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The questi on presented by this case i s whet her an i nstal |l nent
contract for the sal e of a business to the debtors i s an executory
contract assuned by t he debt ors under § 365 or whether it constitutes
a financi ng device granting the seller a secured clai mthat may be
nodi fiedinthe debtors' Chapter 12 pl an. Approxi mately a year
prior to bankruptcy, debtors Larry and Li nda Fitch entered i nto an
agreenent to purchase a neat - processi ng busi ness and its underlying
assets, consisting of real and personal property, fromowner Bill
Smith. The contract, dat ed Decenber 30, 1992, provi ded for paynent of
t he bal ance owi ng under the contract in equal nonthly install ments over
seven years, at whichtinmetitle to the business property woul d be
delivered to the debtors.

On February 3, 1994, the debtors fil ed their Chapter 12 bankruptcy
petition and, | ess than anonthlater, on February 22, 1994, filed a
notion to assune this "executory contract.” In their notion, the
debtors indicated that case | aw was unsettl ed as to whether the
contract constituted an executory contract under 8§ 365 and st at ed t hat
the filing of their notion shoul d not be construed as wai vi ng any ot her
ri ghts the debtors m ght have under applicabl e provisions of the

Bankrupt cy Code. The Court granted the debtors' notion on March 17,



1994, and ordered that the contract between the debtors and Bill Smth
"is hereby assuned."

The debtors have nowfil ed a Chapter 12 pl anin whi ch they propose
totreat the contract seller, Bill Smth, as a securedcreditor andto
pay hi mthe reduced val ue of the coll ateral securing his interest
rat her than t he anount renai ni ng due under the contract.! See 11 U. S. C.
§ 1222(b)(2). Bill Smth objects to confirmation of this plan,
asserting that the debtors, having assuned t he contract, are required
to cure all defaults and pay the contract according to its ternms.

The debtors respond t hat their assunpti on of the contract was
"condi tional " and coul d not transformwhat is essentially asecurity
agreenent i nto an executory contract. They assert that, under the
parties' agreenent, seller Bill Smthretainedtitletothe business
property nerely as security for the debtors' paynent of the purchase
price over the periodof the contract. They maintainthat the contract
is nore appropriately characterized as a security agreenent rather than
as an executory contract i n which materi al unperforned obligations
remai n on both sides.

l.

Section 365, providing for the assunption or rejection of

executory contracts, allows atrustee or debtor i n possessionto accept

t he benefits of an advantageous contract by assuming it or to be

! In addition to the neat-processing business, which is the
subj ect of the present case, the debtors also engaged in farm ng
operations that provided the basis for their Chapter 12 filing. See
11 U.S.C. 8§ 101(18), 101(21).



relieved of the obligations of a burdensone contract by rejectingit.?

Seelnre Norquist, 43 B.R 224, 225 (Bankr. E. D. WAsh. 1984). By its

terns, 8 365 applies only to "executory" contracts--those contracts in
whi ch performance remai ns due to sone extent on both sides. See

Streets and Beard FarmPart nershi p, 882 F. 2d 233, 235 (7th Cir. 1989)

(hereinafter Streets and Beard). Thislimtationis logical inlight

of the statutory purpose of benefiting the debtor's estate, as
assunmption of acontract is pointlessif performance has al ready been
rendered and t he est at e possesses what ever benefits it could obtain
under the contract. Likew se, rejection of a executed contract neither
adds to nor detracts froma clai mfor paynent under the contract or the
estate's liability for such paynent. See V. Countryman, Executory
Contracts in Bankruptcy Part I, 57 M nn. L. Rev. 439, 450-52 (1973)

(hereinafter Countrynmanl); I nre Shada Truck Leasing, Inc., 31 B.R

97, 99 (Bankr. D. Neb. 1983).

