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UNI TED STATES BANKRUPTCY COURT
FOR THE DI STRI CT OF NEW MEXI CO

In re:
DANI EL KRUPI AK,
Al | eged Debt or. No. 7-99-10304 SA

MEMORANDUM ON LI ABI LI TY PHASE OF CLAI M OF
FORMER ALLEGED DEBTOR FOR ATTORNEY' S FEES, COSTS,
DAMAGES AND PUNI TI VE DAMAGES PURSUANT TO
11 U.S.C. 8303(i) AND BANKRUPTCY RULE 9011

This case commenced with the filing of an involuntary
petition by creditors David Grosjean (“Grosjean”), Robert Minn,
and WIlliamBem s on January 20, 1999. Subsequently Apodaca
Eart hnoving, Inc. and Scott Graff dba Pacific Miutual Door Co.
(“Graff” or “PMD") joined as petitioning creditors. The
parties agreed to bifurcate the trial of the involuntary
petition, in order to determne first whether the petition
shoul d be granted, and then afterward, in a separate hearing
with separate discovery, to determ ne any issues of costs,
attorney fees or damages. On October 20, 1999, follow ng the
first phase of the trial, the Court entered its Order
di sm ssing the involuntary petition and reserving jurisdiction
to determ ne all 8303(i) issues (docket 147). On Decenber 8,
1999 the fornmer alleged debtor (“Krupiak”) filed an anmended

notion for award of attorney fees and costs (docket 177)% for

! Krupiak filed partial withdrawals of the Modtion for Fees
and Costs (docket nunbers 184 and 185) as a result of
settlements with Bem s and Minn.



an award of conpensatory and punitive danages agai nst
petitioners for filing the petition in bad faith; he also seeks
an award under Bankruptcy Rule 9011 agai nst Eastham Johnson,
Monnhei mer & Jontz, P.C. (“EJMJ”)(the attorneys for G osjean
Bem s, Munn and Graff)(docket 178)(collectively 177 and 178
will be referred to as the “Mdition”).?2

EJMJ), Graff, and Grosjean filed a Motion for Sumrmary
Judgnment (docket 232) on the grounds that Krupiak' s Rule 9011
claims were untinmely. They filed another Mtion for Summary
Judgnent (docket 241) that their clains were warranted by the
| aw; and anot her Motion for Summary Judgnent (docket 244) that
their clainm were supported by the evidence. Before beginning
the trial on the nmerits of the issues of liability and attorney
fees under 8303(i), the Court issued an oral ruling denying al
three of the sunmary judgnent notions.

Begi nni ng COct ober 25, 2000, and follow ng the parties’
unsuccessful nediation effort, the Court conducted an
evidentiary hearing on the liability of Gosjean, Gaff and

EJMI® (collectively “Petitioners”) for an award of costs or

2 Par agraphs 30, 38, 46 and 55 of the Motion allege that
petitioners also violated Rule 9011, but the prayer for relief
seeks no relief against them

3Apodaca Earth Moving, Bemis and Munn have resolved their
i ssues with Krupiak
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attorneys fees pursuant to 8303(i)(1) and for an award of
conpensatory and punitive damages pursuant to 8303(i)(2), and
on the liability of EJMJ pursuant to Rule 9011. The Court had
previously ordered that it would schedule discovery and try the
liability issues before scheduling discovery and trying any
damages issues. Interim Scheduling Order, docket 195. The
Court had al so i ssued an Amended Menorandum Opi ni on on Setoff,
ruling that any clains of Petitioners could not be set off

agai nst costs and attorney fees awarded to Krupiak or his
counsel pursuant to 8303(i) (1), but reserving decision on the
issue as to an award of conpensatory danages or punitive
damages pursuant to 8303(i)(2). Docket 270.

RELEVANT STATUTE AND RULE

Section 303(i) of the Bankruptcy Code provides:

| f the court dism sses a petition under this section
ot her than on consent of all petitioners and the
debtor, and if the debtor does not waive the right to
j udgment under this subsection, the court may grant
j udgnment -
(1) against the petitioners and in favor of the
debtor for -
(A) costs; or
(B) a reasonable attorney's fee; or
(2) against any petitioner that filed the
petition in bad faith, for -
(A) any damages proximately caused by such
filing; or
(B) punitive damages.

Federal Bankruptcy Rule 9011(b) provides:
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By presenting to the court (whether by signing,
filing, submtting, or l|ater advocating) a petition,
pl eadi ng, witten notion, or other paper, an attorney
or unrepresented party is certifying that to the best
of the person's know edge, information, and beli ef,
formed after an inquiry reasonabl e under the

ci rcumnst ances, - -

(1) it is not being presented for any inproper

pur pose, such as to harass or to cause unnecessary
del ay or needl ess increase in the cost of litigation;
(2) the clainms, defenses, and other |egal contentions
therein are warranted by existing |law or by a
nonfrivol ous argunent for the extension,

nmodi fication, or reversal of existing law or the
establi shment of new | aw;

(3) the allegations and other factual contentions
have evidentiary support or, if specifically so
identified, are likely to have evidentiary support
after a reasonabl e opportunity for further

i nvestigation or discovery; and

(4) the denials of factual contentions are warranted
on the evidence or, if specifically so identified,
are reasonably based on a lack of information or
bel i ef.

