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

In re:
M chael Roy Leon-Guerrero and
Evel yn Dol ores Faci o,
Debt or s.
No. 13-99-12568 SA

VEMORANDUM OPI NI ON ON
CONFI RVATI ON OF DEBTORS' CHAPTER 13 PLAN

This matter cane before the Court to consider confirmation
of the Debtors’ Chapter 13 plan. The Debtors appeared with their
counsel WIlliamP. Gordon (Bonnie Gandarilla). The Chapter 13
Trust ee appeared through her attorney Annette DeBois. Having
considered the file, the testinony, the argunents of counsel, and
bei ng otherwi se sufficiently advised, the Court issues this
Menorandum OQpinion. This is a core proceeding. 28 U S.C. 8§
157(b) (2) (L) .

The parties agreed that there are three main issues before
the Court, which the Court addresses in the follow ng order: 1)
whet her tax refunds in excess of a fixed dollar anpbunt nust be
devoted to the plan, 2) whether the Debtors should retain two
rental properties, and 3) whether the Debtors should be all owed
to repay an enployer’s claimdirectly outside of the plan. The
Court al so addresses the di sposabl e incone requirenent.

The plan proposes to pay $170 per nonth for 48 nonths to the
trustee for paynent of clains. To date, there are unsecured

clains totaling approxi mately $52,000. Debtors filed amended



Schedules | and J! on May 11, 2000. Schedule I lists $1, 475
nonthly income fromreal property? Schedule J lists the
nort gage paynents on the rental properties ($1,500 per nonth) and
a water bill for one rental ($25 per nonth). Schedule J does not
list any other expenses related to the rental properties.

The Debtors’ Schedule A lists two rental properties, 64"
Street and Robin Meadows NW The schedul es indicate that Debtors
bel i eve they have no equity in either rental property.

TAX REFUNDS AND CONTI NGENCY FUNDS

The Trustee clains that the plan should treat future tax
refunds as projected disposable incone but that it does not. The
Trustee based this claimon the fact that Debtors have received
refunds in the past, and that their percentage of w thhol ding has
gone up in the nost recent payroll periods. The Court finds that
t he Debtors have included future refunds: Anended Schedul e |
lists aline itemof $3.00 based on an annualized estimated
$36.00 refund. There is no evidence that this $36 is not a good
faith estimate of future refunds. It appears this figure is

based on the actual 1999 results: $88 federal refund and $45

!Amended J states the plan paynent will be $195 per nonth.
The Trustee's brief states that the Debtors have been paying this
i ncreased anount .

2Ms. Facio testified at the confirmation hearing that the
current rental incone had increased by $20 to $1, 495.
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state amobunt due. See Debtors’ anmended Schedule I, filed May 11,
2000 (Doc. 30).

The Trustee and the Debtors have used this opportunity to
argue whet her the Debtors should be required routinely to conmt
to the plan any future tax refunds. That argunment in turn has

led to the subm ssion of argunents by Debtors and am ci curiae of

addi ti onal issues, such as budgeting, what itens are
appropriately contained in the expense portion of the budget
(Schedul e J) and in what amount, Chapter 13 policy, etc. The
Trustee has objected to nmuch of those subm ssions on the grounds
that, anong other things, the subm ssions are not supported by
evi dence and are not specifically relevant to the Debtors’
circunstances in this case. In the preceding paragraph, the
Court ruled on the specific issue of the Debtors’ treatnent of
their future tax refunds in this case. Neverthel ess, because of
the cost of preparing briefs, an expense which is particularly
large relative to debtors’ budgets and to the fees paid to
counsel in Chapter 13 cases, it is appropriate for the Court to
address the argunents rai sed by counsel, but wthin what the
Court believes are the appropriate evidentiary limtations.

To begin with, tax refunds are incone, as the parties

concede. See In re Cochran, 141 B.R 270, 272 (MD. Ga. 1992):

The Court believes that a tax refund does qualify as
i ncome, even though the Bankruptcy Code does not define
that term A tax refund is, by definition, a repaynent
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of overpaid taxes on incone, i.e. noney that should
have been classified originally as net incone rather
than paid as taxes.

