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Give Me Back My Stuff! Mere
Retention Of Property Does Not
Violate The Bankruptcy Code!

by: Vonica F. Sallan and Anthony J. Kochis

In City of Chicago v. Fulton, the Supreme Court
held that mere retention of property does not vio-
late the automatic stay imposed by § 362(a)(3) of
the Bankruptcy Code.' You may be thinking: “l am
a litigator, this article does not apply to me. | now
intend to stop reading this article.” Not so fast.

Consider the following hypothetical situation that
you likely may have seen before: your client and
BrokeCo decide to do business with one another.
As a protective measure, your client takes a secu-
rity interest in some of BrokeCo’s assets. Inevita-
bly, a lawsuit arises because BrokeCo fails to pay
your client’s invoices. Your client obtains posses-
sion of the personal property in which BrokeCo
granted a security interest. BrokeCo immediately
responds with a bankruptcy filing and demands
return of the property under § 362(a)(3) of the
Bankruptcy Code.

Is your client required to return the personal
property to BrokeCo? Is your client violating the
bankruptcy automatic stay if it does not? While
Fulton resolved a circuit split holding that mere
retention of property does not violate the auto-
matic stay, there are still plenty of unanswered
questions about this hypothetical - but all too real
- situation.

Upon the filing of a bankruptcy petition, the Bank-
ruptcy Code imposes an automatic stay that
freezes the assets held in the bankruptcy estate.?
In turn, this freeze restrains creditors from racing
to confiscate the debtor’s property. The purpose
of the automatic stay is to serve “the debtor’s in-
terests by protecting the estate from dismember-

ment, and it also benefits creditors as a group by
preventing individual creditors from pursuing
their own interests to the detriment of the
others.”

To further achieve this end, the Bankruptcy Code
contains multiple provisions that prohibit dissipa-
tion or allow return of property to the bankruptcy
estate.* At issue in fulton was the portion of §
362 that imposes the automatic stay on “any act

. to exercise control over property of the
estate[.]”* Prior to this decision, courts through-
out the country struggled to clearly decipher
which actions violated § 362(a)(3). Ultimately,
the federal circuit courts diverged quite bluntly in
their holdings.®

The Supreme Court resolved this split in
Fulton. There, the City of Chicago repossessed
and impounded individuals’ vehicles for
failure to pay certain fines.” After filing for bank-
ruptcy, the debtors requested that the City
return their vehicles.® The City refused.” The
debtors brought suit, arguing that the City’s
retention of their vehicles violated the
automatic stay imposed by § 362(a)(3) of the
Bankruptcy Code.® Ultimately, the Seventh
Circuit sided with the debtors, holding that the
City exercised control over the debtors’ property
when it refused to return their vehicles, thereby
violating § 362(a)(3)." The Supreme Court
reversed in favor of the City.” Considering
the full text and the history of the Bankruptcy
Code, the Court held that a violation of the
automatic stay under § 362(a)(3) requires
affirmative action “that would disturb the
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status quo of estate property as of the time when
the bankruptcy petition was filed,” and that
retention alone is not an affirmative action.”

At the outset, the Court grounded its decision in
two statutory bases. The first was the plain lan-
guage of § 362(a)(3). The words used in that pro-
vision - “stay,” “act,” and “exercise control” - the
Court reasoned, can be read to prohibit only af-
firmative acts." This is because the definition of
“act” itself requires that something be done or
performed.” Likewise, to “exercise control,” one
must “put into practice or carry out in action.”'
And to “stay” something “suspend[s] judicial al-
teration of the status quo.”"” Read together, these
words mean that passive retention of pre-bank-
ruptcy property is not an act to exercise control,
and thus cannot violate § 362(a)(3)."