The debt ors here, rather than first seeking a court determ nation
concerning the nature of their contract for purchase of the neat-
processi ng busi ness, noved to assunme it as an executory contract and
only | ater concl uded that the parties' duties under the contract had
been so far perfornedthat it constituted a security device as to which

§ 365 i s not applicable.® The consequences of characterizing the

2 Section 365 provides, with specified exceptions, that "the
trustee, subject to the court's approval, may assume or reject any
executory contract or unexpired |ease of the debtor.” 11 U.S. C. 8
365(a).

3 At hearing, counsel for the debtors stated that he filed the
notion to assune the contract with Bill Smth in February 1994
because he did not want to risk the contract being deened rejected
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debtors' contract as either an executory contract or an executed
contract giving Bill Smth a secured claimare significant. Ifitis
an executory contract, the debtors will be required to cure any
defaults under the contract and pay it according to its ternmns,
provi di ng adequat e assurance of future performance. See 11 US C 8§
365(b)(1). Bycontrast, if it is an executed contract under which Bill
Smthretainedtitleto secure paynent by t he debtors, the debtors may

nodi fy t he paynent terns of the contract, nmakingit | ess burdensone for

themtoretainthe property. SeelnreKratz, 96 B.R 127, 129 (Bankr.
S.D. Ohio 1988).
I n objectingtothe debtors' proposed treatnent of hisclaim Bill

Smi th appears to argue that the debtors are somehow est opped from
changing their characteri zation of the contract. However, Bill Smth
failstoallege any reliance or prejudiceresulting fromthe debtors

assunmption that would result in estoppel. Duringthe course of their
bankr upt cy proceedi ng, t he debt ors have nade nont hl y contract paynents
pursuant tothis Court's order to cure delinquenci es and keep paynent s

current, and the debtors' assunption has no way prevented Bill Smth

for failure to assune or reject within 60 days of the order of
relief. Counsel's action was ill-advised and created unnecessary
confusion in this case. The provision for automatic rejection of an
executory contract is applicable only in a Chapter 7 case. See 11
US C 8 365(d)(1). In a Chapter 12 case, the debtor in possession
has until confirmation to elect to assune or reject an executory
contract and may so provide in his plan of reorganization. See 11
US C 8 365(d)(2); 2 Collier on Bankruptcy, 9§ 365.03, at 365-28
(15th ed. 1994). Wiile 8 365(d)(4) also provides for automatic
rejection after 60 days, its application is limted to "unexpired

| eases of nonresidential real property,” and there has been no
suggestion that the parties' contract constitutes such a | ease. See
11 U.S.C. 8§ 365(d)(4).




fromacting to protect his interest under the contract. The Court,
therefore, finds Bill Smth's estoppel argunent to be wi thout nerit.

A debt or cannot change the nature of a contract nmerely by el ecting
toassunme it under 8§ 365. Bill Smithis correct that a debtor may not
"conditional |l y" assunme an executory contract and, havi ng assuned such
a contract, must accept its burdens as well as its benefits. However,
t he requi renent renmai ns that a contract nust be executory before § 365
appliestoallowfor assunptionor rejection. Oherw se, adebtor's
assunption of what is, inactuality, asecurity agreenent woul d resul t
inthat creditor receiving apreference over ot her secured creditors
whose clains are subject to nodification.

The Court will, therefore, determ ne whet her the debtors' contract
is essentially an executory contract or a security device affording
seller Bill Smithasecuredclaim If it is anexecutory contract, the
debtors will be held to have assuned it under the Court's previous
order approving the debtors' nmotionto assune. If, however, it is
found to constitute asecurity device, the Court's order approvingthe
debtors' assunptionis w thout effect, and the debtors may nodify this
cl ai m under applicable Chapter 12 provisions.

1.

