UNI TED STATES BANKRUPTCY COURT
For the Southern District of |owa

In the Matter of

RONALD W NMEHRHOFF, : Case No. 87-1150-C
VANI TA C. MEHRHOFF,
Engaged in Farm ng, : Chapter 7

Debt or .

ORDER ON MOTI ON TO LI FT STAY

A tel ephoni c hearing upon debtors' and trustee's
resi stances to a notion to lift stay filed on behalf of the
Smal | Business Adninistration (SBA) was held before this
court in Des Mines, lowa. Anita L. Shodeen appeared on
behal f of the debtors. David Carter appeared on behal f of
the Chapter 7 trustee, Donald F. Neiman. Linda R Reade,
Assistant U S. Attorney, appeared on behalf of the SBA.
Briefs have been filed by all parties. The matter is fully
subm tted.

Fact ual Background

The debtors received a |loan fromthe SBA in the anount
of $11,500.00 on March 1, 1978. The | oan was secured by an
interest in farm machi nery and equi pnent, as evidenced by a
security agreenent dated March 20, 1978 and perfected by the
filing of a financing statement on March 23, 1978 which was
subsequently conti nued on Novenber 4, 1982. On March 11,
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1986 and February 24, 1987 the debtors enrolled in the
Producti on Adjustnent Program (Deficiency and Di version)
adnm ni stered by the Commpdity Credit Corporation (CCC
t hrough the Agricultural Stabilization and Conservation
Service (ASCS) for 1986 and 1987, respectively.

On April 29, 1987 the debtors filed a voluntary peti -
tion under Chapter 7 of the Bankruptcy Code. The debtors
identified the SBA claimas unsecured in the amount of
$3,800. 00 on Schedule A-3. On June 15, 1987 the SBA filed a
notion to lift stay seeking to offset the nonies owed the
debtors in October of 1987 (approximtely $1,125.00) and in
Oct ober of 1988 (estimted at $1,500.00) under the wheat
and grain price support program and pursuant to 31 U S.C
section 3716 and 11 U. S.C. section 553. The agency filed a
proof of claimon June 16, 1987 which indicated its interest
was fully secured in the anount of $4,040.47. The proof
stated the claimwas not subject to any setoff. The SBA
anmended its proof on August 4, 1987 to clarify that it was
claimng "[a]lny avail able setoff of funds which may be due
t he debtors fromthe 1986 and 1987 Producti on Adj ust nent
prograns".

The debtors resisted the notion to lift stay on June
24, 1987 as did the trustee on June 26, 1987. The debtors
assert that the SBA is not entitled to a setoff because
there is no nutuality of obligation and because the appli-

cabl e federal regulations do not pernmt a setoff under the
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circumstances. The trustee makes essentially the sane argu-
ments as the debtors but also asserts, in the alternative,
t hat the contract between the debtors and the governnent is
an executory contract that has not been assumed and therefore
is deened rejected resulting in a breach of that contract.

On August 10, 1987 a discharge of joint debtors was
entered in this case. However, the trustee has not aban-
doned fromthe estate any interest the estate nm ght have
in the 1987 and 1988 paynents.

DI SCUSSI ON

| . Statutory Provisions
A creditor's right of setoff in bankruptcy is codified

at 11 U.S.C. section 553(a), which provides in pertinent part:

Except as otherwi se 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
nmut ual debt owi ng by such creditor to
t he debtor that arose before the com
mencenent of the case under this title
agai nst a claimof such creditor against
t he debtor that arose before the com
mencenment of the case .... (Enphasis
added.)

In order to qualify for a setoff under section 553, the
debts nmust be nutual and they nust be pre-petition. 1In re

Brani ff Airways, Inc., 42 B.R 443, 447 (Bankr. N. D. Tex.

1984). The Code does not define "nutual debt"”. Applicable
case | aw suggests that the debts nmust be in the sanme right
and nmust be between the same parties standing in the sane

capacity. See In re Rinehart, 76 B.R 746, 750 (Bankr. D
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S.D. 1987) and citations therein.

11 U.S.C. section 101(9) defines a creditor" as an
“entity” neeting certain characteristics. 11 U. S.C. section
101(14) states that an “'entity' includes person, estate,
trust, governnmental unit, and United States trustee”. In
turn, 11 U.S.C. section 101(26) provides that “'governnental
unit' nmeans United States;...departnent, agency, or instru-
mentality of the United States (but not a United States
trustee while serving as a trustee in a case under this

title),...”. Finally, 11 U S. C. section 106 states:

(a) A governmental unit is deened to
have wai ved sovereign inmmunity wth
respect to any clai magainst such
governnmental unit that is property of
the estate and that arose out of the
sanme transaction or occurrence out of
whi ch such governnental unit's claim
ar ose.

(b) There shall be offset against an
all owed claimor interest of a govern-
mental unit any cl ai magainst such
governnmental unit that is property of
the estate.

(c) Except as provided in subsections (a)
and (b) of this section and notw thstand-
i ng any assertion of sovereign imunity--

(1) a provision of this title that
contains "creditor", "entity", or
governnmental unit" applies to
governnmental units; and

(2) a determ nation by the court
of an issue arising under such a
provi si on binds governnent al
units. (Enphasis added.)

The attendant |egislative history distinguishes the conmpul -

sory counterclaimand affirmative recovery aspects of sub-
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section (a) fromthe estate's power to offset under

subsection (b):

Section 106 provides for a limted

wai ver of sovereign imunity in bank-
ruptcy cases. Though Congress has the
power to waive sovereign inmunity for
the Federal government conpletely in
bankruptcy cases, the policy foll owed
here is designed to achieve approxi-
mately the same result that would
prevail outside of bankruptcy.

There is, however, a limted change in
the result fromthe result that would
prevail in the absence of bankruptcy;
First, the filing of a proof of
cl aimagai nst the estate by a govern-
mental unit is a waiver by that govern-
mental unit of sovereign immunity with
respect to conpul sory counterclains, as
defined in the Federal Rules of Civil
Procedure, that is, counterclains
arising out of the sanme transaction or
occurrence. The governnental unit
cannot receive distribution fromthe
estate wi thout subjecting itself to any
liability it has to the estate within
t he confines of a conpul sory counter-
claimrule. Any other result would be
one-sided. The counterclaimby the
estate agai nst the governnental unit is
without limt.

Second, the estate may offset agai nst
the all owed claimof a governnental

unit, up to the anount of the govern-
mental unit's claim any claimthat the
debt or, and thus the estate, has agai nst
the governnmental unit, without regard to
whet her the estate's claimarose out of
the sane transaction or occurrence as

t he governnent's claim Under this
provi sion, the setoff permtted is only
to the extent of the governmental unit's
claim No affirmative recovery is
permtted. Subsection (a) governs
affirmative recovery.

Though this subsection creates a partia
wai ver of immunity when the governnent al
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unit files a proof of claim it does not
waive immunity if the debtor or trustee,
and not the governnmental unit, files
proof of a governnmental unit's claim
under proposed 11 U.S.C. 8501(c).

This section does not confer sovereign
I mmunity on any governmental unit that
does not already have inmmunity. It
sinmply recogni zes any inmmunity that

exi sts and prescri bes the proper

treatnment of clainms by and agai nst the
sovereign. (Enphasis added.)

House Report No. 95-595, 95th Cong., 1lst Sess. 317 (1977);
Senate Report No. 95-989, 95th Cong., 2d Sess. 29-30 1978).

