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Timing Key in Protecting Equitable
Distribution Awards in Bankruptcies

ROM THE per-
spective of a non-
propertied spouse
. who is saddled
with unmanageable debts,
care should be taken to
assure that an equitable
distribution award ob-
tained during the course’
of a divorce action is not
lost to creditors in the
event that spouse chooses
to file a petition in bank-
ruptcy. To the extent tim-
ing is in the spouse'’s
control, the spouse
should be able to avoid
the equitable distribution
award being distributed to
creditors in a bankruptcy
case,
tn sum, if at the time a
bankruptcy petition is
filed, no equitabie distri- # 3
bution award has been made and is
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not made within 180 days
of the filing of the bank-

or's inchoate equitable
distribution rights in mari-
tal property are not in-
cluded in the bankruptcy
estate. i the award is
made within 180 days of
" the petition being filed,
the property interests
awarded do become prop-
erty of the estate and
available to creditors. If
the award is made after
180 days of the petition
being filed, the property
interests remain the prop-
erty of the debtor.

in New York, matrimo-
nial courts have long been
empowered int connection
with divorce actions to de-
termine issues of title to
property and to make directions per-
taining to the possession of property.
Then, in July 1980, New York enacted
an equitable distribution law.!

Equitable distribution creates a
classification of property known as
“marital property”. Marital property

_ruptcy petition, the debt- .

PRICE $2.0¢




refers to “all property acquired by ei-
ther or both spouses during the mar-
' riage and before the execution of a
i separation agreement or the com-
mencement of a matrimonial action,
. regardléss of the form in which title is
held.”? Under equitable distribution,
the matrimoenial court can direct the
distribution of marital property be-
tween the spouses in the final divorce
judgment.® Alternatively, the matrimo-
nial court may make a distributive
award where equitable distribution is
Impractical or burdensome, or where
the distribution of an interest in a
business, corporation or profession
would be contrary to law. The court
may also make a distributive award to
supplement, facilitate or effectuate the
distribution of marital property.

Bankrupticy Estate

A voluntary bankruptcy case is
. commenced by the filing of a bank-
. ruptcy petition.* The commencement
- of a Case create$ a bankruptcy estate
" which consists of all the debtor’s legal
or equitable interests in property as of
the commencement of the case’
Since the terms “property” and “in-
terests” are not defined in §541 of the
Bankruptcy Code, property rights are
;created and defined by state law.®
State law determines whether the
‘ debtor's interest in any particular
item of property is sufficient to bring
* it within the ambit of “property of the
estate”, that is sufficient to confer on
the bankruptcy estate a property right
in the item.” However, while property
interests are generally created and
defined by state law, the question of
what constitutes property of the bank-
ruptcy estate is ultimately a federal
question.t

ty do not vest under New York law
until entry of a judgment dissolving
the marriage. There are no vested
present or contingent property rights
or interests, legal or equitable, in mar-
ital property solely because it is mari-
tal property.? Therefore, the debtor's
“right” to an equitable distribution in
a divorce action pending at the time
the bankruptcy petition is filed is not
property of the estate.

Cooper v. Frederes ¥ iliustrates this
principle quite clearly. There, at the
time the husband filed a Chapter 7
: bankruptcy petition, a matrimonial ac-
tion was pending during the course of
which a judgment of divorce was
granted which provided that 115 acres
of vacant land would be retained by
the non-debtor wife, Three months
later, the debtor's trustee commenced

“ex-wife claiming a one-hall equitable
interest’in the Jand since the property
at the time of the filing of the debtor’s

4 bankruptcy petition was “marital

A spouse’s rights in marital proper-

an adversary proceeding against the i

!
i

property” within the meaning of New
York Domestic Relations Law §236
subject to disposition by an award of
equitable distribution. The trustee
lost.

