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

In the Matter of

VI CTOR C. BUTZ, Case No. 87-439-CJ
PATRI Cl A BUTZ,
Engaged in Farm ng, Chapter 12

Debt or s.

DECI SI ON PURSUANT TO REMAND IN CIVIL No. 88-366-A

| nt roducti on

On March 21, 1989 the Honorable Charles R Wlle, US. District Court
Judge for the Southern District of lowa, reversed the undersigned' s
confirmati on of the debtors' Chapter 12 plan of reorganization for the
reason that setoff rights of the Farners Hone Adm nistration (FnHA) were

not taken into account. In Matter of Butz, 86 B.R 595, 602 (Bankr.

S.D. lowa 1988), the controlling conclusion of |law was that “[a]lthough
the FMHA and the ASCS are both part of the Departnent of Agriculture, the
di fferences between the two preclude the FWVHA from standing 'in the sane
capacity' as the ASCS for purposes of section 553(a)". The district
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court concluded the opposite. However, the district court remanded the

case for further proceedings to deter-

1At the present tine there appears to be a difference of opinion with respect
to the nmutual capacity issue between two of the judges in the U S. District Court
for the Southern District of Ilowa. See Matter of Hunerdosse, 85 B.R 999 (Bankr.
S.D. lowa 1988) summarily aff’'d sub nom U S. A v. Hunerdosse, No. 88-364-B (S.D.
|l owa Novenber 28, 1988). The FWMHA did not appeal that district court affirmance.
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nm ne whet her there are "other reasons why FmHA shoul d not be allowed to

exercise its setoff rights". U S. A v. Butz, No. 88-366-A slip op. at 5

(S.D. lowa March 21, 1989).

A hearing on the remanded i ssue was conducted on June 8, 1989. 2
Dougl as J. Reed appeared on behalf of the debtors. Anita L. Shodeen, the
Chapter 12 trustee, was present. Kevin R Query, Assistant U S
Att orney, appeared on behalf of the FmHA. Counsel for the FnHA submtted

a post-hearing nmenorandum on June 22, 1989.

. Backgr ound

The factual background is set out in detail in Matter of
Butz, 86 B.R 595, 596-97 (Bankr. S.D. lowa 1988). For the purpose of
addressing the issue on remand, the follow ng facts are highlighted:

1. The FnHA hol ds a nortgage on debtors' real estate as a result
of paying off the debtors' contract balance in the forfeiture proceedi ngs
and succeeding to the interest of the contract vendor.

2. The debtors' Chapter 12 plan values the FnHA's first nortgage
interest in the real estate at $102, 500. 00.

2. This matter was heard in conjunction with the

remanded
issue in Matter of Mehrhoff, 88 B.R 922 (Bankr. S.D. |lowa
1988), rev'd (capacity finding) and remanded (for further

proceedi ngs on the equity of offset) sub nom U S A v.
Mehrhoff, No. 88-1488-A (S.D. lowa March 21, 1989).
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3. The FMHA objected to confirmation of the Chapter 12 plan in
part on the basis that the debtors did not include the FmHA s
adm ni strative offset right to certain ASCS-CCC program paynents in its

al | owed secured claim
4. The proof of claimfiled by the FMHA on April 23, 1987

indicates that the FnHA's claimis not subject to any setoff.
5. The program paynents the debtors have received and w ||

receive during the termof the Chapter 12 plan are property of the
estate. 11 U.S.C. § 1207(a).

6. The debtors will receive a general discharge of debt, with
certain exceptions, upon conpletion of their plan paynents. 11 U S.C. 8§
1228(a).

. Di scussi on

In the ruling on appeal, the district court adopted the

reasoning of the U S. District Court for South Dakota in U S. Through

Snal | Business Adnin. v. Rinehart, 88 B.R 1014 (D. S.D. 1988) and

concluded that "[a] federal agency owed noney by a debtor may, pursuant
to that statute (and subject to the statutory exceptions or pertinent
equi t abl e considerations), obtain by offset the paynents another federal
agency owes to the debtor.". Butz, No. 88-366-A at 5.

