IN THE UNI TED STATES DI STRI CT COURT FOR
THE EASTERN DI STRI CT OF PENNSYLVANI A

|
I N RE: | ClVIL ACTI ON
|
LEONARD A. PELULLOG, |
| NO. 98-6181
DEBTOR |
|
MEMORANDUM
Br oderick, J. Sept enber 29, 1999

Presently before this Court is an appeal of an Order of the
Bankruptcy Court in the above-captioned bankruptcy, in which
Leonard A. Pelullo is the debtor. This appeal is brought by the
Trustee of Pelullo s bankruptcy estate, David A Eisenberg (the
“Trustee”), as well as The Central States, Southeast and
Sout hwest Areas Pension Fund (“Central States”), O ynpia Hol di ng
Corporation, a/k/a P-1-E Nationwide, Inc. (“PIE’), and Lloyd T.
Wi t aker (“Whitaker”). Central States and PIE are creditors in
the Pelullo bankruptcy, and Whitaker is the Trustee of A ynpia
Hol di ng Corporation/PIE, which is itself in bankruptcy. National
Union Fire I nsurance Conpany of Pittsburgh, Pa. (“National
Union”) has filed a brief in support of the February 24, 1998
Order of the Bankruptcy Court.

On July 21, 1997, Pelullo filed a notion in the Bankruptcy
Court, pursuant to 8 554(b) of the Bankruptcy Code, for an order

directing the Trustee to abandon interest in certain insurance



policy proceeds. The Trustee, Central States, and M. Whitaker
objected to this nmotion. On February 24, 1998, the Bankruptcy
Court granted Pelull o’ s notion and entered an order directing the
Trustee to abandon interest in the insurance policy proceeds.
This appeal followed. For the reasons stated below, this Court

wll affirmthe Bankruptcy Court.

Backgr ound

On March 22, 1990, National Union Fire Insurance Conpany of
Pittsburgh, Pennsylvania (“National Union”), issued a Directors’
and O ficers’ Insurance and Conpany Rei nbursenent Policy (the
“Policy”) to PIE. (#12, Ex. A) The Policy provided insurance
coverage to PIE's current and fornmer directors and officers for
any alleged Wongful Act (as that termis defined in the Policy)
commtted in their respective capacities as directors and
officers of PIE during the Policy period. The Policy states that
Nat i onal Uni on:

shal | pay the Loss of each and every Director or

O ficer of the Conpany arising fromany claimor clains

first made against the Directors or Oficers and

reported to the Insurer during the Policy Period .

for any alleged Wongful Act in their respective
capacities as Directors or Oficers of the Conpany .

The Insurer shall. . .advance to each and every
Director and Oficer the Defense Costs of such claimor
clainms prior to their final disposition. . . . ‘Defense

Costs’ nmeans reasonabl e and necessary fees, costs and
expenses consented to by the Insurer...resulting solely
fromthe investigation, adjustnent, defense and appeal
of any cl aimagainst the Insureds...”



(Policy at 1).

I n August of 1994, National Union commenced an interpleader
proceeding in the United States District Court for the Northern
District of Georgia (the “Georgia Action”) in order to resolve
multiple, conflicting clains to the proceeds of the Policy.
Pelull o served as a Director and Vice Chairman of the Board of
Directors of PIE during the Policy period, and was naned as a
Defendant in the Georgia Action. In this Action, Pelullo
asserted clains against the Policy for the advancenent of defense
costs in two crimnal actions against him one in Newark, New
Jersey, and one in Jacksonville, Florida (the “Jacksonville
Action”).

Central States, as a judgnent creditor of Pelullo,
intervened as a Plaintiff in the Georgia Action to assert a
judgnent |ien against any noni es which m ght be due from Nati onal
Union to Pelullo under the Policy. Central States had an
unsatisfied $45 m|llion judgnent against Pelullo obtained on
August 26, 1991 in the United States District Court for the
Northern District of Illinois. On March 8, 1996, the Georgia
Court issued an order granting Central States’ notion for a
default judgnent against Pelullo. Central States later filed a
notion asking the Georgia Court to anend its judgnent agai nst
Pelullo to reflect that any proceeds payable to Pelullo under the

Policy should be paid directly to Central States. On June 4,



1996, the CGeorgia Court denied Central States’ notion. The Court
noted that Pelullo had filed for personal bankruptcy in the
Bankruptcy Court in Pennsylvania, and went on to state that:

[t] he status of this Bankruptcy proceedi ng, and any

i mpact that it may have on Central States’ clains or

the default judgnment, are not clear at this tinme. This

court is unable and unwilling to make a determ nation

as to the relative rights and priorities of Central

States with regard to any proceeds Pelull o may be

awar ded under the Policy.

(Georgia ¢&. Oder of June 4, 1996 at 8-9).

