ENVIRONMENTAL ISSUES IN A BANKRUPTCY CASE

GENERAL

in -inherent in the mixture of the policies underlying environmen

- laws, 1 J hg:gfg::?ir?ge nﬁblim“d the environment, and the policies under?’yln ‘_bankl;ugtcy ¢
laws, ie., settling a debtor's liabilities equitably and providing a debtor with a “fresh start,” Some 0
the more noticeable areas where these conflicts collide are those affecting (i) the right of
contribution; (ii)- the priority of environmental claims against a bankruptcy esta'te; fii) the band
dischar eability of environmental liabilities as debts in barkruptcy; (iv) trustee's ability to abandon
contaminated property; and (v) the jurlsdiction and effect of the automatic stay on government

enforcement actions.

. date of the filing of a m{itAi'on for bankruptcy relief is'also an important time reference
with re's};gect tg dlscharge'agd prioPr?ty issues. The debtor will generally be discharged of all
unsecured claims arising before that date or “pre-petition.” If distributions are made on a debtor's

jof . the claimant may receive only a portion of its claim. If the claim, however, .
g:ies-gggté%'t"- c|eatiig"osn, the debtor may)i)e liable for the entire amount as an.admlnlstrative cost.
Therefore tﬁe time at which an environmental claim arises is a relevant issue whether a o
contributlén claim will be recognized in the bankruptcy case, wha’( priority will be given to a claim

and whether the claim will be discharged by the bankruptcy.

" PRIORITY OF CLAIMS -

" In bankruptcy, environmental claimants often attempt to establish their claim as a §503
administrative expense, Code § 503(b) provides that “actual, necessary costs and expenses of
preserving the estate, including wages, salaries, or commissions for services rendered after the
commencement of the case’ constituted administrative expenses. 11 U.S.C. § 503(b). Pursuant
to § 507 of the Code, administrative expenses allowed under § 503(b) are entitied to priority over
~ all general unsecured.claims.'® .

Since there is no specific provision in Section 503Sb)(1) giving priority to environmental
claims, the general rule has been to accord environmental claims general, unsecured status."”
Nevertheless, courts will grant an administrative priority to a claim, that (i) the right to payment
arose from a post-petition transaction with the debtor's estate, rather than from a pre-petition
transaction with the debtor, -and (ii) the consideration supporting the right to payment was
beneficial to the estate.”® - - ' : - _ o

Cléims‘ Based on Cleanup Cost of Post-petition Contamination.

Environmental claims arising from clean up of post-petition contamiriation enjoy priority as
administrative expenses."”

~_When granting an administrative expense priority, a court will often cite to 28 U.S.C. § 959
or the Supreme Caurt's Midlantic decision, depending on the severity of the environmental v
contamination and the imminence of the dangers associated with it. 28 U.S.C. § 959(b) requires a
bankruptey trustee or debtor in possession to manage and operate property of the estate in
accordance with applicable non-bankruptcy law. Courts have held that § 959§b gives rise to an
administrative-expense.” Courts disagree whether Section 959(b) applies to debtors who have
ceased operations and are liquidating their businesses.” One court has held that § 959 does not
necessarily apply to debtors in constructive possession of property.? '

In Midlantic Nat'| Bank v. New Jersey Dep't of Environmental Protection (In re Quanta
Resources Corp. ), the Supreme Court interpreted § 959(b) to require trustees or debtors in
possession to comply with environmental laws applicable to property of the estate. The:Supreme
Court suggested as well that the trustee or debtor in possession could not abandon property so
long as doing so would present an imminent and identifiable harm to public health or safety.
that Midlantic did not address the issue of priority of clean up expenses.

By.citing § 959(b) or Midlantic as an analogy, cases have found that if the debtor or trustee
could not abandon the property of the estate in contravention of environmental-law, neither should
. they be able to-maintain or possess the property in continuous violation of the same law: .

- therefore, the debtor-ortrustee has an vtligation to remedy-the problem.?
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The Supreme Court eXbrésst ieft open the question in-Midlantic of the priority accorded to

- governmental costs if the trustee fails to respond to a cleanup order. Midlantic Nat'l Bank v. New

Jersey Dep't. of Envtl. Protection.® At least one.court has concluded that cleanup obligations

- should be treated as a claim, not as a specific performance obligation that the trustee must Qarry
~ out on an.administrative expense basis.” .