ATTORNEY’ S FEES AND COSTS

Section 303(i)(1), which awards costs or a reasonable
attorney’s fee, does not require a showing of bad faith. 1In re
Whiteside, 240 B.R 762, 765 (Bankr. WD. M. 1999); In re

Mundo Custom Hones, Inc., 179 B.R 566, 569 (Bankr. N.D. 11I.

1995). Section 303(i)(1) is intended to reinmburse an all eged
debtor for the expenses necessarily incurred in successfully
def endi ng an i nproper involuntary petition. Whiteside, 240

B.R at 765; In re Leach, 102 B.R 805, 808 (Bankr. D. Ks.

1989). An award under 303(i)(1) is discretionary with the

Bankruptcy Court, Mindo Custom Honmes, 179 B.R at 569, however
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the “majority approach” typically inposes fees and costs on the

unsuccessful petitioning creditor. In re Silverman, 230 B.R

46, 50 (Bankr. D. N.J. 1998); Leach, 102 B.R at 808
(“[S]ection 303(i)(1) routinely contenplates the award of costs
and attorney’s fees to the debtor.”) Section 303(i)(1) raises
a rebuttable presunption in favor of the debtor that fees and

costs are authorized. 1n re Ballato, 252 B.R 553, 558 (Bankr.

MD. FI. 2000). See also 2 Collier on Bankruptcy, T 303.15[ 3]
(15" Ed. rev.)(“G ven the policy behind section 303(i) and the
effort to balance the conpeting rights of debtors and creditors
under section 303 as a whole, the better argunent is that the
presunption for the award of costs and fees should be in favor

of the debtor.”); In re Landmark Distributors, Inc., 189 B.R

290, 307 (Bankr. D. N.J. 1995)(Petitioners should generally
anticipate the award of fees upon dism ssal of an involuntary
petition, but it is within Court’s discretion after

consi deration of reasonabl eness of the petitioner’s actions,
their notivation and objectives, and the nerits of their view
that the petition was sustainable.) Once the involuntary
debt or establishes that the anpunts requested are reasonabl e,
the burden shifts to the petitioning creditors to establish
that factors overcone the presunption and support the

di sal | owance of fees and costs. | d.
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In this case, the Court finds that an award of a
reasonabl e attorney’'s fee under Section 303(i)(1) is
appropriate. The clear policy behind 303(i)(1) is to reinburse
an alleged debtor for costs and fees incurred in the successful
def ense of an involuntary petition. As the Court discusses
bel ow, the Court finds that the petition was not substantially
justified under its facts or under the current state of the | aw
in New Mexico or the Tenth Circuit. Specifically, the Court
finds that plainly there was a bona fide dispute over Krupiak’'s
liability to the petitioning creditors. Therefore, under
either a presunption or analysis of the facts of this case,
fees wll be awarded.

DAMAGES AND PUNI TI VE DAMAGES

Section 303(i)(2), which awards danmages or punitive
danmages, requires a showing of bad faith. MWhiteside, 240 B. R
at 765. Neither the Bankruptcy Code nor its |legislative
hi story provi des gui dance regarding the content of the bad

faith standard. General Trading Corporation v. Yale Materials

Handl i ng Corporation, 119 F.3d 1485, 1501 (11t" Cir. 1997); In

re K.P. Enterprise, 135 B.R 174, 179 (Bankr. D. Me. 1992).

There is a presunmption in favor of the petitioning
creditors that they have filed the petition in good faith.

Bal l ato, 252 B.R at 558; In re ABQ MCB Joint Venture, 153 B.R
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338, 342 (Bankr. D. NNM 1993); In re Caucus Distributors,
Inc., 106 B.R 890, 923 (Bankr. E.D. Va. 1989). Therefore, the
burden is on the alleged debtor to show that the petitioning

creditors have filed in bad faith. Atlas Machine & Ilron Wrks,

Inc. v. Bethlehem Steel Corporation, 986 F.2d 709, 716 n.9 (4t"

Cir. 1993); Caucus Distributors, Inc., 106 B.R at 923;

Petral ex Stainless, Ltd. v. Bishop Tube Division of Christiana

Metals (In re Petralex Stainless, Ltd.), 78 B.R 738, 743

(Bankr. E.D. Pa. 1987).
“Good faith” and “bad faith” are not defined by the

Bankruptcy Code. Caucus Distributors, Inc., 106 B.R at 923.

The Court of Appeals for the Tenth Circuit has not ruled on
what constitutes “bad faith” for purposes of Section 303(i)(2).
Generally the Courts agree that bad faith is a factual issue.

See, e.qg.. ABQ MCB Joint Venture, 153 B.R at 342 (citing In re

Advance Press & Litho, Inc., 46 B.R 700, 703 (Bankr. D. Co.