Al t hough section 106 concerns the debtor or the estate
responding to a claimfiled by a governnental unit rather
than the governnental unit seeking a setoff, it is of

I nportance in obtaining an understandi ng of the general

princi ples underlying the entire Code. The use of “a”,
“such”, “the” and “that” in the above quoted Code sections
and |l egislative history suggests to this court that Congress
did not intend that one governnental unit be allowed to

set off its claimagainst a claimanother governnental unit

owes the debtor.! Whereas section 106(b) would allow the

! The debtor in In re Thomas, 84 B.R 438, 440 (Bankr. N.D.
Texas 1988) relied in part on 11 U S. C. 101(4) in arguing
that the mutuality requirenent for setoff was m ssing when
funds are paid to himby one governnmental agency but his
obligation is to another. The bankruptcy court cited two
pre Code U.S. Suprene Court cases as evidence of the recog-
ni zed right of setoff anong governnental agencies and con-
cluded that he did "not think that Congress intended to
change this | ong-established governnmental right of setoff
when it adopted the definition of entity in 8101(4). Cer-
tainly, nothing in the legislative history indicated such an
I ntent."
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of fset of ASCS- CCC paynents agai nst a claimof the ASCS-CCC
wi t hout the required sanme transaction or occurrence found in
subsection (a), it would not permt such an offset against
the claimof any other governmental unit. It should be
noted that subsection (b) does not appear to cover the
situation where the ASCS-CCC paynents are in the nature of a
debt, a liability on a claim Conpare 11 U. S.C. section
101(11) (debt defined) with section 101(4) (clai mdefined).
That is, if the governmental unit's claimwere |ess than
t hat governmental unit's debt, the excess should be property
of the estate available for distribution pursuant to 11

U S.C. section 726.

1. Federal Regul ations

The Code recogni zes setoff rights which are created

under either federal or state law. See, e.g. Inre

Wllianms, 61 B.R 567, 571 (Bankr. N.D. Tex. 1986). The SBA
in this case asserts a right to offset pursuant to 31 U.S. C.
section 3716 which permts a governnental agency to coll ect
a claimby adm nistrative offset. Section 3716(b) requires
that the head of the agency nust prescribe regul ations
before collecting a claimby adm nistrative offset. 13

C.F.R Part 140 contains the regulations set forth by the
SBA for purposes of debt collection. 13 C.F. R section

140. 2(a) defines "adm nistrative offset” as "the w thhol di ng
of noney payable by the United States to or held by the

United States on behalf of a person to satisfy a debt owed



to the United States by that person”. 13 C. F. R section
140.5 sets forth the procedures that nust be followed in

attenpting adnmi nistrative offset:

(a? SBA may, after attenpting to
collect a claimfroma person under
normal SBA col |l ection procedures,

coll ect the claimby nmeans of admnistra-
tive offset. However, no claimthat has
been outstanding for nore than ten years
may be coll ected by means of adm nistra-
tive offset.

(b) Prior to collecting any claim
t hrough adm ni strative offset, SBA shal
provi de the debtor wth—

(1) Witten notification, of at

| east 30 days, concerning the
nature and amount of the claim the
intention of SBA to collect the
claimthrough adm nistrative

of fset, and an explanation of the
rights of the debtor under

par agraph(b)of this section;

(2) An opportunity to inspect and
copy SBA's records with respect to
the claim

(3) An opportunity to enter into a
written agreement with SBA to
establish a schedule for the
repaynment of the debt; and

(4) An opportunity for the
review, by SBA's O fice of

Heari ngs and Appeal s in _accordance
with the provisions of Part 134 of
t hese regul ati ons, of SBA's
determ nati on of the existence of
the claim The adm nistrative
judge will issue a witten fina
decision at the earliest

practi cabl e date, but not |ater

t han 60 days after the tinely
filing of the petition requesting
the review.

(c) The right to review is waived by a
debtor, subject to paragraph (d) of this
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section, if the debtor fails to file a
written petition on or before the 15th
day follow ng receipt of the notice
descri bed in paragraph (b) of this
section.

(d) If the debtor files a petition for
review within 5 days after the estab-

| i shed deadline date, and the adm ni-
strative judge finds that the debtor
has shown good cause for the failure to
conply with the deadline date, such
reviewing official may find that the
debt or has not waived the right to a
review. (Enphasis in original.)

(e) Where anot her Federal agency
certifies to SBA that such agency is
owed a debt and that the debtor has
been provided due process rights in
accordance with the agency's own
regul ati ons, SBA may w t hhol d noney due
the debtor from SBA to satisfy such
debt. Prior to such offset, SBA wll
notify the debtor in witing of SBA's
intention to withhold such noney to
satisfy a debt owed to the United
States. Such notice will identify the
nature of the debt owed and the agency
to which it is owed, as well as the
anount of the debt.

(f) The provisions of this section do
not apply in any case in which a statute
either explicitly provides for or

prohi bits the collection through adm n-
istrative offset of the claimor type of
claiminvol ved.

7 CF.R Part 13 specifies the conditions under which
the ASCS and CCC may wi t hhold or set off disbursenments under
prograns adm ni stered by the Department of Agriculture. 7
C.F.R section 13.2(c) defines "setoff" as "the application
of a specified amunt from anobunts payable to a debtor as
i quidation, in whole or in part, of an amount owed by the

debtor". 7 C.F.R section 13.4 provides in part:
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Setof f shall be nmade and appropriate
notification thereof forwarded to the
debtor in all cases (but in none other)
wher e:

(a) A person has been adm nistratively
determ ned to be indebted to any agency
of the Departnment of Agriculture,...

In case of indebtedness subject to
setoff under this paragraph, the head of
any creditor agency of the Departnent of
Agriculture, or his designee, may, if
such action is not prohibited by | aw,
defer or subordinate in whole or in
part, the right of the creditor agency
to recover through setoff all or part of
any i ndebtedness to such agency, or my
w t hdraw a request for setoff, if he
determ nes that such action is in the
best interest of the program adm nis-
tered by such creditor agency and that
the financial rights of the Governnent
are protected.

A person is indebted to the
al Revenue Service for taxes due
ited States and such Service has
ed a notice of lien in accordance
with the Internal Revenue Code and has
submtted a witten request for setoff,
or has served a Notice of Levy in
accordance with section 6331 of the
I nternal Revenue Code, title 26 of the
United States Code, against anmounts
payabl e to such person.

(e) A person is indebted to the Depart -
ment of Labor under an agreenent entered
into with the United States pursuant to
section 1462 of title 7, United States
Code, in connection with the enpl oynent
of Mexican agricul tural workers.

(f) A person is otherw se indebted to
any agency of the United States and the
Adm ni strator, ASCS, or his designee,
has specifically authorized setoff.

according to 7 CF.R section 13.5(c), setoff

i s
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not permtted "[w] here collection of a debt has been barred
by a di scharge in bankruptcy and the debtor has not expressed
a desire to make paynment".
7 C.F.R section 13.6 governs the procedures that

must be followed by a creditor agency. It states:

(a) Indebtedness to CCC and ASCS shal
be set off in accordance with instruc-
tions issued by ASCS, without a request
for setoff having been made to the
appropriate ASCS State office. (Enmpha-
si s added.)

(b) Setoffs to recover indebtedness to
agenci es other than those described in
paragraph (a) of this section shall be
made only upon filing of a request or
serving of a Notice of Levy in accor-
dance with this section. No request
shall be filed until the creditor agency
has nmade reasonable efforts through

ot her adm nistrative neans avail able to
it to collect the indebtedness.

(c) The followi ng requests for setoff
and Notices of Levy shall be mailed or
delivered to the appropriate ASCS State
of fice:

(1) Requests for setoff made by
ot her agencies within the Depart -
ment of Agriculture.

(2) Requests for setoff submtted
or Notices of Levy serviced by the
I nt ernal Revenue Service.

(3) Requests submtted by the
Departnent of Labor for setoff of
a debt which arose in connection
with the enpl oynent of Mexican
agricul tural workers.

