The IRC anti-dienation provison in section 401 (8)(1 3) is substantidly smilar to that contained in ERISA §
206(d)(1). Moreover the Court in Patterson made strong statements concerning statutory construction and
uniform treatment of pension benefits. In light of these facts, and the dicta noted above, it isso unlikely asto be
tantamount to impaossbility that the Supreme Court would find, were acaseto be presented to it, that the benefits
of a participant in a qudified plan (which therefore would contain the anti-dienation provison in IRC §
401(a)(13)) were not excluded under section 541(c)(2) becausethe plan under which the benefitswere held was
not subject to ERISA Title I. Such a negative result would turn the Court's agppea for an "agreed-upon
methodology for creating and interpreting text"[134] into parody because, under the Court's congtruction, it
appears impossible to interpret the phrase " applicable nonbankruptcy law™ in section 541(c)(2) to exclude IRC
8 401(a)(13) since that phrase has been interpreted in Patter son to include the pardld provisonin ERISA §
206(d)(1). It therefore remains to be seen whether the symbol of our profession will continue to be the scales,
or will become the see-saw, as Justice Scalia characterized it.

\\\\\

[1] Mr. Reish, agraduate of the Universty of ArizonaLaw School, isthe managing partner of theLosAngeles
firmof Reish & Luftman, and concentrates his practicein employee benefitsand taxation. Mr. Wynne* graduated
from Columbia University School of Law and is a managing shareholder of the Los Angdes firm of Levene &
Eisenberg [at time of publication], A Professional Corporation, concentrating in bankruptcy, insolvency and
corporate reorganization. Ms. Witte is a graduate of Lewis & Clark Law School and is a partner with Reish &
Luftman in Los Angeles, concentrating in employee benefits and taxation.

*Mr. Wynneis currently a partner in the Los Angeles office of Kirkland & Ellis.

[2] Kurtzman, Bankruptcy Courts Are Mired in the ERISA Quicksand, 18 BNA PENSION REP. 804 n.2
(May 6, 1991).

[3] Unlessotherwise stated, al statutory references are to the U.S. Bankruptcy Code.
[4] Pettersonv. Shumate,  U.S.  , 112 S Ct. 2242 (1992) (reh'g. denied).
[5] Id.

[6] Justice Scalia dtates.



When the phrase " gpplicable nonbankruptcy lawv" is consdered in isolation, the phenomenon that three
Courts of Apped's could have thought it a synonym for "dae law" is mydtifying. When the phrase is
consdered together with the rest of the Bankruptcy Code (in which Congress choseto refer to state law
as, logicdly enough, "sate law"), the phenomenon cdlsinto question whether our lega culture has so far
departed from attention to text, or isso lacking in agreed-upon methodology for creating and interpreting
text, that it any longer makes senseto talk of "agovernment of laws, not of men.” The authors have found
four Circuit Courts of Apped s (including the Ninth Circuit) which have held "gpplicable nonbankruptcy
law" to mean only state spendthrift trust law. [See infra note 106 and accompanying text.]

Speaking of agreed-upon methodology: It is good that die court's analysis today proceeds on the
assumptionthat use of the phrases"state law” and " gpplicable nonbankruptcy law” in other provisons of
the Bankruptcy Codeis highly relevant to whether "gpplicable nonbankruptcy law" means"sate law” in
8 541(c)(2), since consistency of usage within the same statute is to be presumed.... This gpplication of
a norma and obvious principle of statutory condtruction would not merit comment, except that we
expliatly rgectedit, infavor of aone- subsection-at-a-timeapproach, wheninterpreting another provison
of this very saute earlier this Term. See Dewsnup v. Timm, _U.S. , 112 S. Ct. 773, 777-78, 116 L.
Ed. 2d 903 (1992); id.,at _--, 112 S. Ct. at 775-76 (SCALIA, J. dissenting). "We express no opinion,"
our decison sad, "as to whether the words (at issue) have different meaning in other provisons of the
Bankruptcy Code.” Id. at [7], n.3, 112 S. Ct. at 778, n.3.1 trust that in our search for aneutral and
rational interpretive methodology we have now come to rest, so that the symbol of our
profession may residein the scales, not the see-saw.

