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So This Isn’t Work?—
When a Wage Isn’t Protected

Florida Bankruptcy Court Decisions Erode Earnings
Exemption for Professional Practice and Business Owners

by Craig R. Hersch and Michael B. Hill

he Florida Statutes provide creditor protection

from garnishment of “earnings.” Over the

eourse of the last several years, however, a

number of troubling decisions have emerged
from the bankruptcy courts in decisions that circumvent
the clear intent of the earnings exemption statute. In
short, the bankruptcy courts have denied small office pro-
fessional practice and small business owners the earn-
ings exemption due to the fact that such individuals do
not take a “wage,” but rather take “discretionary draws”
from the business. It is the authors’ opinion that the
bankruptey court for the Southern District of Florida has
legislated judicial requirements not found in the Florida
Statutes or in the leading case law.

The Florida Statute

F.S. §222.11 provides the exemption at issue. Specifi-
cally, earnings of a head of family that are less than or
equal to $500 a week are absolutely exempt from gar-
nishment,! Further, disposable earnings greater than
$500 per week are exempt unless the individual agrees
otherwise in writing.*

These earnings may be invested in other types of ex-
empt assets (including, e.g., homestead, certain annuities,
and life insurance) without the transfer being consid-
ered fraudulent under the Fraudulent Conveyance Act.?
Exempt earnings deposited into a bank account are ex-
empt for six months after deposit, as long as the funds
are traced and properly identified as earnings.*

Thus, if Mr. Jones earns $500 weekly and has creditor
issues, theoretically he could use the earnings to sup-
port himself and his family, and he could take any ex-
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cess and pay down his mortgage on his Florida home-
stead (another exempt asset) without fear that creditors
will garnish the extra earnings. Earnings over $500 per
week would also be creditor-exempt if Mr, Jones had not
otherwise agreed in writing.

Requirements for Exemption

The debtor has the initial burden of proving entitle-
ment to the earnings exemption.” The debtor must es-
tablish that he or she is a head of family and that the
amounts in dispute constitute earnings as defined in the
statute. 3

“Head of family” includes any natural person who is
providing more than one half of the support for a child
or other dependent.® Generally, this issue has not been
contested in the court opinions. However, a handful of
cases have involved the meanings of “dependent” and
“child.” “Dependent” is not defined under the statute,
and could include a child, aunt, uncle, parent, or former
spouse who does not necessarily reside in Florida. An
unmarried father may qualify as a head of family when
he acknowledges a child as his own and voluntarily
provides financial support.” Further, a former husband
may qualify when he provides alimony payments to a
former wife.®

A moral obligation to support another person may be |
gufficient to satisfy the head of family requirement. How-
ever, the courts often require that nonrelated individu-
als reside in the same residence.? “Child” generally means
any son or daughter, regardless of age." Therefore, a
debtor supporting an adult child away at college may
still qualify as a head of family.™
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A number of courts have denied the earnings
exemption in cases where the debtor was
determined to be an independent ‘
contractor and not an employee.

Earnings as Personal
Services or Labor

The most common area of dispute
and the focus of this article centers
on the statutory and case law defi-
nition of “earnings.” “Earnings” un-
der the statute include compensa-
tion paid or payable, in money of a
sum certain, for personal services or
labor whether denominated as
wages, salary, commission, or bo-
nus.” “Disposable earnings” means
that part of the earnings of any head
of family remaining after the dedue-
tion from those earnings of any
amounts required by law to be with-
held.®

The Florida Legislature amended
the earnings exemption statute in
1993.* The significant changes in-
volved deleting the word “wage,”
which connotes an employer/em-
ployee relationship. Instead, the leg-
islature chose to replace the lan-
guage with “earnings,” broadening
the definition to include amounts
paid in money or sum certain for
wages, salary, commission, or bonus,
items arguably found not only in
employer/femployee relationships,
but also found in independent con-
tractor settings. The apparent leg-
islative intent to broaden the appli-
cation of the statute is to be
contrasted with the bankruptey
courts’ rulings limiting the applica-
tion of the statute with relation to
professional practice and business
owners, discussed below.

