I N THE UNI TED STATES BANKRUPTCY COURT
FOR THE SOUTHERN DI STRI CT OF | LLINO S

| N RE: ) I n Proceedi ngs
) Under Chapter 7
ULY- PAK, | NC., )
) NO. BK 89-40188
Debt or, )
OPI NI ON

H. Keith Howard, the former president and chief executive
of ficer of Uy-Pak, Inc., seeks paynent of his claimfor severance
pay as an adm nistrative expense entitled to priority. The trustee
in Uy-Pak's bankruptcy case objects to Howard's claim

On February 24, 1989, U y-Pak filed a Chapter 11 bankruptcy
petition. In Novenber 1989, after it becanme apparent that
reorgani zati on was not feasible, a trustee was appointed and the
assets of the debtor were sold to Com Pac International, Inc. The
case was | ater converted to Chapter 7.

H. Keith Howard filed a claimagainst the bankruptcy estate for
severance pay under the terms of his witten enploynent contract with
t he debtor. The enpl oynment contract was to run from October 1, 1987,
t hrough Septenber 30, 1995. Howard was to receive as salary a
m ni mum of $60, 000 per year plus bonuses based on the profits of the
corporation. |If termnated for any reason other than wllful
m sconduct, Howard was to receive as severance pay his salary for the
remai ning termof the contract or, at the option of the debtor, a
| unmp sum equal to 300% of his annual salary, to be paid within 10
days of severance.

Al t hough the trustee never formally assumed his enpl oynent



contract, Howard continued his enployment with U y-Pak post-petition.
After the assets were sold to Com Pac on Novenber 21, 1989, Howard
conti nued working for the buyer until he was term nated on Decenber
8, 1989. Com Pac expressly declined to assune Howard's enpl oynent
contract in its bid to purchase the assets.

Howard di ed on Septenmber 11, 1990, and his estate now seeks a
[ unp sum paynent of $180, 000 as severance pay under the provisions of
t he enpl oynent contract.! Howard's estate contends that the
severance pay constitutes an admnistrative expense under 11 U. S. C
8503(b)? entitled to priority pursuant to 88507(a)(1) and 726(a)(1).

ASSUMPTI ON/ REJECTI ON OF HOWARD' S CONTRACT

Bef ore consi dering whether Howard's claimfor severance pay
constitutes an adm nistrative expense by its ternms, the Court nust
anal yze Howard's enpl oynent contract under the executory contract

provisions of 11 U S.C. 8365.° The parties agree that Howard's

'Howard' s estate has assuned his claimagainst Uy-Pak's
bankruptcy estate. For convenience, the estate's claimw |l be
referred to as "Howard's claim"”

2Section 503(b) provides in pertinent part:

(b) After notice and a hearing, there
shall be allowed, adm nistrative expenses,
ot her than clains allowed under section 502(f)
of this title, including -

(1) (A) the actual necessary costs and
expenses of preserving the estate, including
wages, salaries, or comm ssions for services
rendered after the comencenent of the case[.]

3. Section 365(a) provides:

Except as provided in sections 765 and 766 of
this title and in subsections (b), (c), and (d)
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contract was never formally assuned or rejected. However, Howard's
estate argues that the Court nmay order the contract assumed nunc pro

tunc. Conversely, the trustee argues that the contract is

automatically deenmed to be rejected because it was never assuned.
Because the status of Howard's claimas an adm nistrative expense
woul d be affected by the success of either of these argunents, it is
necessary to discuss their nmerits.

When a trustee or debtor in possession assunes an executory
contract with court approval pursuant to 8365(a),* all expenses and
costs incurred in perform ng the contract are admnistrative

expenses. |In re Coast Trading Co., 744 F.2d 686, 692 (9th Cir.

1984). The rationale for this rule is that if a contract is assuned,
its costs are considered necessary for the preservation of the estate
as required by 8503(b).

Relying on In re Mam General Hospital, Inc., 89 B.R 980,

(Bankr. S.D. Fla. 1988), Howard's estate asks the Court to order

Howar d's enpl oynment contract assumed nunc pro tunc. Faced with facts

materially identical to the instant case, the Mam Hospital court

hel d that the debtor assumed an enpl oynment contract by accepting its

benefits. That court then approved the assunption nunc pro tunc,

presunmably based on equitabl e considerations.

of this section, the trustee, subject to the
court's approval, may assunme or reject any
executory contract or unexpired | ease of the
debt or.