The Bankr upt cy Code does not contain an explicit definition of the
term"executory contract." Many courts, includingthe Seventh Grcuit
Court of Appeal s, have adopted t he Countrynan definition as reflecting

Congressional intent inenacting 8§ 365. See Streets and Beard, 882

F.2d at 235; D. Epstein, S. Nickles, and J. Wite, Bankruptcy, § 5-4,

at 442-444 (1992). Professor Countryman, noting that all contracts are
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by their nature "executory"” as i nvolving at | east sone unperfor ned
obli gati ons, concluded that, in a bankruptcy context, the term
"executory contract" refers to

a contract under which the obligation of both the bankrupt

and t he ot her party to the contract are so far unperforned

that the failure of either to conpl ete performance woul d

constitute a materi al breach excusi ng perfornmance by t he

ot her.

Countryman |, at 460.

Under this definition, there nust be significant unperforned
obl i gati ons on both sides for a contract to qualify as executory.
Det erm nati on of the significance of the remai ning obligationsis nade
by | ookingto state |l aw, as state lawcontrols withregardto property

rightsinassets of adebtor's estate. Seelnre Streets and Beard, at

235.

The parties' agreenent inthis case provided for sal e of the neat -
processi ng busi ness of Bill Smth "and t he underlyi ng assets of the
busi ness, includingthe real property on whi ch the businessis |ocated"

to the debtors. The property to be conveyed incl uded

the goodwi Il of the business as a going concern, the
business name . . ., the current tel ephone nunber of the
business . . . , all of Seller's rights under existing
contracts, licenses and permts, and all tangi bl e property

owned and used by Seller in [the] business[.]
The agreenent al | ocat ed t he purchase pri ce of the busi ness assets anong

equi pnent and atruck listedinanexhibit tothe agreenent; theland
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and buil dings; and the goodwi ||, business nanme and phone nunber.

The agreement further provided for the proration of real estate
t axes bet ween t he buyers and the sell er, mai ntenance of insurance
coverage by the buyers on both the real and personal property, and
delivery of atitle policy on the real estate by the seller upon
conpl eti on of paynents. The seller warranted that prior tothe buyers’
paynment of the purchase price, he woul d pay in full aloan secured by
t he personal property of the busi ness sothat the property woul d be
free of all encunbrances. In addition, the agreenent provided that the
sell er woul d i ndemmi fy t he buyers agai nst any liabilities or clains
asserted agai nst the buyers by creditors of the seller, includingany
claims for taxes or other judgnents arising out of the seller's
operation of the business.

The parties' agreenent specifically providedthat the seller would
"del i ver possession of the real and personal property being sold
her ei n" upon t he si gning of the agreenent. Wthregardto the delivery
of title, the agreement provi ded for establishment of an escrowand
stated that the sell er woul d, upon executi on of the agreenent, deliver
adeedtothereal estate and a bill of sale conveyingtitletothe
personal property to an escrow agent with directions for their
di sposition uponthe conpletion of paynents.Because the parties'
agreement here invol ves the sal e of both real and personal property,
t he Court nmust consi der the parties' rights and obli gati ons under an

i nstal |l ment sal e of both types of property. InStreets and Beard, t he

Seventh Circuit Court of Appeal s ruledthat, under Illinois |aw an

install ment contract for the sale of real estate i s in substance a



security agreenment and not an executory contract wi thin nmeani ng of §
365. 1d. The court reasoned that, under the doctrine of equitable
conversion applicableinlllinois, the debtor-purchaser inthat case
becane t he equi t abl e owner of t he subject real estate uponentryinto
the contract. As such, the debtor was entitl edto possession of the
property and was obligated to pay all rel evant taxes and costs. In
contrast, the only remai ni ng obligation of the seller was to deliver
| egal title upon conpl etion of the paynents. The court concl uded t hat,
under this scenario, "thedelivery of legal titleisanmereformlity
and does not represent the kind of significant | egal obligationthat
woul d render the contract executory.” 1d. As aresult, the seller
held legal title in trust solely as security for paynent of the
purchase price, and the contract, being a security agreenment, was not
executory under § 365. 1d.

