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Shortly before the debtors' Chapter 11 bankruptcy filing, debtor
Jimy Starr received a personal injury settlenment in the amount of
$100, 000. The settl enment proceeds were paidinto atrust account of
t he debtor's attorney, Paul G amanco, who di sbursed a portion of the
funds to pay nedical bills and attorney fees. The debtor hinself
recei ved a paynment of $13, 268.94 fromthe trust account i medi ately
prior to filing bankruptcy.

During the course of the Chapter 11 proceeding, the debtor
recei ved an additional $3,150 in settlenent proceeds from his
attorney's trust account. This anount was used by t he debtors inthe
ordi nary course of operating their two busi nesses.

The debt ors subsequently converted their Chapter 11 proceedingto
a proceedi ng under Chapter 7. |In an anendnment to their bankruptcy
schedul es, the debtors cl ai ned an exenpti on of $7,500 i n t he personal

injury proceeds of $13,470.96 remaining in the trust



account at the tinme of conversion. Seelll. Rev. Stat., ch. 110, T12-
1001( h) (4).

The Chapter 7 trustee responded by filing the instant turnover
action, inwhich she asserts that the debtor has al ready recei ved t he
benefit of his personal injury exenption by reason of the trust account
payment s made both prior to and during the Chapter 11 proceedi ng. The
trust ee seeks turnover of $8,918. 94 fromthe debtor, whi ch represents
t he di fference between the total of $16,418. 94 recei ved by t he debt or
and t he debtor's $7, 500 exenpti on amount. The trustee additionally
seeks turnover fromthe debtor's attorney of the $13, 470. 96 r enai ni ng
in the trust account upon conversion to Chapter 7.

The trustee' s actionraises two separate issues for the Court's
consi deration concerning, first, the settl enent proceeds received by
t he debtor prior to bankruptcy and, second, the proceeds received
during the course of his Chapter 11 proceedi ng and spent in the
ordi nary course of business. In both instances the Court nmust
det er mi ne whet her t he debtor obtai ned the benefit of his personal
i njury exenption by reason of these paynents and whet her t he exenpti on
towhichheisentitlednmnust be offset by the anounts al ready recei ved.

Wthregardtothe first i ssue, the trustee does not contend t hat
any of the settlenent funds disbursed to the debtor prior to
bankruptcy, or property traceable to those funds, renmained inthe
debt or' s possession at thetine of his bankruptcy filing. Adebtor's
bankrupt cy est ate consists only of property i n which he has an i nt er est
at the commencenent of his case. See 11 U. S.C. 8541(a)(2). Under the

bankruptcy exenption provisions, an exenption is clainmed as to
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"property of the estate” (11 U. S. C. 8522(b)), and a debtor cannot be
sai d t o have obtai ned t he benefit of an exenption as to propertyin
whi ch t he debtor has nointerest at thetime of filing bankruptcy.
Si nce t here has been no showi ng here that t he debtor retai ned any of
the settl ement funds di sbursed prior to bankruptcy at thetime hefiled
his petition, these funds did not becone property of the estate from
whi ch his personal injury exenption could be clained.

It isthe purpose of federal and state exenption | awto protect
assets needed for afresh start fromcreditor acti on such as j udgnent
or attachnent (seelll. Rev. Stat., ch. 110, §12-1001), and a debtor's
exenption rights do not ari se and cannot be cl ai med or "used up" unti
t he occurrence of such creditor action. Inthe bankruptcy context, a
debtor's exenptionrights are determ ned at the time of filinghis

bankruptcy petition. See Inre Haga, 48 B.R 492 (E. D. Tenn. 1985). In

t he present case, there was no creditor action or bankruptcy pendi ng at
the time the debtor received his initial trust fund paynment of
$13, 268. 94, and t he anount of t hi s paynent cannot be count ed agai nst
the debtor's personal injury exenption that arose upon filing

bankruptcy.! Accordingly, thetrustee's action for turnover of funds

ICf. In re Haga, in which a creditor's bill was filed against
the debtor in state court prior to his bankruptcy filing. The debtor
made a claimfor exenptions and received a paynent of personal injury
funds in the state court proceeding. Wen the debtor subsequently
sought to exenpt the remaining personal injury funds in bankruptcy,
the trustee argued that the debtor nust offset the ampbunt previously
recei ved agai nst his exenption rights. The Haga court sidestepped
the issue, finding that the debtor could w thdraw the remaining
anmount under anot her exenption provision not used in the state court
proceedi ng. 48 B.R at 496, n. 3.




received prior to bankruptcy nust fail, and the debtor will not be
consi dered to have recei ved the benefit of his exenpti on by reason of
the personal injury funds paid to himprior to bankruptcy.

The second i ssue presented by the trustee's action i s whether
settl ement proceeds received during the course of the debtor's Chapter
11 proceedi ng and spent in the ordi nary course of business constitute
exenpt funds to be of fset agai nst t he anmount of the debtor's exenpti on.
The debt or argues t hat since the proceeds were used i n the operation of
hi s Chapt er 11 busi nesses rather thanto benefit hinmsel f personally,
t hey constitute nonexenpt funds and shoul d not be deducted fromhi s
$7,500 personal injury exenption. Any other result, the debtor
asserts, would be contrary to the purpose of exenptionlawto provide
debtors with sufficient personal assetsto make a "fresh start" after
bankr upt cy.