112 S. Ct. at 2250 (emphasis added). In fact, Patterson would appear to be only the latest pronouncement by
the High Court in the war over the parameters of statutory congtruction. In the seven months immediately
preceding the decision in Patterson, the U.S. Supreme Court decided at least three other cases, dl construing
provisons of the Bankruptcy Code, and dl turning specificaly on the turn of a phrase. We highlight those
decisons here, dthough none involved any issue under ERISA, to indicate the broader pattern of the Court's
apparent battle over the proper method of statutory interpretation, using the Bankruptcy Code increasingly asa
popular forum in which to wage that war. See Union Bank v. Wolas, 502 U.S. , 112 S, Ct. 527 (1991);
Dewsnup v. Timm, _U.S. , 112 S, Ct. 773 (1992); United Statesv. Nordic Village, U.S. 112 S.Ct. 1011
(1992).

In those three cases, Justice Scalia wrote a concurring opinionin one, adissenting opinion in the second, and the
mgjority opinion in thethird. Justice Scalia, in particular, ssemsengaged in aquest to return statutory congtruction
to theplain meaning rule’ (dthoughin thethird case, the dissenting opinion takes Justice Scaliato task for avoiding
the "plain meaning" of the datute in question).

[7] ERISA §514(a).

[8] Pattersonv. Shumate,  U.S._ , 112 S, Ct. 2242 (1992) (reh'g. denied).
[9] IRC §404.

[10] IRC §501(a).

[11] IRC § 402(a).
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[12] Department of Labor Regulations § 2510.3-3 providesin relevant pail asfollows:

Employee benefit plan. - (a) General. Thissection clarifiesthe definition in section 3(3) [of ERISA] of theterm
"employee benefit plan” for purposes of Title| of the Act [ERISA] and this chapter... [O]nly employee benefit
plans within the meaning of section 3(3) are subject to Tidel.

(b) Plans without employees. For purposes of Title | of the Act and this chapter, the term "employee benefit
plan” shdl not include any plan, fund or program, other than an gpprenticeship or other training program, under
which no employees are participants covered under the plan. .

(c) Employees. For purposes of this section:

(1) Anindividua and hisor her spouse shal not be deemed to be employees with respect to atrade or business,
whether incorporated or unincorporated, which iswholly owned by the individua or by the individua and hisor
her spouse, and

(2) A partnerinapartnership and hisor her spouseshd | not bedeemed to beempl oyeeswith respect tothepartnership.
See dso IRC § 401(c).

[13] ERISA §206(d)(1) and IRC § 401(a)(13). ERISA § 206(d)(1) provides as follows:
(d) Each pension plan shdl provide that benefits provided under the plan may not be assigned or dienated.

[14] IRC §401(8)(13) providesin relevant part asfollows: (13) ASSIGNMENT AND ALIENATION. -
(A) IN GENERAL. - A trust shdl not condtitute aqudified trust under this section unless the plan of which such
trust is a part provides that benefits provided under the plan may not be assigned or aienated.

See adso Treas. Reg. § 1.401(a)-13

[15] Private Letter Rulings 8951067, 9011037. See aso Private Letter Ruling 910905 1, where the plan
adminigrator and the bankruptcy trustee came to an agreement, approved by the court, wherein aditribution
payable to a participant could be mailed directly to the office of the bankruptcy trustee, to be endorsed over to
the bankruptcy trustee by the participant.

[16] EIUSA § 514(a).

[17] ERISA §514(a) provides asfollows:

(@ ... The provisons of thistitle [title 11 and title IV [which is ingpplicable for purposes of this article] shall
supersede any and dl State laws insofar as they may now or heresfter relate to any employee benefit plan
described in section 4(a) and not exempt under section 4(b). This section shal take effect on January 1, 1975.