1984)); Caucus Distributors. Inc., 106 B.R at 923 (citing

cases). As with many ot her bankruptcy ternms, the Courts have
devi sed various tests* to deternm ne whether a petition was

filed in bad faith. See Lubow Machine Co., Inc. v. Bayshore

“‘See e.g.., Flygare v. Boulden, 709 F.2d 1344 (10t Cir.
1983) (test for “good faith” for chapter 13 confirnmation
pur poses); Brunner v. New York State Hi gher Education Services
Corp. (In re Brunner), 831 F.2d 395, 396 (2" Cir. 1987)(test
for “undue hardship” for student |oan di scharge purposes).
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Wre Products Corp. (In re Bayshore Wre Products Corp.), 209

F.3d 100, 105-06 (2" Cir. 2000):

Some courts have used an “inproper use” test, which
“finds bad faith when a petitioning creditor uses

i nvol untary bankruptcy procedures in an attenpt to
obtain a ‘disproportionate advantage’ for itself,
rather than to protect against other creditors
obt ai ni ng di sproportionate advantages, particularly
when petitioner could have advanced its own interests
in adifferent forum” |[nre K P. Enter., 135 B.R
174, 179 n. 14 (Bankr. D. Me. 1992); see also In re
Better Care, Ltd., 97 B.R 405, 410-11 (Bankr.

N.D.Il'l. 1989). O her courts have applied an

“i nproper purpose” test, where bad faith exists if
the filing of the petition was notivated by ill wll,
mal ice, or a desire to enbarrass or harass the

all eged debtor. See, e.qg., Inre Canelot, Inc., 25

B.R 861, 864 (Bankr. E.D. Tenn. 1982). A third |line
of cases enpl oys an objective test for bad faith
based on “what a reasonabl e person woul d have
believed.” Jaffe v. Wavelength, Inc. (In re

Wavel ength, Inc.), 61 B.R 614, 620 (9" Cir.
1986) (i nternal quotation marks omitted). Finally, as
the Eleventh Circuit has observed, a nunmber of courts
have sought to nodel the bad faith inquiry on the
standards set forth in Bankruptcy Rule 9011. See
General Trading, Inc., 119 F.3d at 1501-02; In re Fox
| sl and Square Partnership, 106 B.R 962, 967-68
(Bankr. N.D. 111. 1989).

See al so Wavel ength, Inc., 61 B.R at 619-20:

One line of cases holds that bad faith exists when a
petition is ill advised or nmotivated by spite, malice
or a desire to enbarrass the debtor. A second |ine
of authority | ooks to whether the creditor’s actions
were an i nproper use of the Bankruptcy Code as a
substitute for customary collection procedures.

VWhet her a party has acted in bad faith is essentially
a question of fact. Bad faith should be measured by
an objective test that asks what a reasonabl e person
woul d have believed.

Page - 8-



(Citations and internal punctuation omtted.) Sone Courts have
appl i ed conbi nati ons of the above tests, and others have noted
that the tests overlap, exploring different facets of the same

concept. Silverman, 230 B.R at 51; K.P. Enterprise, 135 B. R

at 180°. See also In re Apache Trading Group, Inc., 229 B.R

891, 893 (Bankr. S.D. FI. 1999)(discussing the five traditional
tests® plus the “nose test”.7)

The Court finds that the best approach to the issue of bad
faith is close to, but not quite the same as, the Rule 9011
test, also called the combined test.® Both objective and
subj ective factors are relevant to any determ nati on of bad

faith. K.P. Enterprises, 135 B.R at 180. *“Petitioning

The K. P. Enterprise court provides an excell ent
di scussi on of the various tests. 135 B.R at 179 nn. 14, 15,
16, 17 and 18.

The five tests are: (1) the subjective test; (2) the
I nproper purpose test; (3) the objective test; (4) the
i nproper use test; and (5) the conbined test. 229 B.R at
893.

T“[1]f it smells like bad faith, it’s got to be bad

faith.” In re Better Care, Ltd., 97 B.R at 409. The “nose
test” has all the precision (and useful ness) of Justice
Brennan’s reputed test for pornography; to wit, “I know it
when | see it.” See also United States v. Dol ese, 605 F.2d

1146, 1154 (10" Cir. 1979) (“There is a principle of too
much; phrased coll oquially, when a pig beconmes a hog, it is
sl aughtered.”)

8 OfF course, Rule 9011 is applicable as such to the filing
of any papers in the case, independent of the separate inquiry
of determ ning bad faith.
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creditors who have al ready submtted a signed and verified
petition in accordance with Rule 9011 should be held to the
standard created by that Rule: a dual subjective and objective

test for good faith.” Petralex Stainless, Ltd. 78 B.R at 743.

“To determ ne bad faith, a court exam nes whether a reasonable
person would have filed the petition (objective test) as well
as the notivations of the petitioner (subjective test.)” Atlas

Steel & lron Wrks, Inc., 986 F.2d at 716. See al so Subway

Equi pnent Leasing Corporation v. Sims (In re Sinms), 994 F.2d

210, 222 (5" Cir. 1993)(“[Clreditors conducted a reasonable
inquiry into the facts and the law prior to filing the
petitions, as required by Bankruptcy Rule 9011."); In re
Turner, 80 B.R 618, 623 (Bankr. D. Ma. 1987)(“[B]ad faith
under 8302(i)(2) should be neasured by the subjective and

obj ective standards contained in Bankr. R 9011.”7); In re Alta

Title Conpany, 55 B.R 133, 140 (Bankr. D. Ut. 1985)("“The good

faith test is analogous to the duty inposed by Rule 11.")
The Court believes that the follow ng
st andar ds/ met hodol ogy shoul d be applied to decide this
guesti on:
1. The first and primary standard for neasuring creditor
conduct is the statute itself. For exanple, if the creditors

are successful in obtaining relief on an involuntary petition
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(other than by fraud on the court, obviously), then there is no
need to consider the issue of bad faith. 11 U S.C. 8303(i)