(d) All other requests for setoff made
by ot her agencies of the United States
shall be mailed or delivered to the
Adm ni strator, ASCS, or his designee.
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(e) Any creditor agency may inquire
fromthe ASCS county office as to

whet her the debtor his evidenced an
intention to participate in one or nore
prograns for a particular crop year
under which funds m ght becone

avail able for setoff under this part,
but any request for setoff nust be made
i n accordance with this section.

() Al'l requests for setoff shall be
submtted in witing signed by an

aut horized representative of the
creditor agency, and shall conply with
the foll ow ng:

(1) Each request shall state the
amount of the indebtedness sepa-
rately as to principal and inter-
est, and interest (if any) shal

be conputed to a date shown in the
request. |If the creditor agency
desires that additional interest
be conputed on the principal, a
daily or nonthly interest factor
per dollar of principal shall be
shown in the request. The anount
to be set off shall not exceed the
princi pal sum owed by the debtor
pl us i nterest conputed in accor-
dance with the request.

(2) Each request shall also state
t he name and address of the debtor
and a brief description of the

I ndebt edness, including

i dentification of the court
judgnment, if any.

(3) If a notice of lien has been
filed in accordance with the

provi sions of the Internal Revenue
Code, section 6323 of title 26,
United States Code, the request or
Notice of Levy shall also state
the date of filing such notice of
l'ien.

(4) If the request is submtted by
a corporate agency in connection
with a debt which has not been
reduced to judgnment, the request
shall include an agreenent to save
CCC harm ess fromliability in the
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event that the setoff is nade
agai nst an anmount payabl e by CCC.

The priority of setoffs is established by 7 C.F. R section
13.7:

(a) Debts shall be collected by setoff
in the follow ng order of priority:

(1) Debts to CCC and ASCS

(2) Debts to other agencies of
the Departnment of Agriculture.

(3) Debts to the Internal Revenue
Servi ce.

(4)Debts to other agencies.

(b) Wthin each priority grouping in
paragraph (a) of this section, the
order of setoff shall be the chronol o-
gical order of the dates of entry of
the debts on the debt record in the
ASCS county office.

Finally, 7 CF. R section 13.9 clarifies that any such
adm nistrative setoff would not bar a debtor from chall eng-
ing the debt in question through adm nistrative appeal or
t hrough | egal action.

Clearly, a review of the very detail ed regul ations set
out above mandates finding that the ASCS-CCC as the entity
owi ng a debt to the debtor is never in the sanme capacity as
t he governnental agency to whom the debtor owes a debt, except
when the ASCS-CCC is in fact one of the debtor's creditors

as contenplated by 7.C.F.R section 13.6(a).? Only in the

2 During the past year, this court has seen nunerous

notions for relief fromstay filed by the U S. Attorney's
(continued on p. 14)
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| atter situation are the el aborate procedures for setoff
requests not necessary and is setoff al nost automatic.

That there is no automatic right to set off the anount
t he ASCS- CCC owes the debtor in this case against the anmount
the debtor owes the SBA is evident fromthe regul ati ons
thensel ves. In accordance with 13 C. F. R section 140.5(a)
and 7 C.F.R 13.6(b), the SBA would be required to attenpt
to collect the indebtedness through other nmeans before
adm nistrative offset would be proper. According to the
original proof of claim the SBA considered its claimfully

secured without resort to setoff.® Presumably, it was

2 (continued fromp. 13)

Office on behalf of the SBA or the Farmers Home Adm nis-
tration (FWVHA) seeking to offset ASCS-CCC benefits in both

| i qui dation and reorgani zati on cases. 7 C.F. R section

1951. 105, set out in Appendix A, governs FMHA adm nistrative
offset. The reqgulations are as el aborate and restrictive as
those set out in the text of this decision. See in particu-
| ar subsection (a)(4) (offset not feasible if the borrower
is under the jurisdiction of the bankruptcy court) and
subsection (g) (FMHA) will not offset its |oan or grant
funds at the request of other agencies).

8 An ot herw se unsecured claimis considered "secured" to

the extent of the setoff anount pursuant to 11 U. S. C
section 506(a) which provides:

An allowed claimof a creditor secured
by a lien on property in which the
estate has an interest, or that is
subj ect to setoff under section 553 of
this title, is a secured claimto the
extent of the value of such creditor's
interest in the estate's interest in
such property, or to the extent of the
amount subject to setoff, as the case
may be, and is an unsecured claimto the
extent that the value of such creditor's
i nterest or the anount so subject to
(continued on p. 15)
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basing the status of its claimupon an existing security
interest in farm machinery and equipnent. Nothing in the
record indicates whether the SBA did liquidate its interest
after the trustee abandoned the property, |et al one whether
there was a deficiency--an unsecured clai m-remaining.?

Per haps nost inportant in concluding there is no
automatic right to an adm nistrative setoff of the ASCS-CCC
benefits is the prohibition found at 7 C.F. R section
13.5(c). That is, setoff is not permtted where "collec-
tion" of a debt has been barred by a discharge in bankruptcy
and where the debtor has not expressed a desire to nmake a
payment . °

Had the trustee abandoned the estate's interest in the
governnmental paynents in issue in this case, the SBA could

have comenced the offset procedures after August 10, 1987,

® (continued fromp. 14)
setoff is |l ess than the anount of such
allowed claim. ..

"It is settled law that a claimbased on a set-off is not a
secured claim™ In re Britton, 83 B.R 914, 918 (Bankr. E.D.
N. C. 1988) citing Lowden v. | owa-Des Miines Nat'l Bank and
Trust Co., 10 F. Supp. 430 (S.D. lowa 1935), aff’'d, 84 F.2d
856, (8th Cir. 1936) cert. denied, 299 U. S. 584, 57 S.Ct.109,
81 L.Ed. 430 (1936).

4 On June 5, 1987 the trustee filed his application to
abandon "real estate" due to a first nortgage in favor of
Corydon State Bank and ' a second nortgage in favor of the
FWMHA. He al so abandoned "machi nery, crops, and hog confi ne-
ment" due to the Bank's security interest.

> Reaf firmati on agreenents nust be nade before a discharge
is granted. 11 U. S.C. section 524(c)(1).
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the date the discharge was entered.® Assuming this had been
the case, the very regul ati ons suggest the SBA woul d have
been barred fromrecovery because, under these facts, its
unsecured cl ai mwould have been di scharged in bankruptcy.

In this case the automatic stay remains in effect as
to the governnental benefits because the trustee did not
abandon themfromthe estate. 11 U. S.C. section 362(c).
The very regul ations regarding adm nistrative offset do not
apply. 31 U S.C. 8 3716(c)(2). However, the discharge
has been entered. Thus, debts not satisfied by coll ateral
(secured) or by a distribution fromthe estate (unsecured)

have been

® Aside fromthe explicit or inplicit granting of a

notion for relief fromstay, 11 U S.C. section 362(c)
governs the termnation of the automatic stay:

(1) the stay of an act agai nst
property of the estate under subsection
(a) of this section continues until
such property is no |longer property of
the estate; and

(2) the stay of any other act under
subsection (a) of this section
continues until the earliest of--

(A) the tinme the case is closed;

(B) the time the case is dism ssed,;
or

(C if the case is a case under
chapter 7 of this title
concerning an individual or a
case under chapter 9, 11, 12, or
13 of this title, the tine a

di scharge is granted or denied.
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di schar ged. ’
[11. Common Law Doctrine

Havi ng determ ned that the regulations upon which the
SBA relies not only do not establish the "nutual capacity”
required by 11 U.S.C. section 553 but cannot be utilized
I n a bankruptcy context by their own terns, the court now
addr esses whet her the governnment has a conmmon | aw right of
of fset that extends to the bankruptcy arena.