In contrast, ERISA § 514(d) provides, with respect to federa laws, asfollows:

(d) Nothing in thistitle shal he congtrued to after, amend, modify, invaidate, impair, or supersede any law of the
United States (except as provided in sections | | 1 and 507(b)) or any rule or regulation issued under any such
law.

Thislatter section is often cited by bankruptcy courtsin determining that the Bankruptcy Code has priority in any
event over any provision in ERISA. See, e.g., Inre Goff, 706 F.2d 584, 587, 588 n.38 (5th Cir. 1983).

[18] 11 U.S.C. §522(b)(1) provides asfollows:
(b) Notwithgtanding section 541 of this tide, an individua debtor may exempt from property of the estate the
property listed in either paragraph (1) or, in the dternative, paragraph (2) of this subsection. . Such property is-
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(1) property that is specified under subsection (d) of this section, unless the sate law that is gpplicable
to the debtor under paragraph (2)(A) of this subsection specificaly does not so authorize; or in the
aternative (subsection (2)(A) - seeinfra note 20).

11 U.S.C. § 522(d) providesin relevant part asfollows:
(d) The following property may be exempted under subsection (b)(1) of this section:

(10) the debtor's right to receive- . . .
(C) adisahility, illness, or unemployment benefit; . . . .

(E) apayment under astock bonus, pension, profitsharing [sic], annuity, or Smilar plan or
contract on account of illness, disability, deeth, age, or length of service, to the extent
reasonably necessary for the support of the debtor and any dependent of the debtor, unless

(i) such plan or contract was established by or under the auspices of an insder that
employed the debtor at the time the debtor's rights under such plan or contract arose;
(i) such payment is on account of age or length of service; and

(iii) such plan or contract does not qudify under section 401(a), 403(b), 408, or 409
of the Internal Revenue Code of 1954 (26 U.S.C. § 401(a), 403(a), 403(b), 408, or
409) [sic].

[19] 3 Cadllier on Bankruptcy §522.02 n.4a. TheCdiforniastatutewhich "optsout” of the Statutory Federal Law
Exemption providesin rlevant part asfollows:
CAL. CODE CIV. PROC. § 704.115 (West 1987):

(@ Asusad in this section, "private retirement plan” means.

(1) Private retirement plans, including, but not limited to, union retirement plans.

(2) Profit-sharing [sic] plans designed and used for retirement purposes.

(3) Sdf-employed retirement plans and individud retirement annuities of accounts provided
for in the Internal Revenue Code of 1954 as amended, to the extent the amounts held in the
plans, annuities, or accounts do not exceed the maximum amounts exempt from federa
income taxation under that code.

(b) All amounts held, controlled, or in process of digtribution by a private retirement plan, for the
payment of benefits as an annuity, pension, retirement alowance, disability payment, or desth benefit
from a private retirement plan are exempt.

(d) After payment, the amounts described in subdivision (b) and dl contributions and interest thereon
returned to any member of a private retirement plan are exempt. (€) Notwithstanding subdivisions (b)
and (d), except as provided in subdivision (f), the amounts described in paragraph (3) of subdivision
(a) are exempt only to the extent necessary to provide for the support of the judgment debtor when
the judgment debtor retires and for the support of the spouse and dependents of the judgment debtor,
taking into account al resources that are likely to be available for the support of the judgment debtor
when the judgment debtor retires. In determining the amount to be exempt under this subdivision, the
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court shdl alow the judgment debtor such additional amount as is necessary to pay federd and state
income taxes payable as a result of the applying of an amount described in paragraph (3) of
subdivison (a) to the satisfaction of the money judgment.

[20] 11 U.S.C. 8 S22(b)(2)(A) providesasfollows:

(2)(A) any property that is exempt under Federa law, other than subsection (d) of this section, or
date or loca law that is gpplicable on the date of the filing of the petition at the place in which the
debtor's domicile has been located for the 180 days immediately preceding the date of the filing of the
petition, or for alonger portion of such 180-day period than in any other place].]

