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Re: FOIA No. 2011-2041

This further responds to your request for records dated April 10, 2011, received in this
Office on April 11, 2011, and assigned the above-referenced tracking number for processing
under the Freedom of Informatlon Act (FOIA), Privacy Act (PA) and related rules 5U.S.C.
§§ 552-552a; 28 C.F.R. § 16.1, et seq.

We have processed your request in the most cost-efficient manner consistent with a fair
reading of your correspondence as we understand it. After a reasonable search of agency records,
391 electronic documents have been located that appear to meet your request for information.
Following legal review by this Office under the FOIA and the Privacy Act, we have determined
that these documents will be released in their entirety.

Based upon the statutory standard for fee categories, Office of Management and Budget
Fee Guidelines, Department of Justice regulations, and all of the information available to us, we
conclude that for purposes of your request, you should be categorized as an “all other” requester.'
This means that you may be charged for the direct costs of searching for responsive records, as
well as for the duplication of records.” Under Department of Justice regulations, duplication fees
for electronic records include the direct costs incurred in making copies of the documents. These
direct costs include the cost of the compact disc (CD)? and the salary of the employee/contractor
copying the electronic records.* Requesters in the “all other” fee category are entitled to the first

I'See 5 U.S.C. § 552(a)(4)(A)(ii)(IID).
2See 28 C.F.R. § 16.11(c).

3 The cost of the CD is $1.96.

4 See 28 C.F.R. §16.11(c)(2) (“[flor copies produced by computer, such as tapes or printouts, components will
charge the direct costs, including operator time, of producing the copy. For other forms of duplication, components
will charge the direct costs of that duplication™).



two hours of search time and the first 100 pages of duplication without cost or the cost
equivalent® of 100 pages, which, in this instance, amounts to $10.00.

In the course of processing your request, less than two hours of search time and fifteen
minutes of duplication costs were incurred. As you requested, the responsive documents were
copied onto a CD. Accordingly, after subtracting the cost equivalent of 100 pages, the total fee
for processing your request is $17.68.°

Please remit a check or money order in the amount of $17.68 made payable to the United
States Treasury, to the Executive Office For United States Trustees, Office of General Counsel,
Attention: FOIA/PA Unit, Suite 8100, 20 Massachusetts Ave., N.W., Washington D.C. 20530.
Your check or money order, including the envelope, should be marked with the FOIA file
number 2011-2041.

Department regulations provide that you may appeal this decision by lodging an
administrative appeal with the Office of Information Policy, Department of Justice, 1425 New
York Ave., NW, Suite 11050, Washington, DC 20530, within 60 days of this letter (both the
letter and envelope should be marked “FOIA Appeal”). If you are dissatisfied with the results of
any such administrative appeal, judicial review may be available thereafter in a U.S. District

Court. 28 CF.R. § 16.9.

Larry Wahlquist
FOIA/PA Counsel

Sincerely,

5 See 28 U.S.C. § 16.11(d)(3)(i).

® This fee is based on $1.96 for the cost of the CD plus .25 hours (i.e. 15 minutes) of contractor time at the rate of
$102.87 per hour for our Internet Technology specialist to copy the records. See 28 C.F.R. § 16.11(b)(2). Please be
advised that $10.00 were subtracted from the duplication fee of $27.68 to account for the cost equivalent of
receiving 100 pages free of charge.
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STATEMENT OF JURISDICTION

The bankruptcy court had jurisdiction over the debtor’s chapter 7 bankruptcy case under
28 U.S.C. 88 157(a) and (b), and 1334(a). Those provisions also gave the bankruptcy court
jurisdiction to decide the United States Trustee’s* motion to dismiss the debtor’s bankruptcy case
for abuse under 11 U.S.C. § 707(b). The bankruptcy court denied the United States Trustee’s
motion by order entered May 4, 2007. The United States Trustee timely appealed that order
under 28 U.S.C. 8§ 158(c)(2) and Fed. R. Bankr. P. 8002(a) on May 11, 2007. This Court has
jurisdiction over this appeal under 28 U.S.C. § 158(a)(1).

STATEMENT OF THE ISSUE

In 2005, Congress and the President amended section 707(b) of the Bankruptcy Code to
prohibit debtors with above median income from obtaining chapter 7 relief, absent special
circumstances, whenever their income, less allowable expenses, as calculated under a statutory

means test, exceeds a specified amount. In this case, the United States Trustee sought dismissal

'Congress authorized the United States Attorney General to appoint 21 United States
trustees, each to serve in a specific geographic region of the United States. See generally 28
U.S.C. 8 581 et. seq. (establishing the United States Trustee Program). The United States
trustees are senior officials of the Department of Justice. Id. The United States trustees
“supervise the administration of cases and trustees” in all bankruptcy cases within his or her
region through the exercise of a range of oversight responsibilities. 28 U.S.C. §586(a)(3). See
generally, Morgenstern v. Revco, D.C., Inc. (In re Revco D.S. Inc.), 898 F. 2d 498, 500 (6™ Cir.
1990)(explaining that United States trustees oversee the bankruptcy process, protect the public
interest, and ensure that bankruptcy cases are conducted according to law.). United States
trustees may raise, appear, and be heard on any issue in any case or proceeding under Title 11.
11 U.S.C. § 307; See also In re Revco, D.S, Inc., 898 F. 2d at 499-500 (upholding broad
appellate standing of United States trustees). Section 707(b) explicitly authorizes United States
Trustees to move to dismiss debtors’ chapter 7 bankruptcy cases. In addition, when the United
States Trustee determines that the presumption of abuse arises under the means test, section
704(b)(2) requires Unites States Trustees to either file a motion to dismiss under section 707(b)
or file a statement setting forth the reasons the United States Trustee does not consider such a
motion to be appropriate.




of Mr. Adams’ bankruptcy case based upon the United States Trustee’s conclusion that Mr.
Adams failed that means test. The court below denied the United States Trustee’s motion. The
court below ruled that Mr. Adams’ disposable income was less than the United States Trustee
suggested because Mr. Adams could deduct monthly payments on a loan from a 401(Kk)
retirement plan under section 707(b)(2)(A)(iii). This additional expense allowed Mr. Adams to
pass the means test and obtain chapter 7 relief. Given that ruling, the issue presented to this
Court for determination on appeal from the May 4, 2007, order denying the section 707(b)
motion to dismiss is: Whether the bankruptcy court erred in ruling that Mr. Adams’ voluntary
loan repayments to a retirement plan constituted an expense under 11 U.S.C. § 707(b)(2)(A)(iii)
that reduced his net disposable income to enable him to pass section 707(b)’s means test?
STANDARD OF REVIEW
On appeal, “conclusions of law are reviewed de novo, findings of fact are reviewed for

clear error, and mixed questions of fact and law are reviewed de novo.” In re National Gypsum

Co., 208 F. 3d 498, 503 (5th Cir. 2000). Whether 11 U.S.C. § 707(b)(2)(A)(iii) permits debtors
to claim an expense for loan repayments to a retirement plan and whether the presumption of
abuse arose under 11 U.S.C. § 707(b)(2) are issues of law subject to de novo review.
STATEMENT OF THE CASE

On June 26, 2006 Nick O. Adams filed for bankruptcy protection under chapter 7 of the
Bankruptcy Code. (Bankruptcy Docket Entry Number 1, hereafter “Dkt. 1”).  On November 20,
2006, the United States Trustee filed a motion to dismiss Mr. Adams’ case on two independent
grounds: (1) Mr. Adams’ monthly disposable income, when properly calculated, was sufficient

to give rise to a presumption of abuse that mandated dismissal of his case under 11 U.S.C. §



707(b)(2); and (2) the totality of Mr. Adams’ financial circumstances demonstrated abuse under
11 U.S.C. § 707(b)(3) because he had sufficient means to repay a meaningful portion of his
debts. Dkt. 32.

On May 4, 2007, the bankruptcy court entered an order denying the United States
Trustee’s motion to dismiss Mr. Adams’ case as a presumed abuse of chapter 7, concluding that
11 U.S.C. 8 707(b)(2)(A)(iii) authorized him to claim as an expense his average monthly
payments on account of a retirement plan loan. Dkt. 47. The court also denied the United States
Trustee’s request for relief under 11 U.S.C. § 707(b)(3). Id. The United States Trustee then
timely filed this appeal, which appeals only on section 707(b)(2) grounds.?> Dkt. 49.

STATEMENT OF FACTS
. Statutory Framework

This appeal involves the interpretation of provisions added to the Bankruptcy Code, 11
U.S.C. 8§ 101, et seq., by the Bankruptcy Abuse Prevention and Consumer Protection Act of
2005.> The 2005 Act significantly amended the Bankruptcy Code, including a new means test
for determining whether granting a discharge to a chapter 7 individual debtor with primarily
consumer debts would be an abuse. The means test is the “heart” of the 2005 Act’s consumer

bankruptcy reforms and acts as a “screening mechanism . . .to ensure that debtors repay creditors

2.0n April 30, 2007, before the bankruptcy court denied the motion to dismiss, the court
clerk’s office erroneously entered an order granting Mr. Adams a discharge. Dkt. No. 45. Inan
order dated May 21, 2007, the bankruptcy court vacated the April 30 discharge order *“as having
been entered prematurely through administrative error” because Federal Rule of Bankruptcy
Procedure 4004(c)(D) provides that a discharge order should not be entered when a motion to
dismiss the case under section 707(b) is pending. Dkt. No. 52.

*Pub. L. No. 109-8, 119 Stat. 23 (2005). The 2005 Act applies to Mr. Adams’ case,
because the act’s general effective date is for cases filed on or after October 17, 2005.
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the maximum they can afford.” H.R. Rep. 109-31 at 1 (1)(2005), as reprinted in 2005
U.S.C.C.A.N. 88, 89. Legislative history to the 2005Act reveals that Congress meant to prevent
debtors from obtaining chapter 7 relief if they had an ability to repay their creditors. Although
“some bankruptcy debtors are able to repay a significant portion of their debts,” Congress acted
because existing law had “no clear mandate requiring these debtors to repay their debts.” Id. at 5
and n. 18, as reprinted in 2005 U.S.C.C.A.N. 88, 92.

Prior to the 2005 Act, section 707(b) authorized dismissal based on a finding that
granting a discharge of debts would be a “substantial abuse” of chapter 7. Section 707(b) now
authorizes dismissal where the court finds that granting of relief merely would be an “abuse” of
chapter 7 under the circumstances described in newly added subsections (b)(2) and (b)(3).
Before the 2005 amendment, section 707(b) also required courts to presume that a debtor was
entitled to relief under chapter 7 of the Bankruptcy Code. Section 707(b) repealed this former
presumption and replaced it with a new presumption: a case will be presumed to be an “abuse”
of chapter 7 if a detailed mathematical formula set out in the statute, commonly referred to as the
“means test,” yields a minimum amount of monthly disposable income. See 11 U.S.C. §
707(b)(2). When a presumption of abuse does not arise or is rebutted under subsection (b)(2),
section 707(b)(3) allows the court to find abuse where the debtor filed the petition in bad faith, or
the totality of the circumstances of the debtor’s financial situation demonstrates abuse.

Section 707(b)(2)’s Means Test

Section 707(b)(2)’s means test requires the bankruptcy court to use a series of
calculations when determining whether the presumption of abuse arises. See 11 U.S.C. 8§

707(b)(2)(A). The means test applies to debtors whose income exceeds the state median. Under



it, the court calculates a debtor’s “current monthly income” (“CMI”") based on the debtor’s
average income for the six calendar months preceding the month of the bankruptcy filing. See
11 U.S.C. § 101(10A). If a debtor’s annualized CMI is below the applicable state median family
income, the debtor’s case will not be presumed abusive. 11 U.S.C. § 707(b)(7).

When annualized CMI exceeds the applicable median family income, however, as is the
case here, section 707(b)(2)(A) requires a calculation of the debtor’s monthly disposable income
available to repay creditors by reducing CMI by certain enumerated categories of expenses, such
as the cost of food, clothing, utilities and health care. See 11 U.S.C. § 707(b)(2)(A)(ii). In
addition, the debtor may deduct, inter alia, “monthly payments on account of secured debts,”
averaged over the 60 months following the date of the petition. 1d. § 707(b)(2)(A)(iii).

If a debtor’s monthly disposable income, determined by deducting allowed expenses
from CMI, is less than $100 per month (or $6,000 over 60 months), the presumption of abuse
does not arise. If the debtor’s monthly disposable income is equal to or exceeds $166.67 per
month (or $10,000 over 60 months), the presumption of abuse arises. If the above median
income debtor’s monthly disposable income is between $100 and $166.67 per month, the
presumption of abuse arises if that amount, over 60 months, is sufficient to pay at least 25% of
the debtor’s nonpriority unsecured debt. 11 U.S.C. 8 707(b)(2)(A)(i).

Every debtor in a chapter 7 case who owes primarily consumer debt is required to file, in
conjunction with their bankruptcy schedules and statement of financial affairs, a Statement of
Current Monthly Income and Means Test Calculation, Official Form 22A (the “Means Test
Form”). 11 U.S.C. 88 521, 707(b)(2)(C); Interim Fed. R. Bankr. P. 1007(b)(4). In chapter 7

cases, the main purpose of the Means Test Form is to calculate monthly disposable income



(ability to pay) following the formula set forth in 11 U.S.C. 8 707(b)(2), and determine whether
the presumption of abuse arises.

The presumption of abuse under section 707(b)(2) can be rebutted if the debtor
establishes “special circumstances, such as a serious medical condition or a call or order to
active duty in the Armed Forces” and demonstrates that necessary expenses associated with
those special circumstances reduce the debtor’s current monthly income below the specified
benchmarks. 1d. 8 707(b)(2)(B).

Even if the presumption of abuse does not arise or is rebutted under section 707(b)(2), a
chapter 7 petition may be dismissed for abuse under section 707(b)(3), which requires the
bankruptcy court to consider whether “the totality of the circumstances. . .of the debtor’s
financial situation demonstrates abuse.™

Congress enacted enforcement provisions to ensure that these reforms would be
implemented. Under the 2005 Act, the United States Trustee reviews a chapter 7 debtor’s
petition and files with the court a statement explaining whether the presumption of abuse arises
under section 707(b). Id. 8 704(b)(1). If the United States Trustee determines that the
presumption of abuse arises, he or she then files either a motion to dismiss or convert the chapter
7 petition, or a statement explaining why he or she believes such a motion is not appropriate. Id.
8 704(b)(2).

1. Factual Background

The debtor, Mr. Adams, is the Vice President of CPI Concrete, and voluntarily

“Section 707(b)(3) also requires the court to consider “whether the debtor filed the
petition in bad faith.” 11 U.S.C. § 707(b)(3)(A).

6



participates in an ERISA-qualified 401(k) plan administered through CPI Concrete’s parent
corporation, Railworks Corporation. Dkt. 1., Schedules D and I. On February 17, 2005, Mr,
Adams borrowed from his 401(k) retirement account and accepted the terms and conditions of
the loan. See Debtor’s Ex. 1.° Mr. Adams agreed to repay the loan, plus interest, in five years.
Id. He also authorized his employer to deduct loan payments in the amount of $76.23 per week.
Id. Under the terms of the agreement, Mr. Adams’ last 401(k) loan repayment will be due in
February 2010. Id.

To ensure repayment of the loan, Mr. Adams granted the plan a lien against 50% of his
vested account balance, which he valued at $34,600 as of the date of his bankruptcy filing. Id..
See also, Dkt. 1, Schedule D. If Mr. Adams defaults on the loan, the agreement permits the plan
administrator to foreclose upon the plan’s security interest in Mr. Adams’ vested account
balance. See Debtor’s Ex. 1. Nothing in the loan documents, however, permits Railworks
Corporation to pursue Mr. Adams personally for any unpaid amounts. 1d.

On June 26, 2006, Mr. Adams filed a voluntary chapter 7 bankruptcy petition with the
United States Bankruptcy Court for the Northern District of Mississippi. Dkt. 1. In conjunction
with the petition, he filed a Means Test Form with the court, which he amended on August 8,
2006, to correct an error. Dkt. 3, 11. The amended Means Test Form listed his monthly
disposable income under section 707(b)(2) as $64.30. Dkt. 11.

The United States Trustee subsequently filed a motion to dismiss Mr. Adams’ petition as

an abuse of chapter 7 on two independent grounds. Dkt. 32. First, the United States Trustee

argued that Mr. Adams’ monthly disposable income, when properly calculated, was sufficient to

® Entered into evidence at the January 17, 2007, hearing on the motion to dismiss.

7



create a presumption of abuse under 11 U.S.C. § 707(b)(2). 1d. The United States Trustee
explained that although Mr. Adams listed his monthly disposable income as $64.30, his
calculations improperly included a deduction of $381.80 for payments Mr. Adams was making
to repay his 401(k) savings account loan. Id. This deduction was improper, the United States
Trustee explained, because section 707(b)(2) only allows a deduction for loan payments on
account of “secured debts,” calculated with reference due to amounts due to “secured creditors.”
11 U.S.C. § 707(b)(2)(A)(iii). Id. The overwhelming majority of courts to consider the issue
have held that retirement loans are not “debts” under the Bankruptcy Code because the
retirement plans have no right of recourse against the debtor.

On January 10, 2007, after the United States Trustee filed his motion to dismiss, Mr.
Adams filed a second amended Means Test Form that reduced his 401(k) loan repayments from
$381.90 to $330.33. Dkt. 36. This reduction increased his monthly disposable income to
$115.77. 1d. At the hearing on the motion to dismiss, the United States Trustee demonstrated
that once the 401(k) loan payments were removed from Mr. Adams’ list of deductible expenses,
his monthly disposable income was $446.10 and a presumption of abuse arose under section
707(b)(2). The United States Trustee also explained that even if the presumption of abuse did
not arise in this case under section 707(b)(2), the totality of Mr. Adams’ financial circumstances
demonstrated abuse under 11 U.S.C. § 707(b)(3) because Mr. Adams has sufficient means to
repay a meaningful portion of his debts. At the conclusion of the hearing, the bankruptcy court
asked the parties to submit post-hearing briefs on the 401(k) loan issue. The court also granted
Mr. Adams’ request to file an amended schedule of current expenses (Schedule J), which Mr.

Adams filed on January 25, 2007. Dkt. 37.



The bankruptcy court denied the United States Trustee’s motion to dismiss Mr. Adams’
petition as an abuse of chapter 7. The court concluded that Mr. Adams could properly list his
401(k) loan as secured debt on his Means Test Form, and thus had insufficient disposable
income for purposes of section 707(b)(2). Dkt. 47. In light of additional documentation
provided by Mr. Adams to the Unites States Trustee after the hearing, the United States Trustee
was no longer seeking dismissal under section 707(b)(3), and was seeking relief solely under
section 707(b)(2). Accordingly, the order denying the motion noted that the “remaining issues”
had also been resolved based on documentation that Mr. Adams provided to the United States

Trustee’s office. 1d. This appeal followed.

SUMMARY OF ARGUMENT

The bankruptcy court’s denial of the United States Trustee’s motion to dismiss should be
reversed because Mr. Adams’ disposable income, when properly calculated, gives rise to a
presumption of abuse under section 707(b)(2). Although Mr. Adams listed his monthly
disposable income as $115.77, which is below the threshold dollar amount necessary to trigger
the presumption of abuse, his calculations improperly included a large deduction for payments
he was making to his employer in order to repay a loan he took from his 401(k) savings account.

Allowing this expense as payments on a “secured debt” under 11 U.S.C. §
707(b)(2)(A)(iii) was improper for at least two reasons. First, as an overwhelming majority of
courts have held, a debtor’s obligation to repay a loan from his retirement account is not a “debt”
within the meaning of the Bankruptcy Code. Second, retirement loans are not secured

obligations under section 506 of the Bankruptcy Code because a debtor’s interest in his



retirement account is not property of the debtor’s bankruptcy estate.

ARGUMENT
The court below erred by denying the United States Trustee’s motion to dismiss on the
ground that section 707(b)(2)(A)(iii) permits debtors to deduct retirement account loan
repayments as secured debts in determining ability to repay because such loan repayments
are not “debts” or “secured” obligations within the meaning of the Bankruptcy Code.

In this case, Mr. Adams would have failed the means test under section 707(b)(2) but for
the fact that the court below allowed him to deduct an improper expense. Specifically, the
bankruptcy court allowed as a payment on account of secured debts under section
707(b)(2)(A)(iii) Mr. Adams” monthly repayments for amounts borrowed from his 401(k)

retirement plan account prior to his bankruptcy filing. An “overwhelming majority” of courts

have held that such deductions are improper under section 707(b)(2), McVay v. Otero, 371 B.R.

190, 195 (W.D. Tex. 2007), for the reasons explained below. By disallowing this improper
expense, Mr. Adams fails the means test and his case must be dismissed unless he chooses to
convert it to chapter 13.

. An obligation to repay a 401(k) loan is not a “debt” within the plain meaning of the
Bankruptcy Code.

Section 707(b)(2) only allows a deduction for loan payments made on account of
“secured debts.” 11 U.S.C. 8 707(b)(20(A)(iii). As defined by the Bankruptcy Code, the term
“debt” means “liability on a claim.” Id. § 101(12). In turn, the Bankruptcy Code defines the term
“claim” broadly, to mean

(A) right to payment, whether or not such right is reduced to judgment, liquidated,

unliquidated, fixed, contingent, matures, unmatured, disputed, undisputed, legal,

equitable, secured, or unsecured; or

(B) right to an equitable remedy for breach of performance if such breach gives rise
to a right to payment, whether or not such right to an equitable remedy is reduced to

10



judgment, fixed, contingent, matured, unmatured, disputed, undisputed, secured, or
unsecured.

Id., 8 101(5). The definitions of “claim” and “debt” are “coextensive.” Pennsylvania Dept. of

Public Welfare v. Davenport, 495 U.S. 552, 558 (1990); Johnson v. Home State Bank, 501 U.S.

78, 84-85n.5 (1991); S. Rep. No. 989, 95th Cong. 2d Sess 23 (1978) reprinted in 1978 U.S.
Code Cong. & Admin. News, pp. 5787, 5809 (“The terms ‘debt’ and “claim’ are coextensive: a
creditor has a ‘claim’ against the debtor; the debtor owes a “‘debt’ to the creditor”).

Courts have consistently ruled that a debtor’s obligation to repay a loan from his or her
retirement account is not a “debt” under the Bankruptcy Code. See In re Esquivel, 239 B.R. 146,
152 (Bankr. E.D. Mich. 1999) (“There is a clear consensus that an individual’s pre-petition
borrowing from his retirement account does not give rise to a secured or unsecured ‘claim,” or a

‘debt” under the Bankruptcy Code.”) see also Eisen v. Thompson, 370 B.R. 762, 769 (N.D. Ohio

2007) (explaining that the “majority view. . .developed over the past 25 years” is that retirement

plan loans are not secured debts under the Bankruptcy Code); McVay v. Otero, 371 B.R.190,

195 (W.D. Tex. 2007) (observing that the “overwhelming majority of courts that have addressed
this issue” have held that retirement plan loans are not secured debts under the Bankruptcy
Code).

This clear consensus is based, in part, on the fact that employer retirement plans
generally lack the power to commence collection actions against the debtor, and hence have no
enforceable “right to payment” against the debtor, as required by 11 U.S.C. § 101(5). The
earliest and most frequently cited case on this point in In re Villarie, 648 F.2d 810 (2d Cir.
1981), a Second Circuit case in which the debtor borrowed money from his account with the

state retirement system and listed the retirement system as a “secured creditor.” After the debtor

11



filed for bankruptcy, the retirement system sought declaratory relief that the loan was not a
“debt” within the meaning of the Bankruptcy Code. The Second Circuit analogized the
transaction to “an annuitant’s withdrawal from the savings account of his annuity fund” or “an
insured’s advance from the reserve fund of his insurance policy,” and held that it did not create a
debtor-creditor relationship that gave rise to a claim under the Bankruptcy Code because the
retirement system had no right to sue the debtor if he failed to repay the loan. 1d. at 812.

The Sixth Circuit adopted this same reasoning in Mullen v. United States, 696 F.2d 470

(6th Cir. 1983). In Mullen, the debtor had received a “readjustment allowance” from his
employer, the U.S. Air Force, pursuant to 10 U.S.C. 8 687, when he was released following a
force reduction. The statute provided, inter alia, that if the debtor returned to the military, he
would not receive any retirement pay until he repaid 75% of the readjustment allowance. The
debtor later returned to the military and retired after completing the necessary term of service,
but without repaying the readjustment balance. Shortly after he left military service, the debtor
filed a chapter 7 bankruptcy petition, and then filed a motion to hold the U.S. Air Force in
contempt for violating the automatic stay® against collection efforts by continuing to withhold his
retirement benefits. The Sixth Circuit rejected the debtor’s argument, relying on both Villarie
and the legislative history of 11 U.S.C. § 101, which notes that

[the] definition of “debt” and the definition of “claim on which it is based, proposed

11 U.S.C. §8 101(4), will not include a transaction such as a policy loan on an

insurance policy. Under that kind of transaction, the debtor is not liable to the

insurance company for repayment; the amount owed is merely available to the

company for setoff against any benefits that become payable under the policy. As
such, the loan will not be a claim (it is not a right to payment) that the company can

® The “automatic stay,” codified in 11 U.S.C. § 362, automatically and broadly enjoins
any creditor collection actions upon a debtor’s bankruptcy filing.
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assert against the estate; nor will the debtor’s obligation be a debt (a liability on a
claim) that will be discharged under proposed 11 U.S.C. 8 523 or 524.

Mullen, 696 F.2d at 472 (quoting H.R. No. 595, 95th Cong., 2d Sess., 310, reprinted in 1978
U.S. Code Cong. & Ad. News 5787, 6267).

Like the Air Force in Mullen, a debtor’s retirement plan administrator has no right to
recover any unpaid portion of the 401(k) loan from any source other than the debtor’s vested
retirement account balance, which is akin to the “prepaid retirement benefit” at issue in that case.
As one district court explained,

Retirement plan loans are qualitatively different than secured debts such as home

mortgages and car loans. The retirement plan administrator does not loan the plan

participant the administrator’s money. It simply deducts the requested loan amount
from the participant’s own account, and credits the loan payments and interest back

to the participant’s account. If the participant defaults on the loan, the plan

administrator deducts the amount owed from the vested account balance, and repays

the loan with this deduction. The participant must treat this deduction as a

distribution which is taxable as income to the participant in the default year. The

participant may also be subject to an early withdrawal penalty. But, the plan
administrator has no right to payment under the Bankruptcy Code.
Thompson, 370 B.R. at 768 n. 10.

Numerous district courts and bankruptcy courts have adopted this reasoning and
concluded that retirement loan repayments are not debts within the meaning of the Bankruptcy
Code. See, e.g., Inre Cohen, 246 B.R. 658, 667 (Bankr. D. Colo. 2000) (explaining that a
retirement loan is in essence a debt to oneself); In re Fulton, 211 B.R. 247, 264 (Bankr. S.D.
Ohio 1997); Esquivel, 239 B.R. at 149-52; In re Scott, 142 B.R. 126, 127-31 (Bankr. E.D. Va.
1992); In re Jones, 138 B.R. 536, 537-38 (Bankr. S.D. Ohio 1991).

Because a debtor’s obligation to repay his retirement loan does not constitute a “claim”

or a “debt” under the Bankruptcy Code, the vast majority of courts to consider the issue after the
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enactment of the 2005 Act have held that debtors may not include payments on such loans as a
deduction on their means test under section 707(b)(2). See, e.g., In re Smith, 388 B.R. 885, 887
(Bankr. C.D. Ill. 2008); In re Watkins, 2008 WL 2475749, at *6 (Bankr. D. Ariz. June 18, 2008);
In re Mowris, 384 B.R. 235, 237-38 (Bankr. W.D. Mo. 2008); Otero, 371 B.R. at 195-97;
Thompson, 370 B.R. at 768-72; In re Masur, 2007 WL 3231725, at *4-5 (Bankr. D. S.D. Oct. 30,
2007); In re Mordis, 2007 WL 2962903, at *4 (Bankr. E.D. Mo. Oct. 9, 2007); In re Turner, 376
B.R. 370, 376 (Bankr. D. N.H. 2007).

These decisions rely both on the plain language of the Bankruptcy Code and on two basic
canons of statutory construction. 1d.

The first canon requires courts to “presume that Congress is aware and understands past

judicial interpretation and practice when it amends the Code.” Mordis, 2007 WL 2962903, at *3

(citing Dewsnup v. Timm, 502 U.S. 773, 779 (1992)). Because the overwhelming majority of

pre-2005 Act opinions held that retirement plan loans were not “debts” under the Code, courts
“must assume that Congress was aware of this judicial interpretation when it enacted [the 2005

Act] and intended to preserve it.” 1d. at *4; see also Thompson, 370 B.R. at 771 (“Because

overwhelming case law preceding the 2005 Act held that 401(k) loans were not “debts’ under the
Code, and because Congress has not expressly said otherwise, the Court must presumed that

‘debt’ retains its pre-2005 Act meaning.”); Mowris, 384 B.R. at 238; Otero, 371 B.R. at 202-03.’

" Indeed, Congress explicitly preserved that interpretation when it added section
362(b)(19), which provides that the automatic stay does not apply to automatic deductions from
a debtor’s wages to repay a retirement plan loan, but expressly states that “nothing in this
paragraph may be construed to provide that any loan made under . . . a contract or account under
section 403(b), of the Internal Revenue Code of 1986 constitutes a claim or a debt under this
title.” 11 U.S.C. 8 362(b)(19); see also Mowris, 384 B.R. at 238.
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The second relevant canon requires courts to presume that “when Congress includes
particular language in one section of a statute but omits it in another section of the same Act,
courts should presume that Congress acted intentionally in that exclusion.” Mordis, 2007 WL

2962903, at *4 (citing KP_Permanent Make-Up, Inc. v. Lasting Impression 1, Inc., 543 U.S. 111,

118 (2004)). In enacting the 2005 Act, Congress expressly gave chapter 13 debtors the ability to
deduct 401(k) loan payments from their disposable income calculation, see 11 U.S.C. 8 1322(f),
but did not include any similar exemption for chapter 7 debtors. As one court observed, “[i]n
light of the amendments sprinkled throughout the Code [addressing 401(k) loans] — especially
section 1322(f) — the lack of a 401k provision in section 707 is a glaring indication that Congress

did not intend 401k loan repayments to be deducted in Chapter 7.” Turner, 376 B.R. at 376; see

also Masur, 2007 WL 3231725, at *5 (“Obviously, Congress knew well how to craft direct

language requiring courts to treat 401(Kk) loans as secured debts for purposes of the means test,
[but declined to do so.]”).

Congress’s decision to treat 401(k) loan payments differently under chapter 13 than
chapter 7 is consistent with two of the 2005 Act’s primary goals: protecting an individual’s
retirement savings while also “redirect[ing] chapter 7 petitioners into chapter 13 proceedings in
order to “ensure that those who can afford to repay some portion of their unsecured debts [be]
required to do so.”” Otero, 371 B.R. at 201 (quoting 151 Cong. Rec. S2470 (daily ed. Mar. 10,

2005); see also Thompson, 370 B.R. at 771 (*Such an approach serves both the Congressional

intent to protect retirement contributions and to ensure that debtors repay creditors an amount

they can afford, a primary goal of the 2005 Act.”).
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1. Alternatively, because Mr. Adams’ retirement loan obligations are not “secured”
within the meaning of the Bankruptcy Code, the court below erred in ruling that the
obligations were “secured debts” due to a “secured creditor” within the meaning of
11 U.S. C. 8 707(b)(2)(A)(iii).

Although most courts have not found it necessary to reach this issue, the bankruptcy
court’s ruling should also be reversed because a 401(k) loan is also not “secured” within the
meaning of the Bankruptcy Code. See Thompson, 370 B.R. at 770. Section 506(a) applies to all

chapter 7 bankruptcy cases,® and provides a general framework for assessing whether and to

what extent a creditor’s claim is secured for bankruptcy purposes. See, e.d., In re Miller, 907

F.2d 80, 82 (8th Cir. 1990). Section 506(a)(1) provides, in relevant part, that “[a]n allowed
claim of a creditor secured by a lien on property in which the estate has an interest, or that is
subject to setoff under section 553 or this title, is a secured claim to the extent that the value of
such creditor’s interest in such title, is a secured claim to the extent that the value of such
creditor’s interest in such property.” 11 U.S.C. § 506(a)(1). In other words, a secured claim
under the Bankruptcy Code refers to a claim secured by a lien on property in which the debtor’s

bankruptcy estate owns an interest. See In re Foremost Mfg. Co., 137 F.3d 919, 924 (6th Cir.

1998).

A debtor’s interest in his 401(k) retirement plan is not property of the debtor’s
bankruptcy estate because section 541 defines what property is included and excluded from a
debtor’s bankruptcy estate under section 541(c)(2), and “any interest in a plan or trust that
contains a transfer restriction enforceable under any relevant nonbankruptcy law” is excluded

from property of the estate. Patterson v. Shumate, 504 U.S. 753, 758-60 (1992). Moreover,

8 See 11 U.S.C. § 103(a).
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section 541(b)(7) broadly excludes from “property of the estate” “any amount (A) withheld by
an employer from the wages of employees for payment as contributions (i) to — (I) an employee
benefit plan that is subject to . . .[ERISA] . ..” or (B) received by an employer from employees
for payment as contributions (i) to . . . an employee benefit plan that is subject to [ERISA]. .. .”
11 U.S.C. § 541(b)(7). Under this section, any of Mr. Adams’ contributions to his 401(k)
account are not property of the debtor’s bankruptcy estate. See Fulton, 211 B.R. at 263-64
(noting that no case law existed in support of debtors’ proposition that their retirement loans
were “secured debts” and that the Bankruptcy Code did not transform “this type of transaction —
a loan from the debtor’s pension fund — into a secured debt giving rise to a right to payment
under 8 101(5).”). Accordingly, Mr. Adams’ repayment obligation on his 401(k) loan is neither
a debt nor a secured debt under the Bankruptcy Code, and the bankruptcy court erred by holding
to the contrary.
CONCLUSION

For these reasons, the United States Trustee respectfully asks this Court to reverse the
order entered below denying the United States Trustee’s motion to dismiss, and remand with
instructions that the bankruptcy court correctly apply the statutory provisions of 11 U.S.C. §
707(b)(2).

Respectfully submitted,

R. MICHAEL BOLEN
United States Trustee

[s/ Sammye S. Tharp
Sammye S. Tharp
Department of Justice
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l. INTRODUCTION

The United States Trustee’s opening brief established that the bankruptcy court erred
when it ruled that 11 U.S.C. § 707(b)(2)(A)(iii) permits a debtor to deduct retirement loan
repayments. That error led the bankruptcy court to rule Mr. Adams “passed” the means test of
section 707(b)(2). Mr. Adams has proffered several arguments to support the bankruptcy
court’s ruling, but fails to explain how money a debtor borrows from his own retirement account
can ever be a “debt” — much less a secured debt owed to a secured creditor — within the
meaning of the Bankruptcy Code. The expense deduction for means test purposes under section
707(b)(2)(A)(iii) is available only for payments on account of “debts” that are “secured,”
calculated with reference to amounts due to “secured” creditors.

Mr. Adams’ retirement plan loan repayments do not qualify as a debt under section
707(b)(2)(A)(iii) for at least three reasons: First, a retirement loan is not a “debt” under 11
U.S.C. § 101(12) of the Bankruptcy Code because no debtor-creditor relationship exists between
Mr. Adams and his retirement plan administrator. Second, a retirement loan is not a “secured”
obligation under 11 U.S.C. § 506 of the Bankruptcy Code because Mr. Adams’ interest in his
retirement account was never property of the estate. Third, allowing a debtor to claim
retirement loan repayments under the means test would contravene public policy objectives of
bankruptcy reform legislation — to require a debtor to repay his debts when he can.

Without the deduction for retirement plan loan repayments, Mr. Adams’ monthly
disposable income increases to a level in which the statutory presumption of abuse arises. The
record reflects that Mr. Adams’ monthly 401(k) loan repayment was $330.33. Dkt. 36. If he is

not allowed to take this as a deduction on his means test form, his monthly disposable income



increases from $115.77 (Id.) (below the presumption of abuse) to $299.62 (Tr. of hearing at 21),
which exceeds the $166.67 per month threshold necessary to trigger the presumption of abuse
under 11 U.S.C. § 707(b)(2).

1. Section 707(b)(2)(A)(iii) does not permit Mr. Adams to deduct retirement account
loan repayments.

A The money Mr. Adams withdrew from his own retirement account
does not constitute a “debt” under the Bankruptcy Code.

In his opening brief, the United States Trustee established that a debtor’s retirement loan
is not a “debt” under the Bankruptcy Code — a conclusion the Second Circuit has reached, and
which the Sixth Circuit has followed. App. Brief at 17-18 [citing In re Villarie, 648 F.2d 810
(2d Cir. 1981) and Mullen v. United States, 696 F.2d 470 (6" Cir. 1983)]. In response, Mr.
Adams asks this Court to split with the Second and Sixth Circuits by ruling his retirement
account loan is a debt under the Code. He does so under a misplaced theory that the plan has
recourse against his property.

Appellee’s Brief at 4-5.

Mr. Adams suggests the specific language contained in the underlying “Loan Note and
Security Agreement” (attached as Exhibit “A” to Appellee’s Brief)* (“Agreement”) makes his
withdrawal a debt. Appellee’s Brief at 4. He notes the Agreement gives the creditor the right to
sue the debtor which necessarily transforms this retirement loan into a “debt” under the
Bankruptcy Code. Appellee’s Brief at 5. The Agreement itself contains much the same
language as any “garden variety” loan, including the granting of a security interest “in that

portion of my vested amount in the Plan (the *Collateral’) equal to the loan amount, which

! This document is also referred to in the record as Debtor’s Exhibit 1.
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amount does not exceed 50% of my vested account balance under the Plan.” Exhibit “A” to
Appellee’s Brief. It also includes the usual Truth-In-Lending (TILA) Disclosure Statement
showing a finance charge of $2,895.67 being added to the amount financed ($17,000.00). Id.

The relevant question here is whether Mr. Adams’ withdrawal from his retirement
account is a “debt” as that term is used in the Bankruptcy Code. Section 101(12) defines the
term “debt” to mean “liability on a claim.” In turn, the Bankruptcy Code defines the term
“claim” broadly, to mean

(A) right to payment, whether or not such right is reduced to judgment,

liquidated, unliquidated, fixed, contingent, matured, unmatured, disputed,

undisputed, legal, equitable, secured or unsecured; or

(B) right to an equitable remedy for breach of performance if such breach

gives rise to a right to payment, whether or not such right to an equitable

remedy is reduced to judgment, fixed, contingent, matured, unmatured,

disputed, undisputed, secured, or unsecured.
Id. § 101(5). The definitions of “claim” and “debt” are “coextensive.” Pennsylvania Dept. of
Public Welfare v. Davenport, 495 U.S. 552, 558 (1990); Johnson v. Home State Bank, 501 U.S.
78, 84-85n.5 (1991); S. Rep. No. 989, 95" Cong. 2d Sess. 23 (1978) reprinted in 1978 U.S.
Code Cong. & Admin. News, pp. 5787, 5809 (“The terms ‘debt’ and “claim’ are coextensive: a
creditor has a ‘claim’ against the debtor; the debtor owes a ‘debt’ to the creditor”). The Second
Circuit, in Villarie, and the Sixth Circuit, in Mullen, relied upon this analysis in concluding that
the respective loans in those cases were not “debts” within the meaning of the Bankruptcy Code.
In re Villarie, 648 F. 2d at 812; Mullen v. United States, 696 F.2d at 472.

The retirement loan documentation in one of the cases cited by the United States Trustee

in his opening brief, In re Smith, 388 B.R. 885 (Bankr. C.D. Ill. 2008), bears a striking similarity

to the facts of this case. In Smith, one of the joint debtors, Earl Smith, advanced much the same
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argument as Mr. Adams does here, pointing to the language contained in the underlying loan
documents to support his contention there was a “debt” for bankruptcy purposes. The
bankruptcy court ruled against Mr. Smith, finding that his plan trustee had no “claim” against
him, and hence no “debt” which could be deducted as a “secured debt” for means test purposes.
The bankruptcy court in Smith disallowed the retirement loan repayment as a deduction
notwithstanding the underlying loan documentation (almost identical to the loan here) containing
many of the same provisions as a typical secured transaction (e.g., a TILA disclosure statement
and a collateral pledge of 50% of the vested retirement account). “The form of the
documentation cannot get around the substance of the transaction, that [Mr. Smith] borrowed his
own money.” In re Smith, 388 B.R. at 887.

B. No valid right of setoff exists to transform Mr. Adams’ transaction into a
“secured debt” under 11 U.S.C. § 506(a).

In his opening brief, the United States Trustee also demonstrated that the Mr. Adams’
interest in his retirement account is not property of his bankruptcy estate under section 541.
App. Brief at 21-22. Accordingly, the United States Trustee argued that the Mr. Adams’ interest
cannot be a secured claim under section 506(a) of the Bankruptcy Code. Section 506(a) limits a
secured claim to the extent of a creditor’s interest in the bankruptcy estate’s interest in the
property.

Mr. Adams’ responsive argument focuses on that part of section 506(a) that provides that
an allowed claim “that is subject to setoff under section 553 of [the Bankruptcy Code]” is also a

secured claim “to the extent of the amount subject to setoff.” But section 553 of the Bankruptcy



Code? does not create an independent right to setoff, rather it

recognizes and preserves rights of setoff in bankruptcy cases if four

conditions exist: (1) the creditor holds a “claim against the debtor

that arose before the commencement of the case, (ii) the creditor

owes a “debt” to the debtor that also arose before the commencement

of the case, (iii) the claim and debt are “mutual,” and (iv) the claim

and debt are each valid and enforceable.

4 Collier on Bankruptcy 1 506.03[1][b] at 506-16 (15" ed. Rev. 2005).

Nor does Mr. Adams have a valid right of setoff under section 553(a). As the United
States Trustee has already established, no creditor holds a claim against Mr. Adams. App. Brief
at17.

In addition, even assuming for the sake of argument that Mr. Adams’ obligation to repay
his retirement loan is a “debt” and the retirement plan’s obligation to repay the funds in Mr.
Adams’ retirement is a “claim,” the claim and the debt are not “mutual.” In order to satisfy the
mutuality requirement, the debt and claim must be owed by each entity in the same right or
capacity. “Thus, for example, where the debt of an entity arises from a fiduciary duty, or is in
the nature of a trust, there is no mutuality.” In re County of Orange, 183 B.R. 609, 619 (Bankr.
C.D. Cal. 1995); see Dakin v. Bayly, 290 U.S. 143, 146 (1933) (funds held in trust for a
particular purpose may not be setoff against creditor’s claims); Fore Improvement Corp. v. Selig,

278 F. 2d 143, 145 (2" Cir. 1960); Cohen v. Savings Building & Loan Co., 896 F. 2d 54, 57-58

(3% Cir. 1990); In re Bob Richards Chrysler - Plymouth Corp., 473 F. 2d 262, 265 (9" Cir. 1973).

2 Section 553(a) provides, in relevant part: “Except as otherwise provided in this section
and in sections 362 and 363 of this title, this title does not affect any right of a creditor to offset a
mutual debt owing by such creditor to the debtor that arose before the commencement of the
case under this title against a claim of such creditor against the debtor that arose before the
commencement of the case . . .”



This rule has been described in the following terms:

If A in his individual capacity owes $100 to B in B’s individual capacity,

and B likewise owes $50 to A, the obligations are ‘mutual.” On the other

hand, if A in his individual capacity owes $100 to B, but B owes $50 to A

in A’s capacity as trustee of a trust, or as a fiduciary or agent for some other

party, the obligations are not mutual because they are not acting in the

same ‘capacity.’

5 Collier on Bankruptcy § 553.03[3][c] at 553-34 (15" ed. Rev. 2005).

In this case, Mr. Adams “owes” the plan administrator on account of the money the
Debtor borrowed from his retirement account. However, the retirement plan’s obligation to
receive the loan repayments and to remit funds in his retirement account creates no mutual claim
because, as Collier on Bankruptcy explains, it arises from a fiduciary obligation. See also In re
Jones, 107 B.R. 888, 899 (Bankr. N.D. Miss. 1989) (Commodity Credit Corporation could not
offset pecan disaster payments owed by it to sole proprietorship owned by individual debtor
against deficiency obligation owed by corporate debtor owned 100% by individual debtor
because there was no mutuality of debts).

Because no setoff rights exist and because the Mr. Adams’ bankruptcy estate does not
have any interest in his retirement account, no secured debt exists under section 506(a) of the
Bankruptcy Code.

I11.  CONCLUSION
For these reasons, the United States Trustee respectfully asks this Court to reverse the

order denying the motion to dismiss the case entered in the bankruptcy court and remand this

case for further proceedings.
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STATEMENT OF JURISDICTION

On February 12, 2010, the United States Bankruptcy Court for the Northern District
Court of New York issued an order pursuant to 11 U.S.C. § 1112 dismissing the bankruptcy case
of the Appellant, Adirondack Mines Inc. (“Adirondack™). (Bankr. Dkt. 77). On February 19,
Adirondack timely filed a notice of appeal under 28 U.S.C. § 158(c)(2) and Fed. R. Bankr. P.
8002(a). (Bankr. Dkt. 82). An order of dismissal is a final order of the bankruptcy court.
Pellegrino v. Boyajian (In re Pellegrino), 423 B.R. 586, 589 (B.A.P. 1st Cir. 2010). This Court
has jurisdiction to hear the appeal pursuant to 28 U.S.C. 8 158(a)(1).

ISSUE PRESENTED
1. Did the bankruptcy court abuse its discretion under 11 U.S.C. 8 1112(b) when it
dismissed Adirondack’s bankruptcy case?
STANDARD OF REVIEW

Adirondack presents the standard of review for this court as de novo. (App. Br. at 1).
This is incorrect. The bankruptcy court dismissed Adirondack’s case on the basis of bad faith in
filing. (Bankr. Dkt. 89 at 5). The bankruptcy court’s determination of bad faith is a factual
finding that is reviewed for clear error. Squires Motel, LLC v. Gance, 426 B.R. 29, 34
(N.D.N.Y. 2010) (Sharpe, J.). A bankruptcy court’s decision to dismiss on the basis of bad faith
is reviewed for an abuse of discretion. 1d.; see also C-TC 9th Ave. P’Ship v. Norton Co. (In re
C-TC 9th Ave. P’ship), 113 F.3d 1304, 1312 (2d Cir. 1997) (“Based on these factors, the

bankruptcy court did not abuse its discretion in dismissing C-TC’s petition for bad faith.”).



STATUTORY BACKGROUND

“[A]bsent unusual circumstances specifically identified by the court,” section 1112(b)(1)
of Bankruptcy Code requires a bankruptcy court, upon a the request of a party in interest, to
convert a bankruptcy case under another chapter to a chapter 7 case or dismiss the case “if the
movant establishes cause.” 11 U.S.C. § 1112(b)(1). The United States Trustee is authorized by
statute to file motions to convert or dismiss bankruptcy cases. See 28 U.S.C. 8 586(a)(8).

Subsection 1112(b)(4) of the Bankruptcy Code provides a list of what constitutes “cause”
to convert or dismiss a case. 11 U.S.C. § 1112(b)(4). “[T]his list is illustrative, not exhaustive.”
In re C-TC 9th Ave. P’ship, 113 F.3d at 1311; see also 11 U.S.C. § 102(3) (defining the term
“includes” as used, inter alia, in section 1112(b)(4)’s list of bases for dismissal as “not
limiting”). Bad faith, or the absence of good faith, is a well established basis for dismissal for
cause. Inre C-TC 9th Ave. P’ship, 113 F.3d at 1310; In re Copy Crafters Quickprint, Inc., 92
B.R. 973, 985 (Bankr. N.D.N.Y. 1988).

STATEMENT OF THE CASE

Adirondack is a New York corporation formed March 19, 2009. (Bankr. Dkt. 56 at Ex.
A). OnJune 18, 2009, 91 days after it was formed, Adirondack filed a voluntary bankruptcy
petition under chapter 11 of the United States Bankruptcy Code. (Bankr. Dkt. 1). The president
and sole shareholder of Adirondack is Ms. Christine Thomas. (ld. at 3, 4).
l. The Las Vegas Properties.

In its Schedules and Statement of Financial Affairs filed with its petition, Adirondack
lists six assets: five rental properties in Las Vegas, Nevada; and a “[c]laim against State of New

York for failure to renew mining permit in Groton, NY.” (Id. at 9, 11). Four of the properties



were transferred by quitclaim deed from Ms. Thomas to Adirondack on April 1, 2009. (Bankr.
Dkt. 40 at Ex. 1). The fifth property was transferred that same day by grantors listing the same
address as Ms. Thomas. (ld.). Each of the quitclaim deeds recite consideration of between
$150,000 and $765,000. (Id.). There is no evidence, however, that Adirondack actually made
any payments to the grantors.

Each of the five properties is subject to a note and deed of trust executed by Ms. Thomas
or her hushand, Anthony Thomas, or both. (Bankr. Dkt. 68 at Exs. B-D, F, H).! The secured
creditor listed on Adirondack’s schedules for these properties is Countrywide Home Loans
(“Countrywide”). Countrywide’s loans were transferred in November 2008 to Bank of America,
N.A. (“Bank of America”).? (Bankr. Dkt. 68 at 1-2 and Ex. A). BAC Home Loan Servicing,
L.P. (“BAC?”) is the loan servicer on behalf of Bank of America for loans previously held by
Countrywide. (ld.). Consequently, the secured creditor for present purposes is BAC.

Section 13 of each of the deeds of trust requires approval by the lender of any successor
in interest to the borrower. (E.g., id. at Ex. B). Section 18 of each of the deeds of trust permits
the lender to require “immediate payment in full of all sums” in the event that “all or any part of
the Property is sold or transferred without Lender’s prior written consent.” (Id.). This provision
of the deeds is known as a “due on sale” clause. In an affidavit filed with the bankruptcy court,

Ms. Thomas informed the court that she did not notify or seek the consent of Countrywide or

! Two of the properties are also the security interests for home equity lines of
credit. (Bankr. Dkt. 68 at Exs. E, G).

2 Bank of America acquired Countrywide’s parent, Countrywide Financial
Corporation on July 1, 2008. Bank Of America Completes Countrywide Acquisition, Bus. Rev.
(Albany), July 1, 2008, available at 2008 WLNR 12350796. Bank of America is the ultimate
parent of Countrywide.



BAC prior to transferring the properties to Adirondack. (Bankr. Dkt. 65 at Ex. A).
Il. The Mining Permit Claim.

The final asset held by Adirondack is a “[c]laim against State of New York for failure to
renew a mining permit in Groton, NY,” valued by Adirondack at $950,000. (Bankr. Dkt. 1 at
11). The claim was acquired from International Mining, Inc. in exchange for a promissory note
in the amount of $950,000. (Bankr. Dkt. 1 at 6). The mining permit at issue involved gravel
mining rights.®> In 2003, an earlier holder of the permit, Internetworkone.com, Inc. initiated an
adversary proceeding against the New York State Department of Environmental Conservation in
its own bankruptcy case in the United States Bankruptcy Court for the District of Nevada
claiming the Department had improperly revoked the permit prior to its 2004 expiration date.
Internetworkone.com, Inc. v. Crotty, 03-01006 (Bankr. D. Nev.). In August 2004, the
bankruptcy court issued an order abstaining from hearing the adversary proceeding. (03-01006
Bankr. Dkt. 53).

There is no evidence that Adirondack has ever commenced litigation against the State of
New York regarding this claim. The United States Trustee submitted to the bankruptcy court a
declaration of Phillip Lodico, deputy counsel for the New York State Department of
Environmental Conservation. (Bankr. Dkt. 55). In his declaration, Mr. Lodico stated that he
found, after review of the Department’s files from 1988 until August 2009, no evidence that

Adirondack had filed any legal proceeding against the Department or the State of New York.

3 In its Schedules and Statement of Financial Affairs, Adirondack lists its business
as “[m]ining, sand and gravel exploration; real estate investment and management.” (Bankr.
Dkt. 1, at 4). There is no evidence, however, that other than holding the rights to pursue a legal
claim involving a mining permit, that Adirondack, a company with no employees, is actually
involved in the business of mining, or sand and gravel exploration.
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(1d.).
I1l.  Adirondack’s Monthly Operating Reports and Plan of Reorganization.

Adirondack filed monthly operating reports with the bankruptcy court for July through
December 2009. (Bankr. Dkts. 16, 17, 20, 38, 53, 63). These reports show that Adirondack has
made no mortgage payments on the Las Vegas properties. (Id.). In its December 2009 monthly
operating report, Adirondack listed cumulative post-petition receipts of $30,355 and $88,578 in
unpaid cumulative post-petition mortgage payments. (Bankr. Dkt. 63 at 8, 12). Under that
section of the operating report where the debtor is instructed to “[e]xplain how and when the
Debtor intends to pay any past due post-petition debts,” Adirondack wrote only that “[s]ecured
[d]ebts have not been paid.” (Id. at 12).

On November 10, 2009, Adirondack filed an amended motion to abandon two of the
properties. (Bankr. Dkt. 30). Six days later, Adirondack filed a plan of reorganization. (Bankr.
Dkt. 33). This plan proposed recasting the mortgages on the remaining properties as 30 year
fixed interest mortgages at a rate of prime on the date the plan is effective plus one percent. As
of the date Adirondack filed its plan of reorganization, the prime rate was 3.25%.* At the time
the plan was filed, the interest rate for the loans securing two of the properties Adirondack did
not seek to abandon was fixed at 6.25%. (Bankr. Dkt. 68 at Ex. B, D). The third property was
subject to an adjustable interest rate calculated by reference to the LIBOR plus 2.25%. (Id. at
Ex. H). On December 2, 2009, the United States Trustee filed an objection to Adirondack’s

disclosure statement and plan of reorganization. (Bankr. Dkt. 39). On January 13, 2010, BAC

4 The prime rate has remained at 3.25% throughout this case. See
http://online.wsj.com/mdc/public/page/mdc_bonds.html.
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filed an objection to Adirondack’s motion to abandon. (Bankr. Dkt. 57).
IV.  The United States Trustee’s Motion to Dismiss.

On November 9, 2009, the United States Trustee moved to dismiss Adirondack’s case for
cause pursuant to pursuant to 11 U.S.C. 8 1112(b). (Bankr Dkt. 27). The United States Trustee
asserted three principal bases for the motion. First, that Adirondack had acted in bad faith in
filing the case. (Id. at 1). Second, that there existed “‘substantial or continuing loss to or
diminution of the estate and the absence of a reasonable likelihood of rehabilitation.”” (1d.)
(citing 11 U.S.C. 8 1112(b)(4)(A)). Third, that Adirondack had failed “to timely file a disclosure
statement and plan.” (1d.) (citing 11 U.S.C. § 1112(b)(4)(J)).

Adirondack filed a response to this motion on December 4, 2009. (Bankr. Dkt. 40). In
response to the United States Trustee’s argument that it had failed to timely file a disclosure
statement and plan, Adirondack noted that after the motion to dismiss it had filed a disclosure
statement and plan and that there was no court ordered date for filing the statement or plan. (ld.
at 1, 2). Adirondack also disputed the United States Trustee’s claim that it had filed for
bankruptcy in bad faith and challenged the United States Trustee’s assertion that is was afflicted
with “new debtor syndrome.” (Id. at 3-5). In the course of doing so, Adirondack acknowledged
the reason for its formation: “The fact that the debtor was formed months prior to its bankruptcy
filing and that the bankruptcy filing was timed to prevent a sale at foreclosure is not itself an
indication of bad faith.” (Id. at 5).

A hearing was held on the United States Trustee’s motion on December 9, 2009 and
supplemental briefing ordered by the bankruptcy court on jurisdictional issues in anticipation of

a further hearing on January 20, 2010. (Bankr. Dkt. 95). The United States Trustee submitted its



supplemental briefing on January 7. (Bankr. Dkt. 55). Adirondack filed a reply on January 13.
(Bankr. Dkt. 56).
V. The Bankruptcy Court’s Order of Dismissal.

At the January 20 hearing, the bankruptcy court raised the issue of Ms. Thomas’s non-
compliance with the due on sale clauses in the deeds of trust. (Bankr. Dkt. 97 at 1). The
bankruptcy court expressed concern that the transfer of the properties to Adirondack was
accomplished without the consent of BAC in a bad faith effort to invoke the protection of
chapter 11:

[ITf it’s clear to me, as | said, that this was artificially created to generate a Title

11 case, then with all due respect to everyone, I’m going to dismiss that as not

being filed in good faith.

(Id. at 8). The bankruptcy court directed the parties to file additional briefing addressing the
transfer of the properties to Adirondack and reiterated its position that if the transfers occurred in
violation of the due on sale clause it would dismiss the case. (ld. at 12-13).

In its filing, Adirondack conceded that no notice had been provided to BAC of the
quitclaim transfers of the five properties to Adirondack. (Bankr. Dkt. 65 at Ex. A). As noted
above, Ms. Thomas admitted in an affidavit attached to this filing that she did not notify or seek
consent for the transfers to Adirondack. (1d.). Nonetheless, Adirondack argued that the due on
sale clause could “be cured or modified” in a chapter 11 bankruptcy, and the violation was not
sufficient to dictate dismissal of the case. (Bankr. Dkt. 65 at { 8).

BAC also filed papers supporting the motion to dismiss and addressing the bankruptcy
court’s concern regarding the due on sale clauses. (Bankr. Dkt. 68). In its filing, BAC argued

that Adirondack had breached the due on sale clauses and its case should be dismissed for bad



faith. (1d.).
On February 10, the bankruptcy court held a third hearing on the motion to dismiss.
(Bankr. Dkt. 89). At that hearing, the court dismissed Adirondack’s case. Noting Adirondack’s

admission that it “*was formed months prior to its bankruptcy filing and that the bankruptcy
filing was timed to prevent a sale at foreclosure,’” (id. at 4) (citing Bankr. Dkt. 40 at 5), the
bankruptcy court held that it could not “countenance the deliberate, strategic breach of an
otherwise valid agreement which would be actionable at law and then use that breach as a sword
in Title 11, while at the same time, hide behind the protective skirts of the automatic stay found
in Section 362.” (Bankr. Dkt. 89 at 4). The bankruptcy found “bad faith both in the debtors’
acquisition of the property and in the Chapter 11 filing.” (Id. at 5). The court also noted that:

The U.S. Trustee makes many valid points in its own motion to dismiss.

However, to even discuss those points dilutes the seriousness of the Court’s very

narrow sua sponte concerns and even serves to give some legitimacy to a debtor

whose short, shadowy existence should never have given rise to a Chapter 11

filing.
(1d.). An order of dismissal granting the United States Trustee’s motion was entered on
February 12, 2010. (Bankr. Dkt. 77). This appeal followed.

SUMMARY OF ARGUMENT

This Court should affirm the bankruptcy court’s order. The bankruptcy court did not
abuse its discretion in dismissing Adirondack’s case on the basis of bad faith. The underlying
factual finding that the case was filed in bad faith was not clearly erroneous. Adirondack is a
short-lived corporation with assets consisting solely of properties transferred to it by its sole

shareholder in violation of valid due on sale clauses and a latent claim against the state of New

York. The conclusion of the bankruptcy court that: a) Adirondack was formed and entered into



bankruptcy for the purpose of avoiding foreclosure of properties previously owned by Ms.
Thomas, its sole shareholder and; b) Ms. Thomas transferred these properties to Adirondack in
violation of the lending documents and then attempted through reorganization to obtain a
subsequent favorable modification of the mortgages, is fully supported by the record.

The issues raised in the United States Trustee’s motion to dismiss were briefed by both
parties to the bankruptcy court and provide additional bases for dismissal. Adirondack is an
example of “new debtor syndrome” whereby a newly formed and closely held entity is created to
shelter assets and avoid foreclosure. Moreover, Adirondack’s monthly operating reports
demonstrate that there exists a “substantial or continuing loss to or diminution of the estate and
the absence of a reasonable likelihood of rehabilitation.” 11 U.S.C. § 1112(b)(4). For these
reasons, this Court should affirm.

ARGUMENT

A The Bankruptcy Court Did Not Abuse Its Discretion in Dismissing This Case
For Bad Faith.

After three hearings and a series of briefings by the United States Trustee, Adirondack,
and BAC, the district court ordered dismissal on the basis that Adirondack had acted in bad faith
in filing this case. This conclusion is fully supported by the record and is not clearly erroneous.
Adirondack holds the Las Vegas properties, its principal assets, only as the result of a violation
by Ms. Thomas of due on sale clauses in mortgages securing the property that require notice of
transfer to the lender and consent to the transfer by the lender. (Bankr. Dkt. 65 at Ex. A). Ms.
Thomas has admitted that prior to transferring the properties to Adirondack she neither sought
nor received the consent of the lender. (Id.). The bankruptcy court was correct to recognize the

situation for what it was: an attempt by Ms. Thomas to divert, in violation of contracts and to the



detriment of her creditors, properties at risk for foreclosure to an entity under her sole control
which would file for bankruptcy and then use the protection of bankruptcy as a bulwark against
the enforcement of the terms of the contract. (Bankr. Dkt. 89 at 4).

The bankruptcy court’s decison to dismiss is consistent with this Court’s two-pronged
test for the establishment of bad faith in filing. Squires Motel, LLC v. Gance, 426 B.R. 29, 34
(N.D.N.Y. 2010). “First, the movant must demonstrate the objective futility of the
reorganization process such that at the time of filing there was no reasonable probability that the
debtor would eventually emerge from bankruptcy proceedings. Second, in demonstrating
subjective bad faith, the movant must show that there was no reasonable likelihood that the
debtor intended to reorganize.” Id. (citing In re Cohoes Indus. Terminal, Inc., 931 F.2d 222, 227
(2d Cir.1991)).

In the present case, the bankruptcy court was correct in finding bad faith by Adirondack.
The objective futility of reorganization is supported by the record. Despite Adirondack’s claims
to the contrary, nothing in its filings before the bankruptcy court suggest a “reasonable
probability that [it] would eventually emerge from bankruptcy proceedings.” Id.

Throughout the post-petition period, Adirondack has accumulated substantial arrearages.
All of Adirondack’s operating reports show that it has not made its current mortgage payments
as they became due. Over the course of the operating reports, Adirondack incurred post-petition
$88,578 in unpaid secured mortgage debt compared to cash receipts of only $30,355. (Bankr.
Dkt. 63 at 8, 12). No portion of these receipts was dedicated to paying down secured debt.
Adirondack’s monthly secured debt payments are $12,654. (See e.g., id. at 12). Its operating

reports show that it had positive cash flow in four of the months covered by the operating reports
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and negative cash flows in two of the months (including the last operating report). However,
even in positive months, cash flow never exceeded approximately 73% of the due, but not paid,
secured debt payments for that month.®

Adirondack filed its last operating report in January and its financial condition from that
time to present is unknown. There is no reason to believe, however, that since January
Adirondack has begun the process of paying down post-petition secured debt. In all of its filings
since the motion to dismiss was filed (including its brief to this Court) Adirondack has certainly
not suggested its financial picture has markedly improved or that it has made any payments on
secured debt, surely something Adirondack would be eager to emphasize.

Subjective bad faith also exists. The Second Circuit has listed the following factors as
evidence of subjective bad faith:

(1) the debtor has only one asset;

(2) the debtor has few unsecured creditors whose claims are small in relation to
those of the secured creditors;

(3) the debtor’s one asset is the subject of a foreclosure action as a result of
arrearages or default on the debt;

(4) the debtor’s financial condition is, in essence, a two party dispute between the
debtor and secured creditors which can be resolved in the pending state
foreclosure action;

(5) the timing of the debtor’s filing evidences an intent to delay or frustrate the
legitimate efforts of the debtor’s secured creditors to enforce their rights;

(6) the debtor has little or no cash flow;

(7) the debtor can’t meet current expenses including the payment of personal
property and real estate taxes; and

(8) the debtor has no employees.

C-TC 9th Ave. P’Ship v. Norton Co. (In re C-TC 9th Ave. P’ship), 113 F.3d 1304, 1311 (2d Cir.

> Adirondack’s July operating report shows net cash flow of $9,310. (Bankr. Dkt.

16 at 2). In no month did Adirondack’s operating cash flow exceed $6,935 or 55% of due, but
not paid, secured debt payments for that month. (Id.).

11



1997) (quoting Pleasant Pointe Apts., Ltd. v. Kentucky Hous. Corp., 139 B.R. 828, 832 (W.D.
Ky.1992)).

Adirondack has no employees. Although Adirondack holds more than one asset, the
situation is similar to that in Squires Motel, where the debtor held a small number of properties
all subject to one secured creditor. See Squires Motel, LLC, 426 B.R. at 31. The principal assets
held by Adirondack are properties transferred to it by its sole shareholder and president shortly
before it filed for bankruptcy, a mere 91 days into the corporation’s existence. All of the
properties are secured by loans from the same lender.

Adirondack’s only other asset is a $950,000 claim against the State of New York
evidenced only by a lawsuit filed seven years ago for a mining permit that expired by its own
terms six years ago. Supra at 4. Neither Adirondack nor any previous holders of that claim
have demonstrated any interest in pursuing the claim since a bankruptcy court abstained from
hearing the claim when raised by another party in 2004. Id. Adirondack has not filed a lawsuit
to support the claim and has not provided the bankruptcy court with any evidence it intends to do
so. Adirondack’s conclusion in its disclosure statement that the asset’s value is “speculative”
(Bankr. Dkt. 34, Disclosure Statement at 3) is all too accurate.

Tied to this claim is the “nearly a million dollars in unsecured debt” Adirondack points to
distinguish it from typical bad faith cases where the debtor has “few if any unsecured debts.”
(App. Br. At 3) (citing In re Adbrite Corp., 290 B.R. 209, 218 (Bankr. S.D.N.Y. 2003)).
Adirondack’s “nearly a million dollars in unsecured debt” is the $950,000 promissory note on
this dormant claim against the state of New York.

Although Adirondack’s principal assets were not yet “the subject of a foreclosure action

12



as a result of arrearages or default on the debt,” In re C-TC 9th Ave. P’ship, 113 F.3d at 1311,
Adirondack has admitted the purpose for its formation: to avoid the sale at foreclosure of
properties held by its sole shareholder. (Bankr. Dkt. 40 at 5; App. Br. at 3). Thus, “the timing of
the debtor’s filing evidences an intent to delay or frustrate the legitimate efforts of the debtor’s
secured creditors to enforce their rights.” In re C-TC 9th Ave. P’ship, 113 F.3d at 1311. In this
case it is not just the timing of the filing that was intended “to delay or frustrate the legitimate
efforts of the debtor’s secured creditors to enforce their rights,” id., the bankruptcy court was
correct to conclude that the formation of Adirondack was part of an effort to frustrate secured
creditors of its president and sole shareholder.

Adirondack attempts to minimize the breach by Ms. Thomas of the due on sale contracts
by suggesting that “[e]very bankruptcy case involves breach of contractual obligations, whether
monetary or non-monetary.” (App. Br. at 4). While debtors may breach contractual obligations
to make payments to their creditors and the reorganization of debtors often involves the
reworking of the contractual obligations of debtors and creditors, the contractual breach here is
of a different type. While a breach may not categorically deprive a debtor of the right to bring a
bankruptcy case, it also does not entitle a debtor to that relief. Here the debtor was formed for
the express and admitted purpose of holding assets subsequent to a breach of contract. As the
bankruptcy court noted:

This Court deals with contractual breaches, default and cures every day from

individuals who failed to tender their contractually mandated mortgage payments

and then propose a cure through a Chapter 13, to a corporation that overexpanded

and needs to reject the lease pursuant to Section 365. The difference is that in the

above examples, the breach didn’t give rise solely to an entree to the bankruptcy

process.

(Bankr. Dkt. 89 at 4-5).
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B. The United States Trustee’s Motion to Dismiss Provides Support for the
Bankruptcy Court’s Decision to Dismiss the Case.

Although the bankruptcy court’s decision to dismiss was based on the breach of the due
on sale clauses, it acknowledged the arguments raised by the United States Trustee in its motion
to dismiss. (Bankr. Dkt. 89 at 4). These arguments were briefed by both parties and provide
strong support for the bankruptcy court’s dismissal of the case.

1. Adirondack Filed in Bad Faith and Exhibits New Debtor’s Syndrome.

Although the bankruptcy court did not describe Adirondack as such, it is clear the court
considered it an example of the subset of bad faith filers who exhibit “new debtor syndrome.”
The court described the debtor as having a “short, shadowy existence [that] should never have
given rise to a Chapter 11 filing.” (1d. at 5). Such is precisely the case with new debtor
syndrome. “[N]ew debtor syndrome involves a transfer of distressed property into a newly
created corporation on the eve of foreclosure for no consideration; the debtor has no assets other
than the transferred property; the debtor has no or minimal unsecured debt and no employees or
ongoing business and no means to service the debt.” In re Diamond Oaks Vineyards, Inc., No.
09-12995, 2010 WL 580099, at *1 (Bankr. N.D. Cal. Feb., 2010).°

Citing In re Levinsky, 23 B.R. 210 (Bankr. E.D.N.Y. 1982), Adirondack argues that

6 Most cases involving new debtor syndrome involve newly formed entities holding

only a single asset. This Court, however, has found new debtor syndrome where the debtor
possessed more than one distressed asset. In Squires Motel, LLC, 426 B.R. at 35, this Court
recently found new debtor syndrome where the debtor held more than one asset. Other courts
have done the same. See also In re Diamond Oaks Vineyards, Inc., 2010 WL 580099, at *1; In
re McCarthy, 312 B.R. 413, 418 (Bankr. D. Nev. 2004) (in new debtor syndrome case holding
that “[w]hile one of the factors generally listed as evidence of a bad faith filing is that the debtor
has only one asset, the Court does not view the fact that there are multiple properties involved in
this case as helpful to the debtor.”).
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transfer of property to a newly formed entity to avoid foreclosure is not by itself an indication of
bad faith. (App. Br. at 3). Adirondack is correct in that courts should not “blindly impute bad
faith under such circumstances.” Id. at 218 (emphasis added). Nonetheless, the same court
noted that “last minute changes in form by the debtor are subject to close scrutiny as possibly
indicative of bad faith where such transformation serves to shield certain assets.” Id.

In the present case, the bankruptcy court’s close scrutiny revealed a clear factual basis for
finding bad faith. Here it is not just the transfer of assets to a newly formed entity that suggests
bad faith. It is the transfer of assets in admitted violation of an anti-transfer provision to a newly
formed entity controlled by the transferor that establishes bad faith. Squires Motel, LLC, 426
B.R. at 35.

Levinsky is also inapposite on its facts. Levinsky concerned the transfer of property from
individuals to a newly-formed New York general partnership with the individuals as the general
partners. Id. at 216. The court held that the transfer did not impair the substantive or procedural
rights of creditors of the individuals because under New York partnership law, the individuals
remained as “as liable as partners for their debts as they were as individuals.” Id. at 218. Here
of course, the transfer was to a New York corporation where a shareholder is not liable for the
debt of the corporation. See generally Townley v. Emerson Elec. Co., 178 Misc.2d 740, 742-43,
681 N.Y.S.2d 741 (N.Y. Sup. Ct. 1998).

Moreover, the absence of notice of the transfer also distinguishes this case from Levinsky.

In that case, the creditor claimed a fraudulent conveyance of property from a corporation to
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individuals in violation of an anti-transfer provision. Levinsky, 23 B.R. at 221.” The court held
that the creditor “had clear notice” of the transfer, the transfer had been accomplished for the
benefit of the creditor, and the creditor had raised no issue for ten years during which mortgage
payments were made until the individuals transferred their interest to a general partnership and
filed for bankruptcy. 1d. In the present case, there was not “clear notice” to the lender. There
was no notice at all.
2. There Exists Substantial or Continuing Loss to or Diminution of the

Estate and the Absence of a Reasonable Likelihood of Rehabilitation

Which Forms a Sufficient Alternative Basis for Affirming the

Bankruptcy Court Under 11 U.S.C. § 1112(b)(4)(A).

The monthly operating reports submitted by Adirondack justify dismissal on the basis
that there exists a “substantial or continuing loss to or diminution of the estate and the absence of
a reasonable likelihood of rehabilitation.” 11 U.S.C. § 1112(b)(4)(A). The United States
Trustee argued this basis for dismissal to the bankruptcy court and believes that it provides
support for the bankruptcy court’s decision to dismiss Adirondack’s case.

Adirondack, however, claims in its brief that “[n]o one made any allegation of gross
mismanagement or even a continuing loss to the Estate, 8 1112(4)(b)(A) and (B) [sic].” (App.
Br. at 2). This is incorrect. The United States Trustee has repeatedly advanced continuing loss
to the estate as a basis for dismissal. The first argument advanced in the United States Trustee’s

motion to dismiss was that “sufficient facts under 11 U.S.C. § 1112(b)(4)(A) . . . exist to convert

or dismiss this case.” (Bankr. Dkt. 27 at 5, { 20-22). The United States Trustee again referred

! The property at issue was held by individuals, transferred to a corporation under
their control, transferred back to the individuals and held by individuals for ten years until
shortly before the bankruptcy case at which time the individuals formed a general partnership
and filed for bankruptcy as a general partnership. Levinsky, 23 B.R. 213-15.
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to this basis for dismissal in its Second Supplement and in two hearings on the motion. (Bankr.
Dkt. 67 at 4; Bankr. Dkt. 95 at 8; Bankr. Dkt. 97 at 10).

