FOR PUBLI CATI ON

UNI TED STATES BANKRUPTCY COURT

DI STRI CT OF NEW JERSEY

In Re:

RONALD J. YUHAS

Debt or .

Chapter 7

Case No. 95-30368

MEMORANDUM OPI NI

APPEARANCES:

FOR THE DEBTOR

PETER J. BRCEGE, ESQUI RE

Br oege, Neumann & Fi scher
add Squan Pl aza

25 Abe Voorhees Drive

Post O fice Box |

Manasquan, New Jersey 08736

FOR THE CHAPTER 7 TRUSTEE

THOVAS J. ORR, ESQUI RE

331 High Street

2nd Fl oor

Burlington, New Jersey 08016

ON



This matter cones before the court on cross notions to
determ ne whether the Debtor's Individual Retirenent Account
("IRA") is property of the bankruptcy estate. The facts presented
to the court are essentially undisputed. The Debtor, Ronald J.
Yuhas, filed a petition under Chapter 7 of the Bankruptcy Code on
January 18, 1995. In his petition, the Debtor listed an | RA val ued
at $143, 000 as personal property. See, Debtor's Petition, Schedul e
B, 111. Next to the listing of the IRA was the notation "not
property of the estate pursuant to NJ.S A 25:2-1(b)." Id.
Because the Debtor clainmed the IRA was excluded from the estate
rat her than exenpted, he elected the federal exenptions. Debtor
filed the wthin notion requesting an order confirmng his
assertion that the IRA was not property of the estate, and the
Trustee cross noved for a declaration to the contrary.

DI SCUSSI ON

The Bankruptcy Code defines property of the estate to include
"all legal and equitable interests of the debtor in property as of
the commencenent of the case.” 11 U S.C. 8541(a). Neither party
di sputes that the Debtor's IRAfalls within the broad paraneters of
that definition

The crux of the controversy i s whet her the excl usi on contai ned
in section 541(c)(2) renoves IRAs from the anmbit of that

definition. Section 541(c)(2) provides that "[a] restriction on



the transfer of a beneficial interest of the debtor in a trust that
i s enforceabl e under applicabl e nonbankruptcy lawis enforceable in
a case under this title.” 11 U.S.C. 8541(c)(2). Application of the
exclusion to a particul ar asset requires the court to make at | east
three distinct determ nations: 1) does the debtor have a benefi ci al
interest in a trust; 2) is the transfer of that interest
restricted; and 3) is the restriction enforceabl e under applicable
nonbankr uptcy | aw.

THE DEBTORS | NTEREST I N AN | RA CREATES A
BENEFI Cl AL | NTEREST I N A TRUST

The first determ nation can be dispensed with dispatch, so

much so that the parties have not even addressed it. The
Bankruptcy Code does not define the term "trust". CGenerally, a
trust consists of "[a]lny arrangenent whereby property 1is

transferred with intention that it be adm nistered by trustee for

another's benefit." Black's Law Dictionary 1508 (6th ed. 1990).

The Restatenent defines the termas a fiduciary relationship with
respect to property, subjecting the person by whomthe title to the
property is held to equitable duties to deal with the property for
the benefit of the other person. Restatenent (Second) of Trusts 82
(1987). More germanely, under N.J.S. A 25:2-1(b) a qualifying trust
is defined as a trust created or qualified and mai ntai ned pursuant
to federal law, including section 401, 403, 408, or 409 of the
I nt ernal Revenue Code. Since the | RA at issue was created pursuant

to 26 U S.C. 8408, it is a qualifying trust under the statute. It



i s beyond cavil that the | RA was established for the benefit of the

Debt or .

THE STATUTE CREATES A RESTRI CTI ON ON TRANSFER

A.  Attachnent of a debtor's interest by a creditor constitutes
a transfer

The next requi renent of section 541(c)(2) is that transfer of

the corpus of the trust be restricted. The Bankruptcy Code defi nes

transfer as "every node, direct or indirect, absolute or

conditional, voluntary or involuntary, of disposing of or parting

with property or with an interest in property ...." 11 U S. C
8101(54) (enphasi s added).