[21] Id.

[22] Pettersonv. Shumate,  U.S. 112 S. Ct. 2242, 2246 (1992) (reh'g. denied).
[23] 771 F.2d 1352 (9th Cir. 1985), cert. denied, 475 U.S. 1016 (1986).

[24] Dr. Danid filed for bankruptcy under Chapter 7 of the Bankruptcy Code of 1978.

[25] The U.S. Didrict Court for the Northern Didtrict of Cdifornia affirmed the Bankruptcy Court, which had
held that the corporate plan in which Dr. Danid's benefit was held in trust was not exempt from Dr. Danid's
bankruptcy estate under Cdifornialaw, and that it was neither exempt nor excluded under ERISA and the IRC.

Daniel at 1352. The lower court decisions are unreported.

[26] CAL.CODECIV.PROC. §690. 18(d) (West 1982) wasthe predecessor to CAL. CODE CIV. PROC.

§ 704.115, supra note 19. It provided in rlevant part asfollows.

(d) .... money held, controlled, or in process of digtribution by any private retirement plan, including,
but not limited to, union retirement plan [sic], or any profit-sharing [Sic] plan designed and used for
retirement purposes, or the payment of benefits as an annuity, pension, retirement alowance, disability
payment or death benefit from such retirement or profit-sharing plans, and dl contributions and
interest thereon returned to any member of any such retirement or profit-sharing plan, whether die
same hall be in actua possession of such pensoner or beneficiary, or deposited by him, are exempt
from execution, atachment, or garnishment.... the exemption given by this subdivison shdl apply to
any moneys held in saf-employed retirement plans and individua retirement annuities or accounts
provided for in the Internd Revenue Code of 1954 as amended by the federa "Employee Retirement
Income Security Act of 1974" (P.L. 93-406, 29 U.S.C. 1001 et seq.) and by the "Tax Reform Act of
1976" (P.L. 94-455), provided that such moneys do not exceed the maximum amounts exempt from
federa income taxation under these acts.

[27] SinceCdiforniaisan"opt out” state, Dr. Danid did not have the option to use the federal exemptions under

Bankruptcy Code § 522(b)(1). CAL. CODE CIV. PROC. § 703.130 (West 1987) provides as follows:

Federa bankruptcy exemptions; not authorized

Pursuant to the authority of paragraph (1) of subsection (b) of Section 522 of Title 11 of the United
States Code, the exemptions set forth in subsection (d) of Section 522 of Title | | of the United States
Code (Bankruptcy) am not authorized in this state.
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[28] 706 F.2d 574 (Sth Cir. 1983).

[29] H.R. REP. No. 95-595, 95th Cong., 2d Sess. 369 (1977), reprinted in 1978 U.S.C.C.A.N. 5963, 6325;
S. REP. No. 95-989, 95th Cong., 2d Sess. 83, reprinted in 1978 U.S.C.C.A.N. 5787, 5 869.

[30] 706 F.2d 574, 580 € seg. (5th Cir. 1983). Still not satisfied with just going beyond the face of Bankruptcy
Code 8 541(c)(2), the Goff court went further and looked at the legidative history of Bankruptcy Code 8
522(b)(2)(A) to further explain the meaning of Bankruptcy Code § 541(c)(2).

Thelegidative higory of Code 8 522(b)(2)(A) includes an illudrative ligt of property which might be exempted
fromthe estate under this section under federa laws other than the Bankruptcy Code. Although the list explicitly
is referred to in the legidaive hisory as illudrative and not exhaustive, the Goff court (and many subsequent
courts like it) found it to be determinative that ERISA is explicitly excluded from the list snce ERISA had been
enacted prior to the Bankruptcy Reform Act of 1978 and was not explicitly included onthelist. S. REP. No. 95-
989, 95th Cong., 2d Sess. 75, reprinted in 1978 U.S.C.C.A.N. 5787, 5861; H.R. REP. No. 95--595, 95th
Cong. 2d Sess. 360 (1977), reprinted in 1978 U.S.C.C.A.N. 5963,6316.