(“I'f the court dism sses the petition....”); but see Petralex,

78 B.R at 742-44 (court orders relief on involuntary petition
and then considers alleged bad faith of filing creditors);
Sinms, 994 F.2d at 222 (order for relief properly entered on
findings that statutory grounds were net and creditors
conducted a reasonable inquiry before filing). Thus, it would
seemthat even if the petitioning creditor has conpletely
i nproper notives for filing the petition, the entry of an order
for relief precludes the need or opportunity to inquire into
t hose notives, at least in the limted context of 8303(i).°

2. Assunming the dism ssal of the petition, and assuni ng
the former alleged debtor asserts a claimfor bad faith, the
court nmust determne, in the circunstances at the tinme of the
filing of the petition, what a “reasonable creditor” would have
done. That entails at least a twofold factual exam nation: (a)

what investigation was done beforehand, and then (b) given the

°® The issue of notives night come up in other contexts.
For exampl e, even though relief nay be ordered, a court could
i nvoke the provisions of 8305 to dism ss or suspend the
proceedings. E.g., Matter of Wn-Sum Sports, Inc., 14 B.R
389, 394 (Bankr. D. Conn. 1981). Notw thstanding the
foregoing citation, the Court expresses no opinion about
whet her a consideration of the motives for the filing of the
case woul d be relevant to a 8305 inquiry.
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information available, what did the creditor do with it?%0
Breaking the inquiry down into constituent parts provides sone
definition of the “reasonable creditor” standard.

What investigation was done should then be conpared with
what investigation should have been done, given the
circunstances at the time. Simlarly, what the creditor did
with the information available to it should be conpared with
what a reasonable creditor, sufficiently informed of the
provi si ons of the Bankruptcy Code and rul es!, would have done
with the information. A failure to conduct any (or an
insufficient) factual investigation, when that investigation
woul d |ikely have disclosed facts that woul d preclude the
filing of the petition, would constitute one exanple of bad
faith. “The absence of such a prefiling inquiry [into both the
facts and the law] will generally support a finding of bad

faith in single petitioning creditor cases.” In re Alta Title

10 Cbviously this inquiry closely parallels a Rule 9011
inquiry, specifically subsections (b)(2) and (b)(3).

1 Subsection (b)(2) requires that the creditor have a
sufficient know edge of the Code and the rules to weigh the
facts appropriately. VWhile there may well be occasions in
which a creditor cannot obtain as many facts as it needs to
make a conpletely infornmed decision (versus a sufficiently
i nformed decision), there should be less difficulty
ascertaining what the relevant provisions are in the Code, the
rules and the case law. OF course, the Court is not
suggesting that application of the law to the facts is al ways
easy.
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Conpany, 55 B.R at 141 (footnote omtted). On the other hand,
a creditor could conduct an investigation and based on what
facts appeared, reasonably file a petition which would
neverthel ess be di sm ssed because the court finds the facts

differently than the creditor perceived them e.qg., Bayshore

Wre Products Corp., 209 F.3d at 106-07, or interprets the |aw

differently than did the creditor. E.g., General Trading

Corporation v. Yale Materials Handling Corporation, 119 F.3d at

1504-05 (“Yale had a good faith and reasonabl e basis under the
law to believe that its clains were not subject to a bona fide
di spute.... To hold Yale |iable because it |lost the bona fide
di spute argunment woul d be inappropriate.”) In other words, as
the statute makes clear, the nmere fact that the petition is
di sm ssed does not mean the creditor acted in bad faith.
8303(i).

What facts were available to the creditor (whether by
i nvestigation or otherwi se), and what the creditor did with
those facts, is the second half of the inquiry. Here, the nost
poi nted inquiry would be what the petition alleged (including
t he nunber of creditors, the existence or not of good faith
di sputes and contingent clainms, and whether the debtor was
paying its debts as they becane due) and what the court finds

at the end of the trial. The surrounding circunstances,
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i ncluding for exanple the need for haste in nmaking a decision

to file, should be taken into account. E.qg., In re Turner, 80

B.R at 627 (“Although the need for speed woul d surely not
justify a frivolous petition, the press of time is properly a
factor in assessing the reasonabl eness of counsel’s
investigation of the law and facts.”). A failure to neet the
standards of this second factor is sufficient to constitute bad
faith, even wi thout the existence of any ulterior notives or
“i nproper purposes”.

3. Also assuming that the petition is dism ssed, the next
i nqui ry should be what the notives of the creditor were.'? But
j udgi ng what notives are proper and what inproper in this
context is nmore difficult than making the determ nation for the
second inquiry. There is first of all the practical difficulty
of prying into a creditor’s mnd to determ ne her or his

i ntenti ons. In re Caucus Distributors, Inc., 106 B.R 890, 926

(Bankr. E.D. Va. 1989)(“It is quite apparent that a

determ nation of the subjective notivations of a petitioning

2 But in making this inquiry part of the methodol ogy for
det erm ni ng whet her bad faith exists, the Court does not nean
to preclude an argunment that the only test is whether the
requirenents of the Code are net, and notives are irrelevant.
See In re Caucus Distributors, Inc., 106 B.R 890, 924 n. 44
(Bankr. E.D. Va. 1989) (“The earlier decisions addressing the
issue of bad faith stated that the notivations of creditors
were irrelevant.”) (Citations omtted.)
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creditor is a nost difficult task.”) And while courts have
cited a variety of notives or behaviors as inproper or