In the recent decision of Inre Britton, 83 B.R 914,

917-18 (Bankr. E.D. N.C. 1988), the bankruptcy court
summari zed the devel opnment of the concept of setoff in a

bankruptcy setting:

The right to set off nmutual debts is a
common | aw doctrine based on principles
of equity. It was first recognized in
Ameri can bankruptcy law in the Bankruptcy
Act of 1800 and has continued to be
recogni zed in bankruptcy law up to the
present. 4 Collier on Bankruptcy,

f 553.01 (L. King 15th ed. 1987). As

t he bankruptcy | aw has devel oped,

! The trustee makes distributions based, in part, on

i nformation provided by creditors in their proofs of
claims. In this case, the SBA has not claimed that it is
entitled to a distribution as a general unsecured
creditor. Yet, froma review of the schedul es and proofs
of clainms in this case, it appears that the SBA m ght have
received a distribution had it filed as a general
unsecured creditor. It mght have received the | argest
dividend if it realized nothing fromthe |iquidation of

t he machi nery and equi pnment. Parenthetically, the court
observes that the FIVHA did not file a proof of claimin
this case. |If the information on the debtor’s schedul es
is correct, it may have had a general unsecured clai mupon
i quidation of the estate. (Ordinarily in a |iquidation
case, claims nust be tinmely filed 90 days after the first
neeting of creditors in order to share in any distribution
by the trustee. 11 U S.C. 8§ 726 and Bankr. R 3002.)
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however, certain restrictions have been
i nposed on the right to set-off. The
Bankruptcy Code provides that the
filing of a petition operates as an
automatic stay against the set-off of
any debt owing to the debtor that arose
prepetition agai nst any cl ai m agai nst

t he debtor that arose prepetition. 11
US. C 8 326(a)(7). Also, the
Bankruptcy Code now permts the trustee
to recover certain prepetition set-offs
whi ch were not recoverabl e under the
Bankruptcy Act. 11 U S.C. S 553; 4
Collier on Bankruptcy 8 553.01 (L. King
15th ed. 1987).

Certain differences between the set-off
provi si ons of the Bankruptcy Act and

t he Bankruptcy Code shoul d be

enphasi zed. Section 68a of the
Bankruptcy Act provides that "In al
cases of nutual debts or nutual credits
bet ween the estate of a bankrupt and a
creditor, the account shall be stated
and one debt shall be set off against

t he other, and the bal ance only shal

be all owed or paid." The | anguage in
section 68a provides for a federal
right of set-off. |In contrast to
section 68a, section 553 of the
Bankruptcy Code sinply recognizes the
ri ght of set-off where it exists in
nonbankruptcy law. As a result, nmany
of the cases deciding set-off issues
under section 68a of the Bankruptcy Act
may not be applicable to cases arising
under section 553 of the Bankruptcy
Code.

The Britton court then observed that North Carolina recog-
ni zes the right of setoff after certain requirenments such as
mutuality are satisfied. 1d. at 918.% In rejecting the

Federal Land Bank's argunment that the Farmers Hone Adm nis-

8 The court finds nothing under lowa |aw to suggest that

the U.S. Governnent would be entitled to offset the claim
of one agency agai nst the debt owed by anot her agency.
Certainly, the state |legislature is without power to
create rights anmong governnental units established by
Congr ess.
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tration (FMHA) should not be allowed to offset its debt
agai nst the anmpunts owed the debtors by the CCC because the
CCC is not a corporate entity separate fromthe United

States, the court relied on Cherry Cotton MIIls v. United

States, 327 U.S. 536, 66 S.Ct. 729, 90 L.Ed. 835 (1946) and
Luther v. United States, 225 F.2d 495 (10th Cir. 1954),

cert. denied, 350 U. S. 947, 76 S.Ct. 321, 100 L.Ed. 825
(1956). Britton at 919.
The right of one federal agency to offset against its
claimfunds owed to the debtors by another agency is often

based on | anguage in the Cherry Cotton MI|Is case. See In

re Buske, 75 B.R 213, 216 (Bankr. N.D. Tex. 1987); In re
Pi nkert, 75 B.R 218, 220 (Bankr. N.D. Tex. 1987); Waldron
v. Farnmers Home Admin., 75 B.R 25, 27 (N.D. Tex. 1987).

Luther v. United States, supra, at 498 summari zes the U. S.

Supreme Court ruling as follows:

In Cherry Cotton MIIs v. United States,
327 U.S. 536, 66 S.Ct. 729, 90 L.Ed. 835,
t he Governnment owed the petitioner a
certain sumas a refund of processing
taxes which had been paid. At the sane
time, the petitioner owed the Reconstruc-
tion Finance Corporation a |larger sum as
t he bal ance due on a prom ssory note for
noney borrowed. The General Accounting
O fice directed the Treasury to issue a
check for the refund in processing tax
payabl e to the Reconstruction Finance
Corporation to partially |iquidate the

I ndebt edness of the petitioner to that
government al agency. The petitioner
brought the action against the Govern-
ment in the Court of Clainms to recover
the tax refund. The Governnent filed a
countercl ai m based upon the bal ance due
on the note to the Reconstruction
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Fi nance Corporation. The Suprenme Court

di scussed the question whether the Court
of Clainms had jurisdiction to entertain

the counterclaim but it was inplicit in
t he opinion that the right of setoff

exi sted. (Enphasi s added.)

Relying on the "inplicit" right of setoff, the Court of
Appeal s concl uded that overpaynents of incone tax could be
set of f against the amount a debtor in bankruptcy owed the
Commodity Credit Corporation.?®

This court finds reliance on Cherry Cotton MIIs for

the proposition that the SBA is entitled to offset the
amounts owed by ASCS-CCC i nproper. Clearly, the Suprene
Court was addressing a specific challenge to the jurisdic-
tion of the Court of Clains to hear and to determ ne a
countercl aimbrought by the U S. Governnment under a specific
section of Title 28. The very | anguage of the opinion
limts it to facts and circunstances simlar to those

presented in that nonbankruptcy case:

Nor do we find any justification for
giving to 250(2) the narrow interpreta-
tion urged. Its purpose was to permt
the Governnment, when sued in the Court
of Clainms, to have determned in a
single suit all questions which invol ved
mut ual obligati ons between the Govern-
ment and a cl ai mant against it. Legis-

| ation of this kind has |ong been
favored and encouraged because of a

® The Luther case actually involved a priority dispute
under section 64(a)(5) of the Bankruptcy Act which is the
predecessor of 11 U S.C. section 507(a) (expense and claim
priorities), not under section 68 which is the predecessor
of section 553. As was pointed out in In re Rinehart, 76
B.R 746, 751 (Bankr. D. S.D. 1987), neither section 64(a)
nor section 507 entails the "nutuality" consideration
found in the offset sections.
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belief that it acconplishes anong ot her
t hi ngs such useful purposes as avoi dance
of "circuity of action, inconvenience,
expense, consunption of the courts’

time, and injustice."” Chicago & NN.WR.
Co. v. Lindell, 281 U.S. 14, 17 and
cases cited.

We have no doubt but that the set-off
and counterclaimjurisdiction of the
Court of Clains was I ntended to permt
the Government to have adjudicated In
one suit all controversies between It
and those granted perm ssion to sue It,
whet her the Governnent's iInterest had
been entrusted to I1ts agencies of one
kind or another. . . . Nor 1s this
congressionally granted power to pl ead
a counterclaimto be reduced because In
other situations, and with relation to
ot her statutes, we have applied the
doctrine of governnmental inmmunity or
priority rather strictly. The Govern-
ment here sought neither immunity nor
priority. |Its right to counterclaim
rests on different principles, one of
whi ch was graphically expressed by the
sponsors of the Act of which § 250(2)
Is a part: 1t 1s "as nmuch the duty of
the citizen to pay the Governnent as it
Is the duty of the Governnent to pay
the citizen." 58 Cong. d obe 1674,
April 15, 1862, 37th Cong., 2d Sess.
(Footnote omtted and enphasi s added.)