On Cctober 29, 1996, the Georgia Court entered Final
Judgnent in the Interpleader Action, holding that defendant
Pelullo was entitled to coverage under the policy only for
defense costs incurred on his behalf in the Jacksonville Action.
In an Amended Judgnent of January 13, 1997, the Georgia Court
specified that “National Union is obligated to reinburse or
advance out of policy proceeds those reasonabl e and necessary
fees, costs and expenses which are determ ned by the Bankruptcy
Court of the Eastern District of Pennsylvania to be defense costs
resulting solely fromthe investigation, adjustnent, defense and
appeal on behalf of Leonard A Pelullo in the [Jacksonville
Action].” Central States subsequently noved to anmend this
Amended Judgnent on the ground that the Armended Judgnent of
January 13, 1997, did not clearly provide that the disbursenent

of policy proceeds for the advancenent of Pelull o’ s defense costs

in the Jacksonville Action were to be paid as directed by the



Bankruptcy Court. The CGeorgia Court accordingly anmended the

Fi nal Judgnent to read:
National Union is obligated to rei nburse or advance out
of policy proceeds those reasonabl e and necessary fees,
costs and expenses which nmay be determ ned to be
defense costs resulting solely fromthe investigation
adj ustnent, defense and appeal on behalf of Leonard A
Pelullo in the federal crimnal action in the United
States District Court for the Mddle District of
Florida [the Jacksonville Action], and that the defense
costs for the defense of Leonard Pelullo in the
Jacksonville action are to be paid as directed by the
United States Bankruptcy Court for the Eastern District
of Pennsyl vani a.

(Georgia Ct. Order of March 27, 1997 at 7-8).

In July of 1997, Pelullo filed a notion in the Bankruptcy
Court pursuant to 8 554(b) of the Bankruptcy Code requesting an
order directing the Trustee to abandon his interest, if any, in
the Policy issued by National Union with respect to the
Jacksonvill e Action defense costs. The Trustee, M. Witaker,
and Central States filed objections to the notion, contending
that the Policy proceeds payable to Pelullo for defense costs in
the Jacksonville Action are property of the bankruptcy estate,
and therefore should be held in the bankruptcy estate for
eventual distribution to the various creditors in the bankruptcy
est at e.

The Bankruptcy Court granted Pelullo’s notion, ruling that,
“the proceeds of the insurance policy in question are not

property of the estate under 11 U S.C. 8 541(a) since debtor does



not have a right to receive and keep the proceeds when the

i nsurer pays on the clainf, Houston v. Edgeworth, 993 F.2d 51, 55

(5th Cir. 1993); see also First Fidelity Bank v. MAteer, 985

F.2d 114, 116 (3d Cr. 1993). Further, the Bankruptcy Court held
that “to the extent that it mght be determ ned that the proceeds
of the insurance policy in question do constitute property of the
estate under 11 U S.C. 8 541(a), these proceeds constitute an
extrenely limted property interest under section 541(a).” The
Bankruptcy Court granted Pelullo’s notion requesting that the
court direct the Trustee to abandon his interest in these
proceeds because “the proceeds have only inconsequential val ue,
if any, to the estate, cannot possibly benefit the unsecured
creditors of the estate and are burdensone to the estate.”
(Bankr. . Oder of Feb. 24, 1998 at 2).

The Trustee, M. Witaker, and Central States subsequently
filed a notion with this Court for |eave to appeal the Bankruptcy

Court’s rulings, which this Court granted.

In general, when the district court reviews a decision of
t he Bankruptcy Court on a question of law, it applies a plenary
standard of review. However, a district court cannot overturn
t he Bankruptcy Court’s findings of fact unless they were “clearly

erroneous.” Bankruptcy Rule 8013; In Re Mrrissey, 717 F.2d 100,

104 (3d Cir. 1983). Because this case turns on a construction of



section 541(a) of the Bankruptcy Code, it presents questions of

| aw that are revi ewed de novo. Houston v. Edgeworth, 993 F. 2d

51, 53 (5th Gir. 1993).

The issue before this Court is whether the proceeds of the
Nat i onal Union Policy payable for Pelullo’ s defense costs in the
Jacksonvill e Action should be considered property of Pelullo’ s

Chapter 7 bankruptcy estate pursuant to 11 U S.C. 8§ 541(a).

Section 541(a)provides: “Such estate is conprised of . . . (1)
all legal or equitable interests of the debtor in property as of
the comencenent of the case.” 11 U S.C. 8 541(a). The Suprene

Court has broadly construed this provision. United States v.

Whiting Pools, Inc., 462 U.S. 198, 204-05 (1983). This broad

construction, however, is not unlimted. In First Fidelity Bank

v. MAteer,985 F.2d 114, 117 (3d Cr. 1993), the Third Grcuit

held that an “estate in bankruptcy only includes property to
whi ch the debtor would have had a right if the debtor were

solvent.” Likewi se, in Houston v. Edgeworth, 993 F.2d at 55-56,

the Fifth Grcuit in 1993 held that “Wen a paynent by the
i nsurer cannot inure to the debtor’s pecuniary benefit, then that
paynment shoul d neither enhance nor decrease the bankruptcy
estate.”