For the same reasons that objective bad faith exists in the filing of this case, there is also
continuing and substantial loss to the estate. Throughout the period covered by the operating
reports, Adirondack continued to accrue outstanding secured debt, well outstripping any cash
flow or proceeds from the rental of its properties. Taub v. Taub (In re Taub),427 B.R. 208, 231
(Bankr. E.D.N.Y. 2010) (“One indication of continuing loss to the bankruptcy estate is negative
cash flow after the bankruptcy case is commenced.”). Adirondack has made no payments to its
secured creditor throughout this case and offered nothing where it was asked in the monthly
reports to explain its plan for repaying secured debt. In re Strawbridge, No. 09-17208, 2010 WL
779267, at 4 (Bankr. S.D.N.Y. March 5, 2010) (“[The debtor] Strawbridge continues to [flout]
her payment obligations to her secured creditors, causing continuing losses to the estate.”); see
also In re 3868-70 White Plains Road, Inc., 28 B.R. 515, 518 (Bankr. S.D.N.Y. 1983) (finding
continuing and substantial loss to the estate where “[t]he debtor has been unable to make any
payments to its first mortgagee during the pendency of this case, which is now over six months
old.”).

The continual and substantial loss to the estate cannot be rebutted by asserting, as
Adirondack does, the mining permit claim as an integral part of Adirondack’s plan of
rehabilitation. (App. Br. at 4). Whatever merits the mining permit claim may have, courts have
tended to disregard the potential effect that recovery from a lawsuit would have on the
rehabilitation prospects of a debtor. See In re FRGR Managing Member LLC, 419 B.R. 576, 584

(Bankr. S.D.N.Y. 2009) (collecting cases); In re Rey, No. 04 B 35040, 2006 WL 2457435, at *7
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(Bankr. N.D. lll. Aug. 21, 2006) (“To confirm a plan, a debtor’s income projections must be
based on concrete evidence and must not be speculative or conjectural. A lawsuit’s outcome,
though, is always speculative. Without a solid basis for believing litigation is highly likely to
generate large sums of money quickly, it cannot provide a sufficiently reliable source of income
to support confirmation.”) (internal citations omitted); cf. In re Jensen, 425 B.R. 105, 110
(Bankr. S.D.N.Y. 2010) (finding debtor’s chapter 13 plan infeasible because it was premised in
part on a “speculative lawsuit”).

There is no reason to believe that losses to the estate have not continued to present and,
aside from its aspirations to solvency, there is no reason to believe that these losses will not
continue into the future. Id. at *19 (“The debtor’s ‘boundless confidence’ that reorganization
will be successful is not a sufficient basis on which to conclude that rehabilitation is possible.”)
(citing Hansen, Inc. v. Tiana Queen Motel, Inc. (In re Tiana Queen Motel, Inc.), 749 F.2d 146,
151 (2d Cir.1984)). The record provides ample support for this Court to conclude that
“continual and substantial loss to the estate” persists and that the case should be dismissed on

that basis.

* * *

18



CONCLUSION
For these reasons, the United States Trustee respectfully asks this Court to affirm the

order of the bankruptcy court to dismiss Adirondack’s case.
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Counsel for Appellant respectfully requests oral argunent to
illumnate the party’s positions and to aid the Court in reaching

its decision.



STATEMENT OF RELATED CASES
We know of no case currently pending before this Court
related to these two cases, which have been consolidated on

appeal .



IN THE UNI TED STATES COURT OF APPEALS
FOR THE SI XTH CI RCUI T

No. 03-3484, 03-3303

In re: AIRSPECT AIR, | NC., DEBTOR

JEFFREY L. NI SCHW TZ ET AL.,

Appel | ees,

V.

SAUL EI SEN, U.S. TRUSTEE FOR REG ON 9,

Appel | ant.

ON APPEAL FROM THE UNI TED STATES
BANKRUPTCY APPELLATE PANEL OF THE SI XTH CIRCU T

FI NAL BRI EF FOR FEDERAL APPELLANT

STATEMENT OF JURI SDI CTI ON

This is a bankruptcy case where the United States Trustee
appeal ed from a deci sion of the Bankruptcy Appellate Panel
(“BAP"). The bankruptcy court’s jurisdiction in the underlying
chapter 11 proceedi ng was proper under 11 U S.C. 8§ 157(b)(1).
The bankruptcy court authorized Airspect Air, Inc. (“Arspect”)
to retain Jeffrey NNschwitz and related attorneys (“Nischwitz”)
as special counsel. The bankruptcy court awarded fees to
Ni schwi tz, who appeal ed the anmount of that award to the BAP. The
BAP had jurisdiction over that appeal under 28 U S.C. 88 158(b)

and (c). On February 6, 2003, the BAP reversed. Airspect’s sole



interest-holder filed a notice of appeal to this Court on

February 27, 2003; that case was docketed as Nischwitz v.

M skovic, No. 03-3303. The United States Trustee filed a tinely
notice of appeal on April 2, 2003, based on his authority to “be
heard on any issue in any case or proceeding under [Title 11].”

11 U S.C 8 307; Inre Pillowex, Inc., 304 F.3d 246, 250 (3d

Cr. 2002); In re Donovan Corp., 215 F.3d 929, 930 (9th G

2000); see also Fed. R App. P. 4(a)(1).! This Court has
jurisdiction over this appeal pursuant to 28 U . S.C. 8§ 158(d).
| SSUE PRESENTED

Whet her a bankruptcy court that authorizes enploynent of a
pr of essi onal as special counsel under 11 U S. C. 8§ 327(e) al so
presunptively approves that professional’s contingent fee
agreenent as a “tern|{] or condition[] of enploynent” for purposes
of 11 U.S.C. § 328(a).

STATEMENT OF THE CASE

This case arises fromAirspect’s voluntary petition for
reorgani zati on under chapter 11. 11 U.S.C. § 1101, et seq. The
bankruptcy court authorized Airspect, as a debtor-in-possession,
to retain NNschwitz as special counsel. N schwitz applied for
fees, but the bankruptcy court awarded only part of the requested

anount. Nischwitz appealed to the BAP, which reversed and

! In the alternative, we ask that this brief be considered
as an anicus curiae brief in Nischwitz v. M skovic, 03-3303.
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remanded. On remand, the bankruptcy court again awarded only
part of Nischwitz's requested fees. N schwitz appeal ed, and the
BAP agai n reversed.

STATEMENT OF FACTS

1. St at ut ory Backagr ound

Thi s case concerns three Bankruptcy Code provisions that
regul ate the enploynent of special counsel by trustees or
debt ors-i n-possession.? Under 11 U.S.C. 8§ 327(e) (“Section
327(e)”), bankruptcy courts nmay authorize enpl oynent of speci al
counsel if such enploynent is in the estate’s best interest, and
if the attorney does not represent or hold any interest adverse
to the debtor or the estate with respect to the matter on which
t he professional is enployed.?

Paynent of special counsel is governed by 11 U S.C. § 328
(“Section 328”) and 11 U.S.C. 8§ 330 (“Section 330"). Section 328
al l ows, but does not require, bankruptcy courts to approve terns

and conditions of enploynent proposed by the trustee or

2 11 U S.C § 1107 provides that, in respects pertinent
here, “a debtor in possession shall have all of the rights * * *
and powers, and shall performall the functions and duties * * *
of a trustee serving in a case under this chapter.”

3 11 U S.C § 327(e) (“The trustee, with the court’s
approval, may enploy, for a specific special purpose * * * an
attorney that has represented the debtor, if in the best interest
of the estate, and if such attorney does not represent or hold
any interest adverse to the debtor or to the estate with respect
to the matter on which such attorney is to be enpl oyed.”).
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debtor-in-possession if they are “reasonable.” |f the
bankruptcy court chooses to approve specific enploynent ternms,
those ternms nust be foll owed, and cannot be changed by the
bankruptcy court unless they “prove to have been inprovident in
i ght of devel opnents not capabl e of being anticipated at the
tinme.” 11 U.S.C. § 328(a).

| f a bankruptcy court does not approve specific enpl oynment
terms, or if such ternms prove inprovident, conpensation is
determ ned by the bankruptcy court under Section 330, after
notice and a hearing.® Section 330 allows bankruptcy courts to
awar d reasonabl e conpensation to approved professionals for
“actual, necessary services rendered’” and “actual, necessary

expenses.” 11 U . S.C § 330.

4 11 U.S.C. 8 328 (“The trustee, * * * with the court’s
approval, may enploy [special counsel] * * * on any reasonabl e
terms and conditions of enploynment, including on a retainer, on
an hourly basis, or on a contingent fee basis. * * * [T]he court
may al |l ow conpensation different fromthe conpensation provi ded
under such terns and conditions after the conclusion of such
enpl oynment, if such terns and conditions prove to have been
i mprovident in |ight of devel opnents not capabl e of being
anticipated at the tine of the fixing of such terns and
conditions.”).

® 11 U S.C § 330 (“After notice * * * and a hearing, and
subject to [Section 328], * * * the court may award to [speci al
counsel] * * * (1) reasonabl e conpensation for actual, necessary
services rendered * * * based on the nature, the extent, and the
val ue of such services, the tine spent on such services, and the
cost of conparable services other than in a case under this
title; and (2) reinbursenent for actual, necessary expenses.”).
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2. Fact ual Backgr ound

Airspect Air, Inc. provided aircraft services at the
Akron-Fulton International A rport, and held a | ease with the
City of Akron prescribing rent and fees for use of the airport.
When | egal disputes arose concerning the | ease, Airspect sued the
Cty of Akron in state court. (R 161 at 2, J.A 397) In
Decenber 1995, Airspect’s counsel wthdrew fromthat litigation
and Airspect retained NNschwitz. In turn, Nischwitz referred
Airspect to a bankruptcy attorney, and on March 13, 1996,
Airspect filed for chapter 11 reorgani zation. The state |awsuit
concerning the | ease was stayed and transferred to federal
bankruptcy court as an adversary proceeding in the chapter 11
reorgani zation. (R 191 at 3-4, J.A 418-419)

During the bankruptcy proceedi ngs, Airspect adm nistered its
affairs as a “debtor in possession.” See 11 U S. C 8§ 1107. (R
19 at 1, J.A 26) On May 3, 1996, Airspect applied to the
bankruptcy court for authorization to enploy N schwitz as speci al
counsel to handle issues concerning the prior state lawsuit. See
11 U.S.C. 8§ 327(e) (governing the appoi ntnment of speci al
counsel). Airspect’s application requested a $7000 retai ner and
indicated that “[f]ees, other than expenses, are to be paid on a
contingency basis and are subject to approval by this court. The
fee agreement states 33%[sic] if settled at |east two weeks

before trial; 40%if within two weeks of trial or, after



commencenent of trial; 50%if post-trial or re-trial.” On My
20, 1996, the bankruptcy court issued an order authori zing
Ni schwitz’s enpl oynent, and all owi ng paynment of the $7000
retainer. The order also directed “Nischwitz * * * [to] submt
application for fees to this Court for approval.” (R 24 at 1,
J.A 30) In July 1999, the chapter 11 proceedi ngs concl uded when
t he bankruptcy court granted Airspect’s notion to settle the case
and sell the estate’s assets. Airspect surrendered the | eased
property and received $575,000 fromthe City. (R 208 at 3, J.A
457)

On February 2, 2000, Nischwitz applied to the bankruptcy
court for $189,750 in fees (33% of Airspect’s total paynent).
(bj ections were filed by Airspect’s sole interest-hol der, Spasoje
M skovic. (R 191 at 7, J.A 422) On February 28, 2000, the
U S. Trustee filed conmments suggesting that the anmount of
Ni schwitz’s fees was “a two party dispute” that should be
“resol ved by the Court” using standards of “reasonableness.” (R
144 at 1-2, J.A 211-212) On March 6, 2000, the U S. Trustee
comented that he had no objection to the anbunt of Nischwitz’s
fee request.® (R 146 at 1, J.A 392) At that tinme, there was

no dispute that Nischwitz’s fees would be determ ned pursuant to

6 The U S. Trustee interprets his second coment, which was
filed four days after a hearing on Nischwtz's fees, as
reasserting the views expressed in the first comrent, nanely,
that the precise anount of Nischwitz’'s fees constitutes a two
party dispute to be resolved by the court according to standards
of reasonabl eness.



Section 330's standard of “reasonabl eness.” On Septenber 23,
2000, the bankruptcy court held that Nischwitz's fees were not
conpensabl e under the contingent fee agreenent, and the court
awar ded Ni schwitz $37,050 for “actual and necessary” services
under Section 330. (R 191 at 8, J.A 423)

Ni schwi tz appeal ed, and on August 10, 2001, the BAP
reversed. The BAP held that the bankruptcy court had, inits
initial order authorizing Nischwitz's enploynent, inplicitly
“approved the retention agreenent * * * petween N schwitz and the
Debtor” as a termor condition of enploynent under Section 328.
(R 191 at 5, J.A 420) Because the BAP concluded that the
contingent fee had been approved as a term of enpl oynent under
Section 328, the BAP held that the bankruptcy court had erred in
awar di ng fees using Section 330's reasonabl eness standard.
Accordingly, the BAP determ ned that N schwitz nust be paid
according to his fee agreenent unless the agreenent was
“Iinprovident” as that termis used in Section 328. Because the
bankruptcy court had not nade any findings of inprovidence, the
BAP reversed and remanded with instructions for the bankruptcy
court to apply Section 328. (ld. at 10-11, J. A 436-37)

On March 29, 2002, the bankruptcy court again awarded
Ni schwitz $37,050. The bankruptcy court first expressed its view
that it had never approved Nischwitz’'s fee agreenent under

Section 328. The bankruptcy court explained that fee agreenents



may be “approved” under Section 328 only if (i) the application
to enpl oy counsel under Section 327(e) unanbi guously requests
approval of fees under Section 328, and (ii) the court

uncondi tionally approves that application. The bankruptcy court
found such approval lacking in this case for three reasons.
First, Airspect’s application to enploy N schwitz under Section
327(e) did not invoke Section 328. Second, the order authorizing
Ni schwitz’s enploynent did not nention the fee arrangenent.
Third, all briefs concerning Nischwitz’s fee request had, prior
to the BAP appeal, relied only on Section 330, not Section 328.
(R 197 at 11-12, J. A 437-38)

The bankruptcy court nonethel ess followed the BAP s
instructions and applied Section 328. The bankruptcy court
determned that Nischwitz’'s fee agreenent was “inprovident” under
Section 328, and therefore granted rei nbursenent only of $37, 050
in “actual, necessary expenses” under Section 330. (ld. at 13-
18, J.A. 438-44)

Ni schwi tz appeal ed, and on February 6, 2003, the BAP again
reversed. First, the BAP held that Nschwitz’'s fee agreenent was
not “inprovident” under Section 328. (R 208 at 8-12, J.A 462-
66) Second, the BAP found that the bankruptcy court had
“clearly” approved Nischwitz’s contingent fee agreenent under
Section 328 by granting Airspect’s notion to enpl oy speci al

counsel under Section 327(e). (ld. at 13, J.A 467) The BAP held



t hat because Airspect’s notion to enploy Nischwitz under Section
327(e) indicated that fees, other than expenses, “are to be paid
on a contingency basis,” (ibid.) “[i]f the bankruptcy court had

w shed to approve his enploynment on sone other basis, it had the
duty, in all fairness, to propose a different enploynent,” (id.
at 18, J. A 472). The BAP s concl usion regarding Section 328 was
not altered by the bankruptcy court’s statenent that N schwtz
must “submt application for fees to [the] Court for approval.”
Rat her, the BAP held that the bankruptcy court’s reserved right
to review Nischwitz’s fees was not enough to all ow determ nation
of fees by the court under Section 330. (ld. at 16-18, J. A 470-
72) The BAP concluded that “[merely reciting * * * that obvious
statutory requirenents are in effect does not warn counsel that
he is being enployed on a basis other than the one he agreed to.
Thus, where counsel clearly proposes a specific enploynment and
the court wishes to change it, the court should clearly restate
the different terns of enploynent.” (ld. at 18, J.A 472)

On February 27, 2003, Mskovic filed a notice of appeal to
this Court fromthe BAP' s decision. On April 2, 2003, the United
States Trustee filed a notice of appeal based on his authority to
“be heard on any issue in any case or proceeding under [Title

11].” 11 U.S.C. § 307.7

" United States Trustees are officials of the Departnent of
Justice appointed by the Attorney CGeneral to supervise the
adm ni stration of bankruptcy cases and trustees. See 28 U. S.C
88 581-589 (specifying the powers of United States Trustees); |n
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SUVVARY OF ARGUMENT

Departing fromprinciples adopted by the Third, Fifth, and
Ninth Crcuits, the BAP held that Nischwitz’ s contingent fee
agreenent was |egally binding under Section 328 even though the
bankruptcy court neither nentioned Section 328 nor explicitly
“approved” the terns of Nischwitz's fee agreenent. | nstead,
contrary to settled law, the BAP presuned that Nischwitz's fee
agreenent had been approved under Section 328 because the
bankruptcy court authorized N schwitz's enploynment under Section

327(e). That reasoning conflates distinct |egal inquiries under

re Revco D.S., Inc., 898 F.2d 498, 499 (6th Cr. 1990) (“The
United States trustee, an officer of the Executive Branch,
represents * * * [the] public interest.”); In re Colunbia Gas
Sys., Inc., 33 F.3d 294, 296 (3d Cr. 1994) (noting that United
States Trustees oversee the bankruptcy process, protect the
public interest, and ensure that bankruptcy cases are conducted
according to law). United States Trustees have express statutory
standing to appear and be heard on any issue at any stage of a
bankruptcy case. See 11 U S.C. 8 307; Inre Revco D.S., Inc.,
898 F.2d at 499 (applying 11 U S.C. 8 307); In re Pillowex,
Inc., 304 F.3d 246, 255 n.7 (3d Cr. 2002) (“It is difficult to
conceive of a statute that nore clearly signifies Congress’s
intent to confer standing” to pursue clains agai nst bankruptcy
professionals.); In re Donovan Corp., 215 F.3d 929, 930 (9th Cr
2000) (finding that the U S. Trustee has standing under § 307 to
appeal bankruptcy court’s denial of her notion for disgorgenent
of paynments received by debtor’s counsel); In re Colunbia Gas
Sys. Inc., 33 F.3d at 295-299 (noting that the U S. Trustee has
broad standing, including the ability to chall enge investnent
guidelines for a chapter 11 debtor); In re dark, 927 F.2d 793,
795-96 (4th Gr. 1991) (finding standing to appeal the denial of
a notion to dismss); Inre Plaza de D ego Shopping Cr., Inc.,
911 F.2d 820, 824 (1st Cir. 1990) (allowing the U S. Trustee
standing to appeal the appointnment of a private trustee).

10



Section 327(e) and Section 328, and m sconstrues bankruptcy
courts’ gatekeeping function with respect to professional fees.

Under Section 327(e), bankruptcy courts determ ne whet her
prof essional enploynent is in the estate’s best interest and
whet her the professional is free of disqualifying conflicts of
interest. |f so, the bankruptcy court considers the separate
question of how such professionals should be paid. Under Section
328, bankruptcy courts nmay approve proposed terns of conpensation
if they are “reasonable.” But if specific terns of enploynent
are not approved by the court, Section 330 allows paynent only
for “actual, necessary services rendered” and “actual, necessary
expenses.”

In this case, the bankruptcy court’s May 1996 order
authorized Nischwitz’'s enploynment under Section 327(e). But that
order never determned that Nischwitz’s fee agreenent was
“reasonabl e” for purposes of Section 328, nuch |less did the order
“approve” Nischwitz's fee agreenment as legally binding. On the
contrary, the order expressly reserved the bankruptcy court’s
right to review Nischwitz’s fees. The Bankruptcy Code does not
presunme that fee agreenents are “reasonable” until found
unr easonabl e, nor that they are “approved” unl ess di sapproved.
Thus, the bankruptcy court’s silence with respect to Nischwitz’s
contingent fee agreenent in no way “approved” such conpensation

under Section 328. Under the Bankruptcy Code, private enpl oynent

11



agreenents have no necessary effect on determning fees until and
unl ess the bankruptcy court “approves” ternms of enpl oynent under
Section 328. Primary evidence of bankruptcy court approval nust
be sought in the express terns of the bankruptcy court’s order,
and there is no such evidence in this case.

Bankruptcy courts have i ndependent discretion to authorize
pr of essi onal enploynent and to prescribe the anount of
prof essi onal s’ paynent, and those judgnents may be nade
si mul t aneously or separately. The BAP was wong in conpelling
t he bankruptcy court to “use or lose” its discretion to determ ne
fees under Section 330. As Section 330 indicates, bankruptcy
courts have inherent authority by default to award fees for
“actual, necessary services rendered’” and “actual, necessary
expenses.” Contrary to the BAP' s ruling, bankruptcy courts do
not need to “di sapprove” a contingent fee agreenent, much | ess
must they propose “different ternms of enploynment” to preserve
their authority under Section 330. Accordingly, in this case,
where the bankruptcy court’s retention order did not nention a
fee agreenent, that agreenent was not “approved” and does not

bi nd the bankruptcy court under Section 328.
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STANDARD OF REVI EW
Bankruptcy courts’ decisions regarding attorney’s fees are

revi ewed for abuse of discretion. In re Kisseberth, 273 F. 3d

714, 719 (6th Gr. 2001). \Whether authorization of enploynent
under Section 327(e) presunptively constitutes approval of fees
under Section 328 is a legal question that is reviewed de novo.

See In re Federated Dep’t Stores, Inc., 44 F.3d 1310, 1315 (6th

Cr. 1995).
ARGUMENT

The bankruptcy court authorized Nischwitz’s enpl oynent and
approved paynent of a $7000 retainer, as Airspect had request ed.
But Airspect did not request, and the bankruptcy court did not
grant, approval of Nischwitz s contingent fee agreenment. Because
the court did not “approve” Nischwitz’s contingent fee agreenent
for purposes of Section 328, the bankruptcy court was authorized
under Section 330 to reinburse only Nischwtz' s “actual,
necessary services rendered’” and “actual, necessary expenses.”

| . The Bankruptcy Code Requires Deternination of
Ni schwitz's Fees Under Section 330.

The BAP reasoned that the bankruptcy court necessarily
approved Nischwitz’s contingent fee agreenent under Section 328
when it approved his enploynment for purposes of Section 327(e).
(R 208 at 13, J.A 467) But that analysis, which has not been
adopted by any court of appeals, msconstrues the rel evant

provi sions of the Bankruptcy Code. The Code provi des two nethods
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for bankruptcy courts to award professional fees. |If the
bankruptcy court pre-approves specific, “reasonable” terns and
condi tions under Section 328, those terns are binding unless they
are found to have been “inprovident.” |In the vast mpjority of
cases, however, bankruptcy courts wait until the professionals’
services are rendered, and then approve rei nbursenent under
Section 330 of “actual, necessary services rendered” and “actual,
necessary expenses.” The Bankruptcy Code prescribes conpensation
under Section 330 as a default rule, and assigns bankruptcy
courts the discretion to pre-approve specific terns under Section
328. The BAP's contrary conclusion that “[t] he provisions of

8§ 328 are not exceptions to those in 8 330" conflicts with clear
statutory text. Conpare R 208 at 17, J. A 471 wth 11 U S. C

8 330 (authorizing courts to rei nburse actual expenses “subject
to section[] * * * 328").

The BAP also failed to acknow edge the difference between
general authorization of enploynent under Section 327(e) and
approval of specific enploynent terns under Section 328. Section
327(e) provides that a professional’s enploynent nust be in the
estate’s best interest, and that the professional nust not suffer
froma disqualifying conflict of interest. Section 328 inposes

additional requirenents that the specific terns of enploynent be

“reasonabl e” and that the bankruptcy court exercise its

di scretion to “approve” those terns.
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Airspect’s notion to enploy Nischwitz illustrates those
different standards. Consistent with Section 327(e), Airspect’s
notion to enploy Nischwitz contained specific allegations that
“I'i]t would be in this best interest of the estate to enpl oy
Ni schwitz” and that Nischwitz had “no connection as relates to
the debtor, any of the creditors or any party in interest.” (R
19 at 1-2, J. A 26-27) The notion did not, however, contain any
al l egation under Section 328 that the terns of Nischwitz' s fee
agreenent were “reasonable.” That om ssion expl ains why the
bankruptcy court declined to consider whether Nischwitz’'s fee
agreenent was “reasonabl e” for purposes of Section 328, and
declined to “approve” that agreenent as legally binding. The
i ssue of reasonabl eness, which is critical under Section 328, did
not arise before the bankruptcy court because both Airspect and
the court were focused solely on standards for general
aut hori zation of enpl oynent under Section 327(e).

The BAP's statenent is unsupported that, in approving
Ni schwitz’s general enploynent under Section 327(e), the
bankruptcy court “clearly” approved his contingent fee agreenent.
(R 208 at 13, J.A 467) The BAP overl ooked the fact that the
bankruptcy court’s May 1996 order authorizing Nischwitz’s
enpl oynent did not nention the fee agreenent. The BAP al so
di scarded the bankruptcy court’s explanation on remand that it

had not intended to approve the fee agreenent under Section 328

15



when it authorized Nischwitz's enploynent. (R 208 at 11-12,
J. A 465-66)

| nstead, the BAP focused on two sentences in the bankruptcy
court’s March 2000 decision to award fees under Section 330.
First, the BAP relied on the bankruptcy court’s factual
observation that “Applicant was retained as special counsel on a

contingency basis.” (R 208 at 13, J.A 467) Nothing in that

statenent supports the BAP' s conclusion that the bankruptcy court
approved Nischwitz's fee agreenent. On the contrary, the
bankruptcy court’s opinion nmakes clear that its May 1996 order
did not intend to approve that agreenent. (R 208 at 11-12, J. A
465-66) The bankruptcy court’s view of the May 1996 order al so
finds support in the order’s text, which did not even nention

Ni schwitz’s fee agreenent.

Second, the BAP noted that, in awarding fees under Section

30, the bankruptcy court’s first step was to “assess[] the award
of professional fees * * * by reference to [the contingent fee]
agreenent.” (R 208 at 13, J.A 467) Regardless of whether a
fee agreenent that |acks bankruptcy court approval is a proper
basis for determ ning fees under Section 330, the bankruptcy
court’s statenent in no way suggests that the fee agreenent was
judicially approved under Section 328. |Indeed, the very decision

to apply Section 330 inplicitly contradicts such approval.
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In any event, the BAP was wong to focus on two isol ated
statenents fromthe bankruptcy court’s March 2000 opi nion. The
critical evidence of what the bankruptcy court allegedly
“approved” in its May 1996 order nust be the order’s explicit
| anguage. The bankruptcy court’s May 1996 order does not support
the BAP's ruling because it does not nention, nust |ess approve,
Ni schwitz’s fee agreenent.

Wt hout |egal support, the BAP assuned that a bankruptcy
court’s decision to authorize professional enploynent under
Section 327(e) presunptively and inplicitly approves any fee
agreenent that is in place for purposes of Section 328. Thus,
the BAP felt justified in asking “[w hat arrangenent did the
court approve,” and in replying that Nischwitz’s enpl oynent was
offered “only on a contingent fee basis.” (R 208 at 17-18, J. A
471-72) The BAP simlarly declared that the bankruptcy court had
a duty to warn Nischwitz if it wshed to “change” the terns of
enpl oynent or “to propose a different enploynent.” (lLd. at 18,
J.A 472)

That analysis is incorrect. The bankruptcy court had no
duty to “warn” Nischwitz of any “change[d]” terns of enploynent
because the bankruptcy court had never “approved” such terns in
the first place. |Indeed, Airspect’s application to enpl oy
Ni schwitz never requested approval for the contingency fee

arrangenent, and that application expressly noted that the court
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woul d retain authority to review fee requests. Under Section
328, professionals may rely on specific terns and conditions of
enpl oynent only if a bankruptcy court approves them
Professionals are not entitled to rely on fee agreenents sinply

because such agreenents are nentioned by the applicant in a

noti on before the bankruptcy court —and that is all N schwtz
did here.
Appl i cants have | ong borne the burden of showing that their

requested fee award is warranted. See, e.qg., Zolfo, Cooper & Co.

V. Sunbeam Oster Co., 50 F.3d 253, 261 (3d Cr. 1995). 1In

contrast, bankruptcy courts have never been required to
denonstrate that a proposed fee agreenent was not approved, in
order to preserve their statutory authority to set fees under
Section 330. The BAP' s contrary ruling in this case finds no
support in the Bankruptcy Code, and its upsi de-down burden of
proof woul d constrain bankruptcy courts’ gatekeeping role with
respect to professional fees.

1. Decisions From Qher Crcuits Require Determ nation O
Ni schwitz's Fees Under Section 330.

The BAP characterized its judgnent as stenmng fromthe

Fifth Crcuit’'s decision In re National Gypsum Co., 123 F.3d 861

(5th CGr. 1997). But in fact the BAP's decision conflicts with
rulings fromthe Third, Fifth, and Nnth Grcuits, each of which
has applied Section 328 only where a bankruptcy court has

specifically approved a termor condition of enploynent. See
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Zol fo, Cooper & Co. v. Sunbeam Oster Co., 50 F.3d 253, 261-62 (3d

Cr. 1995); In re National Gypsum Co., 123 F.3d at 862; Inre

Crcle K Corp., 279 F. 3d 669, 671 (9th Cr.), cert. denied, 536

U.S. 959 (2002).

Contrary to the BAP s characterization, In re Nationa

Gypsum does not support the result in this case. The | anguage of

t he bankruptcy court’s order in In re National Gypsumexplicitly

aut hori zed professional enploynent “‘upon the terns and

conditions of [a] certain engagenent letter dated April 16,

1991.”’” |d. at 862 (quoting bankruptcy court order) (enphasis
added). The bankruptcy court in this case, by contrast, never
approved any term of enpl oynent except the $7000 retainer. The

controversy in In re National Gypsum —which is not at issue here

—was whet her the bankruptcy court’s express approval of terns
was contradi cted by the bankruptcy court’s statenent that it
“retain[ed] the right to consider and approve the reasonabl eness
and anount of * * * fees on both an interimand final basis.”
Ibid.

The Fifth Crcuit in In re National Gypsumresolved the

internal conflict in the bankruptcy court’s decision, which
approved a term of enploynent yet asserted discretion to alter
that term by narrowy construing the court’s “retain[fed] * * *
right to consider and approve” fees. The Fifth Grcuit

interpreted the bankruptcy court as nerely “recit[ing] its
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control of the conpensation in the event of subsequent and
unanti ci pated circunstances affecting the reasonabl eness of that
agreed fee,” id. at 863, i.e., as reserving only questions of

“i nprovi dence” under Section 328. Even if that were a fair

construction of the order in In re National Gypsum the Fifth

Circuit’s anal ysis does not support the BAP s result in this
case, because the bankruptcy court here did not expressly approve
Ni schwitz’s contingency arrangenent in its order authorizing his
enpl oynment under Section 327(e).

Moreover, the Ninth Crcuit has cogently criticized that

aspect of In re National Gypsum The Ninth Grcuit noted that

bankruptcy courts do not need expressly to “retain” their
authority to review professional fees for “inprovidence” under

Secti on 328. See Inre B.UM Int'l, Inc., 229 F.3d 824, 829

(9th Cr. 2000). Thus, the Fifth Grcuit’s approach nmakes
superfluous the bankruptcy court’s effort to “retain” supervisory
revi ew over professional fees. Mreover, the bankruptcy court’s

| anguage in In re National Gypsuminvoked authority to review

fees’ “reasonabl eness,” which appears significantly broader than
mere “inprovidence” anal ysis under Section 328.
Regardl ess of how this Court would decide a case like In re

Nati onal Gypsum the Fifth Crcuit’s analysis does not support

the BAP's decision in this case. Here, the bankruptcy court’s

order contains no internal conflict because that order does not
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i ncl ude any | anguage approving Nischwitz’s fee agreenent. On the
contrary, the bankruptcy court expressly directed that N schwitz
“submt application to [the] Court for approval” of fees, and the
court never indicated approval of the parties’ private agreenent
regarding fees. Consistent wwth the face of the May 1996 order,

t he bankruptcy court’s requirenment that Nischwitz submt fee
requests for further judicial approval only illustrates that the
bankruptcy court did not “approve” Nischwitz' s contingent fee
agreenent under Section 328 when it authorized his enpl oynent

under Section 327(e). Even the Fifth Grcuit in In re National

Gypsum readi | y acknow edged that terns of enploynent nust be
judicially approved in order to be legally binding. 123 F. 3d at
862. No such approval occurred in this case; thus, the
bankruptcy court’s order cannot reasonably be read as granting
Ni schwitz a legal right to his contingent fee.

The BAP's analysis also conflicts wiwth cases fromthe Ninth
and Third Crcuits analyzing judicial “approval” under Section

328. The Ninth Crcuit inlnre B.UM International, Inc.

refused to restrict a bankruptcy court’s authority to award fees
under Section 330, even though the bankruptcy court had
explicitly approved enploynent “under the terns and conditions
set forth in the application.” 229 F.3d at 826. The court of
appeal s reached that result because the bankruptcy court’s order

al so stated that ““all fees and costs * * * are subject to Court
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approval ,’” and the bankruptcy court clarified its intent to
review t he reasonabl eness of professional fees after the services
were rendered. 1bid. G ven such conflicting evidence of
“approval” and a reserved right to disapprove, the NNnth Crcuit
concl uded that the bankruptcy court had “conditionally” approved
the professional’s terns of enploynent, and that the court was
not | egally bound because it had “not convey[ed] its conplete
approval under § 328.” 1d. at 829.

Al though the Ninth Crcuit’s anal ysis denonstrates an
appropriately narrow interpretation of the term “approve,” that
approach al so can be taken too far. For exanple, the Ninth

Circuit’s analysis of Section 328 in Inre Crcle K Corp., 279

F.3d at 673-74, unduly focused on the applicant’s retention
application, apparently requiring applicants to cite Section 328
specifically. That pleading requirenment seens unnecessary under
t he Code. Because Section 328 turns explicitly on whether the
bankruptcy court has “approved” ternms and conditions, the primary

factor is the court’s opinion, not the litigant's application.?

8 Indeed, the result in Crcle Kis supportable w thout
reference to the litigant’s application. The bankruptcy court’s
order stated that the professional should be paid “the anount of
$100, 000 per nmonth and rei mburse[d] expenses as set forth in the
Application and Retainer Agreenment subject to review by the court
inafinal fee application to be submtted * * * on notice
pursuant to rel evant provisions of the Bankruptcy Code.” [d. at
672 (enphasis added). Under Inre B.U M, 229 F.3d at 829, that
reservation of judicial reviewis enough to render the bankruptcy
court’s order a “conditional approval,” which does not bind the
bankruptcy court’s authority to calcul ate fees under Section 330.
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Thus, although the better practice would be for applicants to
cite Section 328 explicitly or to otherwi se nmake their intentions
clear, the United States Trustee does not view the Bankruptcy
Code as requiring any specific formof pleading for that purpose.

The Third Circuit’s opinion in Zolfo, Cooper & Co v.

Sunbeam Oster Co., 50 F.3d at 253, rests on simlarly solid

principles, but its analysis also may go too far in contexts
unrelated to this case. The Zolfo court stated that if a
bankruptcy court’s order does not “expressly and unanbi guously
state specific terns and conditions * * * that are being approved
pursuant to the first sentence of sentence 328(a), then the terns
and conditions are nerely those that apply in the absence of
specific agreenent.” 1d. at 261 (internal quotation marks
omtted). Articulating inportant bankruptcy principles, the
Third Crcuit explained its rule as:

a useful and appropriate presunption that prevents
courts from being bound to specific terns
unintentionally. There is no reason why the burden
shoul d be on the court to specify in its order
authorizing retention of the professional that it
rejects specific terns and conditions. |Instead, the
burden should rest on the applicant to ensure that the
court notes explicitly the terns and conditions if the
appl i cant expects themto be established at that early
point. Further, the bankruptcy court’s duty to conduct
an i ndependent exam nation of fee applications for
services rendered would be unduly restricted if

enpl oynent aut hori zation orders were routinely
construed as binding the court to particular ternms of
enpl oynent .

23



ld. at 262 (citation omtted); accord In re Engel, 124 F. 3d 567,

576-77 (3d Cir. 1997).

The anal ysis underlying Zolfo is unquestionably correct.

But the Third G rcuit was perhaps too strict in refusing to allow
bankruptcy courts to “approve” enploynent terns by reference and
incorporation within a judicial order. Specifically, although

t he bankruptcy court in Zolfo had authorized professional

enpl oynent “as set forth in the foregoing Mtion and Affidavit,”
the Third Crcuit interpreted Section 328 as requiring the court
explicitly to reiterate the pertinent enploynent ternms inits
order, rather than incorporate themby reference. Zolfo, 50 F.3d
at 262. \Wiere the bankruptcy court’s order explicitly refers to
enpl oynent terns and endorses them unanbi guously, it mght seem
overly formalistic to hold that such terns are not “approved”
unless directly set forth in full.

Accordingly, and consistent with principles adopted in three
other circuits, the United States Trustee views the Bankruptcy
Code as prescribing a “mddle ground” that flatly contradicts the
BAP's judgnent in this case. The BAP erred in finding that the
bankruptcy court had “approved” Nischwitz' s fee agreenent for
pur poses of Section 328, even though the court’s order never
mentioned that agreement —much | ess approved it. The BAP al so
erred in placing an unwarranted burden on the bankruptcy court to

“di sapprove” of any terns of enploynent it deenmed unsuitable, or
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forfeit its authority to regulate fees under Section 330. On the
ot her hand, proper recognition of bankruptcy courts’ gatekeeping
function does not require any particular formof “approval” or
“magi ¢ words” by the bankruptcy court or by applicants seeking
approval of enploynment ternms. Rather, Section 328 seens
satisfied if and only if the bankruptcy court’s order is
reasonably read, using standard nethods of interpretation, as
havi ng “approved” specific ternms and conditions of professional
enpl oynment. Approval of specific conpensation under Section 328
may occur within an order that also authorizes enpl oynent under
Section 327(e), but the BAP legally erred in holding that those
different types of judicial approval are interchangeabl e.

Rej ecting the BAP's interpretation of “approve” would al so
yield practical benefits for the general adm nistration of
bankruptcy proceedi ngs. Judges who preside over | arge bankruptcy
cases typically receive many professional enploynent applications
during the litigation's early stages. |In the exceptional case,
where specific terns of enploynent are necessary to obtain
adequat e professional services, an applicant may of course seek
approval of those terns at the tinme enploynent begins. In many
ot her contexts, however, bankruptcy courts approve professional
applications under Section 327(e), but the professionals’ fees
are restricted to what the court deens reasonable after a hearing

under Section 330.
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By bi ndi ng bankruptcy courts to fee agreenents that they
never intended to approve, the BAP' s rule would force courts and
litigants to scour the record before approving any professional’s
enpl oynent, for fear that a cursory description of sone
prof essional’s fee arrangenment m ght inadvertently constrain the
court under Section 328. That approach woul d needl essly increase
the adm nistrative costs of authorizing professional enploynent
under Section 327(e), and would incite novel litigation over how
much of a fee arrangenent nust be disclosed for preclusive effect
to attach under Section 328.

The BAP' s approach would al so risk substantial costs for the
estate by forcing bankruptcy courts to “inplicitly approve”
paynment of potentially excessive professional fees. Because
debtors are often insolvent, funds that go to their professionals
typically reduce creditors’ ability to recover. |ndeed, sone
debtors’ liabilities so exceed their assets that their chapter 11
cases are admnistratively insolvent, which neans that only
prof essional and simlar clains receive paynent. See 11 U.S.C.

8 507 (establishing priority of paynents). Even t hough Airspect
in this case ultimately had a surplus so that all creditors were
paid regardl ess of Nschwitz's fees, nore general concerns to
preserve estate assets explain why debtors may not hire or
conpensate counsel w thout judicial approval, and why bankruptcy

courts play such a critical role in supervising professional
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fees. Bankruptcy courts are responsible for approving counsel
under Section 327(e) and for either approving specific
conpensati on under Section 328 at the tine enpl oynent begins, or
determning fees at the end of the case under Section 330. By
[imting the bankruptcy court’s discretion and inproperly
reduci ng judicial authority to calculate fees under Section 330,
the BAP's rule distorts current bankruptcy practice and risks the
di version of estate funds to pay fees that no bankruptcy court
ever explicitly approved.

The United States Trustee submts that the nost sensible
rule is that prescribed by the Bankruptcy Code itself. \Were the
bankruptcy court’s order affirmatively “approves” specific terns
and conditions of professional enploynent as “reasonable,”
Section 328 applies. Under those circunstances, the bankruptcy
court has discharged its proper gatekeeping responsibility, and
t he professional nust be conpensated according to those terns
unl ess they prove to be “inprovident.” \Were the bankruptcy
court’s order authorizes enploynent for purposes of Section
327(e), but does not expressly approve ternms for conpensating
t hat enpl oynent, fee determ nations are governed by Section 330’s
default rule. Under those nore typical circunstances, paynent
issues are deferred until an evidentiary hearing after
pr of essi onal services are conplete, and the professional is

conpensated only for “actual, necessary services” and expenses.
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There is no reason that bankruptcy professionals should receive a
speci al presunption in favor of their fee agreenents, and the
Bankr upt cy Code does not create one. The BAP's contrary hol ding
is m staken.
CONCLUSI ON
For the foregoing reasons, this Court should reverse the
BAP' s judgnent and should remand for determ nation of whether the

anount of the bankruptcy court’s award under Section 330 was

proper.
Respectful ly submtted,
PETER D. KEI SLER
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STATEMENT REGARDING ORAL ARGUMENT

The appellee, John P. Fitzgerald, I11, the Acting United States Trustee for Region 1, believes
that the Court can decide this appeal on the briefs. Fed. R. Bankr. P. 8012; 1st Cir. BAP L.R. 8012-
1.

STATEMENT OF JURISDICTION

The United States Bankruptcy Court for the District of Massachusetts had jurisdiction over
Ms. Dora L. Aja’s bankruptcy case under 28 U.S.C. 157(b). Appendix (“App.”) at 1 - 30.> This
Court has jurisdiction over Ms. Aja’s appeal from the bankruptcy court’s March 19, 2010 order
denying her third request to reconsider its order converting her chapter 11 case to chapter 7 under
28 U.S.C. 158(a) and (c). Id. at 541.

STANDARD OF REVIEW

Denial of arequest for reconsideration is reviewed for abuse of discretion. Aybar v. Crispin-

Reyes, 118 F.3d 10, 15 (1st Cir. 1997).
STATEMENT OF THE ISSUE PRESENTED FOR REVIEW

The bankruptcy court granted the United States Trustee’s motion to convert Ms. Aja’s
chapter 11 case to chapter 7, because she failed to insure her assets, to open a debtor-in-possession
bank account and to appear at her initial debtor interview. 11 U.S.C. 1112(b). She failed to file a
timely appeal from the conversion order. She sought reconsideration three times. The third attempt
is at issue here. In order to prevail on reconsideration, a movant must demonstrate newly

discovered, material evidence or manifest error of law or fact.

! Ms. Aja’s appendix omits relevant parts of the record below. The United States
Trustee has included these documents in his Appendix and has separately moved to supplement
the record on appeal. 1st Cir. BAP L.R. 8009-2.

1
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The bankruptcy court re-opened the record and conducted a plenary hearing on the third
request for reconsideration. Ms. Aja admitted on the record that she had converted estate property
(rents) that she was required to surrender to the chapter 7 trustee. She also admitted that she had
skipped her chapter 7 section 341 meeting. She presented no newly discovered, material evidence
and identified no manifest error of law or fact.

Did the bankruptcy court abuse its discretion in denying Ms. Aja’s third request for
reconsideration?

STATEMENT OF THE CASE AND STATEMENT OF THE FACTS

A Nature of the Case.

This Court has twice ruled that Ms. Aja did not timely appeal the conversion order and that
the sole issue presented here is whether the bankruptcy court erred when it denied her third request
to reconsider. App. at 31 - 36.

On March 18, 2010, the bankruptcy court re-opened the record and conducted a plenary
hearing on Ms. Aja’s third request for reconsideration. Id. at 37 - 66; 532 - 540. As with her first
two requests, she presented no newly discovered, material evidence, and she identified no manifest
error of law or fact. Compare Id. at 490 - 493, and 500 - 503, with 532 - 540. She admitted that
she had converted estate property (rents) that she was required to surrender to the chapter 7 trustee.
Id. at 62 - 64. She admitted that she skipped her chapter 7 section 341 meeting. 1d. The bankruptcy

court denied reconsideration. 1d. at 18 - 19; 63 - 64; 541. This appeal followed. Id. at 13; 31 - 36.
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B. Statutory Framework.

Individuals file bankruptcy to stop collection actions and to relieve themselves of personal
liability for their debts. Like Ms. Aja, the vast majority of people who file for bankruptcy do so
voluntarily. 11 U.S.C. 301 et seq.

Individuals may choose to file bankruptcy under chapters 7, 11 or 13 of title 11. Regardless
of the chapter, the Bankruptcy Code and Rules impose duties upon them.

Prior to filing, individual debtors must obtain credit counseling from a credit counseling
agency approved by the United States Trustee, unless they certify “exigent circumstances.” 11
U.S.C. 109(h).? They must also file schedules of assets and liabilities and statements of financial
affairs under penalty of perjury, appear and testify under oath at an initial meeting of creditors and
cooperate with any appointed trustee. 11 U.S.C. 88 341 and 521, Fed. R. Bankr. P. 4002; MLBR
4002-1.

Under chapter 11, debtors may obtain a discharge only by confirming a plan to repay
creditors’ claims. 11 U.S.C. 1129 and 1141. They have a 120 day “exclusive” period within which
to propose plans. 11 U.S.C. 1121. Creditors have the right to vote for or against plans. 11 U.S.C.
1126. Bankruptcy courts may confirm plans notwithstanding creditors’ objections.

Chapter 11 debtors, including individuals, remain in possession of all of their property, and
they may continue to operate their businesses in the ordinary course. Chapter 11 imposes numerous,

additional responsibilities upon debtors that are not required by chapters 7 and 13.2

2 The United States Trustee has attached relevant statutes and rules to this brief as an
addendum.

* For example, chapter 11 debtors must account for all property received, examine proofs
of claim, furnish information to parties in interest, file reports with the United States Trustee and
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Chapter 11 debtors may use cash collateral, which is defined as rents or proceeds of secured
creditors’ pre-petition collateral, only if they file a written request and receive, after notice and a
hearing, court permissionto do so. 11 U.S.C. 363 and 364; Fed. R. Bankr. P. 4001. Otherwise, they
must escrow cash collateral for the benefit of creditors asserting interests in it.

United States Trustees are officials of the Department of Justice appointed by the Attorney
General to supervise the administration of bankruptcy cases and trustees. See 28 U.S.C. 581-589
(specifying the powers and duties of United States Trustees).* Congress has expressly authorized
United States Trustees to supervise chapter 11 cases and to ensure that the chapter 11 process works
efficiently and transparently. 28 U.S.C. 586(a)(3).

United States Trustees have issued comprehensive, written operating guidelines that all
chapter 11 debtors, including individuals, follow. Id. The guidelines require chapter 11 debtors to
file monthly reports of their income and expenses, to provide evidence that they have insured all of

their assets and operations and to use only debtor-in-possession bank accounts for all post-petition

taxing authorities, prepare and file a final account and file a plan of reorganization or report on
why a plan cannot be filed. They act as fiduciaries for the bankruptcy estate. 11 U.S.C. 704,
1106, 1107 and 1108.

* See also In re Columbia Gas Sys., Inc., 33 F.3d 294, 296 (3d Cir. 1994) (United States
Trustees oversee the bankruptcy process, protect the public interest, and ensure that bankruptcy
cases are conducted according to law) (citing H.R. Rep. No. 95-595, 109 (1977)); United States
Trustee v. Revco D.S., Inc. (In re Revco D.S., Inc.), 898 F.2d 498, 499 (6th Cir. 1990) (“[t]he
United States trustee, an officer of the Executive Branch, represents . . . [the] public interest . . .
"); Inre Castillo, 297 F.3d 940, 950 (9th Cir. 2002) (“The United States Trustee is the
‘watchdog’ of the bankruptcy system . .. charged with preventing fraud and abuse and with
“fill[ing] the vacuum’ caused by possible creditor inactivity . . ..”).

4
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banking transactions.” 11 U.S.C. 345. Chapter 11 debtors sign monthly operating reports under
penalty of perjury.

Chapter 11 debtors receive the guidelines soon after they file for bankruptcy. See 3 United
States Trustee Manual, ch. 11, Case Administration, § 3-3.1 - 3-3.3.6. United States Trustees review
the guidelines with chapter 11 debtors at initial debtor interviews, which are conducted before
section 341 meetings. 28 U.S.C. 586(a)(3). United States Trustees conduct chapter 11 section 341
meetings no earlier than 21 days and no later than 40 days after the order for relief. 11 U.S.C. 341,
Fed. R. Bankr. P. 2003.

United States Trustees request conversion or dismissal of chapter 11 cases under 11 U.S.C.
1112(b) for cause, including when debtors do not comply with the guidelines and/or violate the
Bankruptcy Code, such as by failing to provide evidence of insurance, to open a debtor-in-
possession account or to attend the initial debtor interview. 28 U.S.C. 586(a)(8). Bankruptcy courts
consider motions under these sections “after notice and a hearing . ...” 11 U.S.C. 102, 307, 1104
and 1112. Fed. R. Bankr. P. 2002(a)(4).

The Bankruptcy Code defines “after notice and a hearing” as “after such notice as is
appropriate in the particular circumstances, and such opportunity for a hearing as is appropriate in
the particular circumstances . ...” 11 U.S.C. 102(1). Bankruptcy courts may exercise discretion

to reduce notice periods “for cause shown . . . with or without motion or notice . ...” Fed. R. Bankr.

* Unless the bankruptcy court orders otherwise for “cause,” chapter 11 debtors must
open DIP accounts only at banks approved by the United States Trustee. 11 U.S.C. 345(b). See
In re Service Merchandise Co., Inc., 240 B.R. 894 (Bankr. M.D. Tenn. 1999) (establishing a
totality of the circumstances test to determine “cause”). These banks insure the full value of all
DIP account deposits and independently report account balance information to the United States
Trustee. Under the guidelines, debtors attach the original copies of their monthly DIP account
bank statements to their monthly operating reports.
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P. 2002 and 9006(c). Courts may also take sua sponte action under 11 U.S.C. 1112(b) in order to
prevent an abuse of process. 11 U.S.C. 105(a).

Debtors whose cases have been converted to chapter 7 do not have an absolute right to
reconvert to chapter 11. 11 U.S.C. 706. Upon conversion, all persons having estate property,
including debtors, mustimmediately surrender and account for it to the chapter 7 trustee. 11 U.S.C.
542(a); Fed. R. Bankr. P. 1019(4).

In order to prevail on reconsideration, a movant must demonstrate newly discovered,
material evidence or manifest error of law or fact. Fed. R. Bankr. P. 9023 (incorporating Fed. R.
Civ. P. 59(e)).

C. Factual Background and Proceedings Below.

1. In 2003 and 2004, Ms. Aja acquired two rental
properties through an LLC. She then left the
country for two years.

Dora L. Aja acquired two rental properties in Worcester, Massachusetts in 2003 and 2004.°
App. at 68; 85. She paid $375,000 for 92 Hamilton Street. Id. at 85. It had six units. Id. at 99.

Ms. Aja paid $830,000 for 9-11 William Street. Id. at 68. It had 12 units. Id. at 99; 149 -
177.

Ms. Aja owned the properties through an entity called 86-92 Hamilton Street Realty, LLC.

Id. at 67 - 106; 149 - 177. At all times, she owned 100% of the equity interest in the LLC and was

its sole managing member. Id. at 98 - 99; 132; 343; 380; 406. The LLC had its own taxpayer

6 “A party’s assertion of fact in a pleading is a judicial admission by which it is normally
bound throughout the course of a proceeding . . . .” Gourdin v. Agin (In re Gourdin), 431 B.R.
885, 892 (1st Cir. BAP 2010) (citations omitted).
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identification number but no employees. Id. at 133; 139. Ms. Aja “disregarded” the LLC as a
separate entity and reported its income on her personal tax return. Id. at 139.
Soon after acquiring the properties, Ms. Aja left the United States “to better herself” and to
study medicine. Id. at 149 - 150. She claimed that she did not return for two years. 1d.
2. Beginning in 2004, Ms. Ajaincurred mortgage and
car loan debt, and she refinanced the LLC’s debts
with Emigrant.

Ms. Aja took out a personal loan totaling $362,500 from Shamrock Financial Corporation
on December 20, 2004. Id. at 178 - 192. She secured the loan by granting Shamrock a lien on a
condominium located at 22.5 Sigourney Street, Unit F, Jamaica Plain, Massachusetts. 1d. At 184 -
1809.

On July 13, 2005, Ms. Aja purchased a silver Cadillac STS for $35,103.40 Id. at 193 - 199.
She financed the $20,941.85 purchase through Brookline Bank. Id. Ms. Aja listed a Portland,
Maine address in the retail installment sale agreement. Id. at 195.

On April 13, 2006, Ms. Aja refinanced the LLC’s mortgage debt through Emigrant Funding
Corporation. Id. at 98 - 99; 200 - 245. She obtained $625,000 in new loans, which she secured by
granting Emigrant mortgages on the LLC’s Worcester properties. Id. As additional collateral, she
provided Emigrant an assignment of rents. Id.

Ms. Aja took out a personal loan totaling $600,000 from Fremont Investment & Loan on
December 13, 2006. Id. at 250 - 279. She secured the loan by granting Fremont a mortgage on
rental property located at 103 Townsend Street, Roxbury, Massachusetts. Id.

The record is unclear whether Ms. Aja used the Shamrock, Emigrant and Fremont loans to

cash out equity from the properties.
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Ms. Aja had difficulty finding a full-time job. 1d. at 68 - 70; 85 - 87. She earned only
“sporadic” income. Id. She experienced problems in repaying the Emigrant loans. Id. She
negotiated with Emigrant. 1d. She could not refinance the Emigrant loans. Id. Emigrant published
a notice that it intended to foreclose on the Worcester properties. 1d.

3. Ms. Aja filed three voluntary chapter 11 petitions
for the LLC to prevent Emigrant from foreclosing
on the Worcester properties. All of these cases,
which lasted a total of 523 days, were dismissed for
failure to comply with court orders.

Over a 27 month period, Ms. Aja filed three successive voluntary chapter 11 petitions for
the LLC in order to stop Emigrant’s foreclosure. 1d. at 68 - 70; 85 - 87; 280 - 317. The first case
was assigned to Judge Hillman. Id. at 280. The next two cases were assigned to Judge Feeney. Id.
at 283 - 317.

The first case lasted 62 days. Id. at 280 - 282. The second lasted 217 days. Id. at 283 -
297. The third case lasted 244 days. Id. at 298 - 317.

Ms Aja affirmed under penalty of perjury in each case that she was authorized, asthe LLC’s
manager and 100% shareholder, to file each petition. 1d. at 319; 343; 348; 375; 378 ,380; 385 - 386;
406. Her home address and the LLC’s were the same. Compare Id. at 318, and 348, and 383, with
435.

Ms. Aja filed schedules and a statement of financial affairs in each case, executing them as
the LLC’s manager under penalty of perjury. Id. at 334; 345; 366; 377; 400; 409 - 410. She
acknowledged that the net value of the Worcester properties (current fair value less liens) declined

from $469,030.12 in the first case, to $268,078.47 in the second case and to $13,000 in the third

case. Id. at 321; 349; 398.


http:268,078.47
http:469,030.12

Case: 10-10 Document: 00113647 Page: 16 Date Filed: 09/07/2010 Entry ID: 2169167

Ms. Aja stated that the LLC had made no payments requiring disclosure to creditors,
including mortgagees, during the 90 days prior to each filing. Id. at 336; 368; 402. The LLC
retained, or applied to retain, counsel in each case. Id. at 280 - 317.

Ms. Aja admitted that she continually collected rents from the Worcester properties in each
case. Id. at 332; 381,411 - 424. But she never sought bankruptcy court permission to use the rents
as cash collateral in the first case. Id. at 280 - 282. She did not do so in the second for more than
four months after filing in the second case. Id. at 411 - 420. She did so in the third case after five
weeks. Id. at 421 -424.

Ms. Aja never proffered a disclosure statement and plan of reorganization in any of the
LLC’scases.” Id. at 280 - 317. The bankruptcy court dismissed all three cases for failure to comply
with the Bankruptcy Code and/or court orders, including to file monthly operating reports, to pay
quarterly fees and to file disclosure statements and plans.® 1d. at 425 - 427.

Ms. Aja agreed to the dismissal of the LLC’s third case on July 22, 2009. Id. at 427.
Emigrant then scheduled a foreclosure sale on the Worcester properties for December 8, 2009. Id.
at 68 - 70; 85 - 87; 202 - 203.

On December 2, 2009, the LLC filed an emergency motion to vacate the dismissal of the
third case. 1d. at 428 - 432. Ms. Aja argued that the LLC could cure its deficiencies and file a plan

and disclosure statement within “30-60 days of an Order Re-Opening the Debtor’s case . ...” Id.

 She had requested and received an extension to do so in the third case. Id. at 314.
® The court dismissed the second case twice. 1d. at 284.

9
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The bankruptcy court scheduled a hearing on the motion to vacate for 11:45 a.m. on
December 7, 2009, one day before Emigrant’s scheduled foreclosure sale. Id. at 316. Ms. Ajatook
a personal credit counseling course that morning at 10:35 a.m. Id. at 433.

The bankruptcy court denied the motion to vacate. 1d. at 317; 434.

4. Ms. Aja transferred the Worcester rental
properties to herself and filed her own voluntary
chapter 11 petition.

On December 8, 2009, Ms. Aja transferred the Worcester properties from the LLC to herself
by quitclaim deed in exchange for $1. Id. at 248 - 249. She filed the deed with the Worcester
Registry of Deeds at 9:06 a.m. Id.

Ms. Aja filed her personal, voluntary chapter 11 petition 65 minutes later. 1d. at 435. She
did not include a telephone number in the blank provided on the petition. Id. at 436.

The case was assigned to Judge Feeney. Id. at 1. Emigrant completed its foreclosure sale
at 10:17 a.m., unaware of Ms. Aja’s filing. Id. at 203.

In her schedules, Ms. Aja stated under penalty of perjury that her principal assets were her
home, a rental property located at 103 Townsend Street, Dorchester, MA, the two Worcester rental
properties previously owned by the LLC and her Cadillac. Id. at 453 - 456. She admitted that her
total liabilities exceeded the value of all of her real estate and other assets by $243,320. Id. at 452.

In her schedule “I1,” Ms. Aja said that rents represented most of her monthly income. Id. at
466. In her SOFA, she stated that she had made installment payments totaling $1,800 during the 90
days prior to filing, but not to Emigrant. Id. at 443.

She did not attend her initial debtor interview with the United States Trustee. Id. at 472.

10
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5. Ms. Aja did not appear at the January 21, 2010
hearings on the United States Trustee’s motion to
convert and her own cash collateral motion.

The United States Trustee filed a motion to convert Ms. Aja’s chapter 11 case to chapter 7,
arguing that her failure to insure her real properties and the Cadillac, to attend her initial debtor
interview and to open a debtor-in-possession account constituted “cause” under 11 U.S.C.
1112(b)(4)(B) (“gross mismanagement”), (C) (“failure to maintain appropriate insurance that poses
a risk to the estate or to the public”), (F) (“unexcused failure to satisfy timely any filing or reporting
requirement established by [title 11] or any rule applicable to a case under this chapter”) and (H)
(“failure timely to provide information or attend meetings reasonably requested by the United States
trustee . ...”). Id. at 472 - 475.

The Clerk scheduled a hearing on the motion to convert for February 17, 2010 at 10:15 a.m.
Id. at 3. The United States Trustee mailed a written notice of the hearing to the Debtor and all other
parties in interest. Id. at 474 - 475.

On January 15, 2010, Ms. Aja filed an expedited motion to use cash collateral. 1d. at 149 -
177. She included her telephone number on it. Id. at 153. The Clerk scheduled a hearing on the
Cash Collateral Motion for January 21, 2010 at 10:00 a.m. Id. at 4.

On January 19, 2010, citing Ms. Aja’s failure to provide evidence of insurance, the
bankruptcy court sua sponte rescheduled the hearing on the motion to convert for January 21, 2010
at 10:00 a.m., the same date and time as the hearing on her cash collateral motion. Id. 11 U.S.C.
102(1); Fed. R. Bankr. P. 2002(a)(4) and 9006(c). The United States Trustee mailed written notice

of the re-scheduled hearing to Ms. Aja that day. App. at 4; 477 - 478.
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The United States Trustee’s attorney, PaulaR. C. Bachtell, confirmed at the January 21, 2010
hearing that she had called Ms. Aja on January 19, 2010, informed her of the date and time of the
consolidated hearings and explained to her how to cure the deficiencies cited in the motion to
convert.® Id. at 482 - 483. Ms. Aja did not appear at the hearing. Id. at 481 - 489.

Attorney Bachtell stated that she had met in person with Ms. Aja at the January 12, 2010
section 341 first meeting of creditors.” 1d. at 485 - 486. She related that Ms. Aja had emailed on
the evening of January 20, 2010, inquiring whether the United States Trustee had received
confirmation of insurance coverage.'! Id. at 484 - 485.

Attorney Bachtell informed the bankruptcy court that, as of that morning, Ms. Aja had
provided evidence of insurance on all of her assets, except 103 Townsend Street and her Cadillac.
Id. at 485. She added that she had “other communication” with Ms. Aja “regarding the opening of
a debtor-in-possession account, because the operating report we have shows her still using the

account that was being used in the last [LLC] case . ...” Id. at 484.

° “] told her that the motion to convert was being scheduled at the same time as her
motion to use cash collateral, which was scheduled for today . . . And that in order to respond to
the motion to convert she needed to produce insurance, evidence of a DIP account, and her first

operating report . . ..” Id. at 483 - 484. The court noted that “our Clerk’s office has attempted to
contact Ms. Aja by phone as well . . .” and that Ms. Aja “should have received the mailed notices
by now....” Id. at 483.

1 Ms. Aja had admitted under oath at the section 341 meeting “that after the Court’s
hearing and the Court’s order denying the motion to reopen Case 3, she did transfer Hamilton
Street and Williams Street to herself . . ..” Id. at 486.

1 Attorney Bachtell had promptly replied, informing Ms. Aja that she still needed to
provide evidence of insurance for the 103 Townsend Street property and her Cadillac. Id. at
484,

12
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After reviewing the record, including a monthly operating report signed by Ms. Aja,** the
court denied Ms. Aja’s cash collateral motion and granted the motion to convert. It stated:
Well, the debtor is not here to pursue her motion filed on an
expedited basis for use of cash collateral, and as of right now she’s
using cash collateral without authority. The U.S. Trustee has not
received evidence of insurance on all of the properties; albeit the
debtor has produced evidence of some insurance, she is required to
submit proof of insurance for all properties; and based upon the
operating report, which is mathematically deficient, it appears that
there is no likelihood of rehabilitation, and I find that there is cause
to convert the case under Section 1112. The case is converted . . . .
Id. at 488; 479 - 480
6. In her first written request for reconsideration,
Ms. Aja presented no new, material evidence and

identified no manifest error of law or fact. The
bankruptcy court denied it.

Ms. Ajafiled her first request for reconsideration on January 22, 2010. 1d. at 490 - 493. But
she offered no new, material evidence, and she identified no manifest error of law or fact. Id.

Ms. Aja did not dispute that she had received telephonic notice of the hearing from Attorney
Bachtell. Id. Nor did she complain that the bankruptcy court had acted unreasonably under the
circumstances in re-scheduling the hearing on shortened notice for January 21, 2010. Id.

Ms. Aja did not allege that the court had misinterpreted or misapplied Bankruptcy Rules
2002(a)(4) and 9006(c) or 11 U.S.C. 102(1). Id. She stated only that she had not received mail

notice of the January 21, 2010 hearing “until January 22nd, 2010 . .. .” Id. at 490.

12 The court expressed concern that the rent collections reported in the report did not
“add up,” because “those aren’t all of the rent rolls . . . as I recall from the prior case . ...” Id. at
486 - 487.

13
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Ms. Aja acknowledged that she still had not provided evidence of insurance for 103
Townsend Street and her Cadillac to the United States Trustee. Id. at 490. But she did not identify
any “unusual circumstances” demonstrating that conversion was not in the best interests of creditors
and the estate under 11 U.S.C. 1112(b)(1). Id. at 490 - 493.

Ms. Aja did not suggest that the deficiencies cited by the United States Trustee were justified
or that she could presently cure them. Id. She could have stated that there was a reasonable
likelihood that she could confirm a plan within the time established by the Bankruptcy Code. Id.
She might have outlined the parameters of her reorganization scheme. Id. She did neither of those
things. Id.

The bankruptcy courtdenied Ms. Aja’s reconsideration motion without a hearing on January
26, 2010, finding that “[b]ased upon the representations of the attorney for the U.S. Trustee, [Ms.
Aja] was provided with both notice by mail and telephonic notice on January 19, 2010 of the date
and the time of the hearing on the U.S. Trustee’s Motion to Convert....” Id. at6 - 7; 494. The
court found that she “did not proffer a credible excuse for her failure to appear at the hearing . . ..”
” 1d. at 494. The court concluded that Ms. Aja “has presented no new evidence or demonstrated an
error of law warranting reconsideration . . ..” Id. at 494.

7. At a February 3, 2010 hearing, Ms. Aja orally
requested reconversion. She again presented no
new, material evidence and identified no manifest
error of law or fact.

At a February 3, 2010 hearing on Emigrant’s stay relief motions, Ms. Aja orally moved for

reconversion, not reconsideration.”® Id. at 502 - 503. She again presented no new, material

3 Ms. Aja re-characterized this request as one for reconsideration for the first time in her
February 18, 2010 motion for leave to appeal. Id. at 505 - 506. The bankruptcy court and Ms.
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evidence, and she directed the court’s attention to no manifest error of fact or law. Id. She did not
discuss whether she was eligible to re-convert to chapter 11 under 11 U.S.C. 706(a). Id..

The bankruptcy court denied reconversion, stating “[Y]ou just couldn’t put it together in
three bankruptcy cases in a reorganization, and I don’t think that you can now. So I’m denying your
request to reconvert to chapter 11. And I wish you luck in the future .. ..” Id. at 503.

8. Ms. Aja did not attend her chapter 7 section 341
meeting.  She did not produce documents
requested by the chapter 7 trustee. She did not
turn over rents that she said she was holding.

The chapter 7 trustee met with Ms. Aja for an hour and a half after the February 3, 2010
hearing. Id. at 524 - 526. She asked Ms. Aja to provide her with documents, including tax returns,
so that she might determine the value of the Worcester properties and decide whether selling them
would benefit the estate. 1d. Ms. Aja said that she had the documents and would cooperate. 1d. at
520.

The chapter 7 trustee also directed Ms. Aja to turn over rents that she had collected on the
9-11 Williams Street property for the months of January and February, 2010. Id. at 528 - 529. The
trustee understood that the property “generate[d] $14,000/month gross income . ...” 1d. Ms. Aja
represented to the trustee that she was holding the rents. Id. at 528.

The chapter 7 trustee followed up with Ms. Aja by telephone. Id. at 525. She also emailed

Ms. Aja on February 10, 2010 (at the email address that Ms. Aja had provided) to remind her of her

section 341 meeting the next day. Id.

subsequently treated it as such. Id. at 31 - 36; 37 - 66.
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Ms. Aja did not attend the meeting.** Id. She did not produce the documents. Id. at 525
and 60. She did not turn over the rents. Id. at 529; 60 - 64. She did not return the chapter 7
trustee’s subsequent telephone calls and emails. Id. at 525.

The trustee filed a motion to compel Ms. Aja to attend the rescheduled 341 meeting and to
produce documents. Id. at 524 - 527. The bankruptcy court granted the motion. 1d. at 12.

9. In her third request for reconsideration, Ms. Aja
admitted that Attorney Bachtell had called her.
She advanced new arguments that she could have
previously made.

Ms. Aja filed her second written request for reconsideration on February 18, 2010. Id. at 13;
532 - 540. She admitted that Attorney Bachtell had called her prior to January 21, 2010 and had told
her that the hearings on the motions to use cash collateral and to convert had been consolidated. Id.
at 533. But she claimed that she did “not have recollection of any date being mentioned in that
conversation . . ..” Id. (emphasis in original).

Ms. Aja admitted receiving separate email notice from Attorney Bachtell the morning of the
hearing. 1d. But she said that she “did not read that email until after the hearing had taken place .
o d.

Ms. Aja advanced four new arguments in her motion. First, she insisted that only 21 days’

mail notice of the hearing on the conversion motion would be sufficient under Fed. R. Bankr. P.

2002(a)(4). Id. Second, she said that the bankruptcy court’s re-scheduling the hearing for January

1 The Clerk issued a notice of the conversion, scheduling the chapter 7 section 341
meeting of creditors for February 11, 2010 at 2:30 p.m. Id. at 519 - 520. The Bankruptcy
Noticing Center certified on January 23, 2010 that it had mailed the notice to all parties in
interest, including Ms. Aja, by United States mail, First Class postage pre-paid. Id. at 521 - 523.
Ms. Aja never disputed that she had received this notice.
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21,2010 deprived her of “due process.” Id. at 534. Third, she claimed that the court erred in finding
that she had no likelihood of rehabilitating her affairs. Id. at 535. Fourth, she argued that the
decision to convert was premature. ld. She could have asserted these arguments in her first
reconsideration motion but had not done so.
10. At the March 18, 2010 hearing, the bankruptcy
court opened the record and permitted Ms. Aja to
proffer evidence in support of reconsideration.

The bankruptcy court heard the third reconsideration motion on March 18, 2010." Id. at 17 -
18; 37. It opened the record and solicited input from Ms. Aja, the United States Trustee, Emigrant
and the chapter 7 trustee. Id. at 37 - 65.

Ms. Aja proffered evidence of her personal and business income and expenses. Id. at 39 -
44. She handed up to the court written forecasts, showing that she expected to have cash totaling
$23,732.79 by the end of June, 2010. Id. at 39 - 42. Ms. Aja explained that she anticipated
increasing her income from personal services, such as language translations, and rents. Id. at 42.
She said that she could begin making plan payments in July, 2010. Id. at 42 - 43.

The bankruptcy court directed questions to Ms. Aja and Emigrant’s counsel about the
amount of Emigrant’s claim. 1d. at 43 - 45; 48 - 49; 56. It asked whether Emigrant had credited
adequate protection payments in the LLC’s cases. Id. at 56.

Ms. Aja argued that she did not have notice of the January 21, 2010 hearing on her cash

collateral motion and the United States Trustee’s conversion motion. Id. at 45. The court stated that

Ms. Aja “knew about the hearing because we notified you of the hearing on your [cash collateral]

> The Court simultaneously heard Ms. Aja’s motions to stay the conversion order and
the order granting Emigrant stay relief on 92 Hamilton Street. App. at 14 - 19.
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motion . ...” Id. at 46. When Ms. Aja stated that she “was not called for the expedited motion to
use cash collateral . . . ,” the court responded that “Our records show differently . ...” Id.

The court also asked Ms. Aja to explain what interest rate she intended to apply to
Emigrant’s claim under her proposed plan, to quantify proposed debt service payments to Emigrant
and to discuss her tax liabilities to the Internal Revenue Service. Id. at 48 - 49. She did so. Id.

Attorney Bachtell stated that Ms. Aja had cured the deficiencies cited in the conversion
motion. Id. at 53. She added that while the United States Trustee did not oppose reconsideration,
it was unclear whether Ms. Aja could propose a viable plan. Id. at 54 - 55.

After listening to Ms. Aja, Emigrant and the United States Trustee, the bankruptcy court
stated that the threshold question before it was “whether there is a likelihood of a viable
reorganization here, based upon a restructuring of the obligation to the bank . . . .. 7 1d.at59. The
court then asked the chapter 7 trustee to weigh in. 1d. at 60.

11. Ms. Aja admitted at the March 18, 2010 hearing
that she had not only skipped her chapter 7 section
341 meeting but also converted rents that she
should have surrendered to the chapter 7 trustee.
The bankruptcy court denied reconsideration.

The chapter 7 trustee stated that Ms. Aja had not complied with court’s order compelling her
to turn over financial records. Id. at 60. This had required her to gather information about the
rental properties independently. Id.

The trustee said that Ms. Aja had skipped the chapter 7 section 341 meeting and had

intercepted the February rents on the 9-11 Williams Street property. 1d. at 60 - 62. She added that

Ms. Aja had failed to provide an accounting. Id.
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The court asked Ms. Aja to confirm this. Id. at 62. Ms. Aja admitted that she had collected
rents totaling $6,592 and that she had not turned them over to the trustee, because “I had many issues
regarding the Chapter 7 bankruptcy ....” Id.

The court then asked whether this was the reason that she had skipped the section 341
meeting. Ms. Aja confirmed that it was. Id. at 62 - 63.

The court responded:

[T]hat’s not your decision. The Trustee is entitled to examine you
under oath, and if you had cooperated with the Trustee and appeared
at the 341 meeting and had complied with the order to provide the
Trustee with documents, I would have converted you back to Chapter
11, but I will not now, because you have failed in your duties as a
debtor . . . You have not cooperated with the Trustee, which is your
duty....

[Y]ou’ve had three chances to propose a viable plan of reorganization,
and you have failed at each step . .. You could not do it in your prior
two cases when you were represented, and | don’t believe that you can
do it now, even based upon the documents that you’ve given me
today. You simply do not have the ability to propose or fund a viable
plan of reorganization. And I am distressed to hear that you have not
given the Trustee documentation in support of the income and
expenses; and moreover, | find that you have converted property of the
estate in retaining the rents that were sent directly to you. You should
have turned those over immediately to the Chapter [7] Trustee, and
you have not.

And therefore, | deny the motion for reconsideration and for stay
pending appeal . . . ..

Id. at 63 - 64.