Cherry Cotton MIIls, supra, at 539-40.

To interpret Cherry Cotton MIIs as supporting

authority for the proposition that the United States may
claimsetoff rights anong its various units despite a
governnmental borrower filing bankruptcy ignores the frame-
wor k of the Code in general and, in particular, the non-
bankruptcy | aw creating the offset right. 1ndeed, 31
U.S.C. section 3716 does not apply in a bankruptcy context
by its own terns. 31 U.S.C. 8§ 3716(c)(2).



22

V. Policy Considerations
The bankruptcy court in In re Rinehart, 76 B.R 746

(Bankr. D. S.D. 1987) appears to have been the first court
to deny setoff anong governnental agencies based on a "l ack
of nutual capacity" analysis. |In that case, the SBA had
obt ai ned approval fromthe ASCS-CCC to offset adm nistra-
tively ampbunts the ASCS-CCC owed the debtor against its
claim The approval was obtained prior to the filing of the
Chapter 11 petition; the ASCS-CCC offset the anmount after

t he commencenent of the bankruptcy case; and the SBA subse-
quently sought relief fromthe stay to offset the funds
against its claim The court not only found that the SBA
did not stand in the sanme capacity as the ASCS-CCC for

pur poses of setoff and, therefore, was not entitled to
relief fromthe stay but also found that the SBA had vio-

| ated the automatic stay and was subject to sanctions for
continuing its collection process after the petition was

filed. By way of dicta, the court observed:

Seri ous bankruptcy reorgani zation policy
concerns are also raised by this issue.
To allow a governnental agency |ike the
SBA, FIVHA, or the like to piggyback
under the guise of "government" and off-
set ASCS- CCC farm program paynents may
effectively deny farnmers or ranchers a
meani ngf ul opportunity attenpt to
reorgani ze in a Chapter 11, 12, or 13
setting. As stated, in the instant
facts, the SBA is totally undersecured
in terms of its collateral and woul d

ot herwi se be treated as secured up to

t he amount of setoff and ASCS- CCC
paynents owing. See 11 U S.C. § 506(a)
and n. 4. Although the Court is unsure
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as to the total ASCS-CCC paynents ow ng
to the debtors, the SBA's claimis

$163, 250.24. Clearly, this inmpact would
be devastating to these farners and
every farmer who, prior to filing,
participates in the ASCS-CCC program and
owes either the SBA or FVHA at the tinme
of filing. This is contrary to the
United States Suprenme Court's policy
analysis in United States v. Witing
Pools, Inc., 462 U S 198, 103 S. Ct.

2309, 76 L.Ed.2d 515 (1983). Addressing
t he question of what is property of the
estate under 11 U S.C. S 541(a), Justice
Bl ackmun, writing for the mpjority,
observed in part:

I n proceedi ngs under the reorga-

ni zati on provisions of the Bank-
ruptcy Code, a troubled enterprise
may be restructured to enable it to
operate successfully in the future
... By permtting reorganization,
Congress anticipated that the

busi ness woul d continue to provide
jobs, to satisfy-creditors' clains,
and to produce a return for its
owners. Congress presuned the
assets of the debtor would be nore
val uable if used in a rehabilitated
busi ness than if "sold for scrap.”

United States v. Wiiting Pools,, Inc .,
supra, at 203, 103 S.Ct. at 2312.
Congress and the President voiced
serious concern for famly farner
survival in the October, 1986, passage
of Chapter 12 bankruptcy

reorgani zati on. See Bankruptcy Judges,
United States Trustees, and Famly

Far mer Bankruptcy Act of 1986 which
became effective Novenber 26, 1986.

See also In re Erickson Partnership ,
68 B.R. 819 (Bankr. D. S.D. 1987),
aff’d, 74 B.R 670 (D.S.D. 1987); In re
Rennich, 70 B.R 69 (Bankr. D. S.D.
1987). (Footnote omtted.)

ld. at 754-55. Cf. Matter of Hazelton, 85 B.R 400 (Bankr.

E.D. Mch. 1988) (FMHA was not entitled to set off anount
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owed Chapter 12 debtor by the CCC against its claimfor
policy reasons; "lack of nutual capacity" anal ysis not

adopt ed) .

Agreeing with the reasoning set forth in the Rinehart
decision, this court recently held that the FVMHA did not
stand in the sanme capacity as the ASCS-CCC for the purpose
of offsetting against its claimanmunts the ASCS- CCC owed

t he Chapter 12 debtor. Matter of Butz, B. R

(Bankr. S.D. lowa 1988). Inplicit in the analysis and

deli beration were the above quoted policy concerns.

Due to the absence of the policy concerns that attend a
reorgani zati on case, the court took a much nore critica
| ook at the "lack of mutual capacity” analysis in this
i qui dation case. As is evident fromthe findings and
conclusions in the preceding divisions of this decision, the
court is satisfied that setoff under section 553 may be
proper when a federal agency seeks to offset its own obli-
gation to the debtor against its claimbut is inproper when
It seeks to offset the obligation of another federal unit.
What appears on the surface to be a harsh result for the
gover nnment agenci es and perhaps for taxpayers is actually an
I npl ement ati on of the Congressional bal ance between fresh
starts for debtors and consistent treatnment for creditors
simlarly situated. Overall the Code design works to the

general benefit of taxpayers and consuners.

At the outset of a discussion of policy concerns in a
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| i qui dation case, the court observes that there is no
i ndication in the present record that the SBA would have
sought an adm nistrative setoff if its borrower had not
filed bankruptcy despite an outstandi ng delingquency on the
| oan. 10 Indeed, the SBA indicated it was not seeking a
setoff on its original proof of claim™ Although the court
can understand the SBA's desire to make the best out of a
bad situation once a borrower files for bankruptcy, to grant
the SBA relief fromthe stay to exercise all eged setoff
rights postpetition would permt it to inprove its position
at the time of filing at the expense of other simlarly

situated creditors.?

9 According to information dated June 4, 1987 and attached

to the SBA' s proof of claim the |ast paynent was made on
April 9, 1985 and the next installnment due date had been
Decenmber 20, 1986.

1" The court does not address whether the SBA tinely

requested setoff in this case but notes that setoff is an
exercisable right only. See In re Britton, 83 B.R 914
(Bankr. E.D. N.C. 1988) (FmHA's failure to assert right to a
setoff in its proof of claimconstituted waiver of right and
right could not be reinstated by anending the proof of claim
to specify such right). See also In re Stephenson, 84 B.R
74 (Bankr. N.D. Texas 1988) (FnHA was barred from cl ai m ng
any right of setoff as to CCC paynments by prior confirmation
of plan of reorganization--neither plan nor government's
objection to plan addressed setoff).

2 Had the FmHA filed a proof of claimshow ng a deficiency

upon liquidation of the real estate securing its claim but
no request for setoff against the ASCS-CCC paynents and had
the court allowed the SBA to set off those paynents, the
SBA's recovery mght also have been at the expense of the
FmMHA as a general unsecured creditor entitled to a distri-
bution fromthe estate (if funds existed) pursuant to 11

U. S.C. section 726.
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Assum ng the prohibition found at 31 U S.C. section
3716(c)(2) were of no force and effect upon the granting of
the motion for relief fromstay--nmeaning that an adm nistra-
tive right of setoff would exist, the SBA presumably woul d
follow the detailed and tine consum ng steps set out in the
regul ations. The trustee would keep the estate open while
the SBA obtained a final adm nistrative decision on its
request for setoff. |If the SBA was not successful by virtue
of 7 CF.R 13.5(c) or for sone other reason, the trustee
woul d then be able to distribute any ASCS- CCC paynents he
was holding mnus (figuratively speaking) the tinme val ue of
t he divi dends.