constituting bad faith, e.qg., Inre K.P. Enterprise, 135 B. R

at nn. 14 and 15, a closer analysis of those cases raises
guestions about why the cited behavior should be considered to
constitute bad faith. For exanple, one court stated

unequi vocally that “[d]ebt collection is not a proper purpose
of bankruptcy.” It would seemthat collecting on a debt would
be the primary, and legitimte, reason that nost involuntary
petitions are filed.'® And even those courts that assert that

a petition should not be filed when other collection procedures

are available, e.q., In re Better Care, Ltd., 97 B.R at 410-11

(announci ng the “di sproportionate advantage” theory), fail to
anal yze how the creditor’s seeking to have the issues resol ved
in the bankruptcy court offends the bankruptcy process.

| ndeed, for the nost part it would also seemthat if a creditor
decides to attenmpt to collect a debt by invoking the Bankruptcy
Code, the creditor should be allowed to do so (1) if the

creditor can nmeet the requirenments of 8303 and (2) is bound by

13 Atlas Machine & Iron Wirks, Incorporated, 986 F.2d
709, 716, n. 11 (4" Circuit 1993). (Citations omtted.) In
fairness to the Fourth Circuit, the context of the statenent
was a case in which the creditor filed the petition because it
was the only creditor not getting paid. 986 F.2d at 716, n.
10.

Page -15-



the limtations that the Code inposes, nost obviously by being
required to abide by the equal distribution policy of the Code.

See also, In re Beaucrest Realty Associates, 4 B.R 166, 168

(Bankr. E.D. N. Y. 1980)(Petitioning creditors would be

equi tably estopped from seeking term nation of automatic stay.)
Ot her courts have ruled explicitly that it is not bad

faith for a debtor to litigate in state court and then turn to

t he bankruptcy court to avoid the consequences of that

litigation, e.qg., In re Petralax Stainless, Ltd., 78 B.R at

744, n. 17 (filing to prevent foreclosure). Filing a petition
in order to obtain control of a corporation or to prevent its

di ssolution is cited as an instance of bad faith, e.qg., In re

Better Care, Ltd., 97 B.R at 410-11, but if the voluntary

filing of a petition results in control of the debtor by a
trustee (or increased influence and oversight by a creditors’
commttee), or in the preservation of a corporation for
reorgani zation or |iquidation purposes, or the ending of an
entity’ s business activities before it dissipates the only
assets available for paying creditors, it is not clear why an
i nvoluntary petition filed for the sanme purposes should be

i nproper. That is, given the rights bestowed on a creditor by
t he Code, should not the decision whether the creditor avails

itself of the alternate forum (or nore “traditional” avenues of
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relief) be left to the creditor, at the same time enforcing on
the creditor the consequences of the forum or avenue it has
chosen? That is certainly the treatnment accorded/required of a
debt or which chooses to file bankruptcy. E.g., Rule 3015(b)
(Chapter 13 debtor must file plan within fifteen days of filing
petition); 8109(g)(1) (debtor may not refile for 180 days if
case dism ssed for debtor’s failure to obey court orders).
Perhaps the only notives that can categorically be
determned to be bad faith are those specified in Rule
9011(b) (1) (“[petition] is not being presented for any i nproper
pur pose, such as to harass or to cause unnecessary delay or
needl ess increase in the cost of litigation”), or those based
on factors such as race, gender or exercise of political
rights. For exanple, establishing that an involuntary petition
was filed solely because the debtor was of a particul ar
religious persuasion should be strong evidence of bad faith.
| ndeed, prosecuting a petition on the basis of race, religion
or simlar factors may be conprehended at |east mninmally by
the term “harassnment” in Rule 9011(b)(1).

FACTS

4 The Court expresses no opi ni on about whether granting
the petition m ght noot even that issue.
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On Cctober 14, 1999, the Court entered Findings of Fact

and Concl usi ons of Law on the involuntary petition (docket

139) .

Those facts and concl usi ons are incorporated here, and

the Court assunes famliarity with them The Court al so nakes

the follow ng findings based on the evidence presented at the

tri al

1.

of the Section 303(i) issues.

Calvin Carstens, attorney for Creditor Bem s,
testified that he filed a conplaint against Krupiak in
state court in Novenber, 1998. After that tinme he was
contacted by an attorney at EJMJ and told that they were
| ooking for people to join in an involuntary bankruptcy
petition. He does not recall discussing the distinction
bet ween Krupi ak and Krup Korp with the EJMJ attorneys
before filing the petition. He also did not talk to EJMJ
about any possible harman involuntary petition would
cause.

M. Gosjean testified that he had entered a contract
with Krup Korp. This contract was the basis of both a
state court action and the involuntary petition. 1In the
state court action Grosjean had received, read, and
under st ood the answer and counterclainms filed by Krupiak
and Krup Korp. He understood that Krup Korp did not admt

any liability; he perceived the answer and counterclaimas
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“one nore lie” by Krupiak. He also understood that
Krupi ak personally denied any liability!®. Despite this
know edge, on the involuntary petition Grosjean listed his
claimas “breach of contract” for $250,000. Grosjean knew
by the date of the involuntary petition that his claimwas
agai nst Krup Korp, and that his only possible recovery
agai nst Krupi ak was by piercing the corporate veil.