The bankruptcy court memorialized its order denying Ms. Aja’s third reconsideration request
the next day. Id.at541. For the second time, it “reject[ed] [Ms. Aja’s] contention . . . that she did
not have notice of the hearing on the U.S. Trustee’s Motion to Convert as [Attorney Bachtell]

represented in open court at the hearing on January 21, 2010 that she spoke personally to the Debtor
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on the telephone on January 19, 2010 about the date and time of the hearing on the [cash collateral
motion and the motion to convert] . ...” Id.

The court found that re-conversion to chapter 11 would be “futile .. ..” Id. “[E]ven were
this Court to reconsider conversion in the exercise of its discretion, the Court further finds that the
Debtor does not have a plan of reorganization in prospect . . . Upon review of the cash flow
projections, which the Debtor submitted in open court, and upon consideration of the Debtor’s
arguments in support of her request for an opportunity to submit a reorganization plan in a Chapter
11 case, the Court finds that the Debtor’s proposal for a plan of reorganization is not feasible . . ..”
Id.

The court also found that Ms. Aja’s failure to cooperate with Trustee Dwyer by attending the
section 341 meeting, providing requested documents and turning over the rents undercut her claim
for relief. Id.

Ms. Aja appealed. Id. at 13; 31 - 36.

SUMMARY OF ARGUMENT

The bankruptcy court did not abuse its discretion in denying Ms. Aja’s third request for
reconsideration. She presented no newly discovered material evidence or manifest error of law. She
rehashed arguments she had previously made or should have made.

The bankruptcy court did not abuse its discretion in shortening the notice of the January 21,
2010 hearing, because Ms. Aja had not provided evidence of insurance. Ms. Aja credibly received
telephonic notice of the January 21, 2010 hearing on the cash collateral and conversion motions from
Attorney Bachtell. Any conceivable prejudice was cured when the court conducted a plenary hearing

on the third reconsideration motion and allowed Ms. Aja to proffer evidence supporting reconversion.
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For purposes of 11 U.S.C. 102(1), notice and opportunity for hearing were appropriate under the
circumstances. Accordingly, she received due process.

Ms. Aja has waived her argument that the bankruptcy court and the United States Trustee
were biased, because she did not raise them below. Her claim that the bankruptcy court erred in not
considering her objection to Emigrant’s stay relief motion fails for the same reason.

Ms. Aja misunderstands the role and capacity of the chapter 7 trustee. Contrary to her
argument, the trustee owed no fiduciary duty to protect Ms. Aja. A trustee’s foremost duties are to
the creditors and the bankruptcy estate. The trustee breached no fiduciary duty in assenting to
Emigrant’s stay relief motion.

Ms. Aja converted estate assets (rents) and failed to appear at her chapter 7 section 341
meeting. In doing so, she exhibited bad faith and was ineligible under 11 U.S.C. 706(a) to reconvert
to chapter 11. This Court can sustain the bankruptcy court’s order on that basis.

Alternatively, because the bankruptcy court granted stay relief as to all of the assets upon
which Ms. Aja could predicate a reorganization, including the Worcester rental properties, this appeal
IS moot, as the Court can grant no effective relief. The Court should dismiss this appeal.

ARGUMENT

l. The Bankruptcy Court Did Not Abuse Its Discretion In Denying Ms. Aja’s Third
Request For Reconsideration

A. A party seeking reconsideration must demonstrate
newly discovered, material evidence or a manifest
error of law or fact.
In order to prevail on a request for reconsideration, a movant must demonstrate “newly

discovered material evidence or a manifest error of law or fact that enables the court to correct its

ownerrors....” Aybarv. Crispin-Reyes at 16 (citations omitted) (interpreting Fed. R. Civ. P. 59(e)
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and affirming denial of appellants’ second reconsideration motion, because they had presented no
new evidence). The rule does not permit “a party to undo its own procedural failures .. ..” Id.

Nor may a party use reconsideration to introduce new evidence or to propound new arguments
“that could and should have been presented to the [lower] court prior to the judgment . ...” Id. It
“is not a means by which parties can rehash previously made arguments . . ..” In re Wedgestone
Financial, 142 B.R. 7, 8 (Bankr. D. Mass. 1992).

Courts have considerable discretion in deciding whether to grant reconsideration. Venegas-
Hernandez v. Sonolux Records, 370 F.3d 183, 190 (1st Cir. 2004). “That discretion requires a
balancing of the need for finality of judgments with the need to render a just decision . ...” Id.
Granting reconsideration “is an extraordinary remedy which should be used sparingly . ...” Palmer
v. Champion Mort., 465 F.3d 24, 29 (1st Cir. 2006) (internal quotation marks and citations omitted).

B. Ms. Aja cannot obtain review of the underlying
conversion of her case under section 1112(b)
because only the denial of her third attempt to
obtain reconsideration is before this Court. If Ms.
Aja had a case to make, she should have made it
earlier.

The First Circuit has long held that an appellant with a procedural record such as the one in
this case - with a notice of appeal timely only to obtain review from the denial of reconsideration -
cannot seek review of the merits of the underlying judgment. See, e.g., Rodriguez-Antuna v. Chase
Manhattan Bank Corp., 871 F.2d 1, 2 (1st Cir. 1989) (*a punctual appeal from an order denying such
a [post-judgment] motion does not automatically produce a Lazarus-like effect; it cannot resurrect

appellants’ expired right to contest the merits of the underlying judgment, nor bring the judgment

itself before us for review . . ..”). In other words, as the First Circuit has previously stated, Ms. Aja,

22



Case: 10-10 Document: 00113647 Page: 30 Date Filed: 09/07/2010 Entry ID: 2169167

“if [she] had a case to make, should have made it in a timeous fashion in the [trial] court....” Id.
at 3.

Moreover, when only the denial of reconsideration is before this Court, the appellant has an
extremely difficult burden on appeal, because this Court’s review is highly deferential to the trial
court. The First Circuit has observed that “[a]n appellate court ought not to overturn a trial court’s
denial of a motion for reconsideration unless a miscarriage of justice is in prospect or the record
otherwise reveals a manifest abuse of discretion.” Ruiz Rivera v. Riley, 209 F.3d 24, 27 (1st Cir.
2000) (emphasis added); see also Ramos-Pena v. New Puerto Rico Marine Mgmt., Inc. 2 Fed. Appx.
19, 22, No. 00-1228, 2001 WL 113678, *2 (1st Cir. Feb. 8, 2001) (noting that a lower court’s denial
of a successive motion for reconsideration is “reviewed deferentially”).

As discussed in further detail below, the record in this case does not establish that a
miscarriage of justice would occur if the bankruptcy court’s denial of reconsideration is affirmed.
Indeed, quite the opposite is true.

C. Ms. Aja’s due process argument fails, because
notice and opportunity for hearing on the
conversion motion were appropriate under the
circumstances.

Ms. Aja reiterates the argument advanced in her third reconsideration motion that anything
less than 21 days’ mail notice of the hearing on the conversion motion deprived her of substantive
and procedural due process. Appellant’s Brief at 10 - 13, citing Rule 2002(a)(4) and U.S. Const.
amend. X1V, § 1. This argument fails, because she received appropriate notice and opportunity to
be heard under the circumstances, as required by 11 U.S.C. 102(1)(A). There are three reasons why

this is so.

First, notice was appropriate under the circumstances. The Bankruptcy Rules govern
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bankruptcy procedure generally and cannot themselves trump substantive bankruptcy law.*® 28
U.S.C. 2075 (providing that “[s]uch rules shall not abridge, enlarge, or modify any substantive right

..”). 1d. “[T]o the extent that the Bankruptcy Rules and the Bankruptcy Code are inconsistent,
the statute controls . ...” Inre Perrotta, 406 B.R. 1, 8 (Bankr. D.N.H. 2009) (holding that two rules
affecting the timing of discharge must yield to the substantive right to object to discharge under 11
U.S.C. 727(a)).

Section 1112(b) provides that conversion may occur “after notice and a hearing . ...” Section
102(1)(A), in turn, defines this term as “after such notice as is appropriate in the particular
circumstances, and such opportunity for a hearing as is appropriate in the particular circumstances
....7 11 U.S.C. 102(1)(A).*" See 2 Collier on Bankruptcy 1 102.02[1] (Alan N. Resnick & Henry
J. Sommer, eds., 16th ed. rev. 2010).

Ms. Aja assigns error to the bankruptcy court’s consolidating the hearings on her cash
collateral motion and the conversion motion on two days’ notice. Appellant’s Brief at 10 - 13.
Consistent with her first motion for reconsideration, however, she does not dispute that she had failed
to provide evidence of insurance for all her assets as of January 6, 2010, when the United States
Trustee filed the conversion motion. Id.; App. at 490 - 493. She also does not dispute that she had

skipped her initial debtor interview and that she had not yet opened a debtor-in-possession account.

16 Rule 1001 provides that “[t]hese rules shall be construed to secure the just, speedy,
and inexpensive determination of every case and proceeding . . ..”

7 Section 102(1)((B) also authorizes bankruptcy courts to act “without an actual hearing
if such notice is given properly and if . . such hearing is not requested timely by a party in
interest. .. or...there is insufficient time for a hearing to be commenced before such act must
be done, and the court authorizes such act . . . .”

24


http:102(1)(A).17

Case: 10-10 Document: 00113647 Page: 32 Date Filed: 09/07/2010 Entry ID: 2169167

Id.*® Appellant’s Brief at 10 - 13.

As of January 19, 2010, after reading the United States Trustee’s conversion motion, the
bankruptcy court reasonably understood that Ms. Aja, with whom she was familiar after two previous
cases, was operating in chapter 11 without adequate insurance. App. at 32. This exposed the estate
to unnecessary risk — an uninsured casualty involving any of Ms. Aja’s real properties or Cadillac
would have created an administrative priority claim.*

The estate, which Ms. Aja admits was balance sheet insolvent, would have had no means of
paying it. Id. at 452. Under the undisputed circumstances as they existed on January 19, 2010, the
bankruptcy court acted prudently in sua sponte rescheduling the hearing on two days notice. Id. at
4. Inre AbiJoe Realty Corp., 943 F.2d 121, 125 - 126 (1st Cir. 1991) (affirming dismissal of chapter
11 caseunder 11 U.S.C. 1112(b) and rejecting appellant’s due process argument, because notice was
adequate under the circumstances, as required by 11 U.S.C. 102).

Second, Rule 9006(c) permitted the bankruptcy court to shorten the 21 day notice period of
Rule 2002(a)(4) “for cause shown . . . in its discretion or without motion or notice order. . ..” See
10 Collier on Bankruptcy at 1 9006.09. Shortening notice was a reasonable exercise of discretion for
the reasons stated above. App. at4; 490 - 493. Ms. Aja is incorrect in suggesting that the court could
only reduce the notice period on motion filed by the United States Trustee. See Appellant’s Brief at

8 As late as January 22, 2010, she had still not yet provided evidence of insurance for

103 Townsend Street and her Cadillac. App. at 490 - 493. Again, she does not dispute this on
appeal. Appellant’s Brief at 10 - 13.

1 Compare 11 U.S.C. 502 and 503; 11 U.S.C. 1112(b)(4)(C) (“the term ‘cause’ includes
... failure to maintain appropriate insurance that poses a risk to the estate or to the public . ...”).
See In re Gilroy, 2008 WL 4531982,*5 (BAP 1st Cir. 2008) (affirming order dismissing
individual chapter 11 debtor’s case for “cause” under 11 U.S.C. 1112(b)(4)(C), because she had
not insured her assets). See also 3 United States Trustee Manual at § 3-3.2.3; 7 Collier on
Bankruptcy at 11112.04[6][c].
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11-12.

Telephonic notice of the hearing was also appropriate under the circumstances. 11 U.S.C.
102(1)(A). Itisimplausible for Ms. Aja to insist here, as she did in the third reconsideration motion,
that Attorney Bachtell, who called her on January 19, 2010, informed her that the court had
consolidated the hearings on the cash collateral and conversion motions and explained to her how to
cure the deficiencies cited by the United States Trustee, would have not informed her of the date and
time of the hearing. Appellant’s Brief at 11 - 12; App. at 532 - 540. The bankruptcy court correctly
found that Ms. Aja had “no credible excuse” for not attending the January 21, 2010 hearing. Id. at
494,

Third, Ms. Ajareceived an adequate opportunity to be heard. The bankruptcy court reopened
the record on March 18, 2010 and permitted her to proffer evidence supporting reconversion to
chapter 11. 1d. at 37 - 60. Ms. Aja delimited how she would treat creditors under a plan. 1d. at 39 -
52. She provided the court with her projected financial performance. 1d. She argued that she could
confirm a plan. 1d.

The bankruptcy court seemed willing to reconvert Ms. Aja’s request, based upon her
presentation. 1d. at 63. But she undercut herself when she admitted that she had converted the rents
and failed to appear at her chapter 7 section 341 meeting. Id. at 62 - 63.

A neutral review of the record confirms that notice and opportunity for a hearing were
reasonable under 11 U.S.C. 102(1)(A). Ms. Aja received procedural and substantive due process.
In re Bartle, 560 F.3d 724, 729 - 730 (7th Cir. 2009) (affirming conversion order and holding that

appellant was not denied due process, because he timely sought reconsideration, which provided him
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with the opportunity to present his defense).?

The bankruptcy court committed no abuse of discretion. AbiJoe Realty Corp. at 125 - 126
(affirming dismissal). The Court should affirm the order below.

D. The bankruptcy court did not abuse its discretion
in rejecting Ms. Aja’s arguments that she could
confirm a plan and that conversion was premature.

Ms. Aja, reiterating two arguments advanced in her third reconsideration request, claims that
the bankruptcy court erred in finding that she could not submit a confirmable chapter 11 plan and that
conversion was appropriate six weeks into the case.”* Appellant’s Briefat 10 - 14 and 16 (arguments
2 and 5). The Court should affirm, because Ms. Aja has not demonstrated how the bankruptcy court

abused its discretion in rejecting these arguments for a second time. Palmer v. Champion Mort. at

29 (affirming denial of reconsideration, because motion rehashed arguments propounded at trial).

Moreover, Ms. Aja points to no evidence in the record that the bankruptcy court erroneously
failed to consider. Aybar v. Crispin-Reyes at 17 (affirming denial of reconsideration, because “the
evidence that appellants submitted to support the argument they advanced for the first time in their
second motion for reconsideration was neither new or unavailable at the time the [lower court]

entered judgment . . ..”). The Court should credit the bankruptcy court’s evaluation of Ms. Aja’s

% See Inre | Don’t Trust, 143 F.3d 1, 3 - 4 (1st Cir. 1998) (holding that where
bankruptcy court approved fee application without a hearing, the “notice and hearing”
requirement of section 102 was nevertheless satisfied, because the appellant timely requested
reconsideration).

21 See United Sav. Ass’n of Texas v. Timbers of Inwood Forest Associates, Ltd., 808 F.2d
363, 371 (5th Cir. 1987) (en banc), aff’d 484 U.S. 365 (1988) (noting that “[i]n the case of most
Chapter 11 debtors . . . a plan of reorganization can be effectuated, if at all, within a matter of
months, not years . . . The charge to the bankruptcy judge under 81112, then, is to evaluate each
debtor’s viability in light of the best interest of creditors and the estate . . . .”).
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credibility. App. at46; 494; 541. Fed. R. Bankr. P. 8013 (stating that “due regard shall be given to
the opportunity of the bankruptcy court to judge the credibility of the witnesses.. . ..”). See Palmacci
v. Umpierrez, 121 F.3d 781, 785 (1st Cir. 2005) (evaluating deference accorded to witness
credibility).

Inasmuch as Ms. Aja fails to demonstrate how the bankruptcy court abused its discretion, this
Court should affirm. Palmer v. Champion Mort. at 29.

E. Ms. Aja’s final two arguments are barred, because
she did not present them below.

Ms. Aja’s remaining arguments — bias by the bankruptcy court?? and the United States Trustee
(Appellant’s Brief at 14 - 15), failure to consider her objection to Emigrant’s stay relief motion
(Appellant’s Brief at 15 - 16) — are barred, because she raises them for the first time here. Taylor v.
U.S. Dept. of Labor, 440 F.3d 1, 8 (1st Cir. 2005) (holding that arguments presented for the first time
on appeal are waived).

Separately, her suggestion (Appellant’s Brief at 15 - 16) that the chapter 7 trustee breached
her fiduciary duty by withdrawing her objection to Emigrant’s stay relief motion misapprehends that
the trustee, not the debtor, is the sole estate representative and may exercise her discretion in
administering estate assets without a debtor’s input. 11 U.S.C. 323 and 704. “The trustee does not
represent the debtor and does not owe the debtor any fiduciary duty . . ..” 3 Collier on Bankruptcy
at 1 323.02[1]. Regardless, Ms. Aja lacks standing to raise objections to creditors’ claims, because,
as she admitted below, the estate is insolvent. App. at [31]; In re Choquette, 290 B.R. 183, 188 - 189

(Bankr. D. Mass, 2003).

22 “In general, [0]ne must raise the disqualification of the . . . [judge] at the earliest
moment after [acquiring knowledge of the relevant facts . . . .” Abijoe Realty Corp. at 126
(citations and internal quotation marks omitted) (affirming dismissal).
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Accordingly, the Court should affirm.

1. The Court Can Also Affirm On The Alternative Ground That Ms. Aja Was

Ineligible To Reconvert Under 11 U.S.C. 706(a)

Additionally, the Court can affirm, because Ms. Aja was ineligible to reconvert to chapter 11
under 11 U.S.C. 706(a).

Section 706(a)(1) gives chapter 7 debtors a one-time right to convert to a different chapter at
any time, “if the case has not been converted to under section 1112 . .. .”? Debtors who exhibit
“bad faith,” however, may not do so. Marrama v. Citizens Bank of Mass., 549 U.S. 635 (2007)
(holding that a debtor who concealed assets would be subject to dismissal under 11 U.S.C. 1307(c)
and did not have the right to convert to chapter 13).

Ms. Aja converted estate assets. App. at 60 - 64; 524 - 531. She failed to produce documents
requested by the chapter 7 trustee, even after she was ordered to do so. Id. She failed to attend her
chapter 7 section 341 meeting. Id.

Ms. Ajaexhibited bad faith. She was therefore ineligible for chapter 11. Marramav. Citizens
Bank of Mass. The Court can affirm on that basis.

I11.  Alternatively, The Court Should Dismiss This Appeal As Moot, Because It Can
Grant No Effective Relief

Emigrant obtained stay relief on both of the Worcester properties. App. at 9 - 10; 18; 554 -
555. Ms. Aja unsuccessfully sought to stay Emigrant’s foreclosure sales pending appeal from both
the bankruptcy court and this Court. 1d. at 19; 542 - 546. Emigrant has foreclosed on the 92

Hamilton Street, extinguishing Ms. Aja’s state law right of redemption. Id. at 547 - 549.

2 Courts are divided on whether they have discretion to reconvert to chapter 11 a case
that has already been converted under 11 U.S.C. 1112(b). See In re Nelson, 2009 WL 3062319
(Bankr. D. Md. 2009) (collecting cases).

29



Case: 10-10 Document: 00113647 Page: 37 Date Filed: 09/07/2010 Entry ID: 2169167

The holders of liens against her remaining significant assets, including the rental properties
located at 103 Townsend Street, her home and her Cadillac, also obtained stay relief. Id. at 11 (as
to her home); 14 - 15; 552 (Cadillac); 553 (103 Townsend Street). Ms. Aja did not oppose them. Id.
at 1 - 30. The chapter 7 trustee abandoned all of Ms. Aja’s real properties, because they were
burdensome to the estate. lId. at 567 - 578. 11 U.S.C. 554.

The chapter 7 trustee filed her final report on July 19, 2010. Id. at 556 - 566. She proposes
to distribute $7,602.13 in satisfaction of chapter 7 administrative priority claims. 1d. at 556. Holders
of pre-petition claims will receive nothing. Id. There are no impediments to Ms. Aja receiving her
chapter 7 discharge.” 11 U.S.C. 727(a).

Consequently, this Court cannot provide an effective remedy, because stay relief has been
granted as to all of the assets upon which Ms. Aja predicated her proposed reorganization at the
March 18, 2010 hearing.” Id. at 1 - 30; 37 - 66; 542 - 578. This appeal is, therefore, moot, and the
Court should dismiss it. Rochman v. Northeast Utilities Group (In re Public Service Co. of New
Hampshire), 963 F.2d 469, 476 (1st Cir. 1992) (dismissing appeal of order confirming plan, because
plan had been consummated, appellant had failed to obtain a stay pending appeal, which “[left] the
court powerless to grant effective relief . . ..”).

CONCLUSION

For all of the foregoing reasons, this Court should affirm the denial of Ms. Aja’s third

reconsideration request or, alternatively, dismiss this appeal as moot.

# The extended deadline for objecting to Ms. Aja’s discharge expired on June 21, 2010.
App. at 20 - 21.

2 Alternatively, all effective relief to which Ms. Aja is entitled — possession of the assets
upon which her creditors have not foreclosed — has been effectuated through the chapter 7
trustee’s abandonment. Id. at 1 - 30; 37 - 66; 542 - 578.
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The United States Trustee (“UST”), Appellee, by and through Assistant United
States Trustee Pamela J. Griffith, objects to the Motion for Leave to Appeal, Docket
#154, filed by Fred Leroy Allman (“Allman™)?, Appellant, on the grounds that an appeal
of the interlocutory order at issue would result in increased delay and expense and would
waste judicial resources.

Factual Background

! All docket references are to the docket in the adversary proceeding entitled United
States Trustee v. Fred Leroy Allman, United States Bankruptcy Court for the District of
Oregon Adv. No. 08-03115-elp. A copy of the adversary proceeding docket is contained
in Exhibit 1, pages 1-15.

2 Allman is pro se in this appeal and in the bankruptcy case below.
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The UST filed his complaint objecting to Allman’s discharge pursuant to

11 U.S.C. 8§ 727 on June 30, 2008. In early September 2008, the court set a trial in the
adversary proceeding for December 17, 2008. Docket #10 (Exhibit 1, page 16). The
court denied Allman’s December 11, 2008 motion to postpone the trial, see Docket #62,
63 (Exhibit 1, pages 17-21), but determined that Allman could present his defense on
April 29, 2009, after the UST presented his case. See Docket # 68, 82, 84 (Exhibit 1,
pages 22-25). Allman declined to appear when the UST presented his case on December
17, 2008 and January 21, 2009. See Docket #92, 93, 94, 95, 98 (Exhibit 1, pages 26-56).
Allman filed his Motion for Order to Change Venue and Judicial Oversight on
April 7, 2009. Docket #136 (Exhibit 1, pages 57-58). He filed a memorandum in support
pof the motion on April 15, 2009. Docket #141 (Exhibit 1, pages 59-84). In the
memorandum, Allman complained about a number of the court’s pre-trial rulings and
passerted that the bankruptcy judge was biased. (See Exhibit 1, pages 60-61).

The court conducted a hearing on Allman’s Motion for Order to Change Venue
and Judicial Oversight on April 22, 2009. Allman did not appear at the hearing. See
Docket #143 (Exhibit 1, page 85). The court entered an order denying the motion on
April 24, 2009. Docket #144 (Exhibit 1, pages 87-89). This appeal followed.

Allman filed his notice of appeal on April 28, 2009. Docket # 147 (Exhibit 1,
pages 90-96). He failed to appear the next day, April 29, 2009, the date that the court
had set for him to present his case in the adversary proceeding. The court therefore heard
the UST’s closing argument and took the matter under advisement. See Docket #152

Exhibit 1, page 97). The court has not yet issued its opinion or judgment.

Legal Argument

The Bankruptcy Appellate Panel (“BAP”) has jurisdiction to hear bankruptcy
appeals from final judgments, orders, and decrees as well as from interlocutory orders as
to which the BAP grants leave to appeal. See 28 U.S.C. 88 158(a) and (b).

A final judgment or order is one that finally determines the rights of the parties in

securing the relief they sought in the suit. In re Moberg Trucking, Inc., 112 B.R. 362, 363
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9™ Cir. BAP 1990). In the instant adversary proceeding, the final judgment will occur
When the bankruptcy court enters the judgment granting or denying Allman’s discharge.
The April 24, 2009 Order Denying Motion for Order to Change Venue and
Judicial Oversight that Allman seeks to appeal is an interlocutory order. See, e.q., Inre
Goodwin, 194 B.R. 214, 221 (9" Cir. BAP 1996)(order denying motion to recuse is
interlocutory); In re Donald, 328 B.R. 192, 196 (9" Cir. BAP 2005)(order transferring
case to another district is interlocutory). Therefore, for the appeal to proceed, the BAP
must grant leave to appeal the order pursuant to 28 U.S.C. 88 158(a)(3) and (b).

The BAP’s decision to grant or deny leave to appeal is an exercise of discretion.
In re City of Desert Hot Springs, 339 F.3d 782, 787-88 (9" Cir. 2003).> Factors to be

considered in the analysis include whether or not 1) the order on appeal involves a
controlling question of law as to which there is a substantial ground for difference of
ppinion; 2) an immediate appeal may materially advance the ultimate termination of the
litigation; and 3) a denial of leave to appeal will result in wasted litigation and expense.
In re Roderick Timber Company, 185 B.R. 601, 604 (9" Cir. BAP 1995).

Application of the In re Roderick Timber Company factors in this case compels

the conclusion that leave to appeal should be denied. No controlling question of law is
presented as to which there is a substantial ground for difference of opinion. The appeal
will not materially advance the ultimate termination of the litigation. Indeed, all
evidence in the adversary proceeding has been presented and final argument has been
made. The outcome of the litigation awaits only the bankruptcy court’s opinion and
judgment. Denying leave to appeal would not result in increased litigation and expense.
To the contrary, granting leave to appeal would have this result. The final judgment in
this adversary proceeding is imminent. Either the UST will not prevail, in which event

the appeal will become moot, or the UST will prevail, at which time Allman can, if he so

_ ° Moreover, the court held that the BAP’s exercise of discretion not to hear an
interlocutory appeal was not subject to review by the Ninth Circuit. Id. at 792.
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chooses, appeal the court’s judgment and raise the issues about which he complains in the
Motion for Order to Change Venue and Judicial Oversight as well as any other appealable
issues. Granting leave to appeal at this time very likely could result in two appeals and
the unnecessary costs and burdens associated therewith. See In re Lewis, 113 F.3d 1040,
1043 (9™ Cir. 1997) noting that “traditional finality concerns nonetheless dictate that “‘we

avoid having a case make two complete trips through the appellate process
re Vylene Enterprises, Inc., 968 F.2d 887, 895 (9" Cir. 1992).

(quoting In

Conclusion
The BAP should deny Allman’s motion for leave to appeal the Order Denying
Motion for Order to Change Venue and Judicial Oversight and dismiss this appeal.
Continuation of the appeal would result in increased delay and expense and would waste
judicial resources.
DATED this _27th_ day of May, 2009.

Respectfully submitted,

ROBERT D. MILLER JR.
Acting United States Trustee

[s/ Pamela J. Griffith
PAMELA J. GRIFFITH, OSB #812495
Assistant United States Trustee
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CERTIFICATE OF SERVICE
I hereby certify that on May 27, 2009, | served a copy of the foregoing UNITED
STATES TRUSTEE’S by mailing a copy of this document, by United States first class
mail, postage prepaid, addressed to the following:
Fred Leroy Allman
0991 NE Worden Hill Rd
Dundee, OR 97115
Fred Leroy Allman
POB 5366
Portland, OR 97228
Fred Leroy Allman

POB 575
Dundee, OR 97115

| further certify that based on the Bankruptcy Court’s electronic case filing
records, the following person(s) will be served electronically when the foregoing

document is filed with the court:

BRADLEY O BAKER bradleyol0@msn.com
ERIC M BOSSE emb@cobbandbosse.com, info@cobbandbosse.com

ROBERT D. MILLER JR.
Acting United States Trustee

[s/ Pamela J. Griffith
PAMELA J. GRIFFITH, OSB #812495
Assistant United States Trustee
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I. PRELIMINARY STATEMENT

This is an appeal from the judgment of the United States Bankruptcy Court for the
Eastern District of California, denying the discharge of husband-and-wife debtors, Rodney and
Valerie Andrews (hereinafter, “Appellants” or “the Andrews”), based on 11 U.S.C.
§727(a)(4)(A) (False Oath or Account). The Andrews have appealed this judgment, asking for
reversal of the bankruptcy court’s judgment under Federal Rule of Bankruptcy Procedure
60(b)(6) (hereinafter “Rule 60(b)(6)” or “Rule 60(b)”).

I1. JURISDICTIONAL STATEMENT

Sections 157(b)(1) and (b)(2) of Title 28 of the United States Code confer jurisdiction
upon bankruptcy courts to hear and determine all core proceedings under title 11 of the United
States Code. An adversary proceeding seeking denial of a debtor’s discharge under 11 U.S.C.
§ 727 is a core proceeding pursuant to 28 U.S.C. § 157(b)(2)(J). On April 7, 2010, the
bankruptcy court entered its judgment denying the Appellants’ discharge. The Appellants filed a
timely notice of appeal on April 20, 2010. The Appellee elected to have the appeal heard by this
Court. This Court has jurisdiction over this appeal. 28 U.S.C. § 158(a)(1), (c)(1)(B).

III. STANDARD OF REVIEW

“The bankruptcy court’s conclusions of law are reviewed de novo, and its findings of fact
are reviewed for clear error.” In re Doser, 412 F.3d 1056, 1061 (9™ Cir. 2005). The Ninth
Circuit standard of review of a judgment on an objection to discharge is that: (1) the court’s
determinations of the historical facts are reviewed for clear error; (2) the selection of the
applicable legal rules under § 727 is reviewed de novo; and (3) the application of the facts to
those rules requiring the exercise of judgments about values animating the rules is reviewed de

novo. Searles v. Riley (In re Searles), 317 B.R. 368, 373 (9" Cir. BAP 2004) (citations omitted),
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aff’d, 212 Fed. Appx. 589 (9" Cir. 2006); Khalil v. Developers Sur. & Indem. Co. (In re Khalil),

379 B.R. 163, 171 (9" Cir. BAP 2007), aff’d, 578 F.3d 1167 (9" Cir. 2009).
IV. STATEMENT OF ISSUES PRESENTED
A. Whether the bankruptcy court clearly erred in denying the Appellants discharge under
11 U.S.C. § 727(a)(4)(A).
B. Whether the Appellants may seek relief under Rule 60(b) from an appellate court.
V. STATEMENT OF THE CASE

A. Nature of the proceedings.

This case is about whether denial of the Appellants’ bankruptcy discharge was warranted
based on material misstatements and omissions that they made under oath during the course of
their bankruptcy.

B. Course of proceedings and disposition in the court below.

On March 4, 2009, the then-Acting United States Trustee' (“United States Trustee”) filed
a complaint to deny the Appellants discharge under § 727 of the Bankruptcy Code. Trial was
conducted on March 9, 2010. At the conclusion of trial, the bankruptcy court entered judgment
in favor of the United States Trustee and denied the Appellants a discharge pursuant to 11 U.S.C.
§ 727(a)(4)(A), entitled False oath or Account.

C. Statutory Framework.

1. 11 U.S.C. § 727(a)(4)(A) denies discharge to a debtor who knowingly
and fraudulently makes a false oath or account in the course of a
bankruptcy case.

! Sara L. Kistler was the Acting United States Trustee until July 20, 2010, on which date August
B. Landis assumed that position. Pursuant to F. R. Civ. P. Rule 25(d), as incorporated in F.R.
Bankruptcy P. 7025, Mr. Landis was automatically substituted as a party.
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Section 727(a)(4)(A) of the Bankruptcy Code denies a discharge to a debtor who
“knowingly and fraudulently” makes a false oath or account in the course of the bankruptcy case.
11 U.S.C. § 727(a)(4)(A). It provides:

(a) The court shall grant the debtor a discharge unless —
(4) the debtor knowingly and fraudulently, in connection with the case —
(A) made a false oath or account . . .
2. Fed. R. Civ. P. 60(b).

The Appellants request that the district court reverse the bankruptcy court’s judgment
denying their discharge based on Federal Rule of Civil Procedure 60(b)(6).

Rule 60(b)(6) provides:

(b) Grounds for Relief from a Final Judgment, Order, or Proceeding. On

motion and just terms, the court may relieve a party or its legal representative
from a final judgment, order, or proceeding for the following reasons:

o (6) any other reason that justifies relief.
Rule 60 applies in bankruptcy courts, with exceptions not relevant here, by virtue of Fed.
R. Bankr. P. 9024.
VI. STATEMENT OF THE FACTS

A. The Appellants’ Circumstances as of, and Prior to, the Filing of Their
Chapter 7 Case.

Prior to filing this bankruptcy, the Appellants had been in a chapter 13 case in which they
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received a discharge.” A 13; A17,P 17,Ln10-25-P 18,Ln 1-7; A17,P 77,Ln 9-12° In
2007, during the course of that case, the Appellants incurred a $315,000 debt to a creditor named
Vicki Martin. A 1, P 25. The Appellants filed the instant chapter 7 case primarily to seek relief
from this debt, and they claimed that Ms. Martin was threatening to “take our home.” A 17, P
20, Ln 12, through P 21, Ln 18.

On June 29, 2007, while still in chapter 13, the Appellants held an elaborate Sweet 16
birthday party for their daughter at the Sacramento Grand Ballroom. A 15, Pg 84-93; A 17, P
53,Ln 21-25; A 15, P 84, Ln 3-22. It was filmed and televised as part of MTV’s reality show
“My Super Sweet 16,” and cost approximately $26,000.00. A 15, P 84, Ln 23, through Pg 85, Ln
7; A17,P54,Ln 1-6; A 15, P 84, Ln 23, through P 85, Ln 9. The Appellants paid for the party
with: (1) a $10,000 advance on a loan received from a person named Peter Slater, which loan
had been acquired in order to pay off the Appellants’ chapter 13 plan, and was secured by a
second deed of trust on the Appellants’ home. A 15, Pg 93, Ln 3-22; (2) a few thousand dollars
from the Appellants’ business; (3) some commissions Mr. Andrews had received; and (4)
$4,000-5,000 received from his brother. A 15, Pg 94, Ln 21, through Pg 95, Ln 20.

When they filed their chapter 7 bankruptcy case on July 2, 2008 [A 1, P 1], Valerie

Andrews had been employed for over 23 years as an auditor for the State of California,

? Although the issue on appeal in this case is a denial of discharge under 11 U.S.C.
§ 727(a)(4)(A), the fact that the Appellants had received a chapter 13 discharge within six years of the
filing of their chapter 7 bankruptcy case was another reason that they were not entitled to chapter 7 relief.
See 11 U.S.C. § 727(a)(9) (denying discharge under certain conditions to serial bankruptcy filers who
have received chapter 13 relief within six years of filing under chapter 7).

3 Per the naming convention utilized herein: “A” refers to the United States Trustee’s Appendix,
consisting of Exhibits 1-15 which were admitted into evidence at trial [See the Trial Transcript, P 10, L
10-11], plus Exhibit 16 [the United States Trustee’s Trial Brief], and Exhibit 17 [the Trial Transcript];
the number “1" means Exhibit 1; “P 1" means Page 1.
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Department of Water Resources. A 17, P 76, Ln 9-12. She had a bachelor’s degree in business
administration. A 17, P 76, Ln 6-8. Rodney Andrews had worked over the years in various real
estate-related and construction-related businesses. A 17, P 13-16.

At the time of filing, the Appellants owned and operated a sole proprietorship called
“Andrews Investment Group.” A 17, P 35, Ln 14-19; A 17, P 38, Ln 22, through P 39,Ln I; A
17, P 83, Ln 10-20; A 15, P 28, Ln 10-12; A 15, P 30, Ln 14-19. It had been started in 2007
under the name “Rod Andrews & Associates” and it had been engaged in the business of
generating construction and refinance leads. A 17, P 14,Ln 18 - P 15, Ln 14. In 2007, Rod
Andrews & Associates had generated gross income of $82,667. A 11, Pg4, Part 1,Ln 1; A 17,
Pg 88, Ln 15-24. At some point the name Rod Andrews & Associates was changed to “Andrews
Investment Group,” or more fully, “Andrews Investment Group Mortgage Specialists.” A 17, P
15, Ln 7-11. As of the bankruptcy, the company was engaged in generating loan modifications
and loans. A 15, P 28, Ln 10-18. Although Valerie worked for the State, she also spent some
time on weekends helping her husband in the Andrews Investment Group business. A 17, P 76,
Ln 24, through Pg 77, Ln 1.

Just five months before bankruptcy, Valerie Andrews executed a 36-month lease on a
business premises for “Andrews Investment Group.” A 9; A 17, P 84, Ln 23, through P 85, Ln 8.
The lease was still in existence when the bankruptcy was filed. A 17, P 85, Ln 1-4.

The Appellants had also owned and operated a construction company named “Skyline
Construction” from about 1989 to 2005 or 2006, prior to the bankruptcy. A 17, P 13, Ln 10-12;
A1,Pg76,Ln 18-22.

As of the bankruptcy filing, the Appellants had three bank accounts:

(1) an account in Valerie Andrews’ name, ending in 2994, into which her pay checks
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from the State of California were deposited (“Valerie’s pay check account™). A 5; A 17, P 78,
Ln 19, through P 79, Ln 3.

(2) an account in the name of Andrews Investment Group Mortgage Specialists, ending in
8368 (“Andrews Investment Group account”), which had been opened on May 15, 2008. A 6;
A17,P79,Ln4-10; A 6, Pg 2.

(3) another account in Valerie Andrews’ name, ending in 9504 (“Valerie’s second
account”), which had been opened on June 10, 2005. A 7; A 17,P 79, Ln 4-13.

All three accounts were in Valerie Andrews’ name and she had the sole signature
authority over them, because her husband Rodney had trouble opening bank accounts in his own
name due to bounced checks. A 17,P 79, Ln 17-21; A 17, P 31 Ln 1-20.

During the six months prior to the filing of the bankruptcy, $24,146 was deposited into
the Andrews Investment Group account and $15,000 was deposited into Valerie’s second
account. A3,P1; A 17,P 106, Ln 5-9. This money was not attributable to Valerie’s salary or
inter-account transfers among the three accounts; it was additional income from outside sources.
A 17,P 99, Ln 2, through P 100, Ln 4; A 17, P 105, Ln 21-24.

During the month in which the bankruptcy was filed (July, 2008), $8,596 was deposited
into the Andrews Investment Group account and $4,389.07 was deposited into Valerie’s second
account. A 3,P2; A17,P 107, Ln 14-24. In comparison, $4,789 was deposited into Valerie’s
pay check account. A 3,P2; A 17,P 108, Ln 1-3.

The total gross income received by the Appellants from all sources in the six months
preceding the month in which the bankruptcy was filed (i.e., January through June of 2008) was
at least $76,897.73. A4,P1; A17,P 108, Ln4 - P 109, Ln 25.

B. The Appellants’ Schedules, Statement of Financial Affairs, and Means Test.
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The picture painted by the Appellants in their Petition, Schedules, Statement of Financial
Affairs, and Means Test, all of which were signed under penalty of perjury, was not that of a
couple who spent $26,000 on a televised birthday party for their teenage daughter and operated
an income-producing loan-modification business in addition to receiving a salary from the State.
Rather, the picture was that of a State-worker wife and her unemployed husband.*

On their chapter 7 Petition, the Appellants failed to list their prior chapter 13 case, in
which they had just recently received a discharge. A 1, Pg 2.

The Appellants listed only one of their three bank accounts on Schedule B — Valerie’s pay
check account. A 1, Pg 13, Item 2. They failed to list the Andrews Investment Group account or
Valerie’s second account, despite the fact that $39,146 had gone into those two accounts during
the two months before bankruptcy. A 3, Pg 1. Almost $13,000.00 more was deposited into those
accounts during the month the Appellants filed for chapter 7 relief. A 3, Pg 2.

The Appellants nowhere revealed that they owned an active, income-producing business,
“Andrews Investment Group.” On Schedule B at Item 13, where they should have listed this sole
proprietorship, they answered “None.” A 1, Pg 14, Item 13. On the Statement of Financial
Affairs at Item 18a, which asks for businesses in which they had an interest within the last six
years, they also answered “None.” A 1, Pg 38, Item 18a. On Schedule G, which asks for
unexpired leases, instead of listing the 36-month commercial lease Valerie Andrews had recently
entered into for the purpose of providing a business premises for Andrews Investment Group,

they checked the box indicating that they had no leases. A 1, Pg 27.

* The initially filed documents are at A1, and a subsequent amendment is at A2.
> This failure to disclose was not only a material omission, the Andrews’ serial bankruptcy filing
was also, as noted above, another reason to deny discharge, pursuant to 11 U.S.C. § 727(a)(9). This

appeal concerns only section 727(a)(4)(A), however.
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The Appellants did not reveal in the Statement of Financial Affairs at Item 18a that
during the previous six years they had owned and operated a construction company named
“Skyline Construction.”

On the Means Test,® the Appellants listed only Valerie Andrews’ salary from the State.
Al,Pg49, Ln 3. In fact, more than $39,000.00 had been deposited into the Andrews Investment
Group account and Valerie Andrews’ second account during that period. A 3, Pg 1. Moreover,
additional amounts, other than the payments from the State, had been deposited into Valerie’s
pay check account. A 4.

Consistent with this false picture of their income, the Appellants showed Rodney
Andrews’ current income on Schedule I as “0.00.” A 1, Pg 29, Ln 1. The Appellants stated at the
bottom of Schedule I at Line 17, “Debtor [Mr. Andrews] is self employed, but he claims he has
not made any income for this year of 2008.” A 1, Pg 29, Ln 17. In truth, as shown by the bank
statements for the two unscheduled accounts, money was flowing in immediately before and after
the bankruptcy was filed. A 6 and A 7; A 3. Likewise, the Statement of Financial Affairs, Item
1, asserted that Rodney Andrews’ year-to-date gross income in 2008 was “0.00.” A 1, Pg 33,
Item 1. In fact, as already noted, thousands of dollars had been deposited into the undisclosed
Andrews Investment Group account. A 3; A 6. Item 1 also asserted that, in 2007, Rodney
Andrews’ gross income had been only $30,000. A 1, Pg 33, Item 1. In fact, Rodney Andrews
had received gross income of $82,667 from the operation of Rod Andrews & Associates, per

Schedule C of his 2007 Federal Income Tax return. A 11, Pg4, Part 1,Ln 1; A 17, Pg 88, Ln

% The “Means Test” refers to Bankruptcy Form 22A. With exceptions not relevant here,
individual chapter 7 debtors are required to file a statement of monthly income that helps the bankruptcy
court determine whether the case should be dismissed as an abuse of the provisions of chapter 7. See 11
U.S.C. § 707(b); Fed. R. Bankr. P. 1007(b)(4).
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15-24.

Overall, the bankruptcy papers concealed the Appellants’ involvement, both past and
present, in their various businesses, most notably Andrews Investment Group, and the cash flow
generated therefrom. Yet as far as the casual observer could tell, the case involved merely a
long-time state worker and her unemployed husband.

C. The 341 Meeting.

Even a month after filing their chapter 7 petition, the Andrews were perpetuating an
inaccurate picture of their financial circumstances via testimony under oath at the First Meeting
of Creditors (“the 341 meeting”). A 14.

The questioning started with the chapter 7 trustee establishing the Appellants’ familiarity
with, and agreement with, the content of their bankruptcy papers:

TRUSTEE ACEITUNO: . . . Now, did you both sign the bankruptcy petition and the
schedules that were filed in the case?

MS. ANDREWS: Yes.

MR. ANDREWS: Yes.

TRUSTEE ACEITUNO: And did you read the petition and the schedules before you
signed them?

MR. ANDREWS: Yes.

MS. ANDREWS: Yes.

TRUSTEE ACEITUNO: And are you personally familiar with everything that’s in your
petition and schedules?

MS. ANDREWS: Yes.

MR. ANDREWS: Yes.
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TRUSTEE ACEITUNO: To the best of your knowledge is everything in your petition an
schedules true and correct?

MS. ANDREWS: Yes.

MR. ANDREWS: Yes.

TRUSTEE ACEITUNO: All right. Do you have any changes or corrections to bring up at
this time?

MS. ANDREWS: No.

MR. ANDREWS: No.

A 14, Pg 3, Ln 14, through Pg 4, Ln 10.

When the trustee asked Rodney Andrews “What kind of work do you do?,” Mr. Andrews
answered “I was in the mortgage business” (past tense). The trustee then asked “Are you no
longer working at all?” Rodney Andrews answered “Not now I’m not working at all.” The
trustee followed up by asking “Have you had any gross income during 2008?,” to which Mr.
Andrews untruthfully answered “ — the first month, January.”. . . “Probably about 9,000.” A 14,
Pg 6, Ln 8-18.

No mention of the thousands of dollars which had been deposited into the unscheduled
Andrews Investment Group account and Valerie Andrews’ second account. No mention of the
recently leased business premises in which Andrews Investment Group was currently operating.
And a needless lie about having received income in January of 2008. Mr. Andrews had
undergone a serious eye surgery on December 21, 2007, and did not work for approximately the
first four months of 2008, as evidenced by the lack of deposits into the unscheduled accounts
during that time and by his later testimony. A 3, Pg 1; A 15, Pg 38, Ln 14, through Pg 39,

Lnl3.
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Creditor Vicki Martin’s attorney, Helen Liu, was at the 341 meeting and asked questions
of the Appellants. In answering both her questions and those of the chapter 7 trustee, the
Appellants continued to cover up their true financial situation and their business operations. Ms.
Liu asked Rodney Andrews whether he currently held any checking accounts other than the
Downey savings account listed in the petition (Valerie’s pay check account). Mr. Andrews
answered, “No, [ don’t.” Valerie Andrews did not contradict him or say anything about the two
unscheduled accounts. A 14, Pg 7, Ln 13-19.

Then Ms. Liu asked if he had had any checking accounts in the last five years other than
the one listed on the petition (Valerie’s pay check account). Mr. Andrews answered “Yes,” but
he limited his answer to an account they had previously held at Wells Fargo Bank. Again, no
mention of the two unscheduled Downey Savings and Loan accounts. Again, no contradiction by
Valerie Andrews. A 14, Pg 7, Ln 19, through Pg §, Ln 10.

Ms. Liu asked Rodney Andrews whether he owned a computer. He answered “Two at
my office.” A 14,Pg9, Ln 12. Alerted thereby to the existence of an office, the trustee asked
“Where is your office located?” Mr. Andrews answered “It’s — well we’re moving out. We got
kicked out. We’re at 1004 J Street. That’s where we were.” A 14, Pg9, Ln 13-17. He failed to
mention that they had a new office space, recently leased from Zoe Treaster, at 7321 Stockton
Blvd. A9.

The trustee asked “What’s the business name?” Mr. Andrews answered “Andrews
Investment.” A 14, Pg9, Ln 18-19. The trustee asked when he had stopped operating Andrews
Investment. Mr. Andrews responded, “Well, we still have the company. We’re just not doing
any business. Nobody’s doing mortgages.” A 14, Pg 9, Ln 20-24.

The trustee pointed out that the business was not listed on Schedule B or the Statement of

Brief of Appellee 11



Financial Affairs. A 14, Pg9, Ln25-Pg 10, Ln 3. An “Unidentified Speaker,” believed to be
the Andrews’ then-attorney, Steele Lanphier,” asked “How long has it been closed?” Mr.
Andrews testified ... - - about since January.” A 14, Pg 10, Ln 6-7.

When the trustee asked whether Mr. Andrews had operated any other businesses during
the past six years, he said he had worked as an employee of “SM1 [sic] Mortgage” but didn’t
ownit. A 14,Pg 10, Ln 17-24. He did not mention having owned and operated “Skyline
Construction.”

Ms. Liu embarked upon a series of questions regarding the televised Sweet 16 party,
including asking how much the Andrews had spent on the party. Mr. Andrews testified, “We
didn’t spend anything. It was gifts from family members.” A 14, Pg 19, Ln 10-13. He later
retreated from this position. A 15, Page 94, through Pg 95, Ln 20.

D. The Rule 2004 Examination.

Having received a letter of complaint from Vicki Martin’s attorney, the United States
Trustee began independently to investigate the matter. The United States Trustee then
subpoenaed the Appellants for a Rule 2004 Examination (a deposition-like interview), requiring
that they produce various documents. A 15, Exh. A and B. The Examination was held on
December 8, 2008. The Andrews testified, accompanied by their attorney Steele Lanphier. A 15.

The United States Trustee had asked for documents on all financial accounts the Andrews
had held during the 2 1/2 years before filing for chapter 7 bankruptcy. A 15, Exh. A and B,
document requests # 3-4. Among the documents produced were some which alerted the United

States Trustee, for the first time, to the existence of the previously concealed Andrews

7 The Appellants were represented by Steele Lanphier in the bankruptcy case in chief, by Julius
Engel in the Adversary Proceeding and trial, and are now represented by Steven Royston in the appeal.
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Investment Group account. However, these documents related only to the period of time from
the filing of bankruptcy forward. When asked why the United States Trustee had not been given
documents from before the bankruptcy, both Appellants testified that it was because the account
had been opened on July 1, 2008, just one day before the bankruptcy was filed. A 15, Pg 44, Ln
8-21. The complete bank records later revealed that the account had been opened on May 15,
2008 (pre-bankruptcy). A 6, Pg 2.

The Appellants failed to produce any documents relating to Valerie’s second account
which had not been listed in the bankruptcy. The United States Trustee independently
discovered the existence of this account by noticing inter-account transfers on computer printouts
relating to Valerie’s pay check account. During the 2004 Examination, the United States
Trustee asked the Appellants whether there had been any money in Valerie’s second account on
the day they filed bankruptcy. Valerie Andrews testified “No” . .. “Maybe $12. Not very
much.” A 15, Pg 46, Ln 23, through Pg 47, Ln 3. In fact, on July 2, 2008, the date of filing, that
account had a balance of $2,149.17. A 7 Pg 28. Upon obtaining the records on Valerie’s second
account, the United States Trustee determined that the account had been opened on June 10,
2005. A7,Pgé.

Under questioning by the United States Trustee, the Andrews “came clean” about
Andrews Investment Group, admitting that it still exists and is operating from premises located at
7321 Stockton Blvd. AlS5, Pg 28, Ln 10-18, and Pg 30, Ln 14-19. The United States Trustee
had previously become aware of Valerie Andrews’ lease of the business premises on Stockton
Blvd. from a motion and declaration filed in the case by the landlord, Zoe Treaster. A 8. In
response to the Rule 2004 subpoena, the Andrews furnished a copy of the lease to the UST. A 9.

Valerie Andrews testified that she had leased the premises so they could operate their business,
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Andrews Investment Group. A 15, P 71, Ln 2-5.

Both Rodney and Valerie Andrews admitted that their gross income in 2007 from the
business “Rod Andrews & Associates” (the former name of Andrews Investment Group) had
been $82,667, as shown on their 2007 tax return, and not $30,000, as shown on their Statement
of Financial Affairs. A 15, Pg 82, Ln 2-19; A 11, Pg4.

The document requests in the United States Trustee’s subpoena sought very specific
Sweet 16 party-related documents. A 15, Exh A and B. The Andrews supplied birthday party-
related documents and finally admitted that, with the exception of $4,000 to $5,000, they had
picked up the tab for the $26,000 party. A 15, Pg 93, Ln 3-22; A 15, Pg 94, Ln 21, through Pg 95,
Ln 20.

E. The Trial.

The United States Trustee filed a complaint for denial of the Appellants’ discharge under
11 U.S.C. § 727 on March 4, 2009, based on the errors and omissions in the Appellants’
bankruptcy papers and in their sworn testimony during the 341 meeting and Rule 2004
examination. Trial on the matter was held on March 9, 2010. A 17.

Rodney Andrews testified at trial that he had never seen his bankruptcy papers before.

He claimed that the paperwork had been prepared over the phone with someone in their
attorney’s office, and that he and Valerie had later gone into the office to sign the documents. He
claimed that his attorney (Steele Lanphier) had never given them copies of the bankruptcy
papers. A 17, Pg 18, Ln 19, through Pg 19, Ln 25; Pg 65, Ln25, through Pg 66, Ln 13; Pg 72,
Ln 20-21; Pg 73, Ln 14-16; Pg. 74, Ln 5-7. This directly contradicted the couple’s recognition
of, and acknowledged familiarity with, the bankruptcy papers during their 341 meeting. A 14, Pg

3, Ln 14, through Pg 4, Ln 10.
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Mr. Andrews also claimed a lack of knowledge regarding the Andrews Investment
account and Valerie’s second account, saying “You’ll have to ask her [Valerie] about that,
because she took — because I don’t know. I don’t know.” A 17, Pg 25, Ln 2-13. Those two
accounts had been discussed at length during the Rule 2004 examination. A 15, Pg 43-46.
Eventually, Mr. Andrews admitted that he knew about the accounts. A 15, Pg 31, Ln 2-20; A 15,
Pg 33, Ln 11-14.

Mr. Andrews also admitted that at the time the bankruptcy was filed he owned and
operated Andrews Investment Group, and he blamed his attorney, Steele Lanphier, for not having
included the business in the bankruptcy papers. A 17, Pg 35, Ln 14-19. He testified that he had
told the attorney they had a business. A 17, Pg 38, Ln 25, through Pg 39, Ln 1. He also blamed
the attorney for not listing the 36-month lease with Zoe Treaster on Schedule G. A 17, Pg 42, Ln
12-24.

When asked if he recognized their 2007 Federal Income Tax return (A 11), Mr. Andrews
testified: “No, I don’t. My wife prepares them.” A 17, Pg 48, Ln 3-6. He had admitted to
recognizing the tax return and to its accuracy during the 2004 Examination. A 15, Pg 82, Ln 12
16. After this initial denial at trial, he finally agreed that his gross income had been $82,657 as
shown on the tax return. A 17, Pg 48, Ln 16-25.

When asked about the Sweet 16 party, Mr. Andrews would only admit to having spent
about $5,000 of their money on it. A 17, Pg 54, Ln 15, through Pg 55, Ln 23. Eventually,
however, he admitted that he and his wife had paid for most of the party, except for about
$5,000. A 17, Pg 56, Ln 24, through Pg 57, Ln 10. And yet, on cross-examination by his
attorney, he reverted to asserting that they had spent only $5,000. A 17, Pg 58, Ln 8-13.

When Valerie Andrews took the stand, she, too, denied ever having seen the bankruptcy
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papers. A 17, Pg 77, Ln 13-18. But after having her recollection refreshed by her testimony at
the Rule 2004 Examination, she ultimately admitted that she had seen the paperwork before. A
17, Pg 77, Ln 19, through Pg 78, Ln 1. When asked whether she read the documents before she
signed them, she admitted, “Very briefly. Butyes.” A 17, Pg 78, Ln 12-14.

She also admitted that when the couple filed bankruptcy, the unlisted Andrews
Investment Group account and Valerie’s second account were still open. A 17, Pg 79, Ln 4-20.
She agreed that the 36-month lease was still in existence on the day the case was filed, and that it
had been entered into for the purpose of providing a business premises for Andrews Investment
Group. A 17, Pg 85, Ln 1-8.

In connection with discussing the Means Test (A 1, Pg 49-50), a form on which the
Appellants claimed that Rodney Andrews had had zero income during the six months prior to
filing, the United States Trustee’s questions regarding whether Valerie Andrews knew the
difference between gross income and net income were met with objections by her counsel. A 17,
Pg 85, Ln 9, through Pg 86, Ln12. The Court responded: “If she’s a bookkeeper, she would
know the difference between gross and net income. Being an auditor, she should be in a higher
status than a bookkeeper.” A 17, Pg 86, Ln 13-16.

Valerie Andrews admitted that she had prepared the couple’s 2007 tax return, and that
Rodney’s gross income of $82,667, as shown on the return, was correct. A 17, Pg 88, Ln 15-24.

The United States Trustee’s Bankruptcy Analyst, Teresa Field, testified regarding the
funds which had been deposited into the two undisclosed bank accounts, as summarized by the
charts at A 3 and A 4. Not only were the accounts not revealed on the bankruptcy papers, but the
money received and deposited into them was also not revealed as income. A 17, Pg 105, Ln 21

25. Instead of receiving income of $33,701.34 during the six months prior to filing, as shown on
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the bankruptcy papers, the Andrews actually received gross income of $76,897.73. A 17, Pg 109,
Ln 19-25.

In rebuttal, Rodney Andrews asserted that many of the funds in the unlisted Andrews
Investment Group account had been held in trust for another company and were not his. A 17,
Pg 114, Ln 3, through Pg 116, Ln 8. However, no evidence was provided to substantiate that
assertion, and the deposited checks bore no indication that they were trust funds. A 17, Pg 119,
Ln 13-15; A 6.

F. The Bankruptcy Court’s Ruling.

The bankruptcy court ruled in favor of the United States Trustee, and denied the
Appellants’ discharge under 11 U.S.C. § 727(a)(4)(A).

The bankruptcy court opined that, although he had found the Appellants to be honest and
forthcoming, (A 17, P 126, Ln 23; P 127, Ln 3), the United States Trustee had presented an
overwhelming number of mistakes and omissions, many of which were material. A 17, P 127,
Ln 7-8. The court rejected the Appellants’ defense of not having read the schedules, saying “The
law is, that you just can’t bury your head in the sand.” A 17, P 127, Ln 14-18. The court stated
that certainly people with the background of the Appellants would recognize that it is important
to actually read the documents when signing under penalty of perjury. A 17, P 127, Ln 25,
through P 128, Ln 1-4. The court was troubled by the fact that the Appellants had failed to
amend their schedules to correct the errors in them, despite having had the right to do so and
sufficient time. A17, P 128, Ln 8-12.

The court stated that he did not know whether the Appellants’ first bankruptcy attorney
(Mr. Lanphier) had given them improper advice as they had alleged. A 17, P 128, Ln 15-16.

The court noted, however, that the Appellants could have called that attorney or his staff as
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witnesses to find out what had transpired, but the Appellants had not done so. A 17, P 128, Ln
17-20.

The court referenced an Eighth Circuit case® in which failure to read the schedules had
been found to be a reckless indifference to the truth, and in turn, fraudulent intent. The court
opined that he guessed that the difference there was that actual fraudulent intent may not have
necessarily been present.” A 17, P 129, Ln 1-7.

Although favorably impressed by the Appellants’ demeanor at trial, the court concluded
“But darn it. The debtor knowingly and fraudulently, or in connection with the case, made false
oaths or accounts. And then you have the cases that say not reading the Schedules is not a
defense to that provision to cover.” A 17, P 129, Ln 17-23.

The court denied the Appellants’ discharge under section 727(a)(4)(A). A 17, P 129, Ln
24-25, through A 17, P130, Ln 1.

VII. ARGUMENT

A. The purpose and application of 11 U.S.C. § 727(a)(4)(A).

“The fundamental purpose of § 727(a)(4)(A) is to insure that the trustee and creditors

have accurate information without having to conduct costly investigations.” Fogal Legware of

Switzerland, Inc. v. Wills (In re Wills) 243 B.R. 58, 63 (9" Cir. BAP 1999) (citation omitted).

There are three elements to a section 727(a)(4)(A) determination: (1) debtor made such a

8 The UST believes the reference was to a case cited in the UST’s trial brief , Jordan v. Bren (In
re Bren), 303 (B.R. 610, 614(8th Cir. BAP 2004).

? Under the controlling 9" Circuit case of Khalil v. Developers Sur. & Indem. Co. (In re Khalil),
578 F.3d 1167(9th Cir. 2009), which affirmed the 9" Circuit BAP’s decision in Khalil v. Developers Sur.
& Indem. Co. (In re Khalil), 379 B.R. 163 (9" Cir. BAP 2007), recklessness can be probative of
fraudulent intent, and reckless indifference to the truth can be combined with other circumstantial
evidence to prove fraudulent intent, but recklessness alone is insufficient to prove fraudulent intent. See
also Retz v. Samson (In re Retz), 606 F.3d 1189, 1199 (9" Cir., 2010).
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false statement or omission, (2) regarding a material fact, and (3) did so knowingly and
fraudulently. In re Khalil, 379 B.R. at 172.
1. False statement or omission.
A false oath need not be an oral oath. A false statement or an omission in the debtor’s
bankruptcy schedules or statement of financial affairs can constitute a false oath. In re Khalil,

379 B.R. at 172. See also In re Wills, 243 B.R. at 62.

2. Involving a material fact.

The debtor’s false statement or omission must involve a material fact. A fact is material
if it bears a relationship to the debtor’s business transactions or estate, or concerns the discovery
of assets, business dealings, or the existence and disposition of the debtor’s property. In re
Khalil, 379 B.R. at 173, citing In re Wills, 243 B.R. at 62 (citations omitted).

A false statement or omission may be material even if it does not cause direct financial

prejudice to creditors. In re Wills, 243 B.R. at 63; In re Hoblitzell, 223 B.R. 211, 215-16

(Bankr. E.D. Cal. 1998). An omitted asset may ultimately be found to have no value, but its

b

disclosure is necessary “if it aids in understanding the debtor’s financial affairs and transactions.’

Garcia v. Coombs (In re Coombs) 193 B.R. 557, 564 (Bankr. S.D.Cal. 1996).

3. Made knowingly and fraudulently.
The debtor must have “knowingly and fraudulently” made a false oath or account. A
debtor acts “knowingly” if he or she acts deliberately and consciously. In re Khalil, 379 B.R. at

173, citing Roberts v. Erhard (In re Roberts), 331 B.R. 976, 883 (9™ Cir. BAP), aff’d 241

Fed.Appx. 420 (9" Cir. 2005). A debtor acts “fraudulently” if he or she: (1) made the
representations; (2) at the time, knew they were false; and (3) made them with the intention and

purpose of deceiving the creditors. In re Khalil, 379 B.R. at 173; In re Roberts, 331 B.R. at 884

Brief of Appellee 19



(citations omitted).

Although mere recklessness alone is not equivalent to “knowing” under the statute, In re
Roberts, 331 B.R. at 884, recklessness can be probative of fraudulent intent, In re Khalil, 379
B.R. at 173. Intent usually must be proven by circumstantial evidence or inferences drawn from

the debtor’s course of conduct. In re Khalil, 379 B.R. at 174; Retz v. Samson (In re Retz), 606

F.3d 1189, 1199 (9" Cir., 2010) (requisite intent found from significant number of omissions and
errors, large monetary value of omitted transfers, debtor’s failure to read schedules and Statement
of Financial Affairs before signing them, and debtor’s failure to amend the documents to correct

the errors). See, e.g., In re Searles, 317 B.R. at 377 (evidence supported “factual inference” that

debtor “intended to list a sum below the trustee’s radar screen”); In re Roberts, 331 B.R. at 884
(fraudulent intent “may be established by inferences drawn from [debtor’s] course of conduct”);
In re Wills, 243 B.R. at 64 (same).

A court may find the requisite intent where there has been a pattern of falsity or from a
debtor’s reckless indifference to or disregard of the truth. Coombs, 193 B.R. at 564; Wills, 243
B.R. at 64. As stated in Coombs:

The essential point is that there must be something about the
adduced facts and circumstances which suggest that the debtor
intended to defraud creditors or the estate. For instance,
multiple omissions of material assets or information may well
support an inference of fraud if the nature of the assets or
transactions suggests that the debtor was aware of them at the
time of preparing schedules and that there was something
about the assets or transactions which, because of their size

or nature, a debtor might want to conceal.

Coombs, 193 at 565 (emphasis added) (cited in In re Khalil, 379 B.R. at 174).
The advice of counsel is not a defense when the erroneous information should have been

evident to the debtor. In re Retz, 606 F.3d at 1199 (quoting Boroff v. Tull (In re Tully), 818
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F.2d 106, 111 (1* Cir. 1987)). “A debtor cannot, merely by playing ostrich and burying his head
deeply enough in the sand, disclaim all responsibility for statements which he has made under
oath.” Id.

As discussed below, under these legal standards, the bankruptcy court did not clearly err
in finding that the Appellants were not entitled to a discharge.

B. The bankruptcy court did not clearly err in denying the Appellants’
discharge under 11 U.S.C. § 727(a)(4)(A).

Each element of section 727(a)(4)(A) was present in this case.

1. The bankruptcy court did not clearly err in finding that the
Appellants made false oaths and omissions in the course of their
bankruptcy case.

It is not disputed that there were numerous errors and omissions in the Appellants’
bankruptcy papers and in their sworn testimony at the 341 meeting, 2004 examination, and even
at trial, as described above. Most notably, there were no references whatsoever to the business,
Andrews Investment Group, no mention of the income received from its operations, and no
mention of the two bank accounts into which the business income and other income unrelated to
Valerie Andrews’ job with the State were deposited. Mr. Andrews falsely testified at the 341
meeting that the business had ceased operations and that the Appellants had no bank accounts

when they filed, other than the one listed on Schedule B.

2. The bankruptcy court did not clearly err in finding that the
Appellants’ false oaths and omissions involved material facts.

The Appellants’ falsehoods and omissions bore a relationship to the Appellants’ business,
Andrews Investment Group, to the income from that business and other sources, to the bank
accounts into which that income was deposited, to the existence of a prior business, and to the

expenditure of approximately $21,000 for a $26,000 Sweet 16 party at a time when the
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Appellants owed Vicki Martin $315,000. As such, the falsehoods and omissions bore a
relationship to the debtor’s business transactions or estate or the existence and disposition of the
debtor’s property, and the omission harmed creditors. Accordingly, the falsehoods and
omissions were material. In re Khalil, 379 B.R. at 173, citing In re Wills, 243 B.R. at 62-63
(citations omitted)

3. The bankruptcy court did not clearly err in finding that the
Appellants made the false oaths knowingly and fraudulently.

“[O]missions of several significant assets and disclosures of significant transfers, which
reveal a pattern, are willful and knowing admissions and therefore warrant a denial of discharge.”

In re Slater, 318 B.R. 881, 888 (Bankr. M.D. Fla. 2004). In this case, the sheer number of

inaccuracies in the bankruptcy papers makes it impossible to conclude that those inaccuracies
derived from innocent mistake, misunderstanding, or inadvertence. That the omissions primarily
related to Mr. Andrews’ business, Andrews Investment Group, also supports the inference that
the Andrews intended the chapter 7 trustee and creditors not to find out about the business and
the income generated from it. A bankruptcy court does not clearly err — and the court below did
not clearly err — by finding that an omission can be a false oath under 11 U.S.C. § 727(a)(4)(A).

In re Roberts, 331 B.R. 876 at 882-83.

Valerie Andrews had signed a three-year lease of the business premises just five months
prior to filing the bankruptcy. During the six months prior to the filing of the bankruptcy,
$24,146 was deposited into the Andrews Investment Group account and $15,000 was deposited
into Valerie’s second account. A 3, P 1; A 17, P 106, Ln 5-9. These were not remote events.
They had to have been fresh in the minds of the Appellants at the time their bankruptcy was

prepared and filed.
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Also of significance, as noted by the bankruptcy court in its ruling, at no time did the
Appellants amend their bankruptcy paperwork to correct their numerous errors and omissions,
despite having had the right and the opportunity to do so. This, too, is evidence of fraudulent
intent. See In re Retz, 606 F.3d at 1199 (requisite intent found from, among other things, the
debtor’s failure to amend the documents to correct the errors).

Moreover, rather than “coming clean” to their chapter 7 trustee immediately after the case
was filed, the Appellants continued to tell a variety of falsehoods under oath at their 341 meeting,
the Rule 2004 Examination, and even at trial, as described above. The truth, when it finally came
out, came out begrudgingly and piecemeal.

The Appellants’ defense of not having read the bankruptcy papers before signing them
and of having relied on their prior attorney ( A 17, Pg 78, Ln 12-14) is not well taken. Valerie
Andrews ultimately admitted that she had read the papers before signing. A 17, Pg 78, Ln 12-14.
Rodney Andrews’ continued insistence that he had never seen the paperwork before is, at a
minimum, evidence of a reckless indifference to the truth or falsity of his statements made under
penalty of perjury, which in turn, is evidence of fraudulent intent when viewed in the context of
all of the other circumstances. In re Retz, 606 F.3d at 1199 (requisite intent found from, among
other things, debtor’s failure to read schedules and Statement of Financial Affairs before signing
them).

Thus, based upon the record of this case, the bankruptcy court did not clearly err when it
denied the Appellants a discharge under 11 U.S.C. § 727(a)(4)(A).

C. The Appellants’ request for Rule 60(b) relief is misplaced because requests

for relief under Rule 60(b) must be presented to the rendering court, not the
appellate court.

In their opening brief, the Appellants argue that this Court should grant them relief under
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Federal Rule of Civil Procedure 60(b)(6). But Rule 60(b) motions'® must be directed in the first

instance to the trial court. First Beverages, Inc. of Las Vegas v. Royal Crown Cola Co., 612 F.2d

1164, 1172 (9™ Cir. 1980). See Board of Trustees, Sheet Metal Workers’ Nat’l Pension Fund v.

Elite Erectors, Inc., 212 F.3d 1031, 1034 (7" Cir. 2000) (requests for modification of a judgment

under Rule 60(b) must be presented to the rendering court); 11 C. Wright & A. Miller, Federal

Practice and Procedure § 2865 (1973) (discussing that relief under Rule 60(b) ordinarily is

obtained by motion in the court that rendered the judgment).
Rule 60(b) complements the discretionary power that bankruptcy courts have as courts of
equity “to reconsider, modify or vacate their previous orders so long as no intervening rights

have become vested in reliance on the orders.” In re International Fibercom, Inc., 503 F.3d 933,

940 (9™ Cir. 2007) (citing In re Lenox, 902 F.2d 737, 740 (9™ Cir. 1990)). The Appellants could
have presented a Rule 60(b) motion to the bankruptcy court following entry of the adverse
judgment, but did not. Rule 60(b) is not a rule under which one obtains appellate relief. The
appellate court’s role as to Rule 60(b) motions is limited to reviewing the propriety of the trial

court’s decision on the motion. First Beverages, Inc. of Las Vegas, 612 F.2d at 1172.

The two cases cited by the Appellants in their brief bear this out. Community Dental

Services v. Tani, 282 F.3d 1164 (9" Cir. 2002) was the circuit court’s review of the propriety of

the trial court’s (district court’s) denial of a Rule 60(b) motion. AB, Pg 10, Ln 20-26. The same

is true of Latshaw v. Trainer Wortham & Co., 452 F.3d 1097 (9" Cir. 2006). AB, Pg 11, Ln 3-6.

The Rule 60(b) motions had been brought in the first instance in the trial court.

Accordingly, the Appellants’ request for Rule 60(b)(6) relief in this Court, which is

' The Appellants have not filed a formal motion, but the gravamen of their appellate brief is that
of a Rule 60(b) motion.
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sitting in its appellate capacity, should be denied.

D. The Appellants’ assertions that they are entitled to reversal because the
bankruptcy court found that their lawyer was negligent are incorrect and
unsupported by the record.

Appellants’ sole argument on appeal is that they are entitled to reversal because —
according to their characterization of the record — the bankruptcy judge sua sponte found that
their bankruptcy attorney was grossly negligent. The record does not bear out this assertion. "’

The Appellants’ “Statement of Issue on Appeal” says that Judge Russell clearly and
candidly accused and acknowledged “on the transcript of record” that: Attorney Steele Lanphier,
who had represented the Appellants in the bankruptcy case in chief but not in the adversary
proceeding, had committed acts of gross negligence in their representation; the Appellants had
recourse against Mr. Lanphier; his acts had directly resulted in injury to the Appellants; and the
Appellants had no reason to know about or protect themselves against that gross negligence.
Appellants’ Brief (hereinafter “AB”), Pg 2-3.

There were no such finding by Judge Russell. What Judge Russell said about Mr.
Lanphier in the course of rendering his findings of fact and conclusions of law was: “Now, it
could be that the debtors were not getting proper advice. I don’t know. But as Ms. Hotze points
out, again, you could have called Mr. Lanphier, you could have called the clerk or tried to find
out who the person was that interviewed you over the phone, and what was said and not said.
But it wasn’t done. It wasn’t done.” A 17, Pg 128, Ln 15-21 [Emphasis added]. Judge Russell

further said, “And if you got bad advice, ’'m sure Mr. Engel can explain to you that there are

""" In addition, Appellant’s brief includes some clerical errors that might be confusing to a
reviewing court. Judge David Russell is referred to as “Judge Thomas Russell.” Attorney Steele
Lanphier is sometimes referred to as “Steele Lamphier,”Steele Lamphire,” and “Mr Steele.” Attorney
Julius Engel is referred to as “Jewel Eagle.”
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other potential rights.” The bankruptcy court made no findings of wrongdoing by Mr. Lanphier.

The Appellants’ “Statement of the Case and Statement of Facts” states that . . . Judge
Russell noted with extraordinary candor from the bench that the Appellants had been ‘plowed
down the road’ by their ‘representation’ by Mr. Steele. Among numerous shortcomings he noted
that day, schedules had not been filed and those which were in need of amending which Mr.
Lamphier did not have the Appellants do with his input.” AB, Pg 7, Ln 3-8. This statement is a
distortion of what was actually said by the bankruptcy court. While Judge Russell did, in fact,
admonish the Appellants for not having amended their erroneous schedules, he did not blame this
shortcoming on Mr. Lanphier. He stated: “And what I don’t — and what troubles me here, and
that there were several times when corrective action could have been taken. Debtors always have
the right to amend schedules. And there was time for them to amend schedules, to correct the
errors that were in there. But it wasn’t done. There were no amendments filed that I could see in
the proceedings. We just went plowing ahead.” A 17, Pg 128, Ln 6-14.

The Appellants’ “Statement of the Case and Statement of Facts” also erroneously asserts
that “The court found no fault in the Appellants conduct in trusting and relying on Mr. Lamphier,
and said in essence the Appellants had been ‘thrown under the bus’ by their counsel.” AB, Pg 7,
Ln 13-15. In reality, the court said, “But to file documents, sure, you’re going to rely on your
attorney. But to file documents that are essentially very misleading, full of misstatements and
omissions is improper. It’s wrong.” A 17, Pg 129, Ln 8-11. The United States Trustee’s closing
argument included the assertion that the Appellants were attempting to defend themselves by
throwing Mr. Lanphier under the bus, to which the court opined generally that “Sometimes
attorneys deserve to be thrown under the bus.” A 17, Pg 121, Ln 10-15. Again, the bankruptcy

court made no findings of wrongdoing by Mr. Lanphier.
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The above-referenced inaccuracies are essentially repeated in the Appellants’ “Argument
and Conclusion.” AB, Pg 8-10. This Court should not be swayed by these inaccurate
characterizations of the record.