Independent Contractor
Versus Employee

A number of courts have denied
the earnings exemption in cases
where the debtor was determined to
be an independent contractor and
not an employee. These courts have
relied mainly on a 1931 Florida Su-
preme Court case, Patten Pockage

Co. v. Houser, 136 So. 353 (Fla. 1931),
In Patten, the debtor, Mr. Houser,
worked for Gulf Refining Company.
Mr, Houser deliversd various petro-
leum products to customers, utilized
the services of his son, and often
fronted expenses related to the op-
eration of his delivery truck, for
which Gulf Refining would later re-
imburse.

The dispute centered on whether
amounts Gulf Refining owed Mr.
Houser were creditor-exempt. Mr.
Houser argued that the earnings
exemption applied to the amounts
as earnings for his personal labor
and services. The court’s issue was
whether the money due Mr. Houser
from Gulf Refining was due for “per-
sonal labor or services rendered by
him.™ (Emphasis added) The court
determined an “indeterminable
part” of the money due was for the
expense account related to the op-
eration of his truck and for the ser-
vices of the adult son, as well as for
his services rendered. Mr. Houser
could not account for the exact
makeup of the amounts due. Accord-
ingly, the court held that the
amounts owed to Mr. Houser were
not exempt as earnings within the
meaning of the statute.

In reaching its conclusion, the
court did note that Mr, Houser acted
more like an independent contrac-
tor than an employee.”® It merely
stated this fact and moved on to the
ahove analysis. However, this obser-
vation was not apparently determi-
native in arriving at a decision. The
court seemed more concerned that

‘Mr. Houser commingled the funds

than the source of those funds. Sub-
sequent case law, however, picked up
on this innocuous distinction, result-
ing in rulings that for earnings to
be exempt, they must be employ-
ment earnings as opposed to earn-
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ings of an independent contractor."”

Intent of Exemption

The Florida Supreme Court’s
clear intent in Patten arguably
stands for the proposition that an
independent contractor may be en-
titled to the exemption for that por-
tion of his or her earnings related
to personal services, even under the
old statute. The court expressly
stated that the purpose of the earn-
ings exemption is to
prevent the unfortunate citizen from
being deprived of the necessaries of life
and to preserve for him and his family
certain things reasonably necessary to
eénable him to earn a livelihood, and,
where his livelihood is produced by his
persanal labor and services, to sa pro-
tect him and his family that such earn-
ings may not be taken from them and
they be left destitute and a charge upon
charity.!®

Maoreover, the court states that the
exemption should be “liberally con-
strued in favor of the debtor.™® No-
where does Potten draw a bright-
line test under the statute
distinguishing wages earned by an
independent contractor as opposed
to wages earned by an employee.

Courts Proceed
Down Wrong Track

A geries of cases then evolved on
the misinterpretation of Patten that
the court requires an actual “em-
ployment” relationship in order to
benefit from the earnings exemp-
tion. In In re: Moriarty, 27 BR. 73
(Banlkr. M.D, Fla. 1983), the debtor
was a real estate agent working on
commission basis. The real estate
agency exercised very little control
over him and, therefore, the bank-
ruptey court found an independent
contractor relationship. The court
then denied the exemption based
not on whether his personal services
resulted in the wages, but simply
due to the fact that the debtor had
an independent contractor relation-
ghip with the real estate agency as
opposed to an employer/employee
relationship.™

Since Moriarty, a number of cases
have relied on the eame or similar
rules denying the wage exemption
to independent contractors™ Most



of the cases following this line of
reasoning proceed into an analysis
of the factors determining whether
the debtor is an employee or inde-
pendent contractor. If the court de-
termines the debtor more closely
resembles an employee, the exemp-
tion is granted. If the determination
is independent contractor, the ex-
emption is denied.