4Pursuant to 11 U.S.C. 81107(a), the debtor in possession has
the sanme authority as the trustee to assune or reject an executory
contract.



The Court declines to follow the Mam Hospital ruling that an

executory contract may be assuned by inplication through the debtor's
recei pt of benefits under the contract postpetition. Assunption
under 8365(a) requires an unequi vocal expression of intent to assune
by the trustee or debtor in possession, as well as express approval

by the court. |In re BDM Corp., 71 B.R 142 (Bankr. N.D. II1l. 1987);

see Matter of Whitconb & Keller Mrtgage Co., 715 F.2d 375 (7th Cir

1983). \While 8365(a) does not set forth the manner by which
assumption is to be effected, Bankruptcy Rule 6006(a) states that a
proceedi ng to assune or reject an executory contract is governed by
Bankruptcy Rule 9014, which provides that relief shall be requested
by nmotion with reasonabl e notice and opportunity for hearing afforded
to the opposing party. Upon consideration of 8365 along with Rul es
6006(a) and 9014 and applicable case authority, the Court finds that
assunmpti on of an executory contract under 8365(a) requires the
trustee or debtor in possession to file a formal notion to assune

within the requisite time period. 1n re Del Gosso, 115 B.R 136

(Bankr. N.D. Il1. 1990); In re BDM Corp.; In re Bon Ton Restaurant

and Pastry Shop, Inc., 52 B.R 852 (Bankr. N.D. IIl. 1985). In the

present case, U y-Pak filed no such notion to assune Howard's
enpl oynment contract, and there is no basis for the Court to grant
retroactive approval as sought by Howard's estate.

The trustee contends that 11 U S.C. 8365(d) (1) governs the issue
of assunption or rejection of Howard's contract. Section 365(d) (1)
provides that in a Chapter 7 case, if an executory contract is

nei ther assunmed nor rejected, it is deened to be rejected 60 days
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after the order for relief.®> A rejected contract is deened to have
been breached prepetition pursuant to 8365(g)(1).% Because the
bankruptcy estate is not created until the petition is filed, damages
for such a prepetition breach can never be necessary for the
preservation of the estate and so cannot qualify as adm nistrative
expenses under 8503(b). The trustee argues that because Howard's
enpl oyment contract was neither expressly assuned nor rejected, it

shoul d be deened rejected 60 days after the conversion of this case

511 U. S. C. 8348(c) provides that when a Chapter 11 case has been
converted to Chapter 7, as this case has been, the 60 day period
begins to run on the date of the conversion rather than fromthe date
of the order for relief.

6. Secti on 365(g) provides in pertinent part:

Except as provided in subsections (h)(2)
and (i)(2) of this section, the rejection of an
executory contract or unexpired |ease of the
debtor constitutes a breach of such contract or
| ease -

(1) if such a contract has not been
assunmed under this section or under a plan
confirmed under chapter 9, 11, 12, or 13 of
this title, imediately before the date of the
petition:

Consi stent with 8365(g)(1), 11 U S.C. 8502(g) provides:

A claimarising fromthe rejection, under
section 365 of this title or under a plan under
chapter 9, 11, 12, or 13 of this title, of an
executory contract or unexpired | ease of the
debtor that has not been assunmed shall be
determ ned, and shall be all owed under
subsection (a), (b), or (c) of this section or
di sal |l owed under subsection (d) or (e) of this
section, the sanme as if such claimhad arisen
before the date of the filing of the petition.
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from Chapter 11 to 7.7
Thi s argunent overl ooks the fact that Howard' s enploynent with
the debtor term nated upon the sale of the debtor's assets on

Novenmber 21, 1989, see Mam Hospital, 89 B.R at 983, and his

contract term nated along with his enploynent, thus foreclosing the

possibility that the contract could be rejected. See Goria M(g. V.

