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|. INTRODUCTION

Thisis an appeal from an order of the United States Bankruptcy Court, In re Thomas, 231
B.R. 581 (Bankr. E.D.Pa. 1999). Appellant-debtors Charles and Lisa Thomas appeal the ruling
of the bankruptcy court that allowed an amended proof of claim of the Internal Revenue Service

(“IRS”). For thefollowing reasons, | will affirm the bankruptcy court's ruling.



II. FACTS

Debtor Charles Thomas has operated a delivery service, All American Couriers (“All
American”), since 1990. All American speciaizesin rush, same day deliveries. Thomasisthe
sole employee of All American and manages all of its operations and sales. Although Thomas
occasionally delivers packages himself, most of the deliveries are made by drivers who operate as
independent contractors and receive a commission per delivery. Because All American uses
independent contractors to make the actual deliveries, Thomas acts as the middle-man between
the customers and the drivers. When customers contact All American, Thomas answers the
phone and arranges the pick-up and delivery details. In addition to handling customer relations,
Thomas personally selects drivers to ensure their reliability. In 1995, Thomas incorporated All
American under Subchapter S so that the company could obtain cargo insurance. Thomasisthe
sole owner of All American’s stock.

Since 1990, All American has grown rapidly. For example, the gross revenues increased
from approximately $100,000 in 1992 to more than $250,000 in 1997. Thomas's net income has
also grown dramatically, from $9,000 in 1992 to more than $68,000 in 1997.

Despite the robust growth of All American, Thomas and hiswife Lisafiled for relief
under Chapter 13 of the Bankruptcy Code on April 17, 1998. On August 20, 1998, the IRS filed
an amended proof of claim, which included a secured claim of $55,521.90. The collateral for the
IRS s secured claim is Thomas's stock in All American. On September 2, 1998, the debtors filed
an objection to the IRS sclaim. In their objection, the Thomases contended that the value of All
American stock was only $3,000, and therefore, the secured part of the claim had to be reduced

to $3,000.



On December 14, 1998, Judge Stephen Raslavich of the United States Bankruptcy Court
for the Eastern District of Pennsylvania held a hearing on the objection. At the hearing, Thomas
testified about the background and growth of the company. He spoke about the loyalty that All
American’s customers and drivers had towards him. Thomas also indicated that he intended to
continue operating All American. After Thomas's testimony, Thomas called William Barbera, a
Certified Public Accountant and Thomas's appraiser, to testify as an expert. In hisappraisal of
All American, Barbera determined that All American's revenues resulted exclusively from
Thomas's efforts. Because he determined that All American’s income flowed from Thomas's
efforts, Barbera concluded that All American had no independent value as a going concern.
Barberafurther determined that, because All American had no independent value as a going
concern, the proper measure of All American’s value was its liquidation value, which he
caculated at $10,000.

In response to Barbera s testimony, the IRS called Paul Elkins, also a Certified Public
Accountant, to present his expert opinion as to the value of All American. Elkins had previously
evaluated All American and determined that the income method was the most appropriate
method to measure the value of All American. Elkins specifically reected the liquidation
method of valuation because All American was continuing operations and a liquidation valuation
would not account for the business's goodwill or value as a going concern. Using the income
based analysis, Elkins calculated the price that an investor would be willing to pay to purchase
All American’s stock based on its projected rate of return. According to the bankruptcy court,

Elkins analysisproceeded by extrapolating the business' revenuesover thenext five

years . . ., discounting that amount for present value plus risk factors, and then
discounting the amount again for the lack of marketability of the stock.



Thomas, 231 B.R. at 584. Thetotal value of All American, under Elkins's income-based
analysis, was $56,000.

The Thomases challenged the validity of Elkins's appraisal, claiming that present value of
All American should not include future earnings and again contending that the proper valuation
of All American stock should be the liquidation value of the company's assets. The bankruptcy
judge rejected the debtors arguments and permitted the IRS's proof of clam asfiled. Inruling
for the IRS, the bankruptcy judge relied on Elkins's testimony and appraisal of All American.
Seeid. at 588-589. The Thomases appeal ed the bankruptcy court's ruling on two grounds: (1)
that Thomas is entitled to retain the future income from All American in order to fund his
bankruptcy plan under Chapter 13; and (2) that the bankruptcy judge erroneously interpreted

Pennsylvanialaw regarding the value of goodwill.