In the Rinehart case, the SBA obtai ned approval fromthe ASCS- CCC
to offset anmounts the ASCS- CCC owed the SBA borrower against its claim
before the borrower filed a petition seeking to reorganize under Chapter

11 of the Bankruptcy Code. After the
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commencenent of the case, the ASCS-CCC offset the anobunt before the SBA
sought relief fromthe stay to effect the previously approved offset. The
bankruptcy court found that the SBA was not entitled to relief fromthe
automati c stay based on | ack of nutual capacity with the ASCS-CCC, that
policy reasons dictated against permtting setoff in reorganization cases
and that the SBA was subject to sanctions for continuing its collection
process after the petition was filed and before obtaining relief fromthe
automatic stay. Rinehart, 76 B.R at 746.

Al t hough the district court in Rinehart disagreed with the
bankruptcy court's conclusion of law that the two government agencies did
not stand in the same capacity for purposes of setoff under the
Bankruptcy Code, it affirmed the lower court's finding with respect to
the SBA's violation of the automatic stay and all owed the order
permtting recovery of damages against the SBA to stand. Rinehart, 88
B.R at 1016-18. Since it did affirmthe ultimate result, the district
court found it unnecessary to assess whether the facts before it would
have permtted a section 553 setoff. 1d. at 1018-19. However, the
district court did set forth dicta bearing on the issue under

consi derati on:

Under section 553, setoff is not nmandatory. The
bankruptcy court must exercise its equitable

di scretion in deciding whether to grant creditors'
nmotions for relief fromthe autonatic stay to
effect adm nistrative offsets under section 553.
See In re Southern Industrial Banking Corp., 809
F.2d 329, 332 (6th Cr. 1987) (citing United
States v. Norton, 717 F.2d 767, 772 (3rd Gir.
1983)); see al so Bohack Corp. v. Borden, Inc., 599
F.2d 1160, 1165 (2nd Cir. 1979) (decided under §
68 of the Bankruptcy Act). This discretion in-
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cludes the authority to deny a creditor a right to
setof f when one creditor would be ,unfairly
favored over another. See In re Southern

I ndustrial Banking Corp., 809 F.2d at 332.

Setoffs may al so be disallowed when their effects
woul d be inconsistent with the bankruptcy Act.

See Bohack Corp., 599 F.2d at 1165; see also Inre
Mehrhoff, In re Hazelton, 85 B.R at 405. The
United States Bankruptcy Court for the Eastern
District of Mchigan has held that the FnHA s

ri ght of setoff against the ASCS-CCC may be denied
i n bankruptcy "because allowing the setoff is

i nconsistent with the purposes of chapter 12 and
the rehabilitation of Anerican farners". In re
Hazelton, 85 B.R at 405.

Id. at 1018.

By way of dicta in Matter of Mehrhoff, 88 B.R 922 (Bankr. S.D

lowa 1988), rev’'d (capacity finding) and remanded (for further

proceedi ngs on the equity of offset) sub nom U S A v. Mhrhoff, No.

88-1488-A (S.D. lowa March 21, 1989), the undersigned quoted and agreed
with the reorganization policy concerns expressed by the bankruptcy court

in the R nehart case:

Serious bankruptcy reorgani zation policy concerns
are also raised by this issue. To allow a
governmental agency |ike the SBA, FnHA, or the

i ke to piggyback under the guise of "governnment"”
and of f-set ASCS- CCC farm program paynments may

ef fectively deny farmers or ranchers a neani ngf ul
opportunity attenpt to reorganize in a Chapter 11
12, or 13 setting. As stated, in the instant
facts, the SBAis totally undersecured in terns of
its collateral and woul d otherwi se be treated as
secured up to the amount of setoff and ASCS- CCC
paynments owing. See 11 U S.C. § 506(a) and n. 4.
Al t hough the Court is unsure as to the total ASCS-
CCC paynents owing to the debtors, the SBA's claim
is $163,250.24. dearly, this inpact 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 FMHA at the
time of filing. This is contrary
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to the United States Supreme Court's policy analysis in
United States v. Witing Pools, Inc., 462 U S. 198, 103
S.C. 2309, 76 L.Ed.2d 515 (1983). Addressing the
guestion of what is property of the estate under 11
US C 8 541(a), Justice Blacknmun, witing for the
majority, observed in part:

I n proceedi ngs under the reorgani zati on provisions
of the Bankruptcy Code, a troubled enterprise nay
be restructured to enable it to operate
successfully in the future.... By permtting
reorgani zati on, 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 valuable if used in a
rehabilitated business 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 farmer survival in the

Cct ober, 1986, passage of Chapter 12 bankruptcy
reorgani zati on. See Bankruptcy Judges, United States
Trustees, and Fam |y Farmer Bankruptcy Act of 1986
whi ch becane 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.)

Id. at 754-55. Cf. WMatter of Hazelton, 85 B.R 400 (Bankr.
E.D. Mch. 1988) (FnHA was not entitled to set off anmount
owed Chapter 12 debtor by the CCC against its claimfor
policy reasons; "lack of mutual capacity" anal ysis not

adopt ed) .

Agreeing with the reasoning set forth in the Ri nehart
decision, this court recently held that the FnHA did not
stand in the sane capacity as the ASCS-CCC for the purpose
of offsetting against its claimanounts the ASCS-CCC owed
the Chapter 12 debtor. Matter of Butz, 86 B.R 595 (Bankr.
S.D. lowa 1988). |Inplicit in the analysis and deliberation
wer e the above quoted policy concerns.




.
Mehrhoff, 88 B.R at 931-32. This court continues to agree with the
policy concerns raised by the bankruptcy courts in the Ri nehart and
Hazel ton 3 cases. Accordingly, the undersigned concludes that to allow
gover nment agencies to pursue adm nistrative setoff in the context of a
reorgani zati on case woul d be inconsistent with the rehabilitative purpose
of the Bankruptcy Code in general and at odds wi th Congress' varied
efforts at saving the famly farmin particul ar.

Turning to the specific facts of this Chapter 12 case, the record
i ndi cates that the FnHA did not obtain approval fromthe ASCS-CCC to
of fset anmobunts the ASCS- CCC owed the FnHA borrowers against its claim
before its borrowers sought relief under Chapter 12 of the Bankruptcy
Code. Indeed, the proof of claimprepared by the FnHA, signed by both
the FnHA State Director and by an Assistant U S. Attorney for this

district and filed on Apri

8 In Matter of Hazelton, 85 B.R 400, 406 (Bankr. E.D. Mch. 1988), the
bankruptcy court ordered the government to pay debtor's reasonable attorney fees
and costs and to turn over a final program paynent within 5 days. By neans of its
post heari ng menorandum the FnHA has brought to this court's attention the stay
pendi ng appeal which was granted by the bankruptcy court and the subsequent
district court reversal of the bankruptcy court's decision. Mtter of Hazelton
No. 87-05459-G (Bankr. E.D. Mch. April 26, 1988); Mutter of Hazelton, No. 88-
CV-71462-DT (E.D. Mch. Septenber 16, 1988). This court does not find that the
subsequent docket entries underm ne the general policy concerns expressed by the
bankruptcy court. Hazelton, 85 B.R at 405. Fromthe materials attached to the
government's menmorandum it appears that the stay pending appeal was granted for
reasons particular to that case. Likewise, the district court's reversal appears
to have been based in part on the failure of the debtor, as appellee and cross
appellant, to file any brief.
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23, 1987 states that the FnHA claimis not subject to setoff.* To date
the FnHA has not amended its proof of claimto include a right of setoff.
The FmHA has not sought a notion for relief fromstay to initiate
adm ni strative setoff procedures. Rather, the FnHA relies on a |l ess than
automatic or guaranteed right to an adm nistrative setoff inits
objection to the confirmation of debtors' plan. The FnHA cont ends t hat
the plan fails to include the extent of the anpbunt allegedly subject to
setoff in the FnHA's al |l owed secured claim