In a 1993 decision, the TU.8. 11th
Circnit Court of Appeals followed
this track. In re: Schlein, 8 F.3d 745
(11th Cir. 1993), involved a physi-
cian debtor trying to exempt mon-
ies distributed to him from his prac-
tice.” The lower bankrupicy court
for the Middle District of Florida
held that since the debtor was an

independent contractor, the exemp- .

tion was not available.® The debtor
argued that there is no such require-
ment in the statute.® Further, the
debtor argued that Patten's lan-
guage regarding independent con-
tractors was merely dictum.” When
the 11th Circuit analyzed this issue,

it stated, “In order to determine the
meaning of a state statute, we look
to the decisions of the state's
courts.”™ The court looked at recent
Florida state cases interpreting the
Patten lanpuage® to determine that
independent contractors do not ben-
efit from the exemption. Since the.
debtor conceded that he was an in-
dependent contractpr, the court de-
nied the exemption *

Middle District Disregards
Employee/independent
Contractor Issue

The bankruptcy court for the
Middle District of Florida realized
that the employee-independent con-
tractor distinction was irrelevant in
a 1991 ruling. In Matter of
Glickman, 126 B.R. 124 (Bankr. M.D.
1991), the plaintiff obtained a judg-
ment against the defendant and
sought to garnish amounts due to
the defendant. The plaintiff argued
the exemption should not apply
gince the defendant was an indepen-

dent contractor. The bankruptey
court for the Middle District of
Florida did not follow its own ear-
lier Moriarty reasoning:
The Court finds the issue in F.5. §223.11
is not whether the defendant is an inde-
pendent contractor or an employee but
rather whether the work performed was
in the nature of personal labor or ser-
vices rendered by the defendant . . ..
The Statute also doea not limit the term
“person” to an employee as opposed to
gn independent contractor.™

The court cited Patten and deter-
mined that it must accept the law
as it is written and had no right by
judicial fiat to add any qualifying
words to it. This prohibition against
judicially legislating additional re-
quirements fell on deaf ears with its
sister court, the bankruptcy court
for the Southern District of Florida.

Problems for Business
Owners/Professionals Who
Own Their Own Practices
The bankruptey court for the
Southern District of Florida has con-

“These trial lawyers have held nothing back
in the way they have presented their
ideas about closing arguments. Old ideas,
reinvented ideas, and superbly original ideas
fill the pages of this book.”

— Johnnie Cochran
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sistently applied tougher and
stricter standards limiting the ap-
plication of the earnings exemptions
statute as it applies to professional
practice and business owners. A
troubling line of cases has held that
owners of businesses and profes-
gional practices exhibit too much
control over their own wage ar-
rangements, and therefore cannot,
under most circumstances, benefit
from the earnings exemption.

In In re: Manning, 168 B.R. 880
(Bankr. 8.D. Fla. 1984), Mre. Man-
ning owned a contracting company.
Her spouse was president and re-
sponsible for day-to-day operations;
however, he did not own the busi-
nesg. There was no employment
contract between Mr. Manning and
the business, Mr. Manning set his
own salary, commissions, and bo-
nuses. However, if the business did
not have enough eash, he would
forgo his paycheck. This is not un-
common practice for business own-
ers and their spouses who work the
business.

Upon filing bankruptcy, Mr. Man-
ning claimed amounts in his bank
account as exempt under the earn-
inge exemption. The trustee argued
that the earnings exemption did not
apply because the amounts were
earned as an independent contrac-
tor and not as an employee. The
Southern District apparently disre-
garded Glickman in determining
that the earnings exemption applies
only to the earnings of an employee,
not an independent contractor, cit-
ing instead to Moriarty and its prog-
eny. Therefore, the court concluded
that the wage exemption did not
apply to the bank account.

However, the court did not stop

there. The Southern District applied
new criteria to qualify for the wage
exemption:
In sum, a debtor that owns or controls a
business cannot exempt the funds he
distributes to himself from the business
gimply by calling the money “wages.” For
the exemption to apply, the debtor must
not only perform personal services to the
business, he must also receive regular
compensation dictated by the terms of
an arms-lengih employment agree-
ment.” (Emphasis added)

The court went on to state that

the compensation Mr. Manning re-
ceived was merely discretionary dis-
tributions from a family-owned
business, citing the irregular distri-
bution of sums to the debtor.™ Ap-
parently, the corporation’s cash flow
problems that resulted in these ir-

.regular distributions were either

not factuslly believed by the court
or they were gimply ignored.

Running a Business
Not Working a Job

In In re: Zamora, 187 B.R. 783
(Bankr. 8.D. Fla. 1995), the debter,
Mr. Zamora, was a sole practitioner
attorney and the owner of a marina
business. There was no employment
contract in place. He controlled his
income and the terms of his employ-
ment in both businesses.