The bankruptcy court distinguished
the situation where the property at
issue was jointly owned by the debtor
and non-debtor spouse in which case
the debtor would have had a legal
interest in the asset such that the as-
set would be property of the bank-
ruptcy estate. But, the case is different
where the property is not jointly
owned and title is only in the name of
the non-debtor spouse because in

 New York rights in equitable distribu-

tion vest only when there is an actual
judgment of divorce awarding distri-
bution of marital property. There are
no vested present or contingent prop-
erty rights or interests, legal or equita-
ble, in such marital property solely
because it is marital property under
the New York Domestic Relations
Law. .

Since there had not been an equita-
bie distribution award when the debt-
or filed his petition and his oaly
potential interest in the property was
because it was marital property, nei-
ther he nor the bankruptcy estate had
any legal or equitable interest in the
property within the meéaning of 11
USC §541(a)(1). The Bankruptcy
Court noted, however, that if in the
matrimonial action the Supreme Court
had made an award of an interest in
the property in favor of the debtor

within 180 days of the date of filing
the petition, such interest wouid have
become property of the estate in ac-
cordance with the provisions of 11
USC §541{a)(5)."

‘Hohenberyg’ Decision

What happens when the equitable
distribution award is made after 180
days from the filing of the bankrupicy
petition? Blair v. Hohenberg (In re Ho-
henberg)'? teaches that the bankrupt-
cy trustee may not enlarge the
debtor's estate by such interest and
any such award in the debtor’s favor

. would not become part of the bank-

| ruptcy estate.

. In Hohenberg the husband's bank-
| ruptcy case preceded the matrimonial
action by eight months. The d.ebtor
and his wife eventually entered into a
consensual marital dissolution agree-
ment including their respective prop-
erty interests. The trustee argued that
the debtor had claims and rights to an
equitable division of marital property
~ which the debtor could not surrender
" to the detriment of his bankruptcy es-
. tate, while the non-debtor wife argued
¢ that the trustee had no basis to assert
| any claims against property retained
| by or awarded to her. The trustee
i again lost.
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As in New York, the Bankruptey |

Court found that marital property un-
der the applicable state statute is not
a preexisting property interest, and
the existence of the term ‘“marital
property” and its concepts do not
grant the bankruplcy court any au-
thority to divest marital property out
of one spouse and place in into the
bankruptcy estate. Bankruptcy estate
property is not created as a result of a
state court's post-bankruptcy classifi-
cation of property as marital property
except in the limited environment of
11 USC §541(2)(3). .. s e
So, after.more than 180 days fram a ..
bankruptcy filing, the classification of
marital property does not give a bank-
ruptey trustee an additional basis..
upon which to enlarge the bankruptcy
estate, If the debtor/husband acquires
an interest through the divorce pro-

_ ceedings in the wife's separate prop-

erty, he would be acquiring those
interests well outside of the 180 days
of §541(2)(5), thus any such interest
would not automatically become part
of his estate.

Conversely, if the debtor is the
propertied spouse, property which is
marital property, but as to which an
equitable distribution award has not
been made, passes into the debtor's
estate free of claims by the non-debt-
or spouse, rendering it wholly avail-
able to the debtor's creditors unless
otherwise exempt. Goldberg v. Hilsen
(In re Hilsen)'s reached this result fol-
lowing the principles expounded in
Cooper.

‘Hilsen’ Ruling

In Hilsen, in the matrimonial action
which was commenced first, the state
court judge ordered that three proper-
ties be sold, including two Manhattan
apartments of which the husband was
the exclusive owner. Thereafter, the
husband filed a Chapter 11 bankrupt-
¢y petition. The parties stipulated in
the bankruptcy court to permit the
state court to render a decision and
judgment on all issues then sub judice
including the nature and extent of
each party's respective interests in
the apartments. The state court’s de-
termination that the wife was the sole

owner of one apartment and owner of
50 percent of the other apartment was
embedied in a judgment of divorce
entered one year after the commence-
ment of the bankruptcy case. Therzaf-
ter the case was ccnverted to a
Chapter 7 case, and the trustee sought
a declaration that both apartments
were the exclusive property of the
bankruptcy estate and the wife a gen-
eral unsecured creditor, The trustee
won,

The bankruptcy court started its

- analysis with the principle that the

filing of a bankruptcy case creates an

: estate whose property rights vest as

of the date of the filing of the petition,

! The wife argued that since equitable
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“““On the other hand,. if the divorce

distribution arises upon the com-

mencement of the matrimonial action,
her interests in the apartments super-
seded the rights of the debtor and any
trustee whether or not such interests
ripened into an award prior to the
bankruptcy filing. The bankruptcy
court found that this was simply not
true.