VIII. CONCLUSION

The bankruptcy court did not clearly err in denying the Appellants’ discharge under 11
U.S.C. § 727(a)(4)(A). The Appellants are not entitled to seek Rule 60(b) relief from the
appellate court. And the bankruptcy court did not find that the Appellants’ false oaths and
omissions were due to the negligence of their attorney. For these reasons, the United States
Trustee respectfully asks this Court to affirm the judgment of the bankruptcy court denying the
Appellants’ discharge pursuant to 11 U.S.C. § 727(a)(4)(A).

Respectfully submitted,
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NEW YORK
BRIEF FOR APPELLANT

PRELIMINARY STATEMENT

Neither the opinion of the district court (Scullin, J.) nor that of the bankruptcy
court (Littlefield, J.) is reported.

STATEMENT OF JURISDICTION

The bankruptcy court had jurisdiction under 28 U.S.C. §§ 157(b) and 1334. After
that court entered a final order on December 21, 2000, appellant filed a timely
notice of appeal to the district court. See Appendix ("App.") 38. The district court
had jurisdiction over the appeal under 28 U.S.C. § 158(a), and it entered a final
judgment on July 30, 2002. See App. 42. A notice of appeal was filed on September
20, 2002, see App. 150, so the appeal is timely under Fed. R. App. P. 4(a) (1) (B).
This Court has jurisdiction under 28 U.S.C. §§ 158(d) and 1291.

STATEMENT OF THE ISSUE PRESENTED FOR REVIEW

Whether the bankruptcy court erred in entering a retroactive decree closing a case
in order to allow the debtor to avoid paying fees to the United States Trustee
expressly required by statute, 28 U.S.C. § 1930(a) (6) .

STATEMENT OF THE CASE

*3 Appellee Aquatic Development Group, Inc., and several affiliated debtors
(collectively, "Agquatic") filed petitions under Chapter 11 of the Bankruptcy Code.
The bankruptcy court consolidated the cases, and in February 1996, it confirmed a
reorganization plan. During the pendency of the case, appellant United States
Trustee sent quarterly bills to Aquatic under 28 U.S.C. § 1930(a) (6), which provides
that debtors must pay a fee to the United States Trustee "for each quarter... until
the case is converted or dismissed." Aquatic paid only some of the bills. In
September 1999, the United States Trustee asked the bankruptcy court for an order
compelling Aquatic to pay its overdue fees. Instead, the bankruptcy court granted
Aquatic's motion to declare the case closed as of December 1996, and it relieved
Aquatic of the obligation to pay fees incurred after that date. On appeal, the
district court affirmed the bankruptcy court's ruling. The United States Trustee now
appeals that ruling to this Court.

STATEMENT OF FACTS
A. Statutory Background

This case involves the statutory obligation of debtors in Chapter 11 bankruptcy
proceedings to pay quarterly fees to the United States Trustee. See 28 U.S.C. §
1930 (a) (6). The United States Trustee is an official of the Executive Branch of the
federal government and is responsible for "protecting the public interest and
ensuring that bankruptcy cases are conducted according to the law." H.R. Rep. No.
95-595, at 109 (1978), reprinted in 1978 U.S.C.C.A.N. 5963, 6070. United States
Trustees are authorized by statute to perform specific duties that include, among

© 2005 Thomson/West. No Claim to Orig. U.S. Govt. Works.
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other things, "supervis[ing] the administration of cases" in chapter 11 proceedings.
28 U.S.C. § 586(a) (3). [FN1]

Fees paid by debtors are a significant source of revenue to the United States
Trustee system. Congress has provided:

In addition to the filing fee paid to the clerk, a quarterly fee shall be paid
to the United States trustee, for deposit in the Treasury, in each case under
chapter 11 of title 11 for each quarter (including any fraction thereof) until the
case 1is converted or dismissed, whichever occurs first.

28 U.S.C. § 1930(a) (6).

This statute was amended by Congress in January 1996. See Pub. L. No. 104- 99, §
211, 110 Stat. 26, 37-38 (1996), amending Pub. L. No. 104-91, § 101(a), 110 Stat. 7,
11 (1996), enacting into law H.R. Conf. Rep. No. 104- 378, at 17 (1995). Under the
old version of the statute, debtors were obliged to pay fees "until a plan is
confirmed or the case is converted or dismissed." 28 U.S.C. § 1930 (a) (6) (1994)
(emphasis added). In January 1996, Congress deleted the first part of this clause,
so the current statute continues the obligation to pay "until the case is converted
or dismissed." 28 U.S.C. § 1930(a) (6) (2000). In other words, a debtor must continue
to pay fees even after a reorganization plan is confirmed.

In September 1996, Congress enacted an additional provision to clarify the meaning
and effect of the January 1996 amendment. The clarifying legislation provided that,
"notwithstanding any other provision of law, the fees under 28 U.S.C. 1930(a) (6)
shall accrue and be payable from and after January 27, 1996, in all cases
(including, without limitation, any cases pending as of that date), regardless of
confirmation status of their plans." Pub. L. No. 104- 208, § 109(d), 110 Stat. 3009,
3009-19 (1996) .

B. Facts and Prior Proceedings

*4 1. In 1995, Aquatic Development Group, Inc., and several related entities filed
voluntary bankruptcy petitions under Chapter 11 of the Bankruptcy Code. See App.
119. Shortly thereafter, Aquatic filed a reorganization plan, and in February 1996,
the bankruptcy court confirmed the reorganization plan. See App. 44-70. Under the
terms of the plan, Aquatic was required, among other things, to issue stock in the
name of the unsecured creditors and to then redeem that stock either by a stream of
payments tied to its after-tax profits, or by a lump-sum payment. See App. 48-49.
The plan provided that the bankruptcy court would retain jurisdiction "until there
is substantial consummation of the plan," App. 53, and the order confirming the plan
stated that "substantial consummation" would be achieved "only when all payments to
the holders of general unsecured claims under the plan have been made," App. 59-60.
Aquatic did not begin making cash payments until 1999. See App. 77.

The confirmation order also directed, in conformity with 28 U.S.C. § 1930(a) (6),
that Aquatic pay all fees owed to the United States Trustee within ten days. See
App. 70. And it required that, on an ongoing basis, "all fees due to the Office of
the United States Trustee shall be timely paid." App. 59. In February 1996, the
United States Trustee mailed notices to all debtors in pending bankruptcy cases --
including Aquatic -- to inform them of the statutory change of the previous month.
See App. 74. The notices stated: "Effective January 27, 1996, all cases with

© 2005 Thomson/West. No Claim to Orig. U.S. Govt. Works.
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confirmed reorganization plans which are pending before the Bankruptcy Court will be
required to make quarterly fee payments based on disbursements until the case is
converted to another chapter of the Code, dismissed by the Court, or closed by Court
order." App. 86.

In June 1996, the United States Trustee sent Aquatic a bill for $11,000 for fees
due since the inception of the case. See App. 75. Aquatic paid the bill, and its
attorney stated, "I understand there will be some additional fees." Ibid.
Thereafter, the United States Trustee sent Aquatic a bill every quarter, but Aquatic
made only two more fee payments, the last of which was in November 1996. See App.
76, 79.

In September 1999, the United States Trustee sought an order directing Agquatic to
pay its overdue fees, which totaled about $110,000. See App. 30. In response,
Aquatic asked the bankruptcy court to rule that the reorganization plan was
substantially consummated on December 5, 1996, and to enter an order retroactively
closing the case as of that date, thus relieving it of the obligation to pay the
fees that were subsequently incurred. See App. 31.

2. In December 2000, the bankruptcy court entered a closure order that was
retroactive to December 1996. See App. 118-133. It began with the premise that "a
bankruptcy court, as a court of equity, has an inescapable duty to ensure
fundamental fairness." App. 124. In the court's view, Aquatic's motion was
appropriately evaluated under the framework of In re Keren Ltd. Partnership, 189
F.3d 86 (2d Cir. 1999). Ibid. The bankruptcy court observed that in that case, this
Court stated: "Nunc pro tunc approval should only be granted in narrow situations
and requires that (i) if the application had been timely, the court would have
authorized the [relief], and (ii) the delay in seeking court approval resulted from
extraordinary circumstances." Keren, 189 F.2d at 87. The bankruptcy court concluded
that both of these requirements were satisfied.

*5 The bankruptcy court determined that it would have entered a final decree had
it been asked to do so in December 1996. Even though an adversary proceeding was
pending at the time, the court concluded that it could have terminated the case
while retaining jurisdiction over that proceeding. See App. 125. The court rejected
the argument that the plan and the confirmation order defined "substantial
consummation" to require payments to the holders of general unsecured claims, and
that cash payments were not completed until January 2000. It noted that in August
1996, Agquatic had transferred stock intended for the unsecured creditors to its
attorney. See App. 126-127. In the court's view, the debtor's attorney was acting as
the agent for the unsecured creditors, so the transfer of stock satisfied the
payment requirement. Because "[alll but one of the factors necessary for the final
decree" had been met by December 1996, the bankruptcy court concluded that it would
have entered a final decree at that time if it had been asked to do so. See App.
128.

Next, the court concluded that Aquatic's failure to seek a final decree in 1996
was due to extraordinary circumstances, which included "the prolonged nature of this
plan; and the timing of the amendment of 28 U.S.C. § 1930; the consequences of that
change; and the failure of the parties to adequately monitor the progress of this
case." App. 129. Specifically, the court determined that payment of fees to the
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United States Trustee would not be equitable and would not "serve the Code's
underlying purpose of providing deserving debtors a fresh start" -- especially since
the continued accumulation of fees had not been possible under the version of the
statute in effect at the time the plan was filed. App. 130. In addition, it found
that Aquatic's failure to respond to the bills it received from the United States
Trustee was excusable because the United States Trustee "did not contact the Debtor
for payment of the fees." App. 131. Accordingly, the bankruptcy court held that a
retroactive decree was appropriate, with the effect that Aquatic was not required to
pay the accrued fees.

3. The United States Trustee appealed to the district court. See 28 U.S.C. §
158 (a) (1); App. 38. The district court affirmed, giving essentially the same reasons
as the bankruptcy court. See App. 134-149. The United States Trustee filed a timely
notice of appeal to this Court. See App. 150.

SUMMARY OF ARGUMENT

The bankruptcy court entered a retroactive closure order to relieve Aquatic from
its obligation to pay statutorily mandated fees to the United States Trustee. This
action was improper for several independent reasons.

Most fundamentally, the equitable powers of a bankruptcy court, like those of any
court, are limited by the requirements of statutes. Title 28 U.S.C. § 1930(a) (6)
specifies that Chapter 11 debtors must pay quarterly fees to the United States
Trustee even after a reorganization plan has been confirmed. And a subsequent
statute made clear that this provision applies even to cases that were pending when
it was enacted. Because of this clear statutory command, the bankruptcy court lacked
the authority to enter a order enabling Aquatic to avoid paying these fees.

*6 Even if the bankruptcy court did have discretion to enter a retroactive closure
order, that discretion was abused. Retroactive relief is appropriate only when
extraordinary circumstances prevented a timely application, and when a timely
application would have been granted by the court. Here, neither condition is
satisfied. There is nothing extraordinary about the fees in this case, which are
simply those prescribed by statute. They continued to accrue only because of
Aquatic's lack of diligence in seeking to have the case closed. Simple inadvertence
or oversight is not an extraordinary circumstance. In addition, a timely application
for closure could not have been granted by the bankruptcy court. The order approving
Aquatic's reorganization plan specified that the case could only be closed once
payments had been made to the unsecured creditors in accordance with the plan, and
those payments had not yet been made. Moreover, closure would have left the
bankruptcy court without jurisdiction to issue the many orders it entered during the
pendency of the case.

STANDARD OF REVIEW

"When it is acting as an appellate court in a bankruptcy case, a district court's
rulings are subject to plenary review." In re Bean, 252 F.3d 113, 116 (2d Cir.
2001) . This Court therefore reviews the bankruptcy court's legal conclusions de
novo. See ibid.

© 2005 Thomson/West. No Claim to Orig. U.S. Govt. Works.
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ARGUMENT

I. The Bankruptcy Court Lacked Discretion to Enter a Retroactive Closure Order to
Allow Aquatic to Avoid its Obligation to Pay Fees to the United States Trustee.

A. The bankruptcy court erred when it determined that it had discretion to enter
an order relieving Aquatic from its statutory obligation to pay fees to the United
States Trustee. As a general matter, a bankruptcy court is a court of equity with
broad powers to "issue any order, process, or judgment that is necessary or
appropriate to carry out the provisions of" the bankruptcy code. 11 U.S.C. § 105(a);
see In re Ionosphere Clubs, Inc., 85 F.3d 992, 999 (2d Cir. 1996). But a bankruptcy
court may not use its equitable powers to contravene the requirements of a statute:
this Court has held that "[t]he equitable powers emanating from § 105(a)... are not
a license for a court to disregard the clear language and meaning of the bankruptcy
statutes and rules." In re Barbieri, 199 F.3d 616, 620-621 (2d Cir. 1999), quoting
Official Comm. of Equity Sec. Holders v. Mabey, 832 F.2d 299, 302 (4th Cir. 1987);
see also Raleigh v. Tllinois Dep't of Revenue, 530 U.S. 15, 24-25 (2000)
("Bankruptcy courts are not authorized in the name of equity to make wholesale
substitution of underlying law controlling the wvalidity of creditors' entitlements,
but are limited to what the Bankruptcy Code itself provides").

As the Supreme Court has explained, "a court sitting in equity cannot 'ignore the
judgment of Congress, deliberately expressed in legislation."' United States v.
Oakland Cannabis Buyers' Cooperative, 532 U.S. 483, 497 (2001), quoting Virginian
Ry. Co. v. Railway Employees, 300 U.S. 515, 551 (1937); see also Miller v. French,
530 U.S. 327, 338 (2000) (Courts may not "exercise their equitable discretion" to
"contradict [a statute's] plain terms"). If Congress has "decided the order of
priorities in a given area, it is... for the courts to enforce them when enforcement
is sought." TVA v. Hill, 437 U.S. 153, 194 (1978).

*7 In this case, Congress has directly addressed the question of when the United
States Trustee may collect fees from debtors. Under the statute, "a quarterly fee
shall be paid... until the case is converted or dismissed." 28 U.S.C. § 1930(a) (6)
(emphasis added). This statute is written in mandatory terms ("shall be paid"), and
it leaves the bankruptcy court with no discretion to decide that fees should stop at
any point before the case is "converted or dismissed." [FN2] Indeed, the entire
purpose of the January 1996 amendment was to eliminate the possibility of an earlier
cutoff to fees, by removing the phrase "a plan is confirmed or" before the phrase
"the case is converted or dismissed." See Pub. L. No. 104-99, § 211, 110 Stat. 26,
37-38 (1996), amending Pub. L. No. 104-91, § 101(a), 110 Stat. 7, 11 (1996),
enacting into law H.R. Conf. Rep. No. 104-378, at 17 (1995).

Nor is there any ambiguity about how the statute should apply to cases, like this
one, that were pending when it was amended. Congress addressed that issue in
September 1996 when it provided that, "notwithstanding any other provision of law,
the fees under § 1930(a) (6) shall accrue and be payable from and after January 27,
1996, in all cases (including, without limitation, any cases pending as of that
date), regardless of confirmation status of their plans." Pub. L. No. 104-208, §
109(d), 110 Stat. 3009, 3009-19 (1996) (emphasis added). Under this statute, fees
continue to accrue in all cases pending as of January 1996.

© 2005 Thomson/West. No Claim to Orig. U.S. Govt. Works.
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Although the bankruptcy court relied on its power "as a court of equity... to
ensure fundamental fairness," App. 124, it exceeded the scope of its discretion.
Under 28 U.S.C. § 1930(a) (6), Aquatic incurred fees every quarter between December
1996 and December 2000, because the case had not yet been closed. The bankruptcy
court used the legal fiction of retroactive closure to relieve Aquatic from this
explicit statutory obligation. Because its order nullified the effect of the
statute, it was improper.

B. The bankruptcy court based its decision on In re Keren Limited Partnership, 189
F.3d 86 (2d Cir. 1999), aff'g 225 B.R. 303 (S.D.N.Y. 1998). Its reliance on that
case was misplaced. In Keren, the debtor had retained a brokerage firm without
seeking the court's permission as required by 11 U.S.C. § 327(a). See 189 F.3d at
87-88; 225 B.R. at 305-306. The brokerage firm subsequently sought nunc pro tunc
approval of its retention, in order to allow it to be paid for its services under 11
U.S.C. § 503(b). See ibid. The bankruptcy court denied the motion, and the district
court affirmed. See 225 B.R. at 306-307. This Court affirmed, noting that nunc pro
tunc approval "should only be granted in narrow situations." 189 F.3d at 87.

Keren does not support the decision below, for two reasons. First, the case
considered the limited issue of the appointment of a professional. See 189 F.3d at
87. Although the Court stated that a bankruptcy court has discretion to make a
retroactive appointment, it did not establish the broad proposition that bankruptcy
courts may enter retroactive orders whenever they deem retroactivity to be
equitable. Second, Keren arose in a very different statutory context. The Court in
Keren relied on the First Circuit's decision in In re Jarvis, 53 F.3d 416 (1st Cir.
1995) . In Jarvis, as in Keren, the court considered whether retroactive approval of
the retention of a professional was permissible under § 327 (a). See Jarvis, 53 F.3d
at 419. The First Circuit concluded that the issue was essentially one of statutory
construction, and that § 327 (a) was ambiguous. It noted that "[s]ection 327 (a)
neither expressly sanctions nor expressly forbids the post facto authorization of
outside professional services." Ibid. It therefore concluded that retroactive
approval of the retention of professionals was permissible under limited,
extraordinary circumstances.

*8 Unlike § 327 (a), section 1930(a) (6) contains no ambiguity. It clearly expresses
the congressional mandate that quarterly fees be paid in all cases, irrespective of
plan consummation or confirmation status. Indeed, as noted above, Congress enacted
clarifying legislation providing that fees would accrue in all pending cases
"notwithstanding any other provision of law." Pub. L. No. 104-208, § 109(d), 110
Stat. 3009, 3009-19 (1996). The use of the phrase "notwithstanding any other
provision of law" demonstrates the desire of Congress that this provision prevail in
any conflict with another statutory provision.

This case was open in every quarter between December 1996 and December 2000, and
no exercise of equitable discretion can alter that historical fact. Section 1930 (a)
therefore requires that the debtor pay a fee for each of those quarters, and the
bankruptcy court's equitable authority under § 105(a) may not be used to circumvent
the clearly expressed will of Congress.

ITI. Even If the Bankruptcy Court Did Have Discretion to Enter a Retroactive Closure

Order, That Discretion Was Abused.
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The retroactive closure of a case is almost unprecedented, and as we have
explained, it is wholly inappropriate when done for the sole purpose of excusing a
debtor from paying a valid, statutorily mandated fee. Nevertheless, even assuming
that the bankruptcy court had discretion to enter a retroactive order closing the
case and relieving Aquatic of its obligation to pay fees, it abused its discretion
in doing so. The bankruptcy court applied the framework of In re Keren and concluded
that it could enter a retroactive order so long as (1) the order would have been
granted had a timely motion been made and (2) the failure to make a timely motion
resulted from extraordinary circumstances. As noted, Keren dealt with an entirely
different issue, and it does not justify retroactive relief here. But in any event,
neither of the two conditions identified in Keren is satisfied in this case.

A. Aquatic's Failure to Seek Closure in December 1996 Was Not the Result of
"Extraordinary Circumstances."

The bankruptcy court identified several features of this case that, in its view,
constituted extraordinary circumstances justifying Aquatic's failure to make a
timely motion for closure of the case in 1996. None withstands scrutiny. Instead,
even assuming that retroactive relief was within the power of the bankruptcy court,
no aspect of this case made that unusual remedy appropriate.

The bankruptcy court believed that "unique provisions" of Aquatic's reorganization
plan "led to the case being open post-confirmation for several years." App. 129. But
the case remained open for several years only because Aquatic failed to take the
actions necessary to close the case in a timely manner. [FN3] Those, of course, are
the very omissions that the bankruptcy court sought to excuse. That fact that the
case remained open for a long time therefore cannot be an "extraordinary
circumstance," or else retroactive relief would always be appropriate when a case
remains open for an extended period of time due to the fault of the debtor.
Moreover, the fact that the case was in a "post-confirmation" status cannot be a
basis for relief. To the contrary, Congress expressly provided that fees would
accrue in all pending cases, "regardless of confirmation status of their plans."
Pub. L. No. 104-208, § 109(d), 110 Stat. 3009, 3009-19 (1996).

*9 The bankruptcy court also emphasized its view that the fees incurred by Aquatic
were very large, indeed "staggering," and it observed that no fees would have been
required under the statute in effect at the time the reorganization plan was
confirmed. App. 130. But both of these factors were expressly considered by
Congress. The amount of the United States Trustee's fees are fixed by a schedule set
out in 28 U.S.C. § 1930(a) (6); over the course of this case, the quarterly fees owed
by Aquatic ranged from $5,000 to $10,000, see App. 117. Likewise, Congress
specifically chose to make the new statute apply to pending cases, so that fees
would accrue after plan confirmation, even though such a result might not have been
anticipated at the time the plan was adopted. See Pub. L. No. 104-208, § 109(d), 110
Stat. 3009, 3009-19 (1996). Since these factors were the direct result of the
statute, there was nothing "extraordinary" about them.

Finally, the bankruptcy court noted that, although the United States Trustee sent
quarterly bills to Aquatic, it did not "contact the Debtor for payment" or "monitor
the case in any other manner." App. 131. The bankruptcy court's reasoning in this
regard was wrong for two reasons. First, the amendment to § 1930(a) (6) did not
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impose on the United States Trustee an obligation to monitor plan consummation, nor
does anything in the statute link the debtor's obligation to pay fees to the amount
of effort expended by the United States Trustee in a given case. See In re Jamko,
Inc., 240 F.3d 1312, 1316 n.6 (11th Cir. 2001) (recognizing that fees are not tied
to the post-confirmation activity of the United States Trustee).

Second, i1f Aquatic wanted to avoid paying fees, it had the burden of taking timely
action. Aquatic was on notice that it was continuing to accrue liability to the
United States Trustee. Aquatic was fully informed of its obligation to pay: it was
sent a notice of the statutory change, and it also was sent a bill every quarter.
See App. 74, 79. Even the bankruptcy court acknowledged that Aquatic "should have
reacted to these billings in some manner." App. 131. If Aquatic believed that the
bills were in error, it should have taken some action to correct the error. One who
ignores three years of quarterly bills from the federal government should not later
be able to complain that it was ignorant of its accruing obligation. Aquatic's
failure to act for three years does not support "extraordinary" equitable relief
from its obligation to pay the United States Trustee. See Jarvis, 53 F.3d at 421
("[I1f the category of extraordinary circumstances were expanded to include mere
oversight, the modifying adjective 'extraordinary' would be completely stripped of
its meaning"); see also In re Land, 943 F.2d 1265, 1268 (10th Cir. 1991) ("[s]limple
neglect" is not an extraordinary circumstance); In re Arkansas Co., Inc., 798 F.2d
645, 650 (3d Cir. 1986) (Extraordinary circumstances "do not include the mere
neglect of the professional who was in a position to file a timely application").

*10 As a general matter, a party must have acted with reasonable diligence in
order to merit equitable relief. See Chapman v. Choicecare Long Island Term
Digability Plan, 288 F.3d 506, 512 (2d Cir. 2002). In this case, Aquatic exercised
no diligence during the period in which it accrued fees. It failed even to adhere to
the terms of payments to unsecured creditors set out in its own plan and the court
order confirming the plan. It therefore was not entitled to the extraordinary relief
granted by the bankruptcy court.

B. An Order Closing the Case Would Not Have Been Appropriate in December 1996.

As we have shown, even if the case could have been closed in December 1996, it was
not proper for the bankruptcy court to enter an order in December 2000 retroactively
closing the case as of that date. Retroactive relief is an extraordinary remedy that
is not to be granted simply because a case could have been closed earlier. But in
any event, the bankruptcy court's order closing the case as of December 1996 was
improper for the independent reason that, had the court been asked to close the case
at that time, it could not have done so.

What the bankruptcy court did in this case was not a simple correction of an
omission in the court's records -- the traditional use of the nunc pro tunc device.
See, e.g., In re Singson, 41 F.3d 316, 318 (7th Cir. 1994); cf. Wight v. Nicholson,
134 U.S. 136, 143-146 (1890). Nor was it the belated entry of an order that could
have been entered at an earlier date but was not entered because of an oversight, as
contemplated in Keren. Instead, it was an order whose purported retroactivity was
entirely inconsistent with proceedings that occurred in the case during the four
years after the order's supposed entry. The retroactive closure order was therefore
improper, both because the conditions for closure specified in the reorganization
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plan and the confirmation order had not been satisfied by the time of the purported
closure, and because unresgsolved issues remained in the case as of that time.

1. Under Bankruptcy Rule 3022, the bankruptcy court "shall enter a final decree
closing" a Chapter 11 reorganization case "[alfter an estate is fully administered."
Conversely, "[i]f the plan or confirmation order provides that the case shall remain
open until a certain date or event because of the likelihood that the court's
jurisdiction may be required for specific purposes prior thereto, the case should
remain open until that date or event." Fed. R. Bankr. P. 3022, Advisory Committee
Note (1991). In this case, the plan provided that the court "shall retain
jurisdiction... until there is substantial consummation of the Plan." App. 53. And
the confirmation order defined "substantial consummation" as occurring "only when
all payments to be made to the holders of general unsecured claims under the Plan
have been made." App. 60. As of December 1996, Aquatic had not made these payments.

*11 The reorganization plan prescribed, in considerable detail, the method by
which payment would take place. On the effective date of the plan, unsecured
creditors were to "receive a new issue of preferred stock in the reorganized debtor
with a face value of $1,500,000.00." App. 48. Thereafter, the stock was to be
redeemed by annual payments equal to twenty percent of Aquatic's after-tax income.
See ibid. Accordingly, the payments were to "continue until such time as [Aquatic]
has redeemed all of the [preferred] stock issued in satisfaction" of the unsecured
creditors' claims. See App. 48-49. At "any time prior to the final payment for
redemption," the debtor could choose to redeem the remaining stock by a lump-sum
cash payment. App. 49. With some modifications, these provisions were restated in
the confirmation order. See App. 62-63.

Aquatic had not taken these steps by December 1996. Instead, Agquatic had simply
issued stock to its attorney, whom the bankruptcy court believed was "acting as the
agent for the unsecured creditors." App. 126; see also App. 104 (stock certificate
in the name of Aquatic's attorneys "as escrow agent for the Aquatic Development
Group, Inc. official committee of unsecured creditors"). Relying on the definition
of "payment" in Black's Law Dictionary, the bankruptcy court concluded that this
issuance of stock constituted payment to the creditors. See App. 127. But while it
may have been "payment" in some abstract sense, it did not constitute "all
payments... under the Plan," as required by the confirmation order. App. 60. Nor is
there any indication in the record that Aquatic's attorney had the power to consent,
on behalf of the creditors, to a payment scheme other than that specified in the
reorganization plan. To be sure, a bankruptcy court normally is entitled to some
deference in the interpretation of its own order. See In re Casse, 198 F.3d 327, 333
(2d Cir. 1999). But here the court simply disregarded the detailed payment
requirements set out in its order, so its interpretation does not deserve deference.

2. Closure as of December 1996 was also inappropriate because of its effect on the
bankruptcy court's ongoing exercise of its jurisdiction. A retroactive closure of a
bankruptcy case is virtually unprecedented -- so far as we are aware, there is no
case, other than In re Jr. Food Mart of Arkansas, Inc., 201 B.R. 522 (Bankr. E.D.
Ark. 1996), in which a bankruptcy court has closed an entire case retroactively. But
during much of the time it was open, the Jr. Food Mart case was stayed in order to
allow a state court case to proceed. See id. at 525-26. Therefore there were no
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legal or factual matters resolved by the bankruptcy court while the case was pending
that might have been affected by a retroactive closure.

In contrast, this case was pending for four years after December 1996, and legal
proceedings continued during that period. In particular, two adversary proceedings
were pending, and they were not dismissed until March 1997 and January 2000. See
App. 30, 34-35. Also pending as of December 1996 were motions to determine unsecured
claims and for turnover of property, as well as a motion for administrative
expenses. These motions were not resolved by the court until March 1997. See App.
30. In addition, the bankruptcy court adjudicated attorney's fee applications in
early 2000. See App. 37-38. All of the orders issued after the closure of the case
were issued when the bankruptcy court no longer had jurisdiction. The ongoing
proceedings demonstrate that the case was not actually closed in December 1996, and
indeed that it could not have been closed until much later. The bankruptcy court's
order purporting to close the case as of that date was therefore improper.

CONCLUSION

*12 The judgment of the district court should be reversed.
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Mr. Ralph Bandel

13 Green Mountain Drive
Cohoes, N.Y. 12057
(518) 783-0038

Eric D. Miller

FN1. Each of the 21 United States Trustees is responsible for bankruptcy proceedings
within a particular region. Carolyn S. Schwartz, the appellant in this case, is the
United States Trustee for Region 2, which includes New York, Connecticut, and
Vermont.

FN2. Although the statute does not explicitly refer to the closure of cases, every
court of appeals to consider the question has held that fees stop accruing once a
case is closed. As the Tenth Circuit explained, "because a 'case' no longer exists
once it is closed... the obligation to pay [United States Trustee] fees terminates
upon closure, dismissal, or conversion of a Chapter 11 case." In re CF&I Fabricators
of Utah, Inc., 150 F.3d 1233, 1236 (10th Cir. 1998), quoting In re A.H. Robins Co.,
219 B.R. 145, 149 (Bankr. E.D. Va. 1998); see also Vergos v. Gregg's Enterps., Inc.,
159 F.3d 989 (e6th Cir. 1998).

FN3. In order to achieve "substantial consummation" and enable it to seek closure,
Aquatic would have had to make payments under its reorganization plan to all
unsecured creditors in accordance with the court's order confirming the plan. As we
explain below, see infra pp. 21-23, it had not done so by 1996, and in fact it did
not even begin those payments until 1999. That is an independent reason why
retroactive closure was improper.
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Statement of Appellate Jurisdiction

Bankruptcy courts have jurisdiction over all core proceedings under the
Bankruptcy Code. 28 U.S.C. § 157(b)(1)-(2). The bankruptcy court’s award of
“reasonable” fees under sections 329 and 330 of the Bankruptcy Code is a core
proceeding. 28 U.S.C. §157(b)(2)(A).

A determination of attorney fees under sections 329 and 330 is a final order.
28 U.S.C. §158(a)(1); 28 U.S.C. § 158(c)(1)(B); see Bernheim v. Damon and Morey,
LLP, slip op., No. 06-3386-BK, 2007 WL 1858292, at *1 (2d Cir. June 28, 2007)
(order); cf. In re Stable Mews Assoc., 778 F.2d 121 (2d Cir. 1985) (contrasting award
of interim attorney fees to final fee award and holding the former is not final).

The bankruptcy court awarded Mr. Xu fees on March 19, 2010. [Dkt. #40].
On March 29, 2010 Mr. Xu filed a timely indication of his intent to appeal. Fed. R.
Bankr. P. 8002(a). On that day he filed a district court civil docket sheet in the
bankruptcy court to notice his appeal. [Dkt. #43-44] The space to name the
appellees was left blank. Id. The sheet contained only the following information (1)
the debtors’ names; (2) identification of Mr. Xu as their attorney; the bankruptcy
case number; and the date. Id.

This filing did not “conform substantially” with the official bankruptcy form
for noticing an appeal, as required by the bankruptcy rules. Fed. R. Bankr. P.
8001(a). However, an “appellant’s failure to take any step other than timely filing a
notice of appeal does not affect the validity of the appeal,” although an appellate

court has discretion to take appropriate action, including dismissal. Id.



In this case, the clerk of the bankruptcy court notified the chapter 13 trustee
of Mr. Xu’s appeal by mail. [Dkt. #45]. The chapter 13 trustee in turn informed the
United States Trustee. Therefore, Mr. Xu’s deficient notice of appeal did not
prejudice the appellees, and this Court may assert jurisdiction over his appeal.
Longmire v. Guste, 921 F.2d 620, 623 (5th Cir. 1991) (holding that failure to name
appellees did not defeat jurisdiction as long as they had notice of the appeal).

Issues Presented’

1. Did the bankruptcy court abuse its discretion under sections 329 and 330 of
the Bankruptcy Code when it awarded Mr. Xu $4,000 in fees, given that (a)
chapter 13 attorneys typically receive no more than $4,500 in such cases, and
(b) Mr. Xu’s legion of errors in the case led the bankruptcy court to conclude
that he had “performed at an incompetent level?”

2. Did the bankruptcy court abuse its discretion when it refused to consider a
motion to avoid a second mortgage lien at the hearing scheduled to decide
Mr. Xu’s attorney fee award, given that the motion was facially defective and

given that Mr. Xu could have separately scheduled it but never did so?

"Mr. Xu has also appealed the bankruptcy court’s order that he return his
excess fees to the trustee rather than to the debtors. This is a two-party dispute
between the chapter 13 trustee and the debtors. The United States Trustee did not
take a position on the issue in the bankruptcy court and does not do so here.



Statement of the Case

This is a section 329 and 330 fee award case. Appellant, Frank Xu, Esq.,
sought an award of more than $34,000 for representing Lihua and Manuel Arebalo
in their chapter 13 case. The bankruptcy court held two hearings to determine an
appropriate fee. After the second hearing on March 11, 2010, the bankruptcy court
awarded Mr. Xu $4,000, even though the Court found Mr. Xu’s representation had
been incompetently performed.

Mr. Xu appeals to this Court on three grounds. First, he argues that the
bankruptcy court abused its discretion in awarding him $4,000 rather than the
$34,000 he sought. Second, he maintains the bankruptcy court misapplied 11
U.S.C. 1306 by ordering fees to be turned over to the chapter 13 trustee instead of
the Arebalos.? Third, he claims the bankruptcy court abused its discretion when it
refused to consider a motion to avoid a second mortgage lien during the fee hearing.
1. Statutory Framework

This appeal arises from a chapter 13 bankruptcy case. Under chapter 13, “a

debtor commits to repay some portion of his or her financial obligations” over a

’The United States Trustee questions, however, whether Mr. Xu has standing
to challenge the bankruptcy court’s determination that the trustee should receive
the funds. In order to have standing, a litigant in bankruptcy must be a “person
aggrieved.” Int’l Trade Admin. v. Rensselaer Polytechnic Institute, 936 F.2d 744,
747 (2d Cir. 1991). A “person aggrieved” is someone who is “directly and adversely
affected pecuniarily by” the challenged order of the bankruptcy court.” Id. (citation
omitted). Mr. Xu’s interests will not be affected in any way by who receives the
funds he has been ordered to return. In this case, the aggrieved party would be the
debtors.



period of no more than five years. Under this scenario, the debtor retains
non-exempt assets and, after completing the repayment plan, receives a discharge.
See 11 U.S.C. §§ 1321-1330.

Under sections 329 and 330 of the Bankruptcy Code, attorneys are allowed to
charge only a reasonable fee for such costs, and those federal statutes require the
court determine a reasonable fee amount. 11 U.S.C. § 329 (stating a court can
reduce or eliminate fees if the “compensation exceeds the reasonable value” of the
services provided; 11 U.S.C. § 330(a)(4)(B) (allowing “reasonable compensation” to
a debtor’s attorney in a chapter 13 case).

In this chapter 13 case attorney Frank Xu provided legal counsel to Mr. and
Mrs. Arebalo to obtain confirmation of a repayment plan under chapter 13. The
chapter 13 trustee objected to Mr. Xu’s subsequent fee request and the United
States Trustee appeared at the hearing.

The United States trustees are senior officials of the Department of Justice.
See generally, 28 U.S.C. § 581 et. seq. They “supervise the administration of cases
and trustees” in all bankruptcy cases within his or her region through the exercise
of a range of oversight responsibilities. 28 U.S.C. §586(a)(3). See generally,
Morgenstern v. Revco, D.C., Inc. (In re Revco D.S. Inc.), 898 F. 2d 498, 500 (6th Cir.
1990) (explaining that United States trustees oversee the bankruptcy process,
protect the public interest, and ensure that bankruptcy cases are conducted
according to law.). United States trustees may raise, appear, and be heard on any

issue in any case or proceeding under Title 11. 11 U.S.C. § 307. Section



586(a)(3)(A)(1)-(11) explicitly authorizes United States Trustees to object to attorney
fee applications.

In assessing an attorney fee request, a bankruptcy court must conduct a two-
step analysis. First it evaluates the value of the attorney’s work and, in a chapter
13 case, the “benefit and necessity” of those services to the debtor. 11 U.S.C. §
329(b); 11 U.S.C. § 330(a)(4)(B). Second, it determines whether the fees the
attorney seeks are reasonable in light of other factors, such as the time,
reasonableness of the work, and skill of the practitioner. Id.

If a bankruptcy court determines that a fee request is excessive, it may
reduce a requested award or cancel the agreement between a debtor and his
attorney and “order the return of any such payment, to the extent [it is] excessive.”
11 U.S.C. § 329(b). And under section 330(a)(4)(B) the court will issue an award of
reasonable fees.

Mr. Xu is also appealing the refusal of the bankruptcy court to consider his
motion to avoid a second lien on the Arebalos’ home mortgage. The Rules of Federal
Bankruptcy Procedure require that this action be brought by complaint.
Adjudications to determine the “validity, priority, or extent of a lien or other
interest in property” must be decided in the context of an adversary proceeding.
Fed. R. Bankr. P. 7001(2). An adversary proceeding is commenced by serving a
complaint. Fed. R. Bankr. P. 7004. It is then adjudicated under a process that
incorporates extensive portions of the Federal Rules of Civil Procedure. See,

generally, Fed. R. Bankr. P., Part VIIL



2. Statement of Facts
On April 1, 2009, Lihua and Manuel Arebalo, the debtors, hired attorney

Frank Xu, Esq. to handle their chapter 13 bankruptcy case. They gave him

approximately $28,000 to keep in his trust account. Appx. at 78. Mr. Xu filed the

chapter 13 petition on behalf of the Arebalos on June 3, 2009. Appx. at 4, Dkt. #1.
The same day the Clerk’s office issued a deficiency notice because the petition

Mr. Xu filed was missing a pre-petition statement. Appx. at 5 (docket statement).

It lacked a summary of schedules. Id. It had no statistical summary of liabilities.

Id. The schedule H was missing. Id. It did not include a proposed chapter 13 plan.

Id. It did not append the Arebalos’ pay stubs from the previous sixty days, as

required. Id.

During the case, Mr. Xu made a number of other incomplete or improper
filings. Specifically:

. On six separate occasions, Mr. Xu amended one or more of the Arebalos’
bankruptcy schedules, statement of current monthly income, statement of
financial affairs, or schedule summaries — June 23, July 30, July 31, August
2, August 11, and August 13 of 2009. Appx. at 6-10, Dkt. #s12, 13, 14, 16, 17,
18, 20, 22. He amended the Arebalos’ chapter 13 repayment plan three times
— August 11, August 31, September 9. Appx. at 8-12, Dkt #s19, 25, 28.

. Mr. Xu failed to notify the trustee virtually every time he filed an amended

document, although the bankruptcy court court clerk informed Mr. Xu of the



notice requirement five separate times. Bankr. Local R. 1009-1(a). Appx. at

6-10, Dkt. #12, 14, 20, 21, 22.

On or about November 13, Mr. Xu filed a motion to avoid a second lien on the

Arebalos’ mortgage as a “presentment,” which was not allowed under the

courtroom practice of the presiding judge. None of his attempts to correct the

error complied with proper bankruptcy court procedure because he never
filed an adversary proceeding to resolve the matter, as required by Federal

Rule of Bankruptcy Procedure 7001.

Mr Xu’s first applications for attorney compensation was rejected as

deficient. Appx. at 12 (docket statement).

Mr. Xu’s first amended application for attorney compensation was similarly

rejected because it was deficient. Appx. at 13-14.

Mr. Xu’s corrected filings cost extra filing fees, which Mr. Xu billed to the
Arebalos. See Appx. at 65 (claiming 3 ECF charges).

Mr. Xu had to amend the chapter 13 plan that he prepared three times before
the bankruptcy court approved it on September 18, 2009. Appx. at 29. The order
provided that “no property received by the Trustee for the purpose of distribution
under the Plan shall revest in the Debtor(s) except to the extent that such property
may be in excess of the amount needed to pay in full all allowed claims as provided
in the Plan.” Id. It also provided that “such property as may revest in the Debtor(s)
shall so revest upon the approval by the Court of the Trustee’s Final Report and

Account.” Id. The confirmation order also specified that any reference in the plan



to avoiding liens “is null and void” unless such an avoidance is “explicitly . . .
approved by the Court.” Id.

a. Attorney Fee Request

On October 7, 2009, Mr. Xu applied for court approval of $18,405.93 in
attorney’s fees, based on a half-page “Statement of Attorney Bill. Appx. at 30.

The chapter 13 trustee, Michael Macco, opposed Mr. Xu’s fee request.
Trustee Aff. in Opp’n at 1 (Jan. 27, 2010) (Dkt. #38) (stating that he was
“thoroughly confused” by the application).

On November 13, Mr. Xu filed an amended fee request in which he asserted
he charged the Arebalos a $2,000 retainer and billed them at a rate of $350 per
hour. Appx. at 42. The bankruptcy court rejected it as improperly entered as a
“presentment.” Appx. at 13-14. Mr. Xu filed a third application on January 19,
2010. Appx. at 54, Dkt. #37.

The bankruptcy court held two hearings on Mr. Xu’s attorney fee request, the
first on February 8, 2010, which was continued when Mr. Xu could not produce time
records and expense reports. Appx. at 14-15. The hearing resumed on March 11, at
which time Mr. Xu argued that his bill was “quite modest” and “reasonable for the
value of the service rendered.” Appx. at 88 (fee hearing transcript).

The bankruptcy court found that the Arebalos’ case was a routine chapter 13
consumer debt case. Appx. at 86 (including statement by the court that this was
“not a complicated case”). The court also found that the standard fee for an

“experienced practitioner”’in the Eastern District of New York is $4,500. Appx. at


http:18,405.93

86-87. Mr. Xu, in contrast, sought authorization to bill the Arebalos a total of
$34,650 in attorney’s fees, plus $409.93 in expenses. Appx. at 64-65. At the fee
hearing, Mr. Xu petitioned the court for $15,353.45 — the balance of his fees,
because the Arebalos had already paid him a $2,000 retainer and $17,296.55 in
legal fees. Appx. at 82-84 (fee hearing testimony), 64-65 (attorney bill). The latter
payment was made without bankruptcy court approval. Appx. at 83, 89-90.

After Mr. Xu’s testimony, the bankruptcy court found that Mr. Xu did not
“understand the fundamentals of the bankruptcy process.” Appx. at 88. It further
concluded that Mr. Xu “performed at an incompetent level” and that Mr. Xu was
“lucky” that the court “decided not to sanction him.” Appx. at 90. In fact, Mr. Xu
himself admitted to “possible procedural inexperience” in his fee application. Appx.
at 33, 55.

In spite of its assessment of Mr. Xu’s performance, the court authorized a
$4,000 fee. Appx. at 88 (stating “you’re lucky I'm giving you $4,000”). It summarily
rejected Mr. Xu’s argument that the $4,000 would “overrule the debtor’s wishes to
pay for the service rendered.” Id. Accordingly, the court ordered Mr. Xu to return
over $15,000, the amount above $4,000 that he had already been paid. Id. at 14-15,
17. In its order, the bankruptcy court clarified that Mr. Xu was required to return
the excess to the chapter 13 trustee. Appx. at 29; compare Fee Hr'g tr. at 14 (Appx.
at 87) (stating money should be given to the estate) with 15 (Appx. at 88) (stating

money should go to the debtors).
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b. Motion to Avoid Second Lien

Mr. Xu commingled his November, 2009 and January, 2010 fee requests with
a request that the bankruptcy court avoid the lien securing the Arebalos’ second
mortgage. Appx. at 31, 54. The bankruptcy court refused to consider the avoidance
issue at the March 11 fee hearing. Mr. Xu never sought to reassert that part of the
blended motion in a separate hearing and never filed a complaint to avoid the lien
under Federal Rule of Bankruptcy Procedure 7001.

The record is unclear concerning when Mr. Xu first raised the second
mortgage avoidance issue. Mr. Xu states that he filed the motion dated November
11, 2009 as a “presentment,” namely as an order to be signed by the judge without
hearing. Xu Br. at 3 and Ex. A. But the docket sheet does not contain an entry for
November 11 but does have an entry for November 13 indicating “ENTERED
INCORRECTLY ADVISED ATTORNEY TO REFILE; Application for
Compensation.” (Emphasis in original). Appx. at 13-14. The entry also indicates
that the clerk “terminated presentment on November 16, 2009.” Id.

The case docket has no indication that Mr. Xu attempted to re-file the
avoidance request either as a separate motion or as an adversary proceeding.

The lien avoidance issue was raised in Mr. Xu’s second amended fee
application, filed on January 19, 2010, however. Appx. at 54. The Amended Notice
of Motion for Attorney Compensation and Mortgage Lien Avoidance requests
consideration of the issue at the compensation hearing, then scheduled for February

8, 2010. Id. The accompanying affidavit raises the issue in paragraphs 4-7. Appx.

10



at 56-58. The certificate of service indicates that the Notice was served on Dennis
Jose, attorney for JP Morgan Chase in Buffalo, New York. Appx. at 59. Mr. Jose
represented the servicer of the Arabelos’ first mortgage, which was held by Bank of
America. Appx. at 10, Dkt. #24 (notice of appearance). The second lien is held by JP
Morgan Chase in its own right operating out of Ohio. Appx. at 112, 115. The record
does not indicate that Mr. Xu served notice on JP Morgan Chase in its capacity as
second lien holder.

The bankruptcy court did not consider the lien avoidance request because the
fee application was the only issue that had been calendared. Appx. at 13-15. After
confirming its understanding of the purpose of the hearing with the United States
Trustee, the court responded to Mr Xu: “Look, this is a fee app that’s on today. I
don’t know what you’re talking about mortgages or anything else. That’s the only
thing on today.” Appx. at 75-76.

On March 29, 2010, Mr. Xu appealed the bankruptcy court’s
fee award order to this Court. Although the order did not mention the lien issue, he
also appealed the bankruptcy court’s refusal at the hearing to consider the Arebalos’

request that their second mortgage lien be avoided.?

’At the March 11 hearing, Mr. Xu testified about the funds that the Arebalos
had placed in his client trust fund and how Mr. Xu had used the funds to pay
himself and some of the debtors’ other obligations. The bankruptcy court raised
concerns about the propriety of Mr. Xu’s actions, but that issue is not before this
Court on appeal. See Appx. at 81-82.

11



Standard of Review

A bankruptcy court’s factual findings are reviewed for clear error, and its
conclusions of law are reviewed de novo. Lubow Mach. Co. v. Bayshore Wire Prods.
(In re Bayshore Wire Prods.), 209 F.3d 100, 103 (2d Cir. 2000) (citation omitted). In
the Second Circuit, “[a]n abuse of discretion may consist of an error of law or a
clearly erroneous finding of fact.” Jasco Tools, Inc. v. Dana Corp. (In re Dana
Corp.), 574 F.3d 129, 145 (2d Cir. 2009) (quotation omitted). It is “basic” that a
reviewing court will not overturn a fee award “absent a clear abuse of discretion.”
In re Arlan’s Dept. Stores, Inc., 615 F.2d 925, 943 (2d. Cir. 1979).

Summary of Argument

Mr. Xu sought to charge his client $34,000 for his chapter 13 work on their
behalf, which is $29,500 more than the maximum amount chapter 13 attorneys in
the Eastern District of New York typically receive. The bankruptcy court awarded

Mr. Xu $4,000 for what it termed to be an “uncomplicated case.”™

This corresponds
to the $4,000-$4,500 that bankruptcy attorneys generally receive for a chapter 13
case. The $4,000 award was not an abuse of the broad discretion this bankruptcy
court had under two provisions of the Bankruptcy Code, 11 U.S.C. § 329 and 11
U.S.C. § 330(a)(4)(B), to limit Mr. Xu’s fees to a “reasonable” amount.

Although the bankruptcy court awarded Mr. Xu the same fees that most

chapter 13 attorneys receive under sections 329 and 330, the court could have

‘Appx. at 86.

12



reasonably awarded Mr. Xu far less. Mr. Xu made a host of mistakes in this case,
as the bankruptcy court docket demonstrates. That led the bankruptcy court to find
that Mr. Xu had “performed at an incompetent level.” That finding was supported
by substantial evidence, so the court below did not abuse its discretion in awarding
Mr. Xu $4,000 for his work here, pursuant to sections 329 and 330.

In addition, the bankruptcy court did not abuse its discretion when it refused
to consider Mr. Xu’s mortgage lien avoidance motion during the fee hearing. A
bankruptcy court generally must consider the validity of a lien in response to a
complaint filed to initiate an adversary proceeding. Fed. R. Bankr. P. 7001(2).
Furthermore, Mr. Xu served the first, not the second, lien-holder with the notice of
his motion to avoid the second lien. This error underscores Mr. Xu’s
“Incompeten|[ce]” in this case.

Even if the issue could have been properly raised by motion, the bankruptcy
court scheduled the March 11 hearing only on the issue of the fee application. Like
any other court, a bankruptcy court is entitled to exercise discretion over how it
handles its docket. The bankruptcy court did not abuse its discretion when it
refused to consider the avoidance issue during the fee hearing. If Mr. Xu seriously
wanted to pursue that motion, he could have calendared it separately or asked the

court to schedule another hearing. He did neither.

*Appx. at 90.
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Argument

I. The Bankruptcy Court Did Not Abuse its Discretion Under 11

U.S.C. § 329 and 11 U.S.C. § 330(a)(4)(B) When it Awarded Mr.

Xu $4,000 in Fees.

The bankruptcy court did not abuse its discretion under 11 U.S.C. § 329 and
11 U.S.C. § 330 when it awarded Mr. Xu a typical chapter 13 fee of $4,000. Counsel
bears the burden of proof to demonstrate entitlement to the requested fees,
including providing documentation of time worked. See Hensley v. Eckerhart, 461
U.S. 424, 437 (1983). Therefore, a bankruptcy court is required to examine the
nature, extent, and value of the services provided by an attorney. Riker Danzig,
Scherer, Hyland & Perretti v. Official Comm. Unsecured Creditors (In re Smart
World Technologies, LLC) , 552 F.3d 228, 232 (2d Cir. 2009). The bankruptcy court
did not clearly err in finding that Mr. Xu failed to demonstrate that he deserved
$34,000 in fees for a routine chapter 13 case.

In this case, the bankruptcy court did not commit clear error in finding that
Mr. Xu’s work in the Arebalos’ case did not provide services that were of “necessity
and benefit” to them. 11 U.S.C. § 329(b); 11 U.S.C. § 330(a)(3); 11 U.S.C. §
330(a)(4)(B). See Grant v. George Schumann Tire & Battery Co., 908 F.2d 874, 877
78 (11th Cir. 1990) (describing criteria for fees as nature, value and extent of
services rendered; difficulty of legal question; customary fees; efficiency of the

representation and whether any of the services rendered were duplicative).

14



Here, the bankruptcy court did not clearly err in finding that Mr. Xu
“performed at an incompetent level,” and that therefore his $34,000 fee request was
excessive. Appx. at 90. This is so for three reasons.

A. The bankruptcy court did not err under sections 329 and 330 in

awarding Mr. Xu the typical fee for attorneys handling chapter
13 cases.

Attorneys in the Eastern District typically receive fees ranging from $4,000
$4,500 for chapter 13 cases.® Appx. at 84-85; see e.g., In re Herbert, No. 04-86487,
2009 WL 1941978, at *1 (Bankr. E.D.N.Y. July 2, 2009) (increasing initial attorney
fee of $3,000 to $4,500 for a chapter 13 case that lasted over two years and involved
four proposed repayment plans).

In further comparison, the Utica Division of the Bankruptcy Court for the
Northern District of New York has capped chapter 13 fees at $3,700 by
administrative order. Debtor Counsel Fees in Chapter 13 Cases Filed in the Utica
Division, Admin. Order 09-07 (Bankr. N.D.N.Y. Aug. 8, 2009), Appx. at 94. In fact,
Mr. Xu’s award of $4,000 is at the high end of the scale. In re Wesseldine, 434 B.R.
31, 40, n.9 (N.D.N.Y 2010) (citing instances of chapter 13 flat fees throughout the

country, ranging from $2,000 to $4,500). In contrast, Mr. Xu seeks over $34,000 in

compensation.

‘The Eastern District of New York Bankruptcy Court has not promulgated
any local rule or administrative order regarding fees, but the $4,500 figure reflects
local practice. Appx. at 84-85.

15



The bankruptcy court did not clearly err when it did not permit Mr. Xu to
pass on the costs of educating himself about chapter 13 bankruptcy law. Mr. Xu
used the Arebalos’ case to educate himself about chapter 13 procedure, not an
activity that the Bankruptcy Code subsidizes through a higher fee award. See 11
U.S.C. § 330(a)(3)(E) (citing “skill and experience in the bankruptcy field” as a
factor for determining attorney compensation). Mr. Xu’s high fee request stems in
part from the fact that he spent far more time on the Arebalos’ case than is the
norm. In re Thorn, 192 B.R. 52, 56 (Bankr. N.D.N.Y. 1995) (assuming a simple
chapter 13 case would require six hours of work); In re Wesseldine, 434 B.R. at 35
(26 hours). The United States Trustee attributed this to inexperience. Appx. at 84.
The bankruptcy court agreed because it found that Mr. Xu did not “understand the
fundamentals of the bankruptcy process.” Appx. at 88; see also Appx. at 87 (stating
that the $4,500 fee was for an “experienced practitioner”).

Furthermore, in chapter 13, attorneys are compensated for services that are
of “benefit and necessity” to the debtor. 11 U.S.C. § 330(a)(4)(B). Mr. Xu
acknowledges that his efforts did not always benefit the Arebalos directly. He
stated in his November 11 affirmation in support of fees that he “self-studied
chapter 13 procedures and substantive law.” Appx. at 33. He also acknowledged
“possible procedural inexperience.” Id. He repeated these admissions in his
January 19 filing. Id. at 55.

Furthermore, Mr. Xu was required to re-file the Arebalos’ schedules several

times due to inaccuracies and missing documentation. In total, Mr. Xu filed 28
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different documents, including multiple amendments to the petition, schedules, and
repayment plans. The Arebalos did not benefit, and were more likely harmed, by
the filing delays and inaccuracies in their schedules. And they were certainly
harmed when Mr. Xu billed them for the additional filing fees.

The extra hours Mr. Xu spent on the case did not benefit the Arebalos, as
required by the Code. Therefore the bankruptcy court did not abuse its discretion
in refusing to compensate Mr. Xu for the full amount of time he spent on the case.

B. The evidence supports the bankruptcy court’s finding that the

Arebalos’ chapter 13 case was routine and thus did not warrant
exceptional compensation.

Third, the bankruptcy court did not clearly err in finding that the Arebalos’
case was straight-forward and thus not eligible for exceptional compensation above
the $4,500 norm. In re Wesseldine, 434 B.R. at 40 (stating that “debtors should not
be overcharged in cases that lack the complexity or difficulty”). A typical chapter 13
case requires an attorney to handle issues such as secured debt, such as a house
and automobile, a judgment liens or claims based on financing of other personal
property. Id. at 38 (citing In re Dabney, 417 B.R. 826, 834 (Bankr. N.D. Ga. 2009)).
Other issues commonly include pending foreclosure of the debtor’s home and
priority tax debt. Id. A chapter 13 debtor's attorney must therefore anticipate
having to handle requests for stay relief, mortgage arrears work-outs, adequate

protection payments for secured creditors, whether liens may be avoided, or

whether cramdown 1s available. Id.
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In this case, Mr. Xu faced few of these issues. One creditor, Bank of America,
objected to the Arebalos’ plan on August 19, 2009. Dkt #23. It withdrew that
objection on September 1, 2009, after the debtors amended their plan. Dkt #27. The
court entered an order confirming the plan on September 18, 2009. Dkt #29. Mr. Xu
attempted to avoid a second lien on the Arebalos’ mortgage by having the issue
adjudicated in conjunction with his fee application. Even if this were the proper
procedure, an avoidance motion does not bring the case outside of the normal
chapter 13 standard. Wesseldine, 434 B.R. at 38. The bankruptcy court did not
clearly err in concluding that the Arebalos’ chapter 13 bankruptcy case was routine.

In addition, the bankruptcy court did not commit clear error in concluding
that the Arebalos’ case was straight-forward because Mr. Xu's billing descriptions
do not indicate otherwise.” Mr. Xu initially filed with the court a one-page
accounting of his time with block entries such as “Preparation of petition, schedules,
statement of affairs; review and analysis of documents gathered on monthly budget,
creditors, earnings and assets; etc. from April 1, 2009 to September 21, 2009........ 20
hours.” Appx. at 29.

In his first amended request for fees, Mr. Xu submitted a hand-written
document supporting his fee request, in which block entries were reduced from

several months to “9 a.m. - 5:30 p.m. x 5 days.” Appx. at 45 (assigning five days to

"Mr. Xu was required to provide copies of contemporaneous billing
statements that “describe with specificity, by attorney, the nature of the work done,
the hours expended, and the dates on which the work was performed.” In re Bailey,
No. 08-73915, 2009 Bankr. LEXIS 4166, at *14 (Bankr. E.D.N.Y. July 14, 2009).
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the description “study substantive and procedural law regarding chapter 13
bankruptcy lien avoidance and motion practice, draft affirmation in support of
attorney compensation and second mortgage lien avoidance, etc.”).

In his second amended request for fees, Mr. Xu produced a table with dates,
billing descriptions, and hours worked. Appx. at 60-63. His activities included

&

“client consultation,” “preparation of petitions,” “legal research,” “section 341(a)

29¢¢ 2

meeting appearance,”“amended form schedules,” “plan confirmation hearing” and
“telephonic and fax negotiation” with the trustee and JP Morgan Chase Bank. Id.
None of these tasks go beyond those expected in a routine chapter 13 case. In re
Wesseldine, 434 B.R. at 38.

The bankruptcy court did not clearly err in concluding that $4,000 — the
standard rate in the Eastern District of New York — was appropriate compensation.
It therefore did not abuse its discretion when it ordered Mr. Xu to disgorge the

remaining $15,432.48 in fees he had already collected to the chapter 13 trustee.

II. The Bankruptcy Court Did Not Improperly Limit Mr. Xu’s Fees,
Regardless of Mr. Xu’s Payment Agreement with the Arebalos.

The bankruptcy court did not commit clear error by rejecting Mr. Xu'’s
argument that it should honor the desire of the Arebalos to pay him $34,000 for
their chapter 13 case. Mr. Xu’s argument fails for two reasons.

Mr. Xu. fundamentally misunderstands bankruptcy law. In a chapter 13
case, section 330(a)(4)(B) authorizes the court to determine the statutorily

reasonable amount. Mr. Xu does not make that decision. Nor do his clients. See
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Appx. 88-90. The court does that by evaluating the factors set forth in section
330(a)(3). Section 329 also allows the court to review and reduce fees that exceed a
reasonable amount.®

This bankruptcy court was required to analyze Mr. Xu’s fee request to
determine whether his requested payment was reasonable, rather than simply
comply with Mr. Xu’s desires or even with the Arebalos’ alleged wishes. 11 U.S.C.
§§ 329-30; see In re Busy Beaver Bldg. Centers, Inc., 19 F.3d 833, 841 (3d Cir. 1994)
(stating in the chapter 11 context that a bankruptcy court has “a duty” to review fee
applications); Thorn,192 B.R. at 55 (same 1n chapter 13 context).

In addition, it 1s particularly important in a chapter 13 case that courts
determine fees. Debtors have no incentive to curtail attorney fees, as the funds that
go to fees otherwise will be paid to creditors. In turn, creditors may be deterred
from challenging a fee request because of the litigation costs. Busy Beaver Bldg., 19
F.3d at 842-43; Thorn,192 B.R. at 55. Thus, although Mr. Xu claimed at the fee
hearing that the bankruptcy court “overrule[d] the debtor’s wishes to pay for the
service rendered,” the bankruptcy court followed the law here.

Secondly, the bankruptcy court has an “inherent obligation to monitor the
debtor’s estate and to serve the public interest.” Busy Beaver Bldg, 19 F.3d at 841.
Ensuring that section 329 and 330 fee awards are reasonable serves the

“overarching policy of avoid the waste of the debtor’s estate” and reinforces public

$Sections 329 and 330 are appended to this brief.
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trust in the bankruptcy system. Id. (citing In re Wonder Corp. of America, 82 B.R.
186, 191 (D. Conn.1988)).

In addition, bankruptcy courts preserve the integrity of the bankruptcy
system by scrutinizing fees applications “to prevent overbearing attorneys from
taking advantage of desperate debtors.” In re Jackson, 401 B.R. 333 (Bankr. N.D.
I11. 2009); See In re Datta, No. 8-08-72740-ast, 2009 WL 1941974 at *6 (Bankr.
E.D.N.Y. July 2, 2009) (stating that section 329 is designed to protect debtors).
Furthermore, oversight prevents “overreaching attorneys” from “drain[ing] [the
estate] of wealth” which should be distributed to unsecured creditors. Busy Beaver
Bldg., 19 F.3d at 843-44 (citing numerous cases). Accordingly, Mr. Xu is incorrect
that an attorney is always entitled to whatever fee that the debtor has agreed to
pay him. Datta, 2009 WL 1941974 at *5 (citing In re Geraci, 138 F.3d 314, 319-20
(7th Cir. 1998)).

Here, the bankruptcy court addressed the reasonableness of Mr. Xu’s
attorney’s fees and adjusted them accordingly. See Fed. R. Bankr. P. 2017; 11
U.S.C. § 329; 11 U.S.C. § 330; In re Monahan Ford Corp. of Flushing, 390 B.R. 493,
503 (Bankr. E.D.N.Y. 2008). The Arebalos’ consent to statutory award was not

necessary.
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III. The Bankruptcy Court Did Not Abuse Its Discretion in Refusing
to Consider Mr. Xu’s Motion to Strip a Second-Mortgage Lien
During the Fee Hearing.

The bankruptcy court did not abuse its discretion in refusing to consider Mr.
Xu’s second-mortgage lien avoidance motion during the attorney compensation
hearing on March 11, 2010 on two grounds.

Mr. Xu failed to follow bankruptcy court procedures to ensure that the issue
would be adjudicated. The bankruptcy court did not commit clear error in declining
to waive these safeguards for three reasons.

First, issues related to a property liens should be considered pursuant to
Federal Rule of Bankruptcy 7001(2), which requires that an attorney file an
adversary complaint. Fed. R. Bankr. P. 7001(2) (stating that a proceeding to
determine “the validity, priority, or extent of a lien” is an adversary proceeding).

Second, Mr. Xu’s attempt to raise the issue by motion was procedurally
incorrect. The original presentment motion to avoid the lien was not docketed
because this form of motion is not allowed under local practice.

Third, Mr. Xu never corrected this deficiency by initiating an adversary
proceeding or a separate motion to resolve the issue. Indeed, he did not even
request a separate hearing on the motion, something he could have done.

As a separate and independent ground, the March 11 hearing was noticed to
approve Mr. Xu’s application for attorney’s fees. Dkt. #36, 37. Like any court, a

bankruptcy court has the power to regulate its docket. In re MPM Enters., Inc., 231

B.R. 500, 504 (E.D.N.Y. 1999) (citing In re Robinson, 198 B.R. 1017, 1025 (Bankr.
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N.D. Ga. 1996)). The bankruptcy court did not abuse its discretion in refusing to
hear the mortgage avoidance issue that had not been properly noticed or

calendared.

Conclusion
For the foregoing reasons, the United States Trustee respectfully asks this
Court to affirm the bankruptcy court’s order of March 19, 2010.
Dated: October 20, 2010 Respectfully Submitted,
TRACY HOPE DAVIS
United States Trustee, Region 2

/s/ Christine H. Black
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IN THE UNITED STATES COURT OF APPEALS FOR THE FIFTH CIRCUIT

JOHN F. ARENS,
Appellant,
V.
AL BOUGHTON, TRUSTEE, ET AL.,
Appellees.

ON APPEAL FROM THE UNITED STATES DISTRICT COURT
FOR THE WESTERN DISTRICT OF LOUISIANA

BRIEF OF THE UNITED STATES TRUSTEE, APPELLEE

STATEMENT OF JURISDICTION

The subject matter jurisdiction of the United States Bankruptcy Court for the Western District of Louisiana is based on 28
U.S.C. § 157(b)(1) and the jurisdiction of the United States District Court for the Western District of Louisiana is based on 28 U.S.C. §§
158(a) and 1334. This Court has jurisdiction over this appeal under 28 U.S.C. § 158(d) and 1291. The appeal is taken from the final
order of the district court entered on October 12, 1993, affirming the bankruptcy court's final order requiring debtors' counsel to
disgorge his entire retainer fee of $75,000. The notice of appeal to the district court was timely filed on February 16, 1993, and the
notice of appeal from the district court's order was timely filed on November 4, 1993 in accordance with 4(a) and 6(b) of the Federal
Rules of Appellate Procedure.

STANDARD OF REVIEW

The applicable standard of review on appeal is clearly erroneous as to findings of fact and de novo as to conclusions of law.
In re Consolidated Bancshares, Inc., 785 F.2d 1249, 1252 (5th Cir. 1986). A bankruptcy court's award or denial of compensation is
reviewed under an abuse of discretion standard. Id.; In re Anderson, 936 F.2d 199 (5th Cir. 1991).

STATEMENT OF THE ISSUE
Whether the bankruptcy court correctly ordered the disgorgement of all fees paid to debtors' counsel.
STATEMENT OF THE CASE
A. Course of Proceedings and Disposition Below

[*4] This matter arose in August 1992, in the Alexandria Division of the United States Bankruptcy Court for the Western
District of Louisiana upon the motion of the United States Trustee to examine the transactions of Mr. and Mrs. Batten and Ms.
Prudhomme (collectively, the "debtors") with their attorneys, the Arens Law Firm. (R. Vol. 3 at 439, 448-467.) On August 18, 1992,
Farm Credit Bank ("FCB"), the debtors' major creditor, filed a motion to intervene in support of the United States Trustee's motion, and
also filed a motion for disgorgement of the retainer paid by debtors to the Arens Law Firm. (Id. at 468-488.) On September 1, 1992,
the plan trustee [FN1], Mr. Al Boughton, moved for intervention in support of FCB's motion for disgorgement. (Id. at 489-495.)

A consolidated evidentiary hearing on the U.S. Trustee's and FCB's motions was held October 28, 1992. (Id. at 424, 440.)
The court entered its Reasons for Decision on January 29, 1993 (Aplt. Excerpts at 13-65), and entered an order on February 1, 1993,
requiring Arens to pay the plan trustee the full sum of $75,000. (Id. at 11-12.) On February 16, 1993, Arens filed a notice of appeal
from the final order to the United States District Court for the Western District of Louisiana (R. Vol. 1 at 2-3), and on October 12, 1993,
the district court entered an order affirming the bankruptcy court's decision. (R. Vol. 6 at 980-985.) Arens now appeals the district
court's ruling to this Court pursuant to 28 U.S.C. § 158(d). (Id. at 986-987.)

B. Statement of the Facts

In February 1990, Mr. and Mrs. John Batten and Ms. Daisy Prudhomme hired John Arens' law firm to represent them in "all
dealings and negotiations and representations with Farm Credit system for how ever long it took." (10/28/92 Transcript at 25:20-
25:23.) [FN2] After their initial meeting with Arens in Arkansas, the debtors returned to their home in Louisiana where they signed the
retainer agreement and returned it to Arens with a payment of $50,000. [FN3] (Aplee. Excerpts at 1 and 10/28/92 Transcript at 25:24-
26:3, 26:23-26:25.) An additional $25,000 payment was made on February 27, 1991. (10/28/92 Transcript at 26:25, and U.S. Trustee
Ex. Nos. 2 and 11.) [FN4] The retainer agreement also provided that Arens would acquire a 40% interest in the debtors' lender liability
claim against FCB. (Aplee. Excerpts at 1.)

On July 30, 1991, the Arens Law Firm filed a Chapter 11 bankruptcy petition for Ms. Prudhomme. (R. Vol. 3 at 430.) On
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September 4, 1991, pursuant to Local Bankruptcy Rule 7.1 and Uniform District Court Rule 20.06, Mr. Eldred N. Bell of the Arens Law
Firm filed an application to be admitted to practice in the Bankruptcy Court for the Western District of Louisiana. (R. Vol. 1 at 14-15.)
Attached to this application was a document entitled "Affidavit for Approval of Employment of Attorney under a General Retainer"
which stated in pertinent part:

Neither I, the Firm of Arens and Alexander, nor any member or associate thereof, insofar as I
have been able to ascertain, has any connection with the trustee herein, the estate's
creditors, or any other party in interest, or their respective attorneys and accountants....
Neither I, the firm of Arens and Alexander, nor any member or associate, insofar as I have
been able to ascertain, represents any interest adverse to that of the estate, the trustee or
the debtor in the matters upon which said law firm is to be engaged.

[*5] (Aplee. Excerpts at 2.) Notwithstanding the disclosure requirements of Bankruptcy Rule 2014, the firm did not disclose the
retainer agreement, the payments they received pursuant to the agreement, or the contingency interest in the debtors' lender liability
claim which they had acquired. (Id.) On September 9, 1991, the court entered an order approving counsel's employment application,
based on his representation that the Arens Law Firm represented no interest adverse to the debtor in possession or her estate, and that
they are disinterested persons under sections 101(13) and 327 of title 11, United States Code. (R. Vol. 1 at 18-19.) Terry Zelinski and
Richard Alexander, also members of the Arens Law Firm, were subsequently admitted. (Id. 20-23.)

The firm also failed to file a supplemental schedule as required by Local Bankruptcy Rule 4.0, Western District of Louisiana,
which, if filed, would have required the disclosure of the $50,000 payment received in February 1990, the $25,000 payment received in
February 1991, and the 40% contingency interest. (R. Vol. 3 at 430-445.) [FN5] Additionally, while the cause of action against the FCB
is listed in the debtor's Schedule B as an asset under item "q", there is no listing of the interest of the Arens Law Firm in that cause of
action. (U.S. Trustee Ex. Nos. 3 and 4.) The Statement of Financial Affairs also failed to disclose counsel's interest in the lender liability
claim. (Id. No. 2.)

The Arens Law Firm filed a Chapter 11 bankruptcy petition on behalf of the Battens on October 15, 1991. (R. Vol. 3 at 409.)
The court entered an order authorizing the debtors in possession to employ Robert Royer and the Arens Law Firm on November 14,
1991. (Aplee. Excerpts at 4-7.) The order was signed by Mr. Royer and Ms. Terry Zelinski (on behalf of the Arens Law Firm), who
agreed that they "represent[ed] no interest adverse to the debtors in possession." (Id. at 7.) Other Arens' firm lawyers admitted in the
Batten case include Eldred Bell, Gregory House and Richard Alexander. (R. Vol. 3 at 411-412, 414.)

Although a supplemental schedule pursuant to Local Bankruptcy Rule 4.0 was filed in this case, which listed the $25,000
payment received in February 1991, it did not mention the existence of counsel's contingency interest in debtors' lender liability claim.
(U.S. Trustee Ex. No. 13.) Likewise, the Statement of Financial Affairs failed to disclose counsel's interest in the lender liability claim.
(Id. No. 11.)

Further, while the disclosure statement and the first amended disclosure statement submitted in connection with the Battens'
plan of reorganization list the lender liability claim as an asset, neither document mentions counsels' interest in this asset. (Id. Nos. 17
and 18.) The Arens Law Firm finally revealed its interest in the debtors' lender liability claim against the FCB in the second amended
disclosure statement filed in the Batten case on April 30, 1992. (Id. No. 19.) The contingency fee interest was never disclosed in any of
the pleadings filed in the Prudhomme case. (R. Vol. 3 at 430-445.)

[*6] On August 5, 1992, the United States Trustee filed a motion in the Batten case to examine debtors' transactions with
the debtors' attorneys. (R. Vol. 3 at 448-467.) A similar motion was filed in the Prudhomme case on September 1, 1992. (R. Vol. 3 at
439.) On August 18, 1992, FCB filed a motion to intervene in support of the United States Trustee's motion, and also filed a motion for
disgorgement of the retainer paid by debtors to the Arens Law Firm. (Id. at 468-488.) The plan trustee, Mr. Al Boughton, moved for
intervention in support of FCB's motion for disgorgement on September 1, 1992. (Id. at 489- 495.)

A consolidated evidentiary hearing on the U.S. Trustee's and FCB's motions was held October 28, 1992. (Id. at 424, 440.) No
representative appeared on behalf of the Arens Law Firm. (10/28/92 Transcript at 2:1-2:18.) The court established a posthearing
briefing schedule (id. 118:9-118:25), and the U.S. Trustee and FCB filed timely briefs. (R. Vol. 4 at 511-567 and 568-587.) Arens
obtained two extensions of time, and eventually filed an untimely brief on December 29, 1992. (Id. at 595-615.) Attached to this brief
were untimely proffers of evidence in affidavit form and attorney time sheets. (Id. at 616- 663 and 664-680.) The court entered its
Reasons for Decision on January 29, 1993 (Aplt. Excerpts at 13-65), and entered an order on February 1, 1993, requiring Arens to pay
the plan trustee the full sum of $75,000. (Id. at 11- 12.)