[Il. STANDARD OF REVIEW
This court has appellate jurisdiction over final orders of the bankruptcy court pursuant to

28 U.S.C. §158(a)(1). Thelegal conclusions of the bankruptcy court are subject to de novo

review. Seelnre Benjamin Franklin Hotel Assocs., 186 F.3d 301 (3d Cir. 1999). The
bankruptcy court’s findings of fact are reviewed for clear error. Seeid.; seeaso, Fed. R. Bankr.

P. 8013.

V. DISCUSSION
Chapter 13 addresses the “ Adjustment of Debts of an Individual with Regular Income’

and establishes a mechanism by which financially over-extended individual debtors can



voluntarily create payment plansto pay off their debts. See 11 U.S.C. 88 1301-1330. A debtor's
Chapter 13 plan typically provides that the debtor will pay creditors from disposable income
earned after the filing of the bankruptcy petition, rather than funds received from the liquidation
of the debtor's pre-petition assets. See 11 U.S.C. §1322(a)(1); see also, 8 Collier on Bankruptcy
11 1300.01 (Lawrence P. King, ed., 15" ed.)(“ Collier”). “Disposableincome” under Chapter 13 is
the amount of the debtor's income that exceeds the debtor's reasonable and necessary household
and business expenses. See 11 U.S.C. 81325(b)(2)(A)-(B). Asapractical matter, the debtor
pays his disposable income to the Chapter 13 trustee, who then transfers the payments to
creditors based on the debtor's Chapter 13 plan.

Under Chapter 13, al of the debtor's property, including assets acquired after filing for
bankruptcy protection, are included in the bankruptcy estate. See 11 U.S.C. 81306(a).
Therefore, income earned by debtor after the filing of the petition isincluded in the bankruptcy
estate. See11 U.S.C. 81306(a)(2). Although the post-petition income is considered estate
property, atax lien on pre-petition assets does not attach to the post-petition income itself. See,

e.0., United States v. Sanabria, 424 F.2d 1121, 1123 (7" Cir. 1970).

Chapter 13 provides that debtors can repay both secured and unsecured claims. See
Collier 11300.01. A clamissecured if the creditor has alien on the debtor's property to ensure
payment to the creditor. See 11 U.S.C. 8101. Under 11 U.S.C. § 506(a), a creditor'sclaim is
secured only to the extent of the value of the collateral. See 11 U.S.C. § 506(a) (stating “[aclaim
is secured] to the extent of the value of such creditor's interest in the estate's interest in such
property”). To determine the value of the collateralized property, § 506(a) providesthat: “ Such

value shall be determined in light of the purpose of the valuation and of the proposed disposition



or use of such property.” 1d. According to the United States Supreme Court, “ ‘the proposed
disposition or use' of the collateral is of paramount importance to the valuation question.”

Associates Commercial Corp. v. Rash, 520 U.S. 953, 117 S.Ct. 1879, 138 L.Ed.2d.148 (1997).

In this case, the debtors appeal arises from the bankruptcy judge's vauation of the
collateral of the IRS's secured claim, Thomas's stock in All American. The debtors contend that
the bankruptcy judge should not have used the income-based method to appraise the value of All
American and that the liquidation value of All American's assets arrives at a more appropriate
measure of the company's worth.

As noted above, § 506(a) provides that collateral shall be valued according to the
“proposed disposition or use of such property.” 11 U.S.C. 8 506(a). Ininterpreting 8 506(a), the
Supreme Court in Rash established that “‘the proposed disposition or use' of the collateral is of
paramount importance to the valuation question.” Rash, 117 S.Ct. at 1885. Thomas's testimony
at the hearing reflected that he intended to continue the operations of All American. SeeTr. a
23. Therewas no indication that Thomas intended to liquidate the assets of All American.
Because Thomas intends to continue operating All American, both Section 506(a) and the
Supreme Court's opinion in Rash mandate that All American be valued as a going concern.