Intern. Ladies' Garnment Workers, 734 F.2d 1020 (4th Cir. 1984)

(contract that expired by its own ternms before debtor obtained court
approval for its rejection could not thereafter be rejected).
Howard's contract cannot be construed as either assunmed or
rejected. Because an executory contract remains in effect until the
debt or nakes a decision to either assume or reject it, Howard's
contract expired under its own terns when Howard' s enpl oynent was

term nat ed. See Whitconb, 715 F.2d at 378. Thereafter, it could be

nei t her assuned nor rejected by act, statute or court order. \Whether
Howard's claimis an adm nistrative expense is, therefore, dependent
upon the substance of the contractual provision.
SEVERANCE PAY AS AN ADM NI STRATI VE EXPENSE

At the nmonent when Howard's enpl oyment was terni nated, the
estate incurred the cost of his severance pay by the terns of the
contract. To determ ne whether that expense is to be treated as an
adm ni strative expense, Howard's contractual provision nmust be

anal yzed to determ ne whet her the severance pay was a necessary cost

This case was converted from Chapter 11 to 7 on February 14,
1990. Rejection would be deenmed to have occurred on April 15, 1990.



of the preservation of the estate as required by 8503(b).
The policy underlying priority treatnment for adm nistrative
expenses is to encourage creditors to extend credit that will enable

a reorgani zation to succeed. See Matter of Jartran, Inc., 732 F.2d

584 (7th Cir. 1984). To that end, a creditor's right to payment wll
be afforded first priority treatnment only to the extent that the
claimboth (1) arises froma transaction with the debtor in
possession and (2) is beneficial to the debtor in possession in the
operation of the business. 1d. at 586-87. 1In analyzing enployee
benefits under the Jartran test, the determ native factor is not when
the right to payment matured but, rather, when it was earned. |n re

Chi cago Lut heran Hosp. Ass'n, 75 B.R 854, 856 (Bankr. N.D. III.

1987).

Applying the test of Jartran to the instant facts, Howard's
clai m nust be denied adm nistrative expense priority. Howard's
severance pay neither arose froma transaction with the debtor in
possessi on nor benefited the debtor in possession in the operation of
t he business. Howard becane eligible for severance pay i medi ately
upon signing his enploynent contract. Had his enploynment with U y-
Pak been term nated before its bankruptcy petition was filed, he
woul d have been entitled to the full anpunt of his severance pay. In
ot her words, Howard "earned" his severance pay prepetition. Such
severance pay is not an adm nistrative expense.

Howard's estate urges the Court to follow the holding of In re

M am General Hospital, Inc., 89 B.R 980 (Bankr. S.D. Fla. 1988).

The court in that case was faced with an enpl oynent contract
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containing a severance pay provision remarkably simlar to the one in
the instant case. It provided that if the enployee was term nated at
any time for other than cause, she would be entitled to severance
pay. There was no vesting period; the provision becane effective
when the contract was signed. That court held that the severance pay
was an adm nistrative expense.

The M am_ Hospital court foll owed what has become the

tradi tional analysis of severance pay as an admi nistrative expense.

That analysis originated in In re Public Ledger, 161 F.2d 762 (3d

Cir. 1947). Construing the predecessor to 8503(b), the court in that
case was faced with two types of severance pay clained by enpl oyees
of a newspaper. Typographical Union nmenbers were parties to an

enpl oyment contract that provided for severance pay in lieu of

notice. The contract provided that if the enployer laid off an

enpl oyee without giving two days notice, the enployee would be paid
for those two days. For unknown reasons, the trustee in that case
failed to provide the required two days notice, thereby incurring the
cost of the severance pay. |In contrast, nenbers of the Newspaper
Guild were subject to an enploynent contract that provided for
severance pay based on length of service. For exanple, upon

di scharge, those enployees would be entitled to two weeks pay if they
had been enpl oyed nore than a total of six nmonths and | ess than one

year. The Public Ledger court held that severance pay in |ieu of

notice was an adm nistrative expense but that severance pay based on
| ength of service was an admi nistrative expense only to the extent

that it was earned during the trustee's managenent of the business.
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161 F.2d at 771-73.
The distinction between the two categories of severance pay

recogni zed by the Public Ledger court has becone ossified into a rule

of law. Lower courts now tend to apply the rule blindly, placing
severance pay into one of the two categories while ignoring the
rati onal e underlying the distinction,

Significantly, the rationale behind the disparity of treatnment
is identical to the test of Jartran. Severance pay in |lieu of notice
is an admnistrative expense because it is "earned" during the
adm ni stration of the bankruptcy estate. The only requirenment of an
enpl oyee to receive severance pay in lieu of notice is that the
enpl oyee be in good standing at the time of termnation. The
severance pay then arises froma transaction (term nation w thout the
agreed upon notice) with the debtor in possession and presumably
benefits the debtor in possession. otherw se, the debtor in
possessi on woul d have provided the required notice. See In re

Mammoth Mart, Inc., 536 F.2d 950, 955 (1st Cir. 1976).