Inthis case, seller Bill Smthsimlarly holds legal titletothe
real estate on whichthe businessis|ocatedsolely as security for the
debt ors' paynment of the purchase price. The deedtothereal estate
was pl aced i n escrowand was t o be deliveredtothe debtors upontheir
conpl eti on of paynents under the contract, with the seller retaining

titleuntil thistine. See Fitchv. Mller, 200111. 170, 180-81, 65

N E. 650 (1902); 17 Ill. L. &Prac., Escrows, § 3, at 644-45 (1956) (an
i nstrunent placed in escrowtakes effect only fromthe time of its
rightful delivery by the depository tothe grantee or obligee). The
debt ors, however, took possessi on of the real estate upon the signing
of the agreenent and becane responsi bl e for paynent of taxes and

insurance at that time. Wiilethe seller retainedhisrights as | egal

8



title holder inthe event of the debtors' default, the seller had no
significant obligationswithregardtothe real estate and was required
only todeliver goodtitle, including apolicyof titleinsurance, to

t he debt ors upon paynent of t he purchase price. Under Streets and

Beard, then, the parti es' agreenent does not constitute an executory

contract under § 365tothe extent it i nvol ves the sal e of real estate.

Al t hough the decision in Streets and Beard was based on the
I 11inois doctrine of equitable conversion, whichrelates only to sal es
of real property, itsreasoningis|ikew se applicabletothe portion
of the parties' agreenent conveyi ng personal property tothe extent the
agreenment makes the delivery of title to the personal property a nere
| egal formality and | eaves the seller with no significant obligations
ot her than to deliver title. Transactions involving the sale of
personal property or "goods"” inlllinois are governed by t he provi si ons
of the UniformConmmercial Code. See 810 I LCS5/2-101et seq. Section
2-401(1) of the Code provides that while a seller of goods may retain
titleto such goods after delivery tothe buyer, any such retention or
reservation of title "islimtedineffect to a reservation of a
security interest."” 8101LCS5/2-401(1). Section 1-201(37) defining
"security interest” simlarly provides that "[t]he retention or
reservation of title by a seller of goods notw thstanding .
deliverytothebuyer . . . islimtedineffect toareservationof a
"security interest.'" 810 ILCS 5/1-201(37).

Inthis case, the parties' contract provided for physical delivery
of the personal property of the business at thetinme the contract was

signed. The contract did not contain an explicit statenent regardi ng
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the reservation of title to these goods, but di d provi de for pl acing a
bill of sale in escrowpendingthe buyers' conpl eti on of paynents.
Si nce del i very of a docunent i nto escrowbecones effective only from

thetinme of its second delivery to the obligee, see Fitchv. Mller,

200 111. at 181, this escrowprovisionanountedto areservation of
titleinthe seller. Under 8 2-401, then, thisretentionof title by
Bill Smthconstitutes asecurityinterest, andBill Smthholdstitle

t o t he personal property of the busi ness nerely as security for paynment

of the purchase price. Cf. Inre Hart, 61 B.R 135, 136 (Bankr. D. O.
1986) (seller's reservation of title under contract for sale of
busi ness property constituted security interest under 8 2-401(1)).

Bill Smith argues that 8§ 2-401(1) is inapplicableinthis case
because t he parties' contract i nvol ved not only the sal e of personal
property or goods but al so i ntangi bl e property such as goodwi | |,
i ncl udi ng t he busi ness nanme and phone nunber. The "goodwi lI|" of a
busi ness may be defined as the advantage the business has over
conpetitors as aresult of its having beencarriedoninaparticular

pl ace or by a particul ar person for a periodof tine. Russell v. Jim

Russel | Supply, Inc., 200 111. App. 3d 855, 861-62, 558 N. E. 2d 115, 121

(1990). Wiile goodwi Il is anintangi ble asset, it cannot be separat ed
fromthe tangi bl e assets of the busi ness and exi sts only as an i nci dent
of a going business. Seeid.; 30AIll. L. &Prac., Property, 8§ 41, at
192-93 (1994). Thus, inthis case, the goodw || of the busi ness was an
i nci dent of the tangi bl e assets transferred--the assets to whichthe
seller retainedtitle pendingthe debtors' paynment of the purchase

price. Since the parties' transfer of these assets necessarily
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i ncl uded t he goodwi I | of the busi ness, the parties' express inclusion
of "goodwi II" in the sales contract did not render the contract
somnet hi ng ot her than a contract for sal e of goods, that is, acontract
to which 8 2-401(1) is applicable. For this reason, seller Bil
Smith's contention is without merit and nmust be rejected.