11 U. S.C. section 506(a) provides that “[a)n allowed claimof a
creditor ... that is subject to setoff under section 553 of this title,
is a secured claim... to the extent of the amount subject to setoff...”
I deally, the value of an allowed secured claimin a reorganization case
is determined as of the tinme of the confirmation hearing. 11 U.S. C 8§
506(a). The FnHA took no steps prior to the confirmation hearing to
assert a right to attenpt to obtain approval fromthe ASCS-CCC to offset

the program paynents in issue. Cf. US. A v. Ketelsen, No. 88-5125 (8th

Cr. July 10, 1989) (FnmHA requested offset of IRS refund before

4 The court does not recall whether a waiver issue was raised at the
time of the confirmation hearing. See In re Britton, 83 B.R 914 (Bankr. E.D.
N.C. 1988) (FnHA failed to assert right to a setoff in its proof of claimand,
accordingly, waived the right and could not reinstate it by anending the proof of
claimto specify such right). See also In re Stephenson, 84 B.R 74 (Bankr. N.D.
Texas 1988) (FnHA was barred fromclainmng any right of setoff as to CCC paynents
because it failed to assert such claimin a tinely fashion).
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bankruptcy petition was filed). |In essence, the FnHA asks the court to
specul ate that it would have been successful in any pursuit of an
adm ni strative setoff and to include those anounts in its secured claim'

Parenthetically, it should be noted that the concerns attendant 7
C.F.R section 13.5(c) in a Chapter 7 case, as discussed in Matter of
Mehr hoff, No. 87-1150-C (Bankr. S.D. lowa August 8, 1989), do not arise
in this Chapter 12 context. That is, these Chapter 12 debtors will not
receive a general discharge of their debt, with certain exceptions, until
the plan paynents are conpleted. 11 U S. C. § 1228(a). Additionally,
the very plan of reorganization evidences the debtors' intent to pay as
much of their debt as the Bankruptcy Code requires as a mni num and as
their disposable inconme will permt as a maximum 11 U S. C. § 1225.

However, to conclude that the FHA's claimto an adm ni strative
offset is rmuch stronger in this Chapter 12 case than the SBA s cl ai m was
in the Mehrhoff Chapter 7 case can not be squared with Congress' intent

to encourage debtors to repay their debts

5 To the extent the FnHA clainms a right to future paynents
under the various ASCS-CCC prograns by operation of an
adm nistrative setoff, it does not conprehend Congress' intent that
the present value of the allowed secured claimbe ascertained with
some degree of certainty to allow the court to assess the
feasibility of the repaynent structure. Certainly, the debtors
entitlenent to future ASCS-CCC program paynents depends upon
contingencies set forth in the ASCS-CCC regul ati ons governi ng such
prograns.
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t hrough reorgani zation chapters rather than seeking |iquidation and
di scharge through Chapter 7. See 11 U.S.C. 8 706(a) and H R No. 95-595,
95th Cong., Ist Sess. 380 (1977) (the policy behind allow ng Chapter 7
debtors to convert to reorgani zation cases is that debtors should be
permtted the opportunity to repay their debts). Debtors who depend upon
certain ASCS- CCC paynents to neet certain expenses before bankruptcy--
wi thout interference from other agencies fromwhich they have borrowed
noni es--shoul d not find thensel ves, upon seeking relief under a
reorgani zati on chapter of the Bankruptcy Code, uncerenoniously stripped
of one of the nmeans by which they might effectuate a plan of

reorgani zati on.

I V. Concl usi on

WHEREFORE, the court finds that conpelling reasons, as identified in
the foregoing discussion, exist to deny the FnHA the right to pursue an
adm ni strative offset and, accordingly, to overrule the FnHA' s objection

to the debtors' plan of reorganization.
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ORDER

THEREFORE, the debtors' plan of reorganization is confirned.
Signed and filed this 8th day of August, 1989.
LEE M JACKW G

CH EF U.S. BANKRUPTCY JUDGE