The present value of All American as a going concern includes the value of anticipated

futureincome. See, e.q., Prince, 85 F.3d at 319. Asthe Seventh Circuit observed in Prince:

In general, stock as an asset has value because of its capacity to generate cash flows
in the future. . . . In financial terms, the value of the stock on any given day (its
“present value”) is how much an investor would be willing to pay on that given day
in order to obtain the right to recelve the stock's cash flows in the future.
Theoretically, the stock's present value would be derived first by plotting out the
stock's expected future cash flows. . . . This projected stream of income would then
be “discounted” back to the present day.



Id. Because the future income is a necessary component of the going concern value of a
business, it was proper for the bankruptcy court to include All American's anticipated future
earnings in determining the present value of the going concern value of All American.

The debtors contend that the going concern value is not the proper valuation of All
American and that the liquidation value of the company's assets is the more appropriate method
of appraisal. Liquidation valueis an appropriate measure of a company's value when the

company is dissolving. See Shanno v. Magee Industrial Enterprises, Inc., 856 F.2d 562 (3" Cir.

1988); see also, Prince, 85 F.3d at 320 (stating “In most cases, liquidation vaueisonly an
appropriate estimation of stock worth where a company isdissolving.”). Liquidation valueis not
a proper measure of a company, however, when the business will continue its operations. See,
eq., Prince, 85F.3d at 319. Asthe Prince court observed:
where abusinessisexpected to continue as agoing concern, the company's expected
future earnings from operations often far exceed the liquidation value of the
company's physical assets. Thus, when valuing a business that is continuing to
operate as a going concern, liquidation value is generaly an inaccurate
approximation of what shares are worth to shareholders.
Id. Inthis case, thereis no indication from Thomas's testimony that All American will be
dissolved, and therefore, the bankruptcy judge properly concluded that the liquidation value of
All American is not the proper measure of the value of the company's stock.
Thomas also contends that the bankruptcy judge improperly included future earnings in
the present valuation of All American, because valuing All American “based on a discount of
future net income is improper when that same future income is needed by Mr. and Mrs. Thomas

to fund their Chapter 13 plan.” Reply Br. of Appellant at 3. The Thomases assert that such a

valuation will impermissibly force them to pay the same IRS claim twice: “Once, when the IRS



is granted a secured claim based on future income, and twice, when that same future incomeis
turned over to the Chapter 13 trustee.” Br. of Appellant at 9.

As noted above, Thomas's post-petition income is not subject to the IRS's lien on the All
American stock. Theinclusion of anticipated future income in the present valuation of the
company's stock, however, does not subject Thomas's actual future earningsto the IRSlien. The
present value of the anticipated future income is used solely to estimate the present value of All
American stock. The present value of All American stock is then used to measure the amount of
the IRS secured lien. Once the amount of the IRS lien is determined, Thomas's future disposable
income will be paid towards the IRS claim according to the Chapter 13 plan. Although the
present value of anticipated future earnings influence the amount of the IRS's secured claim, the
clamisonly paid once. At no point doesthe IRS lien extend to Thomas's actual future earnings.
Therefore, including the anticipated earnings to determine the value of All American stock, and
the value of the IRS claim, does not force Thomas to pay off the same claim twice.

The debtors aso argue that, even if the income based method is an appropriate appraisa
of the value of All American, the bankruptcy judge erroneously applied Pennsylvanialaw to
determine the value of goodwill.> Under Pennsylvanialaw, goodwill is intangible property that
is defined as the positive reputation a business may enjoy in the eyes of the public that creates a
probability that old customers will continue their patronage. See Butler, 541 Pa. at 378. Asthe
bankruptcy judge correctly observed, Pennsylvanialaw divides goodwill into two categories. (1)

“professional goodwill,” and (2) “economic goodwill.” Professional goodwill is“intrinsically

1. The parties agree that state law governs the determination of property rights in bankruptcy
proceedings and that Pennsylvaniais the applicable state law.
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tied to the attributes and/or skills of certain individuals.” Solomon v. Solomon, 531 Pa.113, 124-

26 (1992); see also, Gaydos v. Gaydos, 693 A.2d 1368, 1372 (Pa.Super. 1997). Thistype of

goodwill arises from an individual professional’s reputation, specialized skills and judgment.