Grosjean believed that Krupiak was insolvent and not
paying his bills, and that one of his assets was Krup
Korp. He believed that Krup Korp was al so not paying its
bills. G osjean was concerned with being able to collect
hi s clai magai nst Krup Korp. G osjean believed Krup Korp
owned 50% of the Al buquerque subdivision, but was unaware
of any other assets owned by the corporation.

I n Decenmber, 1998 and January, 1999 the parties were
preparing for a March 2, 1999 trial of the state court
action. Gosjean was trying to obtain discovery from
Krupi ak and co-defendants G eg and Devon Frost. At a
prelimnary hearing on the involuntary petition one of
Grosjean’s attorneys stated that the involuntary

bankruptcy was filed in an attenpt to get discovery that

"See al so Findings of Fact 45-51 filed Oct. 14, 1999
(docket 139).
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had not been forthcomng in the state court case. On the
ot her hand, at trial G osjean did not explain
satisfactorily why the informati on obtained in the state
court case, such as it was, was not used to insure against
an i mproper filing of an involuntary petition.

Grosj ean was asked what kind of investigation he did
before filing the involuntary petition. He said that he
had been to the house that was being built for him and
found that it was only 50% conpl ete but that 85% of the
cost had been paid. He claimed that Krup Korp was
unl i censed and could not pay its bills, but he had no
docunments to back up this claim Gosjean also testified
t hat Krupiak and his wife were driving new cars and |iving
in a $300,000 house, and in Decenber, 1998 Krupi ak
acquired a new large truck. Grosjean also clained that
Krupi ak went on a cruise when construction of his house
was behind schedule. G osjean also testified, however
that he did not investigate the ownership of the
vehi cl e(s) or house.

Grosjean outlined his concerns to his attorneys and
“they put it [the involuntary petition] together.” One
reason the involuntary petition was filed agai nst Krupiak

i ndividually was that Grosjean did not want to interfere
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with any other contracts Krup Korp may have had wth
others. He also testified that he understood that Krup
Korp was not in good standing at the tine!%, G osjean al so
testified that at the time of the petition he was aware
that to file an involuntary petition: (1) one nust be a
creditor and (2) the debtor need not be insolvent, but
must be not paying his or her bills. He did not know of
the bona fide dispute exception for an involuntary
petition.

It was very clear to the Court that G osjean knew, by
the time of the filing of the involuntary petition, 1)
that his contract was with Krup Korp, 2) that Krup Korp
di sputed the debt owed to him 3) that Krupiak disputed
owi ng Grosjean anything, and 4) that the filing of an
i nvoluntary petition would have adverse consequences for
the all eged debtor

Dennis Jontz, an attorney at EJMJ testified about a
meeting he had with John Baugh (Frosts’ attorney) and

Grosjean in late 1998 or early 1999. He told Baugh that

6 Exhibit G55 fromthe trial on the involuntary petition,

the State Corporation Comm ssion certificate (now the Public
Regul ation Comm ssion) that showed the cancell ation of Krup
Korp’s certificate of incorporation, was dated March 18, 1998.
Krup Korp’s status of incorporation was not reinstated prior
to the filing of the involuntary petition.
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t hey were considering an involuntary bankruptcy agai nst
Krupi ak. He also testified that he and G osjean “knew

t hi ngs were going on” such as distributions out of the
corporation. He testified that Krupiak' s attorney had
nmenti oned the possibility of a voluntary bankruptcy and
Jont z thought that an involuntary petition would have no
worse an inpact on the trial date set for the state court
proceedi ng than would a voluntary filing.

John Baugh, attorney for Frosts, testified. He was
involved in the state court litigation. He nmet with Jontz
and Grosjean in December, 1998 or January, 1999,
purportedly to discuss the |lawsuit, but in fact they
di scussed an involuntary petition against Krupiak. Jontz
and Grosj ean announced they intended to file the
i nvol unt ary bankruptcy now because of their belief that
Krupi ak would file a voluntary petition on the eve of the
March trial. They were filing the petition nowto enable
themto get the automatic stay |lifted before the March
trial. Jontz also said that Krupiak was going to nove
assets, but did not describe which assets or what his
exact concern was relative to this.

Baugh was very famliar with the status of the state

court litigation. He stated that both Krupiak and Krup
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Korp were absolutely and vigorously disputing the clains
at every level. In Baugh's opinion, the purpose of the
involuntary petition was to prejudice Frosts (Krupiak’s
co-defendants) in the state court trial, by inpeding the
subdi vi si on process and causi ng additional expense by
increasing litigation costs. He believed the involuntary
petition was a tactic to increase litigation in the state
court. Baugh testified that at the tine it was clear that
Krupi ak had no prospects and no assets other than his
interest in the subdivision, which was partly owned by
Krup Korp. The subdivision property was jointly owned by
Krup Korp and Frosts. Because nothing could have been
gai ned fromthe involuntary agai nst Krupiak, Baugh
concluded that the purpose was to harm Frosts by
di scardi ng Krupiak fromthe case. Baugh al so concl uded
that the filing of the involuntary petition was done with
reckl ess disregard of Krupiak’'s rights; he thought the
result was foreseeable and that there was no purpose to be
gained fromthe filing. The Court found M. Baugh’s
testi nony credi ble and convi nci ng.