Like the definition of "property of the estate", the

definition of the term "transfer" is extrenely broad, and has

consi stently been construed very broadly. See, e.qd., Inthe Matter

of Freedom G oup, 50 F.3d 408 (7th Gr. 1995)("transfer"” is defined

broadl y; includes issuance of final order of garnishnment); Mellon

Bank v. Metro Comunications, 945 F.2d 635 (3d Gr. 1991), cert.

denied, 503 U S. 937 (1992)(Code's definition of "transfer" is
sufficiently broad to enconpass a | everaged buyout of stockhol ders

by a secured creditor). Most significantly, even the nere



docketing of a judgnent |ien has been held to be a "transfer"™ under

the Bankruptcy Code definition. In re Babiker, 180 B.R 458

(Bankr. E.D. Va. 1995). \While the docketing of a lien is not a
transfer in the ordinary sense of the word, it falls within the
Code's broad definition because it involves the unconditional

i npai rment of a debtor's interest. See, Barnhill v. Johnson, 503

U S 393 (1992)("transfer" under the Code occurs when sone interest
of the debtor is unconditionally shifted).

G ven the broad definition of the term "transfer" and the
myriad circunstances under which it has been held to apply, there
can be little doubt that attachnment by a creditor of a debtor's
interest in property constitutes a transfer under the Code.
Therefore, if such attachnment is restricted under applicable non-
bankruptcy law, the second prong of section 541(c)(2) has been
met .

B. NJ.S.A 25:2-1(b) restricts attachment by creditors

The Suprene Court in Patterson v. Shumate, 504 U S. 753

(1992), addressed the question of what | aw was enconpassed in the
phrase 'applicabl e nonbankruptcy law . The Court held that section
541(c)(2) "contains nolimtation on 'applicabl e nonbankruptcy | aw

relating to the source of the law " 1d. at 758. Cf., Barnhill v.

Johnson, 503 U. S. 393 (1992) (while the definition of "transfer" and
when it occurs are matters of federal |aw, bankruptcy courts nust
look to state law for the definition of property and interest in
property). Thus, any applicable federal or state law may be
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consi dered when anal yzi ng the exclusion contained in that section.

N.J.S.A 25:2-1(b) provides that any property held in a
qualifying trust, which as noted earlier includes | RAs by statutory
definition, "shall be exenpt fromthe clains of all creditors...."
New Jersey |l aw strai ghtforwardly restricts creditor access to funds

held in I RAs both inside and outside of bankruptcy.

THE RESTRICTION IS ENFORCEABLE UNDER APPLI CABLE NONBANKRUPTCY LAW

A.  Applicabl e nonbankruptcy lawis not limted to state

spendthrift trusts and ERI SA qualified pension plans

The final question to be determ ned under section 541(c)(2) is
whet her the restrictions inposed by applicable nonbankruptcy | aw
are enforceable in a case under Title 11. Prior to the Suprene
Court's decision in Patterson, several courts took the position
that Congress intended to |limt section 541(c)(2) to restrictions
on transfer that are enforceabl e only under state spendthrift trust

law. See, e.qg., Inre Goff, 706 F.2d 574 (5th Cr. 1983). Al though

the legislative history mnakes specific reference to state
spendthrift trusts, there is no reason to consider the | egislative

hi story when the statute itself is clear. United States v. Ron

Pair Enterprises, Inc., 489 U.S. 235, 241. When consi dering

section 541(c)(2), the Third Crcuit found that it was unreasonabl e



to limt its application to state spendthrift trusts given the

clarity of the statutory | anguage. Velis v. Kardanis, 949 F. 2d 78,

8l (3d Cir. 1991). Wiile there is antecedent case law to the
contrary, Patterson and Velis make clear that 541(c)(2) does not
require the creation of a state |law spendthrift trust.

