Update to discussion of core, non-core proceedings 

at pages 228-230 of Chapter Twelve of the second edition

On January 18, 2011, the U.S. Supreme Court (SCOTUS) will hear argument in the appeal of the Ninth Circuit’s decision, Stern v. Marshall (Docket #10-179).  Stern raises an interesting issue regarding what is and is not a core proceeding before a bankruptcy court as discussed on these pages of the text. The case involves efforts by the late Anna Nicole Smith’s (a former model and nude dancer) to claim a substantial chunk of the estate of her ex-husband, the late billionaire J. Howard Marshall to whom she was married for fourteen months.  Specifically, Ms. Smith claims that before he died, Mr. Marshall promised her a substantial gift valued in excess of $300 million.  She alleges that Mr. Marshall did not actually deliver the gift to her during his life because of the undue influence and coercion of Mr. Marshall’s son, Pierce Marshall. 

While the administration of Mr. Marshall’s estate, including Ms. Smith’s claim, was pending in a Texas state probate court, Ms. Smith filed a bankruptcy case in a bankruptcy court in California. Her assertion concerning an intended gift to her from her late husband arose there too when Pierce Marshall, a son of the late Mr. Marshall, filed a proof of claim as a creditor in Ms. Smith’s bankruptcy case based on alleged defamation of him by Ms. Smith. He also filed a complaint in her bankruptcy case seeking to have the alleged debt owed to him declared non-dischargeable.  Ms. Smith filed a state law counterclaim in the non-dischargeability complaint in her bankruptcy case alleging tortious interference by Pierce Marshall with the intended gift by Mr. Marshall to Ms. Smith. The bankruptcy court conducted a trial on the complaint of Pierce Marshall against the debtor, Ms. Smith, and on the counterclaim of Ms. Smith and found in favor of Ms. Smith, giving her a judgment against Pierce Marshall on her counterclaim in the amount of $474 million. Pierce Marshall appealed the decision of the bankruptcy court to the U.S. district court which upheld the judgment entered in Ms. Smith’s favor. But while that appeal to the district court was pending, the Texas probate court entered a judgment in favor of Mr. Marshall’s estate finding that Mr. Marshall never intended to make the gift to Ms. Smith and that Ms. Smith’s claims that Pierce Marshall had used undue influence and coercion to deter Mr. Marshall from making the gift were without merit.  

After the Texas probate court entered its judgment in favor of the estate, the U.S. district court in California sustained the judgment of the bankruptcy court in favor of Ms. Smith though it modified the amount of the judgment to $88.6 million. Thus two conflicting final judgments were entered in the dispute, one by a state court in the estate proceeding and one by a federal court in the bankruptcy matter.  If the Texas probate court is correct that Mr. Marshall did not promise to make the gift to Ms. Smith and that Pierce Marshall committed no undue influence or coercion in connection with such a gift promise, Ms. Smith’s counterclaim in her bankruptcy case is also without merit although based on a slightly different legal theory—tortious interference with intended gift. There is also the question of whether the bankruptcy court should even have entertained the counterclaim when allegations dispositive of the issue were pending before a state court.

Pierce Marshall appealed the bankruptcy court’s decision in favor of Ms. Smith as affirmed by the U.S. district court to the Ninth Circuit which reversed, holding that the counterclaim raised by Ms. Smith in her bankruptcy case was not a core proceeding on the basis of the well established “probate exception” to federal court jurisdiction: federal courts have no jurisdiction to administer estates, decide will contests or to dispose of property in the custody of a state court as in a probate proceeding—only state courts may do so. 

On appeal of that ruling to SCOTUS in 2006, SCOTUS recognized and reaffirmed the probate exception to federal court jurisdiction but reversed the Ninth Circuit holding that the bankruptcy court judgment in favor of Ms. Smith was not a judgment against the estate itself or an act of estate administration. Thus the probate exception was no bar to the entry of judgment by the bankruptcy court. However, SCOTUS remanded the case back to the Ninth Circuit for a reconsideration of whether the bankruptcy court and district court properly treated Ms. Smith’s claim as a core proceeding in which the bankruptcy court could enter a final judgment and, if it was not, whether the final judgment entered by the Texas state probate court now precludes any federal court from entering a contradictory order.

On remand, the Ninth Circuit entered a ruling in March, 2010, that Ms. Smith’s counterclaim in her bankruptcy case was not a core proceeding within the meaning of 28 U.S.C. §157 which means that although the judgment of the bankruptcy court was entered before the conflicting judgment of the Texas probate court, the judgment of the bankruptcy court was not and could not have been a final judgment. As a non-core proceeding where the parties did not consent to the entry of a final judgment, all the bankruptcy court could do was make proposed findings and conclusions to the district court and the district court did not enter any final judgment until after the Texas probate court entered a final judgment. Thus, says the Ninth Circuit, the judgment of the Texas probate court in favor of Mr. Marshall’s estate should control in the bankruptcy case. 

Although 28 U.S.C. §157(b)(2)(C) specifically identifies counterclaims by the bankruptcy estate against persons filing claims against the estate as core proceedings (see Illustration 12-h on page 229 of the second edition of the text), the Ninth Circuit held that Ms. Smith’s counterclaim fell outside that provision and was non-core because, although it is a compulsory counterclaim within the meaning of the Federal Rules of Civil Procedure, it raises issues beyond the strict merits of the creditor’s claim.

It is this latest ruling of the Ninth Circuit interpreting the exact scope of 28 U.S.C. §157(b)(2)(C) that is now on appeal to SCOTUS.  Watch for a decision in Stern coming in spring or early summer of 2011. You can check the status of any case pending before SCOTUS at SCOTUSblog (http://www.scotusblog.com/) or the ABA’s SCOTUS preview page at http://www.abanet.org/publiced/preview/home.html.