§ ‘- . H » i} . . . . mal
S urts have also relied on public-policy to invoke priority status for environme
claims:-tLhGiﬁg-that the power of-the;ru%tee “must yleld to governmental interests in health and

. safe ichi i e for t ‘ " and viewing the
i . which includes using-assets of the estate for the necessary cleanup” an 4 (
-_. srs'earfr?(tx/al of the waste as angobligatipn of the estate as well as a “risk which the creditors must

bear"”

b A:common issue is whether a claim should be entitled to an administrative expense priority
- where the-contacr’r?i{:sa?ioa occurred pre-petition, but continues to be a problem post-petltlfc>in. I? thl?
 situation, itis likely that the claim will enjoy administrative priority if there is a showing ‘od Tm nen
 hatm.® However, many courts are beginning to review when the claim was incurred to| etermine
~ the priority of cleanup costs. -ifthe claim was incurred prg-»petngzon. then post-petition cleanup
-costs are dischargeable unsecured claims. without any:priority.* : v v _

SRS Sl

G i ired pre-petition may obtain a less favored status as unsecured claims in

f Bénkru ?gys t”s ‘l'll"lggnseedog:‘ﬁyfpeas court !ilndicated in dicta that environmental cleanup orders in 4

: ard go'pl"e-bankruptcy violations were general, unsecured claims, while post-petition hazards
: Leagn have.administrative expense priority. -Additionally, pre-petition fines-are usually treated as
. dischargeable unsecured olgims. S :

 Liens Against Estate Property.

Evenif environmental cleanup costs are not granted an administrative expense priority in
bankruptcy, these costs may be entitled to priority as liens on property in the estate under
§506(c). This section grants a right of recovery, in effect a “superlien” on secured-property for the

. “feasonable, common, necessary costs and expenses of preserving, or disposing of, such
- property to the extent of any benefit to the holder of such [secured] claim.” However, this sugerlien
: aprlies only if the secured creditor receives some benefit such as cleaning up his collateral.”" In
. holding that the EPA could not obtain superlien status because the secured creditor did not
, - receive any benefit from the cleariup action, the court in In re T.P. Long Chem., Inc.,2 specified
: that one type of coliateral could not be used for general cleanup with no benéfit to thg secured

creditor.® 46 8 e &7(8

At least five states have enacted “superlien” provisions in their state Superfund statutes,
namely, Connecticut, Maine, Massachusetts, New Hampshire and New Jersey. These statutes
generally provide that a lien may be imposed against the real property subject to cleanup in order-
to assist the state in recoverina state funds expended.in the cleanup. The liens are referred to as

r“r-sqpesliliens" because they take priority over alt other liens, inciuding previously existing recorded

_ DISCHARGEABILITY

. ‘A-discharge in bankruptcy will most likely, with certain exceptions, release the debtor from
gaz'bilities for environmental damages arising before the bankruptcy petition was filed.*® Section
3*of the Code provides for-certain debts to survive a debtor's bankruptcy case.* A majority of
tfé cases dealing with the dischargeability of environmental claims, however, are basedon
whether such claims constitute “claims” for purposes of the Code and not whether § 523 is_

" applicable:-For example, mbnetary claims by governmental agencies for response costs which
have been expended pre-petition appear to be dischargeable debts; however, the courts are
divided as-to when claims *arise” for purposes of CERCLA liability and, therefore, whether they
are dischargeable. 4n addition, it is not clear whether cleanup orders in the nature of injunctive
relief give rise to a “right to payment” pursuant to the definition of “claim” under the Code and thus
are dischargeable in bankruptcy. . S




j._.ﬁ..Wh‘eth. A ion Clair ischdrged.
- A Taird:Circuit décision has held that a state's attempt to force.a debtor to comply with

environmental.laws and to cleanup hazardous wsaste was not a claim discharged under.the
Bankruptcy Code, even though the debtor no longer was in possession.of the property. Ininre
Torwico Electronics, Inc:,*-the New Jersey Department of Environmental Protection and Energy
issued. a post-petition administrative order requiring Torwico fo remedy. certain environmental
Bontamination. Torwico had not been in possession of the contaminated site for several years.
Toiwico'afgued that its “affirmative duty to cleanup the site and the duty to pay money to that end”