QG her courts have suggested that a plan nust be ERI SA
qualified in order to be enforceabl e under section 541(c)(2). See,

e.g., In re Lanb, 179 B.R 419 (Bankr. D.NJ. 1994). Yet the

| anguage of 8541(c)(2) is clear: just as it contains no reference
to spendthrift trusts, it contains no reference to ERISA. Wile the
Patterson case held that ERI SA-required anti-alienation provisions
were sufficient restrictions on transfer, it did not Iimt the
source of restrictions to ERISA. There is no statutory or case | aw
requi renent that applicable nonbankruptcy lawis limted to ERI SA
regul ati ons.

B. The restriction on transfer need not be contained in the

trust docunent itself

The nbst interesting question is whether the restriction on

transfer nust be contained within the plan or trust at issue in

order to be enforceable. See, e.qg., In re Meehan, 173 B.R 818,
821 (S.D. Ga. 1994)("inplicit in 8541(c)(2) ... is that the subject
restriction is ... contained in the trust"); In re Van Nostrand,

183 B.R 82, 85 (Bankr. D.N. J. 1995)("for a restraint on alienation

provi sion to be enforceable pursuant to 8541(c)(2), the provision



must be included in the investnent plan."); In re Lanb, 179 B.R

419, 423 (Bankr. D.N. J. 1994)("the Debtor's |IRA account does not
contain any anti-alienation clause that would place it wthin the
confines of 8541(c)(2)").

These decisions gain support from the Suprene Court's
statenent in Patterson that "a debtor's interest in these plans
[l RAs] coul d not be excl uded under 541(c)(2) because the plans | ack
restrictions enforceable under 'applicable non-bankruptcy |aw"
504 U.S. at 762. The Supreme Court noted that in order for a plan
to be enforceable under ERISA, it nust contain anti-alienation
provisions. ld. at 760. In other words, the ERI SA regul ations
happen to require that the restrictions appear in the trust
docunent itself. The Court's statement regarding |RAs being
excepted from ERISA's anti-alienation provision requirenents,
appears in the course of a discussion of the different inpact of
sections 522(d)(10)(E) and 541(c)(2) on several federally
establ i shed pension plans. The context in which the cited dicta
appears does not even suggest that the Court considered all of the
ways that transfer of an I RA m ght be restricted. Conversely, the
actual holding in Patterson is that 8541(c)(2) "entitles a debtor
to exclude from property of the estate any interest in a plan or
trust that contains a transfer restriction under any relevant
nonbankruptcy law. " 1d. at 758 (enphasis added).

The court inlnre Meehan, 173 B.R 818 (S.D. Ga. 1994), found




that 541(c)(2) requires that the restriction nust be contained in
the plan or trust at issue, based partly upon the Patterson dicta
cited, and partly on a perceived tautology created from reading
541(c)(2) otherwi se. As the Meehan court itself acknow edged, and
as set forth above, the Patterson dicta cited by the bankruptcy
court was "not beyond debate". The tautol ogy enpl oyed by Meehan as
further support of its positionis, noreover, self-serving in that
it is logically dependant upon application of the clause "in a
trust” to nodify the term "restriction" rather than the phrase
"beneficial interest of a debtor". | respectfully disagree with
the application chosen. * In ny view, the nore natural reading of
the statutory language is that the restriction that nust be
enforceabl e under nonbankruptcy law is a restriction "on the
transfer of a beneficial interest of the debtor in a trust".

A recent New Jersey case took this analysis one step further.

In In re Van Nostrand, 183 B.R 82 (Bankr. D.N.J. 1995), Chief

Judge G ndin concluded that even if a transfer restriction outside

of the plan or trust could be applicable, N J.S A 25:2-1(b) does

1" As is not uncommon, the |anguage of Code is not a nodel of
clarity. Section 541(c)(2) contains four separate prepositiona
phrases followng the word "restriction". The phrase "on the
transfer” is closest to, and logically nodifies, the word
"restriction.” The remaining phrases imediately follow the
pl acenent of the word "transfer"” and, of a piece, descri be what may
not be transferred, that is, "a beneficial interest of the debtor
in a trust." The phrase "in a trust" describes the debtor's
interest rather than the restriction.