The Court finds that, by virtue of 8§ 2-401(1), the parties’
agreenent conveyi ng t he personal property of the business, |likethe

real estate contract in Streets and Beard, constitutes a security

agreenent rat her than an executory contract under 8§ 365.4 An anal ysi s
of the contract provisions reinforcesthe conclusionthat Bill Smth
has no si gni fi cant remai ni ng obl i gati ons under the contract ot her than
delivery of legal title. The parties' contract contains requirenents
for the seller to renove an exi sting encunmbrance on the personal
property before conpl etion of paynents by the debtors and to i ndemify
t he debtors for any liabilities that m ght arise fromthe seller's
operation of the business. The former obligation--to pay off the |l oan

secured by the personal property--is nmerely part of the seller's

4 It is instructive to conpare this case with In re Bencker,
122 B.R. 506 (Bankr. WD. Mch. 1990), in which the court found that
a contract for sale of a nobile honme was an executory contract after
determ ni ng, under 8 2-104(2), that the seller retained legal title
pendi ng conpl eti on of paynents by the buyers. Like this Court, the
Bencker court anal ogi zed from a higher court's decision dealing with
a contract for sale of real estate in considering whether the
contract before it for sale of personal property was executory.
However, the higher court in Bencker, the Sixth Circuit Court of
Appeal s, reached the opposite conclusion regarding the executory
nature of a contract for sale of real estate than the Seventh Circuit
Court of Appeals in Streets and Beard, ruling that an executory
contract existed when it remained for the seller to pass legal title
upon conpletion of the buyers' paynents. See In re Terrell, 892 F.2d
469, 472 (6th Cir. 1989).
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obligationto deliver goodtitle and does not constitute a separate
mat eri al obligationthat woul d render the contract executory. The
|atter obligation--toindemify the debtors for | oss resulting fromthe
seller's
actions--provides the debtors aninportant right inthe event of a
future claim However, a breach of that obligation would not be a
mat eri al breach justifyingrescissionof the contract but woul d af ford
t he debtors a cl ai mf or noney damages agai nst the seller. See 12A1l11.
L. &Prop., Contracts, 8 375, at 213-14 (1983) (rescission, under
IIlinoislaw, is anextreneright andw || not be al |l owed for breach of
an i ndependent provisionwhichisincidental tothe mai n purpose of the
contract). Sincetheseller'sfailuretofulfill this obligationwould
not excuse the other's party's performance, this obligation is
i nsufficient under the Countryman definitiontorender the parties’
contract executory.

A contract under whi ch no remai ni ng obligationis due other than
t he paynment of nmoney i s not executory under 8§ 365. The debtors here
are i n possessi on of the neat-processi ng busi ness with the attendant
obl i gati ons of mai ntai ni ng i nsurance and payi ng taxes. The sell er has
no si gni ficant unperformed obligations that woul d render t he contract
executory but rather holdstitletothe real and personal property as
security for the debtors' paynent of the remai nder of the purchase
price.

For the reasons stated, the Court holds that the parties' contract
constitutes a security agreenent rather than an executory contract

subj ect to assunption or rejection under 8 365. Bill Smth has a
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secur ed cl ai magai nst the debtors' estate, which the debtors nay nodi fy
pursuant to applicabl e Chapter 12 provisions. Accordingly, Bil
Smith's objection to confirmation of the debtors' plan is overrul ed.

SEE WRI TTEN ORDER.
ENTERED: Novenber 1, 1994

/sl Kenneth J. Meyers
U. S. BANKRUPTCY JUDGE
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