[31] 771 F.2d at 1359 (emphasisin origind).

[32] CAL.CODE CIV. PROC. § 690.18(d) (West 1982), supra note 26.

[33] Theissue of preemption under ERISA § 514(a) was not discussed by the Daniel Court.
[34] 839 F.2d 1376 (9th Cir. 1998).

[35] Both ERISA and the IRC require that any participant loan from a quaified plan be "adequately secured”
in order to avoid being a"prohibited transaction”. ERISA 8§ 408(b)(1), IRC § 4975(d)(1). The Court here may
have meant that the only security pledged was Dr. Bloom's account balances, and that there was no other
"outsde" security pledged; it is not clear in the case asreported. The Court in Daniel, 771 F.2d 1352 (9th Cir.
1985), cert. denied, 475 U.S. 1016 (1986), specificaly noted that Dr. Daniel had pledged hisaccount balance
in the plan as collaterd for his participant loan.

[36] A "reasonablerate of interest” on participant loansisalso required pursuant to ERISA § 408(b)(1) and IRC
8 4975(d)(1).

[37] 839 F.2d at 1379.

[38] CAL.CODE CIV. PROC. § 704.115 (West 1987). 7th Court noted that CAL. CODE CIV. PROC. 8§
690.18(d) (West 1982) was the predecessor to CAL. CODE CIV. PROC. § 704.115, and stated, "For our
purposes, the new satuteisidentica in meaning to theold.” 839 F.2d at 1378 n.2. Asin Danidl, 771 F.2d 1352
(Sth Cir. 1985), cert. denied, 475 U.S. 1016 (1986), the Court in Inre Bloom, 839 F.2d 1376 (Sth Cir. 1988),
does not discuss the preemption issue raised under ERISA 8§ 514(a).

[39] Thecourtin InreBloom, 839 F.2d 1376 (9th Cir. 1988), doesnot discussat dl the possible exclusion of
Dr. Bloom's benefits pursuant to § 541 (c)(2).

[40] 839 F.2d at 1378.
[41] 917 F.2d 1162 (9th Cir. 1990).
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[42] 1d. at 1163.
[43] 1d. at 1164.
[44] 1d. at 1167-68.
[45] 1d. at 1164.
[46] 1d. at 1168.
[47] 1d. at 1164.

[48] Id. a 1168. The court noted that the plan would dso have qudified as a spendthrift trust under the law of
the state of Massachusetts, the law which the plan provided would govern. Id. at 1167 n.2.

[49] 1d. at 1166.
[50] Id. at 1167.
[51] 1d. at 1168.

[52] BetweenthedecisonsinlinreBloom, 839 F.2d 1376 (9th Cir. 1988), and In re Kincaid, 917 F.2d 1162
(Sth Cir. 1990), the United States Supreme Court had ruled on an issue of preemption involving awefare plan
governed by ERISA. Mackey v. Lanier Collections Agency & Service, 486 U.S. 825 (1988). The Supreme
Court hdd in Mackey that ERISA preemption under § 514(a) is very broad, and that it preempted a Georgia
statutewhich, in attempting to protect ERISA plansfrom garnishment, specificaly mentioned that statute by name.
Severa cases decided subsequent to Mackey have cited it in determining that state law, including statutes
attempting specifically to protect ERISA retirement plans from bankruptcy, as well as state common law on
spendthrift trudts, is preempted by ERISA 8§ 514(a). Note that any qualified plan which is not aso covered by
ERISA (see supra notes 11-12 and 16-17 and accompanying text) would not preempt these state laws, so that
such aplan might be protected under Sate law.

[53] 917 F.2d at 1166.

[54] Id. at 1169.

[55] 943 F.2d 1114 (9th Cir. 1991).

[56] CAL.CODE CIV. PROC. § 704.115 (West 1987) (see supra note 19).
[57] CAL. CODE CIV. PROC. § 704.1 15(c) (West 1987).