See, e.q., Inre Paolino, 1991 WL 284107 (Bankr. E.D.Pa.); Dugan v. Dugan, 457 A.2d 1, 6 (N.J.

1983). Because professiona goodwill isinextricably intertwined with an individual's skill and
attributes, professional goodwill cannot be valued and cannot surviveif that individua is
disassociated from the business. Seeid. By contrast, economic goodwill iswholly attributable
to the business itself and can be alienated from the individualsin the business. Seeid. Asa
result, economic goodwill can be valued.

The distinction between economic and professiona goodwill is pertinent in the context of
divorce proceedings, in which professiona spouses claim that the goodwill value of their
practices result from professional goodwill, and therefore, are not subject to equitable

distribution with their ex-spouses. See, e.q., Buckl v. Buckl, 542 A.2d 65 (Pa.Super. 1988);

Gaydos, 693 A.2d at 1370; Beasley v. Beasley, 518 A.2d 545 (Pa.Super. 1986). Typicaly, the

spouse who is a professional isamember of a professiona practice, such as a physician,

architect, attorney, or accountant. See, e.q., Gaydos, 693 A.2d at 1370 (dentist); Buckl, 542 A.2d
65 (architect); Beasley, 518 A.2d 545 (attorney); Butler, 541 Pa. at 364 (accountant). Although
goodwill cases usually involve professional practices, some other services have been considered
sufficiently individualized and specialized to derive professional goodwill from asingle

individual. See, e.g., InreRives, 130 Cal.App.3d 138, 149 (Ct.App. 3" Dist. 1982) (spouse

maintained a queen bee business); In re Hargrave, 163 Cal.App.3d 346, 352 (Ct.App. 3" Dist.

1985) (spouse was a manufacturer's representative).



Applying the principles of goodwill under Pennsylvanialaw, the bankruptcy judge
determined that the goodwill of All American was not professional goodwill that was attributable
to Thomas, but economic goodwill that could be alienated from Thomas:

The goodwill at issue in the present case is not of the same type enjoyed by a
professional person that islikely to be deemed inalienable. Prospective patients or
clients are influence to seek out a certain doctor, lawyer, accountant, architect, or
similar professional, asaresult of the person'sreputation for possessing specific and
highly individualized skills based on the professional's training and experience, that
allowshim or her to offer aunique service. Such skillsincludetheability to perform
a certain life saving operation, win difficult trials, save money on taxes or design
buildings that are characterized by a particular aesthetic quality. The goodwill
claimed by Charles Thomasis not of that nature. Thomas testified that customers
give him repeat business becausethey trust hisability to reliably arrange for the pick
up and delivery of their parcels in a timely fashion. The ability to perform this
service does not involve the type of specialized skill or judgment that is so
individualized it is incapable of being transferred to another. With Thomas
involvement, the Court finds that a purchaser could take over All American and
retain its reputation for reliable service.

Id. at 588. Because the goodwill of All American was associated with the business and was not
personal to Thomas, the bankruptcy judge then concluded that the IRS valuation properly
included goodwill in the present value of All American stock.

Thomas contends that the bankruptcy court was incorrect in its ruling that professional
goodwill only inheresin strictly professional practices. The essence of Thomas's argument is
that professional goodwill can be attributed to individuals in non-professional businesses:

[Professional goodwill] appliestothereputation of CharlesThomasintheeyesof his

customers just as it would a car mechanic, plumber, or painter who performed

personal services without assistance from other employees and under a corporation

or trade name.