Ted Lanbert, the Manager for Pacific Mitual Door
(“PMD") testified. PMD joined as a petitioning creditor

on April 15, 1999 (docket 85). Krupiak filed an answer to
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the involuntary petition on February 11, 1999 (docket 24).
Lanmbert understood that the requirenents to be a
petitioning creditor were that 1) you were owed npbney, and
2) the debtor did not dispute it. He believed the purpose
of bankruptcy was to pool a debtors’ assets so that the
creditors could be paid. Lanbert clainmed that Krupiak
ordered materials from PVMD and did not pay. The evidence
of this was that one cash transaction shows that *“Dan”

pi cked up the goods, the order was paid for by check drawn
on Krup Korp, Inc., and that the Krup Korp, Inc. check was
returned NSF. PMD filed a conplaint in state court nam ng
Krupi ak, Krup Korp, Inc. and Krupiak Honmes. The conpl ai nt
had not been answered by the time the involuntary petition
was fil ed.

DI SCUSSI ON

The involuntary petition was dism ssed, so the Court
shoul d exam ne the Section 303(i) elements with respect to
Grosjean and Pacific Mutual Door. First, however, the Court
finds that the applicable law is reasonably settled. Bartnann

v. Maverick Tube Corporation, 853 F.2d 1540, 1543 (10" Cir.

1988) sets the standard for determ ning whether a debt is
di sputed. The Tenth Circuit’s test for determ ning the

exi stence of a bona fide dispute does not require the Court to
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“determ ne the probable outcone of the dispute, but nerely
whet her one exists.” 1d. at 1544. As discussed in the

Fi ndi ngs of Fact and Concl usi ons of Law on the Involuntary
Petition (docket 139), a bona fide dispute clearly existed
about Krupiak's liability.

A. G osjean

Grosj ean knew that Krupiak was denying liability in the
state court casel’”. G osjean had opinions about Krupiak’s
lifestyle, but had little or no hard information to back up
these opinions. It appears to the Court that he relied on his
attorneys, but he did not raise this specifically as a defense

at trial. G osjean was in a position to obtain informtion

¥ Grosjean cites In re Onyx Tel econmunications, Ltd., 60
B.R 492, 497 (Bankr. S.D. N. Y. 1985) and In re Elsa Designs,
Ltd., 155 B.R 859, 869 (Bankr. S.D. N.Y. 1993) for the
proposition that the nere existence of a contested state court
proceedi ng does not render the claimsubject to a bona fide

di spute. In Onyx Tel ecommuni cations, however, the alleged
debtor did not deny that a debt of at |east $750,000 was
owing; it only disputed the total anpunt of sone $2.8 mllion

claimed by the creditor. Onyx, 60 B.R at 497-98. Simlarly,
in Elsa Designs, Ltd. the alleged debtor “does not deny that
it is indebted to MIB.” Elsa Designs, 155 B.R at 869. In
this case, Krupiak had deni ed both the existence and anmount of
any personal liability in the state court case. The fact that
the state court jury later found that Krupiak was personally
i abl e does not alter the fact that at the tine the petition
was filed, Krupiak's personal liability was subject to bona
fide dispute.
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t hrough di scovery in the state court case!®. Despite

al l egations that Krupiak had claimed the 5" Amendment

privilege and refused to produce docunents, there was no

evi dence presented that G osjean needed any specific
information that was not ultimtely avail able; and there was
evi dence that Krupiak had withdrawn his 5" Anendnment cl ai ns
and consented to a deposition, by letter dated Novenmber 27,
1998 (Exhibit C-39), alnpst two nonths before the involuntary
petition was filed. The Court finds that G osjean made an
insufficient effort to obtain information before filing.
Furthernore, fromthe scant information that was avail able, the
Court finds that Grosjean should have been aware that the

i nvol untary proceedi ng was not warranted because Krupiak’s debt
was subject to a bona fide dispute. Finally, the Court

obvi ously cannot know Grosjean’s exact intent in filing the
petition. Fromthe testinony of John Baugh, however, the Court
finds that the likely notive behind the involuntary petition
was an attenpt to increase others’ litigation costs in the

state court proceeding, and to further inpede the subdivision

BGosjean cites In re Bayshore Wre Products Corp., 209
F.3d 100, 106-07 (2™ Cit. 2000) for the proposition that an
involuntary petition is proper when the alleged debtor cannot
provide financial information. |In Bayshore the |ack of
information went to the issue of not paying debts as they
became due, id. at 106, not the existence of a bona fide
di spute.
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process.® And despite filing the petition, neither G osjean
nor his counsel intended to follow through with the procedure
dictated by the Code. Rather, in addition to using the Code to
obtain information for the state court case, Grosjean and his
counsel wanted to preclude Krupiak fromfiling a petition and

i nvoki ng the Code’s automatic stay protections shortly before
the state court trial was to begin.?® Under the circunstances,
the Court finds that Grosjean acted in bad faith in filing the
i nvoluntary petition.

B. Pacific Mitual Door

¥ Grosjean hinself had refused to sign off on the
subdi vi si on pl at.