At this juncture the court specul ates that what the SBA
seeks in essence, if not in form is not relief fromthe
stay but rather a court determ nation of the all owed anmunt
of its "secured" claimand a court order directing the
trustee to abandon the estate property in issue directly to
it. 11 U.S.A § 506(a); 11 U.S.C. § 554.' The governnent
woul d have the court fashion a setoff based on principles of
equity found in conmon |aw. One recent bankruptcy decision

has attenpted to do just that. In In re Thomas, 84 B.R 438

(Bankr. N.D. Texas 1988), the U S. Attorney filed a notion

13 According to the legislative history of section 554,

“[a] bandonment may be to any party with a possessory interest
In the property abandoned”. House Report No. 95-595, 95th
Cong., 1st Sess. 377 (1977); Senate Report No. 95-989, 95th
Cong., 2d Sess. 92 (1978). For the limted purpose of the

t extual discussion, the court will assume that the SBA would
have a possessory interest.
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for relief fromstay on behalf of the FnHA, the SBA and the
CCC to set off clainms against ASCS-CCC di saster paynents to
the debtor. The debtor asked that the IRS be included in
the distribution and paid in full first according to 11
U.S.C. section 507(a)(7). The bankruptcy court held that
section 507(a)(7) did not apply to setoff. The court also
found that the priority set forth in the federal regulations
did not apply in a bankruptcy setting. Rather he concl uded
that setoff of the IRS claimwas mndated by 11 U. S. C
section 106(b). Accordingly, the court directed that the
governnmental units share the setoff anmount pro rata after
the FMHA and the SBA adjusted their respective clains upon
| i qui dation of certain collateral.

This court acknow edges the experience and authority of
t he Thomas court in analyzing governnental setoff claims,*
and this court agrees that the federal regulations techni-
cally do not apply to a setoff under section 553. Yet, this
court finds it awkward at best to conclude that a right of
setoff exists anong federal units while ignoring the very

statutory and regul atory basis and framework for that right.

4 Bankruptcy Judge Akard al so authored In re Stephenson, 84

B.R 74 (Bankr. N.D. Tex. 1988) (FnHA not entitled to set off
CCC di saster paynents which were Congressionally approved
postpetition in Chapter 12 case; In re Buske, 75 B.R 213
(Bankr. N.D. Texas 1987) (FnHA entitled to set off CCC
deficiency paynents in Chapter 7 case after conpensating
debt or for expenses and | abor in producing crop upon which
deficiency paynents were based); and In re Pinkert, 75 B.R
218 (Bankr. N.D. Texas 1987) (FnmHA allowed to set off CCC
deficiency and di saster paynments in Chapter 11 case).
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This court also agrees that section 507(a)(7) does not apply
per se to setoff under section 553. However, the |egislative
i ntent evident fromthe statutory provisions and fromthe
hi story of section 507 in particular conpels the undersigned
to disagree respectfully with the final outconme in the
Thomas deci si on.

Certainly the order of distribution in a Chapter 7
case is clear. 11 U S.C. section 726(a) (1) provides that
property of the estate shall be distributed first to the
claims and in the order specified in 11 U S.C. section
507. Only after those clains are satisfied do unsecured
claims receive a dividend. Wth respect to governnental
units, section 507 provides priority status only for
certain tax clainms. It does not contenplate priority
status for any other debts owing the United States as did
its predecessor, section 64a(5) of the Act. To allow a
federal agency to offset an amobunt owed by anot her federal
agency against its claimunder either the priorities set
forth in the regulations or as fashioned by a court
attenmpting to apply a common | aw equity standard woul d
seem ngly ignore and underm ne the order of distribution
specified by Congress.

For example, if the SBA were granted relief fromthe
stay to pursue an admnistrative offset in this case, the
order of priorities mandated by 7 CF. R 13.7 would be sim -
lar to the Code only with respect to taxes. Even that |im -

ted simlarity with sections 507 and 726 woul d di sappear if
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the FmMHA were seeking an offset because 7 C.F. R 13.7 puts
t hat agency ahead of the Internal Revenue Service (IRS) for
di stribution purposes. Likew se the Thomas type renedy is
at odds with the Code.

Under this court's analysis, the CCC in Thomas woul d
have been entitled to set off the disaster paynents agai nst
its claim-assuring conpliance with section 553 and not
i nconsi stent with section 106(b).* |If funds remained after
the CCC claimwas satisfied, the trustee would have distri-

buted themin accordance with sections 507 and 726. Wth

15 Like the debtors in this case, the debtor in Thomas

entered into the ASCS-CCC contract prior to filing for
bankruptcy but the actual anmpunt owed under the 1986 con-
tract was not determned until after the case was conmenced.
For the purpose of the textual discussion, the court assunes
a finding of nutuality between the debtor and the ASCS- CCC.
The court neither adopts nor rejects the analyses set forth
in those cases that find that the contractual requirenents
under the ASCS-CCC prograns are in the nature of duties and
prom ses rather than conditions precedent and, in turn, hold
that the ASCS-CCC obligations arise at the tine the prepeti-
tion contracts are entered. In re Geseth, 78 B.R 936 (D
M nn. 1987); Matter of Mtthieson, 63 B.R 56 (D. M nn.1987);
Wal dron v. Farners Home Admn , (N.D. Tex. 1987). Contra In
re Walat Farnms, Inc., 69 B.R 529 (Bankr. E.D. Mch. 1987)
and Inre HII, 19 B.R 375 (Bankr. N.D. Texas 1982).

Since the court has di sposed of the SBA's claimof setoff
agai nst the ASCS-CCC paynents on the basis of "lack of

mut ual capacity”, the other issues raised by the debtors and
the trustee are not ripe for consideration. Wth respect to
the chall enge that the ASCS- CCC benefits are postpetition,
the court only observes that the cited cases hol ding the
benefits are prepetition do so w thout discussing any

di stinction between the debtor and the debtor in possession
or the trustee. Likewise, with regard to the trustee's
contention that the contract in issue is executory, the
court notes that those sane cases do not actually find that
the contracts in question are not executory. As Judge Akard
inplies in In re Buske, 75 B.R 213, 216 (Bankr. N.D. Tex.
1987) and In re Pinkert, 75 B.R 218, 221 (Bankr. N.D. Tex.
1987), the executory contract argunent is sinply forecl osed
by the "nutual obligation" analysis.
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respect to the governnmental units, the IRS would have been
satisfied first and, if possible, in full--assuring the
debtor as much of a fresh start as possible under the
circunmstances. That is, pursuant to 11 U S.C. section
523(a) (1), certain taxes are not included in an individual
debtor's discharge. Next, any remai nder would have been
distributed pro rata to the general unsecured claim hol ders
i ncluding the SBA and the FnHA--assuring that simlarly
Situated creditors were treated in a nondiscrimnatory
fashi on consistent with Congressional intent.

Overall the societal cost of rehabilitating or allevia-
ting the | oad of the debt ridden segnent of the popul ace is
distributed fairly and evenly anong unsecured creditors
under the Code. To the extent governnental and nongovern-
mental creditors tinmely file their proofs of unsecured
claims and recover sonewhat fromthe estates on a nationw de
basi s, both taxpayers and consunmers should benefit indirectly.

CONCLUSI ON AND ORDER

WHEREFORE, based on the foregoing analysis, the court
finds that the SBA may not set off the debt of the ASCS-CCC
agai nst its claimbecause no nutual capacity exists between
the SBA and the ASCS- CCC.

THEREFORE, the SBA's motion for relief fromthe auto-
matic stay is denied.

Signed and filed this 5th day of July, 1988.