Br. of Appellant at 4-5. Thomas further contends that the goodwill associated with All American

isinextricably tied to his attributes, and therefore, is professional goodwill that should not be

10



included in the value of All American.
A review of applicable caselaw indicates that professional goodwill is not limited to

specific professions. See, e.q., Rives, 130 Cal.App.3d at 149. In Rives, for example, the court

determined in a divorce proceeding that the husband's queen bee business had professional
goodwill that was solely attributable to the husband's talents:
Therecord establishesthat the queen bee business resembles a professional practice
in many respects. It dependsin part upon husband's skill, experience and reputation
in theindustry. Husband has a specialized skill and hisreputation in theindustry is
excellent.

Id. at 149;see dlso , Hargrave, 163 Cal.App.3d at 352 (stating “[t]he type of service offered by

husband through Charles Hargrave Associatesis closely akin to the type of services offered by
accountants, lawyers, physicians, and other professionals.”). Therefore, non-professional
services can be considered sufficiently specialized that goodwill can be attributed to the
individual.

Furthermore, the mere fact that a party is a professional is not necessarily sufficient to

attribute the business's goodwill to that individual. See, e.q., Paolino, 1991 WL 284107 at 5. For

example, the court in Paolino rejected a doctor's claim that the goodwill of his medical practice
should be attributed to him personally, stating:
Thereis no evidence presented to suggest that [Dr. Paolino]'s skills and reputation
as a medical practitioner were such that would generate referrals from other
physicians, either locally or from alarger area. Dr. Paolino presented no basis upon
which | could conclude that he has created a medical practice that exists in any
measure due to his personal goodwill.

Id. Because al professionals do not necessarily engender professional goodwill and non-

professional's can create professional goodwill, the key issue in determining the existence of

11



professional goodwill is not whether the particular individual is a professional; instead, the
proper focusisin determining the existence of professional goodwill is whether the individual
has established a reputation for specialized skill, experience and judgment. As the bankruptcy
court correctly noted, professional goodwill results from “the person's reputation for possessing
specific and highly individualized skills based on the professional's training and experience, that
allows him or her to offer aunique service.” Thomas, 231 B.R. at 588.

In this case, Thomas presented no evidence that his activities in the courier service
involved specialized skill or judgment. By contrast, the IRS expert testified that the operations of
All American were not dependent on Mr. Thomas personaly. See Tr. at 56. Moreover, the IRS
expert distinguished the operation of All American from more traditiona professions:

[I]n apersonal services corporation such asadoctor or alawyer or adentist,
there's the expectation of the person requesting the service to deal with a specific
indi_vidual. And, they usually only do it for atask or a particular function at a point
" me.I n the case of Mr. Thomas's business, even though Mr. Thomas believesthat
people are dealing with him as opposed to All-American Courier, the fact is the
serviceisbeing performed by somebody other than Mr. Thomas, the actual delivery
on time and at the right point in time.

Id. at 49-50. The bankruptcy judge agreed with Elkins's testimony, stating: “ The ability to
[manage All American] does not involve the type of specialized skill or judgment that is so
individualized it is not capable of being transferred to another.” See Thomas, 231 B.R. at 588.
Therefore, the evidence on the record demonstrates that Thomas's activities in the operation of
All American did not involve the specific and highly individualized skills based on Thomas's

training and experience that are associated with professional goodwill. Because All American's

goodwill is not the result of Thomas's specialized attributes, it is not inextricably tied to Thomas

12



individually and it could survive if Thomas was disassociated from All American. Therefore, the
goodwill of All American is not professional goodwill that is attributable to Thomas, but

economic goodwill that should be included in the valuation of All American.

V. CONCLUSION

| have determined that the calculation of the present value of the stock of All American
Couriers, Inc. properly includes the company's future earnings and that the bankruptcy judge
properly held that the goodwill associated with All American is attributable to the company.

Therefore, | affirm the ruling of the bankruptcy court.
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ORDER

And now, this day of March, 2000, IT IS ORDERED that the ruling of the bankruptcy

court is affirmed.

ANITA B. BRODY, J.
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