Second, reading § 362(a)(3) to prohibit retention
of a debtor’s property would render another pro-
vision of the Bankruptcy Code - § 542 - superflu-
ous.” Section 542(a), dubbed the turnover provi-
sion, directs an entity in possession, custody, or
control of a debtor’s property to deliver that
property to the trustee, subject to limited excep-
tions.?® So, reading § 362(a)(3) to impose a blan-
ket turnover obligation renders § 542, and con-
sideration of its exceptions, purposeless.”
Instead, a full reading of the Code indicates that
“§ 362(a)(3) prohibits collection efforts outside
the bankruptcy proceeding that would change
the status quo, while § 542(a) works within the
bankruptcy process to draw farflung estate prop-
erty back into the hands of the debtor or trustee.”??

The Court discussed the relationship between the
automatic stay of § 362(a)(3) and the turnover
provisions of § 542 at considerable length. Keep
in mind that debtors primarily rush to file bank-
ruptcy to effectuate the automatic stay and
thwart eager creditors from picking apart their
estate. For this reason, the automatic stay is an
incredibly debtorfriendly device. Section 542, on
the other hand, is not a product of the automatic
stay at all. Rather, it is a provision that empowers
a debtor to claw back property into the estate.
Accordingly, from the debtor’s perspective, a ma-
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jor fault of § 542 is its sluggish administration.?
Bankruptcy is urgent. A debtor desires to miti-
gate any additional depletion to his or her estate.
And claiming a violation of the automatic stay to
either maintain or recoup property is one of the
surest and quickest ways to do so. For this rea-
son, the Supreme Court’s foreclosure of one of
those opportunities is a significant development.
But this is not the entire account of the Court’s
decision. Rather, the Supreme Court hinted at,
but declined to opine on, several other avenues
that would require turnover of debtors’ retained

property.

First, in response to the City’s position that its re-
tention was an omission, not action, the Court
noted that in some circumstances, omissions can
qualify as actions.” The Court acknowledged
that to exercise control over something means
“more than merely having that power.”* The
Court remarked, however, that it did not “defini-
tively rule out the alternative interpretation ad-
opted by the court below and advocated by [the
debtors].”?®* What appears to be a brief aside in
the opinion is actually quite a significant declara-
tion. The Court did not parse out the nuances of
omissions qualifying as acts. But, with this re-
mark, the Court refused to concede that § 362(a)
(3) would never impose a turnover obligation of
retained property. Through this statement, the
Court created just enough ambiguity for litiga-
tors to probe.

Second, the Court acknowledged, but did not
evaluate, the bankruptcy court’s holding that the
City’s actions also violated §§ 362(a)(4) and (a)
(6) of the Bankruptcy Code.” Section 362(a)(4)
applies the automatic stay to “any act to create,
perfect, or enforce any lien against property of
the estate.”?® Section 362(a)(6) applies the auto-
matic stay to “any act to collect, assess, or re-
cover a claim against the debtor that arose be-
fore the commencement of the case . .. ."?° Justice
Gorsuch picked up on this nuance at oral argu-
ments, questioning whether Section 362(a)(6)
would require return of debtors’ vehicles even if §
362(a)(3) did not.*® Ultimately, the Court did not
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address the validity of these arguments, leaving
these provisions exposed to future debate.

And that is exactly what the Seventh Circuit ex-
amined on remand. The Seventh Circuit refused
the City’s request to “summarily reverse the bank-
ruptcy courts’ decisions” that the City’s actions
also violated §§ 362(a)(4) and (a)(6).*" Instead,
the court stressed that the Supreme Court issued
a narrow holding limited to § 362(a)(3), and left
subsections (a)(4) and (a)(6) open for consider-
ation.*? Accordingly, the Seventh Circuit remand-
ed the decision to the bankruptcy court for fur-
ther analysis of these provisions.*

Finally, while the Supreme Court analyzed the re-
lationship between § 362(a)(3) and § 542 at
some length, the Court did not decide whether §
542 would require the City to return debtors’ ve-
hicles.** But, as Justice Sotomayor aptly pointed
out in her concurrence, the City’s actions may
very well violate any of these provisions of the
Bankruptcy Code.*
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