[58] 943 F.2d at 1115-16.

[59] Id. at 1115.

[60] The Court once again did not discuss preemption (See supra notes 16-17, 33, 52-53 and accompanying
text), presumably because theissuewas not raised. If the court had considered whether the preemption provision
inTitlel of ERISA were gpplicable, it should have found it not to be gpplicablein Cleng because Dr. Cheng was
the only participant in his plans. These plans are not subject to Tide | of ERISA and, therefore, are not subject
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to the ERISA preemption provison (see supra note 17). Accordingly, Dr. Cheng correctly could rely on
Cdiforniagtate law to protect his quaified retirement plan monies.

[61] 943 F.2d at 1116.
[62] Id. at 1116.

[63] Id.

[64] 1d. at 1117.

[65] Id.

[66] "In-servicedigributions' aredigtributionsfor which aparticipantiseligible prior to thetimehe or shereaches
retirement age or terminates employment with the plan sponsor.

[67] 947 F.2d 419 (9th Cir. 1991).
[68] 951 F.2d 1046 (Sth Cir. 1991).
[69] ArizonaRev. Stat. Ann. § 33-1126(B) (1991) provides in relevant part:

Any money or other assets payable to a participant or beneficiary from, or any interest of any
participant or beneficiary in, aretirement plan which is qudified under 88 401 (a), 403(a), 403 (b),
408, or 409 of the United States internal revenue code [sic] of 1986, as amended, shall be exempt
from any and dl clams of creditors of the beneficiary or participant.

[70] 947 F.2d at 427-29; 951 F.2d at 1048,

[71] Although we have not read the appellate briefsin either Pitrat or in Reed, the plan in Reed dlearly had only
one participant on the facts presented. (In Pitrat, as discussed in the text accompanying nn.72-73 infra, it is
unclear how many participants were in most of the plans involved, so that it is impossible to know whether
preemption was applicable.) In any event, we assume that the attorneysfor the debtor in Reed did not point out
the fact that Dr. Reed's plan was not subject to Title | of ERISA and, therefore, that the Arizona statute was not
subject to preemption. Thus, after Reed, there existed aconflict within the Ninth Circuit. (See text accompanying
n.98 infra.) While Reed was more favorable to trusteesin bankruptcy than Cheng, it left Dr. Reed in a pogtion
much less favorable than that of Dr. Cheng, and for no apparent mason based on the statutory and case law.

[72] 947 F.2d at 422.

[73] Seesupranotes 11-12, 16-17 and accompanying text.
[74] See supra note 23.

[75] 947 F.2d at 423.

[76] Id. at 426.

[77] 1d. at 429.

[78] Seesupranotes| | - 12, 16-17 and accompanying text.
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[79] Seesupranotesl1l - 12, 16-17 and accompanying text.

[80] Preemption would be ingpplicable because these latter plans would not be subject to Title | of ERISA, in
which the preemption provision is set forth. See supra notes 11-12, 16-17 and accompanying text.

[81] 947 F.2d at 423.

[82] Id.

[83] Seesupranote4l.

[84] 947 F.2d at 424-25.

[85] Id. at 425.

[86] See supra note 41.

[87] 947 F.2d at 425.

[88] See supra note 66.

[89] See supra notes 23-30, 48-51 and accompanying text.
[90] 47 F.2d at 423 n.4.

[91] See supra notes 52-53 and accompanying text.

[92] Inre Reed, 951 F.2d 1046 (9th Cir. 1991).

[93] Inre Cheng, 943 F.2d 1114 (9th Cir. 1991).

[94] InreDanigl, 771 F.2d 1352 (9th Cir. 1995), cert. denied, 475 U.S. 1016 (1986).
[95] 951 F.2d at 1048-50.

[96] Id. at 1050.

[97] Id. at 1047.

[98] Id. at 1050.

[99] See supra note 69.

[100] 951 F.2d at 1050 (emphasis added).