LEE M JACKW G
CH EF U. S. BANKRUPTCY JUDGE



APPENDI X A
1951. 101 Gener al

The Federal Clainms Collection Act of 1966 as anmended by
the Debt Collection Act of 1982 and the Deficit Reduction
Act of 1984 authorize Farners Hone Admnm nistration (FmHA)
to use adm nistrative, salary and Internal Revenue Service
(IRS) offsets to collect delinquent debts. Any noney that
is or may becone payable fromthe United States to an FnHA
borrower may be subject to offset for the collection of a
del i nquent debt the borrower owes to FnHA I n addition,
noney may be collected from an FnHA's borrower's pay for
del i nquent anounts owed by that borrower to FmHA if the
borrower |Is an enployee of a Federal agency, the U S.
Postal Service, the Postal Rate Conm ssion, or a menber of
the U.S. Armed Forces or the Reserve.

88 1951.102-1951. 104 [ Reserved]
8 1951.105 Adm nistrative offset.

When a Farnmer Program borrower is owed noney by another
Federal agency (except a tax refund owed by IRS), this
section explains how to collect delinquent anmounts owed by
that borrower to FnHA. Payment up to the delinquent
amount will be made to FnHA directly by the other Federa
agency. The delinquent ampbunt does not have to be reduced
to judgnent or be undi sputed and the paynent does not have
to be covered by an FmHA security instrunment. Bef ore
anot her Federal agency can be asked to offset any anount,
the borrower's account nust be accelerated. O fset cannot
be used, if, according to State |aw, accepting a paynent
after acceleration has the effect of reinstating the

account . A State supplenent nust be issued explaining
whet her offset can be wused in each State. Section
1955. 15(d) (3) of Subpart A of Part 1955 of this chapter is
not applicable to this situation. Deci si ons made under

the followi ng sections are not appeal able, under Subpart B
of Part 1900 of this chapter.

(a) Feasibility of admnistrative offset. The first
step a County Supervisor nust take to use this offset
procedure is to decide if offset is feasible. If the
County Supervisor decides that offset is not feasible, the
reasons for this decision wll be docunented in the
runni ng case record and no offset will be made. |If offset
is feasible, the directions in the followi ng sections wll
be used to collect by offset. Offset is not feasible if:

(1) It is not practical. For exanple, the cost to the

Governnment of collecting by offset mght exceed the
amount of the delinquency.



(2) Making the paynent directly to FnHA would
substantially interfere with or defeat the purpose of the
ot her Federal agency.

(3) The account has not been accel erat ed.

(4) There are | egal obstacles to collecting the debt.
For exanple, if the borrower is under the jurisdiction of
a bankruptcy court or if the statute of limtations on
collecting the debt has expired, the debt cannot be
coll ected by offset. The State O fice should contact the
O fice of General Counsel (OGC)for advice, if necessary.

(b) Notice to borrower of admnistrative offset.
After the County Supervisor has determned it is feasible
to collect by offset, the County Supervisor will send the
borrower FmHA Form Letter 1951-1 or FmHA Form Letter 1951-
2. This will be personally delivered to the borrower or
sent by certified mail, return receipt requested, wth a
copy sent by regular mil on the same day. If the
certified mail receipt is returned, it will show when the
borrower received the FmHA Form Letter and the tine limts
set out in FmHA Form Letters 1951-1 or 1951-2 will run
from that date. If delivery by certified mail is not
accomplished, FmHA will assune that the borrower received
the FnHA Form Letter by regular mail on the day the
certified mail was refused or was unable to be delivered.
If the borrower does not take any action within the tine
limts set out in FnHA Form Letter 1951-1, the County
Supervisor will prepare and send FmHA Form Letter 1951-3
as required by 8§ 1951.105(d) of this subpart. FmHA For m
Letter 1951-2 may be wused if the County Supervisor has
reason to believe that another Governnent agency is about
to make a paynent to a borrower and if failure to make an
offset would substantially prejudice the governnment's
ability to collect and if there is not enough tinme to use
FMHA Form Letter 1951-1 and conplete the procedures set
out in 8 1951.105 of this subpart. FnmHA Form Letter 1951-
2 my also be used if the borrower had an FnHA appeal
hearing to contest the delinquency and the existence of
t he debt. FmMHA Form Letter 1951-2 may not be used in any
ot her circunstances. | f FnHA Form Letter 1951-2 is used,
FMHA Form Letter 1051-3 will be prepared and sent as set
out in this subpart.

(c) Borrower's request for records, offer to repay or
request for a review regarding adm nistrative offset. (1)
If a borrower responds to FmHA Form Letters 1951-1 or
1951-2 by asking to review and copy FnmHA's records
relating to the delinquent debt, the County Supervisor
must pronmptly respond by sending a letter which tells the
borrower the location of the borrower's FmHA files and
that the files may be reviewed and copied within the next
30 cal endar days. Copying costs (see FnHA Instruction



2018-P) and the hours the files will be avail abl e each day
will be set out in the letter.

(2) If a borrower responds to FnHA Form Letter 1951-1
by offering to repay the delinquency, the offer wll be
accepted only if the County Supervisor decides that an
offset would result in undue financial hardship to the
borrower or would be wunfair to the borrower for sone
reason. This decision will be docunented in the running
ease record and the borrower will be sent a letter which
sets out the County Supervisor's decision to accept or
reject the offer to repay. Form FnHA 440-9, "Supple-
mentary Paynment Agreenent,” wll be used if a repaynent
offer is accepted. The County Supervisor nust decide
whet her to accept the offer within 45 cal endar days after
the initial offer to repay is nmade.

(3) If a borrower responds to FmHA Form Letters 1951-
1 or 1951-2 by asking for a review of FnHA's determ nation
that a debt exists and/or is delinquent, the borrower then
has 10 calendar days to send the County Supervisor
evi dence supporting the borrower's position. As soon as
possi bl e, t he County Super vi sor wi || forward the
borrower's request for a review, the borrower's case file
and all evidence provided by the borrower to the District
Director for review. |If the borrower asked for a hearing,
the District Director will decide if one is needed. A
hearing is needed only if the question of the delinquency
and the existence of the debt cannot be determ ned from a
docunmentary review of the borrower's file and any other
evidence provided. If a hearing is needed, the borrower
will be informed in witing of the time and place of the
hearing; Exhibit A to Subpart B of Part 1900 of this
chapter will be sent to the borrower and those directions
wll be followed. If the borrower requests a hearing and
the District Director determnes that a hearing is not
needed, the District Director will inform the borrower in
writing of why a hearing is not needed within 15 cal endar
days of receiving the borrower's file and evidence. The
District Director will then conduct a docunentary review
within 45 days of when the borrower asked for a review
At the hearing or after the docunentary review, the

District Director wll decide whether the debt exists
and/or is delinquent; this decision will be made within 30
cal endar days of the hearing or review The District
Director will send the borrower a letter which explains
t he deci sion. The District Director's decision is fina

and the borrower has no right to a further review. Copies
will be sent to the borrower's attorney (if any), the

County Supervisor, and the Assistant Secretary for Adm ni-
stration, USDA, Washiiigton, DC 20250.