Filling in the blanks (as did Judge Bowen in Meehan) vyields
the followng: "a restriction on transfer ... enforceable under
[N.J.S.A 25:2-1(b)], is enforceable in a case under this title".
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not contain a sufficient restraint on transfer. 1d. at 85. The Van
Nostrand court found that the test for exclusion under 541(c)(2) is
whet her the debtor is precluded fromtransferring an interest in
the IRA, not whether creditors can reach the IRA [d. 1In support

of that conclusion, the court cited only In re Heisey, 88 B.R 47

(Bankr. D.N.J. 1988), in which Judge Moore found that because the
debtor was entitled to wthdrawthe I RA funds at anytinme, there was
no restriction on the transfer of the debtor's interest in a trust.
The Heisey court specifically rejected the argunent that N J. S A
2A:17-50, which nade the I|IRA exenpt from levy by judgnent
creditors, provided the necessary restriction on transfer. Judge
Moore rejected that argunent not because protection from|levy by
judgnent creditors was insufficient, but because |IRAs do not
qualify as spendthrift trusts. Id. at 50. Post Patterson, it is
clear that whether a statute creates a spendthrift trust is not
determ native of the question of restriction under 541(c)(2).
Patterson at 761, n.A4. Thus, this court nost respectfully
di sagrees with reliance on Heisey for the proposition that the
appropriate test is debtor access rather than creditor access to
the trust.
C. NJ.S A 25:2-1(b) creates an enforceable restriction on
transfer
Havi ng determ ned that the transfer restriction need not be in

the trust itself, we turn to the |anguage of N J.S A 25:2-1(b)
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itself to decide if it contains an enforceable restriction on
transfer as contenplated by 11 U S. C. 8541(c)(2). The statute
provides that "[a]ny property held in a qualifying trust ... shal
be exenpt fromall clainms of creditors and shall be excluded from
an estate in bankruptcy ...." N.J. Stat. Ann. 25:2-1(b). The
statutory | anguage nmakes it clear that an IRA is exenpt fromthe
clains of creditors. As noted earlier, the Bankruptcy Code defi nes
transfer to include involuntary attachnent by creditors. The
statute is a duly pronul gated | aw of the state of New Jersey, which
has not been invalidated on constitutional or other grounds.?
Thus, N J.S. A 25:2-1(b) provides the necessary restriction on
transfer to bring an IRA within the exception to property of the
est at e. Accordingly, the Debtor's IRA is not property of the
bankruptcy estate pursuant to 11 U S.C. 8541(c)(2).

EXCLUSI ON FROM THE ESTATE IS CONSI STENT WTH PUBLI C
POLI CY UNDERLYI NG THE CODE AND THE CASE LAW

The subsurface current underlying the decisions that deny

2 In his Van Nostrand decision, Chief Judge G ndin found that
the statute to be an exenption statute rather than an excl usion
statute, and on that basis found that it would be unenforceabl e
under the doctrine of federal preenption. Because this court's
analysis turns purely on restrictions under the New Jersey |aw
rather than the portions of the statute that attenpt to either
exenpt or exclude property fromthe estate, the doctrine is not
called into play by this analysis. Once it is determ ned that
N.J.S. A 25:2-1(b) provides arestriction on transfer which renoves
an I RA from property of the estate, the question of whether the
statute purports to be an exclusion or an exenption statute is a
red herring.
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541(c)(2) status to self settled trusts seens to be the concern
that exenpting |RAs fromproperty of the estate will allow people
to place assets beyond the reach of their creditors by setting up
revocable trusts for their own benefit. There is understandable
resistance to the idea that debtors could be permtted to place
assets in revocable trusts for their own benefit and thereby
insulate themfromthe clains of creditors.