In the bankruptcy proceedings,
Mr. Zamora attempted to exempt
certain bank accounts that held
money he earned from his busi-
nesges. In citing Manning, the hank-
ruptey court for the Southern Dis-
trict of Florida again stated that
money he chose to distribute to him-
gelf is not exempt as wages.™ The
court stated that because Mr.
Zamora had complete control over
both businesses, he could not avail
himself of the exemptions by declar-
ing the amounts held in the ac-
counts as wages.™

Between the time of the Manning
and Zamora cases, the earnings ex-
emption statute was amended, ef-
fective October 1, 1993, As stated
above, the revised statute replaced
the language “money or other thing
due to any person . . . for the per-
gonal labor or service of such per-
gon” with the term “earnings.” The
1993 statutory change further de-
fined “earnings” s including com-
pensation paid or payable, in money
or a sum certain, for personal ser-
vices or labor whether denominated
as wages, salary, commission, or bo-
nus. The statute no longer limited
“sarnings” to be defined solely as
“wages.”

The debtor argued that Manning
did not apply due to the broadened
language found in the amended
statute. The court held that the
gtatutory definition did not preclude
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application of Manning.

Whether under the statute before or af-
ter the 1993 amendments, this Court
finds that earnings from & business con-
trolled by a debtor are not exempt. Al-
though many of the cases focus on
whether the label “independent contrac-
tor” applies to the debtor's services, this
Court finds that the relevant inguiry is
whether the debtor's activities were es-
eentially a job or whether they were in
the nature of running a business.™

The court justified the limitation
of the earnings exemption to busi-
ness owners by stating that the leg-
islature did not intend to exempt all
funds a person chooses to “draw”
from a businese where the indi-
vidual has full discretion over what
expenses to pay or not pay in order
to fund the draw.* However, it is the
opinion of the authors that if the
legislature wished to impose such a
limitation on business owners, it
could easily have done so.

Employment Agreement
Apparently Not Enough

In 1997, the Southern District
took Zamora one etep further in
denying earnings exemptions to a
dentist who had an employment
agreement in a practice with more
than one shareholder. In re:
Harrison, 216 B.R. 451 (Bankr, 8.D.
Fla. 1997), involved payments to a
debtor pursuant to a deferred wage
agreement. Mr. Harrison was a den-
tist, running his dental practice with
another shareholder. He argued that
he was an employee of the practice
and that the payments represented
payments for personal dentistry ser-
vices performed by him. The court
held the earnings were not exempt
because he was running a business
and was not really an employee, re-
lying on Zamora and Manning.

However, in this case Mr. Harrison
did have an employment agreement.
The court simply looked past the
agreement or found it lacking. The
court noted that since there existed
only two shareholders, they could,
in essence, agree to whatever wage
they wanted.” The court reasoned
that the employment agreement at
issue was not an arms-length agree-
ment solely becanse it was between
the debtor, as the employes, and the
debtor and the other sharehaolder, on



behalf of the employer. The court did
not state what elements an employ-
ment agreement should have, if any,
to allow the exemption in this type
of setting. )

A debtor that owna or controls a busi-
ness eannot exempt the fonds he distrib-
utes to himself from the business sim-
ply by calling the distributions wages.
For the exemption to apply, the deblor
must not only perform personal services
for the business, he must also receive
regular compensation dictated by the
terms of an arms length employment
agreement. In re Manning 163 B.R. ot
382, Although the Debtor in the case at
bar has indeed executed an Employment
Apreement with the Professional Asso-
ciation, it is, in substance, an agreement
between himself end the only other
shareholder and is accordingly enforce-
able only by themeelves. Moreover, the
Employment Apreement dees not pro-
vide for or follow a schedule of regular
eompensation. Forthermore, although
the Debtor is paid directly for providing
personal dentistry labor or services, he
is not akin to an employee of the Pro-
fessional Association because, as his tes-
timony established, he and the other
shareholder control the business includ-
ing the controlling and timing and the
amount of their compensation.” [Em-
phasis in original]