The trustee, on the ot her hand, argues that si nce exenpt funds may
be used by a debt or for what ever purpose he wi shes, the fact that the
debt or here chose to operate his Chapter 11 businesses with funds
cl ai med by hi mas exenpt shoul d not be determ native. The trustee
asserts that the debtor has al ready recei ved a portion of his $7, 500
exenpti on amount while in Chapter 11 and is not nowentitled to an
addi tional $7,500 of the settlenent proceeds.

The parties have not cited, nor has the Court found, any case | aw
addressi ng t he i ssue of the exenpt status of the personal injury funds
recei ved by t he debt or during the course of his Chapter 11 bankruptcy
proceedi ng. Havi ng consi dered the parties' argunents, the Court finds

that the trustee's position overl ooks the debtor's rol e as debtor-in-
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possessi on in his Chapter 11 case and t he unavail ability of exenpt
funds for useinthe admnistration of the debtor's estate. The Court,
accordingly, rejectsthetrustee's contentionthat the debtor used
exenpt funds to operate his Chapter 11 businesses.
Prelimnarily, the Court notes that the debtor nade a proper claim
of exenption as to the personal injury proceeds by anmending his
bankr upt cy schedul es upon conversion to Chapter 7. Absent an obj ection
or al |l egation of creditor prejudiceresultingfromthe debtor's del ay
i n amendi ng hi s exenpti on schedul es, the exenpti on was effective as of
the date of filing the debtor's Chapter 11 bankruptcy case. Inre
WIlliamson, 804 F. 2d 1355 (5th Cir. 1986); seelnre Jelinek, 97 B. R

429 (Bankr. ND. Ill. 1989); 3Col li er on Bankruptcy, 1521.07, at 521-

30.1, 1522.26, at 522-82 (15th ed. 1990). The debtor's clai mhad the
ef fect of renmovi ng or setting asi de t he debtor's exenpt portion of
personal injury funds fromproperty of the estate.? Thus, the exenpt
proceeds were not available to be adm nistered in the Chapter 11
bankruptcy proceeding for the benefit of estate creditors.

As a Chapter 11 debtor-i n-possession, the debtor had the ri ghts,
powers, and duties of atrusteeto deal with property of the estate,
i ncl udi ng the power to operate the debtor's busi ness unl ess ordered

ot herwi se. See 11 U. S. C. 881107, 1108. Since conti nued operati on of

2Under 8541, an estate is created as of the commencenent of
bankruptcy proceedings consisting of all interests of the debtor.
Section 522 permts an individual debtor to "take out of the estate"
that property which is necessary for a fresh start and for the
support of the debtor and his dependents. |In re Spain, 103 B.R 286,
at 195 (N.D. Ala. 1988); see also In re Suny, 777 F.2d 921 (4th Cir.
1985); In re Smith, 640 F.2d 888 (7th Cir. 1981).




a Chapter 11 business is inportant for the debtor to reorganize
successfully and maxi m ze thereturnto creditors, the Code provides
aut hority for the debtor-in-possessionto use "property of the estate”
in the ordinary course of business. See 11 U . S.C. 8363(c)(1).
Property of the estate which the debtor has cl ai red as exenpt, however,
is not avail able to benefit his creditors. Accordingly, it may not be
used by t he debt or-i n-possessi on t o operate the debtor's busi ness under
8363 (c).?3

The parties here have stipul ated that the personal injury proceeds
di sbursed during the debtors' Chapter 11 proceedi ng were used inthe
ordi nary cour se of busi ness as cont enpl at ed by 8363(c). As such, they
constituted nonexenpt estate funds used by t he debt or as debt or-i n-
possessi on for the benefit of creditors. Contrary tothetrustee's
assertion, the debtor was not free to use personal injury funds that he
had exenpted fromthe estate to operate his Chapter 11 busi nesses.
Rat her, once he filed for Chapter 11 relief, he took onthe status of
a debtor-i n-possessi on and was precl uded fromusi ng exenpt funds for
t his purpose.

For the reasons stated, the Court finds that neither the
$13, 268. 94 anmount of settl enent proceeds recei ved by t he debtor prior
tofiling his Chapter 11 petition nor the $3, 150 anount recei ved by t he

debt or during the course of the Chapter 11 proceedi ng constituted

3. In re Suny, 777 F.2d 921 (4th Cir. 1985), in which the
court found that the debtor's interest in entireties property owned
with his wife was not exenpt under 8522(b)(2)(B) and so could be
adm ni stered by the trustee for the benefit of joint creditors under
8363(h).



exenpt funds. Accordingly, the debtor isentitledto paynment of his
$7,500 personal i njury exenption out of the proceeds renmainingin his
attorney's trust account. The trustee's demand for turnover of
$8,918.94 fromthe debtor is denied. The trustee's demand for turnover
fromattorney G amanco i s deni ed as to the $7,500 i n exenpt funds and
all owed as to the non-exenpt bal ance of $5, 970. 96.

I T 1S SO ORDERED

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

ENTERED: January 24, 1991