[101] Seesupranotes| 1- 12, 16-17 and accompanying text.

[102] The Ffth, Eighth and Eleventh Circuits concur. See, e.g., In re Goff, 706 F.2d 574 (5th Cir. 1983); In
re Dyke, 943 F.2d 1435 (5th Cir. 199 1); In re Graham, 726 F.2d 1268 (8th Cit. 1984); InreLichstahl, 750
F.2d 1488 (11th Cir. 1985).
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[103] The Third, Fourth, Sixth and Tenth Circuits have so hdd. See, e.g., Vdisv. Kardanis, 949 F.2d 78 (3d
Cir.),reh'g.denied,  F.2d__ (1991);InreMoore, 907 F.2d 1476 (4th Cir. 1990); Shumatev. Patterson,
943 F.2d 362 (4th Cit. 1991), cert. granted, Pattersonv. Shumate,  U.S. |, 112 S Ct. 932 (1992); In
re Lucas, 924 F.2d 597 (6th Cir.), cert. denied - U.S. | 1l S. Ct. 2275 (1991); In re Harline, 950 F.2d
669 (10th Cir. 1991).

[104] 943 F.2d 362 (4th Cit. 1991), cert. granted, Patterson v. Shumate,  U.S. __ , 112 S. Ct. 932
(1992).

[105] Id. at 362, 364.
[106] Patterson, 112 S. Ct. at 2244, 2250.

[107] Id. a 2244. In light of this holding, the Court found it unnecessary to consder Mr. Shumate's aternative
argument that his pension benefits were exempted from inclusion in his bankruptcy estate under the provisions of
Bankruptcy Code § 522(b)(2)(A). Id. at 2250.

[108] Id. at n.4.

[109] Id. at 2250.

[110] Seesupra note 11 and accompanying text.
[111] Patterson, 112 S. Ct. at 2244.

[112] Seesupranotes11-12, 16-17 and accompanying text. See also Reed v. Drummond, 951 F.2d 1046 (9th
Cir. 1991), vacated and remanded,  U.S. |, 113 S. Ct. 314 (1992). In this case (which as of January
11, 1993, had not been reported as decided by the Court of Appeals on remand), the debtor was the sole
shareholder of his medica corporaion and the sole participant in his qudified penson plan. The Ninth Circuit
afirmed the bankruptcy court and the U.S. Didrict Court in finding that the debtor's retirement benefit in the plan
was not protected under either Arizonalaw or under section 522(b)(2)(A) or section 541(c)(2) of the Bankruptcy
Code. lle Supreme Court vacated and remanded the decison for "further consderation in light of Patterson v.
Shumate, 504 U.S. _ , 112 S, Ct. 2242 (1992)." The decision on remand should provide some indgght onthe
position parties and the courts will take with regard to qudified plans which am not also subject to ERISA, as
discussed inthis article.

[113] See supra notes 18-21 and accompanying text.
[114] Seesupra note 19.

[115] See supra note 55.

[116] See supra note 68.

[117] Seesupra notes 99-101 and accompanying text.
[118] Patterson, 112 S. Ct. at 2250.

[119] Seeinfra notes 131-33 and accompanying text.
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[120]
[121]

[122]

See Patterson, 112 S. Ct. a 2250 n.4, and accompanying text.
See supra note 18.

See supra notes 19 and 40 and accompanying text.

[123] See supra notes 107-109 and accompanying text.

[124]
[125]
[126]
[127]
[128]
[129]
[130]
[131]
[132]
[133]
[134]

See supra note 107 and accompanying text.
Patterson, 112 S. Ct. at 2244 (emphasis added).
See, eg., Patterson, 112 S. Ct. at 2244, 2245, 2246 and 2247.
Patterson, 112 S. Ct. at 2247.

Id. at 2246.

Id.

Id. at 2247 (emphasis added).

Id. at 2249.

Id. at 2250.

Id.

Id. See also Patterson, 112 S, Ct. at 2250 n.4.
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