In his Reasons for Decision, the bankruptcy judge determined that he had jurisdiction to examine the reasonableness of fees
paid for services rendered in connection with bankruptcy proceedings, regardless of their source, (id. at 40), and that in this instance,
not only were the fees paid in contemplation of bankruptcy, but they were excessive in light of the lack of benefit to the debtors and
their estates. (Id. at 58.) The court also found that the Arens Law Firm "consciously avoids disclosure" (id. at 61-62), and that in this
case, they breached their affirmative duty to disclose the retainer fee received from the debtors as well as their contingency interest in
an asset of the debtors. (See id. at 39-40, 52-55.) The court concluded that disgorgement of the entire retainer fee was an appropriate
sanction for the firm's intentional misrepresentations to the court and for their failure to perform competent services for the debtors
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and their estates. (Id. at 62, 65.)

Arens filed a timely notice of appeal to the district court on February 16, 1993 (R. Vol. 1 at 2-3), and on October 12, 1993,
the district entered an order affirming the bankruptcy court's order. (R. Vol. 6 at 980-985.) The court concluded that debtors' counsel
failed to disclose all their connections with the debtors as required by Rules 2014 and 2016(b) of the Federal Rules of Bankruptcy
Procedure, section 329(a) of the Bankruptcy Code, and Local Bankruptcy Rule 4.0. (Aplt. Excerpts at 7-9.) In recognition of the
bankruptcy court's broad equitable discretion in awarding and denying attorneys' fees, the court held that the bankruptcy court did not
abuse its discretion in ordering the disgorgement of the entire retainer fee. (Id. at 9-10.)

SUMMARY OF THE ARGUMENT

[*7] In recognition of the need to protect the integrity of the bankruptcy process as well as protect failing debtors (and their
creditors) from overreaching by their attorneys, Congress furnished the bankruptcy courts with extensive supervisory power to regulate
the attorney-client relationship in bankruptcy cases. To that end, sections 327 of the Bankruptcy Code requires court approval before a
debtor in possession can hire counsel to assist him in fulfilling his statutory duties. In addition, 11 U.S.C. § 329, Bankruptcy Rules 2014
and 2016, and Local Bankruptcy Rule 4.0(9) require debtors' counsel to disclose all connections with the debtors, including any
proposed arrangement for compensation and any amounts paid within 18 months before filing. The purpose of these stringent
disclosure requirements is to facilitate the bankruptcy court's determination of disinterestedness and its review of debtors' transactions
with their attorneys. In light of the unique nature of bankruptcy proceedings, debtors' counsel are held to a high fiduciary standard,
thus failure to make complete disclosure can result in disqualification, denial of compensation, and disgorgement of previously received
fees.

In the instant case, the bankruptcy court determined that counsel violated their statutory and fiduciary obligations to the
court, and accordingly ordered counsel to disgorge the entire retainer fee received from the debtors. Disgorgement was particularly
appropriate in this case where the court determined that the value of the services rendered to the debtors and their estates amounted
to zero. In light of the court's broad discretion in awarding and denying fees paid in connection with bankruptcy proceedings, the court
was entitled to sanction debtors' counsel for their lack of candor with the court, their breach of fiduciary obligations to the court and
the estates, and their multiple violations of mandatory disclosure requirements.

ARGUMENT

THE BANKRUPTCY COURT CORRECTLY ORDERED THE DISGORGEMENT OF FEES PAID TO DEBTORS'
COUNSEL

A. Counsel's flagrant nondisclosure and lack of candor with the court, without more,
warranted total disgorgement of fees

Section 327 of the Bankruptcy Code, 11 U.S.C. § 101 et seq., requires a chapter 11 debtor in possession [FN6] to obtain
court approval prior to employing counsel to assist him in fulfilling his statutory duties. Section 327(a) provides as follows:

Except as otherwise provided in this section, the trustee, with the court's approval, may
employ one or more attorneys, accountants, appraisers, auctioneers, or other professional
persons, that do not hold or represent an interest adverse to the estate, and that are
disinterested persons, to represent or assist the trustee in carrying out the trustee's duties
under this title.

In order to assist the court in its determination of whether counsel is disinterested and free from the influence of adverse
interests, [FN7] Federal Rule of Bankruptcy Procedure 2014 requires proposed counsel to file an affidavit with the court setting forth
"all of [counsel's] connections with the debtor, creditors, or any other party in interest." Fed. R. Bankr. P. 2014(a). See In re Arlan's
Dept. Stores, Inc., 615 F.2d 925, 936 (2d Cir. 1979) (General Order in Bankruptcy 44, a predecessor of Rule 2014, required disclosure
of all connections between proposed counsel and debtors, which included, inter alia, a substantial pre-petition retainer); In re
Futuronics Corp., 655 F.2d 463, 469 (2d Cir. 1981) (Bankruptcy Rule 215, a predecessor of Rule 2014, required counsel to disclose all
"connections" which included counsels' retainer agreement).

[*8] In addition to the disclosure requirements of Federal Rule of Bankruptcy Procedure 2014(a), Local Bankruptcy Rule 4.0
of the Western District of Louisiana requires all employment applicants to file a supplemental schedule disclosing "any amount owed by
the debtor or its affiliates to proposed counsel or proposed counsel's law firm at the time of filing, and also amounts paid within 18
months before filing." Local Bankruptcy Rule 4.0(9); See also Order Regarding Amendment of Local Bankruptcy Rules at (Aplee.
Excerpts at 8-9.) (This rule was established upon a determination by the local bankruptcy judges that the disclosure requirements of
Rule 2014 were insufficient in providing the court with enough information to make a proper determination of disinterestedness.)
[FN8]

The purpose of these stringent disclosure requirements is to ensure that the bankruptcy court is informed of all facts that
may be relevant to its determination of disinterestedness. In re Granite Sheet Metal Works, Inc., 159 B.R. 840, 845 (Bankr. S.D. Ill.
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1993); In re Lee, 94 B.R. 172, 176 (Bankr. C.D. Cal. 1988). Thus, the disclosure of any connection must be made at the time of
application, and it is not sufficient for information concerning counsel's disinterested status to surface at a later point. In re Martin, 817
F.2d 175, 182 (1st Cir. 1987); In re B.E.S. Concrete Products, Inc., 93 B.R. 228, 236-37 (Bankr. E.D. Cal. 1988). Disclosure of all
connections is mandatory. "[R]ule ... [2014] does not give the attorney the right to withhold certain information on the grounds that, in
the attorney's opinion, the connection is of no consequence or is not adverse." In re Coastal Equities, Inc., 39 B.R. 304, 308 (Bankr.
S.D. Cal. 1984). See also In re Arlan's Dept. Stores, Inc., 615 F.2d 925, 943 (2d Cir. 1979); In re Haldeman Pipe & Supply Co., 417
F.2d 1302, 1304 (9th Cir. 1969).

Failure to make complete disclosure can result in disqualification and denial of all compensation. In Woods v. City National
Bank & Trust Co., 312 U.S. 262, 269 (1941), the Supreme Court concluded that the only way to assure that professionals maintain the
requisite standards of fiduciary conduct is to strictly enforce compliance with the conflict of interest rules by denial of compensation.
See generally In re Haldeman & Supply Co., 417 F.2d at 1305; In re Kendavis Industries International, Inc., 91 B.R. 742, 748 (Bankr.
N.D. Tex. 1988); In re B.E.S Concrete Products, Inc., 93 B.R. at 237; In re Coastal Equities, Inc., 39 B.R. at 308.

Even beyond the statutory duties imposed by the Bankruptcy Code and Rules, counsel for a debtor in possession serves as
an officer of the court, and consequently owes a fiduciary duty to both the court and the estate. See In re Evangeline Refining Co., 890
F.2d 1312, 1323 (5th Cir. 1989); In re Consolidated Bancshares, 785 F.2d 1249, 1255 (5th Cir. 1986); In re Burke, 147 B.R. 787, 800
(Bankr N.D. Okla. 1992); In re Coastal Equities, Inc., 39 B.R. at 308 (citations omitted) ("[I]t is a well established principle that those
performing duties in the administration of an estate are doing so as officers of the court.") Breaches of this fiduciary obligation are
sanctionable by the denial of all compensation and the disgorgement of previously received fees. See In re Evangeline Refining Co.,
890 F.2d at 1323; In re Arlan's Dept. Stores, Inc., 615 F.2d 925, 943 (2d Cir. 1979); In re Futuronics Corp., 655 F.2d 463, 471 (2d Cir.
1981); In re Coastal Equities, Inc., 39 B.R. at 309.

[*9] The Second Circuit's opinion in In re Futuronics is particularly instructive. In that case, the debtor's general counsel and
special counsel failed to disclose their receipt of compensation from the debtor as well as a fee-splitting agreement between them. 655
F.2d at 469-471. The Second Circuit held that given counsels' "callous disregard for the disclosure requirements of Rule 215" and their
"flagrant[] breach[] [of] their fiduciary obligations to the bankruptcy court," the bankruptcy court abused its discretion by permitting
debtor's counsel to "retain any of the fees they had received, let alone to allow any further compensation." Id.

In the instant case, debtors' counsel violated their statutory and fiduciary obligations to the court by failing to disclose all
their connections with the debtors. Notably, counsel failed to disclose that they had been employed by debtors since February 1990 in
connection with debtors' bankruptcy cases. Consistent with this lack of candor is counsel's failure to reveal any information relating to
their employment fee, which consisted in part of a $75,000 retainer, $50,000 of which was paid in February 1990, with the remaining
$25,000 paid in February 1991. Counsel also failed to disclose that they had acquired a 40% interest in a state court lender liability
claim against the primary creditor, FCB, thereby giving counsel a substantial potential interest in the estate.

Even though counsel had an affirmative duty pursuant to Federal Rule of Bankruptcy Procedure 2014 to disclose "all
connections" it had with the debtors, none of these aforementioned connections were revealed by counsel in their Rule 2014 affidavits.
Instead, counsel averred in both cases that the Arens Law Firm had no connection with the trustee, the estate's creditors, or any other
party in interest, and that they represented no interest adverse to that of the estate, the trustee or the debtor. (Aplee. Excerpts at 2-3,
4, 7.) While the $25,000 payment was mentioned in debtors' statements of financial affairs, this did not vitiate counsel's duty to
disclose this transaction in the employment applications. It is not the court's obligation to search through the files for information
regarding counsel's disinterested status. See In re Maui 14k, Ltd., 133 B.R. 657, 661 (Bankr. D. Hawaii 1991); In re Rusty Jones, Inc.,
134 B.R. 321, 345 (Bankr. N.D. IIl. 1991).

Debtors' counsel also failed to file a supplemental schedule as required by Local Bankruptcy Rule 4.0 in the Prudhomme case.
(R. Vol. 3 at 430-445.) Had counsel complied with this rule, they would have been required to disclose their interest in the lender
liability claim as well as the $50,000 they received in February 1990 and the $25,000 payment they received in February 1991. While
they did file the supplemental schedules in the Batten case, which disclosed the $25,000 payment they received in February 1991, they
did not list their contingency interest in the lender liability claim. (U.S. Trustee Ex. No. 13.) In fact, the contingency interest was not
disclosed until April 30, 1992, six months after the Batten petition was filed and nine months after the Prudhomme petition was filed.

[*1]0 Ultimately, the bankruptcy court concluded that not only was there "inadequate disclosure but that the modus
operandi of the Arens Firm was to avoid disclosure at all costs." (Aplt. Excerpts at 62.) Based on the facts presented in this case, which
clearly establish a pattern of nondisclosure, coupled with the Arens firm's behavior in other bankruptcy cases, (see id. at 41-51), this
finding was not clearly erroneous. In light of the court's broad discretion in awarding and denying fees paid in connection with the
bankruptcy proceedings, the court was entitled to sanction debtors' counsel for their lack of candor with the court, their breach of
fiduciary obligations to the court and the estates, and their multiple violations of mandatory disclosure requirements. See Woods v. City
National Bank & Trust Co., 312 U.S. 262, 268 (1941); In re Anderson, 936 F.2d 199, 204 (5th Cir. 1991); In re Futuronics Corp., 655
F.2d 463, 471 (2d Cir. 1981); In re Arlan's Dept. Stores, Inc., 615 F.2d 925, 943 (2d Cir. 1979). The court determined that the
appropriate sanction was to order John Arens to disgorge the entire retainer fee. In light of the circumstances of this case, this decision
was an appropriate exercise of discretion.

B. Section 329(a) does not restrict the court's authority to order the disgorgement of fees

Page 7 of 12



paid to a debtor's attorney more than a year pre-petition

Arens argues that because the $75,000 retainer fee was paid pursuant to an agreement that was made more than one year
before the date of the filing of either bankruptcy petition, the bankruptcy court had no authority to examine the reasonableness of the
retainer fee or order its disgorgement. As support for this proposition, Arens cites to 11 U.S.C. § 329(a). [FN9] Arens' reliance on
section 329(a) to limit the court's authority is misplaced. The one year look-back period of section 329(a) simply provides debtor's
counsel with a perimeter regarding which prior transactions with the debtors must be reported. The disclosure requirements of section
329(a) were designed to facilitate the court in its examination of counsel's prior transactions with the debtors, not limit the court's
authority in this regard.

Instead, the court's authority to examine the reasonableness of fees paid to debtors' counsel pre-petition and order the
disgorgement of any fees determined to be excessive is based on 11 U.S.C. § 329(b) of the Bankruptcy Code and on Federal Rule of
Bankruptcy Procedure 2017. In re Hargis, 895 F.2d 1025 (5th Cir. 1990), clarifying, 887 F.2d 77 (5th Cir. 1989) ("Section 329
authorizes the bankruptcy court to order an attorney to return fees paid for services rendered in connection with a bankruptcy
proceeding, if those fees are determined by the court to be excessive, regardless of their source."); In re Walters, 868 F.2d 665, 668
(4th Cir. 1989) ("The regulatory effect of neither section 329 nor Bankruptcy Rule 2017 is conditioned on the source of payment; rather
it depends upon the services rendered.")

[*1]1 Section 329(b) states in pertinent part:

(b) If [debtor's attorney's] compensation exceeds the reasonable value of any such services,
the court may cancel such agreement, or order the return of any such payment, to the extent
excessive, to--

(1) The estate, if the property transferred--

(A) would have been property of the estate....
(B) was paid by or on behalf of the debtor under a plan under chapter
11, 12, or 13 of this title; or

(2) the entity that made such payment.
Rule 2017(a) states that:

(a) Payment of Transfer to Attorney Before Order for Relief. On motion by any party in
interest or the court's own initiative, the court, after notice and a hearing may determine
whether any payment of money or any transfer of property by the debtor, made directly or
indirectly and in contemplation of the filing of a petition under the Code by or against the
debtor or before entry of the order for relief in an involuntary case, to an attorney for
services rendered or to be rendered is excessive. (emphasis added.)

Neither of these provisions, which speak directly to the court's authority to examine pre-petition transactions between debtors and their
counsel places a limitation on the court's authority as suggested by Arens. In fact, "Bankruptcy Rule 2017's only requirement for review
is that the services be in any way related to the bankruptcy case." In re Walters, 868 F.2d at 667. Cf. In re Olivier, 819 F.2d 550, 554-
55 (5th Cir. 1987) (the court upheld the bankruptcy court's denial of discharge under 11 U.S.C. § 727(a)(2)(A) even though the
concealment at issue occurred prior to the statute's one-year examination period); In re Sanders, 128 B.R. 963, 966 (Bankr. W.D. La.
1991) (Not all transfers which occur more than one year before the filing of the petition are immune from the court's review.)

To interpret section 329 in the manner suggested by debtors' counsel would defeat the statute's very purpose, which is to
protect persons with financial troubles from unscrupulous attorneys. See H.R. Rep. 595, 95th Cong., 1st Sess. 329, reprinted in 1978
U.S. Code Cong. & Admin. News 5963, 6285; S. Rep. No. 989, 95th Cong., 2d Sess. 39, reprinted in 1978 U.S. Code Cong. & Admin.
News 5787, 5825. See also In re Woods & Henderson, 210 U.S. 246, 253 (1908) (Section 60d, a predecessor to section 329, was
enacted in recognition of "the temptation of a failing debtor to deal too liberally with his property in employing counsel to protect him
in view of financial reverses and probable failure.")

C. The bankruptcy court correctly found that the $75,000 retainer agreement was made in
contemplation of bankruptcy

Arens argues that even if the court had the authority to look beyond the one year limitation of section 329(a), the court
improperly examined the reasonableness of these fees because they were clearly not made in contemplation of the filing of a petition
in bankruptcy. This argument is without merit. It is the court, and not debtors' counsel, who determines whether a fee arrangement
was made in contemplation of bankruptcy. 11 U.S.C. § 329(b); Fed. R. Bankr. P. 2017(b).

[*1]2 Following the guidance of the court's decision in In re Rheuban, 121 B.R. 368, 378 (Bankr. C.D. Cal. 1990), the
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bankruptcy court below applied a subjective rather than objective test in making this determination. (Aplt. Excerpts at 36.) Noting that
the subjective nature of the "in contemplation of" test is made clear by the Supreme Court's decision in Conrad, the Rheuban court
stated:

... the controlling question is with respect to the state of mind of the debtor and whether the
thought of bankruptcy was the impelling cause of the transaction. [Citation] If the payment
or transaction was thus motivated, it may be reexamined and its reasonableness be
determined.

Rheuban, 121 B.R. 368, citing, Conrad, Rubin & Lesser v. Pender, 289 U.S. 472, 476-77 (1932). See also In re GIC Government Secur.,
Inc., 92 B.R. 525, 530-31 (Bankr. M.D. Fla. 1988) (applying subjective test). Arens contends that the "test of 'in contemplation of'
bankruptcy goes far beyond any subjective test envisioned by the United States Supreme Court." (Aplt. Opening Brief at 30.) However,
he cites no authority for this position, and then concludes that the bankruptcy court's findings in this regard were clearly erroneous. Id.

In light of existing law on this issue, the bankruptcy court did not abuse its discretion in relying on Conrad and concluding
that an ensuing bankruptcy was reasonably predictable at the time the payment or transfer to the attorney was made. See In re Placid
QOil Co., 158 B.R. 404, 418 (N.D. Tex. 1993); 8 Collier on Bankruptcy, Section 2017.05 (3) (15th ed. 1992).

In this case, the court reviewed all relevant facts and determined that the retainer was made in contemplation of bankruptcy.
In reaching this conclusion, the court appeared to consider the following circumstances: 1) the debtors were in desperate financial
straits at the time of consulting the Arens Law Firm; 2) they had been unsuccessful in their restructuring efforts; 3) they were
pessimistic about their chances on appeal; 4) their business could not survive without new capital; 5) a merger or takeover were not
realistic possibilities; and 6) extrication from financial difficulties was urgently needed. Additionally, while Arens claims not to have
contemplated bankruptcy for his clients when he received the $50,000 payment in February 1990, it is clear from the evidence that
bankruptcy was not completely ruled out. (Arens Dep. 87:3- 96:2 and FCB Ex. Nos. 8-11.) [FN10] In December 1990 counsel was
preparing a chapter 12 petition and in February 1991 members from the Arens Law Firm were threatening FCB that debtors would
probably have to file bankruptcy. Id.

The court's ruling that the fees were paid in contemplation of bankruptcy is a factual finding. Cf. In re Hargis, 895 F.2d 1025,
1026 (5th Cir. 1990), clarifying, 887 F.2d 77 (5th Cir. 1989) (remanding the case to the bankruptcy court for a determination of the
amount of fees owed for services rendered on matters unrelated to the bankruptcy proceeding and the amount and reasonableness of
fees charged for bankruptcy-related services). To overcome this decision Arens must show that the court was clearly erroneous. Arens
has not met this burden, and consequently the lower court's decision should be affirmed.

D. The bankruptcy court correctly found that the retainer payment was unreasonable and
excessive

[*1]13 Upon determining that the retainer fee was paid "in contemplation of bankruptcy," the court examined the
"reasonableness” of the fee in light of the legal services rendered. To the extent that the compensation exceeded the value the
attorney's services, disgorgement was the proper remedy. In re Kroh Bros. Development Co., 120 B.R. 997, 1000 (W.D. Mo. 1989); In
re Chapel Gate Apartments., Ltd., 64 B.R. 569, 572-74 (Bankr. N.D. Tex. 1986). See also Louisiana State Bar Asso. v. Kilgarlin, 550
So.2d 600, 605 (La. 1989) (Attorneys practicing in the courts of Louisiana are required to return unearned portions of advanced fees.)
[FN11]

In this case, the record is replete with evidence showing that the Arens Law Firm did not render any services that benefitted
either the debtors or their estates. In fact, the evidence shows that the Arens Law Firm actually injured the debtors. For example, in
the Prudhomme case, had counsel filed the chapter 12 petition that was prepared in December 1990, Ms. Prudhomme probably would
not have lost her property. (See 10/28/92 Transcript at 69:6-73:2.) Additionally, Robert Berry gave expert testimony that the Arens
Law Firm was unsatisfactory, and Mrs. Batten testified that their counsel probably hurt them more than helped them. (Id. at 47:24-
48:2.) In fact, Arens wrote a letter to the Battens apologizing for the quality of service provided by the Arens firm. (Id. at 39:30-41:19
and Aplt. Excerpts at 66-69.)

While Arens insists that the retainer fee was paid to the Arens Law Firm for its services in restructuring the debt, Arens failed
to introduce admissible evidence to show how the fees were earned for pre-petition services. In fact, neither Arens nor anyone from
his firm appeared at the hearing. [FN12] All the evidence that was admitted at the hearing shows that the Arens Law Firm did little, if
anything at all, to restructure the debt pre-petition. Further, to the extent that proof of services rendered was offered in the form of
affidavits and time sheets, it was untimely submitted after the evidence was closed, and therefore properly found to be inadmissible.
United States v. Glass, 744 F.2d 460 (5th Cir. 1984); United States v. Stone, 604 F.2d 922 (5th Cir. 1979); (Aplt. Excerpts at 11, 56
and R. Vol. 3 at 426, 442.)

Even if the affidavits and time sheets had been admissible, the court made the factual determination that they were
inadequate in addressing the factors relative to the quality of representation required by In re First Colonial Corporation of America,
544 F.2d 1291, 1298-1300 (5th Cir.), reh'g denied, 547 F.2d 573 (5th Cir.), cert. denied, 431 U.S. 904 (1977); (Aplt. Excerpts at 57-
59.) Based on the evidence presented in the affidavits, this determination was not clearly erroneous. (R. Vol. 4 at 616-680.) See the
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Reasons for Decision which discuss in great detail the deficiencies of the inadmissible affidavits. (Aplt. Excerpts at 57-61.)

[*1]4 The bankruptcy court has broad discretion in determining the reasonableness of an attorney's compensation, and
debtors' counsel bears the burden of proof to show that his fees are reasonable. See In re Evangeline Refining Co., 890 F.2d 1312,
1325-26 (5th Cir. 1989); In re U.S. Golf Corp., 639 F.2d 1197 (5th Cir. 1981); In re Land, 138 B.R. 66, 70 (D. Neb. 1992); In re Kroh
Bros. Development Co., 120 B.R. 997, 1001 (W.D. Mo. 1989). In the instant case, the record clearly supports the bankruptcy court's
determination that counsel's fees were excessive and unreasonable. As such, the bankruptcy court's disgorgement of the entire fee was
not an abuse of discretion.

E. To the extent that the debtors retained an equitable interest in the unearned portion of
the $75,000 retainer fee, the court did not abuse its discretion in ordering the entire fee
disgorged upon finding that counsel did not render any valuable services to the debtors or
their estates

Independent of the court's authority to order the disgorgement of unreasonable and excessive fees pursuant to 11 U.S.C. §
329(b) and Federal Rule of Bankruptcy Procedure 2017(b) is the court's authority to order estate assets returned to the estate for the
benefit of its creditors. See 11 U.S.C. §§ 541(a)(1) & 542. In general, a bankruptcy estate is comprised of all legal and equitable
interests of the debtor in property, wherever located, as of the commencement of the case. 11 U.S.C. § 541(a)(1) (emphasis added).
Both the statutory language and its legislative history reflect the Congressional intent that this section be construed broadly. See H.R.
Rep. No. 595, 95th Cong., 1st Sess. 367-68, reprinted in 1978 U.S. Code Cong. & Admin. News 5963, 6323-24; S. Rep. No. 989, 95th
Cong., 2nd Sess. 82-83, reprinted in 1978 U.S. Code Cong. & Admin. News 5787, 5868-69; United States v. Whiting Pools, Inc., 462
U.S. 198, 204-05 (1983) ("The House and Senate Reports on the Bankruptcy Code indicate that section 541(a)(1)'s scope is broad"); In
re Missionary Baptist Foundation of America, Inc., 792 F.2d 502, 504 (5th Cir. 1986), citing In re U.S. Golf Corp., 706 F.2d 574, 578
(5th Cir. 1983).

While federal bankruptcy law defines what is property of the estate, state law determines a debtor's interest in any particular
property. Butner v. United States, 440 U.S. 48, 55 (1979); In re Missionary Baptist Foundation, Inc., 792 F.2d at 504, citing In re U.S.
Golf Corp., 706 F.2d at 578. In the instant case, the bankruptcy court correctly applied Louisiana law in guiding its decision to disgorge
the entire retainer fee. (Aplt. Excerpts at 41.) See, e.g., In re Printing Dimensions, Inc., 153 B.R. 715, 720 (Bankr. D. Md. 1993)
(attorneys who practice before the bankruptcy courts in Maryland are subject to Maryland's Rules of Professional Conduct); In re NBI,
Inc., 129 B.R. 212, 220 n.5 (Bankr. D. Colo. 1991) (same); In re Doors and More, Inc., 127 B.R. 1001, 1003 (Bankr. E.D. Mich. 1991)
(bankruptcy court sitting in Michigan applied Michigan law).

[*1]5 Under Louisiana law, an advanced fee or retainer paid to an attorney for particular services not yet performed
constitutes "funds of the client" which must be deposited in a trust account and not withdrawn or withheld without the client's
consent." See Louisiana State Bar Asso. v. Kilgarlin, 550 So.2d 600, 605 (La. 1989); Louisiana State Bar Asso. v. Williams, 512 So.2d
404, 408 (La. 1987) ("[counsel] was bound to refund ... some amount which reasonably represented the unearned portion of the
advanced fee.") Thus, based on applicable law, the debtors in the instant case retained an equitable interest in any portion of the
retainer fee that was not earned by their counsel. Id. [FN13] Accordingly, the court was entitled to examine the services allegedly
performed by debtors' counsel to determine what, if any, portion of the retainer fee had been earned. As discussed previously (see
supra at pp. 22- 25), the court concluded that the Arens Law Firm did not perform any services which justified compensation by the
debtors or their estates, and appropriately ordered Arens to disgorge the entire retainer fee. In light of the standards of conduct
required of attorneys who appear before the state and federal courts in Louisiana, the court did not abuse its discretion in reaching this
decision.

CONCLUSION
For the foregoing reasons, the district court's order should be affirmed.
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David B. Young

McGinnis,

Lochridge & Kilgore, L.L.P.

1300 Capitol Center
919 Congress Avenue
Austin, Texas 78701

Anastasia

M. Petrou

FOOTNOTES

FN1. In both cases, FCB obtained approval of a disclosure statement and, ultimately, confimed a plan of reorganization in
which a trustee was appointed to administer the plans post-confirmation. (R. Vol. 3 at 436-437.)

FNZ2. This transcript is contained in Record Supp. No. 3.

FN3. Although the firm has been referred to as Arens and Alexander, the evidence in the record clearly indicates that Arens
was the sole proprietor of the firm. All attorneys employed there were his agents, and Arens retained ultimate decision-
making authority and responsibility over debtors' cases. See Arens Dep. at 14:21-16:3, 65:9-65:23, 116:9-116:15 contained
in R. Supp. No. 6; Bell Dep. at 57:18-57:19, 57:24-58:8, 60:13-62:24 contained in R. Supp. No. 7; Zelinski Dep. at 8:7-8:8,
49:13-50:2 contained in R. Supp. No. 8; House Dep. at 12:11-13:6 contained in R. Supp. No. 10; Alexander Dep. at 8:13-
8:25, 12:17- 13:6 contained in R. Supp. No. 11.

FN4. All U.S. Trustee Hearing Exhibits are contained in Record Supp. Nos. 1 and 2.

FN5. This rule requires the disclosure of payments made to attorneys within 18 months of a petition or any amount owed by
the debtors to counsel.

FN6. Although § 327(a) refers to the "trustee", 11 U.S.C. § 1107(a) makes § 327(a) applicable to chapter 11 debtors in
possession.

Page 11 of 12



FN7. A "disinterested person” is defined at section 101(14), inter alia, as one "... who does not have an interest materially
adverse to the interest of the estate...". 11 U.S.C. § 101(14)(E). While the Code does not define what it means to "hold or
represent an adverse interest to the estate," courts have interpreted the phrase as "possessing, or serving as an attorney for
a person possessing, either an 'economic interest that would tend to lessen the value of the bankruptcy estate or that would
create either an actual or potential dispute in which the estate is a rival claimant ... or ... a predisposition under
circumstances that render such a bias against the estate." Roger J. Au & Son, Inc. v. Aetna Ins. Co., 64 B.R. 600, 604 (N.D.
Ohio 1986), citing, In re Roberts, 46 B.R. 815, 826-27 (Bankr. D. Utah 1985), aff'd in part and rev'd in part en banc, 75 B.R.
402 (D. Utah 1987).

FN8. Regardless of whether bankruptcy counsel seeks appointment under section 327(a), the Bankruptcy Code requires all
counsel to file a statement of compensation paid or agreed to be paid for any services rendered or to be rendered in
contemplation of or in connection with a bankruptcy case. See 11 U.S.C. § 329(a). As Federal Rule of Bankruptcy Procedure
2016(b) makes clear, the disclosure provisions of section 329(a) are mandatory. See In re Investment Bankers, Inc., 4 F.3d
1556, 1566 (10th Cir. 1993), petition for cert. filed, 62 U.S.L.W. 3429 (U.S. Dec. 16, 1993) (No. 93-956) (an attorney who
fails to comply with the requirements of section 329(a) forfeits any right to receive compensation for services rendered on
behalf of the debtor). See also In re Bennett, 133 B.R. 374, 378 (Bankr. N.D. Tex. 1991); In re Chapel Gate Apartments,
Ltd., 64 B.R. 569, 575 (Bankr. N.D. Tex. 1986).

FNO. Section 329(a) states as follows:

Any attorney representing a debtor in a case under this title, or in connection with such a case, whether or not such attorney
applies for compensation under this title, shall file with the court a statement of the compensation paid or agreed to be paid,
if such payment or agreement was made after one year before the date of the filing of the petition, for services rendered or
to be rendered in contemplation of or in connection with the case by such attorney, and the source of such compensation.

FN10. Arens Dep. is located in Record Supp. No. 6, and FCB Exhibits are in Record Supp. No. 3.

FN11. The Louisiana Rules of Professional Conduct have been adopted by the United States District Courts for Louisiana
pursuant to Uniform District Court Rule 20:04, and the District Court Rules apply to proceedings in the Bankruptcy Courts of
the Western District of Louisiana pursuant to Local Bankruptcy Rule 7.1.

FN12. Arens' failure to offer evidence to support the reasonableness of his fees may be considered in affirming the amount
of fees ordered disgorged. See In re Placid Oil Co., 158 B.R. 404, 419 n.17 (N.D. Tex. 1993).

FN13. The same result would likely occur under Arkansas law. Arkansas has adopted the Model Rules of Professional
Conduct. See Arkansas Court Rules 1.5, 1.15, and 1.16. Courts which have construed these rules have generally concluded
that advanced fees for services not yet performed are client funds which must be deposited in a client trust account, and
counsel is bound to return the unearned fees. See generally, Louisiana State Bar Asso. v. Kilgarlin, 550 So.2d 600, 605 (La.
1989); In re NBI, Inc., 129 B.R. 212, 220-221 (Bankr. D. Colo. 1991) (same); In re Doors and More, Inc., 127 B.R. 1001,
1003 (Bankr. E.D. Mich. 1991) (same).

1994 WL 1004480 (USTBRIEFS)

END OF DOCUMENT
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Case No. 1:09-cv-01246

IN THE UNITED STATES DISTRICT COURT
FOR THE WESTERN DISTRICT OF TENNESSEE

In Re BARRY LEE ARMISTEAD

BARRY LEE ARMISTEAD,
Appellant,

V.

UNITED STATES TRUSTEE,
Appellee.

ON APPEAL FROM THE UNITED STATES BANKRUPTCY COURT
FOR THE WESTERN DISTRICT OF TENNESSEE

MOTION OF THE UNITED STATES TRUSTEE TO DISMISS APPEAL

Appellee, Richard F. Clippard, the United States Trustee for Region 8, moves for asummary
action under Federal Rule of Bankruptcy Procedure 8011, dismissing this appeal for lack of
jurisdiction.® In support of his motion, the United States Trustee states:

1. Barry Lee Armistead (“Debtor”) filed an untimely notice of appeal from an order of

the United States Bankruptcy Court for the Western District of Tennessee dismissing his Chapter

! United States Trustees are Justice Department officials, appointed by the Attorney

General, to supervise the administration of bankruptcy cases within specified geographic regions.
28 U.S.C. § 581-89. United States Trustees “serve as bankruptcy watch-dogs to prevent fraud,
dishonesty, and overreaching in the bankruptcy arena.” S. Rep. No. 989, 95" Cong., 2d Sess. 88
(1978). The United States Trustee Program thus acts in the public interest to promote the efficiency
and to protect and preserve the integrity of the bankruptcy system. To this end, Congress has
provided that “[t]he United States trustee may raise and may appear and be heard on any issue in any
case or proceeding.” 11 U.S.C. 8§ 307.



7 bankruptcy petition for the failure of the Debtor to appear and submit to the examination under
oath at the Meeting of Creditors and the Court’s Standing Order No. 05-0004.

2. Because the Debtor’s appeal from the bankruptcy court was not filed within the time
mandated by 28 U.S.C. § 158(c)(2) and Fed. R. Bankr. P. 8002, the District Court lacks jurisdiction
over this appeal.

3. For this reason, the Debtor’s appeal should be dismissed for lack of subject matter
jurisdiction.?

4. In support of his Motion, the United States Trustee relies upon his Memorandum of
Law in Support of the Motion of the United States Trustee to Dismiss Appeal and related Exhibits
filed contemporaneously herewith.

WHEREFORE, PREMISES CONSIDERED, Appellee, Richard F. Clippard, the United
States Trustee for Region 8, moves for a summary action under Federal Rule of Bankruptcy
Procedure 8011 and entry of an Order dismissing this appeal for lack of jurisdiction.

Respectfully submitted,

RICHARD F. CLIPPARD
United States Trustee, Region 8

By:  /s/ Carrie Ann Rohrscheib
Carrie Ann Rohrscheib, Trial Attorney (TN 022991)
United States Department of Justice
Office of the United States Trustee
200 Jefferson Avenue, Suite 400
Memphis, Tennessee 38103
(901)544-3211/fax (901) 544-4138

2 For purposes of this motion, the United States Trustee seeks summary relief solely

on the ground this Court lacks jurisdiction. Consequently, this motion does not address the merits
of the Debtor’s appeal of the bankruptcy court’s Order dismissing the chapter 7 bankruptcy case.



Case No. 1:09-cv-01246

IN THE UNITED STATES DISTRICT COURT
FOR THE WESTERN DISTRICT OF TENNESSEE

In Re BARRY LEE ARMISTEAD

BARRY LEE ARMISTEAD,
Appellant,

V.

UNITED STATES TRUSTEE,
Appellee.

ON APPEAL FROM THE UNITED STATES BANKRUPTCY COURT
FOR THE WESTERN DISTRICT OF TENNESSEE

MEMORANDUM IN SUPPORT OF THE MOTION OF THE UNITED STATES
TRUSTEE TO DISMISS APPEAL

Appellee, Richard F. Clippard, the United States Trustee for Region 8, moves for asummary
action under Federal Rule of Bankruptcy Procedure 8011 to dismiss this appeal for lack of
jurisdiction and respectfully submits this Memorandum of Law in Support of the Motion of the

United States Trustee to Dismiss Appeal.



FACTUAL AND PROCEDURAL BACKGROUND

1. On April 22, 2009, Barry Lee Armistead (“Debtor”), proceeding pro se,* filed a
voluntary petition for relief under Chapter 7 of Title 11 of the U.S. Code (In re Armistead, Case No.
09-11656 Docket No. 1). A copy of the docket of In re Armistead, Case No. 09-11656 is attached
as Exhibit A.2

2. On May 8, 2009, the bankruptcy court issued a Notice of Commencement of
Bankruptcy Case and Meeting of Creditors. A copy of the Notice is attached as Exhibit B.
Pursuant to the Notice, the bankruptcy clerk notified the Debtor and his creditors that the Debtor’s
11 U.S.C. § 341 meeting of creditors was scheduled to be held on June 9, 2009. (Docket No. 19).
The Notice was served on the Debtor and all creditors on the creditor matrix on May 10, 2009.
(Docket No. 21).

3. The Debtor did not appear at the June 9, 2009 meeting of creditors or otherwise
arrange for a waiver of appearance. The meeting was continued until June 23, 2009. (Docket No.
25).

4. The Debtor did not appear on June 23, 2009 at the first continued meeting of creditors
or otherwise arrange for a waiver of appearance. The meeting was continued a second time until

July 21, 2009. (Docket No. 30).

! Debtors proceeding pro se do so at their own peril. The Sixth Circuit Court of

Appeals declared in Sharwell v. Baumgart (In re Sharwell), No. 97-3320, 1997 U.S. App. LEXIS
30278 at *1 (6th Cir. October 30, 1997) that “[w]hile [the debtor] was proceeding pro se and may
not have fully understood the rules of procedure, he was still required to comply with the rules; his
pro se status does not exempt him from compliance.” (citing Jourdan v. Jabe, 951 F.2d 108, 110 (6th
Cir. 1991)).

2 All references to docket numbers shall refer to Exhibit A.



5. The Debtor did not appear on July 21, 2009 at the second continued meeting of
creditors or otherwise arrange for a waiver of appearance. On September 2, 2009, the Chapter 7
Trustee filed his report and recommendation that the Debtor’s case be dismissed. (Docket No. 39).

6. The Debtor’s attendance at his § 341 meeting is required by statute. 11 U.S.C. §
343. Pursuant to Standing Order No. 05-0004, the bankruptcy court has the authority to dismiss a
bankruptcy case for the Debtor’s failure to appear at his § 341 meeting upon the United States
Trustee’s report and recommendation for dismissal. A copy of Standing Order No. 05-0004 is
attached as Exhibit C. The United States Trustee filed his report and recommendation for dismissal
on September 17, 2009. (Docket No. 40).

7. On September 17, 2009, the bankruptcy court entered an order dismissing the case,
incorporating the United States Trustee’s report and recommendation for dismissal. (Docket No.
40). A copy of the order of dismissal is attached as Exhibit D.

8. On September 19, 2009, the Debtor was served with the order dismissing his case.
(Docket No. 41).

0. On September 29, 2009, the Debtor filed a Notice of Appeal for the order of
dismissal. (Docket No. 43). A copy of the Notice of Appeal is attached as Exhibit E.

10. On October 29, 2009, the United States Trustee elected to have this appeal heard by
the district court. (Docket No. 21).

11. The appeal was docketed with this Court on November 13, 2009. (Docket No. 54).



ARGUMENT
THEDISTRICT COURT SHOULD DISMISS THE DEBTOR’S APPEAL FOR
LACK OF JURISDICTION, BECAUSE THE NOTICE OF APPEAL WAS
UNTIMELY FILED.

A. The Timely Filing of a Notice of Appeal in a Bankruptcy
Cases is Jurisdictional.

The failure to file a timely notice of appeal is a jurisdictional defect that prohibits appellate
review. The appellate jurisdiction of this Court is granted pursuant to 28 U.S.C. § 158(a)(1), which
states that “[t]he district courts of the United States shall have jurisdiction to hear appeals from final
judgments, orders, and decrees.” Subsection 158(c)(2) sets forth a time frame for appealing
bankruptcy decisions to the district courts, requiring that such appeals “shall be taken in the same
manner as appeals in civil proceedings generally are taken to the courts of appeals from the district
courts and in the time provided by Rule 8002 of the Bankruptcy Rules.” 28 U.S.C. § 158(c)(2).
Federal Rule of Bankruptcy Procedure 8002(a) specifically provides that “[t]he notice of appeal shall
be filed with the clerk within 10 days of the date of entry of the judgment, order, or decree appealed
from.™

In Bowles v. Russell, 551 U.S. 205 (2007), the U.S. Supreme Court confirmed that when the
time limit for filing a notice of appeal is statutorily prescribed, the time limit is jurisdictional. The
Supreme Court held that “the taking of an appeal within the prescribed time is *‘mandatory and

jurisdictional.”” Id. at 209 (quoting Griggs v. Provident Consumer Discount Co., 459 U.S. 56

3 Amendments to the Federal Rules of Bankruptcy Procedure took effect on December
1, 2009, altering the ten (10) day deadline in Rule 8002 to fourteen (14) days. However, such
amendments were not in effect at the time of the filing of the Notice of Appeal in this case.



(1982)). The Supreme Court stated that it has always “regarded statutory limitations on the timing
of appeals as limitations on [the court’s] own jurisdiction.” Id.

Within the Sixth Circuit, it is well established that the ten-day deadline for filing a notice of
appeal from a bankruptcy court order is jurisdictional. LML Corp. v. Bank of Cadiz (In re LBL
Sports Center, Inc.), 684 F.2d 410, 412 (6th Cir. 1982) (applying former Bankruptcy Rules 801, 802,
and 893, which also established a tenOday deadline for filing notices of appeal). All of the United
States Courts of Appeals appear to agree. See, e.g., Inre Siemon, 421 F.3d 167, 169 (2d Cir. 2005);
Inre Bond, 254 F.3d 669, 673 (7th Cir. 2001); Hamilton v. Lake EImo Bank (In re Delta Eng’g Int’l,
Inc.), 270 F.3d 584, 586 (8th Cir. 2001); Williams v. EMC Mortgage Corp. (In re Williams), 216
F.3d 1295, 1298 (11th Cir. 2000); Stangel v. United States (In re Stangel), 219 F.3d 498, 500 (5th
Cir. 2000); Don Vicente Macias, Inc. v. Texas Gulf Trawling Co., Inc. (In re Don Vicente Macias,
Inc.), 168 F.3d 209, 211 (5th Cir. 1999); Shareholders v. Sound Radio, Inc., 109 F.3d 873, 879 (3d
Cir. 1997); Veltman v. Whetzal, 93 F.3d 517, 520-21 (8th Cir. 1996); In re Maurice, 69 F.3d 830,
832 (7th Cir. 1995); Solomon v. Smith (In re Moody), 41 F.3d 1024, 1026 (5th Cir. 1995); Anderson
v. Mouradick (In re Mouradick), 13 F.3d 326, 327 (9th Cir. 1994); Fellows v. Colonial Sav. and
Loan Ass’n (In re Fellows), 19 F.3d 245, 247 (5th Cir. 1994); Deyhimy v. Rupp (In re Herwitt), 970
F.2d 709, 710 (10th Cir. 1992); In re Schultz Mfg. Fabricating Co., 956 F.2d 686 (7th Cir. 1992);

Colonv. Hart (In re Colon), 941 F.2d 242, 245 (3d Cir. 1991); River Prod. Co., Inc. v. Webb (In re

4 In Bowles, the Supreme Court differentiated its earlier decision in Kontrick v. Ryan,
540 U.S. 443 (2004), which held that the period of time for a creditor to object to a debtor’s
discharge established by Federal Rule of Bankruptcy Procedure 4004 was not jurisdictional because
it was not established by statute. In contrast, the period of time for filing a notice of appeal is not
merely established by Rule; it is derived from 28 U.S.C. § 158(c)(2) and is therefore jurisdictional.



Topco, Inc.), 894 F.2d 727, 733 & n.7 (5th Cir. 1991); Slimick v. Silva (In re Slimick), 928 F.2d 304,
306 (9th Cir. 1990); Greene v. United States (In re Souza), 795 F.2d 855, 856-57 (9th Cir. 1986);
Stelpflug v. Fed. Land Bank of St. Paul, 790 F.2d 47, 49 (7th Cir. 1986); Whitemere Dev. Corp., Inc.
v. Township of Cherry Hill, 786 F.2d 185, 187 (3d Cir. 1986); In re Abdallah, 778 F.2d 75, 77 (1st
Cir. 1985); In re Universal Minerals, Inc., 755 F.2d 309, 310 (3d Cir. 1985).

The requirement of a timely appeal is included in the statutory language of 28 U.S.C. §
158(c)(2), which expressly references Federal Rule of Bankruptcy Procedure 8002. Thus, 28
U.S.C. §158(c)(2) creates a jurisdictional requirement for a timely appeal. “[F]ailure to file atimely
notice of appeal of the . .. Order “creates a jurisdictional defect barring appellate review.”” Rieser
v. Dinsmore & Shohl, LLP (In re Troutman Enterprises, Inc.), 343 B.R. 590, 605 (Bankr. S.D. Ohio
2005) (quoting Shareholders v. Sound Radio, Inc., 109 F.3d 873, 879 (3d Cir. 1997)); see also

Anderson v. Duvoisin (In re Southern Indus. Banking Corp.), 70 B.R. 196 (E.D. Tenn 1986).

B. The Notice of Appeal in the Present Case was Untimely.
The Debtor’s Notice of appeal was filed outside of the ten day time period established by the
Rules. On September 17, 2009, based on the U.S. Trustee’s Report and Recommendation, the
bankruptcy court entered an order dismissing the Debtor’s case for failure to attend the meeting of
creditors. The Debtor had ten days — or until September 28, 2009 — to appeal from the order
dismissing the case.> See 28 U.S.C. § 158(c)(2) and Fed. R. Bankr. P. 8002(a). The Debtor filed

a notice of appeal on September 29, 2009, twelve days after entry of the bankruptcy court’s

> Pursuant to Federal Rule of Bankruptcy Procedure 9006, the period was actually
eleven (11) calendar days, because the last day of the period fell on a Sunday, thus extending the
final day to appeal until the following Monday — September 28, 2009.



September 17, 2009 order. (Docket No. 43). Therefore, the notice of appeal was untimely, and this

Court does not have jurisdiction to entertain the Debtor’s appeal.

CONCLUSION

The Debtor filed his Notice of Appeal after the ten day limitation period of 28 U.S.C.

8158(c)(2) and Federal Rule of Bankruptcy Procedure 8002(a). Accordingly, this Court should

dismiss the Debtor’s appeal for lack of subject matter jurisdiction.

By:

Respectfully submitted,

RICHARD F. CLIPPARD
United States Trustee, Region 8

[s/ Carrie Ann Rohrscheib

Carrie Ann Rohrscheib, Trial Attorney (TN 022991)
United States Department of Justice

Office of the United States Trustee

200 Jefferson Avenue, Suite 400

Memphis, Tennessee 38103

(901)544-3211/fax (901) 544-4138

CERTIFICATE OF SERVICE

| HERBY CERTIFY that on the __ day of , 2009, a copy of the foregoing
electronically filed Motion of the United States Trustee to Dismiss Appeal and Memorandum of Law
in Support of the Motion of the United States Trustee to Dismiss Appeal was served on the parties
listed below by first-class mail, postage prepaid.

Barry Lee Armistead
118532 CBCX-21/14

7466 Centinnial Blvd.

Nashville, TN 37209

Marianna Williams
Chapter 7 Trustee

P.O. Box H

Dyersburg, TN 38024-2008

By:  /s/ Carrie Ann Rohrscheib
Carrie Ann Rohrscheib, Trial Attorney (TN 022991)
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INTEREST OF THE UNITED STATES

The Attorney General appoints United States Trustees to supervise
the administration of bankruptcy cases and trustees in regions comprising
the vast majority of federal judicial districts. 28 U.S.C. 88 581-589a.
United States Trustees “serve as bankruptcy watchdogs to prevent fraud,
dishonesty, and overreaching in the bankruptcy arena.” H.R. Rep. No. 595,
95" Cong., 1 Sess. 88 (1977). The United States Trustee Program thus
acts in the public interest to promote the efficiency and to protect and
preserve the integrity of the bankruptcy system. By statute, “[t]he United
States Trustee may raise and may appear and be heard on any issue in any
case or proceeding under this Title.” 11 U.S.C. 8 307. See also In re
Donovan Corp., 215 F.3d 929, 930 (9th Cir. 2000) (upholding broad
appellate standing of United States Trustees).

This case involves a dispute over confirmation of a plan under
chapter 13 of the Bankruptcy Code. In this matter, the United States
Trustee has two separate and distinct interests. First, the United States
Trustee has the statutory duty to oversee the administration of chapter 13
cases, which includes monitoring and, if necessary, objecting to chapter 13
plans under 11 U.S.C. § 1324. 28 U.S.C. § 586(a)(3)( C). Second, the
United States Trustee has an interest in this appeal because the issue on
appeal directly implicates 11 U.S.C. § 707(b), which the United States
Trustee oversees pursuant to her duties set forth in 11 U.S.C. § 704(b), and
under which United States Trustees regularly seek relief involving the same
legal issue.

The question of law involved in this appeal is not limited to the

Armstrongs. Rather, it will apply globally to thousands of debtors in a
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myriad of different financial circumstances who will file bankruptcy cases
in this district and nationally. For this reason, the United States Trustee
respectfully offers this Court its views on whether debtors in a chapter 13
case may deduct the IRS Local Standard expense for vehicle financing

costs, even though they do not make monthly note or lease payments.

STATEMENT OF APPELLATE JURISDICTION
The Bankruptcy Court had jurisdiction over this matter pursuant to

28 U.S.C. 8 1334(b) and § 157(b)(2)(L). The District Court has jurisdiction
over this appeal pursuant to 28 U.S.C. § 158(a)(1) and (b) and Federal Rule
of Bankruptcy Procedure 8001. Daniel Brunner, Chapter 13 Trustee,
appeals from orders of the United States Bankruptcy Court, Eastern District
of Washington, overruling his Objection to Confirmation of Chapter 13
Plan filed in the case of the Debtors, Nathan and Georgena Armstrong,

(“Debtors”), and confirming the Armstrongs’ chapter 13 plan.

STATEMENT OF ISSUES PRESENTED FOR REVIEW

The Chapter 13 Trustee objected to confirmation of the Debtors’
modified plan on the grounds that it did not commit all of the Debtors’
disposable income to the plan as required under 11 U.S.C. § 1325(b)(1)(B).
The Bankruptcy Court overruled the Chapter 13 Trustee’s objection and
confirmed the plan, holding that the Debtors could properly claim the IRS
Local Standard expense allowance for vehicle ownership, notwithstanding
that the Debtors had no vehicle loan or lease payment, thereby substantially
reducing the funds available to pay creditors under the plan.

In this case, the Debtors’ income exceeds the family median income

for the State of Washington. In chapter 13 bankruptcy cases, when the
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debtors’ income exceeds their state’s family median income, 11 U.S.C. §
1325(b)(3) requires the debtors to use the “means test” provisions of 11
U.S.C. 8 707(B)(2)(A) and (B) to determine their expenses. Given that 11
U.S.C. 707(B)(2)(A)(ii)(I) allows only “applicable” vehicle ownership
expenses to be deducted under the means test, the issue presented is
whether the Bankruptcy Court erred by holding that the Debtors could
claim the IRS Standard expense allowance for vehicle financing in the
calculation of their disposable income, even though they had no vehicle
financing expense because they owned their car debt free.
STANDARD OF REVIEW

On appeal "conclusions of law are reviewed de novo, findings of fact are
reviewed for clear error, and mixed questions of fact and law are reviewed
de novo." Since the underlying facts are not disputed, the question is one
in which legal issues predominate and is thus subject to de novo review.
United States v. McConney, 728 F.2d 1195, 1199-1204 (9th Cir. 1984) (en
banc), cert. denied, 469 U.S. 824, 105 S.Ct. 101, 83 L.Ed.2d 46 (1984); In
re Kelly, 841 F.2d 908, 911 (9" Cir., 1988). In an appeal taken from a

bankruptcy court order, a district court reviews the bankruptcy court’s

findings on questions of law de novo. In re Emery, 317 F.3d 1064, 1069
(9th Cir. 2003) (citing In re Allen, 300 F.3d 1055, 1058 (9th Cir. 2002)).
STATUTORY FRAMEWORK AND BACKGROUND
. Statutory Framework
The Bankruptcy Abuse Prevention and Consumer Protection Act of
2005 (the “2005 Reform Act”) altered the analysis bankruptcy courts must
employ when determining whether to confirm proposed chapter 13

repayment plans. When, as here, a trustee or holder of an allowed
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unsecured claim objects to plan confirmation, 11 U.S.C. § 1325(b)(1)
conditions plan confirmation upon the debtors committing all of their
“projected disposable income” to payments to unsecured creditors through
the plan. “Disposable income” is the current monthly income received by
the debtors (other than child support payments, foster care payments, or
disability payments for a dependent child) less amounts reasonably
necessary to be expended. 11 U.S.C. § 1325(b)(2). The term “current
monthly income” is the average monthly income from all sources that the
debtors receive during the six-month period ending on the last day of the
calendar month immediately preceding the date of the commencement of
the case, including any amount paid by a third party on a regular basis for
the household expenses of the debtor or the debtor’s dependents, but
excluding benefits received under the Social Security Act. 11 U.S.C. §
101(10A). For above-median-income debtors, the “amounts reasonably
necessary to be expended” are determined “in accordance with” §
707(b)(2)(A)*and (B), which provides various specific expense categories
from which debtors may reduce their “current monthly income.”” 11 U.S.C.
§ 1325(b)(3).

The “means test” provisions of 88 707(b)(2)(A) and (B) are used in

1. Asamended by the 2005 Reform Act, § 707(b)(2) repealed the former presumption
in favor of the debtor, and replaced it with a new presumption. A case is an “abuse” of
Chapter 7 if a detailed mathematical formula set out in the statute, commonly referred to
as the “means test,” yields a minimum amount of monthly disposable income. The
means test uses a series of calculations to determine whether the § 707(b)(2)
presumption of abuse arises in Chapter 7 cases. See 11 U.S.C. § 707(b)(2)(A).

2. Form 22C, which debtors must file pursuant to Interim Federal Rule of Bankruptcy
Procedure 1007(b)(6), serves, in part, to calculate debtor’s “current monthly income.”
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determining the expenses of chapter 13 debtors, like these debtors, whose
income exceeds their state’s median family income. 11 U.S.C. §
1325(b)(3). In determining expenses, § 707(b)(2)(A)(ii)(l) provides that a
debtor’s “monthly expenses shall be the debtor’s applicable monthly
expense amounts specified under the National Standards and Local
Standards and the debtor’s actual monthly expenses for the categories
specified as Other Necessary Expenses issued by the Internal Revenue
Service for the area in which the debtor resides....” 11 U.S.C. §
707(b)(2)(A)(in)(1) (emphasis added).
Il.  Factual Background

On their Schedule B, the Armstrongs listed ownership of one vehicle,
a 1998 GMC Truck. CR No. 1. They stipulated before the lower court
they had no payment associated with the vehicle. CR No 59. They did not
list any secured debt for their GMC truck on their Schedule D. CR No 1.
On their Official Form 22C, Line 28, the Armstrongs claimed the IRS
Standard “transportation ownership/lease expense” in the amount of $471
for the GMC truck.® CR No. 34.

On November 8, 2007, the Chapter 13 Trustee filed an objection to

3. Following the appellant’s citations, the cites to the record are to the Court’s Record
followed by the docket number of the document in the Bankruptcy Court’s docket as
identified in the Designation of record on appeal. The relevant facts were not in dispute
before the Bankruptcy Court.

4. This amount is in addition to the “vehicle operation expenses” taken on Line 27.
Because the vehicle is over six years old, the United States Trustee would also allow the
Debtors an additional $200 operating expense per vehicle, based on the Internal
Revenue Manual which allows such an additional vehicle operating expenses. See
Internal Revenue Manual, Part 5 (entitled Collecting Process), Chapter 8, § 5.8.5.5.2,
Treatment of Non-Business Transportation Expenses, which may be found on the IRS
website at http://www/irs/gov/irm/part5/ch08s05.html.
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confirmation of the Debtors’ Chapter 13 plan, claiming the plan failed to
provide all of the Debtors’ disposable income for the payment of creditors,
contrary to 11 U.S.C. 88 1325(a)(3) and (b)(1)(B). CR No. 27. The
objection was amended December 22, 2006. CR No. 40 and 41. In his
objection, the Chapter 13 Trustee argued that the Debtors had more income
to devote to paying creditors because they were improperly claiming the
IRS Standard expense for vehicle financing expenses, even though that
expense deduction was not applicable because these Debtors have no
vehicle or lease payments. Id.

The parties briefed their respective positions, CR No. 59 and 61.
Argument was held On May 15, 2007.

On June 12, 2007, the bankruptcy court overruled the Chapter 13
Trustee’s objection to the Debtors’ plan. CR No. 65. The bankruptcy court
ruled that Mr. and Mrs. Armstrong were entitled to reduce their disposable
income by the amount of the IRS Standard allowance for vehicle financing
costs even though they had no vehicle financing costs. Id.

On August 22, 2007, the court confirmed the plan of the debtors. CR
No. 73.
This appeal followed on August 31, 2007. CR No.77.

SUMMARY OF ARGUMENT
The bankruptcy court erred as a matter of law in overruling the
Chapter 13 Trustee’s objection to confirmation and confirming the
Armstrongs’ chapter 13 plan. It did so by misinterpreting when debtors can
claim a vehicle ownership expense under section 707(b)(2), which is made
applicable to chapter 13 debtors under § 1325(b). The court held that the

AMICUS BRIEF OF THE UNITED STATES TRUSTEE 6



Armstrongs were entitled to deduct $471 in vehicle ownership expenses for
their vehicle, even though the vehicle was owned free and clear of
encumbrances. This was incorrect because 11 U.S.C. 8 707(b)(2)(A)(ii)(1)
allows the Armstrongs to claim only “applicable” expenses, and they had no
applicable vehicle ownership expenses because the vehicle was not subject
to a loan or lease payment. By using the word “applicable,” Congress
limited eligibility for expenses under the Local Standards to debtors for
whom the expenses apply. Because the vehicle acquisition/financing
expense does not apply with respect to the Armstrongs’ vehicle, the
bankruptcy court erred in holding they were eligible to deduct the expense
under the means test.

Reading “applicable” in section 707(b)(2) as requiring debtors to
have a loan or lease payment on a vehicle as a prerequisite to eligibility for
the vehicle ownership expense has the salutary effect of applying the means
test in a manner that is consistent with the Internal Revenue Service’s
longstanding application of this standard. Under section 707(b)(2), the
means test looks to the IRS to establish certain standard expenses. 11
U.S.C. 8 707(b)(2)(A)(i)(1). In applying its standards to taxpayers, the IRS
does not allow taxpayers to claim vehicle ownership expenses absent a
monthly car expense. See IRS Collection Financial Standards attached
hereto as Exhibit 1 of the Addendum.®

5. The IRS revised its Collection Financial Standards, effective October 1, 2007, and
such revisions will be made applicable to bankruptcy cases filed as of January 1, 2008.
Because the Armstrongs’ case was filed on October 3, 2006, only the Collection
Financial Standards in effect prior to October 1, 2007, are applicable to the
Armstrongs’ case. For the Court’s convenience, a true and correct PDF copy of the
Collection Financial Standards applicable to this case are attached as Exhibit “1" on the
Addenda and incorporated herein by reference. It is important to note, however, that
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Finally, the bankruptcy court’s order overruling the Chapter 13
Trustee’s objection to confirmation of the Armstrongs’ plan conflicts with
sound notions of public policy and the primary purpose of Congress in
passing bankruptcy reform legislation in 2005 - including the amendments
at issue in this appeal. The 2005 Reform Act was intended to ensure that
debtors repay their debts when they can. By allowing the Armstrongs to
claim a fictional expense for their vehicle, the bankruptcy court frustrated
that purpose.

ARGUMENT
l.

T AP COURTERRED IS MLl AT

IRS LOCAL STANDARDS FOR VEHICLE OWNERSHIP

NOT APPLICABLE TO THEM. |- Con WAS

The bankruptcy court’s order overruling the Chapter 13 Trustee’s
objection to confirmation of the Armstrongs’ plan should be reversed
because it fails to recognize that the Bankruptcy Code only allows debtors
to claim vehicle expenses that are applicable to them. 11 U.S.C. 8§
707(B)(2)(A)(ii)(I). The Armstrongs do not have any “applicable” vehicle
ownership expense because they own their vehicle outright.

A.  Vehicle ownership expenses are allowable only if
“applicable” to the debtors.

the revisions made by the IRS effective October 1, 2007, do not change any result in
this case. As set forth in the current Collection Financial Standards, the Local Standard
for Vehicle Operation is still made expressly contingent on the existence of a loan or
lease payment on a vehicle. See Id. As explained by the IRS, the recent revisions to
the Local Standards were made to create equal allowances for first and second vehicles,
add a separate public transportation allowance and reorganize the manner in which
taxpayers in certain counties calculate their transportation operating expenses. See id.,
under heading “Recent Revisions.”
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Section 707(b)(2)(A)(ii)(I) of the Bankruptcy Code provides that a
“debtor’s monthly expenses shall be the debtor’s applicable monthly
expense amounts specified under the...Local Standards...issued by the
Internal Revenue Service...” 11 U.S.C. § 707(b)(2)(A)(ii)(I) (emphasis
added). The statute expressly provides that before the specific IRS expense
amounts may be included in the debtor’s allowed monthly expenses, the
expense must itself first be applicable to the debtor. Id.

The Bankruptcy Code does not define the word “applicable,” nor has
the United States Trustee identified any Supreme Court or Ninth Circuit
decision that provides a definition in the bankruptcy context.® Where, as
here, a statutory term is undefined, a basic principle of statutory
construction provides that courts should give such terms their ordinary
meanings. E.g., Smith v. U.S., 508 U.S. 223, 228 (1993) (“When a word is
not defined by statute, we normally construe it in accord with its ordinary or
natural meaning.”). See also Watson v. Ray, 192 F.3d 1153, 1155 (8" Cir.
1999) (“When interpreting a statute the court starts with the statute’s plain

meaning”). The dictionary defines “applicable” to mean applying or

capable of being applied; relevant; suitable; appropriate. Random House

Unabridged Dictionary (2006). Accordingly, such a meaning should be

imparted to the term “applicable” as it appears in section 707(b)(2)(A)(ii)(l)
absent clear indication to the contrary. See Johnson v. Aljian, 490 F3d
778,780 (9™ Cir. 2007) (quoting U.S. v. TRW Rifle 7.62x51 Meter Caliber,
447 F.3d 686,689 (9" Cir. 2006) (“[W]e follow the common practice of

6. But see, Fong v. Glover, 197 F.2d 710, 711 (9" Cir. 1952) (defining “applicable” as
it appears in the Federal Rules of Civil Procedure as “capable of being applied.”)
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consulting dictionary definitions to clarify their ordinary meaning[] and
look to how the terms were defined at the time [the statute] was adopted.”).

By inserting the word “applicable” in section 707(b)(2)(A)(ii)(I),
Congress limited eligibility for expenses under the Local Standards to
debtors for whom such expenses are “relevant; suitable; appropriate”--
thereby excluding phantom ones. The bankruptcy court’s order is
inconsistent with the ordinary, common sense definition of “applicable”
because it allows debtors like the Armstrongs to deduct expenses that do
not apply to them. If such inapplicable expenses are disallowed, the
Armstrongs have the ability to repay their unsecured creditors an additional
$16,260 in their 60-month chapter 13 repayment plan.

The court below concluded that the Armstrongs could deduct vehicle
expenses they do not have because "applicable™ in section
707(b)(2)(A)(in)(1) refers solely to choosing the correct number from the
IRS expense tables based on the “"geographical location of the debtors and
the number of vehicles... .” CR No. 65, p.8 and 11 . In other words, the
court read "applicable" merely as referring to the number of standardized
expenses amounts the Armstrongs can claim.

The court’s reading does not interpret section 707(b)(2)(A)(ii)(1), it
rewrites it. For its proffered construction to be the correct one, the statute
would need to read "[t]he debtor's monthly expenses shall be the debtot's
applicable [number of] monthly expense amounts . .." 11 U.S.C. §
707(b)(2)(A)(i)(1) (as modified). The statute does not say that. Nowhere
does it state "applicable™ means the "number" of expenses. To the contrary,
"applicable" follows the word "debtor's," making it clear that the section

asks debtors to claim those IRS standard expenses that apply to them.,
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Given this, the Armstrongs should not be allowed to claim inapplicable
expenses, ones they do not have.

Not surprisingly, both appellate courts that have interpreted the word
applicable in section 707(b)(2)(A)(ii)(I) have rejected the bankruptcy
court’s proffered reading. In re Ross-Tousey, 368 B.R. 762, 766 (E.D. Wis.
2007); In re Hartwick, 373 B.R. 645, 649-50 (D. Minn. 2007). They did so,

In part, because the bankruptcy court’s reading is not faithful to the purpose

underlying section 707(b)(2)'s means test. As the Ross-Tousey court noted,

"if it really is that simple, the statute would not seem to achieve its purpose"
of ensuring that debtors are allowed expenses for the necessities of life but
pay creditors from what remains. Ross-Tousey, 368 B.R at 766 (E.D. Wis.
2007). See also In re Howell, 366 B.R. 153, 157 (Bankr. D. Kan. 2007)

("denying debtors the ownership allowance when they have no ownership

expense (i.e. loan or lease payments) is entirely consistent with one of the
apparent objectives of BAPCPA: to ensure that debtors actually pay what
they are capable of paying to unsecured creditors.").

The bankruptcy court’s proffered numerical definition also fails to
appreciate that a debtor's ability to pay creditors is not affected by mere
vehicle ownership but by payments on a car. Accordingly, section
707(b)(2)(A)(ii)(I) does not focus on how many cars a debtor owns, but

how many cars she makes payments on every month. Ross-Tousey, 368

B.R. at 766 (""The statute is only concerned about protecting the debtor's

ability to continue owning a car, and if the debtor already owns the car, the

debtor is adequately protected.”); see also Hartwick, 373 B.R. at 652
(same).

In addition, the Hartwick and Ross-Tousey courts reversed the

AMICUS BRIEF OF THE UNITED STATES TRUSTEE 11



bankruptcy court rulings in those cases because they, like the court here,
created an arbitrary distinction between the word “actual” and “applicable”
expenses in section 707(b)(2)(A)(ii)(I). See, e.q., In re Fowler, 349 B.R.
414, 418 (Bankr. D. Del. 2006) (stating “The use of ‘actual” with respect to

the Other Necessary Expenses and ‘applicable’ with respect to the National

and Local Standards must mean that Congress intended two different
applications.) The bankruptcy court below agreed with courts like Fowler
that “applicable” and “actual” must have different meanings, reasoning that
because Congress used both terms in the statute, debtors like the
Armstrongs need not have any “actual” expense for the Ownership Expense
Standard to be “applicable.” CR No. 65, p. 5and 11. This logic is
misguided, however, because, as the Ross-Tousey court explained, there is
no indication in section 707(b)(2)(A)(ii)(l) that Congress intended the

words “applicable” and *“actual” to have essentially opposite meanings.

Ross-Tousey, 368 B.R. at 765. Rather, the better reading of “applicable” in

the context of section 707(b)(2)(A)(ii)(1) is that it may have two meanings:
first, the ownership expense is “applicable” if the debtor makes a loan or
lease payment on a vehicle, and second, the amount allowed to the debtor is
the “applicable” amount provided under the IRS Standards, and not the
“actual” amount.” Id. See also Hartwick, 373 B.R. at 653. “This reading

gives meaning to the distinction between ‘applicable’ and “actual’ without
taking a further step to conclude that ‘applicable’ means “nonexistent’ or
‘fictional.”” Ross-Tousey, 368 B.R. at 765.

By giving the term “applicable” its proper meaning, a determination

of allowable expenses under the means test is a two-step process. The first

step is eligibility—i.e., does the debtor qualify for an expense allowance in
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the category at issue? If so, then the second step is to quantify the expense
amount the eligible debtor is allowed by looking at the IRS Standard
amounts that are specified for the number of vehicles owned by the debtor
and where the debtor lives. See, e.g., In re Carlin, 348 B.R. 795, 798
(Bankr. D. Or. 2006)(“There is nothing absurd in Congress drawing the line

for vehicle ownership expense eligibility at those debtors who are making
payments on the vehicle.”) The bankruptcy court’s ruling impermissibly
skips the first step of determining whether the Armstrongs are eligible for
the ownership expense by virtue of having a loan or lease payment for a
vehicle, and proceeds directly to the second—only considering the amount
the IRS would allow eligible taxpayers to claim for ownership of two
vehicles.

B. The UST’s construction of “applicable” in § 707(b)(2) has
the salutary effect of treating transportation costs the same
way in bankruptcy cases that the IRS treats them.

Reversal of the bankruptcy court’s order allowing the Armstrongs to
deduct vehicle financing expenses that they do not have has the additional
benefit of treating inapplicable phantom expenses in bankruptcy cases the
way the IRS has long treated them. In providing which deductions debtors
may take under the means test, Congress specifically stated that debtors are
permitted to deduct “the debtor’s applicable monthly expense amounts
specified under the...Local Standards...issued by the Internal Revenue
Service.” 11 U.S.C. 8 707(b)(2)(A)(i1)(1) (emphasis added). Accordingly,
how the Internal Revenue Service applies the Standards that it developed
for its own internal debt collection purposes is instructive on the question of
how the same Standards might be applied in bankruptcy cases under section
707(b)(2). See, e.g., Hartwick, 373 B.R. at 650-51 (“in order to determine
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whether the expense Standards issued by the IRS are “applicable,” the most
logical resource to consult is the IRS”). See also In re Slusher, 359 B.R.
290, 309 (Bankr. D. Nev. 2007) (“if guidance is sought on the meaning of
the IRS standards that Congress incorporated into the Bankruptcy Code,

practical reason would suggest that court should consider the full manner by
which the IRS uses these standards.”).

The IRS Collection Financial Standards in effect as of the date of the
Armstrongs’ bankruptcy filing” fully support the United States Trustee’s
construction of the term “applicable” and provide as follows:

The transportation standards consist of nationwide figures
for monthly loan or lease payments referred to as ownership
costs, and additional amounts for monthly Qperatlnﬁ
costs.... The ownership costs provided maximum allowances
for the lease or purchase of up to two automobiles if allowed
as a necessary expense....If a taxpayer has a car payment,
the allowable ownership cost added to the allowable
o]peratlng cost equals the allowable transportation expense.

It a taxpayer has no car payment, or no car, the _
operating costs portion of the transportation standard is
used to come up with the allowable transportation
expense.

See IRS Collection Standards attached hereto as Exhibit 1of the
Addendum; (emphasis added); see also Internal Revenue Manual, Financial
Analysis Handbook, Pt. 5, ch. 15, § 5.15.1.7(4.B), available at
http://www.irs.gov/irm/part5/ch15s01.html#d0e1878109.

As of the date the Armstrongs filed their bankruptcy petition,® the

“ownership cost” was specifically calculated by the IRS based on the cost

to finance the acquisition of a vehicle, and not simply a cost associated with

7. See Footnote 5, supra.

8. See Footnote 5, supra.
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owning a car, such as repair or maintenance. The IRS noted that the
“ownership cost” Standards are based on the “five-year average of new
and used car financing data compiled by the Federal Reserve Board of
Governors.” See id. (emphasis added). As such, the IRS does not treat
the “ownership cost” expense as applicable when a taxpayer does not have
a monthly expense related to financing a car. In exercising its discretion to
collect taxes, the IRS recognizes that taxpayers may claim the vehicle
“ownership cost” portion of the Local Transportation Standards only in
situations where the taxpayer has a monthly vehicle acquisition financing
expense, 1.e., has a monthly vehicle loan or lease payment. See id.

1.

THE BANKRUPTCY COURT’S ORDER CONFLICTS

AMENDMENTS TO THE BANKRUPTCY CODE.

The bankruptcy court’s order is also inconsistent with Congress’
goals and purpose in implementing bankruptcy reform. Congress amended
the Bankruptcy Code in 2005 to rectify perceived abuses in the bankruptcy
process. “Among the abuses identified by Congress was the easy access to
chapter 7 liquidation proceedings by consumer debtors who, if required to
file under chapter 13, could afford to pay some dividend to their unsecured
creditors.” In re Hardacre, 338 B.R. 718, 720 (Bankr. N.D. Tex. 2006)
(citing 151 Cong. Rec. S2459, 2469-70 (March 10, 2005)). A “primary
goal” of the 2005 Reform Act was to “ensure that debtors repay creditors
the maximum they can afford.” In re Lenton, 358 B.R. 651 (Bankr. E.D.
Pa. 2006) (citing H.R. Rep. No. 109-31, pt. 1, at 1 (2005), reprinted in 2005
U.S.C.C.A.N. 88, 89). In cases such as this one, where the Armstrongs

have no loan or lease payment, Congress has established a system which
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does not provide them an expense deduction for vehicle financing.
“Allowing debtors to deduct from their disposable income a fictional
ownership allowance would give debtors with unencumbered vehicles a
windfall at the expense of their unsecured creditors.” In re Howell, 366
B.R. 153, 157 (Bankr. D. Kan. 2007).
CONCLUSION

For all of these reasons, the United States Trustee respectfully asks
this Court to reverse the July 30, 2007, Orders entered by the bankruptcy
court overruling the Chapter 13 Trustee’s objection to confirmation of the
Debtors’ plan and confirming the Debtors’ plan, and remand this case to the

bankruptcy court for further proceedings.