Apparently, the court did not like
the fact that there were only two
shareholders involved in the prac-
tice. How many other shareholders

would it take to make an arms-

length agreement that would be rec-
ognized as a valid employment re-
lationship for purposes of the
earnings exemption? What if there
were three shareholders? Five? Ten?
The bankruptey court for the South-
ern District of Florida also stated
the following in support of their ex-
emption denial:

As indicated above, the Debtor testified
that he and his partner would forego
payment if there was not sufficient cash
at the time of compensation, or con-
versely, they would supplement their
regular paychecks if additional cash flow
was available. Stated simply, even with
the employment agreement in existance,
the Debtor and his partner ran the busi-
ness of the Profeszional Association
while also performing dentistry services.
They made all decisions about when
they got paid and how much they re-
ceived; the payment of their wages was
purely discretionary. Therefore, this
Court finds that the Debtor was, in ad-
dition to performing dentistry services,
running the business of a Profesgional
Aggociation,

The court found that these

anomalies in pay worked factually
against the debtor when attempting
to apply the earnings exemption
statute. Such anomalies might be

considered normal when a business

owner must, for example, forgo his
own pay before paying the other
hills of the business. Further, the
court acted as if the earnings pro-
duced by the professional associa-
tion had little to do with the den-
tistas rendering dental services, but
insteéad were a result of their run-
ning the administrative aspects of
their professional practice,
The court then revived the em-
ployee/independent contractor
analysis, indicating that it was per-
inent and analogous to the case at
hand:
The Debtor argues that he is an em-
ployee within this framework. However,
this Court does not agree. The Court
finds that the Debtor is more similarly
gituated to an independent contractor
than an employes because an employee
in the sense of a standard employer/
employee relationship envigioned by the
Florida legislature in drafting Fla. Stat.
§222.11 are not afforded such latitude

or luxury as the Debtor has.®

However, using another branch of
the federal government's employee/
independent contractor rules,
Harrison would have been decided
for the debtor, given the require-
ments imposed by the IRS on pro-
fessional practice and business own-
ers in classifying distributions
either as wages (earninge) or divi-
dends.

Comparison to Tax Laws
The tax courts and the IRS often
impose taxes, penalties and interest
against business owners who at-
tempt to classify earnings from the
business as dividends.*® The main
difference being, of course, that
when a business owner takes a wage
he or she must then pay self-employ-
ment taxes. Currently, both the em-
ployer and employee portion of the
employment taxes (FICA and Medi-
care) exceed 15 percent of the wage
itself up to the FICA earnings lim-
its.%! If the business owner instead
classifies a distribution as divi-
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company’s benefits
from one source, isn’t
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The IRS has tightened its definition of
“independent contractor” as opposed to
“employee” in order to ensure that business
owners do not misclassify individual workers.

dends, then the self-employment
taxes do not apply.® Consequently,
the IRS is vigilant about reclassify-
ing distributions as wages to busi-
ness gwners rather than dividends
when the business owner is not
claiming enough income as a “rea-
sonable wage.”

Further, the IRS has tightened its
definition of “independent contrae-
tor” as apposed to “employee” in or-
der to ensure that business owners
do not misclassify individual work-
ers. A business owner has incen-
tive to classify its workers as inde-
pendent contractors in order to
avoid paying employment taxes on
amounts paid to those individuals
or avoid including those same indi-
viduals in benefit plans that can not
be diseriminatory in favor of the
owners, such as health insurance
and ERISA retirement plans.

The method under which the tax
lawe determine if amounts distrib-
uted constitute wages or dividends
could easily be incorporated into the
courts’ decisions relating to whether
the earnings exemption would be
available,

The 9th Circuit Gets It Right

In Carier v. Anderson, 182 F.3d
1027 (8th Cir. 1999}, the U.S. Ninth
Circuit Court of Appeals interpreted
the California earnings exemption
statute in a case involving actress
Nell Carter. California’s exemption
statute® is very similar to Florida's
in that it exempts compensation for
personal services. One difference is
that the exemption specifically ap-
plies only to employees,* theoreti-
cally making it more difficult for a
business owner to fall within the
exemption.

In Carter, the debtor, a profes-
gional entertainer, was the sole
shareholder, director and officer of

K
her subchapter 8 corporation. The
corporation entered into business

. contracts and Carter performed on

behalf of the corporation. The cor-
poration then paid Carter the net
profits of the corporation for services
rendered.