(4) The time limts set in FnmHA Form Letters 1951-1
or 1951-2 run concurrently. If a borrower asks to review
the FnHA file and offers to repay the debt, the borrower



cannot take 30 calendar days to ask to review the FnmHA
file and then take an additional 30 days to offer to
repay. The request to review the file, the offer to repay
and/or request for a review nust all be made within 30
days of the date the borrower receives the FmHA Form
Letter. FmMHA then has a maxi num of 45 cal endar days from
the day the borrower's request is received by FnHA to
eval uate the offer to repay or conplete the review

(d) Request for admnistrative offset. If FmHA Form
Letter 1951-2 has been sent, FmHA Form Letter 1951-3 wil
be prepared and mailed immediately by the County Super-
Vi sor. If FMHA Form Letter 1951-1 has been sent, FnHA
Form Letter 1951-3 wl|l be prepared by the County
Supervisor after: (1) The borrower has reviewed the file
(or the tinme for review has expired, whichever cones
first); (2) a review of the record and any evidence
provi ded by the borrower or a hearing has been concl uded
and a decision has been nmade that the debt exists and is
delinquent; or (3) a decision is nmade whether to accept a
repaynment offer. FmMHA Form Letter 1951-3 will be sent by
the County Supervisor to the Agricultural Stabilization
and Conservation Service (ASCS), Federal Crop |Insurance
Corporation (FCIC) or any other Federal agency likely to
have noney scheduled to be paid to the borrower. Exhi bi t
A of this subpart (available in any FnmHA office) provides
t he addresses of officials to whom a conpleted FnHA Form
Letter 1951-3 should be mail ed. The County Supervisor
will send a copy of the conpleted FmHA Form Letter 1951-3
to the State Adm nistrative Oficer

(e) Application of paynments, refunds and overpaynments
for admnistrative offset. (1) Only delinquencies can be
collected by offset. Therefore, if an FmHA Form Letter

1951-3 is submtted to another Federal agency which owes a
borrower an amount in excess of the FnHA del i nquency, that

excess will be remtted to the borrower by the other
agency.

(2) If a borrower is delinquent on nore than one FnmHA
debt, amounts collected by offset will be distributed and
applied as regul ar paynents.

(3) If a borrower receives FmHA Form Letter 1951-2 of

this subpart and an offset is nade and after a review of
the FmHA file and any evidence presented by the borrower
the County Supervisor/District Director decides that the
of fset should not have been made or should have been made
for a lesser amount, a refund will be processed pronptly
I n accordance with 8 1951.13(b) of Subpart A of Part 1951
of this chapter. The borrower is not entitled to interest
on the anount refunded.

(4) If FnHA receives noney through an offset but the
borrower is not delinquent at the time or the anmount
received is in excess of the delinquency, the entire



amount or the anmount in excess of the delinquency nust be
refunded pronptly to the borrower in accordance wth
1951. 13(b) of Subpart A of Part 1951 of this chapter. The
borrower is not entitled to any paynent of interest on the
ref unded anount.

(5) Al l ampunts collected by offset will be recorded
on Exhibit B of this subpart (available in any FnmHA
office) by the County Supervisor. Exhibit B wll be filed

in operational file 195/-Offsets, and a copy will be sent
to the State Adm nistrative O ficer every six nonths.
() Cancellation of adm nistrative offset. If a

borrower's name has been submitted to another agency for
offset and the borrower's account s brought current
(either by paynent or by sone servicing action), the
County Supervisor wll notify the other agency that the
borrower is no |longer delinquent. The addresses listed on
Exhibit A of this subpart (available in any FnHA office)
will be used.

(9) Adm nistrative offset of FnHA noney. FrmHA wi |
not offset its loan or grant funds at the request of other
agencies. Information provided by other agencies about
debts owed to them will be considered by FmHA when it
evaluates a borrower's repaynent ability and wll Dbe
conpared to financial information that the borrower
provi ded.

[51 FR 42821, Nov. 26, 1986, as anended at 52 FR 18544,
May 18, 1987]



N THE UNI TED STATES DI STRI CT COURT
FOR THE SOUTHERN DI STRI CT OF | OMA
CENTRAL DI VI SI ON

I N THE MATTER OF: )
RONALD W MEHRHOFF ) CIVIL NO 88-1488-A
VANI TA C. MEHRHOFF, Bankruptcy No. 87-1150-C
)
Debt or s.
_____________________________ )
UNI TED STATES OF AMERI CA,
)
Pl aintiff,
) RULI NG ON APPEAL
VS.
)

RONALD W MEHRHOFF and
VANI TA C. MEHRHOFF, Debtors; )
and DONALD F. NEI MAN,

Chapter 7 Trustee, )
Def endant s. )
The Smal | Busi ness Admi nistration (SBA) appeals the

bankruptcy court's ruling that SBA lacked nmutuality with the
Agricultural Stabilization and Conservation Service (ASCS) and
therefore would not be allowed to offset against the debtors
obligations to SBA certain ASCS program paynents owed to debtors.
This court concludes that the nutuality requirenents were
satisfied. That ruling is therefore reversed, and this case is
remanded to the bankruptcy court for further proceedings.
Pertinent facts are fully set forth in the bankruptcy

court's ruling. In re Mehrhoff, 88 B.R 922 (Bankr. S.D. |owa

1988). The debtors are obligated to SBA on an $11,500 | oan nade
to them March 1, 1978. On April 29, 1987, the debtors filed for
relief wunder Chapter 7 of the Bankruptcy Code. The SBA
initially filed a proof of claimfor $4,040.47, but on August 4,
1987, SBA anended its proof of claimto include a request for an

order to allowit to set off funds due the debtors fromthe ASCS

1



for 1986 and 1987 paynents on agricultural prograns. The SBA
requested an order granting it relief from the automatic stay
i nposed under 11 United States Code section 362. The bankruptcy
court, in an opinion that thoroughly addressed pertinent
statutory |anguage, regulations, and case |law, denied the SBA' s
request for relief from the autonmatic stay on the ground that
"the SBA may not set off the debt of the ASCS-CCC against its
cl ai m because no nutual capacity exists between the SBA and the
ASCS- CCC. "

This court disagrees wth that ruling concerning

mutual i ty.

The bankruptcy code provides in pertinent part:
[T]his title does not affect any right of a creditor to
of fset a nutual debt owing by such creditor to the debtor
that arose before the commencenent of the case under this
title against a claim of such creditor against the debtor
t hat arose before the commencenent of the case...

11 U.S.C. § 553 (a)

The debtors contended, and the bankruptcy court
concluded, that the SBA and ASCS were essentially separate
entities. The bankruptcy court held the showi ng that SBA and
ASCS are both federal agencies was not sufficient to establish
mutuality. The court relied in part on a simlar analysis by a
Sout h Dakota bankruptcy judge. See In re Rinehart, 76 B.R 746
(Bankr. D. S.D. 1987).

This court finds nore persuasive the reasoning of the
Chi ef Judge of the United States District Court for the District
of South Dakota who reached a contrary conclusion on the

mutual ity issue. See United States v. Rinehart, 88 B.R 1014

(D. S.D. 1988). Suffice it to say that this court entirely



agrees with the reasoning of Chief Judge Porter and the
authorities he has cited to support his conclusion that the ASCS
and SBA stand in the sane capacity for purposes of offsetting
ASCS paynments against debts owed to SBA 1d. at 1016-18. The
relationship of separate federal agencies to the federa

gover nnent is di stinguishable from the relationship of
subsidiaries to a private corporation. Federal agencies are not
separate legal entities for the purpose of determining nutuality
of obligation under the Bankruptcy Act. Al federal agencies are
an integral part of the federal governnent and fully entitled to
exercise statutory authority to collect nonies owing on |oans

made from government funds. See Snall Business Adm nistration v.

McC ellan, 364 U S. 446, 450 (1960).

The bankruptcy court has not yet directly addressed,
anal yzed, and decided the other issue presented: whether there is
a conpelling equitable reason for denying the government's
exercise of its setoff right and for denying the request for

release of the automatic stay. See In re NWX, Inc., F. 2d

__ (8th Cir. 1989) (slip opinion at 6-7). This court does not
now address that issue on its nerits, but instead remands this
case to the bankruptcy court for further proceedings.

The decision of the bankruptcy court is reversed, and

this case is remanded for further proceedings.

IT 1S SO ORDERED
Dated this 21st day of March, 1989.

CHARLES R WOLLE, JUDGE
UNI TED STATES DI STRI CT COURT