Respectfully submitted,

ILENE J. LASHINSKY
UNITED STATES TRUSTEE

ROBERT D. MILLER
ASSISTANT U.S. TRUSTEE

/s/ Gary W. Dyer
Gary W. Dyer CSBA #106701
Trial Attorney
920 W. Riverside Ave., Rm 593
Spokane, WA 99201
Telep hone: 509 353-2999 ext 110
Fax: ﬂ509 ) 353-3124
E-mail: Gary. W Dyer@usdoj.gov
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INTEREST OF THE UNITED STATES

The Attorney General appoints United States Trustees to supervise
the administration of bankruptcy cases and trustees in regions comprising
the vast majority of federal judicial districts. 28 U.S.C. 88 581-589a.
United States Trustees “serve as bankruptcy watchdogs to prevent fraud,
dishonesty, and overreaching in the bankruptcy arena.” H.R. Rep. No. 595,
95" Cong., 1 Sess. 88 (1977). The United States Trustee Program thus
acts in the public interest to promote the efficiency and to protect and
preserve the integrity of the bankruptcy system. By statute, “[t]he United
States Trustee may raise and may appear and be heard on any issue in any
case or proceeding under this Title.” 11 U.S.C. 8 307. See also In re
Donovan Corp., 215 F.3d 929, 930 (9th Cir. 2000) (upholding broad
appellate standing of United States Trustees).

This case involves a dispute over confirmation of a plan under
chapter 13 of the Bankruptcy Code. In this matter, the United States
Trustee has two separate and distinct interests. First, the United States
Trustee has the statutory duty to oversee the administration of chapter 13
cases, which includes monitoring and, if necessary, objecting to chapter 13
plans under 11 U.S.C. § 1324. 28 U.S.C. § 586(a)(3)( C). Second, the
United States Trustee has an interest in this appeal because the issue on
appeal directly implicates 11 U.S.C. § 707(b), which the United States
Trustee oversees pursuant to her duties set forth in 11 U.S.C. § 704(b), and
under which United States Trustees regularly seek relief involving the same
legal issue.

The question of law involved in this appeal is not limited to the

Armstrongs. Rather, it will apply globally to thousands of debtors in a
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myriad of different financial circumstances who will file bankruptcy cases
in this district and nationally. For this reason, the United States Trustee
respectfully offers this Court its views on whether debtors in a chapter 13
case may deduct the IRS Local Standard expense for vehicle financing

costs, even though they do not make monthly note or lease payments.

STATEMENT OF APPELLATE JURISDICTION
The Bankruptcy Court had jurisdiction over this matter pursuant to

28 U.S.C. 8 1334(b) and § 157(b)(2)(L). The District Court has jurisdiction
over this appeal pursuant to 28 U.S.C. § 158(a)(1) and (b) and Federal Rule
of Bankruptcy Procedure 8001. Daniel Brunner, Chapter 13 Trustee,
appeals from orders of the United States Bankruptcy Court, Eastern District
of Washington, overruling his Objection to Confirmation of Chapter 13
Plan filed in the case of the Debtors, Nathan and Georgena Armstrong,

(“Debtors”), and confirming the Armstrongs’ chapter 13 plan.

STATEMENT OF ISSUES PRESENTED FOR REVIEW

The Chapter 13 Trustee objected to confirmation of the Debtors’
modified plan on the grounds that it did not commit all of the Debtors’
disposable income to the plan as required under 11 U.S.C. § 1325(b)(1)(B).
The Bankruptcy Court overruled the Chapter 13 Trustee’s objection and
confirmed the plan, holding that the Debtors could properly claim the IRS
Local Standard expense allowance for vehicle ownership, notwithstanding
that the Debtors had no vehicle loan or lease payment, thereby substantially
reducing the funds available to pay creditors under the plan.

In this case, the Debtors’ income exceeds the family median income

for the State of Washington. In chapter 13 bankruptcy cases, when the
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debtors’ income exceeds their state’s family median income, 11 U.S.C. §
1325(b)(3) requires the debtors to use the “means test” provisions of 11
U.S.C. 8 707(B)(2)(A) and (B) to determine their expenses. Given that 11
U.S.C. 707(B)(2)(A)(ii)(I) allows only “applicable” vehicle ownership
expenses to be deducted under the means test, the issue presented is
whether the Bankruptcy Court erred by holding that the Debtors could
claim the IRS Standard expense allowance for vehicle financing in the
calculation of their disposable income, even though they had no vehicle
financing expense because they owned their car debt free.
STANDARD OF REVIEW

On appeal "conclusions of law are reviewed de novo, findings of fact are
reviewed for clear error, and mixed questions of fact and law are reviewed
de novo." Since the underlying facts are not disputed, the question is one
in which legal issues predominate and is thus subject to de novo review.
United States v. McConney, 728 F.2d 1195, 1199-1204 (9th Cir. 1984) (en
banc), cert. denied, 469 U.S. 824, 105 S.Ct. 101, 83 L.Ed.2d 46 (1984); In
re Kelly, 841 F.2d 908, 911 (9" Cir., 1988). In an appeal taken from a

bankruptcy court order, a district court reviews the bankruptcy court’s

findings on questions of law de novo. In re Emery, 317 F.3d 1064, 1069
(9th Cir. 2003) (citing In re Allen, 300 F.3d 1055, 1058 (9th Cir. 2002)).
STATUTORY FRAMEWORK AND BACKGROUND
. Statutory Framework
The Bankruptcy Abuse Prevention and Consumer Protection Act of
2005 (the “2005 Reform Act”) altered the analysis bankruptcy courts must
employ when determining whether to confirm proposed chapter 13

repayment plans. When, as here, a trustee or holder of an allowed
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unsecured claim objects to plan confirmation, 11 U.S.C. § 1325(b)(1)
conditions plan confirmation upon the debtors committing all of their
“projected disposable income” to payments to unsecured creditors through
the plan. “Disposable income” is the current monthly income received by
the debtors (other than child support payments, foster care payments, or
disability payments for a dependent child) less amounts reasonably
necessary to be expended. 11 U.S.C. § 1325(b)(2). The term “current
monthly income” is the average monthly income from all sources that the
debtors receive during the six-month period ending on the last day of the
calendar month immediately preceding the date of the commencement of
the case, including any amount paid by a third party on a regular basis for
the household expenses of the debtor or the debtor’s dependents, but
excluding benefits received under the Social Security Act. 11 U.S.C. §
101(10A). For above-median-income debtors, the “amounts reasonably
necessary to be expended” are determined “in accordance with” §
707(b)(2)(A)*and (B), which provides various specific expense categories
from which debtors may reduce their “current monthly income.”” 11 U.S.C.
§ 1325(b)(3).

The “means test” provisions of 88 707(b)(2)(A) and (B) are used in

1. Asamended by the 2005 Reform Act, § 707(b)(2) repealed the former presumption
in favor of the debtor, and replaced it with a new presumption. A case is an “abuse” of
Chapter 7 if a detailed mathematical formula set out in the statute, commonly referred to
as the “means test,” yields a minimum amount of monthly disposable income. The
means test uses a series of calculations to determine whether the § 707(b)(2)
presumption of abuse arises in Chapter 7 cases. See 11 U.S.C. § 707(b)(2)(A).

2. Form 22C, which debtors must file pursuant to Interim Federal Rule of Bankruptcy
Procedure 1007(b)(6), serves, in part, to calculate debtor’s “current monthly income.”
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determining the expenses of chapter 13 debtors, like these debtors, whose
income exceeds their state’s median family income. 11 U.S.C. §
1325(b)(3). In determining expenses, § 707(b)(2)(A)(ii)(l) provides that a
debtor’s “monthly expenses shall be the debtor’s applicable monthly
expense amounts specified under the National Standards and Local
Standards and the debtor’s actual monthly expenses for the categories
specified as Other Necessary Expenses issued by the Internal Revenue
Service for the area in which the debtor resides....” 11 U.S.C. §
707(b)(2)(A)(in)(1) (emphasis added).
Il.  Factual Background

On their Schedule B, the Armstrongs listed ownership of one vehicle,
a 1998 GMC Truck. CR No. 1. They stipulated before the lower court
they had no payment associated with the vehicle. CR No 59. They did not
list any secured debt for their GMC truck on their Schedule D. CR No 1.
On their Official Form 22C, Line 28, the Armstrongs claimed the IRS
Standard “transportation ownership/lease expense” in the amount of $471
for the GMC truck.® CR No. 34.

On November 8, 2007, the Chapter 13 Trustee filed an objection to

3. Following the appellant’s citations, the cites to the record are to the Court’s Record
followed by the docket number of the document in the Bankruptcy Court’s docket as
identified in the Designation of record on appeal. The relevant facts were not in dispute
before the Bankruptcy Court.

4. This amount is in addition to the “vehicle operation expenses” taken on Line 27.
Because the vehicle is over six years old, the United States Trustee would also allow the
Debtors an additional $200 operating expense per vehicle, based on the Internal
Revenue Manual which allows such an additional vehicle operating expenses. See
Internal Revenue Manual, Part 5 (entitled Collecting Process), Chapter 8, § 5.8.5.5.2,
Treatment of Non-Business Transportation Expenses, which may be found on the IRS
website at http://www/irs/gov/irm/part5/ch08s05.html.

AMICUS BRIEF OF THE UNITED STATES TRUSTEE 5



confirmation of the Debtors’ Chapter 13 plan, claiming the plan failed to
provide all of the Debtors’ disposable income for the payment of creditors,
contrary to 11 U.S.C. 88 1325(a)(3) and (b)(1)(B). CR No. 27. The
objection was amended December 22, 2006. CR No. 40 and 41. In his
objection, the Chapter 13 Trustee argued that the Debtors had more income
to devote to paying creditors because they were improperly claiming the
IRS Standard expense for vehicle financing expenses, even though that
expense deduction was not applicable because these Debtors have no
vehicle or lease payments. Id.

The parties briefed their respective positions, CR No. 59 and 61.
Argument was held On May 15, 2007.

On June 12, 2007, the bankruptcy court overruled the Chapter 13
Trustee’s objection to the Debtors’ plan. CR No. 65. The bankruptcy court
ruled that Mr. and Mrs. Armstrong were entitled to reduce their disposable
income by the amount of the IRS Standard allowance for vehicle financing
costs even though they had no vehicle financing costs. Id.

On August 22, 2007, the court confirmed the plan of the debtors. CR
No. 73.
This appeal followed on August 31, 2007. CR No.77.

SUMMARY OF ARGUMENT
The bankruptcy court erred as a matter of law in overruling the
Chapter 13 Trustee’s objection to confirmation and confirming the
Armstrongs’ chapter 13 plan. It did so by misinterpreting when debtors can
claim a vehicle ownership expense under section 707(b)(2), which is made
applicable to chapter 13 debtors under § 1325(b). The court held that the
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Armstrongs were entitled to deduct $471 in vehicle ownership expenses for
their vehicle, even though the vehicle was owned free and clear of
encumbrances. This was incorrect because 11 U.S.C. 8 707(b)(2)(A)(ii)(1)
allows the Armstrongs to claim only “applicable” expenses, and they had no
applicable vehicle ownership expenses because the vehicle was not subject
to a loan or lease payment. By using the word “applicable,” Congress
limited eligibility for expenses under the Local Standards to debtors for
whom the expenses apply. Because the vehicle acquisition/financing
expense does not apply with respect to the Armstrongs’ vehicle, the
bankruptcy court erred in holding they were eligible to deduct the expense
under the means test.

Reading “applicable” in section 707(b)(2) as requiring debtors to
have a loan or lease payment on a vehicle as a prerequisite to eligibility for
the vehicle ownership expense has the salutary effect of applying the means
test in a manner that is consistent with the Internal Revenue Service’s
longstanding application of this standard. Under section 707(b)(2), the
means test looks to the IRS to establish certain standard expenses. 11
U.S.C. 8 707(b)(2)(A)(i)(1). In applying its standards to taxpayers, the IRS
does not allow taxpayers to claim vehicle ownership expenses absent a
monthly car expense. See IRS Collection Financial Standards attached
hereto as Exhibit 1 of the Addendum.®

5. The IRS revised its Collection Financial Standards, effective October 1, 2007, and
such revisions will be made applicable to bankruptcy cases filed as of January 1, 2008.
Because the Armstrongs’ case was filed on October 3, 2006, only the Collection
Financial Standards in effect prior to October 1, 2007, are applicable to the
Armstrongs’ case. For the Court’s convenience, a true and correct PDF copy of the
Collection Financial Standards applicable to this case are attached as Exhibit “1" on the
Addenda and incorporated herein by reference. It is important to note, however, that
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Finally, the bankruptcy court’s order overruling the Chapter 13
Trustee’s objection to confirmation of the Armstrongs’ plan conflicts with
sound notions of public policy and the primary purpose of Congress in
passing bankruptcy reform legislation in 2005 - including the amendments
at issue in this appeal. The 2005 Reform Act was intended to ensure that
debtors repay their debts when they can. By allowing the Armstrongs to
claim a fictional expense for their vehicle, the bankruptcy court frustrated
that purpose.

ARGUMENT
l.

T AP COURTERRED IS MLl AT

IRS LOCAL STANDARDS FOR VEHICLE OWNERSHIP

NOT APPLICABLE TO THEM. |- Con WAS

The bankruptcy court’s order overruling the Chapter 13 Trustee’s
objection to confirmation of the Armstrongs’ plan should be reversed
because it fails to recognize that the Bankruptcy Code only allows debtors
to claim vehicle expenses that are applicable to them. 11 U.S.C. 8§
707(B)(2)(A)(ii)(I). The Armstrongs do not have any “applicable” vehicle
ownership expense because they own their vehicle outright.

A.  Vehicle ownership expenses are allowable only if
“applicable” to the debtors.

the revisions made by the IRS effective October 1, 2007, do not change any result in
this case. As set forth in the current Collection Financial Standards, the Local Standard
for Vehicle Operation is still made expressly contingent on the existence of a loan or
lease payment on a vehicle. See Id. As explained by the IRS, the recent revisions to
the Local Standards were made to create equal allowances for first and second vehicles,
add a separate public transportation allowance and reorganize the manner in which
taxpayers in certain counties calculate their transportation operating expenses. See id.,
under heading “Recent Revisions.”
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Section 707(b)(2)(A)(ii)(I) of the Bankruptcy Code provides that a
“debtor’s monthly expenses shall be the debtor’s applicable monthly
expense amounts specified under the...Local Standards...issued by the
Internal Revenue Service...” 11 U.S.C. § 707(b)(2)(A)(ii)(I) (emphasis
added). The statute expressly provides that before the specific IRS expense
amounts may be included in the debtor’s allowed monthly expenses, the
expense must itself first be applicable to the debtor. Id.

The Bankruptcy Code does not define the word “applicable,” nor has
the United States Trustee identified any Supreme Court or Ninth Circuit
decision that provides a definition in the bankruptcy context.® Where, as
here, a statutory term is undefined, a basic principle of statutory
construction provides that courts should give such terms their ordinary
meanings. E.g., Smith v. U.S., 508 U.S. 223, 228 (1993) (“When a word is
not defined by statute, we normally construe it in accord with its ordinary or
natural meaning.”). See also Watson v. Ray, 192 F.3d 1153, 1155 (8" Cir.
1999) (“When interpreting a statute the court starts with the statute’s plain

meaning”). The dictionary defines “applicable” to mean applying or

capable of being applied; relevant; suitable; appropriate. Random House

Unabridged Dictionary (2006). Accordingly, such a meaning should be

imparted to the term “applicable” as it appears in section 707(b)(2)(A)(ii)(l)
absent clear indication to the contrary. See Johnson v. Aljian, 490 F3d
778,780 (9™ Cir. 2007) (quoting U.S. v. TRW Rifle 7.62x51 Meter Caliber,
447 F.3d 686,689 (9" Cir. 2006) (“[W]e follow the common practice of

6. But see, Fong v. Glover, 197 F.2d 710, 711 (9" Cir. 1952) (defining “applicable” as
it appears in the Federal Rules of Civil Procedure as “capable of being applied.”)
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consulting dictionary definitions to clarify their ordinary meaning[] and
look to how the terms were defined at the time [the statute] was adopted.”).

By inserting the word “applicable” in section 707(b)(2)(A)(ii)(I),
Congress limited eligibility for expenses under the Local Standards to
debtors for whom such expenses are “relevant; suitable; appropriate”--
thereby excluding phantom ones. The bankruptcy court’s order is
inconsistent with the ordinary, common sense definition of “applicable”
because it allows debtors like the Armstrongs to deduct expenses that do
not apply to them. If such inapplicable expenses are disallowed, the
Armstrongs have the ability to repay their unsecured creditors an additional
$16,260 in their 60-month chapter 13 repayment plan.

The court below concluded that the Armstrongs could deduct vehicle
expenses they do not have because "applicable™ in section
707(b)(2)(A)(in)(1) refers solely to choosing the correct number from the
IRS expense tables based on the “"geographical location of the debtors and
the number of vehicles... .” CR No. 65, p.8 and 11 . In other words, the
court read "applicable" merely as referring to the number of standardized
expenses amounts the Armstrongs can claim.

The court’s reading does not interpret section 707(b)(2)(A)(ii)(1), it
rewrites it. For its proffered construction to be the correct one, the statute
would need to read "[t]he debtor's monthly expenses shall be the debtot's
applicable [number of] monthly expense amounts . .." 11 U.S.C. §
707(b)(2)(A)(i)(1) (as modified). The statute does not say that. Nowhere
does it state "applicable™ means the "number" of expenses. To the contrary,
"applicable" follows the word "debtor's," making it clear that the section

asks debtors to claim those IRS standard expenses that apply to them.,

AMICUS BRIEF OF THE UNITED STATES TRUSTEE 10



Given this, the Armstrongs should not be allowed to claim inapplicable
expenses, ones they do not have.

Not surprisingly, both appellate courts that have interpreted the word
applicable in section 707(b)(2)(A)(ii)(I) have rejected the bankruptcy
court’s proffered reading. In re Ross-Tousey, 368 B.R. 762, 766 (E.D. Wis.
2007); In re Hartwick, 373 B.R. 645, 649-50 (D. Minn. 2007). They did so,

In part, because the bankruptcy court’s reading is not faithful to the purpose

underlying section 707(b)(2)'s means test. As the Ross-Tousey court noted,

"if it really is that simple, the statute would not seem to achieve its purpose"
of ensuring that debtors are allowed expenses for the necessities of life but
pay creditors from what remains. Ross-Tousey, 368 B.R at 766 (E.D. Wis.
2007). See also In re Howell, 366 B.R. 153, 157 (Bankr. D. Kan. 2007)

("denying debtors the ownership allowance when they have no ownership

expense (i.e. loan or lease payments) is entirely consistent with one of the
apparent objectives of BAPCPA: to ensure that debtors actually pay what
they are capable of paying to unsecured creditors.").

The bankruptcy court’s proffered numerical definition also fails to
appreciate that a debtor's ability to pay creditors is not affected by mere
vehicle ownership but by payments on a car. Accordingly, section
707(b)(2)(A)(ii)(I) does not focus on how many cars a debtor owns, but

how many cars she makes payments on every month. Ross-Tousey, 368

B.R. at 766 (""The statute is only concerned about protecting the debtor's

ability to continue owning a car, and if the debtor already owns the car, the

debtor is adequately protected.”); see also Hartwick, 373 B.R. at 652
(same).

In addition, the Hartwick and Ross-Tousey courts reversed the
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bankruptcy court rulings in those cases because they, like the court here,
created an arbitrary distinction between the word “actual” and “applicable”
expenses in section 707(b)(2)(A)(ii)(I). See, e.q., In re Fowler, 349 B.R.
414, 418 (Bankr. D. Del. 2006) (stating “The use of ‘actual” with respect to

the Other Necessary Expenses and ‘applicable’ with respect to the National

and Local Standards must mean that Congress intended two different
applications.) The bankruptcy court below agreed with courts like Fowler
that “applicable” and “actual” must have different meanings, reasoning that
because Congress used both terms in the statute, debtors like the
Armstrongs need not have any “actual” expense for the Ownership Expense
Standard to be “applicable.” CR No. 65, p. 5and 11. This logic is
misguided, however, because, as the Ross-Tousey court explained, there is
no indication in section 707(b)(2)(A)(ii)(l) that Congress intended the

words “applicable” and *“actual” to have essentially opposite meanings.

Ross-Tousey, 368 B.R. at 765. Rather, the better reading of “applicable” in

the context of section 707(b)(2)(A)(ii)(1) is that it may have two meanings:
first, the ownership expense is “applicable” if the debtor makes a loan or
lease payment on a vehicle, and second, the amount allowed to the debtor is
the “applicable” amount provided under the IRS Standards, and not the
“actual” amount.” Id. See also Hartwick, 373 B.R. at 653. “This reading

gives meaning to the distinction between ‘applicable’ and “actual’ without
taking a further step to conclude that ‘applicable’ means “nonexistent’ or
‘fictional.”” Ross-Tousey, 368 B.R. at 765.

By giving the term “applicable” its proper meaning, a determination

of allowable expenses under the means test is a two-step process. The first

step is eligibility—i.e., does the debtor qualify for an expense allowance in
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the category at issue? If so, then the second step is to quantify the expense
amount the eligible debtor is allowed by looking at the IRS Standard
amounts that are specified for the number of vehicles owned by the debtor
and where the debtor lives. See, e.g., In re Carlin, 348 B.R. 795, 798
(Bankr. D. Or. 2006)(“There is nothing absurd in Congress drawing the line

for vehicle ownership expense eligibility at those debtors who are making
payments on the vehicle.”) The bankruptcy court’s ruling impermissibly
skips the first step of determining whether the Armstrongs are eligible for
the ownership expense by virtue of having a loan or lease payment for a
vehicle, and proceeds directly to the second—only considering the amount
the IRS would allow eligible taxpayers to claim for ownership of two
vehicles.

B. The UST’s construction of “applicable” in § 707(b)(2) has
the salutary effect of treating transportation costs the same
way in bankruptcy cases that the IRS treats them.

Reversal of the bankruptcy court’s order allowing the Armstrongs to
deduct vehicle financing expenses that they do not have has the additional
benefit of treating inapplicable phantom expenses in bankruptcy cases the
way the IRS has long treated them. In providing which deductions debtors
may take under the means test, Congress specifically stated that debtors are
permitted to deduct “the debtor’s applicable monthly expense amounts
specified under the...Local Standards...issued by the Internal Revenue
Service.” 11 U.S.C. 8 707(b)(2)(A)(i1)(1) (emphasis added). Accordingly,
how the Internal Revenue Service applies the Standards that it developed
for its own internal debt collection purposes is instructive on the question of
how the same Standards might be applied in bankruptcy cases under section
707(b)(2). See, e.g., Hartwick, 373 B.R. at 650-51 (“in order to determine
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whether the expense Standards issued by the IRS are “applicable,” the most
logical resource to consult is the IRS”). See also In re Slusher, 359 B.R.
290, 309 (Bankr. D. Nev. 2007) (“if guidance is sought on the meaning of
the IRS standards that Congress incorporated into the Bankruptcy Code,

practical reason would suggest that court should consider the full manner by
which the IRS uses these standards.”).

The IRS Collection Financial Standards in effect as of the date of the
Armstrongs’ bankruptcy filing” fully support the United States Trustee’s
construction of the term “applicable” and provide as follows:

The transportation standards consist of nationwide figures
for monthly loan or lease payments referred to as ownership
costs, and additional amounts for monthly Qperatlnﬁ
costs.... The ownership costs provided maximum allowances
for the lease or purchase of up to two automobiles if allowed
as a necessary expense....If a taxpayer has a car payment,
the allowable ownership cost added to the allowable
o]peratlng cost equals the allowable transportation expense.

It a taxpayer has no car payment, or no car, the _
operating costs portion of the transportation standard is
used to come up with the allowable transportation
expense.

See IRS Collection Standards attached hereto as Exhibit 1of the
Addendum; (emphasis added); see also Internal Revenue Manual, Financial
Analysis Handbook, Pt. 5, ch. 15, § 5.15.1.7(4.B), available at
http://www.irs.gov/irm/part5/ch15s01.html#d0e1878109.

As of the date the Armstrongs filed their bankruptcy petition,® the

“ownership cost” was specifically calculated by the IRS based on the cost

to finance the acquisition of a vehicle, and not simply a cost associated with

7. See Footnote 5, supra.

8. See Footnote 5, supra.
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owning a car, such as repair or maintenance. The IRS noted that the
“ownership cost” Standards are based on the “five-year average of new
and used car financing data compiled by the Federal Reserve Board of
Governors.” See id. (emphasis added). As such, the IRS does not treat
the “ownership cost” expense as applicable when a taxpayer does not have
a monthly expense related to financing a car. In exercising its discretion to
collect taxes, the IRS recognizes that taxpayers may claim the vehicle
“ownership cost” portion of the Local Transportation Standards only in
situations where the taxpayer has a monthly vehicle acquisition financing
expense, 1.e., has a monthly vehicle loan or lease payment. See id.

1.

THE BANKRUPTCY COURT’S ORDER CONFLICTS

AMENDMENTS TO THE BANKRUPTCY CODE.

The bankruptcy court’s order is also inconsistent with Congress’
goals and purpose in implementing bankruptcy reform. Congress amended
the Bankruptcy Code in 2005 to rectify perceived abuses in the bankruptcy
process. “Among the abuses identified by Congress was the easy access to
chapter 7 liquidation proceedings by consumer debtors who, if required to
file under chapter 13, could afford to pay some dividend to their unsecured
creditors.” In re Hardacre, 338 B.R. 718, 720 (Bankr. N.D. Tex. 2006)
(citing 151 Cong. Rec. S2459, 2469-70 (March 10, 2005)). A “primary
goal” of the 2005 Reform Act was to “ensure that debtors repay creditors
the maximum they can afford.” In re Lenton, 358 B.R. 651 (Bankr. E.D.
Pa. 2006) (citing H.R. Rep. No. 109-31, pt. 1, at 1 (2005), reprinted in 2005
U.S.C.C.A.N. 88, 89). In cases such as this one, where the Armstrongs

have no loan or lease payment, Congress has established a system which
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does not provide them an expense deduction for vehicle financing.
“Allowing debtors to deduct from their disposable income a fictional
ownership allowance would give debtors with unencumbered vehicles a
windfall at the expense of their unsecured creditors.” In re Howell, 366
B.R. 153, 157 (Bankr. D. Kan. 2007).
CONCLUSION

For all of these reasons, the United States Trustee respectfully asks
this Court to reverse the July 30, 2007, Orders entered by the bankruptcy
court overruling the Chapter 13 Trustee’s objection to confirmation of the
Debtors’ plan and confirming the Debtors’ plan, and remand this case to the

bankruptcy court for further proceedings.

Respectfully submitted,

ILENE J. LASHINSKY
UNITED STATES TRUSTEE

ROBERT D. MILLER
ASSISTANT U.S. TRUSTEE

/s/ Gary W. Dyer
Gary W. Dyer CSBA #106701
Trial Attorney
920 W. Riverside Ave., Rm 593
Spokane, WA 99201
Telep hone: 509 353-2999 ext 110
Fax: ﬂ509 ) 353-3124
E-mail: Gary. W Dyer@usdoj.gov
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INTRODUCTION AND STATEMENT OF BASIS FOR APPELLATE JURISDICTION

The United States Trustee appeals an order of the United States Bankruptcy Court for the
Southern District of Georgia (the “Bankruptcy Court”) issued on October 17, 2005 (the “Order”).
The United States Trustee is an official of the United States Department of Justice that must
administer and enforce the Bankruptcy Code. See 11 U.S.C. § 307 (United States Trustee has
standing to “raise . . . any issue in any case or proceeding” under Bankruptcy Code); 28 U.S.C.
§ 586 (setting forth many duties of United States Trustee); United States Trustee v. Columbia
Gas Systems, Inc. (In re Columbia Gas Systems, Inc.), 33 F.3d 294, 295-299 (3d Cir. 1994).

The Order interprets certain provisions of the Bankruptcy Abuse Prevention and
Consumer Protection Act of 2005 that define and regulate “debt relief agencies.” See 11 U.S.C.
§§ 526-528." The Bankruptcy Court ruled that these provisions, which became effective on the
date the Bankruptcy Court issued the Order, do not apply to attorneys and that attorneys admitted
to practice before the Bankruptcy Court are “excused from compliance” with them. Order at 9.
The Bankruptcy Court so ruled even though the statutory definition of “debt relief agencies”
includes persons that provide “legal representation” in bankruptcy proceedings. See 11 U.S.C.
§§ 101(12A),> 101(4A). The Order plainly undermines the enforcement of the Bankruptcy Code
(and undermines the United States Trustee’s ability to assist with such enforcement) because it
purports to render these new statutory provisions inoperative in the Southern District of Georgia

as applicable to attorneys.

' The full text of these sections is set forth in the attached Addendum.
* The full text of § 101(12A) is likewise set forth in the Addendum.
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The Order is final in the sense that it disposes of all issues raised by the Bankruptcy
Court. See Order at 4, n.1. This Court therefore has appellate jurisdiction to review the Order
under section 158(a) of title 28.° As explained more extensively in the body of the brief,
however, the Bankruptcy Court lacked both Article I1I and statutory jurisdiction to issue the order
sua sponte due to the absence of a live case or controversy between actual parties. The United
States Trustee therefore believes that this Court should vacate the Order for lack of jurisdiction
and need not address the merits of the Order in this appeal. See United States v. Corrick, 298
U.S. 435, 440 (1936) (court had “jurisdiction on appeal, not of the merits, but merely for the
purpose of correcting the error of the lower court in entertaining the suit” (footnotes omitted)
(quoted in Arizonans for Olfficial English and Robert D. Park v. Arizona, 520 U.S. 43, 73 (1997)
(vacating with remand for dismissal for lack of case or controversy)). See also Steel Co. v.
Citizens For A Better Environment, 523 U.S. 83, 110 (1998) (vacating with remand for dismissal
for lack of case or controversy).

In the event, however, that this Court deems it appropriate to reach the merits, the United
States Trustee requests that this Court reverse the Bankruptcy Court and hold that the Bankruptcy
Court premised the Order on an erroneous construction of the statutory provisions regarding debt
relief agencies.

STATEMENT OF THE ISSUES

*If it did not have jurisdiction under section 158, this Court would have jurisdiction to
review the Order under the authority of mandamus set forth in section 1651 of'title 28, because
the Bankruptcy Court plainly exceeded its jurisdiction in issuing the Order. See In re BellSouth
Corp., 334 F.3d 941 (11™ Cir. 2003) (mandamus is extraordinary remedy that may be used to
correct a “judicial usurpation of power” and “‘confine a lower court to its jurisdiction’”), quoting
In re Evans, 524 F.2d 1004, 1007 (5th Cir.1975).
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The United States Trustee raises three issues on appeal:

1. Did the Bankruptcy Court lack jurisdiction to enter the Order based on the absence of
a “case or controversy” under Article Il of the United States Constitution?

2. Did the Bankruptcy Court lack authority under section 151 of title 28 to enter the
Order because there was no properly commenced "action, suit or proceeding” pending before the
Bankruptcy Court?

3. Assuming arguendo that the Bankruptcy Court properly exercised its jurisdiction, was
it correct in ruling that the provisions of the Bankruptcy Abuse Prevention and Consumer
Protection Act of 2005 regulating debt relief agencies do not apply to licensed attorneys?

STANDARDS OF REVIEW

The standards of review on appeal are clearly erroneous as to findings of fact and de novo
as to conclusions of law. In re Sublett, 895 F.2d 1381 (11" Cir. 1990); Fed. R. Bankr. P. 8013.
This appeal raises only issues of law.

STATEMENT OF THE CASE
L PROCEDURAL HISTORY

As indicated above, the Bankruptcy Court issued the Order sua sponte on October 17,
2005, the date that the relevant provisions of the Bankruptcy Abuse Prevention and Consumer
Protection Act of 2005 (the “BAPCPA”) took effect. There was no case or proceeding pending
in the Bankruptcy Court to which the Order related, and it consequently contained no case or

docket number at the time the Bankruptcy Court issued it. The Bankruptcy Court posted the



Order on its Internet web site and later docketed it as Miscellaneous Proceeding No. 05-00400.
The United States Trustee filed a timely notice of appeal from the Order on October 27, 2005.
II. THE STATUTORY AND LEGISLATIVE BACKGROUND

The President signed the BAPCPA into law on April 20, 2005, and the bulk of its
provisions became effective on October 17, 2005. This legislation constitutes the most extensive
overhaul of the Bankruptcy Code since its enactment in 1978. As indicated by its title, the
BAPCPA has two primary goals: the prevention of bankruptcy abuse and the protection of
consumers involved in the bankruptcy process. The consumer protection provisions consist,
inter alia, of enhanced disclosure requirements and other safeguards pertaining to reaffirmations
of dischargeable debt by bankruptcy debtors, penalties for abusive practices by creditors,
requirements for credit counseling and debtor education, and the provisions at issue in this appeal
pertaining to debt relief agencies.

The requirements imposed on debt relief agencies are for the benefit of persons “whose
debts consist primarily of consumer debts and the value of whose nonexempt property is less
than $150,000,” 11 U.S.C. § 101(3), i.e., persons of moderate and less than moderate means.
These requirements are set forth in three new sections of the Bankruptcy Code: 526, 527 and 528.
Section 526 prohibits debt relief agencies from: (i) misrepresenting to assisted persons the
services to be provided to them or the risks attendant upon becoming a debtor; (ii) advising an
assisted person to make untrue or misleading statements in bankruptcy filings; and (iii) advising

an assisted person to incur more debt in contemplation of filing bankruptcy or for the purpose of



paying an attorney or bankruptcy petition preparer for bankruptcy services. It also provides that
any waiver of rights under sections 526, 527 and 528 is unenforceable.

Section 527 requires debt relief agencies to provide assisted persons with certain
information, notices and disclosures, including: (i) notice of the right to proceed pro se, hire an
attorney or hire a bankruptcy petition preparer; (ii) information on how to complete the
bankruptcy schedules, value assets and determine what property is exempt; and (iii) notice of the
obligation of debtors to provide truthful and accurate information and the potential consequences
of failing to do so.

Section 528 requires debt relief agencies to provide assisted persons a written contract
explaining clearly and conspicuously the nature of services they will render, the amount of the
fees or charges for such services, and the terms of payment. In addition, section 528 requires
debt relief agencies to disclose in their advertising that they are debt relief agencies, that the
assistance they provide may involve bankruptcy relief, and that they are in the business of
helping people file for relief under the Bankruptcy Code.

SUMMARY OF THE ARGUMENT

This Court should vacate the Order because the Bankruptcy Court entered it in the
absence of a case or controversy under Article III of the United States Constitution.
Alternatively, the Bankruptcy Court lacked the power and jurisdiction to enter the Order under
under sections 151 and 157 of title 28. Assuming arguendo that the Bankruptcy Court had
authority to enter the Order, the United States Trustee submits that this Court should reverse the

Order as an erroneous interpretation of the statutes regarding debt relief agencies.
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ARGUMENT
I THE BANKRUPTCY COURT LACKED JURISDICTION UNDER ARTICLE III

OF THE UNITED STATES CONSTITUTION BECAUSE THERE WAS NO

“CASE OR CONTROVERSY.” THE BANKRUPTCY COURT HAD NO CASE

OR PROCEEDING BEFORE IT, AND NO PARTIES WITH STANDING

SOUGHT JUDICIAL RELIEF FROM THE BANKRUPTCY COURT.

“[1]t is well settled that the jurisdiction of the bankruptcy courts to hear cases related to
bankruptcy is limited initially by statute and eventually by Article IIl.” In re Lemco Gypsum,
Inc.,910 F.2d 784, 787 (11th Cir. 1990). Although a bankruptcy court is not itself an Article III
court, see Northern Pipeline Construction Co. v. Marathon Pipe Line Co., 458 U.S. 50, 60-61
(1982), a bankruptcy court may exercise a judicial function as a “unit of the district court.” See
11 U.S.C. § 151 (“In each judicial district, the bankruptcy judges . . . shall constitute a unit of the
district court to be known as the bankruptcy court for that district.”); In re Goerg, 930 F.2d 1563,
1565 (11th Cir. 1991) (“original jurisdiction over bankruptcy cases is vested in Article III courts
and [] bankruptcy courts obtain jurisdiction only at the discretion of the district court”).
Accordingly, bankruptcy courts are bound by the jurisdictional limitations of Article III.

The Bankruptcy Court's entry of the Order violates an essential premise of judicial power
under the Constitution — judicial action is limited to cases and controversies. United States
Constitution, Article III, section 2, cl. 1. As the United States Supreme Court stated in Aetna Life
Ins. Co. v. Haworth, 300 U.S. 227, 239-40 (1937) (citations omitted):

The controversy must be definite and concrete, touching the legal relations of parties

having adverse legal interests. It must be a real and substantial controversy admitting of

specific relief through a decree of a conclusive character, as distinguished from an
opinion advising what the law would be upon a hypothetical state of facts.



See also Dixie Electric Co-op. v. Citizens of the State of Alabama, 789 F.2d 852, 857-58 (11th
Cir. 1986) (federal court may not adjudicate potential issues that may arise). In summary, the
dispute must call "for an adjudication of present right upon established facts." Aetna, supra, 300
U.S. at 242. By limiting the judicial role to such cases or controversies, brought by parties with
standing, Article III thereby limits the judicial power "to those disputes which confine federal
courts to a role consistent with a system of separated powers and which are traditionally thought

n

to be capable of resolution through the judicial process." Valley Forge Christian College v.
Americans United for Separation of Church and State, 454 U.S. 464, 472 (1982).

It is clear beyond peradventure that the Bankruptcy Court had no concrete case or
controversy before it when it issued the Order. The Bankruptcy Court issued the Order on the
very morning that the new federal statutes became effective, before a concrete dispute could even
be brought to the Bankruptcy Court by parties having a stake in the interpretation of the statutes.

The Order also presents a pristine illustration of why standing is a crucial element of the
“case or controversy” requirement of Article III. In the absence of any party possessing standing
to request or contest the relief granted by the Bankruptcy Court, the Bankruptcy Court could
neither address any alleged violations of the relevant statutes, nor consider the arguments for or
against any particular interpretation of the relevant statutes as made by parties affected by the
outcome. The absence of any briefing meant the Bankruptcy Court below acted in a vacuum
without the benefit of the views of the United States Trustee, who helps administer these statutes,

affected debtors, whom Congress enacted the statutes to protect, or attorneys, whom Congress

regulated by passing the statutes. Practically speaking, it was precipitous for the Bankruptcy
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Court to interpret these federal statutes this way. Constitutionally speaking, it lacked jurisdiction
to enter an opinion with no case and no parties.

Due to the lack of a cognizable case or controversy below, the United States Trustee
respectfully submits that this Court should exercise “jurisdiction on appeal, not of the merits, but
merely for the purpose of correcting the error of the lower court in entertaining the suit.” United
States v. Corrick, 298 U.S. 435, 440 (1936) (footnotes omitted) (quoted in Arizonans for Official
English and Robert D. Park v. Arizona, 520 U.S. 43, 73 (1997) (vacating with remand for
dismissal for lack of case or controversy). See also Steel Co. v. Citizens For A Better
Environment, 523 U.S. 83, 110 (1998) (vacating with remand for dismissal for lack of case or
controversy). The United States Trustee, therefore, asks the Court to vacate the Order for lack of
a case or controversy.

II. ALTERNATIVELY, THE BANKRUPTCY COURT LACKED BOTH

JURISDICTION AND POWER TO ENTER THE ORDER UNDER SECTIONS

151 AND 157 OF TITLE 28.

Due to the absence of a case or controversy, this Court should vacate the Order and need
not evaluate any other arguments raised in this brief. Nonetheless, the Order was also improper
because the Bankruptcy Court lacked jurisdiction to enter the Order under section 157 of title 28
and lacked power to enter the Order under section 151 of title 28.

1. The Bankruptcy Court Lacked Jurisdiction Under Section 157 of Title 28.

The Bankruptcy Court derives its jurisdiction from the bankruptcy jurisdiction of the

District Court. Section 1334(a) of title 28 provides that the district courts, except as set forth in

subsection (b), “shall have original and exclusive jurisdiction of all cases under title 11.”
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(Emphasis added). Subsection (b), in turn, provides that the district courts have “original but not
exclusive jurisdiction of all civil proceedings arising under title 11, or arising in or related to
cases under title 11.” (Emphasis added). A bankruptcy court’s jurisdiction is then based on the
referral of such cases and proceedings from the district court to the bankruptcy court pursuant to
section 157 of title 28: “Each district court may provide that any or all cases under title 11 and
any and all proceedings arising under title 11 or arising in or related to a case under title 11 shall
be referred to the bankruptcy judges for the district.” (Emphasis added.) *

The Order did not adjudicate an issue in a pending bankruptcy “case” or “proceeding.”
Consequently, the Bankruptcy Court lacked jurisdiction to enter the Order.
2. The Bankruptcy Court Lacked Power to Enter the Order Under Section 151 of Title 28.

Alternatively, the Bankruptcy Court lacked statutory power under section 151 of title 28
to enter an order without a pending bankruptcy case. A bankruptcy court is a "unit of the district
court" and derives its authority from the district court. 28 U.S.C. § 151.° A bankruptcy court has
authority "with respect to any action, suit, or proceeding . . . except as otherwise provided by law
or by rule or order of the district court." /d.

The Bankruptcy Court exceeded its statutory authority under section 151 of title 28 by
interpreting five new statutory provisions outside of any "action, suit or proceeding." The United

States Trustee is aware of no authority for the proposition that a bankruptcy court may interpret

“The full text of this section is set forth in the attached Addendum.
SThe full text of this section is set forth in the attached Addendum.
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federal statutes, and thereby excuse compliance with those statutes, outside of an action, suit or

proceeding being brought by a party with standing to seek relief from the court. The Bankruptcy

Court based its authority on sections 105 and 526(c) of title 11, but those provisions presume the

existence of a bankruptcy case within which a bankruptcy court may consider a matter. "Except

as provided in section 1161 of'this title, chapters 1, 3, and 5 of this title apply in a case under
chapter 7, 11, 12, or 13 of this title." 11 U.S.C. § 103(a) (emphasis added). The Bankruptcy

Court's issuance of the Order outside of its grant of judicial authority also rendered ineffective

the procedural protections normally afforded to litigants under the Federal Rules of Bankruptcy

Procedure and, to the extent that they are incorporated therein, the Federal Rules of Civil

Procedure. See Fed. R. Bankr. P. 1001 ("The Bankruptcy Rules and Forms govern procedure in

cases under title 11 of the United States Code.") (emphasis added). See also Fed. R. Bankr. P.

7001 and 9014 (addressing applicability of various rules to adversary proceedings and contested

matters within bankruptcy cases). Cf. Reserve Mining Co. v. Lord, 529 F.2d 181, 185 (8" Cir.

1976) (lower court exceeded its authority by unilaterally ordering deposit of $100,000 as bond

without affording due process to affected party).

III. THE BANKRUPTCY COURT’S RULING THAT THE PROVISIONS OF THE
BAPCPA REGULATING DEBT RELIEF AGENCIES DO NOT APPLY TO
LICENSED ATTORNEYS WAS INCORRECT AS A MATTER OF LAW.

If this Court determines that the Order satisfies the Article Il “case or controversy”
requirement and that the Bankruptcy Court had the jurisdiction and power to issue the Order,

then the United States Trustee submits that this Court should reverse the Order as an erroneous

construction of the statutory provisions regarding debt relief agencies.
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1. Statutory Framework — The Debt Relief Agency Provisions.

The BAPCPA creates a new term, “debt relief agency.” Section 101(12A) of title 11°
defines it to mean, with certain listed exceptions not applicable here, “any person who provides
any bankruptcy assistance to an assisted person in return for the payment of money or other
valuable consideration” or who is a bankruptcy petition preparer.” Section 101(4A) defines the
term “bankruptcy assistance” to mean:

[A]ny goods or services sold or otherwise provided to an assisted person with the express

or implied purpose of providing information, advice, counsel, document preparation, or

filing, or attendance at a creditors' meeting or appearing in a case or proceeding on behalf
of another or providing legal representation with respect to a case or proceeding under
this title.
(Emphasis supplied). Section 101(3) of title 11 defines the term “assisted person” to mean “any
person whose debts consist primarily of consumer debts and the value of whose nonexempt
property is less than $150,000.”

Sections 526, 527 and 528 of title 11 impose obligations and prohibitions on debt relief

agencies designed to, infer alia: 1) protect consumer debtors of modest means from becoming

debtors under the Bankruptcy Code without full awareness that they are doing so or without

knowledge of the obligations and consequences attendant on doing so; and ii) prevent those in

® The full text of this section is set forth in the attached Addendum.

7 Section 110(a)(1&2) defines the term “bankruptcy petition preparer” to mean “a person,
other than an attorney for the debtor or an employee of such attorney under the direct supervision
of such attorney, who prepares for compensation ... a petition or any other document prepared for
filing by a debtor in a United States bankruptcy court or a United States district court in
connection with a [bankruptcy] case ...” Regulation of bankruptcy petition preparers under
section 110 of title 11 existed prior to the BAPCPA.
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the business of providing document preparation, planning, or other bankruptcy-related services
from engaging in misleading or exploitative conduct in their dealings with debtors or prospective
debtors.

Section 526 prohibits a debt relief agency from:

—  failing to perform any service that it promised an assisted person or prospective
assisted person it would perform in connection with a bankruptcy case;

— making any statement or counseling or advising any assisted person or
prospective assisted person to make a statement in a document filed in a bankruptcy case
that is untrue or misleading or that, upon the exercise of reasonable care, it should have
known was untrue or misleading;

—  misrepresenting to an assisted person or prospective assisted person the services
that it will provide or the benefits and risks that may result if the person becomes a debtor
in a bankruptcy case; or

— advising an assisted person or prospective assisted person to incur more debt in
contemplation of filing a bankruptcy case or for the purpose of paying an attorney or
bankruptcy petition preparer for services performed in preparing for or representing the
assisted person.

Section 526 further specifies that any waiver by a assisted person of any protection or right
provided thereunder is unenforceable and provides civil remedies and penalties for violations of

that section, section 527 or section 528.
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Section 527 requires debt relief agencies to provide assisted persons with certain
information, notices and disclosures pertaining to the rights and obligations of bankruptcy
debtors, including: (i) notice of the right to proceed pro se or to hire an attorney or bankruptcy
petition preparer; (ii) information on how to complete the bankruptcy schedules, value assets and
determine what property is exempt; and (iii) notice of the obligation of debtors under the
Bankruptcy Code to provide truthful and accurate information and of the potential consequences
of failing to do so.

Section 528 requires debt relief agencies to provide assisted persons to whom they
provide bankruptcy assistance a copy of a written contract explaining clearly and conspicuously
the services the agency will provide, the fees or charges for such services, and the terms of
payment. In addition, section 528 requires debt relief agencies to disclose in their advertising
that they are debt relief agencies, that the assistance they provide may involve bankruptcy relief,
and that they are in the business of helping people file for relief under the Bankruptcy Code.

2. The Bankruptcy Court’s Interpretation of the Provisions Regarding Debt Relief
Agencies Was Erroneous.

The Bankruptcy Court acknowledged both that “the language defining debt relief
agencies is broad enough on its face to include attorneys” and that “the reference to ‘providing
legal representation’ in § 101(4A) suggests that attorneys are covered.” Order at 2. The
Bankruptcy Court further acknowledged that published legal commentary on the BAPCPA has
assumed that the term “debt relief agency” includes attorneys. Order at 3. The Bankruptcy Court

concluded, however, that “[b]ecause the definition of ‘debt relief agency’ omits express reference
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to attorneys and includes a term [i.e., ‘bankruptcy petition preparer’] which excludes attorneys,”
Congress did not intend to include attorneys within the its purview. Order at 5. Instead, reasoned
the Court:

the inclusion of the term “legal representation” in the definition of “bankruptcy

assistance” was Congress's effort to empower the Bankruptcy Courts presiding over a

case with authority to protect consumers who are before the Court, who may have been

harmed by a debt relief agency that may have engaged in the unauthorized practice of
law, and whose existing remedies for any damage is more theoretical than real.
Order at 5-6. Stated differently,

Congress intended to establish regulation of entities who interface with debtors in

shadowy, gray areas not already covered by bankruptcy petition preparer regulations and

to bolster the existing regulation of bankruptcy petition preparers, but it did not intend to
regulate attorneys.
Order at 6.

The Bankruptcy Court expressed concern that if the definition of “debt relief agency”
encompasses attorneys, “a new layer of regulation will be superimposed on the bar of this Court,
and evaluation of new risks and liabilities will preoccupy them as they strive to represent their
clients, comply with existing state regulation of their practice, learn the new substantive and
procedural mandates of this new law, and adhere to the separate professional standards
applicable to members of the Bar of this Court,” a result that the Bankruptcy Court stated “should
not be borme by the Bar needlessly or merely out of an abundance of caution” but only “if that is
the result Congress mandated.” Order at 4. In the Bankruptcy Court’s view, the effect of such an

interpretation would be to “usurp state regulation of the practice of law” and thereby “possibly

violate the Tenth Amendment to the Constitution ...” Order at &.
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“In ascertaining the plain meaning of the statute, the court must look to the particular
statutory language at issue, as well as the language and design of the statute as a whole.” K Mart
Corp. v. Cartier, Inc., 486 U.S. 281, 291 (1988). As the Bankruptcy Court noted, the language of
sections 101(12A) and (4A) is broad enough on its face to include attorneys. Section 101(12A)
defines a “debt relief agency” as “any person who provides any bankruptcy assistance to an
assisted person ... or who is a bankruptcy petition preparer under section 110 ...” (Emphasis
added). Section 101(4A) defines “bankruptcy assistance” to include “providing legal
representation with respect to a case or proceeding under the [Bankruptcy Code].” There is no
doubt that bankruptcy attorneys provide legal representation with respect to bankruptcy cases.
While section 101(12A) lists several exclusions from the definition of debt relief agency (e.g.,
nonprofit organizations, depository institutions, and distributors of copyrighted works), attorneys
are not among them. Thus, the plain and ordinary meaning of the statutory language used to
define “debt relief agency” encompasses attorneys, and the reference to “legal representation”
should not be narrowly read as “unauthorized legal representation.”

Aside from the statutory language used to define “debt relief agency” and “bankruptcy
assistance,” other provisions of the legislation also indicate that Congress intended to include
attorneys and lawful legal representation within its purview. Section 526(d)(2), for example,
provides that no language in sections 526, 527, or 528 shall be deemed to

limit or curtail the authority or ability —

(A) of a State or subdivision or instrumentality thereof to determine and enforce
qualifications for the practice of law under the laws of that State; or

(B) of a Federal Court to determine and enforce the qualifications for the practice of
law before that court.
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This provision would be meaningless if the provisions regarding debt relief agencies did not
apply to attorneys. Also, section 527(b) requires debt relief agencies to provide assisted persons
with a written notice containing the following disclosures:

If you decide to seek bankruptcy relief, you can represent yourself, you can hire an
attorney to represent you, or you can get help in some localities from a bankruptcy
petition preparer who is not an attorney. THE LAW REQUIRES AN ATTORNEY OR
BANKRUPTCY PETITION PREPARER TO GIVE YOU A WRITTEN CONTRACT
SPECIFYING WHAT THE ATTORNEY OR BANKRUPTCY PETITION PREPARER
WILL DO FOR YOU AND HOW MUCH IT WILL COST. Ask to see the contract
before you hire anyone.

It makes little sense to require someone other than an assisted person’s attorney to
disclose to the assisted person that the law requires the attorney to provide the assisted person
with a written contract specifying what the attorney is going to do and how much it will cost.
While the Bankruptcy Court found it “hard to imagine” that this provision “really requires an
attorney to tell an assisted person that he/she has the right to hire an attorney or how to prepare
documents pro se that the attorney is poised to prepare on that person’s behalf,” Order at 6, this
is no more odd than requiring a non-attorney petition preparer who is poised to prepare
documents for an assisted person to disclose to the assisted person that “you can get help in some
localities from a bankruptcy petition preparer who is not an attorney.”

The legislative history of the BAPCPA reinforces the conclusion that Congress intended
the term “debt relief agency” to encompass attorneys and lawful legal representation. In March
2005, while the BAPCPA was under consideration by the Senate, Senator Feingold offered an

amendment to exclude attorneys from the definition of debt relief agency. The amendment

would have changed section 101(12A) of title 11 to read, in relevant part, as follows:
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The term “debt relief agency” means any person, other than an attorney or an
employee of an attorney, who provides any bankruptcy assistance to an assisted person in
return for the payment of money or other valuable consideration, or who is a bankruptcy
petition preparer under section 110 ...

Id. Tt would also have removed the words “an attorney or” from the title of the notice required
by section 527(b) so as to make it read, “IMPORTANT INFORMATION ABOUT
BANKRUPTCY ASSISTANCE SERVICES FROM A BANKRUPTCY PETITION
PREPARER,” rather than “IMPORTANT INFORMATION ABOUT BANKRUPTCY
ASSISTANCE SERVICES FROM AN ATTORNEY OR BANKRUPTCY PETITION
PREPARER.”

Senator Feingold discussed his amendment on the floor of the Senate as follows:

Another of my amendments deals with a provision that bankruptcy lawyers are very
concerned about. This is amendment No. 93 on debt relief agencies. The amendment is
strongly supported by the American Bar Association. This amendment would exclude
lawyers from the provisions dealing with “debt relief agencies” in sections 226 to 228 of
the bill. As currently written, the bill would impose a number of unnecessary burdens on
the attorney/client relationship in bankruptcy proceedings. Subjecting attorneys to the
"debt relief agency" provisions will add little substantive protection for consumers, but
require substantial amounts of extra paperwork and cost.

Requiring lawyers to call themselves “debt relief agencies” will do more to confuse the
public than to protect it. I think members of the public generally understand what the
word “lawyer” means, but the phrase “debt relief agency” is vague and unhelpful. It is
also misleading, because there are significant differences between lawyers and
nonlawyers, but both would be identifying themselves as debt relief agencies under this
bill.

Only lawyers are permitted to give legal advice, to file pleadings, or to represent
debtors in bankruptcy hearings. Perhaps most importantly, only lawyers are bound to
confidentiality by the attorney-client privilege. These distinctions are important to
consumers, but they would be obscured by the bill as written.
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Furthermore, these provisions would apparently apply to any law firm that provides
bankruptcy services, even if that law firm were primarily providing landlord-tenant
advice even to landlords criminal defense services, or other unrelated services. Large
firms with only one bankruptcy practitioner may be required to advertise themselves as
“debt relief agencies.”

I think this will be immensely confusing to consumers without any apparent benefit.

The substantive provisions on “debt relief agencies” would add little to the already
existing laws and regulations governing attorney conduct. Attorneys currently have
extensive duties relating to disclosures, fees, and ethical obligations. These provisions
would micromanage that relationship without adding any meaningful substantive
protection. I think the intention of the bill's drafters was to prevent attorneys from
tricking consumers into bankruptcy by not telling consumers from the beginning that they
work on bankruptcy issues, and then sort of springing the idea of bankruptcy on the
consumer. But rather than simply prohibiting this sort of unethical behavior, the bill tries
to micromanage the attorney-client relationship by requiring large amounts of additional
paperwork and disclosure. Extra paperwork substantially burdens the consumer and adds
to the cost of bankruptcy. Given that attorney conduct is already regulated, I believe these
provisions are unnecessary as applied to attorneys and provide no clear benefit.

151 Cong Rec. S2306 (daily ed. Mar. 09, 2005) (statement of Sen. Feingold).

Because Congress did not adopt Senator Feingold’s amendment, it is clear from the
legislative history of the BAPCPA, as well as its plain language and the design of the statute as a
whole, that Congress intended for the provisions governing debt relief agencies to be applicable
to attorneys.

The Bankruptcy Court was, of course, correct in its observation that this will impose a
new layer of regulation on bankruptcy attorneys already subject both to state regulation of their
practice and to the separate professional standards applicable under the rules of this Court and the

Bankruptcy Court. However, this is not the first time Congress has extended the reach of

consumer protection legislation to attorneys. There is no question, for example, that debt
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collection attorneys are subject to the requirements of The Fair Debt Collection Practices Act, 15
U.S.C. §§ 1601 et seq. See Crossley v. Lieberman, 868 F2d 566, 569 (3rd Cir. 1989). If a debt
collection attorney qualifies as a “person ... who regularly collects or attempts to collect ... debts
owed or due or asserted to be owed or due another” within the contemplation of section 1692a(6)
of title 15, there is no reason why a bankruptcy attorney would not qualify as a “person who
provides any bankruptcy assistance” within the contemplation of section 101(12A) of title 11.
Congress has likewise subjected attorneys to federal regulation for the purpose of
protecting investors. Section 307 of the Sarbanes-Oxley Act of 2002 (codified as 15 U.S.C.
§ 7245) requires the U.S. Securities and Exchange Commission to “issue rules, in the public
interest and for the protection of investors, setting forth minimum standards of professional
conduct for attorneys appearing and practicing before the Commission ... in the representation of
issuers,” including certain specified requirements regarding the reporting of evidence of
violations of the securities laws. Accordingly, the provisions of the BAPCPA governing debt
relief agencies are by no means unique in their application to conduct by attorneys. They are
simply another effort by Congress to protect a segment of the public, in this case a vulnerable

class of consumer debtors, from the detrimental acts of third parties, including attorneys.®

¥ Contrary to the Bankruptcy Court's suggestion (Order at 8 & n.4), this construction of
these statutes presents no Tenth Amendment problems. Congress has express constitutional
authority to establish federal bankruptcy laws (U.S. Const., Art. I, sec. 8), and nothing in the
relevant provisions involves any federal commandeering of state resources. See Printz v. United
States, 521 U.S. 898 (1997); New York v. United States, 505 U.S. 144 (1992).
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CONCLUSION

Based on the foregoing legal authorities and analysis, the United States Trustee
respectfully requests that this Court vacate the Order due to the absence of a “case or
controversy” in the Bankruptcy Court as required under Article III of the United States
Constitution. Alternatively, the Bankruptcy Court lacked statutory jurisdiction and power to
enter the Order. If, however, this Court concludes that the Bankruptcy Court properly exercised
its jurisdiction and authority, the United States Trustee submits that the Bankruptcy Court
nonetheless erred in its interpretation of the statutes regarding debt relief agencies, and
respectfully requests that this Court reverse the Order.

Respectfully submitted,

B. AMON JAMES
Assistant United States Trustee

United States Department of Justice
Office of the United States Trustee

225 West Oglethorpe Avenue, Suite 302
Savannah, GA 31401

(912) 652-4112

Of Counsel

Roberta A. DeAngelis

Acting General Counsel

P. Matthew Sutko

Office of the General Counsel

Executive Office for United States Trustees
Department of Justice

20 Massachusetts, Ave. N.W., Suite 8100
Washington, D.C. 20530

(202) 307-1399
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ADDENDUM
The full text of 11 U.S.C. § 101(12A) is as follows:

The term "debt relief agency" means any person who provides any bankruptcy
assistance to an assisted person in return for the payment of money or other valuable
consideration, or who is a bankruptcy petition preparer under section 110, but does not
include —

(A) any person that is an officer, director, employee or agent of a person who
provides such assistance or of such preparer;

(B) a nonprofit organization which is exempt from taxation under section
501(c)(3) of the Internal Revenue Code of 1986;

(C) a creditor of such assisted person, to the extent that the creditor is assisting
such assisted person to restructure any debt owed by such assisted person to the
creditor;

(D) a depository institution (as defined in section 3 of the Federal Deposit
Insurance Act) or any Federal credit union or State credit union (as those terms are
defined in section 101 of the Federal Credit Union Act), or any affiliate or
subsidiary of such a depository institution or credit union; or

(E) an author, publisher, distributor, or seller of works subject to copyright
protection under title 17, when acting in such capacity.

11 U.S.C. § 526 provides as follows:
Restrictions on debt relief agencies.

(a) A debt relief agency shall not-

(1) fail to perform any service that such agency informed an assisted person or
prospective assisted person it would provide in connection with a case or proceeding
under this title;

(2) make any statement, or counsel or advise any assisted person or prospective
assisted person to make a statement in a document filed in a case or proceeding under
this title, that is untrue and misleading, or that upon the exercise of reasonable care,
should have been known by such agency to be untrue or misleading;

(3) misrepresent to any assisted person or prospective assisted person, directly
or indirectly, affirmatively or by material omission, with respect to-

(A) the services that such agency will provide to such person; or
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(B) the benefits and risks that may result if such person becomes a debtor
in a case under this title; or
(4) advise an assisted person or prospective assisted person to incur more debt in

contemplation of such person filing a case under this title or to pay an attorney or

bankruptcy petition preparer fee or charge for services performed as part of preparing
for or representing a debtor in a case under this title.

(b) Any waiver by any assisted person of any protection or right provided under this
section shall not be enforceable against the debtor by any Federal or State court or any
other person, but may be enforced against a debt relief agency.

(¢) (1) Any contract for bankruptcy assistance between a debt relief agency and an

assisted person that does not comply with the material requirements of this section,

section 527, or section 528 shall be void and may not be enforced by any Federal or

State court or by any other person, other than such assisted person.

(2) Any debt relief agency shall be liable to an assisted person in the amount of
any fees or charges in connection with providing bankruptcy assistance to such person
that such debt relief agency has received, for actual damages, and for reasonable
attorneys' fees and costs if such agency is found, after notice and a hearing, to have—

(A) intentionally or negligently failed to comply with any provision of this
section, section 527, or section 528 with respect to a case or proceeding under
this title for such assisted person;

(B) provided bankruptcy assistance to an assisted person in a case or
proceeding under this title that is dismissed or converted to a case under another
chapter of this title because of such agency's intentional or negligent failure to
file any required document including those specified in section 521; or

(C) intentionally or negligently disregarded the material requirements of
this title or the Federal Rules of Bankruptcy Procedure applicable to such
agency.

(3) In addition to such other remedies as are provided under State law, whenever
the chief law enforcement officer of a State, or an official or agency designated by a
State, has reason to believe that any person has violated or is violating this section,
the State-

(A) may bring an action to enjoin such violation;

(B) may bring an action on behalf of its residents to recover the actual
damages of assisted persons arising from such violation, including any liability
under paragraph (2); and

(C) in the case of any successful action under subparagraph (A) or (B),
shall be awarded the costs of the action and reasonable attorneys' fees as
determined by the court.

(4) The district courts of the United States for districts located in the State shall
have concurrent jurisdiction of any action under subparagraph (A) or (B) of paragraph

3).
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(5) Notwithstanding any other provision of Federal law and in addition to any
other remedy provided under Federal or State law, if the court, on its own motion or
on the motion of the United States trustee or the debtor, finds that a person
intentionally violated this section, or engaged in a clear and consistent pattern or
practice of violating this section, the court may —

(A) enjoin the violation of such section; or
(B) impose an appropriate civil penalty against such person.
(d) No provision of this section, section 527, or section 528 shall —

(1) annul, alter, affect, or exempt any person subject to such sections from
complying with any law of any State except to the extent that such law is inconsistent
with those sections, and then only to the extent of the inconsistency; or

(2) be deemed to limit or curtail the authority or ability —
(A) of a State or subdivision or instrumentality thereof, to determine and
enforce qualifications for the practice of law under the laws of that State; or
(B) of a Federal court to determine and enforce the qualifications for the
practice of law before that court.

The full text of 11 U.S.C. § 527 is as follows:
Disclosures.

(a) A debt relief agency providing bankruptcy assistance to an assisted person shall
provide—
(1) the written notice required under section 342(b)(1); and
(2) to the extent not covered in the written notice described in paragraph (1),
and not later than 3 business days after the first date on which a debt relief agency
first offers to provide any bankruptcy assistance services to an assisted person, a
clear and conspicuous written notice advising assisted persons that-

(A) all information that the assisted person is required to provide with a
petition and thereafter during a case under this title is required to be complete,
accurate, and truthful,

(B) all assets and all liabilities are required to be completely and
accurately disclosed in the documents filed to commence the case, and the
replacement value of each asset as defined in section 506 must be stated in
those documents where requested after reasonable inquiry to establish such
value;

(C) current monthly income, the amounts specified in section 707(b)(2),
and, in a case under chapter 13 of this title, disposable income (determined in
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accordance with section 707(b)(2)), are required to be stated after reasonable
inquiry; and

(D) information that an assisted person provides during their case may
be audited pursuant to this title, and that failure to provide such information
may result in dismissal of the case under this title or other sanction, including
a criminal sanction.

(b) A debt relief agency providing bankruptcy assistance to an assisted person shall
provide each assisted person at the same time as the notices required under subsection
(a)(1) the following statement, to the extent applicable, or one substantially similar. The
statement shall be clear and conspicuous and shall be in a single document separate from
other documents or notices provided to the assisted person:

IMPORTANT INFORMATION ABOUT BANKRUPTCY ASSISTANCE SERVICES
FROM AN ATTORNEY OR BANKRUPTCY PETITION PREPARER.

If you decide to seek bankruptcy relief, you can represent yourself, you can hire an
attorney to represent you, or you can get help in some localities from a bankruptcy
petition preparer who is not an attorney. THE LAW REQUIRES AN ATTORNEY OR
BANKRUPTCY PETITION PREPARER TO GIVE YOU A WRITTEN CONTRACT
SPECIFYING WHAT THE ATTORNEY OR BANKRUPTCY PETITION PREPARER
WILL DO FOR YOU AND HOW MUCH IT WILL COST. Ask to see the contract
before you hire anyone.

The following information helps you understand what must be done in a routine
bankruptcy case to help you evaluate how much service you need. Although bankruptcy
can be complex, many cases are routine.

Before filing a bankruptcy case, either you or your attorney should analyze your
eligibility for different forms of debt relief available under the Bankruptcy Code and
which form of relief is most likely to be beneficial for you. Be sure you understand the
relief you can obtain and its limitations. To file a bankruptcy case, documents called a
Petition, Schedules and Statement of Financial Affairs, as well as in some cases a
Statement of Intention need to be prepared correctly and filed with the bankruptcy court.
You will have to pay a filing fee to the bankruptcy court. Once your case starts, you will
have to attend the required first meeting of creditors where you may be questioned by a
court official called a 'trustee' and by creditors.

If you choose to file a chapter 7 case, you may be asked by a creditor to reaffirm a
debt. You may want help deciding whether to do so. A creditor is not permitted to coerce
you into reaffirming your debts.

If you choose to file a chapter 13 case in which you repay your creditors what you
can afford over 3 to 5 years, you may also want help with preparing your chapter 13 plan
and with the confirmation hearing on your plan which will be before a bankruptcy judge.

If you select another type of relief under the Bankruptcy Code other than chapter 7
or chapter 13, you will want to find out what should be done from someone familiar with
that type of relief.
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Y our bankruptcy case may also involve litigation. You are generally permitted to
represent yourself in litigation in bankruptcy court, but only attorneys, not bankruptcy
petition preparers, can give you legal advice.

(c) Except to the extent the debt relief agency provides the required information
itself after reasonably diligent inquiry of the assisted person or others so as to obtain such
information reasonably accurately for inclusion on the petition, schedules or statement of
financial affairs, a debt relief agency providing bankruptcy assistance to an assisted
person, to the extent permitted by nonbankruptcy law, shall provide each assisted person
at the time required for the notice required under subsection (a)(1) reasonably sufficient
information (which shall be provided in a clear and conspicuous writing) to the assisted
person on how to provide all the information the assisted person is required to provide
under this title pursuant to section 521, including —

(1) how to value assets at replacement value, determine current monthly
income, the amounts specified in section 707(b)(2) and, in a chapter 13 case, how to
determine disposable income in accordance with section 707(b)(2) and related
calculations;

(2) how to complete the list of creditors, including how to determine what
amount is owed and what address for the creditor should be shown; and

(3) how to determine what property is exempt and how to value exempt
property at replacement value as defined in section 506.

(d) A debt relief agency shall maintain a copy of the notices required under
subsection (a) of this section for 2 years after the date on which the notice is given the
assisted person.

4. The full text of 11 U.S.C. § 528 is as follows:
Requirements for debt relief agencies.

(a) A debt relief agency shall —

(1) not later than 5 business days after the first date on which such agency
provides any bankruptcy assistance services to an assisted person, but prior to such
assisted person's petition under this title being filed, execute a written contract with
such assisted person that explains clearly and conspicuously-

(A) the services such agency will provide to such assisted person; and
(B) the fees or charges for such services, and the terms of payment;

(2) provide the assisted person with a copy of the fully executed and completed
contract;

(3) clearly and conspicuously disclose in any advertisement of bankruptcy
assistance services or of the benefits of bankruptcy directed to the general public
(whether in general media, seminars or specific mailings, telephonic or electronic
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messages, or otherwise) that the services or benefits are with respect to bankruptcy
relief under this title; and

(4) clearly and conspicuously use the following statement in such advertisement:
"We are a debt relief agency. We help people file for bankruptcy relief under the
Bankruptcy Code." or a substantially similar statement.

(b) (1) An advertisement of bankruptcy assistance services or of the benefits of
bankruptcy directed to the general public includes-

(A) descriptions of bankruptcy assistance in connection with a chapter 13
plan whether or not chapter 13 is specifically mentioned in such advertisement;
and

(B) statements such as "federally supervised repayment plan" or "Federal
debt restructuring help" or other similar statements that could lead a reasonable
consumer to believe that debt counseling was being offered when in fact the
services were directed to providing bankruptcy assistance with a chapter 13 plan
or other form of bankruptcy relief under this title.

(2) An advertisement, directed to the general public, indicating that the debt
relief agency provides assistance with respect to credit defaults, mortgage
foreclosures, eviction proceedings, excessive debt, debt collection pressure, or
inability to pay any consumer debt shall —

(A) disclose clearly and conspicuously in such advertisement that the
assistance may involve bankruptcy relief under this title; and

(B) include the following statement: "We are a debt relief agency. We help
people file for bankruptcy relief under the Bankruptcy Code." or a substantially
similar statement.
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l. NOTWITHSTANDING THE INTERVENORS’ CHARACTERIZATION OF THE
ORDER ON APPEAL AS A “GENERAL ORDER,” THIS COURT SHOULD
VACATE THE ORDER BECAUSE IT VIOLATES THE UNITED STATES
CONSTITUTION’S CASE OR CONTROVERSY REQUIREMENT.

In her opening brief, the United States Trustee demonstrated that this Court should vacate
the Order on appeal because the Bankruptcy Court entered it in the absence of a case or
controversy under Article 111 of the United States Constitution. Leiden & Leiden, P.C., filed a
brief opposing the United States Trustee’s position on December 2, 2005. Another group of
attorneys (the “Intervenors”) did the same on January 5, 2006. Both Leiden & Leiden and the
Intervenors (collectively, the “Appellees”) assert in their briefs that their interests are affected by
the Order. The Appellees fail to rebut the government’s argument that the court below could not
enter a substantive order interpreting federal cases in the absence of a “case or controversy.”
Consequently, this Court should vacate the Order.*

A THE ORDER IS NOT A GENERAL ORDER THAT IS IMMUNE FROM
CONSTITUTIONAL ATTACK DUE TO THE ABSENCE OF A CASE OR
CONTROVERSY.

The Intervenors argue that Judge Lamar Davis could issue the Order without a “case or

controversy” because it is a “general order” issued pursuant to the Bankruptcy Court’s statutory

and inherent authority to regulate attorneys. Because the Order does not have any of the

incidents of a general order and would violate various provisions of law if it were such an order,

1 Attorneys in at least three other federal districts have moved bankruptcy courts to
follow Judge Davis' lead and issue a similar order. Each court has denied such relief. See In re
McCartney, 2006 WL 75306, 2006 Bankr. LEXIS 36 (Bankr. M.D. Ga. Jan. 12, 2005) (denying
motion based on absence of a case or controversy). The United States Trustee attaches two
unpublished decisions in an appendix to this brief for this Court's convenience should the Court
desire to consider them.



the United States Trustee does not believe that Judge Davis intended the Order to be a general
order, and this Court should not consider it as such. Even if the Order is a general order,
however, it nonetheless violates Article 111’s requirement of a case or controversy because it is
not procedural in nature.

Rules and general orders that govern practice and procedure before the federal courts are
issued pursuant to federal statutes and, ultimately, Article 111 of the United States Constitution:

Acrticle 111 of the Constitution . . . empowers Congress to establish a system of

federal district and appellate courts and, impliedly, to establish procedural Rules

governing litigation in these courts. In the Rules Enabling Act, Congress

authorized [the Supreme Court] to prescribe uniform rules to govern the ‘practice

and procedure’ of the federal district courts and courts of appeals.
Burlington Northern Railroad Co. v. Woods, 480 U.S. 1, 5 n.3 (1987). Because each bankruptcy
court is a unit of the district court, 28 U.S.C. § 151, the bankruptcy courts’ authority to issue
generally applicable rules is therefore also derived from Article 111 of the United States
Constitution, federal statutes, and federal rules that govern the establishment of rules of practice
and procedure. See 28 U.S.C. 8§ 2071-2075 (providing authority and procedures to be followed
in prescribing rules); Fed. R. Civ. P. 83 (outlining authority and procedures to be followed by

district court in prescribing local rules); Fed. R. Bankr. P. 9029 (bankruptcy court’s equivalent of

Rule 83); Local Bankr. R. 9029-1(providing authority to local bankruptcy court).



The Intervenors characterize the Order as a “general order” issued under Fed. R. Bankr.
P. 9029 and Local Bankr. R. 9029-1. Brief of Intervenors, at 11. Those rules state:

Rule 9029. Local Bankruptcy Rules; Procedure When There is No Controlling
Law

(a) Local Bankruptcy Rules

(1) ... A district court may authorize the bankruptcy judges of the district,
subject to any limitation or condition it may prescribe and the requirements of 83
F.R.Civ.P., to make and amend rules of practice and procedure which are
consistent with — but not duplicative of — Acts of Congress and these rules . . .
Local rules shall conform to any uniform numbering system prescribed by the
Judicial Conference of the United States.