2 Exhibit C39 is a letter fromM. Hays to the state-
court litigation counsel waiving the assertion of the Fifth
Amendnment and making M. Krupiak “immediately avail able” for a
deposition. Exhibit C-40 is a stipulation and order entered
in the state court litigation that Krupiak waives his Fifth
Amendnent defense and will provide access to requested
docunments within ten days of the date of the order. The order
is file stanped Decenber 14, 1998. Exhibit C-42 is a cover
letter from M. Dawe setting Krupiak’ s deposition for January
26, 1999, six days as it turns out after the involuntary
petition was filed. The tim ng suggests that Grosjean’s
counsel intended to file the involuntary petition and then
seek stay relief to continue the discovery in state court.

And in fact on January 20, 1999, the sane day as the filing of
the involuntary petition, Gosjean filed a notion for stay
relief, to continue the state court action, docket 2, together
with a notion to shorten Krupiak’s tine to respond to the
notion for stay relief “in order to preserve existing State
Court deadlines and a March 6, 1999 jury trial date....”
Docket 3.
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Ted Lanmbert, agent for PMD, knew that PMD had filed a
| awsui t agai nst Krupiak and that, in that |lawsuit, Krupiak had
not answered or denied liability. PMD s debt was not being
paid. But it was also the case that even the evidence recited
in PMD's conpl aint was such that there were serious questions
about Krupiak’s personal liability. Lanbert’s testinony was
uncontradicted that PMD joined in the petition in an attenpt to
mar shal Krupi ak’s assets so PVMD could be paid along with other
creditors. The Court finds it reasonable that Lanbert coul d
have read the involuntary petition filed by the other creditors
and taken its allegations as true. But the Court is quite
troubled that it appears that Lanmbert had not read the answer
to the involuntary petition before joining in the filing. It
was unreasonable for Lambert (1) to have read the petition and
not to have asked whether there was a response by Krupiak, (2)
if there was, what the response was, and (3) how the petition
and the response conplied with the law of filing involuntary
petitions. Any reasonable or prudent person would have done
so, even without |egal advice, for the filing of an involuntary
petition against a person is a matter of considerable gravity,

or ought to be considered to be such.? And the Court is also

2L PMD al so did not raise advice of counsel as a |egal
defense, so this Court has no need to discuss that issue.

Page -28-



troubl ed that the evidence easily showed that the debt was owed
by Krupi ak Homes or Krup Korp, not by Krupiak invidually.
Therefore the Court finds that Lanmbert acted unreasonably in
joining in the petition, and therefore in bad faith in the
context of 8303(i)(2). Gaff is thus liable to Krupiak for
conpensat ory damges. However, because Graff was such a m nor
pl ayer in the general scheme of events, the Court wll not
award punitive damages against Gaff. Gaff joined an ongoing
di spute, and did not cause the petition to be filed, and was
brought in nerely to keep the petition alive. It is clear that
his role in the case arose nore out of negligence or

carel essness, rather than from any specific intent to m suse

t he Bankruptcy Code and Court.

KRUPI AK' S RULE 9011 MOTI ON

The standards for awarding Rul e 9011 sanctions are the

sane as for Rule 11. Findlay v. Banks (In re Cascade Energy &

Metals Corporation), 87 F.3d 1146, 1150 (10'" Cir. 1996).

The focus of Rule 11 is narrow. It relates to the
time of signing of a docunent and i nposes an
affirmati ve duty on each attorney and each party,
represented or pro se, to conduct a reasonable
inquiry into the validity and accuracy of a docunent
before it is signed.

Ei senberg v University of New Mexico, 936 F.2d 1131, 1134 (10th

Cir. 1991). The Court nust apply an objective standard, and
deci de whether a reasonabl e and conpetent attorney would
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believe in the merit of an argument. Dodd |Insurance Services,

Inc. v. Roval |nsurance Conpany of Anerica, 935 F.2d 1152, 1155

(10th Cir. 1991).

The Court finds that at the time of the signing of the
involuntary petition Grosjean’s attorneys knew that Krupiak’'s
debt was subject to a bona fide dispute, and finds that the
petition was filed for the inproper purpose of using the
Bankruptcy Code to gain advantage in other |itigation, and
wi thout the intention of carrying through with the
adm ni stration of the estate thereby created. The Court
further finds that a reasonabl e person would not have filed the
involuntary petition at the tine. The Court further finds that
EJMJ violated Rule 9011 and that it should consider sanctions
under Rule 9011 agai nst EJMI.

SUMVARY

The Court finds that David G osjean and Scott Graff (dba
Paci fic Mutual Door Co.) are liable to Daniel Krupiak for costs
and a reasonable attorney fee under 11 U. S.C. 8 303(i)(1). The
funds representing the attorney fee, and the costs incurred by
Krupi ak’ s attorney Brad Hays, shall be earmarked for paynment to
Hays, except to the extent such funds have al ready been paid or
rei mbursed to Hays by Krupiak. David Grosjean and Scott G aff

are also liable to Daniel Krupiak for conpensatory damages, and
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David Grosjean for punitive damages, under 11 U S.C 8§
303(i)(2). Finally, Eastham Johnson, Monnheiner & Jontz, P.C.
is liable for filing the involuntary petition in violation of
Bankruptcy Rul e 9011. The attorney fees and costs may not be
set off against any obligation that Krupiak may owe to Grosjean
or Gaff. The Court will enter a judgnment consistent with this
Mermor andum Opi nion, and will issue further orders scheduling

t he damages phase of this contested matter

Iy

A

Honor abl e James S. Starzynski
United States Bankruptcy Judge
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