I n contrast, severance pay based on | engt h of serviceis usually
deni ed adm nistrative expense status because it is "earned"
prepetition. If an enpl oyee's vesting period ends before the enpl oyee
files abankruptcy petition, hisright to severance pay neither arises
froma transaction with the debtor in possession nor benefits the

debtor in possession in any way.® See 536 F.2d at 955.

8Of course, severance pay based on I ength of service would be
"earned" during adm nistration of the estate if an enpl oyee's vesting
peri od overl apped with the adm nistration of the bankruptcy estate.
I n such a case, a proportionate amunt of the severance pay woul d be
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W t hout explanation, the Mam Hospital court construed the

severance pay provi sion beforeit asoneinlieuof notice, entitling
t he enpl oyee' s cl ai munder that provisionto adnm nistrative expense

priority. 89 B.R at 984-85. However, the reasoning of M ami_Hospi t al

must be rejected. That court failed to recognize that the two
categories it discussed do not exhaust all possibl e types of severance
pay. The court forced the provision before it into an artificial
category in which it did not bel ong.

Howar d' s provi sion for severance pay, |like the provisioninMam_
Hospital, fits into neither category. Howard's severance pay is
obviously not inlieuof notice. Nowhereinthe contractual provision
i s notice nmentioned. Under the contract, Howard woul d be entitledto
severance pay upon his term nati on regardl ess of the anount of notice
he was given. Neither is it based on Howard's | ength of service.
Ther e was no vesting period; by its terns, the severance pay provi sion
becane ef fecti ve when t he contract was si gned on Cct ober 1, 1987. The
severance pay provi sionin Howard' s enpl oyment contract is so different

fromeither of the provisions recognizedin Mam Hospital that it

shoul d not be forcedintoeither category. Seelnre Selectors, Inc.,

85 B.R 843, 846 (Bankr. 9th Cir. 1988).

Rat her than blindly followthe di chotony suggest ed by Howard' s
estate, the Court will apply the rationale that underlies that
di chotonmy. As previously discussed, under theJartrantest, Howard's

claimfor severance pay neither arose froma transaction with t he

an adm ni strative expense.
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debt or i n possessi on nor benefitedthe debtor in possessioninthe
operation of Uy-Pak's business. Therefore, Howard' s severance pay i s
not a necessary expense of preserving the estate under 8503(b). It is
entitled only to the status of a general unsecured claim

Howar d' s est at e has rai sed t he argunent t hat Howar d was sonehow
i nduced to work for U y-Pak after the bankruptcy filing by an
expectati on of recei ving severance pay. His estate argues that it
woul d now be i nequitableto deny priority status to Howard's cl aim
because his efforts were instrunmental in preserving the estate.

There are two problenms with this argunent. First, the Court nmay
only exercise its equitable powers within the confines of the

Bankruptcy Code. Northwest Bank Wort hi ngton v. Ahlers, 485 U. S. 197,

108 S. Ct. 963, 99 L. Ed. 2d 169 (1988). The provi si ons of 8503(b) | eave
no roomfor equitabl e consi derations. The Court has al ready det er m ned
t hat under 8503(b) , Howard' s severance pay i s not a necessary expense
of preserving the estate.