While the commencement of a mat-
rimonial action triggers the possibility
that an equitable distribution of mari-
tal property may ensue, the com-
mencement of the action does not
guarantee that an award will be made;
an award may not be made as the

court's power is discretionary. As a
il

result, no rights in equitable distribu-
tion vest upon commencement of the
matrimonial action.

Since no equitable distribution
award had vested at the time of the
filing of the petition, the apartmc_an%s
came into the estate free of the wife's
claims. To the extent the state matri-
monial court later adjudicated an eq-
uitable distribution award in favor of
the wife, such award became 2 claim.
The wife's claim is an entitlement
against the debtor’s estate, and the
wife becomes a gengral, _.un_,ses;_t.:rgd
TRV Ty
judgment is. entered. pefore bankrupt-
cy and vests the spouse’s . rights in
certain marital property, those items
never become property of the bank-
ruptcy estate.’s

Interpiay of Courts, Law

A spouse in a matrimonial action
who is also a debtor in a bankruptcy
case finds him or herself in two differ-
ent courts at the same time, each of
which seek to adjudicate the rights of
others in and to property to which the
debtor/spouse holds title: the state
matrimonial court and the federal
bankruptcy court.

One %fc¥he objectives of the Bank-
ruptcy Code is to give the debtor a
fresh start, while that of the state
court is to provide the non-debtor
spouse with adequate means of sup-
port. The overlap raises the questions
of the Bankruptcy Couwrt's jurisdiction
over the debtor's property over which
the spouse seeks an equitable award,
the jurisdiction of the state court over
assets of the debtor which may con-
sist of property of the estate, and the
criteria and guidelines upon which
such decisions will be made.!¢

Since the subject of domestic rela-
tions generally belongs to the laws of
the states, to the extent no overriding
compelling federal question exists,
federal courts will not interject them-
celves into a state court matrimoniat
proceeding. indeed, to the extent the
state matrimonial court adiudicgtes
personal rights, custodial relation-
ships and property entitlements, not

only is there no overriding compelling
federal question, but except to the ex-
tent -specifically enumerated in 28

USC 8157, the bankruptcy court has

no jurisdiction to adjudicate such mat-
ters.!? So, while the automatic stay ap-

plies to the determination by the state .

court of the parties’ respective equita-
hie distribution rights in a pending
divorce action, bankruptcy courts
may grant relief from the stay to per-
mit the matrimonial action to pro-
ceed, short of distribution of any

: property.'8

Indeed, it is with the distribution of
property of the estate that the federal

question arises, White the matrimo- -

nial court is uniquely qualified to de-
termine the nature and extent of a
spouse’s entitlement against the debt-
or's estate, the bankruptcy court is
exclusively authorized to adjudicate
the impact of that entitlemersit upon
any property subject to the claims of
other creditors of the estate.!
Unfortunately, the line is not so
bright.
In the last decade there have been
substantial increases in both
bankruptey filings and divorce ac-
tions. Numerous commentators
have expressed the concern that
these two growing areas of the law
have been developing in parallel
with little or no integration, Often
.. rights and interests of various
parties are directly or indirectly ,
involved in both proceedings, but
neither legisiative body appears
to have fully taken into account
the ramifications and impact of
one proceeding on the other or
the overlapping rights and inter-
ests of the various parties in-
volved. Creditors, trustees,
attorneys, both commercial and
matrimonial, and the courts would
welcome clear legislative guid-
ance.on the respective rights and
priorities of the parties to matri-
monial actions and their
creditors.®

Until then, timely may truly be
everything.
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