See also In re Rhein, 73 B.R 285, 288 (Bankr. E.D. M.

1987) (Overw t hhol ding of incone taxes is a “virtual savings
account” of disposable incone.) Therefore, they nust be included
in the Debtors’ Schedule I (or at |east accounted for in the
plan), to the extent they can be “projected” or reasonably
anticipated. 11 U S.C. 81325(b)(2). \Whether they are

“di sposabl e i ncome” as the Trustee argues® i s anot her question,

since the determ nation of disposable inconme is the result of the

calculation required by 11 U S.C. 81325(b)(2).% See Freeman v.

Schulman (In re Freeman), 86 F.3d 478, 481 (6" Cir. 1996)

(Whether tax refund is “projected disposable incone” is a fact-

based inquiry.)® On the other hand, the conclusion of paynents

3 Chapter 13 Trustee’'s Menorandum Brief in Support of Her
bjection to Confirmation (Doc. 21), at 3. However, the Trustee
al so characterizes tax refunds as part of “gross incone.”
Chapter 13 Trustee’s Reply Brief (Doc. 25), at 2, n.1.

4 I ndeed, characterizing any specific itemof incone as
“di sposabl e i ncone” is sonething of a m snoner unless the
expenses of a debtor’s budget have al ready been covered by ot her
items of incone.

SIn their briefs, both sides argue the sane concl usion —
t hat projected disposable incone nust be conmitted to the plan —
and both assert that the other side argues the opposite. Conpare
Chapter 13 Trustee’s Menorandum Brief in Support of Her Cbjection
to Confirmation, at 8, n.2, with Debtor’s Brief Regarding
Di sposabl e I ncone Under 1325(b)(1)(B) (Doc. 22), at 1-3. But the
parties disagree on the interpretation of the conclusion such
that their respective applications to the facts of this case
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due to a secured creditor during the life of a plan, while not
conprising “incone” as such, does constitute a reduction in the
debtors’ expenses which can be reasonably anticipated, and
therefore would figure into the cal culation of “projected
di sposabl e incone”.® But whether the entire anobunt of the
reduction in expenses needs to be paid to unsecured creditors is
anot her question. In this jurisdiction, where there is no
formulaic |ist of allowed budget itens and val ues and instead the
budget and plan in each case are determ ned on a case by case
basis, that issue is resolved by negotiations anong the parties
and ultimately a court decision if needed.

The parties have al so argued about what di sposable incone
t he Debtors nmust conmit to the plan over a period of tinme, and
whi ch party has the obligation, if any, of nonitoring the

potential changes in the Debtors’ incone and expenses.’ The

differ markedly, thus requiring the Court’s consideration and
di sposition of the issue.

6 At the same tinme, it would not be inappropriate for
debtors to incorporate into the expense side of the budget an
inflation factor. Practically speaking, while increases in
i ncome are questionable, increases in the cost of living are not.
“Il1]t is hardly unusual for debtors’ inconmes to rise nore slowy
than the rate of inflation.” 8 Collier on Bankruptcy (Rev. Ed.
2000), 11325.08[4][a][i] at 1325-51.

" At the outset of this discussion, the Court concedes that
the formul ati on of concrete rules and policies about “projected
di sposabl e inconme” is all based on assunptions and predictions
which may turn out to have no basis in reality.