(b) Procedure When There is No Controlling Law. A judge may regulate practice
in any manner consistent with federal law, these rules, Official Forms, and local
rules of the district. No sanction or other disadvantage may be imposed for
noncompliance with any requirement not in federal law, federal rules, Official
Forms, or the local rules of the district unless the alleged violator has been
furnished in the particular case with actual notice of the requirement.

Fed. R. Bankr. P. 9029. Local Bankr. R. 9029-1 states as follows:
Pursuant to Bankruptcy Rule 9029, the Bankruptcy Court may by General Order
regulate its practice in any manner not inconsistent with these Rules or the
District Court Local Rules.”
(Emphasis added).
The Order on appeal is not a general order under Local Bankr. R. 9029-1 for several
reasons. First, Judge Davis did not caption the Order as a “general order.” Unlike other general

orders issued by the United States Bankruptcy Court for the Southern District of Georgia, this

Order is not denominated and numbered as such (for example, “General Order 2005-1").



Second, the Order on appeal has not been placed with the general orders on the Bankruptcy
Court’s website, but instead, it has been placed on the website under the heading of BAPCPA
Decisions of the Southern District of Georgia (included in the attached Appendix is a copy of
the website page listing the various general orders and a copy of the website page listing the
various BAPCPA decisions).? Third, the Order has been published as a decision of the
Bankruptcy Court, at 322 B.R. 66 (Bankr. S.D. Ga. 2005). Fourth, the Bankruptcy Court
expressly based its authority, inter alia, on 11 U.S.C. § 526, which authorizes a court to enjoin a
violation of the debt relief agency provisions of the BAPCPA?® sua sponte. See Order at 2, n.1.
In other words, the Bankruptcy Court based its authority to issue the Order on the statute being
construed and not upon its authority to issue general orders. Fifth, and most importantly, the
Order is clearly a ruling on an issue of substantive law, and thereby purports to decide an issue
that is an improper subject for a general order.

The non-procedural nature of the Order is clear from its first paragraph, where the Court

states the issue upon which it is ruling:

2 The Bankruptcy Court’s website at
http://www.gas.uscourts.gov/usbc/lbr/GenOrders.htm
currently lists eight general orders issued in 2005, addressing procedures in that court. They are
numbered General Order 2005-1 through General Order 2005-8. The Order on appeal is not
among them. The Order on appeal likewise does not appear among the general orders listed at
www.gasb.uscourts.gov . Instead, the Order appears on the Bankruptcy Court’s website at
http://www.gas.uscourts.gov/usbc/bapcpa.html under the heading of BAPCPA Decisions of the
Southern District of Georgia.

® Bankruptcy Abuse Prevention and Consumer Protection Act of 2005.
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The issue before the Court is whether amendments to the Bankruptcy Code,

which become effective today, regulating Debt Relief Agencies apply to attorneys

licensed to practice law who are members of the Bar of this Court.

Order at 1. The remainder of the Order consists of statutory construction, focusing on the
language of the statutes, their legislative history, and the published commentary on the statutes.
The Order concludes with the Bankruptcy Court’s holding. The Order thus is not procedural in
nature.

Federal rules and standing orders are not proper vehicles for a federal court’s
determination of substantive law. See Burlington Northern Railroad Co. v. Woods, 480 U.S. 1,5
(1987) (stating that rules that are “procedural” satisfy constitutional standard); Adams v.
Bonner, 734 F.2d 1094, 1102 (5™ Cir. 1984) (“[T]he test is whether the rule will operate to
abridge, enlarge, or modify the rules of decision by which the court will adjudicate the parties’
rights.”).

It is axiomatic that a federal court may resolve legal questions only in the context of an
Article I11 "case™ or "controversy." See McConnell v. Fed. Election Comm’n, 540 U.S. 93, 225
(2003). Absent a live controversy between adverse parties, the court’s legal interpretation
amounts to an advisory opinion, which is impermissible under Article 111. See United States

National Bank of Oregon v. Independent Insurance Agents of America, Inc., 508 U.S. 439, 446

(1993); Dixie Electric Co-op. v. Citizens of State of Alabama, 789 F.2d 852, 857 (11th Cir. 1986)



("Federal courts may not render advisory opinions on abstract or hypothetical propositions of
law.").*

The Appellees’ reliance upon the “inherent authority” of the Bankruptcy Court ignores
limitations on the Bankruptcy Court’s authority. The bankruptcy courts are a creation of
Congress, and there is “no general grant of legislative authority to regulate the practice of law.”
Rodgers v. United States Steel Corp., 508 F.2d 152, 163 (3d. Cir. 1975) ), certiorari denied, 423
U.S. 832 (1975) (citation omitted). Courts may, once created, have certain inherent authorities,
including the inherent authority to sanction inappropriate conduct in the context of a particular
case. See, e.g., Chambers v. NASCO, Inc., 501 U.S. 32, 43 (1991) (sanctioning party for bad
faith litigation); Matter of Egwim, 291 B.R. 559, 581 (Bankr. N.D. Ga. 2003) (addressing
sanctions of counsel for conduct in case). However, all the cases cited by the Appellees for the
“inherent authority” of the Court arise, not surprisingly, within the context of a particular case or
controversy.

The fact that members of the bar now seek to present arguments to this Court in this

appeal, as affected parties, demonstrates the wisdom of the historic requirement that a “case or

[t is well settled that the jurisdiction of the bankruptcy courts to hear cases related to
bankruptcy is limited initially by statute and eventually by Article 111." In re Lemco Gypsum,
Inc., 910 F.2d 784, 787 (11th Cir. 1990). Although a bankruptcy court is not itself an Article 111
court, see Northern Pipeline Construction Co. v. Marathon Pipe Line Co., 458 U.S. 50, 60-61
(1982), a bankruptcy court may exercise a judicial function only as a "unit of the district court.”
See 11 U.S.C. § 151 ("In each judicial district, the bankruptcy judges . . . shall constitute a unit
of the district court to be known as the bankruptcy court for that district."); In re Goerg, 930 F.2d
1563, 1565 (11th Cir. 1991) ("original jurisdiction over bankruptcy cases is vested in Article 111
courts and [] bankruptcy courts obtain jurisdiction only at the discretion of the district court").
Accordingly, bankruptcy courts are bound by the jurisdictional limitations of Article I11.

6



controversy” exist before a court determines an issue of substantive law. Local rules and
general orders cannot impair substantive rights of any persons, whether attorneys or debtors.
Sections 2072 and 2075 of title 28 specifically provide that federal rules cannot “abridge, enlarge
or modify any substantive right . . ..” Indeed, such rules may not even be duplicative of such
substantive law. Fed. R. Bankr. P. 9029(a)(1).

Local rules and general orders which infringe on substantive rights, or which affect
procedural rights under duly-prescribed federal rules of procedure, are simply invalid. See
Miner v. Atlass, 363 U.S. 641 (1960) (invalidating local rule as contrary to federal admiralty
rules); Brown v. Crawford County, GA, 960 F.2d 1002, 1008-09 (11™ Cir. 1992) (invalidating
local summary judgment rule of Middle District of Georgia because it violates the parties’
procedural and substantive rights under Fed. R. Civ. P. 56); In re Standing Order With Reasons
Regarding Objections to Discharge Under 11 U.S.C. § 727 and Purported Settlement of Actions,
272 B.R. 917, 923 (W.D. La. 2001) (invalidating rule that impairs creditors’ substantive rights
under 11 U.S.C. 88 727 and 523, where bankruptcy court also lacked delegated authority to
prescribe local rule); In re Steinacher, 283 B.R. 768, 773-74 (Bankr. 9™ Cir. 2002) (invalidating
a local rule that impairs debtors’ substantive rights under 11 U.S.C. § 1322(b)); cf. Northland
Ins. Co. v. Shell Qil Co., 930 F.Supp. 1069, 1074, 1076 (D.N.J. 1996) (describing procedure for
prescribing local rules, and upholding local rule as consistent with the Federal Rules of Civil
Procedure).

The Order on appeal is especially problematic because it is not even a local rule

promulgated by a majority of the bankruptcy judges acting under authority delegated by the



District Court. General orders issued under Fed. R. Bankr. P. 9029 do not satisfy the procedural
requirements of Rule 9029(a) that local rules be issued by the entire court , acting by a majority
of the judges, “after giving appropriate public notice and an opportunity for comment....” See
Fed. R. Bankr. P. 9029(a) (applying notice and comment requirements of Fed. R. Civ. P. 83 to all
local bankruptcy rules). In sharp contrast to local rules, a single judge may issue general orders
under Rule 9029(b), but such general orders cannot be the basis for “disadvantage” to a person
violating the order “unless the alleged violator has been furnished in the particular case with
actual notice of the requirement.” By its terms, the Order on appeal addresses, and determines,
the rights and obligations of attorneys under the debt relief agency statutes and, importantly, the
rights of their debtor clients as well. The court below issued this Order with no official notice or
opportunity for comment whatsoever.

In sum, (i) Judge Davis did not denominate the Order a general order; (ii) the Order does
not serve the purpose of a general order; and (iii) the Order addresses matters that do not fall
within the permissible scope of a general order. Finally, even if the Bankruptcy Court intended
it to be a general order, the Order on appeal determines issues under substantive law, and
therefore could not have been entered absent a case or controversy. Consequently, this Court
should vacate the Order.

B. THERE IS NO MOOTNESS ISSUE PRESENTED BY THIS APPEAL, AND

THUS THE ALLEGED “EXCEPTION” TO THE REQUIREMENT OF A
CASE OR CONTROVERSY DOES NOT APPLY.
The Intervenors attempt to argue a limited “exception” to the case or controversy

requirement at page 14, footnote 3, of their brief filed January 5, 2006. They assert that the



Court should affirm the Order because attorney actions that may fall subject to the debt relief
agency statutes are “capable of repetition but would otherwise evade review.”

This argument fails for several reasons. First and foremost, each decision to which the
Intervenors cite pertains to an actual case commenced by actual plaintiffs. See Bourgeois v.
Peters, 387 F.3d 1303, 1307 (11™ Cir. 2004) (plaintiffs sought injunctive relief); Irish Lesbian &
Gay Org. v. Giuliani, 143 F.3d 638, 645 (2d. Cir. 1998) (plaintiffs sought injunctive relief).

Second, the court below did not invoke that exception and did not enter its order under it.
Third, the “capable of repetition” standard is an exception to the mootness doctrine. A federal
court cannot entertain a matter “unless an actual dispute continues to exist between the parties.”
Bourgeois, 387 F.3d at 1307-08. “Past injury . . . does not in itself show a present case or
controversy regarding injunctive relief, if unaccompanied by current adverse effects.” Id. at
1308 (quoting Lynch v. Baxley, 744 F.2d 1452, 1456 (11" Cir. 1984)). If there are no longer
adverse effects from a past injury, then the court may nonetheless entertain an otherwise moot
case if it arises from a situation that is “capable of repetition, yet evading review.” 1d.; Alabama
Disabilities Advocacy Program v. J.S. Tarwater Devel., 97 F.3d 492, 496 n.1 (11" Cir. 1996).

In order to satisfy the mootness exception, there are three requirements:

(1) the challenged action was in its duration too short to be fully litigated prior to its

cessation or expiration, and (2) there was a reasonable expectation that the same

complaining party would be subjected to the same action again..

Bourgeois, 387 F.3d at 1308 (quoting Weinstein v. Bradford, 423 U.S. 147, 149 (1975) (per

curiam)). “As a final requirement, if there exists some alternative vehicle through which a



particular policy may effectively be subject to a complete round of judicial review, then the
courts will not generally employ this exception to the mootness doctrine.” Id.

These requirements are not met in the present circumstances. The Order did not address
any particular, concrete instance of an attorney’s conduct. There was no challenged action of an
attorney, whether by a debtor or the United States Trustee. No attorney sought judicial relief.
There was never a case or controversy to become moot. There is no record that can support the
mootness argument, because the Bankruptcy Court issued the Order on the very morning that the
applicable statutes came into effect, before a case or controversy could even arise. Indeed, it is
the Order itself which eliminates the opportunity for judicial review of attorney actions under the
debt relief agency provisions.

C. THE ABSENCE OF A CASE OR CONTROVERSY IN THE

BANKRUPTCY COURT DOES NOT PRECLUDE THE UNITED STATES
TRUSTEE’S STANDING TO APPEAL THE ORDER.

Leiden & Leiden argue that the United States Trustee lacks standing to appeal the Order
because of the lack of a case or controversy. Brief of Leiden & Leiden at pp. 3- 4. This Court,
however, has jurisdiction to vacate the Order based on the absence of a case or controversy.
Bender v. Williamsport Area School District, 475 U.S. 534, 541 (1986) (vacating lower court’s
decision where there was a lack of jurisdiction in that court). The United States Trustee, in turn,

has standing to raise that issue based on her role as an officer of the Executive Branch.

The Supreme Court has held that a public interest may "give a sufficient stake in the
outcome of a bankruptcy case to confer appellate standing.” Morganstern v. Revco D.S., Inc. (In

re Revco D.S., Inc.), 898 F.2d 498 (6" Cir. 1990) (citing SEC v. U.S. Realty & Imp. Co., 310 U.S.

10



434, 460 (1940) and Data Processing Serv. v. Camp, 397 U.S. 150, 153 (1970)). The United
States Trustee’s role in behalf of such a public interest is specifically delineated in the statute at
issue. See 11 U.S.C. 88 526(c)(5) (United States Trustee may seek judicial relief for violations of
the statute). The Order on appeal impairs the United States Trustee’s performance of that role,

and consequently the United States Trustee’s interest in pursuing the appeal lies "within the

11



zone of interests to be protected or regulated by the statute . . . in question.” Revco D.S., Inc., 898

F.2d at 499 (quoting Data Processing Serv. v. Camp, 397 U.S. 150, 153 (1970)). The

contention that the United States Trustee lacks standing is also contrary to the broad grants of

authority set forth in 11 U.S.C. § 307 and 28 U.S.C. § 586. See Brief of United States Trustee as

Appellant, at 1. All courts of appeals that have addressed the issue agree that a United States
Trustee has standing to appeal bankruptcy court decisions. United States Trustee v. Columbia
Gas Sys. Inc. (In re Columbia Gas Sys. Inc.), 33 F.3d 294, 295-299 (3d Cir. 1994) (holding U.S.
Trustee has broad standing, including ability to challenge investment guidelines for chapter 11
debtor); United States Trustee v. Price Waterhouse, 19 F.3d 138, 141 (3d Cir. 1994) (finding
United States Trustee has standing to appeal appointment of professionals in chapter 11 case); In
re Clark, 927 F.2d 793, 795-96 (4th Cir. 1991) (finding standing to appeal denial of motion to
dismiss); In re Plaza de Diego Shopping Ctr., Inc., 911 F.2d 820, 824 (1st Cir. 1990) (standing
to appeal appointment of trustee); Morganstern v. Revco D.S., Inc. (In re Revco D.S., Inc.), 898
F.2d at 498 (standing to appeal decision refusing to appoint examiner). See also United States
Trustee v. Fishback (In re Glados, Inc.), 83 F.3d 1360, 1361 n.1 (11th Cir. 1996) (noting United
States Trustee has standing under § 307 to raise issues concerning calculation of compensation
and statutory construction under 8 726); St. Angelo v. Victoria Farms, Inc., 38 F.3d 1525, 1535
(9th Cir. 1994), modified, 46 F.3d 969 (1995) (holding United States Trustee had standing to

bring appeal involving constitutional and statutory issues).
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1. BOTH THE PLAIN LANGUAGE OF THE STATUTE AND ITS LEGISLATIVE
HISTORY LEAD INESCAPABLY TO THE CONCLUSION THAT CONGRESS
INTENDED TO SUBJECT BANKRUPTCY ATTORNEYS REPRESENTING
CONSUMER DEBTORS TO THE “DEBT RELIEF AGENCY” REQUIREMENTS
OF THE BAPCPA.

A. THE DICTIONARY DEFINITION OF “AGENCY” HAS NO BEARING

ON THE MEANING OF THE TERM “DEBT RELIEF AGENCY” AS
USED IN THE BAPCPA.

The Intervenors argue that the plain and ordinary meaning of “debt relief agency”
excludes attorneys because “[n]one of the [dictionary] definitions of ‘agency’ reasonably would
be understood by a consumer to suggest a lawyer or law firm.” Brief of Intervenors, at 17.
However, the dictionary definition of a statutory term does not govern its interpretation where
the statute itself defines the term. See FDIC v. Meyer, 510 U.S. 471, 476, 114 S.Ct. 996 (1994);
Smith v. United States, 508 U.S. 223, 228, 113 S.Ct. 2050, 2054 (1993). Subject to certain
exclusions not applicable here, 11 U.S.C. 8 101(12A) defines the term “debt relief agency” to
mean, inter alia, “any person who provides any bankruptcy assistance to an assisted person in
return for the payment of money or other valuable consideration ... ” Section 101(4A), in turn,
defines “bankruptcy assistance” to include “providing legal representation with respect to a case
under this title.” Under these circumstances, it is the plain and ordinary meaning of “legal
representation” that determines whether the term “debt relief agency” encompasses lawyers,
rather than the plain and ordinary meaning of “agency.” The United States Trustee submits that

it is not reasonably open to dispute that bankruptcy attorneys are “person[s]” in the business of

“providing legal representation with respect to” bankruptcy cases.
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B. NOTWITHSTANDING A SENATOR’S PERSONAL BELIEFS ON THE
ISSUE, THE LEGISLATIVE HISTORY OF THE BAPCPA ESTABLISHES
BEYOND QUESTION THAT CONGRESS INTENDED THE TERM
“DEBT RELIEF AGENCY” TO ENCOMPASS BANKRUPTCY
ATTORNEYS.

On March 10, 2005, shortly before the Senate passed the BAPCPA in the form of S. 256,
Sen. Feingold withdrew several amendments that he had proposed, including Amendment No.
93,° which sought to exclude lawyers from the definition of “debt relief agency.” In so doing, he
stated:

Mr. President, | appreciate the fact that we have had some opportunity to make a

few modest modifications at the end of this process. Obviously, | hoped for more,

but I do thank [several named Senators], who are working on a number of

changes and accepting a couple of amendments so we can move this process

through. The result will be that the next five votes on my amendments will not be

necessary, if this agreement is made. So | hope that causes the unanimous

consent agreement to go through.

151 Cong.Rec. S2462-3 (March 10, 2005).

The Intervenors argue that this record does not indicate that Sen. Feingold withdrew the
amendment due to lack of support but is “at least equally as consistent with an interpretation that
the amendment was withdrawn because Senator Feingold decided on further reflection that it
was redundant and unnecessary.” Brief of Intervenors, at 21. Clearly, however, Senator

Feingold introduced the amendment because he concluded, like the American Bar Association,

the Federal Bar Association, and the United States Trustee in this case, that the debt relief

> Amendment 93 is sometimes referred to as the “ABA Amendment” because it was, in
Sen. Feingold’s words, “strongly supported by the American Bar Association.” 151 Cong.Rec.
S2316 (March 9, 2005). Sen. Feingold also stated for the record that the amendment had the
strong support of the Federal Bar Association. Id.
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agency provisions of the bill did apply to attorneys,® and he did not want them to so apply.
Given his accompanying comments, the United States Trustee submits that it is highly unlikely
that the Senator withdrew the amendment because he decided on further reflection that it was
redundant and unnecessary.

Whatever Senator Feingold’s thoughts may have been, however, the official House
Judiciary Committee report on the bill makes it clear that Congress did intend for the debt relief
agency provisions to apply to attorneys. “‘[I]t is the official committee reports that provide the
authoritative expression of legislative intent ...”” In re Walton, 866 F.2d 981, 983 (8th Cir.1989),
quoting Zolg v. Kelly (In re Kelly ), 841 F.2d 908, 912 n. 3 (9th Cir.1988). Under the heading,
“Highlights of Bankruptcy Reforms,” the House Judiciary Committee report on the BAPCPA
provides, as follows:

Consumer Debtor Bankruptcy Protections. The bill's consumer protections

include provisions strengthening professionalism standards for attorneys and

others who assist consumer debtors with their bankruptcy cases. S. 256 mandates

that certain services and specified notices be given to consumers by professionals

and others who provide bankruptcy assistance. To ensure compliance with these

provisions, the bill institutes various enforcement mechanisms.’

H.R. Rep. No. 109-31(1), at 17 (April 8, 2005), reprinted in 2005 U.S.C.C.A.N. 88, 103.

® See note 1, supra.

" This language from the House Judiciary Committee report also conflicts with the
Intervenors’ contention, on page 3 of their brief, that Congress did not intend the debt relief
agency provisions to be consumer protection provisions but instead designed them to reduce the
number of bankruptcy filings “by making it especially difficult for poorer debtors to get
competent assistance to file a bankruptcy petition.” The Court will note that this contention by
the Intervenors also conflicts with their position that Congress did not intend for the debt relief
agency provisions to apply to attorneys.
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Congress’ use of the term “professionals™ in this paragraph is as revealing as its use of
the term “attorneys.” “Professional” is used as a term of art in the Bankruptcy Code to include
attorneys, not to exclude them, and Congress is presumed to draft legislation with an
understanding of existing law. See., e.g., 11 U.S.C. § 327(a) (trustee may employ “attorneys . . .
or other professional persons.”); 11 U.S.C. § 327(b) (“attorneys . . . or other professional
persons”); 11 U.S.C. § 328 (use of professional person in this section includes attorneys
employed under § 327(a)); 11 U.S.C. § 330(a) (same). Consequently, the legislative history of
the BAPCPA does establish that Congress intended the statutory definition of debt relief agency
to encompass attorneys.

I1l.  THE DEBT RELIEF AGENCY PROVISIONS OF THE BAPCPA DO NOT

CONFLICT WITH THE GEORGIA RULES OF PROFESSIONAL CONDUCT.

EVEN IF THERE WERE SUCH A CONFLICT, THE FEDERAL STATUTE

WOULD GOVERN.

The United States Trustee disagrees with the Intervenors’ contention that an attorney
cannot refer to him or herself as a debt relief agency without violating Rule 7.5(e) of the Georgia
Rules of Professional Conduct. Rule 7.5(e) permits an attorney in private practice to use a trade

name provided:

(1) the trade name includes the name of at least one of the lawyers practicing
under said name ...; and

(2) the trade name does not imply a connection with a government entity, with
a public or charitable legal services organization or [with] any other organization,
association or institution or entity, unless there is, in fact, a connection.

The term “debt relief agency” as used in the BAPCPA neither refers to nor implies a connection

with any existing organization, association or institution or entity. Rather, it is a generic term

16



defined, subject to certain enumerated exclusions not applicable here, to mean “any person who
provides any bankruptcy assistance to an assisted person in return for the payment of money or
other valuable consideration, or who is a bankruptcy petition preparer under section 110...."
11 U.S.C. § 101(12A). Consequently, a Georgia attorney providing bankruptcy assistance to an
“assisted person” would not violate Rule 7.5(e) by identifying him or herself as a debt relief
agency.

The United States Trustee likewise disagrees with Leiden & Leiden’s contention that the
requirement of 11 U.S.C. 8 527(d) that debt relief agencies retain for two years copies of the
notices required by § 527(a) conflicts with the requirement of Rule 1.6 of the Georgia Rules of
Professional Conduct that lawyers “maintain in confidence all information gained in the
professional relationship with a client ... “ A statutorily required notice to a client does not
equate to “information gained in the professional relationship with a client.”

If a conflict does exist between the state rule and the federal statute, however, then under
the Supremacy Clause of the United States Constitution the federal statute must control.® The
Supremacy Clause requires courts to follow federal, not state, law when Congress enacts a
federal statute within the realm of its constitutional authority. Barnett Bank of Marion County,

N.A. v. Nelson, 517 U.S. 25, 30 (1996). As the Supreme Court recently reiterated in Crosby v.

8 The Supremacy Clause of the United States Constitution mandates that “the Laws of
the United States . . . shall be the supreme Law of the Land; and the Judges in every State shall
be bound thereby, any Thing in the Constitution or Laws of any State to the Contrary
notwithstanding.” U. S. Const. art. VI, § 2. Thus, under the Supremacy Clause, federal
legislation can preempt state or local laws. See M'Culloch v. Maryland, 17 U. S. (4 Wheat.) 316,
327 (1819).
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Nat’l Foreign Trade Counsel, 530 U.S. 363, 372-73 (2000), inconsistent state laws must yield to
congressional enactments when one of two tests is met, regardless of whether Congress has
inserted a clause in legislation explicitly preempting state law. First, where Congress intends
federal law to occupy a given field, it preempts state law in that area. Crosby, 530 U.S. at 372-
73 (citations omitted). Second, even if Congress has not entirely displaced state regulation over
the matter in question, federal law still preempts state law to the extent that state law actually
conflicts with federal law. 1d. This occurs when it is impossible to comply with both state and
federal law, or when the state law stands as an obstacle to the accomplishment of the full
purposes and objectives of Congress. 1d. Accord Edgar v. MITE Corp., 457 U.S. 624, 631, 102
S.Ct. 2629, 2635 (1982); Cipollone v. Liggett Group, Inc., 505 U.S. 504, 516, 112 S.Ct. 2608,
2717 (1992).

The debt relief agency provisions clearly satisfy the second test because the Bankruptcy
Code supersedes state law when there is a conflict and because state law cannot stand as an
obstacle to the administration of bankruptcy cases as mandated by the Bankruptcy Code.
Sections 526 through 528 are part of a comprehensive and pervasive statutory scheme to address
the rights and obligations of debtors, creditors, and other persons involved in bankruptcy matters.
See, e.g., Sherwood Partners, Inc. v. Lycos, Inc., 394 F.3d 1198, 1201 (9th Cir. 2005)
(“Bankruptcy law [preempts inconsistent state law] because it occupies a full title of the United
States Code. It provides a comprehensive system of rights, obligations and procedures, as well
as a complex administrative machinery that includes a special system of federal courts and

United States Trustees.”). Bankruptcy is particularly federal because the Bankruptcy Clause of
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the Constitution, U. S. Const. art. 1, 8 8, cl. 4, grants Congress the power [t]o establish . . .
uniform Laws on the subject of Bankruptcies throughout the United States.” Congress has
exercised that power by enacting the Bankruptcy Code, 11 U.S.C. 8 101, et seq. Attorneys are
not excluded from the reach of federal bankruptcy laws. See, e.g., 11 U.S.C. § 327 (giving
courts rather than debtors and trustees control over selection of counsel to represent estate); 11
U.S.C. § 328 (allowing courts to approve or disapprove conditions of employment of counsel on
behalf of estate); 11 U.S.C. § 329 (allowing courts to evaluate the quality of services of debtors’
attorneys even where services were provided pre-bankruptcy); 11 U.S.C. 8 330 (allowing courts
rather than clients to determine whether, and how much, attorneys may receive for work
performed in representation of bankruptcy estate); 11 U.S.C. 8 503(b)(2) (deeming certain
attorneys fees eligible for payment as administrative expenses); and 11 U.S.C. 8 507 (dictating
the payment priority attorneys have vis-a-vis assets of the estate). Thus, sections 526 through
528 preempt Georgia law to the extent, if any, that Georgia law conflicts with them. Indeed,
section 526(d)(1) expressly provides that these sections will supersede state law to the extent that

they are inconsistent.’

° Section 526(d) provides as follows:

(d) No provision of this section, section 527, or section 528 shall —

(1) annul, alter, affect, or exempt any person subject to such sections from
complying with any law of any State except to the extent that such law is inconsistent
with those sections, and then only to the extent of the inconsistency; or

(2) be deemed to limit or curtail the authority or ability —

(A) of a State or subdivision or instrumentality thereof, to determine and enforce
qualifications for the practice of law under the laws of that State; or

(B) of a Federal court to determine and enforce the qualifications for the practice
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The United States Trustee submits, however, that the debt relief agency provisions of the
BAPCPA do not conflict with regulations of the Georgia Bar governing the admission of
attorneys to the practice of law, either in state court or federal court, and do not govern attorneys'
relationships with their clients in general. Rather, the new statutes at issue in this appeal require
specified disclosures by attorneys, and others, who give bankruptcy advice to debtors. But even
if there were a conflict in regard to such matters as the disclosures required under these statutes,
then Congress clearly crafted the legislation in such a way as to serve a bankruptcy purpose.
Consequently, this Court must give the legislation supremacy.

Finally, no “conflict” issue was properly raised before the Bankruptcy Court. The
Bankruptcy Court did not enter the Order in response to a challenge to Congress’ authority to
enact the debt relief agency provisions. Judge Davis did not determine that Congress lacked the
authority to apply the debt relief agency provisions of the BAPCPA to attorneys, but instead
determined sua sponte that Congress did not intend to do so. If the Intervenors determine that
they wish to challenge Congress’ authority to enact the provisions at issue in this appeal, they
must do so in a proceeding that satisfies the “case or controversy” requirement of Article 111 of

the United States Constitution.

CONCLUSION
For the foregoing reasons, the United States Trustee respectfully renews her request that

this Court either vacate or, in the alternative, reverse the Order from which this appeal is taken.

of law before that court.
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The United States Trustee does not believe oral argument will materially aid the
Court in determining this appeal but stands ready to participate at argument should
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No. 07-3534

No. 07-3537

In the

United States Court of Appeals
for the Sixth Circuit

Dennis Babcock, James Baske, Eric Evans, and George Henning,
Appellants,
V.
The Official Committee of Administrative Claimants,
Appellee.
On Appeal from the United States District Court

for the Northern District of Ohio
Eastern Division



JURISDICTIONAL STATEMENT

The United States Bankruptcy Court for the Northern District of Ohio had
subject matter jurisdiction under 28 U.S.C.§ 1334 and 157(b) over Mr. Dennis
Babcock’s motion asking it to dissolve a bankruptcy committee the United States
Trustee appointed under 11 U.S.C. § 1102(a)(1)." The bankruptcy court denied the
motion in an oral ruling on March 28, 2006. (B.R. 9217 Transcript, pg. 10, Apx. pg.
___).2 Mr. Babcock filed an appeal from the oral ruling on May 2, 2006. (D.R. 1
Appeal, Apx. pg. ). The bankruptcy court reaffirmed its denial in a written order
entered May 12, 2006. (B.R. 9289 Order Denying Motion, Apx. pg. _ ). Mr.
Babcock appealed this order. (See D.R. 9 Merit Brief, Apx. pg. ). The United States
District Court for the Northern District of Ohio had jurisdiction under 28 U.S.C. §

158(a) over Mr. Babcock’s appeals. In an opinion and order entered March 27, 2007,

'Mr. Babcock was joined in the motion by James Baske, Eric Evans, and
George Henning. (B.R. 9116 Motion to Dissolve, Apx. pg. ). Eachis a former
LTV employee sued by the bankruptcy committee under a court-authorized lawsuit
for losses sustained in operating LTV. (see D.R. 9 Merits Brief, pg. 1, Apx. pg. __;
B.R. 8942 Memorandum of Opinion and Order, Apx. pg. ). All four individuals
jointly appealed to the district court and are appellants in the current appeal. (see
D.R. 9 Merit Brief, Apx. pg. __ ). Each individual filed an administrative claim.
(B.R. 9100-9103 Administrative Expense Claims, Apx. pg. ). This brief, for
simplicity, refers to the joint appellants as “Mr. Babcock.”

This brief references the bankruptcy court record as “B.R.” It references the
district court record as “D.R.”



the district court dismissed Mr. Babcock’s appeals for lack of standing. (D.R. 31
Opinion and Order, pg. 8, Apx. pg. ). Mr. Babcock filed a timely notice of appeal
to this Court on April 20, 2007. (D.R. 33 Notice of Appeal, Apx. pg. ). This Court
has appellate jurisdiction under 28 U.S.C. § 158 (d)(1) over this appeal.

The bankruptcy court’s orders are final because they “finally dispose[] of

discrete disputes within the larger case.” In re Dow Corning Corp., 86 F.2d 482, 488

(6th Cir. 1996) (holding that partial denial of motions to transfer claims was final
order) (internal quotation omitted). The two orders were final because they finally
adjudicated the contested matter and determined the question of the committee’s right
to proceed. See 1-5 Collier on Bankruptcy 5.07 [1][b] (15th ed. rev.) (each contested

matter is a “discrete unit” for purposes of analyzing finality). See also In re Saco Dev.

Corp., 711 F.2d 441, 445 (1st Cir. 1983)) (noting the “uninterrupted tradition of
judicial interpretation in which courts have viewed a ‘proceeding’ within a bankruptcy

case as the relevant ‘judicial unit’ for purposes of finality”). Cf. Tiboni v. Cleveland

Trinidad Paving Co., 36 F.3d 533, 534 (6th Cir. 1994) (assuming jurisdiction without

discussing finality where district court’s order dismissed an action without prejudice

to reopening upon motion by either party).



STATEMENT OF THE ISSUE

Did the district court clearly err in finding Mr. Babcock lacked prudential
standing to appeal the bankruptcy court’s order denying his motion to dissolve the
committee of unsecured creditors?

STATEMENT OF THE CASE

This appeal challenges the district court’s dismissal of an appeal for lack of
prudential standing. The district court determined Mr. Babcock lacked prudential
standing to appeal the bankruptcy court’s order refusing to dissolve a bankruptcy
committee in the LTV Steel bankruptcy case, because he was not a person aggrieved
by the order. Because the district court dismissed on standing grounds, it did not pass
upon the substantive question whether the bankruptcy court erred in denying Mr.
Babcock’s motion to dissolve the committee.

LTV Steel Corporation filed a voluntary chapter 11 bankruptcy petition in
December 2000. In February 2003, the United States Trustee appointed the
bankruptcy committee that Mr. Babcock challenged. Neither Mr. Babcock nor anyone
else questioned the committee’s propriety at that time. More than two years later, in
April 2005, the committee filed a motion asking the bankruptcy court to allow it to sue
former directors and officers of LTV Steel, including Mr. Babcock, on behalf of the

LTV Steel estate. The court authorized the lawsuit in September 2005. Although he



was provided notice, Mr. Babcock did not object to the committee’s motion to sue
him, did not appear at the hearings on the motion, and did not appeal the order
authorizing the suit.

In September 2005, the committee filed a lawsuit that named Mr. Babcock and
others as defendants. In February 2006, Mr. Babcock filed a motion to dissolve the
committee. This was the first time that any party sought to dissolve or alter the
committee. The bankruptcy court denied Mr. Babcock’s motion in an oral bench
ruling in March 2006. In May 2006, the bankruptcy court issued a written order
reaffirming the denial. After Mr. Babcock appealed both, the district court dismissed
his appeals on the ground that Mr. Babcock lacked standing to appeal. This appeal
followed.

STATEMENT OF THE FACTS
I. Statutory Framework

In a chapter 11 case, “the United States trustee shall appoint a committee of
creditors holding unsecured claims and may appoint additional committees of
creditors or of equity security holders as the United States trustee deems appropriate.”
11 U.S.C. § 1102(a)(1). A committee appointed by the United States Trustee under
section 1102 may “investigate the acts, conduct, assets, liabilities, and financial

condition of the debtor, the operation of the debtor’s business . . . and any other matter



relevant to the case.” 11 U.S.C. § 1103(c)(2). In addition, a committee may perform
such other services as are in the interest of those represented.” Id. at (c)(5). Section
1109(b) of the Bankruptcy Code provides that “a creditors' committee . . . may raise
and may appear and be heard on any issue in a case under this chapter." 11 U.S.C. §
1109(b).

Congress has authorized the Attorney General to appoint twenty-one United
States Trustees, each to serve in a specific geographic region of the United States. See
generally 28 U.S.C. § 581 et seq. (establishing United States Trustee Program).
United States Trustees are senior Justice Department officials. 1d. They “supervise
the administration of cases and trustees” in all bankruptcy cases within his or her

region through a range of oversight responsibilities. 28 U.S.C. 8§ 586(a)(3). See

generally Morganstern v. Revco D.S. Inc. (In re Revco D.S., Inc.), 898 F.2d 498, 500
(6th Cir 1990) (explaining United States Trustees oversee the bankruptcy process,
protect the public interest, and ensure that bankruptcy cases are conducted according
to law). The United States Trustee may raise and may appear and be heard on any
issue in any case or proceeding under the Bankruptcy Code. 11 U.S.C. 8 307; see also
Revco, 898 F.2d at 499-500 (affirming the appellate standing of United States

Trustees).



II. Factual Background and Proceedings Below

LTV Steel Corporation filed a voluntary chapter 11 bankruptcy petition on
December 29, 2000. (See B.R. 9289 Order Denying Motion, pg. 2, Apx. pg. __). In
January 2001, the United States Trustee appointed a committee of unsecured creditors.
(B.R. 79 Notice of Appointment, Apx. pg. ___). That first-appointed committee
participated in the bankruptcy case for more than two years. (See B.R. 5485 Notice
of Disbandment, Apx. pg. _ )

After more than two years of attempted reorganization, LTV concluded it could
not devise a plan to reorganize as an ongoing business. For that reason, it filed a
motion to liquidate its chapter 11 estate on January 15, 2003. (B.R. 5114 Motion of
Debtor, Apx. pg. __). LTV informed the court that it did not have enough assets even
to pay the costs associated with administering its bankruptcy case, and informed the
court that no unsecured creditor would receive any compensation on any unsecured
claim. Id. The court accepted LTV’s proposal to liquidate its assets in chapter 11.
(B.R. 5286 Order Sustaining in Part Motion of Debtor, Apx. pg. _).

In light of these developments, on February 25, 2003, the United States Trustee

appointed a subsequent committee of unsecured creditors (the “committee”)’ under

*The committee referred to itself as the Official Committee of
Administrative Claimants, using the same label as in the notice of appointment
filed by the United States Trustee. (See D.R. 21 Brief of United States Trustee, pg.
7, Apx. pg. ). Itisundisputed that each member of the committee was an

6



the power granted by 11 U.S.C. § 1102(a)(1).* (B.R. 5365 Notice of Appointment,
Apx. pg. __). There was no opposition to the committee’s formation. The committee
had eleven members, each of whom held a prepetition unsecured claim. (B.R. 5374
Notice ofAmended Appointment, Apx. pg. __; B.R. 985 LTV Steel Schedule F, Apx.
pg. __). In March 2003, the United States Trustee disbanded the first-formed
committee. (B.R. 5485 Notice of Disbandment, Apx. pg. _).

The new committee performed a number of tasks in the LTV Steel case relating
to liquidation, settlement of claims, and resolution of appeals. Specifically, the
bankruptcy court authorized the committee to negotiate and agree on: 1) budgets for
liquidation expenses; 2) the timing and amount of interim distributions; 3) amounts
to be deposited in LTV’s post-dismissal accounts; 4) the timing and amount of final
distributions; and 5) modifications or amendments to any of the distribution
procedures. (B.R. 9217 Transcript, pgs. 4-5, Apx. pg. __). The committee also
brokered large settlements of administrative claims, including the United

Steelworkers’ claim. (B.R. 7493 Committee Statement, Apx. pg. __). In addition, the

unsecured creditor who, in addition to this prepetition claim, held an administrative
expense claim. (B.R. 9217 Transcript, pg. 6, ApX. pg. _ ).

‘In a chapter 11 case, “the United States trustee shall appoint a committee of
creditors holding unsecured claims and may appoint additional committees of
creditors or of equity security holders as the United States trustee deems
appropriate.” 11 U.S.C. § 1102(a)(1).



committee obtained court authorization to settle numerous avoidance actions. (B.R.
7201 Committee Report, Apx. pg. __). Italso brokered an inter-company settlement,
(See B.R. 6967 Findings of Fact and Conclusions of Law, pg. 11, Apx. pg. ___ ) and
actively participated in settling appeals related to allocation and the liquidation order.
(B.R. 7071 Joint Motion, Apx. pg. __).

On April 14, 2005, the committee filed a motion for leave to commence and
prosecute alawsuit against certain LTV directors and officers, including Mr. Babcock,
on behalf of the LTV bankruptcy estate. (B.R. 8704 Motion, Apx. pg. __). LTV
provided Mr. Babcock with a copy of this motion. (see B.R. 9218 Transcript, pg. 13,
Apx.pg. ).

Mr. Babcock did not appear at the hearings on the motion to allow the
committee to sue him. Nor did he object to the motion. Although the bankruptcy
court never ruled on the issue, Mr. Babcock’s counsel has subsequently suggested Mr.
Babcock did not exercise these rights because he assumed LTV would adequately
represent his interests. Id. at 14. No one else objected to the committee’s proposed
lawsuit. Some creditors filed motions supporting it. (B.R. 8942 Memorandum of
Opinion and Order, pg. 47, Apx. pg. __).

On September 2, 2005, the bankruptcy court granted the committee’s motion

to sue Mr. Babcock. Id. The court concluded a successful lawsuit by the committee



could yield a recovery of more than $100 million for the benefit of the estate. Id. at
pg. 4. Because LTV projected approximately $66 million of administrative claims,
such a recovery would mean $44 million of the $100 million recovery could be
available for unsecured creditors who otherwise will receive nothing. (D.R. 21 Brief
of Appellee United States Trustee, pg. 8, Apx. pg. __) . Mr. Babcock did not appeal
the order authorizing the committee’s lawsuit.

On September 13, 2005, the committee filed a complaint in United States
District Court against Mr. Babcock and other defendants, alleging breach of fiduciary
duties, negligence, and corporate waste. Complaint, United States District Court,
Northern District of Ohio, Case No. 05-CV-2158; See Mr. Babcock’s Opening Brief
(“BOB”) at pg. 9.

Mr. Babcock has incurred no defense costs related to the committee’s lawsuit
against him. (D.R. 18 Opposition to Motion to Dismiss, Ex. A., pg. 4, Apx. pg. _).
Instead, his costs have been fully covered by a trust established for former LTV

officers, directors, and managers.’ 1d.

SMr. Baske’s costs are also covered by the trust and Mr. Baske is covered by
LTV Steel’s Directors and Officers (“D&O”) liability insurance. See Mr.
Babcock’s Opening Brief (“BOB”), pg. 18. Mr. Evans and Mr. Henning are
covered by D&O insurance. Id. at pg. 10.

Mr. Baske, Mr. Evans, and Mr. Henning are former LTV officers. See BOB
at pg. 6. Although Mr. Babcock claims that he is not a former LTV director or
officer, see BOB at pg. 6, that is a question of fact not before this Court. Mr.

9



In early 2006, Mr. Babcock asked the bankruptcy court to grant him the status
of an administrative claimant. (B.R.9100-9103 Administrative Expense Claims, Apx.
pg. __). He commenced that process by filing administrative expense claims seeking
reimbursement and indemnification for his defense against the committee’s complaint.
Id.; See also 11 U.S.C. § 503(a). Administrative expense claims may only be allowed
after notice and a hearing. See 11 U.S.C. § 503(b). The bankruptcy court has not yet
ruled on Mr. Babcock’s request to be deemed an administrative claimant. Nor has a
hearing on his request been held. See id.

On February 9, 2006 — almost three years after the committee was appointed
without any objection — Mr. Babcock filed a motion to dissolve the committee on the
ground that the committee had not been properly appointed. (B.R. 9116 Motion to
Dissolve, Apx. pg. __). The United States Trustee objected, as did the committee and
various administrative claimants. (see B.R. 9218 Transcript, pgs. 18-19, Apx. pg. __;
B.R. 9149 Objection by Committee, Apx., pg. __; B.R. 9150 Objection by Liquidity
Solutions, Inc., Apx., pg. __; B.R. 9175 Objection by Hunter Corp., Apx. pg. __).
ITII. The Bankruptcy Court’s Decision

On March 28, 2006, the bankruptcy court entered an oral ruling denying Mr.

Babcock requested coverage under LTV’s D&O policy. (D.R. 18 Opposition to
Motion to Dismiss, Ex. A, pg. 4, Apx. pg. _ ). He was initially denied coverage by
the insurer. 1d.

10



Babcock’s motion to dissolve the committee. (B.R. 9217 Transcript, Apx. pg. __).
The bankruptcy court found it “undisputed” that due process was met regarding the
appointment of the committee because a notice of appointment had been issued to all
entitled parties. Id. at pg. 5. The bankruptcy court also concluded the appointment
was lawful. Id. at pgs. 5-6. The court, alternatively, ruled that law of the case
doctrine and laches each barred Mr. Babcock from seeking dissolution of the
committee. Id. at pg. 9.

On May 12, 2006, the bankruptcy court entered a written order reaffirming the
oral ruling. (B.R. 9289 Apx.pg.__). The written order found that the committee had
been “quite effective” in representing the interests of the administrative claimants and
the estate generally, and that dissolution “would clearly be prejudicial to the
committee, the Debtor’s estate, creditors and claimants.” Id. at Finding of Fact S.

Mr. Babcock appealed both the oral ruling and the written order. On June 6,
2006, the committee filed a motion to dismiss the appeals, arguing that Mr. Babcock
lacked prudential standing. (D.R. 10 Motion to Dismiss, Apx. pg. __). On July 14,
2006, the United States Trustee filed an appellee brief agreeing that the appeals should
be dismissed for lack of prudential standing. (D.R. 21 Brief of United States Trustee,
Apx. pg. __). On September 1, 20006, the district court consolidated the appeals.

(D.R. 28 Stipulation and Order to Consolidate, Apx. pg. _).

11



IV. The District Court’s Decision

On March 27,2007, the district court granted the committee's motion to dismiss
Mr. Babcock’s two appeals for lack of prudential standing. (D.R. 31 Opinion and
Order, pg. 8, Apx. pg. __). The court found Mr. Babcock lacked prudential standing
because was not a person aggrieved by the underlying orders, a prerequisite one must
satisfy to have appellate standing in a bankruptcy case. 1d. at pgs. 5-6. The court also
found that bestowing appellate standing upon Mr. Babcock “would serve to encourage
the filing of frivolous motions in order to confer appellate standing.” Id. at pg. 6.

In dismissing Mr. Babcock’s appeal, the district court specifically held that Mr.
Babcock’s status as a civil defendant in a lawsuit does not give him standing to appeal
the denial of the motion to dissolve. Id.°

In dismissing the appeal, the district court found Mr. Babcock was not injured
by his inability to appeal because he had “the unimpaired right and ability to raise all
available defenses’ against the committee’s complaint in the actual case being brought
against him. Id. Although Mr. Babcock claimed to suffer a financial burden in
defending against the committee's complaint, the district court found that defense

costs were covered by a court-approved trust established by LTV that is segregated

0On this point, the court followed its prior decision in Moran v. Official
Comm. of Admin.Claimants, No 1: 05CVv2285 (N.D. Ohio Nov. 8, 2006),
available at 2006 WL 3253128 (dismissing appeal by former LTV officer of
bankruptcy court’s September 2005 order authorizing the committee’s lawsuit).

12



from estate assets. Id. Finally, the court rejected Mr. Babcock's argument that the
committee's complaint negatively impacted his credit, concluding that a potential
inability to obtain credit in the future is “too speculative” to constitute the adverse
financial effect necessary to satisfy the prudential standing parties must meet in
bankruptcy appeals. Id. at pgs. 6-7.

The district court also rejected Mr. Babcock's argument that he possessed
“public interest” standing that overcame any lack of person aggrieved prudential
standing. Id. at pg. 7. The court found that Mr. Babcock was not an individual the
law recognized as “[one authorized to] safeguard[] the public interest.” 1d. The court
found Mr. Babcock instead “championed” only ““a very private interest in derailing the
litigation instituted on behalf of the LTV bankruptcy estate.” 1d.

The district court next rejected Mr. Babcock’s arguments that his alleged status
as a “party in interest” under 11 U.S.C. § 1109(b) conferred standing to appeal. Id.
The district court held that even if Mr. Babcock was a party in interest, that was not
equivalent to a person aggrieved who possessed prudential standing to appeal a
bankruptcy court order. Id.

Finally, the district court found any potential harm suffered by Mr. Babcock
arose not from the orders he was appealing but from the bankruptcy court’s September

2005 order authorizing the committee to commence the lawsuit. Id. The district court

13



noted that Mr. Babcock neither opposed or appealed that order, nor did he object to
the committee’s motion to commence the litigation, and he did not even appear at
hearings on the motion. Id. This led the district court to conclude Mr. Babcock’s
appeal was an “untimely, inappropriate attempt to challenge the authorization” of the
committee to pursue its lawsuit against Mr. Babcock. Id. at pg. 8.

On April 20, 2007, Mr. Babcock timely appealed the district court’s order
dismissing his appeal. (D.R. 33 Notice of Appeal, Apx. pg. _).

SUMMARY OF ARGUMENT

1. The district court properly dismissed Mr. Babcock’s appeal for lack of
prudential standing. This Court and ten other circuits require parties to possess more
than Article III standing to appeal a bankruptcy court order.” They must also possess

person aggrieved prudential standing. In re Troutman Enters., Inc., 286 F.3d 359, 364

(6th Cir. 2002). This Court has ruled this sets a very high appellate bar, one that

requires an appellant to establish that it has been “directly and adversely affected

"See Fidelity Bank, Nat’l Ass’n, 77 F.3d 880, 882 (6th Cir. 1996); accord
Spenlinhauer v. O’Donnell, 261 F.3d 113, 117-18 (1st Cir. 2001); Kane v. Johns-
Manville Corp., 843 F.2d 636, 641-42 (2d Cir. 1988); In re Combustion Eng’g,
Inc., 391 F.3d 190, 214-15 (3d Cir. 2004); In re Urban Broad. Corp., 401 F.3d 236,
243-44 (4th Cir. 2005); In re Coho Energy, Inc., 395 F.3d 198, 202-03 (5th Cir.
2004); Depoister v. Mary M. Holloway Found., 36 F.3d 582, 585 (7th Cir. 1994);
Hartman Corp. of Am. v. United States, 304 F.2d 429, 431 (8th Cir. 1962); In re
P.R.T.C., Inc., 177 F.3d 774, 777 (9th Cir. 1999); In re Am. Ready Mix, Inc., 14
F.3d 1497, 1500 (10th Cir. 1994); In re Westwood Cmty. Two Ass’n, Inc., 293
F.3d 1332, 1334-36 (11th Cir. 2002).
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pecuniarily by the order.” Id. (quoting Fidelity Bank, 77 F.3d at 882).

The court below ruled Mr. Babcock did not possess prudential standing, a
determination this Court reviews under a clear error standard. The court below did
not commit clear error by dismissing Mr. Babcock’s appeal. Mr. Babcock is only a
civil defendant in another case. This Court’s jurisprudence supports the conclusion,
and three other circuits have held, that bankruptcy court orders merely exposing
parties to potential liability in other proceedings are not appealable by these parties.

See Fidelity Bank, 77 F.3d at 883 (holding that an order that may subject appellants

to future litigation ““is remote and consequential rather than direct and immediate, and
thus insufficient to confer standing”).® The order challenged by Mr. Babcock in no
way impaired his ability to defend against the actual lawsuit brought against him. Mr.
Babcock is free to mount any and all challenges in that suit.

2. If this Court were to conclude the district court clearly erred in deciding Mr.
Babcock lacks standing to appeal, this Court should remand to the district court for

consideration of the merits of his appeal. See, e.g., In re Westwood Cmty. Two Ass’n,

Inc., 293 F.3d 1332, 1338 (holding that appellant was person aggrieved, reversing

district court order dismissing appeal, and remanding to district court for further

8See also Travelers Ins. Co. v. H.K. Porter Co., 45 F.3d 737, 743 (3d Cir.
1995); In re El San Juan Hotel, 809 F.2d 151, 155-56 (1st Cir. 1987); In re
Fondiller, 707 F.2d 441, 443 (9th Cir. 1983).
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proceedings); In re Clark, 927 F.2d 793, 797 (4th Cir. 1991) (holding that United
States Trustee had standing to appeal dismissal of its motion, reversing decisions of
district court and bankruptcy court, and remanding to district court for remand to
bankruptcy court for consideration of the merits of the motion. _Nichols v.

Muskingum College, 318 F.3d 674, 676 (6th Cir. 2003) (reversing district court

decision dismissing claim for lack of subject matter jurisdiction, and remanding for
consideration of the merits of the claim).
3. Although Mr. Babcock specifically asks this Court to remand so the district
court can consider the merits of his appeal, he also inconsistently devotes a large part
of his brief to arguing multiple merits issues. This Court should not address these
issues at this juncture. Should this Court reach them, they should be rejected.
STANDARD OF REVIEW
Whether an appellant has standing to appeal under the person aggrieved

standard is a question of fact that the district court decides. Fidelity Bank, 77 F.3d at

882. This Court reviews that finding for clear error. Troutman Enters., 286 F.3d at

363. Clear error review is a ‘“deferential” standard of review. United States v.

Watford, 468 F.3d 891, 906 (6th Cir. 2006). Reversal is proper only if this Court has
“the definite and firm conviction that a mistake has been committed.” Tran v.

Gonzales, 447 F.3d 937, 943(6th Cir. 2006) (internal quotation omitted).
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In reviewing a bankruptcy court’s decision, this Court reviews its legal

conclusions de novo. Troutman Enters., 286 F.3d at 363.

ARGUMENT
I. The district court did not commit clear error in holding that Mr. Babcock’s
status as a civil defendant did not give him prudential standing to appeal the
bankruptcy court’s order refusing to dissolve the LTV bankruptcy committee.

A. The district court did not commit clear error in deciding that Mr.
Babcock is not sufficiently affected by the bankruptcy court’s order to possess
person aggrieved standing to appeal it.

1. The district court did not clearly err in dismissing Mr. Babcock’s appeal for
lack of standing because Mr. Babcock did not meet the stringent person aggrieved
standard that governs bankruptcy appellate standing. As the district court explained,
prudential standing in bankruptcy cases is more stringent than Article 111 standing.

(D.R. 31 Opinion and Order, pg. 4, Apx. pg. __). See Troutman Enters., 286 F.3d at

364 (“Appellate standing in bankruptcy cases is more limited than Article III
standing.”). Under Article 111, a party may establish standing by demonstrating that
he has suffered a concrete injury-in-fact that is fairly traceable to the defendant's
allegedly improper conduct and that is likely to be redressed by a favorable decision.

See Fieger v. Ferry, 471 F.3d 637, 643 (6th Cir. 2006).
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By contrast, a bankruptcy appellant must show more — that he is a person

aggrieved. Fidelity Bank, 77 F.3d at 882. To qualify as a person aggrieved, a litigant
must have “a financial stake in the bankruptcy court’s order” and “must have been
directly and adversely affected pecuniarily” by the challenged order. 1d.

Mr. Babcock’s only status in the LTV bankruptcy case is as a civil defendant
being sued by the committee on behalf of the estate.’ But this Court has indicated, as
have the United States courts of appeals for the First, Third, and Ninth Circuits, that
such civil defendants lack person aggrieved prudential standing to appeal orders
outside the lawsuit they are defending.

2. In Fidelity Bank, for example, this Court ruled a party’s status as a potential

civil defendant did not give it person aggrieved standing. _Id. at 882 (rejecting
appellant’s argument that it had standing because the order would subject it to
defending future litigation). Such an order “does not impair” the ability of civil
defendants “to defend themselves” in future suits, because they will retain all available

defenses. 1d.

*Mr. Babcock has sought the status of an administrative claimant, but his
claim has not been approved. (B.R. 9100-9103 Administrative Expense Claims,
Apx. pg. ). Even if Mr. Babcock held a bona fide administrative claim, Mr.
Babcock’s brief makes no argument that this helps render him a person aggrieved.
Instead, Mr. Babcock argues only that his alleged status as an administrative
claimant makes him a “party in interest” under 11 U.S.C. § 1109(b). BOB at pgs.
20-23.
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Like the appellant who lacked prudential standing in Fidelity Bank, Mr.

Babcock’s status as a civil defendant is too remote to give him person aggrieved
prudential standing, especially when he retains the full ability to defend himself in the
lawsuit. At a minimum, the district court did not commit clear error in making that
determination.

Also like the Fidelity Bank appellant, Mr. Babcock as a civil defendant must

restrict himself to litigating his issues with the lawsuit within that lawsuit. There is

nothing unfair in that. He is free to mount any and all challenges to the litigation
against him. He can raise affirmative defenses. He can seek dismissal of the suit. He
can move for summary judgment. He can appeal an adverse judgment. But he cannot
shortcut that process and manufacture appellate review by moving to dissolve the
plaintiff and appeal the bankruptcy court’s refusal to grant that relief. See In re Monus,
63 Fed. Appx. 215 (6th Cir. 2003) (unpublished decision) (so holding).

The district court’s decision here draws support from a decision of the

Bankruptcy Appellate Panel of the Sixth Circuit. In re First Cincinnati, Inc., 286 B.R.

49 (6th Cir. BAP 2002) . There, the appellate panel also held that a potential civil
defendant lacks person aggrieved prudential standing. Id. at 54 (holding even a
bankruptcy court order authorizing litigation against a party does not give that civil

defendant standing to appeal the order).
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3. Thedistrict court’s ruling in this case is also fully consistent with the rulings
of the Third, Ninth, and Tenth Circuits, each of which ruled litigants like Mr. Babcock
lack standing to challenge a bankruptcy court order, whenever such an order exposes

them to liability in another proceeding. See Travelers Ins. Co. v. H.K. Porter Co., 45

F.3d 737, 743 (3d Cir. 1995) (holding that “a potential defendant in [a separate]
adversary proceeding” lacks standing to appeal an order reinstating claims against

debtor); In re El San Juan Hotel, 809 F.2d 151, 155-56 (1st Cir. 1987) (holding a

potential civil defendant lacks prudential standing to appeal from an order granting

the United States leave to sue him); In re Fondiller, 707 F.2d 441, 443 (9th Cir. 1983)

(holding that appellant was not a person aggrieved as a potential civil defendant from

an order appointing special counsel); see also In re Alpex Computer Corp., 71 F.3d

353, 354, 358 (10th Cir. 1995) (holding that appellant’s “status as a defendant in a
[separate] civil suit” did not render it a “party in interest” with standing to move to
reopen a chapter 11 bankruptcy case).

The First Circuit's decision in San Juan Hotel, 809 F.2d at 151, is particularly

instructive. The bankruptcy court in San Juan Hotel issued an order authorizing the

United States to bring suit against a former bankruptcy trustee for breach of fiduciary
duty. See id. at 153. The former trustee sought to appeal the order authorizing suit

against him. See id. The First Circuit held that he lacked standing, because the
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bankruptcy court's order had “‘no direct and immediate impact on [his] pecuniary
interests,”” but only exposed him to future litigation. See id. at 155-56 (appellant's
“‘only demonstrable interest in the order [was] as a potential party defendant in an
adversary proceeding’”) (quoting Fondiller, 707 F.2d at 443). The court recognized
that the “former trustee [did] have an interest in defending himself against liability, but

the order in question [did] not prevent [him]” from doing that, because he could assert

any claims or defenses in the separate suit. See San Juan Hotel, 809 F.2d at 155.

4. This Court’s ruling in Fidelity Bank that a party’s exposure to liability in

another proceeding is insufficient to confer prudential standing is fully consistent with

this Court’s other prudential standing holdings. Inre L..T. Ruth Coal Co. supports the

conclusion that a civil defendant like Mr. Babcock cannot appeal an order that merely
exposes him to potential liability in another proceeding. 803 F.2d 720, *3 (6th Cir.
1986) (unpublished disposition) (holding a party lacked prudential standing to appeal
an order sanctioning deficiency judgment for which the party could be liable). In re
Monus supports the conclusion that an order preserving a party’s full rights in outside
civil proceedings, as in Mr. Babcock’s case, will not render the party a person
aggrieved. 63 Fed. Appx. 215 (6th Cir. 2003) (unpublished decision) (holding a party
lacked prudential standing to appeal a tax settlement order that allowed the party to

challenge the tax assessment in separate civil proceedings).
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Where this Court has recognized that an appellant had prudential standing to
appeal a bankruptcy court order, it has done so where there is a far stronger interest
than Mr. Babcock’s stake as a civil defendant in another proceeding. This Court held
that investors have standing to appeal orders approving and finalizing a plan for
distributing proceeds, because they “have a clear financial stake” in the challenged

orders. SEC v. Basic Energy & Affiliated Res.. Inc., 273 F.3d 657, 665 (6th Cir. 2001)

(applying bankruptcy person aggrieved standard in receivership case). SEC is in

harmony with other circuit case law that found standing to appeal from bankruptcy

court orders transferring significant estate assets. See, e.g., In re P.R.T.C. Inc., 177
F.3d 774, 779 (9th Cir. 1999) (holding that creditor is person aggrieved from order
transferring the bankruptcy estates’ only significant assets). Although Mr. Babcock
cites P.R.T.C. to support his claim of standing, see AOB 23, the P.R.T.C. order is far
different from the order that he appealed, which simply permitted a committee
appointed more than three years earlier to continue operations, including prosecuting
a lawsuit that the committee commenced with court approval and without appearance,
objection, or appeal by Mr. Babcock.

5. The facts of this case reveal how remote and speculative Mr. Babcock’s
interest is in the order he appealed. Any future financial impact that Mr. Babcock may

experience will not be the direct result of the order he challenges, but instead would
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depend on a separate judgment that might issue in his civil case. He could appeal that
order. But he lacks standing to appeal this one. See Travelers, 45 F.3d at 741
(appellant lacked standing because its interest was “too remote and contingent to
satisfy the standing requirement[s] of bankruptcy appeals”). Indeed, Mr. Babcock is
not even incurring defense costs. These are being paid by a trust using non-estate
funds, and insurance may cover any liability he ultimately incurs. (D.R. 18 Opposition
to Motion to Dismiss, Ex. A., pg. 4, Apx. pg. __); supra n.5.

6. Mr. Babcock’s appeal is exactly the type of appeal the person aggrieved rule
is designed to prohibit. The person aggrieved standard exists to avoid unreasonable
delays and promote efficiency in bankruptcy proceedings, which often involve a
“myriad of parties indirectly affected by every bankruptcy court order.” In re

Combustion Eng’g, Inc., 391 F.3d 190, 215 (3d Cir. 2004) (internal quotation omitted);

see also First Cincinnati, 286 B.R. at 51 (the person aggrieved rule “is [designed] to

prevent marginally interested parties from litigating satellite issues up and down the
appellant [sic] chain while the bankruptcy case stalls out and neither creditors nor
debtors receive the relief intended by the Code”).

Mr. Babcock’s appeal is inappropriate under this standard, because he has no
interest in the bankruptcy proceedings. Instead, he would delay administration of this

case and drain estate resources in litigating his outside interest as a civil defendant.
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Mr. Babcock’s only alleged financial stake in the LTV bankruptcy estate is his self-
professed administrative claim for his defense costs against the committee’s suit. (B.R.
9100-9103 Administrative Expense Claims, Apx. pg. __). Moreover, the order Mr.
Babcock appeals does not even affect this alleged stake: the order does not increase his
burden of establishing his administrative claim or impair his rights to assert this
interest. The order Mr. Babcock appealed simply permitted the committee to continue
operating, as it had for more than three years without any challenge. Mr. Babcock
seeks to undermine the legitimate efforts of a committee to bring value to the LTV
bankruptcy estate.

7. Even assuming Mr. Babcock’s potential liability in the separate civil lawsuit
were somehow sufficient to confer prudential standing to appeal the order that exposed
him to liability,'® Mr. Babcock failed to appeal that order — the order authorizing the
suit against him. Therefore, he cannot relitigate through this appeal after declining the
earlier opportunity. The district court correctly recognized that Mr. Babcock’s appeal
was untimely and inappropriate given his failure to participate earlier. (D.R. 31

Opinion and Order, pg. 8, Apx. pg. __).

“But even that order did not require that Mr. Babcock pay any money to the
LTV Steel estate, and did not adjudicate any of Mr. Babcock’s rights or obligations
relating to the LTV Steel bankruptcy or the separate lawsuit. (B.R. 8942
Memorandum of Opinion and Order, Apx. pg. __). Nor did it directly dispose of
any bankruptcy assets in which Mr. Babcock may claim any interest. Id.
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Mr. Babcock has no right here to litigate an already-decided issue for three
separate and distinct reasons. First, Mr. Babcock is barred by the reasoning this Court

employed in In re Pioneer Investment Servs. Co. There, a party received actual notice

of a pending motion, but did not file any objection, participate in the hearing, or appeal
the resulting order directly. 21 F.3d 428 at *3 (6th Cir. 1994) (unpublished decision).
Instead, the party filed a Rule 60(b) motion several months after the order was issued.
Id. This Court rejected this challenge to the order, holding that the party “attempts
nothing other than to relitigate issues already properly decided, and to have the courts
examine the substance and validity of [an] order it never bothered properly to challenge
or appeal.” Id. at *4.

Similar to Pioneer Investment, Mr. Babcock had notice of the proceedings

leading to the order authorizing the lawsuit, but chose not to object to the committee’s
motion, participate in the hearing, or appeal the order directly. Instead, more than five
months after the order, Mr. Babcock attempted to relitigate an issue that was already
properly decided — the propriety of the committee’s lawsuit against him — and to make
the bankruptcy court re-examine an order he never properly challenged.

Second, collateral estoppel bars Mr. Babcock’s attempt to relitigate the issue of
the committee’s authority to sue him, even if he would otherwise have standing to

appeal the order authorizing the suit. Collateral estoppel dictates that once a court has
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decided an issue of fact or law necessary to its judgment, that decision may preclude
relitigation of the issue in an action on a different cause of action involving a party to

the first case. See In re Commonwealth Inst. Secs., Inc., 394 F.3d 401, 405 (6th Cir.

2005). Here, the bankruptcy court’s order authorizing the suit necessarily decided that
the committee was properly appointed. Mr. Babcock was fully apprised of the
proceedings leading to the order and had a full and fair opportunity to litigate.
Finally, Mr. Babcock’s failure to promptly appeal the order authorizing the
lawsuit constitutes laches barring him from belatedly litigating the same issue in this
appeal, even if he had prudential standing to appeal the earlier order. See Cont’l Can

Co. v. Graham, 220 F.2d 420, 423 (6th Cir. 1955) (“The bankruptcy court is conducted

upon principles of equity and equity will not aid those who have slept upon their
rights.”).

B. Mr. Babcock’s general status as a “party in interest” that can
participate at the bankruptcy courtlevel is insufficient to satisfy the requirement
that he also possess person aggrieved prudential standing in order to appeal
bankruptcy court orders.

1. Even assuming Mr. Babcock is a “party in interest” under 11 U.S.C. §
1109(b), that status does not absolve Mr. Babcock — or the myriad of others who want

to appeal bankruptcy court orders — from meeting the additional requirement that they
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possess person aggrieved prudential standing.!' See, e.g., Combustion Eng’g, 391

F.3d at 217 (holding that person aggrieved standard, not party in interest standard,

determines bankruptcy appellate standing); Westwood Cmty. Two, 293 F.3d at

1336-37 (holding that committee had appellate standing because it was person
aggrieved, not because it appeared as party in interest in bankruptcy case); P.R.T.C.,
177 E.3d at 778 (“[A] creditor has no independent standing to appeal an adverse
decision regarding a violation of the automatic stay.”) (internal quotation omitted) In

re Am. Ready Mix, Inc., 14 F.3d 1497, 1502 (10th Cir. 1994) (rejecting argument that

section 1109(b) provides standing to appeal); Kane v. Johns-Manville Corp., 843 F.2d
636, 642 (2d Cir. 1988) (“[A] party to the bankruptcy proceedings is permitted to

appeal a particular order only if the order directly affects his pecuniary interests.”)."

"Section 1109(b) provides that “[a] party in interest, including the debtor,
the trustee, a creditors' committee, an equity security holders' committee, a
creditor, an equity security holder, or any indenture trustee, may raise and may
appear and be heard on any issue in a case under this chapter.”

2A leading bankruptcy treatise discusses why this is so:

It might be said that all creditors and the debtor are parties to every
order entered in a bankruptcy proceeding. However, that does not help
in determining which parties have standing to take an appeal. If such
reasoning were employed, the result would be a rule that any party
who is involved either directly, indirectly or tangentially in the
bankruptcy proceeding has the power to appeal from almost any order
entered by the bankruptcy judge.

10 Collier on Bankruptcy § 8001.05, p. 8001-11 (Lawrence P. King ed., 15th ed.
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2. Nor do the cases Mr. Babcock cites support his novel argument that the
circuits’ rigorous prudential standing requirement evaporates whenever someone is

a party in interest who can participate at the bankruptcy court level. See BOB pgs. 210

23. In Inre Caldor Corp., 303 F.3d 161, 176 (2d Cir. 2002), for example, the Second
Circuit held that a party had the right to intervene in adversary proceedings before the
bankruptcy court. This is not akin to the right to appeal to the district court,

something the Second Circuit has recognized in Johns-Manville Corp., 843 F.2d at

642 (holding “a party to the bankruptcy proceedings is permitted to appeal a particular
order only if the order directly affects his pecuniary interests”). Mr. Babcock also

cites Southern Pacific Transp. Co. v. Voluntary Purchasing Groups, Inc., 227 B.R.

788, 792-93 (E.D. Tex. 1998). BOB at 22. But Southern Pacific merely held that a

party aggrieved had the right under section 1109(b) to be heard as an appellee in an
appeal brought by another party. Id. at 793. The court conducted both analyses
because it stated that it was unclear that the person aggrieved inquiry governed

whether a party may be an appellee. Id. at 790. Applying Southern Pacific’s

reasoning, Mr. Babcock’s appeal would be analyzed under the person aggrieved

framework. Under this framework, he has no standing.

1998).
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II.  Should this Court rule that Mr. Babcock possesses prudential standing,
this Court should remand so the district court can address the merits of

Mr. Babcock’s appeal.

If this Court were to conclude that the district clearly erred by holding that Mr.
Babcock lacks standing, this Court should remand to the district court for
consideration of the merits of Mr. Babcock’s appeal. Because the district court
dismissed on standing grounds, it did not reach any merits issues. (D.R. 31 Opinion
and Order, Apx. pg. _ ). If the standing order were reversed, the case should be

remanded to reach the merits. See Westwood Cmty Two, 293 F.3d at 1338 (holding

that appellant was person aggrieved, reversing district court order dismissing appeal,
and remanding to district court for further proceedings); In re Clark, 927 F.2d at 797
(holding that United States Trustee had standing to appeal dismissal of its motion,
reversing decisions of district court and bankruptcy court, and remanding to district
court for remand to bankruptcy court for consideration of the merits of the motion);

see also_Muskingum College, 318 F.3d at 676 (reversing district court decision

dismissing claim for lack of subject matter jurisdiction, and remanding for

consideration of the merits of the claim); Smith v. City of Cleveland Heights, 760 F.2d

720, 724-25 (6th Cir. 1985) (holding that appellant had standing, reversing judgment

of the district court dismissing action, and remanding for further proceedings on the
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merits).
III. Mr. Babcock’s merits arguments are inappropriate and unpersuasive.

Although Mr. Babcock himself asks that this Court remand so the district court
can consider the merits of his appeal, See BOB at pg. 40, he inconsistently presses
arguments before this Court spanning ten pages of his brief. Because Mr. Babcock
briefs two merits issues in his opening brief, the United States Trustee briefly
responds in the event the Court should choose to address them.

A.  Mr. Babcock’s Due Process Argument Lacks Merit.

Mr. Babcock contends the committee’s appointment violated due process,
because it was formed to sue on behalf of administrative claimants without a finding
as to its adequacy of representation. See BOB at pg. 4. This argument is both legally
incorrect and factually inaccurate.

As the Supreme Court has noted, representative litigation commenced for the
benefit of the bankruptcy estate is separate from that governed by Rule 23.
“[R]epresentative damages litigation is common - from class actions under
Fed.R.Civ.P. 23(b)(3) to suits by trustees representing hundreds of creditors in
bankruptcy to parens patriae actions by state governments to litigation by and against

executors of decedents' estates.” United Food and Commercial Workers Union Local

751 v. Brown Group, Inc., 517 U.S. 544, 557 (1996) (quoting with approval In re Oil
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Spill by the Amoco Cadiz Off the Coast of France on Mar. 16, 1978, 954 F.2d 1279,

1319 (7th Cir. 1992) (per curiam)). See also Glanton ex rel. ALCOA Prescription

Drug Plan v. AdvancePCS Inc., 465 F.3d 1123, 1126 (9th Cir. 2006) (“Trustees and

executors . . . have a stake in the litigation because they are acting on behalf of the
estate, which owns the claims being litigated.”).

The law permits representative lawsuits in a wide variety of contexts that render
Federal Rule of Civil Procedure 23 inapplicable, and this lawsuit is no exception. It
is an action on behalf of the LTV Steel bankruptcy estate, rather than a class action.
Here, the committee had a proper stake in the litigation because it was acting with
court-approved standing on behalf of the LTV Steel estate, which owns the claims
being litigated. A successful lawsuit could bring millions of dollars to unsecured
creditors and to administrative claimants.

Mr. Babcock’s argument would absurdly require that corporations and trustees
suing on behalf of the bankruptcy estate go through class-action certification
procedures. As debtor-in-possession, LTV Steel had broad powers including the
statutory authority to sue as the representative of the estate. See 11 U.S.C. § 1107(a),

11 U.S.C. § 323(a),(b); Commodity Futures Trading Com’n v. Weintraub, 471 U.S.

343, 352 (1986). See also In re Senior Cottages of America, LLC, 482 F.3d 997 (8th

Cir. 2007) (holding that bankruptcy trustee may sue on behalf of debtor corporation
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against corporate principals for breach of fiduciary duty, because these claims could
have been asserted by the debtor corporation).*

In this circuit, a creditor may file suit with court approval on behalf of the
bankruptcy estate in a chapter 11 case. In re Gibson, 66 F.3d 1436 (6th Cir. 1995).
Relying on this Court’s precedential ruling in Gibson, the bankruptcy court
unsurprisingly held the LTV committee similarly had standing to proceed on behalf
of the estate, given LTV Steel’s refusal to assert its claim. (B.R. 8942 Memorandum

of Opinion and Order, pgs. 46-47, Apx. pg. __ ). See also Official Comm. of

Unsecured Creditors of Cybergenics Corp. ex rel. Cybergenic Corp. v. Chinery, 330

F.3d 548, 580 (3d Cir. 2003) (en banc) (holding that in chapter 11 case bankruptcy
court may grant standing to a creditors’ committee to pursue claims on behalf of the
bankruptcy estate, when the debtor neglects this duty).