Second, evenif this Court were to consi der the equities, they do
not favor the clai mant. Howard was t he presi dent and chi ef executive
of ficer of Uy-Pak. He was the | argest sharehol der of the debtor
corporation, owni ng approxi mat el y 25%of t he out standi ng shares. As an
of ficer, Howard qualifies as an insider pursuant to 11 U.S.C.
8101(30)(B)(ii). Insuch aposition, Howard had a potential conflict
of interest involvingthe severance pay provi sion of his enpl oynent
contract. It can hardly be refutedthat Howard had sone i nfl uence over
deci si ons nade by t he debt or corporation. It may have been i n the best

i nterest of the debtor toreject the contract, rel egati ng Howard's
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severance pay t o an unsecured status automatically. Howard was in a
positionto persuade t he debtor in possessiontorenain silent about
hi s enpl oynent contract, |l eavingthe issue of priority status for his
clai mopen for |ater determ nation.

Regar dl ess of Howard's potential influence, he could have
requested that the Court order the debtor in possession to nake a
decisionto either assune or reject his contract before the debtor's
assets were sol d.® Because Howard had that ability but failedto act,
any argunment that he was sonmehow m sled by the debtor is sinmply
unper suasi ve.

There is a further policy consideration involved in denying
adm ni strative expensetreatnent tothis type of severance pay. An
enpl oyer on t he verge of bankruptcy couldinsert such a severance pay
clause into an enpl oyment contract, know ng in advance that the
resul ting severance pay woul d be granted priority status. By doing so,
t he enpl oyer coul d favor certain enpl oyees over other legitimte

creditors. Seelnre Selectors, Inc., 85 B.R at 846. Such aresult

iscontrary totheintent expressed by Congress in enacting 88507 and

9.11 Y. S.C. 8365(d)(2) provides:

In a case under chapter 9, 11, 12, or 13 of
this title, the trustee may assune or reject an
executory contract or unexpired | ease of
residential real property or of personal
property of the debtor at any time before the
confirmation of the plan but the court, on the
request of any party to such contract or |ease,
may order the trustee to determne within a
specified period of time whether to assune or
rej ect such contract or | ease.
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726 of the Bankruptcy Code.
ALLOMABLE AMOUNT OF THE CLAI M
Howar d' s cl ai mfor severance pay is entitled only tothe status of
a general unsecuredclaim Pursuant to 11 U. S. C. 8502(b), the Court
nmust still determ ne the dol | ar anount of the clai mand all owt hat

anmpbunt except to the extent that:

(7) if such claimis the claim of an
enpl oyee for danmages resulting from the
term nati on of an enpl oynment contract, such claim
exceeds -

(A) the conpensation provided by such
contract, w thout accel eration, for one year
following the earlier of -

(i) the date of the filing of
the petition; or

(iit) the date on which the
enpl oyer directed the enpl oyeetoterm nate, or
such enpl oyee t er m nat ed, perfornmance under such
contract;. ..

11 U.S.C. 8502(b) (7).

The facts inthis case present a strai ghtforward application of
t he pl ai n | anguage of this section. Howard's cl ai mfor severance pay
is "for damages resulting fromthe term nati on of an enpl oynent

contract." See lnre Mirray Industries, Inc., 114 B.R 749, 752

(Bankr. M D. Fla. 1990). Therefore, under 8502(b)(7), theclaimis
limted to Howard's annual sal ary under the enploynent contract.

The trust ee argues t hat Howard' s al | owabl e cl ai mshoul d be furt her
reduced because hi s damages were m ti gated by postpetition sal ary.
However, Howard had no duty to mitigate his damages. Howard's cl ai mis
not for the breach of his enploynent contract but, rather, for
severance pay contenpl ated by the terns of the contract. Had U y- Pak

term nat ed Howar d' s enpl oynent out si de of bankruptcy, and had Howar d
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found enpl oynent i rmedi ately after, U y-Pak woul d have been | i abl e for
the full amount of t he severance pay specified by the contract. The
anmount of Howard's claimis, therefore, determ ned under 8502(b) (7)
wi t hout regard to Howard's actual damages, including any mtigation.
CONCLUSI ON

Because Howard' s cl ai mnei t her arose froma transacti on with the debtor
i n possession nor benefited the debtor's estate, it cannot be
consi dered a necessary expense of the preservation of the estate.
Therefore, theclaimisentitledonly to general unsecured st at us.
Further, pursuant to 8502(b)(7), theclaimislimtedto $60, 000, the
equi val ent of one year of Howard' s salary under his enpl oyment
contract.

See written order.

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

ENTERED: JULY 10, 1991
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