While this argunent has a certain gut-level appeal, it fails
to take into consideration that debtors are already permtted that
right under New Jersey law. Qutside bankruptcy, N J.S A 25:2-
1(b) shields any funds in an IRA fromthe clains of creditors
Debtors in New Jersey are thus already permtted to place assets
beyond the reach of creditors by placing them in self-settled
trusts.® A debtor transferring assets to IRAs for the sole
purpose of utilizing N.J.S. A 25:2-1(b) remains subject to the good
faith requirenents of the Bankruptcy Code. To that extent, the
Bankruptcy Code provides creditors greater protection from abuse
than they receive under state |aw This concern was squarely

addressed by the Third Crcuit in Velis v. Kardanis, 949 F.2d 78,

82 (3d Cr. 1991), which stated "[p]resumably, substantial or

3 The case of Aronsohn & Springstead v. Wissman, 230 N.J.
Super. 63 (App. Div. 1989), cert. den., 117 N J. 36 (1989) was
deci ded before enactnent of N.J.S. A 25:2-1(b), and focussed i nst ead
on N J.S A 3B:11-1. The Aronsohn court also relied extensively on
the very line of cases subsequently rejected by both the Third
Crcuit in Velis v. Kardanis and the Suprenme Court in Patterson v.
Shumat e.
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unusual contributions to self-settled trusts made wthin the
preference period or with intent to defraud creditors should
receive no protection under either 8541(c)(2) or 8522(d)(10)(e)."

Moreover, The United States Suprene Court has consistently
held that while federal |aw defines "property of the estate,”
bankruptcy courts nmust |look to state law for the definition of

property and what constitutes and interest in property. See, Butner

v. US., 440 U.S. 48 (1978); Barnhill v. Johnson, 503 U S. 393

(1992). The concern driving this deference to state law is the
idea that the treatnent of property interests should be uniform
i nside and outside of bankruptcy, thus preventing "a party from
"receiving a windfall nerely by reason of the happenstance of

bankruptcy.'" Butner at 55, quoting Lewis v. Manufacturers Nati onal

Bank, 364 U. S. 603, 609 (1961). |If this court were to hold that a
creditor could reach an | RA of a debtor in bankruptcy that it would
not be entitled to reach under state law, creditors mght be
encouraged to file involuntary petitions against individuals for
the sole purpose of obtaining access to funds unavail abl e under
state law. This nost undesirable possibility is precisely the type

of result the Butner hol ding seeks to avoid.

Finally, the Third GCrcuit has recognized the depth of
Congressional concern for protection of retirenent savings.
Al t hough the Velis court held that transfer of the debtor's | RA was
unrestricted due to that particul ar debtor's age, the court stated:
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there can be no doubt that Congress has expressed a deep and
continuing interest in the preservation of pension plans, and
in encouraging retirenent savings, as reflected in the
st at ut es whi ch have given us ERI SA, Keogh plans and | RAs. W
believe it reasonable to conclude that Congress intended to
provide protection against the clainms of creditors for a
person's interest in pension plans, unless vulnerable to
chal | enge as fraudul ent conveyances or voi dabl e preferences.

Velis v. Kardanis, 949 F.2d 78, 82 (3d Cr. 1991). Cdearly, the

Third Crcuit is receptive to appropriate legislative attenpts to
further the inportant public policy of encouraging and protecting

retirenment savings.

CONCLUSI ON

The vagaries of our tax | aws are such that when an enpl oyee is
separated from his or her enployer, either voluntarily,
involuntarily or when the enployer's business termnates, the
enpl oyee often nust roll an ERI SA pension or 401K into an I RA or
face substantial dimnution of his or her retirenment fund. Both the
Third CGrcuit and the U S. Suprenme Court have recognized the
inportance of the various Congressional policies encouraging
individuals to save for their retirement. Were statutory

definitions and statutory | anguage conbine to create a clear

pat hway accessing that policy, this court feels conpelled to foll ow

14



it. Counsel for the Debtor shall submt a formof order determ ning

that the Debtor's IRA is not property of this estate.

KATHRYN C. FERGUSON
U. S. Bankruptcy Judge

Dat ed: Sept enber 15, 1995
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