The sole authority Mr. Babcock cites for his constitutional argument, Hansberry
v. Lee, does not support it. See BOB at pgs. 32-33. In Hansberry, the Supreme Court

held that a state court had impermissibly judged a party bound by another’s court

BUnder Mr. Babcock’s reasoning, state agencies would inexplicably have to
be class-certified for participating in bankruptcy proceedings under consumer
protection acts. But case law already holds that Rule 23 is not applicable to state
agencies suing in bankruptcy proceedings, because the state has its own sufficient
interest in ensuring consumer protection. See In re Edmond, 934 F.2d 1304, 1313
(4th Cir. 1991).
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judgment in an earlier litigation to which it was not a party. 311 U.S. 32 (1940). In
contrast to Hansberry, here there has been no adjudication of the rights of Mr.
Babcock, and all of the bankruptcy court’s actions were preceded by notice and
opportunity to be heard. See Hansberry, 311 U.S. at 40.

Nor has Mr. Babcock identified how the existence of the committee — or the
authorization of the lawsuit — is actually unfair to the interests of absent parties. In the
lawsuit against him, Mr. Babcock is in no way bound by the bankruptcy court’s
actions. He can raise all claims and defenses, including that the committee is an
improper plaintiff. Mr. Babcock’s desire to dissolve the committee simply stems from
his desire to avoid having a lawsuit to defend. If judgment is entered against him, he
can appeal that judgment. This is not an issue of constitutional import.

Factually, Mr. Babcock miscasts the committee’s appointment as being for the
purpose of bringing the lawsuit. Mr. Babcock questions “whether the appointment of
an official committee of administrative claimants to pursue a derivative action”
violated due process. BOB at pg. 4. The committee, in fact, existed for more than two
years before it requested any authorization to sue. (see B.R. 5365 Notice of
Appointment, Apx pg. __; B.R. 8704 Motion, Apx. pg. _ ). In that time, the
committee undertook an array of actions that brought assets to the LTV Steel estate

and enabled proper administration of the case, as credited by the bankruptcy court
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below. (B.R. 9289 Order Denying Motion, Conclusion of Law S, Apx. pg. ). The
committee performed wide-ranging duties relating to liquidation, claim settlement,
and appeals resolution. (B.R. 9217 Transcript, pgs. 4-5, Apx. pg. __; B.R. 7493
Committee Statement, Apx. pg. __; B.R. 7201 Committee Report, Apx. pg. __; B.R.
6967 Findings of Fact and Conclusions of Law, pg. 11, Apx. pg. __; B.R. 7071 Joint
Motion, Apx. pg. ). The committee only sued on behalf of the bankruptcy estate
after LTV Steel refused to bring the action itself, a refusal the bankruptcy court
concluded was unjustifiable. (B.R. 8942 Memorandum of Opinion and Order, pgs.
47-48, Apx. pg. ).

Mr. Babcock also erroneously suggests that the lawsuit is a shareholder
derivative lawsuit. BOB at pg. 31. The lawsuit is not a shareholder derivative action;
quite simply, the committee does not include LTV shareholders or members of an
association. See Fed. R. Civ. P. 23.1; Fed. R. Bankr. P. 7023.1. Instead, the suit was
brought by creditors of the LTV bankruptcy estate, acting for the benefit of the LTV
bankruptcy estate. (see B.R. 8942 Memorandum of Opinion and Order, pg. 1, ApX.
pg. ). The standing that the committee has under this Court’s holding in Gibson may
be “derivative” in that the committee is standing in the shoes of LTV Steel, but it is
fundamentally different from a shareholder derivative suit.

Finally, the United States Trustee is aware of no case law, and Mr. Babcock
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cites none, where person aggrieved standing is waived for reasons of public policy or
any other purpose. But Mr. Babcock asks this Court to waive person aggrieved
standing rules and order the district court to review the merits of his appeal, because
he is “entitled” to a “day in court.” BOB at pg. 40. Granting this request would be
unwise. Person aggrieved prudential standing is a doctrine that must be applied
neutrally if it is to have integrity. Case-by-case exceptions will only engender
confusion and destroy the predictability the doctrine exists to provide.

B. Mr. Babcock’s statutory argument lacks merit.

Mr. Babcock devotes seven pages of his brief to his argument that the
committee’s formation constituted a violation of 11 U.S.C. § 1102 because the United
States Trustee exceeded its authority in appointing a committee to represent the
interests of administrative claimants. See BOB at pgs. 33-39.

First, this is a remand issue. Second, this argument lacks merit. A committee
whose members are all creditors holding unsecured claims is, by definition, a lawful
committee under section 1102(a)(1). See 11 U.S.C. § 1102(a)(1) (“[T]he United
States trustee shall appoint a committee of creditors holding unsecured claims . . .”).
Here, each member of the committee was a creditor holding an unsecured claim.
(B.R. 5374 Notice ofAmended Appointment, Apx. pg. __; B.R. 985 LTV Steel

Schedule F, Apx. pg. __). The Bankruptcy Code does not prohibit a committee of
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creditors holding unsecured claims who also hold administrative claims. (D.R. 21
Brief of United States Trustee, pgs. 14-15, Apx. pg. _ ). For these reasons, the
bankruptcy court expressly rejected Mr. Babcock’s statutory argument and held the
appointment valid in all respects. (B.R. 9289 Order Denying Motion, Conclusion of

Law 10, Apx. pg. ).

CONCLUSION
For these reasons, the United States Trustee respectfully asks this Court to
affirm the district court’s order dismissing Mr. Babcock’s appeal for lack of prudential
standing. Should this Court decide Mr. Babcock possesses prudential standing, it

should remand to the district court for consideration of the merits of Mr. Babcock’s

appeal.
Respectfully submitted,
SAUL EISEN
United States Trustee
Michigan/Ohio Region 9
Date: By:

Amy L. Good (Ohio Bar #0055572)
Trial Attorney

36



Office of the United States Trustee
United States Department of Justice
H.M. Metzenbaum U.S. Courthouse
201 Superior Avenue E, Suite 441
Cleveland, Ohio 44114

(216) 522-7800 ext. 236
amy.l.good@usdoj.gov

CERTIFICATE OF COMPLIANCE
| hereby certify that the foregoing brief complies with the type-volume
limitation provided in Fed. R. App. P. 32(a)(7)(B). The foregoing brief contains
8.724 words of Times New Roman (14 point) proportional type. The word processing

software used to prepare this brief was WordPerfect 12.

Amy L. Good

37



CERTIFICATE OF SERVICE

A copy of the foregoing Brief of the United States Trustee, Dennis Babcock, James
Baske, was served by regular U.S. Mail, postage prepaid, this 16th day of July 2007,
upon the following:

Michael A. VanNiel, Esq.
Matthew R. Goldman, Esq.
Baker & Hostetler

3200 National City Center
1900 East Ninth Street
Cleveland, Ohio 44114

Attorneys for the Administrative Claimants Committee

James B. Niehaus
John Kostelnik
Gregory F. Frakas,
Frantz Ward, LLP

127 Public Square
2500 Key Center
Cleveland, Ohio 44114

Attorneys for Appellants
David G. Heiman, Esq.
Kathleen B. Burke, Esq.
Jones Day

901 Lakeside 44114

Attorneys for LTV Steel Company, Inc.

Amy L. Good

38



No. 07-3534 and No. 07-3537

United States Court of Appeals
for the Sixth Circuit

Dennis Babcock, James Baske,
Eric Evans, and George Henning

Appellants
VS.

The Official Committee of
Administrative Claimants

N/ N N N N N N N N N N

Appellee

On Appeal from the United States District Court
for the Northern District of Ohio
Eastern Division

ADDENDUM
Exhibit A Moran v. Official Committee of Administrative Claimants, Slip
Copy, 2006 WL 3253128 (N.D. Ohio)
Exhibit B In re Monus, 63 Fed. Appx. 215 (6™ Cir. 2003) (unpublished
decision).
Exhibit C In re L.T. Ruth Coal Co., 803 F. 2d 720 (6" Cir. 1986)

(unpublished decision).

Exhibit D In re Pioneer Inv. Services Co., 21 F. 3d 428 (6™ Cir. 1994)
(unpublished decision).

39



DESIGNATION OF APPENDIX CONTENTS
Appellee, in accordance with Sixth Circuit Rule 28(d) and 30(b), hereby
cites to portions of the record contained in Appellants” and Co-Appellee’s
designations. The United States Trustee does not designate any additional items to

be included in the Joint Appendix.
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IT. JURISDICTIONAL STATEMENT

By order dated April 26, 2006, the bankruptcy court denied
all compensation and substantially all expenses sought by Cohen,
Estis & Associates, LLP as counsel to the Chapter 11 debtors
prior to the conversion of the cases to Chapter 7. By Memorandum
Decision dated July 7, 2006, the bankruptcy court denied the
April 28, 2006 motion for reconsideration, and entered an order
on July 10, 2006 sustaining the April 26, 2006 order. In addition
to denying all compensation and substantially all expenses, the
bankruptcy court ordered the retainer disgorged and delivered to
the Chapter 7 trustee to hold subject to further determination by
the bankruptcy court in connection with the Chapter 7 trustee’s
adversary proceeding. Cohen, Estis & Associates, LLP timely filed
a notice of appeal on July 14, 2006. This Court has jurisdiction
over the final order denying fees and expenses pursuant to 28

U.S.C. § 158(a) (1).! See, e.g. In re Ames Department Stores,

Inc., 76 F.3d 66 (2d Cir. 1996) (noting that the appeal was from a

final order denying fees); See also In re Palm Coast Matanza

Shores Limited Partnership, 101 F.3rd 253, 256 (2d Cir. 1996) (in

'The United States Trustee only appeared in connection with
the fee application of Cohen, Estis & Associates, LLP. The order
directing the turnover of the retainer to the Chapter 7 trustee
to hold pending a final determination of the Chapter 7 trustee’s
adversary proceeding appears to be interlocutory, requiring leave
of this Court to appeal under 28 U.S.C. § 158(a) (3). See In re
Bethlehem Steel Corporation, 2003 WL 21738964 (S.D.N.Y.

2003) (part of order addressing success fee which required
additional future review was interlocutory because it did not
finally determine matter.




context of retention of counsel, setting forth a broad, flexible
finality standard in bankruptcy cases, and noting that
“ Y[O]rders in bankruptcy cases may be immediately appealed if

they finally dispose of discrete disputes within the larger

case.’ (Citations omitted); In re Bethlehem Steel Corporation,

2003 WL 21738964 (S.D.N.Y. 2003) (part of order disposing of fee
application was final, part addressing success fee which was
subject to further review was interlocutory).

ITII. STATEMENT OF ISSUE PRESENTED

Did the bankruptcy court err by denying all compensation and
substantially all expenses to Cohen, Estis & Associates, LLP?

IV. STANDARD OF REVIEW ON APPEAL
A bankruptcy court has broad discretion in determining

applications for compensation. See In re Nine Associates, Inc.,

76 B.R. 943, 944 (S.D.N.Y. 1987). Federal Rule of Bankruptcy
Procedure 8013 provides that findings of fact, whether based upon
oral or documentary evidence, shall not be set aside unless
clearly erroneous. The bankruptcy court's findings of fact are
subject to a clearly erroneous standard of review; its legal
conclusions are reviewed de novo; and its decisions to award or
deny fees are subject to an abuse of discretion standard. See I

re United Merchants and Mfrs., Inc., 1999 WL 4929 (S.D.N.Y.

1999); In re JLM, Inc., 210 B.R. 19, 23 (2d Cir. BAP 1997).

As set forth in further detail below, the factual bases for
the bankruptcy court’s denial of fees were virtually undisputed,
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and are not clearly erroneous. The standard of review on appeal,
therefore, is whether the bankruptcy court abused its broad
discretion in denying compensation based upon those facts.

V. STATEMENT OF THE CASE

The law firm representing the Chapter 11 debtors prior to
the conversion of the cases to Chapter 7, Cohen, Estis &
Associates, LLP (“CEA”), filed this appeal from the bankruptcy
court’s July 10, 2006 order sustaining on reconsideration its
April 26, 2006 order denying all compensation and denying
reimbursement of substantially all expenses.

The United States Trustee, the Chapter 7 Trustee and a
creditor had argued below that CEA’s multiple untimely and
incomplete disclosures required by Federal Rules of Bankruptcy
Procedure 2014 (a) and 2016(b) and the firm’s lack of disinterest
under 11 U.S.C. S§§ 328(c), 327(a) and 101 (14) should result in a
denial of compensation. CEA asserts that the bankruptcy court
should have held an evidentiary hearing on its fee application,
and that it abused its discretion in denying all compensation.?

In its July 7, 2006 Memorandum Decision, the bankruptcy
court extensively reviewed CEA’s disclosures required by 11

U.S.C. § 329(a) and Federal Rules of Bankruptcy Procedure 2014

‘Tt also asserts that the bankruptcy court did not have
jurisdiction to order the turnover of the retainer to the trustee
pending a resolution of the Chapter 7 trustee’s adversary
proceeding.



and 2016. The bankruptcy court denied all compensation and
substantially all expenses based upon its conclusion that CEA had
made untimely and inaccurate disclosures of its connections to
parties-in-interest, and that it was not disinterested as
required by 11 U.S.C. §§ 327 (a) and 101(14). The bankruptcy
court also directed the turnover of the retainer received by CEA
to the Chapter 7 trustee pending an evidentiary hearing on the
ownership of the funds. On July 10, 2006, the bankruptcy court
entered an order implementing the terms of its Memorandum
Decision, and CEA timely appealed to this Court.
VI. FACTS
A. Procedural Background

Balco Equities, Ltd., Haddon Holdings, Ltd. and Sarah
Enterprises International, Ltd. filed separate voluntary
petitions under Chapter 11 of the United States Bankruptcy Code
on March 31, 2004. (BR at 1 - Voluntary Petition; HR at 1
Voluntary Petition; SR at 1 - Voluntary Petition)®. The cases
were jointly administered pursuant to an order entered on April
8, 2004. (BR at 14, HR at 5; SR at 5 - Order Granting Motion for

Joint Administration). By order dated April 8, 2004, the Court

BR at = refers to the official docket number in the
bankruptcy court’s case docket in Balco Equities, Ltd.; HR at
refers to the official docket number in the bankruptcy court’s
case docket in Haddon Holdings, Ltd.; SR at refers to the
official docket number in the bankruptcy court’s case docket in

Sarah Enterprises International, Ltd.




approved the retention of Cohen, Estis & Associates, LLP (“CEA”")
as counsel to the debtors-in-possession. (BR at 16 - Order
Authorizing Retention). By order dated December 14, 2004, the
cases were converted to cases under Chapter 7, and Paul L. Banner
was appointed trustee. (BR at 248; HR at 22; SR at 22 - Order
Granting Motion to Convert Cases to Chapter 7; BR at 247 - Notice
of Appointment of Chapter 7 Trustee). CEA filed a fee application
dated November 11, 2005 seeking compensation and reimbursement of
expenses as counsel to the superceded debtors-in-possession. (BR
at 314 - Application for Compensation). The United States
Trustee, the Chapter 7 trustee and creditor Epic Orange LLC filed

objections to the application, alleging, inter alia, CEA’'s

failure to make appropriate and timely disclosures pursuant to
FRBP 2014 (a) and 2016 (b) and lack of disinterest under 11 U.S.C.
§§ 328(c), 327(a) and 101 (14). (BR at 319, 320 and 322
Objections to Fee Application). The Chapter 7 trustee had also
commenced an adversary proceeding seeking the return to the
estate of the retainer paid to CEA. (BR at 311 - Notice of
Complaint, Adversary 05-9045).

At an initial hearing on the fee application held on
February 21, 2006, the bankruptcy court declined to schedule an

evidentiary hearing, but provided CEA with the opportunity to

‘The hearing was originally scheduled by CEA for February
14, 2006, and rescheduled at its request to February 21, 2006.
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file an affidavit setting forth any matters it wished the Court
to consider in making a determination on the fee application.
(February 21, 2006 Transcript at pp.7-10). CEA availed itself of
that opportunity, filing a March 17, 2006 affidavit of Ronald
Cohen in a supplemental statement in further support of its fee
application on March 20, 2006 (BR. at 325 - Supplemental
Statement and Affidavit), and filed a response to the trustee’s
reply memorandum on March 31, 2006. (BR. at 328 - Response).

After another hearing held on April 11, 2006, the Court
orally rendered a decision denying all fees, and all expenses
except the three filing fees. (April 11, 2006 Transcript at pp.
27-37) . The Court also directed the disgorgement to the Chapter 7
trustee of all fees paid, subject to all parties rights in the
adversary proceeding commenced by the trustee. The Court has not
yet determined the ultimate disposition of those funds, which is
the subject of the adversary proceeding. A written order
reflecting the Court’s oral decision was entered on April 26,
2006. (BR at 329 - Order).

On April 28, 2006, CEA filed a motion for reconsideration of
the bankruptcy court’s April 26, 2006 order, attaching the
affidavit of a CEA partner, Deborah Weisman-Estis, Esg. and that
of Mr. Cohen’s physician. (BR at 330 and 331 - Motion to

Reconsider and Affidavit). The United States Trustee and the

11



Chapter 7 trustee filed objections to the motion (BR at 333 and
335 - Objections to Motion for Reconsideration), and CEA filed a
written response (BR. at 334 - Response). By Memorandum Decision
dated July 7, 2006, the bankruptcy court denied the April 28,
2006 motion for reconsideration (BR. at 338 - Memorandum
Decision), and entered an order on July 10, 2006 sustaining the
April 26, 2006 order. (BR. at 339 - Order Sustaining April 26,
2006 Order). In addition to denying all compensation and
substantially all expenses, the bankruptcy court ordered the
retainer disgorged and delivered to the Chapter 7 trustee to hold
subject to further determination by the bankruptcy court in
connection with the Chapter 7 trustee’s adversary proceeding.
Cohen, Estis & Associates, LLP timely filed a notice of appeal on
July 14, 2006. (BR. at 329 - April 26, 2006 Order; BR. at 339
Order Sustaining April 26, 2006 Order).

B. CEA’s Disclosures of Connections to Parties-in-Interest

By application filed on April 8, 2004, the debtors-in

possession sought Court approval pursuant to 11 U.S.C. § 327 (a)
of the retention of Cohen, Estis & Associates, LLP ("CEA") as
their counsel. (BR. at 10 - Application for Retention of Cohen,
Estis & Associates, LLP). The application was supported by the
April 7, 2004 affidavit pursuant to Federal Rule of Bankruptcy
Procedure ("FRBP") 2014 (a) of Ronald J. Cohen, Esqg. (BR. at 10

Affidavit), which, inter alia, contained the following

12



statements:

3. CEA utilizes a number of procedures (the “Firm
Procedures”) to determine its relationships, if any, to
parties that may have connections to a client debtor.
In implementing such Firm Procedures, the following
actions were taken to identify parties that may have
connections to the Debtors and CEA’s relationship with
such parties:

a) CEA requested and obtained from the Debtors a
list of interested parties and significant creditors
(the “Potential Parties-In-Interest”), which has been
revised and supplemented from time-to-time. The
Potential Parties-In-Interest include equityholders,
officers, directors and major trade creditors.

b) CEA compared each of the Potential Parties-In-
Interest to the names in its master database of current
and former clients (the “Client Database”). The Client
Database generally includes the name of each client,
the name of the parties that are or were adverse to
such client with regard to the subject of CEA’s
retention, and the names of the CEA personnel who are
or were primarily responsible for matters for such
clients.

c) A conflicts check was issued and an investigation
performed to determine whether there were any
connections between CEA and any of the Potential
Parties-in-Interest as such connection may relate to
the Debtors.

d) Known connections between CEA and Potential
Parties-In-Interest were compiled for purposes of
preparing this Affidavit.

4. As a result of the foregoing procedures, I have
ascertained that, upon information and belief, CEA has
no connections with the Debtors and the Potential
Parties-In-Interest except as follows:

(a) Because of its broad-based general practice, CEA
has appeared in the past and may appear in the future
in cases unrelated to this chapter 11 case where one
or more of the Potential Parties-In-Interest may be
involved

13



(b) Prior to the Petition Date, CEA represented
certain of the Debtors with respect to providing
counsel for certain transactions, and has also provided
general restructuring advice and provided legal counsel
with respect to organizing and preparing for the filing
of these cases.

(c) CEA has not represented any Potential Parties-
In-Interest.

(d) Certain members of CEA and certain associates of
and “of counsel” attorneys to CEA, and certain of such
persons’ relatives may have familial or personal
relationships with officers, directors and/or
shareholders of creditors of the Debtors, competitors
of the Debtors and/or other parties in interest in
these cases. As of the date hereof, CEA is not aware of
any such relationships.

(e) Certain members of CEA and certain of the
associates of and “of counsel” attorneys to CEA, and
certain of such persons’ relatives, may directly or
indirectly be shareholders of creditors of the Debtors,
competitors of the Debtors and/or other parties in
interest. As of the date hereof, CEA is not aware of
any such relationships.

(f) Certain members of CEA and certain of the
associates and “of counsel” attorneys to CEA, and
certain of their relatives, may have business,
contractual, economic, familial or personal
relationships with creditors of the Debtors and/or
other parties in interest or such entities’ respective
officers, directors or shareholders. As of the date
hereof, CEA is not aware of any such relationships.
(Emphasis added)

By order dated April 8, 2004, the Court approved the
retention of CEA as counsel to the debtors-in-possession. (BR. at
16 - Retention Order).

CEA filed three subsequent amended FRBP 2014 (a) affidavits.

The first one, dated May 12, 2004 and signed by Andrew Wulfman,

14



Esg., who at the time was an associate of CEA, clarified prior
general statements by disclosing the pre-petition representation
of Balco Equities, Ltd. ("Balco") with respect to the Epic Orange
real estate transaction. (BR. at 85 - Supplemental Affidavit).
The next amended FRBP 2014 (a) affidavit was dated July 29,
2004 and signed by Ronald J. Cohen, Esqg., and disclosed, in
response to an issue raised by Epic Orange, Mr. Cohen’s prior
representation of a proposed purchaser of real property owned by
Balco. (BR. at 171 - Affidavit Pursuant to FRBP 2014).
The last amended FRBP 2014 (a) statement was dated December
8, 2004, just days prior to the return date of the United States
Trustee’s motion to convert or dismiss the Chapter 11 cases.
(BR. at 241 - Second Supplemental Affidavit). It disclosed for
the first time that CEA had represented a major creditor of
Haddon Holdings, Ltd. ("Haddon"), the Estate of Frederick J.
Warmers. The Warmers Family Trust is listed in amended schedules
filed in Haddon on May 18, 2004 as having a claim of
$1,266,080.00. (HR at 11 - Amended Schedules). The affidavit
described the connection to the Frederick J. Warmers Estate as
follows:
7. The Estate of Frederick J. Warmers
(the “Warmers Estate”), is a creditor of
Haddon Holdings, Ltd., (Case No. 04-35778),
as set forth on amended schedules filed on
behalf of the debtor on May 3, 2004.

Frederic J. Warmers died December 30, 1998.

8. Donald P. Boehm, served as Executor
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of the Warmers Estate from May 20, 1999 to
October, 2003 pursuant to testamentary
letters issued by the Surrogates Court,
Orange County.

9. On information and belief, between
1999 and early 2003, the Warmers Estate was
represented by a law firm located in
Newburgh, New York that continued to
serve as counsel to the Warmers Estate until
in or about early 2003. At about that time,
the principal of that law firm retired and
relocated to the State of Florida, retaining
all the legal files pertaining to the
administration of the Warmers Estate.

10. On information and belief,
approximately concurrent with the retirement
of the principal of that firm, a beneficiary
of the Warmers Estate brought an application
to compel an interim accounting by the
Executor.

11. CEA was retained on behalf of the
Warmers Estate on March 23, 2003 for the
specific purpose of securing the pertinent
information relating to the prior
administration of the Warmers Estate and
facilitating the submission of an accounting
with respect to such periods.

12. As a result of subsequent
proceedings in the Surrogate’s Court, in or
about October, 2003, Mr. Boehm was removed
as Executor and a successor executrix was
appointed. At that time, the successor
executrix retained separate counsel to
represent the Warmers Estate.

13. Notwithstanding the retention of
separate counsel by the Warmers Estate,
CEA continued to provide services in
connection with the submission of a “final”
accounting with respect to the prior
administration of the Warmers Estate.

14. On March 8th, 2004, this firm filed
an amended final accounting (the

16



“Accounting”), with the Surrogate’s Court.

15. After the commencement of these
bankruptcy cases, CEA was called on to
provide additional legal services
supplemental to the submission of the
Accounting, in proceedings before the
Surrogate’s Court. Those proceedings remain
outstanding at this time.

16. The Firm has applied to the
Surrogate’s Court for an reimbursement of
counsel fees incurred on behalf of the
Warmers Estate. As of August 11, 2004, the
fees and expenses sought to be awarded to
the Firm total approximately $28,000.00.

This disclosure indicates that CEA was rendering services to
a major creditor of Haddon until a month prior to the bankruptcy
petitions being filed, continued to render services after the
filing of the case, and was seeking payment from the Surrogates
Court for its services, yet never disclosed the representation to
the bankruptcy court in three prior FRBP 2014 (a) affidavits.

The affidavit also indicated that CEA had represented Donald
Boehm, the debtors’ principal, and various other entities in
which Mr. Boehm had an interest or served in a fiduciary
capacity. These connections were described as follows:

24 . Based on that review, I determined
that CEA has represented and/or does
presently represent certain third parties who
are “parties-in-interest” or “related” to
parties in interest in connection with
certain transactions and/or legal proceedings
which are completely unrelated to these
bankruptcy proceedings. In particular, in

addition to the matter of the Warmers Estate,
CEA has represented Mr. Boehm and/or entities
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in which Mr. Boehm was, or is a principal
with respect to transactions and/or legal
proceedings that, to the best of my
knowledge, do not implicate any aspect of
these bankruptcy cases. These include the
following matters:

(a) Representation of the Tessie Warmers
Trust in connection with the sale of certain
real estate holdings;

(b) Representation of, LMAD, Inc., (General
Partner of Senlar Associates, NY General
Partnership), Connelly Industries, Inc., and
Donald Boehm, individually, in the case
DeBrizzi, et al., vs. Senlar Associates, et
als., Index No. 5854/99, State Of New York
Supreme Court, Orange County;

(c) Representation of Mr. Boehm in
proceedings to foreclose his interest in his
personal residence in New Windsor, New York
in the case Greenpoint Savings Bank v. Boehm,
Index No. 1623/03, State Of New York Supreme
Court, Orange County.

C. CEA’'s FRBP 2016 (b) Statements and Other Fee Disclosures.

CEA filed a total of four FRBP 2016 (b)

three cases:

(a)

Ronald J. Cohen reflecting an agreement to accept $45,000.00,
actual receipt of $3,000.00,

received from "Nancy Cook, Cook Family Trust,

A statement in Balco dated May 3, 2004, signed by

at 59 - Schedules containing 2016 (b) Statement)

(b)

An amended statement in Balco dated May 11,

statements in the

and a balance due of $42,000.00,

Donald Boehm."

2004,

signed by Ronald J. Cohen reflecting an agreement to accept

(BR.

$45,000.00, actual receipt of $45,000.00, and a balance due of
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$0.00, received from "Donald Boehm; payment was received April
29, 2004."™ (BR. at 84 - Updated Rule 2016 Statement).

(c) A statement in Haddon dated May 3, 2004, signed by
Andrew S. Wulfman reflecting an agreement to accept $0.00, actual
receipt of $0.00 and a balance due of $0.00. (HR at 11
Schedules containing 2016 (b) Statement).

(d) A statement in Sarah dated May 3, 2004, signed by
Andrew S. Wulfman reflecting an agreement to accept $0.00, actual
receipt of $0.00 and a balance due of $0.00. (SR at 11
Schedules containing 2016 (b) Statement)

The application for retention prepared by CEA, and signed by
Nancy Cook, Balco and Haddon’s president, indicates that "CEA
received prepetition retainers in the collective amount of
$3,000, for preparation for the bankruptcy filing and
postpetition fees, and it intends to apply to the Court for
postpetition fees and expenses." (BR at 10 - Application for
Retention) .

The fee application, at paragraph 37 indicates that the

"...sum of $3,000.00 was paid in two checks
issued by Balco Equities, Ltd., Inc., dated
on or about March 31, 2004. Of the sum of
$3,000.00 which was paid on March 31, 2004,
the sum of $2,517.00 was applied to filing
fees for the three cases and the remaining
balance of $483 was applied to the legal fee.
We believe that this fee was earned by us
prepetition for the work we did prior to the
filing late in the day on March 31°". (Our

computer records show that an additional sum
of $3,000.00 was paid/credited to this file
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#00008269 in our computer system but upon
good faith and diligent investigation we
believe that this sum has been misapplied by
bookkeeper mistake). The balance of the
retainer payments we received in the sum of
$42,000.00 was applied to legal fees."

(BR. at 314 - Fee Application).

CEA has never disputed that it filed these statements, which
constituted a central part of the record considered by the
bankruptcy court.’ (BR at 338 - Memorandum Decision, pp. 17-26)

VII. ARGUMENT

A. CEA’s Failure to Make Full and Timely Disclosure Under
Federal Rule of Bankruptcy Procedure 2014 (a) Justified
the Bankruptcy Court’s Denial of all Compensation.

Federal Rule of Bankruptcy Procedure ("FRBP") 2014 (a)
provides:

(a) Application for and Order of
Employment. An order approving the
employment of attorneys, accountants,
appraisers, auctioneers, agents, or other
professionals pursuant to § 327,

§ 1103, or § 1114 of the Code shall be made
only on application of the trustee or
committee. The application shall be filed
and, unless the case is a chapter 9
municipality case, a copy of the application
shall be transmitted by the applicant to the
United States trustee. The application shall

°The bankruptcy court observed that CEA “most recently”
claims in the context of the trustee’s adversary proceeding that
it received the retainer as part of a $68,500.00 fee from either
Connelly Industries or the Tessie Warmers Trust on April 27, 2004
in connection with the Tessie Warmers Trust real estate
transaction. (BR at 338 - Memorandum Decision, p. 4; BR at 325
Exhibit A to Cohen Supplemental Affidavit)
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state the specific facts showing the
necessity for the employment, the name of the
person to be employed, the reasons for the
selection, the professional services to be
rendered, any proposed arrangement for
compensation, and, to the best of the
applicant's knowledge, all of the person's
connections with the debtor, creditors, any
other party in interest, their respective
attorneys and accountants, the United States
trustee, or any person employed in the office
of the United States trustee. The application
shall be accompanied by a verified statement
of the person to be employed setting forth
the person’s connections with [the specified
parties]. (emphasis added.)

It is patently clear that CEA had an obligation to disclose
all connections to parties-in-interest in existence at the time
of the filing of the retention application. It failed to meet
this responsibility.

All professionals appointed pursuant to 11 U.S.C. § 327 or
§ 1103 have a continuing obligation to disclose their connections
to parties-in-interest. The obligation to disclose facts

relevant to disinterest continues throughout the case. See, In

re Bennett Funding Group, Inc., 226 B.R. 331, 334 (Bankr.

N.D.N.Y. 1998); In re Granite Partners, L.P., 219 B.R. 22 (Bankr.

S.D.N.Y. 1998), In re Tinley Plaza Associates, L.P., 142 B.R.

272, 278 (Bankr. N.D. Ill., Eastern Division, 1992). Disclosure
after more than seven months denies all concerned a reasonable
opportunity to properly assess applicant’s eligibility to be

retained prior to the entry of an order authorizing the
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retention.

“Absent the spontaneous, timely and complete
disclosure required by section 327 (a) and
Fed.R.Bankr.P. 2014 (a), court appointed
counsel proceed at their own risk.” Rome v.
Braunstein, 19 F.3d 54, 59 (1% Cir. 1994),
citing In re Roger J. Au & Son, Inc., 71 B.R.
238, 242 (Bankr. N.D. Ohio 1986) (“failure to
disclose facts material to potential conflict
may provide totally independent ground for
denial of fees, quite apart from the actual
representation of competing
interests.”) (Remaining citations
omitted) (Italics in original).

See also In re the Leslie Fay Companies, Inc., 175 B.R. 525, 533

(Bankr. S.D.N.Y. 1994) citing Futuronics Corp. v. Arutt, Nachamie

& Benjamin (In re Futuronics Corp.), 655 F.2d 463, 469 (2d

Cir.1981); Matter of Arlan's Department Stores, Inc., 615 F.2d

925, 933 (2d Cir. 1979) (decided under substantially similar

predecessor to FRBP 2014); Rome v. Braunstein, 19 F.3d 54, 59

(1°* Cir. 1994); In re Granite Sheet Metal Works, Inc., 159 B.R.

840, 847 (Bankr.S.D.I11.1993); In re Envirodyne Industries,

Inc., 150 B.R. 1008, 1021 (Bankr.N.D.I11.1993).

FRBP 2014 is extremely broad, and requires disclosure of all
connections with parties in interest in the case, rather than
just those which appear to implicate disinterestedness or adverse

interest. See In re etoys, 331 B.R. 176, 190 (Bankr. D. Del.

2005), citing In re Filene’s Basement, Inc., 239 B.R. 850, 850

(Bankr. D. Mass. 1999). See also In re C&C Demo, Inc., 273 B.R.

502, 507 (Bankr. E.D. Tex. 2001). As stated by one court:
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The professional cannot pick and choose which
connections to disclose. No matter how old
the connection, no matter how trivial it
appears, the professional seeking employment
must disclose it. The court and interested
parties are then informed and the
professional does not run the risk of serving
the estate pro bono.

In re EWC, Inc., 138 B.R. 276, 281 (Bankr. W.D. Okla.

1992).
The failure to make proper disclosure under FRBP 2014 (a) is
not excused by general disclaimers in retention affidavits
designed to explain the possibility of a remote and difficult to
ascertain connection not identified in a thorough review. See I

re C&C Demo, Inc., 273 B.R. 502, 507 (Bankr. E.D. Tex. 2001).

CEA cannot contend in this case that it merely omitted a
remote connection through inadvertence after making an otherwise
meaningful disclosure. It made no disclosure of the significant
connections described for almost eight months.

A professional’s duty to make full disclosure under FRBP
2014 (a) is self-policing, with the Court and parties-in-interest
relying on forthright disclosure, without the necessity for

conducting independent investigations. See In re Granite

Partners, L.P., 219 B.R. 22, 35 (Bankr. S.D.N.Y. 1998); In re

C&C Demo, Inc., 273 B.R. 502, 507 (Bankr. E.D. Tex. 2001).

The courts of appeals have recognized the importance of
these disclosure requirements and the power of the bankruptcy

courts to sanction attorneys for noncompliance. See, e.9.,
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Kravit, Gass & Weber, S.C. v. Michel (In re Crivello), 134 F.3d

831, 836 (7*F Cir. 1998); Neben & Starrett, Inc. v. Chartwell

Financial Corp. (In re Park-Helena Corp.), ©3 F.3d 877, 881-882

(9" Cir. 1995), cert. denied, 516 U.S. 1049, 116 S.Ct. 712, 133

L.Ed. 2d 667 (1996); Rome v. Braunstein, 19 F.3d 54, 59-60 (1°*

Cir. 1994). 1In Park-Helena, in which the debtor’s attorney

failed to disclose the source of a prepetition retainer, the
Ninth Circuit acknowledged that the disclosure requirements of
Rule 2014 are applied “strictly.” Id. at 881. “All facts that
may be pertinent to a court’s determination of whether an
attorney is disinterested or holds an adverse interest to the
estate must be disclosed.” Id. at 882. “The duty of
professionals is to disclose all connections with the debtor,
debtor-in-possession, insiders, creditors, and parties in
interest ... They cannot pick and choose which connections are
irrelevant or trivial ... No matter how old the connection, no
matter how trivial it appears, the professional seeking
employment must disclose it.” Id. The Ninth Circuit further
stated that “[t]lhe disclosure rules are applied literally, even
if the results are sometimes harsh.” Id. at 881l. Negligent or
inadvertent omissions “do not vitiate the failure to disclose.”
Id. The failure to comply with the disclosure rules is a
sanctionable violation, even if proper disclosure would have

shown that the attorney had not actually violated any Bankruptcy

24



Code provision or Bankruptcy Rule. Id. at 880. Applying these

strict standards, the Park-Helena court held that the attorney’s

failure to describe the circumstances of the payment of the
retainer violated the disclosure requirements of Rule 2014, and
that the bankruptcy court did not abuse its discretion in denying
all the attorney’s requested fees as a sanction for the

attorney’s failure to disclose. Id. at 882; See also Kravit,

Gass & Weber, S.C. v. Michel (In re Crivello), 134 F.3d 831, 836

(7" Cir. 1998) (“failure to disclose is sufficient grounds to
revoke an employment order and deny compensation”); Rome v.
Braunstein, 19 F.3d at 59-60 (counsel’s failure to make full and
spontaneous disclosure of financial transactions between debtor
and insiders provided sufficient ground for denial of
compensation). CEA’s failure to identify its connections to
parties-in-interest properly resulted in a denial of all
compensation.
B. CEA’s Lack of Disinterestedness Supports the Denial of Fees.
Section 328 (c) of the Bankruptcy Code provides:

§ 328. Limitation on compensation of
professional persons.

* Kk %

(c) Except as provided in section 327 (c),
327 (e) or 1107 (b) of this title, the court
may deny allowance of compensation for
services and reimbursement of expenses of a
professional person employed under section
327 or 1103 of this title if, at any time
during such professional person’s employment
under section 327 or 1103 of this title, such
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professional person is not a disinterested
person, or represents or holds an interest
adverse to the interests of the estate with
respect to the matter on which such
professional person is employed.

In this case, CEA represented the debtors-in-possession as
general counsel in the bankruptcy cases. This was not a discrete
litigation for which an assertion could be made that the
representation did not conflict with its obligations to the
estate, nor could the assertion be made that the creditors and
other parties represented by CEA were not significant. CEA
represented the debtors’ principal, and another creditor who was
a major creditor of Haddon.

In this case, the Court, the United States Trustee and other
parties were denied the right to evaluate CEA’s other
representations prior to the entry of an order authorizing CEA’s
retention under 11 U.S.C. § 327 (a), which the United States
Trustee believes would have been denied by the Court if CEA had
made proper disclosure of its connections. Retention of a
professional under 11 U.S.C. § 327 (a) requires that the
professional to be retained "...not hold or represent an interest
adverse to the estate, and that are disinterested persons...."
The twin requirements combine into a single hallmark, which
requires that the professional not have a meaningful incentive to

act contrary to the best interests of the estate and its

creditors - an incentive sufficient to place those parties at
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more than acceptable risk - or the reasonable perception of one.

See In re Martin, 817 F.2d 175, 180 (1°* Cir. 1987).

"A fiduciary ... may not perfect his claim to
compensation by insisting that, although he
had conflicting interests, he served his
several masters equally well or that his
primary loyalty was not weakened by the pull
of his secondary one."

Rome v. Braunstein, 19 F.3d 54, 62 (1°® Cir. 1994) (noting that

the bankruptcy court is authorized to impose sanctions under 11

U.S.C. § 328(c)), citing Woods v. City Nat'l Bank & Trust Co.,

312 U.S. 262, 269, 61 S.Ct. 493, 497, 85 L.Ed. 820 (1941) (in the

context of a bondholders committee); In re Roger J. Au, 71 B.R.

238, 241 (Bankr. N.D. Ohio 1986).

"Once counsel is employed, 'a lawyer owes his allegiance to
the entity and not to the stockholder, director, officer,
employee, representative or other person connected with the

entity.’”" In re The lLeslie Fay Companies, Inc., 175 B.R. 525, 532

(Bankr. S.D.N.Y. 1994), citing In re Grabill Corp., 113 B.R. 966,

970 (Bankr.N.D.I11.1990), guoting In re King Resources Co., 20

B.R. 191, 200 (D. Col. 1982). See also Interwest Business

Equipment, Inc. v. United States Trustee (Interwest Business

Equipment, Inc.), 23 F.3d 311, 318 (10*® Cir. 1994) (affirming the

bankruptcy court’s finding: that a law firm’s simultaneous
representation of multiple debtors-in-possession and one of the
other estates as a creditor constituted representation of an

interest adverse to the estate, and that the firm was thus not
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disinterested; and that the existence of a pre-petition debt from
one estate to the other created a disqualifying conflict of
interest. Id. at 314, 318. In so holding, the court recognized
the importance of the fiduciary duty of the debtor in possession,
as trustee of the estate, and of counsel’s obligation to serve

the trustee independently. Id. at 317; See also In re BH & P,

Inc., 949 F.2d 1300, 1317-1318 (3d Cir. 1991) (affirming
disqualification of counsel for multiple related bankruptcy
estates of corporation and its two principals, where estates had
claims against one another and counsel failed to disclose
potential conflicts).

C. CEA’s Failure to Fully Comply with the Requirements of FRBP
2016 (b) Supports the Denial of All Compensation.

Section 329 (a) of the Bankruptcy Code provides:
§ 329. Debtor’s transactions with attorneys.

(a) Any attorney representing a debtor in a case under
this title, or in connection with such a case, whether
or not such attorney applies for compensation under
this title, shall file with the court a statement of
the compensation paid or agreed to be paid, if such
payment or agreement was made after one year before the
date of filing of the petition, for services rendered
or to be rendered in contemplation of or in connection
with the case by such attorney, and the source of such
compensation.

FRBP 2016 (b) requires the § 329 statement to be filed and
sent to the United States trustee within 15 days after the order
for relief, or at another time as the court may direct, and

requires a supplemental statement to be filed and transmitted to
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the United States trustee within 15 days after any payment or
agreement not previously disclosed, and 11 U.S.C. § 329 (b)
authorizes the Court to order the return of any payment deemed
excessive.® A failure to fully comply with the disclosure
requirements of FRBP 2016(b) is a basis for denial of all

compensation and the disgorgement of all fees paid. ee In re

LaFerriere, 286 B.R. 520, 526-27 (Bankr. D. Vt. 2002) (FRBP

2016 (b) disclosure requires "total candor"). See also Neben &

Starrett, Inc. v. Chartwell Financial Corp. (In re Park-Helena

Corp.), 63 F.3d 877, 881-882 (9 Cir. 1995), cert. denied, 516

U.s. 1049, 116 s.Ct. 712, 133 L.Ed. 2d 667 (1996) (holding that
the debtor’s attorney failed to comply with the disclosure
requirements of FRBP 2014 (a) and 2016 (b), and noting that the
fiduciary duties of disclosure under Rule 2014 (a) and Rule

2016 (b) are similar and overlapping); In re Kisseberth, 273 F.3d

714, 721 (6" Cir. 2001); In re Independent Engineering Co., 197

F.3d 13, 17 (1°® Cir. 1999); In re Downs, 103 F.3d 472, 479-480

(6" Cir. 1996); In re Prudhomme, 43 F.3d 1000, 1003-1004 (5%

Cir. 1995).

*Pursuant to 11 U.S.C. § 329(b), the bankruptcy court may
order the return of a pre-petition retainer to the estate, if the
property transferred would have been property of the estate or
was to be paid under a plan, or to the entity that made such
payment. This question is the subject of the trustee’s adversary
proceeding and state court litigation. The trustee, CEA and the
Tessie Warmers Trust have all claimed that the retainer should be
returned to them.
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The bankruptcy court followed this established line of cases
in holding that CEA’s inconsistent disclosures did not meet the
requirements of FRBP 2016 (b), and warranted the sanction imposed.

D. The Salient Facts Were Undisputed, and CEA Received a Full and
Fair Hearing.

CEA’s own sworn statements admit its representation of
multiple entities who were parties in the bankruptcy cases. It
does not dispute that it failed to disclose these prior and
concurrent representations to the bankruptcy court in the sworn
statements required to obtain an order authorizing its retention.
The United States Trustee certainly would have filed an objection
at the outset of the case, and does not believe that the Court
would have authorized the firm’s retention under 11 U.S.C.

§§ 101(14) and 327 had CEA’s first sworn FRBP 2014 (a) statement
accurately set forth its connections to all parties-in-interest.
(See BR at 335 - United States Trustee Objection to
Reconsideration, Par. 11) The bankruptcy court came to the same
conclusion, noting that
“Cohen Estis does not dispute that it failed

to adequately disclose its connections with

parties in interest. The failure to disclose

resulted in the employment of Cohen Estis as

Debtors’ counsel when it was not eligible for

retention.”
(BR at 338 - Memorandum Decision at p. 36).

As set forth above, the bankruptcy court properly exercised

its broad discretion to deny CEA’s fees based upon CEA’s own

30



sworn statements which demonstrated (1) CEA’s failure to disclose
its connections to parties in interest under FRBP 2014 (a); (2)
its failure to properly disclose the sources and amounts of its
receipt of pre-petition retainer funds under 11 U.S.C. § 329(a)
and FRBP 2016 (b); and its patent lack of disinterestedness under
11 U.s.C. §$ 101(14), 327(a) and 328(c). Any one of these
failures by CEA could properly form the basis for a denial of
compensation, but all three are present here.

CEA’s suggestion that it was denied due process because it

A\Y 7

was “...not allowed to be present at an evidentiary hearing...’
creates the unfortunate impression that the bankruptcy court’s
decision was made in a vacuum. Nothing could be further from the
truth. CEA initiated the fee application hearing by filing an
application and scheduling a hearing. (BR at 316 - November 14,
2005 Notice of Hearing on Fee Application; BR at 316 - December
8, 2006 Amended Notice of Hearing)’. Objections to the fee
application were filed by the United States Trustee, the Chapter
7 trustee and a creditor well in advance of the hearing date (BR
at 319 - January 20, 2006 Epic Orange Objection; BR at 320

February 6, 2006 Chapter 7 trustee Objection; BR at 322 and 323

February 8, 2006 United States Trustee Objection and Memorandum

'"The notice and application mis-characterized the
application as one for interim, rather than final compensation.
It covered the entire Chapter 11 period of the cases, which had
concluded by conversion to Chapter 7, and CEA’s services in the
Chapter 11 cases had terminated. The application was treated by
the bankruptcy court as a final fee application. (BR at 338
Memorandum Decision at P. 2).
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of Law), which was in any event adjourned for a week at CEA’s
request. (BR at un-numbered February 14, 2006 entry - Notice of
Adjournment.) The bankruptcy court held a hearing on February 21,
2006, which was attended by CEA’s counsel.

At that hearing, the bankruptcy court afforded CEA the
opportunity to file an affidavit setting forth any information it
wished the court to consider in making a ruling. (February 21,
2006 Transcript, at pp. 7-10). CEA took advantage of the
opportunity, filing a Supplemental Statement supported by the
affidavit of Ronald Cohen, Esg. (BR at 325 - Affidavit and
Supplemental Statement filed on March 20, 2006). It also filed a
response to the Chapter 7 trustee’s reply memorandum. (BR at 328
- March 31, 2006 Response). The bankruptcy court then held
another hearing and oral argument on April 11, 2006, which was
attended by CEA’s counsel. Subsequent to that hearing, CEA filed
a motion for reconsideration, supported by affidavits by Deborah
Weisman-Estis, Esg., a CEA partner, and Mr. Cohen’s physician,
Andrew Hirsch, D.O., as well as a memorandum of law. (BR at 330,
331 and 332 - Motion to Reconsider filed April 28, 2006 and
attached affidavit; Affidavit of Andrew Hirsch, D.O. filed on
April 28, 2006; Memorandum of Law) CEA also filed a response to
the objections to the motion for reconsideration. (BR at 334
Response filed on May 10, 2006).

CEA was afforded a full and fair opportunity to support its

fee application. It had multiple opportunities to be heard and to
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provide the bankruptcy court with both sworn statements and legal
argument: (1) it filed a fee application containing narrative in
support of its fee request; (2) it scheduled a hearing, which it
attended through counsel; (3) it filed a supplemental statement
and an affidavit of a partner of the firm; (4) it filed a
response; (5) it attended another hearing through its counsel;

(6) it filed a motion for reconsideration, supported by the
affidavit of another partner of the firm; (7) it filed an
affidavit of one of the partner’s physicians; (8) it filed a
memorandum of law; and (9) it filed another response.

Section 330 of the Bankruptcy Code authorizes the bankruptcy
court to award compensation after the specified notice and a
hearing. The phrase “after notice and a hearing” is defined in
11 U.S.C. § 102(1) as meaning “...after such notice as is
appropriate in the particular circumstances, and such opportunity
for a hearing as is appropriate in the particular
circumstances....” 11 U.S.C. § 102(1) (A). An evidentiary hearing

is not a requirement. See In re Busy Beaver Building Centers,

Inc., 19 F.3d 833, 846 (3d Cir. 1994); In re I Don’t Trust, 143

F.3d 1, 3 (1% Cir. 1998); In re Ingersoll, 238 B.R. 202, 211 (D.

Col. 1999); In re Pfleghaar, 215 B.R. 394, 397 (8™ Cir. BAP

1997). See also In re BDC 56 LLC, 330 F.3d 111, 119 (2d Cir.

2003) (in context of hearing on determination of involuntary case,
noting that bankruptcy court may rely on documentary evidence,

that an evidentiary hearing is not obligatory, that the nature of
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a bankruptcy court’s findings is not altered by whether it holds
an evidentiary hearing, and that factual findings based upon
documentary evidence and affidavits are reviewed for “clear
error,” not de novo).

In this case, the bankruptcy court’s findings were based
primarily on the undisputed facts embodied by CEA’s own
affidavits in the case. The bankruptcy court clearly had the
discretion to deny fees based upon those facts.

VIII. CONCLUSION

For these reasons, the United States Trustee respectfully
asks this Court to affirm the order entered below denying all
compensation and substantially all reimbursement of expenses.

Dated: Poughkeepsie, New York
August 31, 2006

DIANA G. ADAMS
ACTING UNITED STATES TRUSTEE

By:/s/ Eric J. Small
Eric J. Small, Esqg. (ES5231)
Office of the U.S. Trustee
U.S. Department of Justice
74 Chapel Street
Suite 200
Albany, NY 12207
(518) 434-4553
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United States Department of Justice
Office of the United States Trustee
1100 Commerce Street, Room 9E23
Dallas, TX 75242 (214) 767-8967

Mary Frances Durham, Attorney
for the United States Trustee

IN THE UNITED STATESDISTRICT COURT
FOR THE NORTHERN DISTRICT OF TEXAS
DALLASDIVISION

IN RE:
Doyle Keith Forshee and wife,

Cheryl Joan For shee
District Ct. No. 3:97-CV-2777-R

Phillip Monroe Ballard
VS

. Bankr. Case No. 397-37947-HCA-7
United States Trustee
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BRIEF REGARDING APPLICATION TO
APPEAL WITHOUT PREPAYMENT OF FEES

The United States Trustee respectfully files this Brief Regarding Phillip Monroe Balard's
Application to Proceed Without Prepayment of Fees and Affidavit (the “application”). Pursuant
to the Court’s December 23, 1997 letter,” we offer the following regarding Mr. Ballard’s appli-
cation to waive appellate fees here and proceed in forma pauperis (“1FP”).

PROCEDURAL HISTORY

Phillip Monroe Ballard, a non-debtor, signed his name to a bankruptcy petition and other
documents, as a “bankruptcy petition preparer,” and caused to be filed a voluntary chapter 7 case

upon behalf of Mr. and Mrs. Forshee (the “debtors’). Section 110 of the Bankruptcy Code, 11

¥ That letter essentially requested citations to legal authority governing the imposition, and waiver,
of court fees in appeals such asthis, aswell asinviting legal argument upon the issue.
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U.S.C. 8§ 110, governs the conduct of bankruptcy petition preparers, and the Code prescribes fines
and other remedies that a bankruptcy court may take to ensure compliance with Section 110.

After an evidentiary hearing in which Mr. Ballard participated fully, the bankruptcy court
found that Mr. Ballard violated several provisions of Section 110. It thus entered an order on
September 26, 1997, fining Mr. Ballard $500, directing him to return to the debtors all money
they paid him (at least $1,000 known), and enjoining him from acting as a bankruptcy petition
preparer. Mr. Ballard did not appeal from this order. Instead, on October 6, 1997, he filed a
motion to amend or for anew trial. The bankruptcy court denied that motion for lack of new
facts, evidence, or law on October 21, 1997 (*Order On Motion To Amend”).

On October 30, 1997, Mr. Ballard filed a Notice of Appeal regarding the bankruptcy
court’s Order On Motion To Amend. Although the United States Trustee was not served with
the Notice of Appeal, Mr. Ballard designated the United States Trustee as appellee. Also on
October 30, 1997, Mr. Ballard filed a*“Declaration in Support of Request to Proceed In Forma
Pauperis,” stating that he had no assets and no funds with which to pay the $105 appellate filing
fee? although he admittedly received income between $8,000 and $10,000 in the preceding 12
months. On November 5, 1997, Mr. Ballard filed a form entitled “ Application to Proceed without
Prepayment of Fees and Affidavit,” again stating that he had no assets, athough he had received
$8,000 to $10,000 from self employment in the prior year.

By order dated November 24, 1997, the District Court (Chief Judge Buchmeyer) referred
Mr. Ballard’ s IFP application to Bankruptcy Judge Abramson for review, and in a November 14th

letter, the District Court Clerk established a briefing schedule, pursuant to Bankruptcy Rule 8009,

2 The United States Trustee is not aware whether or not Mr. Ballard has also sought to waive the
transcript preparation fee. See generally Bankruptcy Rules 5007(a) (“ Transcript Fees’); 8007(a) (“Duty
of Reporter to Prepare and File Transcript”); and 8014 (“Costs’).
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under which Mr. Ballard’' s opening brief was due by December 2, 1997. Because appellant failed
to fileatimely brief, we filed a Motion to Dismiss Appea on December 9, 1997, one week after
passage of appellant’s briefing deadline.

The District Court initially granted our motion, in an Order Dismissing Appeal entered on
December 15, 1997. However, on December 19, the Court vacated the dismissal and reinstated
Mr. Ballard’ s appeal, “pending consideration of Appellant’s Application to Proceed Without Pre-
payment of Fees and Affidavit.” Also on December 19, the Court entered two additional orders
(1) withdrawing its prior reference to Bankruptcy Judge Abramson, and (2) referring Mr. Bal-
lard’ s | FP application to Magistrate Judge Sanderson. We now brief the |FP issue pursuant to the
Magistrate’ s instructions of December 23, 1997, which asked the parties to address the following
matters:

1. Rules and/or statutes which set out the applicable fees which are
normally imposed upon a person who appeal's a bankruptcy judge’ s

ruling to ajudge of adistrict court.

2. Rules and statutes which permit an appealing party to seek
review in forma pauperis.

In addition . . . each of you may include any arguments or authority
in favor of or in opposition to Mr. Ballard' s [IFP] request. . . .

THE UNITED STATESTRUSTEE'’S
RESPONSESTO THE COURT’S QUESTIONS

1. “Rulesand/or statuteswhich set out the applicable fees
which are normally imposed upon a person who appeals
a bankruptcy judge’'sruling to ajudge of a district court”

Bankruptcy fees are prescribed by 28 U.S.C. § 1930, and in particular, subsections (b)-(c)
set forth fees the bankruptcy court collects in appeals. Thetota filing fee in an appeal from a
bankruptcy court decision is $105, consisting of two parts. First, section 1930(c) authorizes the

bankruptcy clerk to collect $5 from the appellant for filing “any . . . notice of appeal or . . . writ of
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certiorari.”¥ Further, section 1930(b) authorizes the Judicial Conference of the United States to
establish additional fees? Pursuant to this authority, the Judicial Conference has prescribed a
$100 fee for filing an appeal (such as this) under 28 U.S.C. § 158(a).? See Judicid Conference
Fee Schedule, 116.2 Consequently, upon filing his appeal here, Mr. Ballard owed the clerk of the
bankruptcy court a $105 filing fee.

2. “Rules and statutes which permit an appealing
party to seek review in forma pauperis’

The above-referenced filing fees may be waived to the extent permitted by 28 U.S.C.
§ 1915, pursuant to which courts of the United States may allow indigents to proceed in forma
pauperis. The statute providesin pertinent part:

Subject to subsection (b) [regarding suits by “prisoners,” as defined
in subsection (h)], any court of the United States may authorize the
commencement, prosecution or defense of any suit, action or pro-
ceeding, civil or criminal, or appeal therein, without prepayment of
fees or security therefor, by a person who submits an affidavit that
includes a statement of all assets such [person] possesses [and] that
the person is unable to pay such fees or give security therefor.

Such affidavit shall state the nature of the action, defense or appeal
and affiant’ s belief that the person is entitled to redress.

28 U.S.C. 8§ 1915(a)(1) (emphasis added). Further, Local Rule 83.6 of the Northern District of

3 See 28 U.S.C. § 1930(c) (“Upon thefiling of any separate or joint notice of appeal or application
for appeal or upon the receipt of any order alowing, or notice of the allowance of, an appeal or awrit of
certiorari $5 shall be paid to the clerk of the court, by the appellant or petitioner”).

4 See 28 U.S.C. § 1930(b) (“The Judicial Conference of the United States may prescribe additional
feesin cases under title 11 of the same kind as [it] prescribes under section 1914(b) of thistitle”).

3 Mr. Ballard’s October 30, 1997 appeal notice states it was filed under 28 U.S.C. § 158(a)(1),
which provides that “[t]he district courts of the United States shall have jurisdiction to hear appesals. . .
from final judgments, orders, and decrees . . . of bankruptcy judges.”

§ Paragraph 16 of the Judicial Conference’ s fee schedule provides in pertinent part as follows: “For
docketing a proceeding on appeal or review from afina judgment of a bankruptcy judge pursuant to 28
U.S.C. § 158(a) and (b), $100.” See notes following 28 U.S.C. § 1930.
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Texas provides that “[a] party desiring to proceed without prepayment of fees or costs must
compl ete the appropriate form and file it with the clerk.”

Despite the seemingly broad language in section 1915 authorizing |FP status, Congress
specifically barred waiver of the bankruptcy case-filing fees prescribed by 28 U.S.C. § 1930(a).

Section 1930(a) states that “[n]otwithstanding section 1915 . . . , the parties commencing a case

under title 11 shal pay . . . [specified] filing fees’ — whose amounts vary, according to which
Bankruptcy Code chapter is invoked — although such fees may, in certain circumstances, be paid

in“instalments.” 1d. (emphasis added); see also United States v. Kras, 409 U.S. 434, 439-40

(2973) (holding that under former Bankruptcy Act of 1898 parties must pay commencement fees
for filing a bankruptcy petition, and prior IFP statute similar to section 1915 was inapplicable to
cases under former Bankruptcy Act). Thus, debtors clearly may not obtain |FP status to avoid
paying the initial bankruptcy case-filing fees prescribed by section 1930(a).?

There is, however, a split of authority as to whether a bankruptcy court may grant |IFP
status to waive the appellate filing fees prescribed by sections 1930(b)-(c). The leading case

holding against the existence of |FP status in bankruptcy appealsis Perroton v. Gray (In re

Perroton), 958 F.2d 889 (9th Cir. 1992). Noting that only “courts of the United States’ are
authorized by section 1915(a) to grant IFP status, the Ninth Circuit focused upon whether a

bankruptcy court isa*court of the United States’ within the meaning of section 1915. Theterm

1 It should, however, be noted that Congress authorized a 3-year “pilot” program between October

1994-1997, during which six districts (not including this District) were allowed to waive fees under section
1930. The Judicial Conferenceisto file areport with Congressin March 1998 addressing fee policy and
the results of the pilot program. See Pub. L. No. 103-121, 8§ 111(d)(3), 107 Stat. 1153, 1165 (Oct. 27,
1993) (“Waiver of Feesin Selected Districts. . . . [T]he Judicia Conference. . . shall carry out in not more
than six judicia digtricts, throughout the 3-year period beginning October 1, 1994, a program under which
fees payable under section 1930 of title 28 . . . may be waived in cases under chapter 7 of title 11.. . . for
debtors who are individuals unable to pay such feesin installments’); accord 8§ 111(d)(1) (“Not later than
March 31, 1998, the Judicial Conference. . . shall submit areport to [Congress] . . . relating to the bank-
ruptcy fee system and the impact of such system on various participants in bankruptcy cases’).
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“court of the United States’ isdefined in 28 U.S.C. § 451 as

the Supreme Court . . . , courts of appeals, district courts consti-
tuted under chapter 5 of this title, including the Court of Interna-
tional Trade and any court created by Act of Congress the judges of
which are entitled to hold office during good behavior.

28 U.S.C. 8451 (emphasis added). The Perroton court concluded that it was unclear what Con-
gress meant by “entitled to hold office during good behavior.” 958 F.2d at 893. Although a
bankruptcy court, in In re Shumate, 91 B.R. 23 (Bankr. W.D. Va. 1988), had previously allowed
IFP filings on the theory that bankruptcy judges hold their office during good behavior, Perroton
disagreed. Rather, the Ninth Circuit held that “good behavior” is aterm-of-art mirrored in Article
111 of the Constitution,? which guarantees life-time tenure subject only to impeachment. Perroton,
958 F.2d at 893. Thus, a“court of the United States” isonly an Article 1l court. 1d. Because
bankruptcy judges are not Article 11 judges, they lack authority to allow IFP filings. Id.

The Perroton court also found support for its conclusion in section 451’ s legidative his-
tory. It noted that Congress initially amended section 451 to include bankruptcy judges. Pub. L.
No. 95-598, § 213, 92 Stat. 2668 (Nov. 6, 1978). Yet, Congress eliminated the amendment be-
foreit took effect. Pub. L. No. 98-353, § 113, 98 Stat. 333, 343 (July 10, 1984). Based on this
action, Perroton held that Congress did not intend bankruptcy courts to be “courts of the United
States’ or to possess power to waive fees under section 1915. 1d., 958 F.2d at 894.

In reaching this conclusion, the Ninth Circuit expressly regjected amicus arguments ad-
vanced by the United States Trustee, to the effect that appellate fees under sections 1930(b)-(c)
could be waived because the restrictive language “[n]otwithstanding section 1915” appeared only

in connection with initial case-filing fees under section 1930(a). Rather, while noting that the

g See U.S. Const. art. 111, 8 2 (*Judges, both of the supreme and inferior courts, shall hold their
Offices during good Behavior”).
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notwithstanding language in section 1930(a) “admittedly reinforces congressional intent” to bar
the waiver of initia case-filing fees, Perroton held that the absence of such language in subsec-
tions (b)-(c) cannot be construed as legidative intent to permit the granting of 1FP status under
section 1915, “given the clearer implication to the contrary evidenced by Congress' s decision not
to include the bankruptcy court in 8 451.” Perroton, 958 F.2d at 895 (emphasisin original).

At least three other appellate courts have reached the conclusion that bankruptcy courts

are not “courts of the United States.”? See also In re Jeyes, 202 B.R. 153 (10th Cir. BAP 1996)

(“The Tenth Circuit . . . has held that [the term] ‘ court of the United States,” asused in 28 U.S.C.
8451, islimited to Article 111 courts. . .. The Bankruptcy Appellate Panel is not an Article I11
court, and therefore lacks power to grant leave to proceed [on appeal] in forma pauperis.”).

On the other hand, a number of bankruptcy courts have disagreed with Perroton and held
that section 1915 allows them to waive fees other than the initia case-filing fees specified in sec-
tion 1930(a), which, as noted, requires payment “notwithstanding” section 1915. For instance,

the bankruptcy court in Huff v. Brooks (In re Brooks), 175 B.R. 409 (S.D. Ala. 1994) criticized Perro-

ton’s analysis and held that it could still grant |FP status under section 1915, reasoning as follows:

As*“units of the district court” pursuant to 28 U.S.C. § 151, au-
thority flows to the bankruptcy courts from the district courts

through the order of reference. Bankruptcy judges authority to
deal with [in forma pauperis] motionsis derived from this “flow

g See Huff v. Brooks (In re Brooks), 175 B.R. 409, 411 (S.D. Ala. 1994) (collecting cases) (“Four
circuit courts of appeal, the Third, Ninth, Tenth and Eleventh, have ruled that bankruptcy courts are not
‘courts of the United States.” Matter of Becker’'s Motor Transp., 632 F.2d 242 (3d Cir. 1980), [cert. den.,
450 U.S. 916 (1981)] (bankruptcy court is not a ‘court of the United States’ for purposes of 28 U.S.C.
§2201); . . . Jonesv. Bank of Santa Fe (In re Courtesy Inns), 40 F.3d 1084 (10th Cir. 1994) (bankruptcy
court isnot a ‘court of the United States' for purposes of 28 U.S.C. § 1927); IRS v. Brickell Inv. Corp. (In
re Brickell Inv. Corp.), 922 F.2d 696 (11th Cir. 1991) (bankruptcy court is not a‘court of the United
States' for purposes of 26 U.S.C. § 7430); Gower v. Farmers Home Admin. (In re Davis), 899 F.2d 1136
(11th Cir. 1990) (bankruptcy court is not a‘court of the United States' for purposes of 28 U.S.C. § 2412);
see also Brown v. Mitchell (In re Arkansas Communities, Inc.), 827 F.2d 1219, 1221 (8th Cir. 1987)

(‘ questionable whether bankruptcy court falls within the definition of “court of the United States.””)”).
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down” jurisdictional scheme. . .. [L]anguage specificaly including
bankruptcy judges in section 451 would be superfluous at best, and
contradictory at worst, with this structure.
Id. at 412. Moreover, Brooks concluded that Perroton read too much into Congress's election to

delete bankruptcy courts from the definition of “courts of the United States’ in 28 U.S.C. § 451,

because after Northern Pipeline Constr. Co. v. Marathon Pipeline Co., 458 U.S. 50 (1982), Con-

gress reconstituted bankruptcy courts as “units of the district court,” and language including them
in section 451 was no longer necessary. Brooks, 175 B.R. at 412. Or, as reasoned in McGinnis

V. McGinnis (In re McGinnis), 155 B.R. 294 (Bankr. D.N.H. 1993):

Congress  subsequent amendment of 28 U.S.C. § 451 should not be
interpreted to mean, as the Perroton court suggests, that Congress
intended to strip the bankruptcy court of the power to enter appro-
priate ordersin matters. . . incidental to proceedings which are
properly before the court. . . . Initsresponse to Northern Pipeline,
Congress also enacted 28 U.S.C. § 157, the current statute under
which the district court delegates authority to bankruptcy courts.
... [In so] delegating . . . the district court also delegates its au-
thority to entertain petitions and motions necessary to fully and
fairly adjudicate these cases, including petitions to proceed in forma
pauperis under 28 U.S.C. 8§ 1930(b) or (c).

Id. at 296 (emphasis added) 22

THE POSITION OF THE UNITED STATESTRUSTEE

Asthe foregoing reflects, the law is unsettled as to whether bankruptcy courts may grant
| FP status under section 1915 and waive the filing fees required by section 1930(b)-(c) for appeals
from bankruptcy judges to district courts. The central question has been viewed in terms of

whether bankruptcy courts are “ courts of the United States’ and, thus, authorized to grant IFP

= Seealso Inre Fontaine, 10 B.R. 175 (Bankr. D. R.I. 1981), In re Palestino, 4 B.R. 721 (Bankr.
M.D. Fla. 1980), and In re Gurda Farms, Inc., 10 B.R. 479 (S.D.N.Y. 1980) (holding that bankruptcy
courts may waive fees other than section 1930(a) case-filing fees, on the theory that bankruptcy courts are
“courts of the United States” for section 1915 purposes since their authority derives from a district court’s
general order of reference, and/or that Congress intended the absol ute requirement that fees be paid to
apply only to initial case-filing fees under section 1930(a) and its “ notwithstanding” language).
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status under section 1915. However, we believe there is an equally important issue to consider,
namely, whether non-payment of an appellate filing fee in the court below deprives this Court of
jurisdiction over the appeal. A review of the applicable law suggests that — irrespective of
whether bankruptcy courts are “court of the United States” under section 1915 — this Court
possesses jurisdiction to hear or dismiss the appeal.
More specifically, Rule 8001(a) of the Federal Rules of Bankruptcy Procedure (Fed. R.

Bankr. P.) provides as follows in this regard:

An appeal from a judgment, order or decree of a bankruptcy judge

to adistrict court or bankruptcy appellate panel as permitted by 28

U.S.C. 8 158(a)(1) or (a)(2) shall be taken by filing a notice of

appeal with the clerk within the time allowed by Rule 8002. An

appellant’ s failure to take any step other than timely filing a notice
of appeal does not affect the validity of the appedl. . . .

Fed. R. Bankr. P. 8001(a) (emphasis added). Likewise, the Supreme Court has long held that
failure to timely tender appellate filing fees, though sanctionable, does not deprive the reviewing

court of jurisdiction. See Pariss v. Telechron, 349 U.S. 46 (1955) (per curiam) (holding that an

appeal was not jurisdictionally defective despite appellant’s failure to include a $5 filing fee along
with atimely-filed notice of appeal, even though 28 U.S.C. § 1917 required that the $5 fee be
paid “upon thefiling” of the notice). Following Pariss, other courts have similarly held that a
fallure to pay appellate filing feesis not jurisdictionally fatal. Asthe Eighth Circuit, for example,

held in H.L. Thorndal v. Smith, Wild, Beebe & Cades, 339 F.2d 676 (8th Cir. 1965):

Here asin Pariss, the statute fixing the time for appeal contains no
provision or condition with respect to payment of fees. In Parisd,
the filing fee requirement is found in a separate federal statute.
Here the [appellate] filing fee provision isfound in local court rules
... [which] cannot enlarge statutory jurisdictional requirements.
Hence, in our view afirmer basis here exists for supporting jurisdic-
tion than was present in Pariss.

Id. at 678-79 (further noting, however, that “ Courts are not without power to provide sanctions
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for failure to pay fees’); accord Wrenn v. American Cast Iron Pipe Co., 575 F.2d 544, 547 (5th

Cir. 1978) (“untimely payment of afiling fee does not vitiate the validity of anotice of apped”);

cf. Ecker v. Replogle (In re Replogle), 70 B.R. 444, 446 (Bankr. D. Mont. 1987) (“Since al the
other prerequisite for filing [an adversary proceeding], namely, prompt receipt of the filing fee and
cover sheet, were immediately cured, the Plaintiff’s complaint should be deemed [timely] filed”).
While non-payment of fees may not vitiate appellate jurisdiction, it remains for the
reviewing court to determine whether those fees should be waived or, possibly, whether sanctions
are warranted. See Fed. R. Bankr. P. 8001(a). Here, the reviewing court isan Article I district
court, which is clearly a*“court of the United States’ and thus authorized to waive fees under
section 19152 As aneighboring district court recently held, “to deny an indigent person the right
to defend in bankruptcy . . . merely because he cannot afford to pay the fees would amount to an
unconstitutional deprivation of due process and denial of equal protection.” Tripati v. U.S.

Bankruptcy Court for the Eastern District of Texas, 180 B.R. 160, 163 (E.D. Tex. 1995).

Finally, one should consider the appropriate standard to be applied in reviewing an IFP

application. We believe the proper standard was enunciated in United States v. Merritt (In re

Merritt), 186 B.R. 924 (Bankr. S.D. Ill. 1995).22 Asthat court explained:

Qualification for in forma pauperis relief under 8 1915 requires not
only financial eligibility but also legal digibility. . . . Congress,
while opening the federal courts to individuals with rights to be
adjudicated but inadequate means to pay the filing fees, at the same

=l Indeed, it appears the Court here recognized as much when it withdrew its prior referral to the
bankruptcy court on December 19, 1997, and instead referred to this Magistrate the issue of whether
appellant should be alowed to proceed with this apped in forma pauperis.

= The bankruptcy court in Merritt was in one of the districts authorized to grant |FP status during
the “pilot” program discussed above. Although the three-year pilot program has now concluded, that has
no bearing on this Court’s authority, as an Article 111 court of the United States, to grant |FP status at any
time. (Note: The six pilot districts included the bankruptcy courts in Brooklyn (E.D.N.Y.), Philadelphia
(E.D. Pa.), Memphis (W.D. Tn.), Peoria (S.D. Ill.), Great Falls (D. Mont.), and Salt Lake City (D. Utah).)
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time attempted to safeguard these courts from vexatious litigation
that would require a disproportionate expenditure of time and
judicial resources. . .. With regard to appeals, the statute provides
that “[a]n appeal may not be taken in forma pauperis if the trial
court certifiesin writing that it is not taken in good faith.” 28
U.S.C. 8§ 1915(a)[3]. This"“good faith” requirement is an objective
one based on the legal merit of the issues sought to be appealed.

* * *

Unlike the right to appeal a criminal conviction or seek redress for a
violation of civil rights, obtaining a discharge of one’s debtsin
bankruptcy is a matter of legidative grace, not a constitutional

right. . . . Requiring such alitigant to show areasonable likelihood
of success before granting in forma pauperis relief incorporates into
the court’ s evaluation the factors a paying litigant would consider in
his decision to sue — the chance of success balanced against the
anticipated cost of bringing suit.

Merritt, 186 B.R. at 930, 932 (emphasis added).

Here, we submit, Mr. Ballard has not and cannot make the requisite showing to alow his
appeal to proceed in forma pauperis, either legdly or financialy. Asamatter of law, Mr. Ballard
does not appear to have areadlistic expectation of success on the merits. He merely appeals a
denid of rehearing in which he wholly failed to assert any new facts or law sufficient to warrant
reconsideration of the bankruptcy court’s sanctions under 11 U.S.C. 8 110. Likewise, from a
financial perspective, Mr. Ballard has utterly failed to demonstrate such indigence as to excuse his
payment of the $105 appeal filing fee. To the contrary, he received at least $1,000 for his services
as bankruptcy petition preparer here, and admits to having earned at least $8,000 to $10,000 in
income from self-employ