The court held that, even though
ghe was the sole shareholder, Carter
was an employee of the corporation,
not an independent contractor.”” The
corporation was the independent
contractor when dealing with other
businesses, not the debtor.

The court then considéred
whether the payments to Carter
constituted earnings subject to
California's exemption. At issue was
a sum of $43,260.58, which conati-
tuted the corporation’s entire net
profits (gross income less expenses).
The trustee argued that net profits
cannot be earninge. The court dis-
agreed.

The Ninth Circuit looked to the
federal income tax laws for puidance
as to whether the amounts qualified
as wages under their statute. The
court found that for federal income
tax purposes, “compensation to sole
shareholder/employees of close and
subchapter 8 corporations may he
paid out of net profits in the form of
earnings . . , ‘[N]et profits’ is often
used to refer to money paid out as
earnings.”** The court then re-
manded the case to the lower court
for further evidence on this point.
It appears that at least some por-
tion of the amount in question will
qualify as earnings and be exempt
from parnishment.

The Carter court therefore disre-
garded extraneous and irrelevant
employee versus independent con-
tractor status when applying a wage
exemption statute similar to the one
found under Florida law. This result
appears to be more evenhanded and
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consistent with Poften as the Carter
court's decision did not discriminate
against professional practice and
small business owners. Instead, the
court treats the corporate earnings
as wages, and consistently applies
the logic found not only in Patten,
but also in parallel laws, such as the
federal tax laws.

This result is not necessarily pre-
empted by the Schilein opinion from
the 11th Circuit. In Schlein, the
debtor conceded in the lower bank-
ruptey court that he was an inde-
pendent contractor of the business.®
The court did not rule whether a sig-
nificant shareholder may still be
classified as an employee, rather
than as an independent contractor,
thereby availing himgelf of the ex-
emption.

California is not the only state in
which business owners can be clas-
sified as employees for earnings ex-
emption purposes.i

Conclusion

A court properly applying the
Florida earnings exemption statute,
its intent as expressed in Patten, and
employee/independent contractor
law could instead decide that the
earnings exemption would be avail-
able if the amounts were compen-
sation for personal services ren-
dered to the business—regardless of
affiliation, and =o long as the earn-
ings were “reasonable” in relation
to the services, total net profits of
the business and similarity of the
arrangement to other like-busi-
nesges. This test would parallel fed-
eral tax law. Such a test should serve
to weed out those business owners
who overreach, while not denying
the exemption to small business
OWIETE.

It is unclear whether other bank-
ruptcy or appellate courts applying
Florida law will follow the bank-
ruptey court for the Southern Dis-
trict of Florida'’s denial of the earn-
ings exemption.* Until these
matters are decided, business own-
ers and professionals who own
their own practices in Florida are
cautioned that they may not avail
themselves of the earnings exemp-
tion. Prudence dictates creation of



an armsa-length employment
agreement, coupled with indepen-
dent analysis that the salary
agreed upon is consistent with
similar businesses or practices.
The agreement should be strictly
followed, and amended with corpo-
rate formalities.

Consideration should be given to
the creation of a nonqualified de-
ferred compensation agreement as
well, to ensure that any excess
amounts the business or practice
earns over the employment agree-
ment can be classified as deferred
wages or compensation that could
theoretically be subject to the ex-
emption.

Neither strategy would ensure
the exemption, given the current
precedent in the bankrupicy court
for the Southern District of

" Florida. One could only hope that

the bankruptey courts in Florida
realize the judicially legislated dis-
crimination that has been aimed at
those who face the odds and risk
of running their own business. It
is improper to categorize all
amounts distributed to profes-
gional practice and business own-
ers as “discretionary distribu-
tions,” as if the money from such
businesses grew on trees, with the
owners indiscriminately plucking
the cash from its leaves, while not
claiming any of said cash as earn-
ings for federal tax purposes. O

* Fra. Srar. §222.11(2)a).

* Id. at §222,11(2)b).

3 Havoeo v. Hill, 790 So. 2d 1018 (Fla.
2001).

* Fra. Star. §222.11(8).

® In re: Parker, 147 B.R. 810 (Bankr.
M.D. Fla. 1992).
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