As with projected incone, the court, in theory, is
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argunment has centered on Anderson v. Satterlee (In re Anderson),
21 F.3d 355 (9'" Cir. 1994). In that case, the trustee argued
that the debtors, as a condition of confirmation, should be
required to promse to pay into the plan all actual disposable
income during the life of the plan. 1d., at 357. The Ninth

Circuit ruled that the clear | anguage of Section 1325(b)(1)(B)

“all of the debtor’s projected® disposable incone [as of the
effective date of the plan]” — mandated rejection of the

Trustee's argunent for actual disposable incone.?®

required to project what will happen to the debtor’s
expenses over three years. Such a projection would
require the court to guess whether the debtor would
have additional children, unexpected marital
separations, nedical bills, hone repairs, or a w de
variety of other future expenses. Cbviously, this is
i npossible. As with the incone side of the budget, the
court nmust sinply use the debtor’s current expenses,
unl ess a change in themis virtually certain.
8 Collier on Bankruptcy (Rev. Ed. 2000), 91325.08[4][b] at 1325-
52; see also id., 11325.08[4][a] at 1325-50.

8 The court cited a definition of “project” as “to plan,
figure or estimate for the future” from Wbster’s Ninth New
Collegiate Dictionary 940 (1984). 1d., at 357, n. 5. The
pur pose of the statute suggests that an additional gloss on the

term “projected” would be “anticipate[d]”, defined in part as “to
gi ve advance thought, discussion, or treatnment to”, Wbster’s
Ninth New Collegiate Dictionary 991 (1991) or “predict[ed]”, “to
decl are in advance, esp: foretell on the basis of observation,
experience or scientific reason.” 1d., at 926.

® The court found it unnecessary to rely on |legislative
hi story because the statute was so clear. 1d., at 358, n. 6.
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In contrast, in Rowey v. Yarnall, 22 F.3d 190 (8" Gr.
1994), construing precisely the sanme | anguage in a Chapter 12
case!®, the Eighth Grcuit concluded that the debtors nust conmt
all actual disposable income to the plan in order to confirmit
and ultimtely receive a discharge. Although the court conceded
that a “plain reading of the statute m ght appear to support the
[debtors’] position”, it stated that such a reading yielded an
“absurd result”. 1d., at 192. As an exanple, the court stated
that such a reading could result in a zero distribution to

unsecured creditors. 1d.' “Section 1225(b) woul d serve no

10 Chapter 12 was nodel ed on Chapter 13, and Chapter 13
jurisprudence may be taken as a guide for nuch of Chapter 12
jurisprudence. E.g., Arkison v. Plata (In re Plata), 958 F.2d
918, 921 n. 9 (9" CGir. 1992).

1 The court nade no reference to Section 1225(a)(4), which
requires for confirmation a distribution on unsecured clains of
“not | ess than the amobunt that would be paid on such clainfs] if
the estate of the debtor were |iquidated under chapter 7...."7
The wordi ng of Section 1325(a)(4) is identical. |n consequence,
Chapter 13 plans are confirnmed which project a zero distribution
on unsecured clainms. 8 Collier on Bankruptcy (Rev. Ed. 2000),
11325.08[ 1] at 1325-47. “We agree with the Eighth Crcuit that
‘[a] per se mninmum paynment requirenment to unsecured creditors as
an el ement of good faith would infringe on the desired
flexibility of Chapter 13 and is unwarranted.’” Flygare V.

Boul den, 709 F.2d 1344, 1348 (10'" Cir. 1983) (citation omtted).
See also In re Edwards, 51 B.R 792, 793 (Bankr. D.N.M 1984)
(“[I]t is clear that the percentage of dividend received by
unsecured creditors will not, in and of itself, be grounds for
denying the confirmation of a plan, assum ng that the creditors
get at least as nmuch as they would in a |liquidation proceeding.”
(citing Flygare v. Boul den)).
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pur pose other than a nmechanical one.” 1d.! The court then
exam ned the legislative history of Chapter 12, conpared it with
the provisions of Chapter 11 (rather than referring to Chapter
13), and concluded that “[w]jhile the statute may be | ess than
facially anbi guous”, id. at 193, Congress could not have intended
anything but to require the debtors to conmmt all their
di sposabl e incone. 1d., 192-93. %8

The Court is convinced that the Ninth Crcuit’s reasoning
and interpretation of the Code are nore persuasive. Congress
easily could have required the paynent of actual disposable
income, but it did not. And while requiring the paynent of
actual disposable income would in sone ways make admi ni stration
of the process easier, especially for the Trustee, we are bound
to enforce the statute as clearly witten. Contrary to the
conclusion drawn by the Eighth Crcuit, requiring the paynment of

only “projected” disposable incone is not an absurd result. The

2 1n a sense, a “nechanical” (as in “arithnmetic”) test is
apparently what Congress intended. See Commercial Credit
Corporation v. Killough (Matter of Killough), 900 F.2d 61, 64
(5" Cir. 1990). Presunably the Rowl ey court intended to use the
termin the sense of “nmerely going through the notions”.