In this case, the insurance proceeds at issue cannot inure
to Pelullo’ s pecuniary benefit. The insurance policy issued by

Nat i onal Uni on obligates National Union to pay only “those



reasonabl e and necessary fees, costs and expenses which may be
determ ned to be defense costs resulting solely fromthe

i nvestigation, adjustnent, defense and appeal on behal f of
Leonard A. Pelullo in the federal crimnal action in the United
States District Court for the Mddle District of Florida [the
Jacksonville Action].” GCeorgia C. Oder of March 27, 1997. As

pointed out by the Fifth Crcuit in Houston v. Edgeworth, “[t]he

overridi ng question when determ ni ng whet her insurance proceeds
are property of the estate is whether the debtor would have a
right to receive and keep those proceeds when the insurer paid on
aclaim” 1d. at 55.

In Edgeworth, the Fifth Circuit faced the issue of whether
proceeds fromdebtor’s mal practice liability policy were property
of the debtor’s estate. The court held that the proceeds of the
policy were not property of debtor’s estate because the debtor
had no cogni zable interest in them |[|d. at 56. The court noted
that such proceeds “will normally be payable only for the benefit
of those harnmed by the debtor under the terns of the insurance
contract.” 1d. The proceeds at issue in the case at bar are
payabl e for the sole benefit of those who have perfornmed work in
defense of Pelullo’'s Jacksonville action. No claimis made in
this appeal, in the Bankruptcy Court below, or in the record of
the Georgia action that Pelullo is seeking reinbursenent for the

recovery of defense costs in connection with the Jacksonville



action. Thus, the Bankruptcy Court correctly found that Pelullo
has no right to receive and keep the proceeds fromthe National
Uni on Poli cy.

In First Fidelity Bank v. MAteer, 985 F.2d 114 (3d Cr.

1993), the Third Crcuit had to determ ne whet her the proceeds of
a credit life insurance policy collected after debtor died were
property of the beneficiary of that policy, First Fidelity, or
property of the debtor’s estate. Because First Fidelity was
entitled to receive and keep the proceeds of the policy, the
court held that the proceeds could not be property of the
bankruptcy estate. 1d. at 118-19. As heretofore pointed out,

the First Fidelity court made clear that the estate in bankruptcy

only includes property to which debtor would have a right if
debtor were solvent. |[d. at 117.

Likewise, inIn re Berger Steel, 51 B.R 59 (Bankr. N.D

I nd. 1985), the court considered whether |liability policies held
by debtor corporation, under which insurer was obligated to pay
on clains of successful tort plaintiffs were of inconsequenti al
value to the estate and were burdensone to it. In holding that
the policies should be abandoned, the court noted that abandoni ng
the policies would not have any inpact on the estate because the
policies could only be accessed by tort clainmants’ judgnents or
settlenments. 1d. at 60.

This Court thus agrees with the Bankruptcy Court’s hol di ng



t hat :

(1) the proceeds of the insurance policy in question
are not property of the estate under 11 U S.C. § 541(a)
since debtor does not have a right to receive and keep
t he proceeds when the insurer pays on the claim. . .
and (2) to the extent that it mght be determ ned that
t he proceeds of the insurance policy in question do
constitute property of the estate under 11 U S.C 8§
541(a), these proceeds constitute an extrenely limted
property interest under section 541(a) and . . .the
court finds that the proceeds have only inconsequenti al
value, if any, to the estate, cannot possibly benefit

t he unsecured creditors of the estate and are
burdensone to the estate

(Bankr. . Oder of Feb.24, 1998 at 1-2).

For the reasons stated, the Bankruptcy Court’s order of

February 24, 1998, requiring the Trustee to abandon his interest

in the proceeds of the National Union Policy, is affirnmed. An

appropriate Order foll ows.
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IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

IN RE; | CVIL ACTI ON
I
LEONARD A. PELULLO, |
| NO 98-6181
DEBTOR |
I
ORDER

AND NOW this 29th day of Septenber, 1999; Appellants David
A. Eisenberg, Central States, Southeast and Sout hwest Areas
Pensi on Fund, and LlIoyd T. Whitaker having brought this appeal of
t he Bankruptcy Court’s order granting Debtor Leonard A. Pelullo’s
notion to abandon interest in certain insurance policy proceeds
and Appell ees Leonard A. Pelullo and National Union Fire
| nsurance Conpany’s response thereto; for the reasons set forth
in this Court’s acconpanyi ng nenorandum of this date;

| T 1S ORDERED that the Order of the Bankruptcy Court dated
February 24, 1998 granting Appellee Pelullo’ s notion and
directing the Trustee to abandon interest in the insurance policy

proceeds i s AFFI RVED,

RAYMOND J. BRODERI CK, J.
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