- was:a.olgim under Kovacs and wii¥ dieshasgeable. .New Jersey responded that it did:not

sbk-a monetary judgment to be paid to the state, but rather sought to remedy on-going pollution
by forcing Torwico to clean up the site. ' o

. Relying on In re CMC Heartland Partners" and In re Chateuagay,” thThird Circuit
concluded that Torwico's obligations under the administrative order did not constitute a claim.
New Jersey was seeking an injunction against the debtor to remedy on-going hazards. The Third
Circuit went on to hold that New Jersey's injunction was not merely a “repackaging of a forfeited
claim for damages,” but rather was an injunction to prohibit a continuing problem and an on-going

~‘threat. - '

Terwico also argued that it was not liable because it was no longer in possession of the
site. . The caurt held that under New Jersey law, Torwico was the generator of the hazardous
waste, and as such had an on-going responsibility for the waste it disposed. The court concluded
that under New Jersey law, the debtor's obligations did not run with the land, but rather with the
-waste.® , _ oL . S

- ABANDONMENT

: _ Thie trustee in bankruptcy obtains the right ta “abandon any property of the estate that is
burdehsurfia to.the estate or that.is of inconsequential value and-benefit to the-estate purSuant to
§ 554 A'Quiastion arises, however, as to whetherthe Bankruptcy. Code permits abandonment of
praperty-and the liabilities associated therewith as a means of avoiding obligatiohs tinder .
_ehvirorimental :i%yl:‘ls ‘It appears that attempts have been made by the coufts.to reéeoncile the.
 policiés of gnviranmental law with those underlying bankruptcy law. Thedegreewhich courts will
- favor appliéation of bankruptcy law over environmental concerns appear to be basedon =
evaluation of a debtor's finahclal ability to comply with environmental concerns relative to the
potential of a serious-public health or safety risk. - B R
. in"Mglantic. seems to indicate that only in situations where an imminent and serious threat tu the
- snvironment exists will environmental regulations preempt the abandonmentwer conferred upon
trustees under the Bankruptcy Code.” f? - .

Post-Midléntic Cases.

- Other cases decided subsequent to Midlantic which have distinguished it and allowed
abandonment, indicate that abandonment would probably be allowed if no assets exist in the
estate or if all of the estate's assets are encumbered.® In the case of In re Smith-Douglass, Inc.,
the debtor was the owner of a fertilizer plant in Streator, lllinois, at the time it filed its Chapter 11
petition. No unencumbered assets existed in the estate, and it was eventually determined that the
debtor would liquidate rather than reorganize. After liquidating all of the other assets in the estate
and unsuccessfully attempting to sell the fertilizer plant, the debtor moved for leave to abandon
the plant. The State of lllinois opposed abandonment on the grounds that the property violated
state environmental laws although the state had not sought a “no enforcement action.”

The Fourth Circuit affirmed the lower court's finding that uriconditional abandonment was
appropriate in light of the estate's lack of unencumbered assets coupled with the absence of
serious public health and safety risks. The court therefore reversed the district court's holding that
the financial condition of the debtor is irrelevant to the abandonment analysis under Midlantic and
stated that “[wjhere the-estate has unencumbered assets, the bankruptcy court should require
stricter compliance with state environmental law before abandonment is permitted.”™

The ambiguity surrounding footnote 9 of the Midlantic opinion, which appeared to limit the
abandonment right only to those cases where “no imminent or identifiable harm exists”, was
acknowledged by the court in Smith-Douglass.’™ The court focused on the conflict between
federal bankruptcy law and state environmental law in addition to the role preemption by the
Supremacy Clause of Article VI of the United States Constitution plays.” The Fourth Circuit
concluded that preemption of state law is-a matter of intent and Congress must not have intended
to permit abandonment where conditions on property pose a danger of imminent death or :
illness.'™ Therefore, a narrow exception to preemption applies where there is a serious: health risk
poesed, and the bankruptcy. court does not have the power to substitute its judgment for that of the -
state as to what constitutes a serious public health or safety risk.'® ‘ .