B In an earlier case, involving one of the sane judges that
sat on the Rowl ey panel, the Eighth Crcuit confirmed a Chapter
13 plan because it included all the debtor’s disposable incone.
Educati on Assistance Corporation v. Zellner, 827 F.2d 1222 (8"
cir. 1987). However, the issue addressed was whet her debtor was
correctly estimating his expenses and projecting his incone, id.
at 1226, and not the specific issue addressed by Row ey.
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Court therefore holds that the Debtors’ need only commt their
“projected di sposable inconme” to the plan. Wiile it is certainly
possi bl e that in sonme instances, a debtor nmay suddenly have a
substantial increase in inconme, for exanple, by w nning the
| ottery, such an occurrence cannot ordinarily be antici pat ed.
Rat her, that eventuality is addressed by Section 1329(a), which
permts, anmong other things, nodification of the plan paynents
upon request of the debtor, the trustee or other parties.
Anderson, 21 F.3d at 358.

That in turn raises the issue of who bears the burden of
nmonitoring and reporting, if necessary, changes in the Debtors’
i ncome or expenses. The Trustee argues that putting the burden
on the Debtors to pay additional inconme into the plan unless they
provi de a sufficient reason not to, is the nost practical

solution to the problem E.g., 2 Lundin, Chapter 13 Bankruptcy

85.35 at 5-99 (2" ed. 1997) (requiring Chapter 13 trustee to
periodically review every pending case to determ ne whet her

i ncome and expenses have been properly adjusted would require
hundreds if not thousands of hours of additional work each year).
After all, the Debtors are easily in the nost advantageous
position to quickly and accurately determ ne their changing

| evel s of expenses and incone, and woul d have the incentive to
report an increase in expenses, and can easily be required to pay

excess inconme into the plan. But, as set out above, the Code
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does not require the Debtors to automatically pay excess incone,
di sposabl e or otherwi se, into the plan, except to the extent the
excess inconme qualifies as “projected disposable incone.”
Section 1325(b)(1)(B). That |eaves the Trustee with the option
of requesting updates, as unsatisfactory as that nay be. A
reasonabl e reporting requirenment should not unduly burden debtors
in carrying out a Chapter 13 plan, and the inposition of that
burden on the debtors, which will allow the Trustee the
opportunity to consider nodifications, seens particularly
appropriate. The Court will not now rule what the extent of the
burden should be, |eaving that issue rather to be negotiated
anong the parties and decided by the Court only as necessary.

Whet her the tax refunds nust be commtted to the plan is a
different question than the “fornf in which the noney cones into
the estate and is used by the Debtors. First, there is nothing
to prevent the Debtors fromaccruing a refund by nmeans of having
t he governnent wi thhold nore than is needed from each paycheck,
and then receiving that refund in the formof a |unp sum

paynent . Al though such a “savings plan” generates no interest

¥ Of course, such an accrual device has to be reflected
accurately in a debtor’s schedules and plan, and is subject to a
test of good faith and reasonabl eness, but those requirenents are
i nposed on a Chapter 13 debtor in all aspects of the Chapter 13.
Additionally, if there is an objection by the trustee or an
unsecured creditor, the plan nust neet the disposable incone test
of 8§ 1325(b)(1)(B)
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for a debtor, a taxpayer could use additional wthholding as a
means of providing a |unp-sumfund of cash avail abl e each year
for various needs.! There is no reason that Chapter 13 debtors
shoul d not be able to use the sane device, as long as the |unp
sum received is accounted for on sone basis in the plan.

Second, as the Trustee al so concedes!®, there is nothing in
t he Code which precludes a debtor from devel opi ng and nai nt ai ni ng
a contingency fund as part of the execution of a Chapter 13 plan.

See In re Bottelberghe, = B.R __, 2000 W. 1464720 (Bankr. D

Wh. 2000) (“[ Rl easonabl e reserve or contingency funds to neet
unexpected or extraordi nary expenses are also permssible famly

expenses.”)(citations omtted); In re Belt, 106 B.R 553, 562

(Bankr. N.D. In. 1989):

The Code requires a neani ngful and realistic budget
acconpani ed by devotion of nbst of the debtor’s surplus
income to repay creditors. This is not to say,

however, that the debtor nust devote every penny of the
di sposabl e incone to the plan in order to conply with §
1325(b) (1) (B). A reasonable reserve or contingency
fund does not violate that section. Such a cushion is
necessary in chapter 13 budgeting to guard agai nst
life s unexpectancies. It is not in the public’s

1 The Court can also take judicial notice that the
distribution resulting fromthe earned incone tax credit (ElTC),
paid out as it is in a lunp sum (at |east up to now), Sorenson V.
Secretary of the Treasury of the United States, 477 U S. 851,
854-55(1986), nay be used by its recipients for once-a-year
pur chases, such as replacing the roof on a house, the purchase of
a replacenment vehicle, etc. In that way the EI TC serves a
simlar role to a tax refund.

16 Chapter 13 Trustee's Reply Brief, at 2 and 4.
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interest to squeeze the last dollar fromchapter 13

debtors to fund a chapter 13 plan. To do so would

cause additional time and expense to the debtor, his

counsel, and the trustee in constantly amendi ng the

plan to reflect the changes to the debtor’s regular

i ncome and expenses, not to nention burdening the

court’s cal endar.
(Gtations and internal punctuation omtted). Nothing about
being in a Chapter 13 case insulates debtors fromthe sane
unanti ci pated expenses that visit thensel ves on non-debtors.
| ndeed, given the straitened circunstances in which debtors
usually find thensel ves, the chances of an uninsured nedi cal
expense, the breakdown of an ol der car without the funds to get
it repaired, or simlar crises, are probably greater for debtors
than for the rest of the population as a whole. And if one of
the goals of the Chapter 13 process is to teach debtors the

skills of “saving for a rainy day”, then such contingency funds

shoul d be encouraged. Conpare In re Newton and Johnson, 161 B.R

207, 219 (Bankr. D. M. 1993) (Pl an based on a frugal budget, with
no reserve for “unanticipated major autonobile or honme repairs,
uncovered nedi cal or dental expenses, education-related

expendi tures, and other financial burdens” was not confirmable.)
And that would nean not only would the debtors be all owed (and
encouraged) to include such a fund in their budgets, but

| ogically at the successful conclusion of the plan they would be
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allowed to “take it with theni as they continue their economc
lives after bankruptcy.?

For the foregoing reasons, the Court will deny the Trustee’'s
objection that goes to the commtnent of future tax refunds to
fund the plan.

RENTAL PROPERTI ES

Exhibits 1 and 2 consist of the Debtors’ 1998 and 1999
federal incone tax returns. The filing status on both returns is
married filing jointly.

For 1998 Debtors had wages and busi ness inconme of $55,175, a
rental |oss of $11,285, adjusted gross incone of $43,579, and
taxabl e i ncone of $28,379. Total federal tax due was $4,877, and
the Debtors received a $79 refund. Total state tax due was
$1, 029 and the Debtors received a $129 refund. The 1998 Schedul e
E showed three rental properties, only two are relevant to
confirmation: 64'" Street and Robin Meadows NW 64'" Street had
rents of $9,020 and total expenses of $9,913 ($7,331 interest

pl us $2,582 ot her expenses), for a net cash outlay before taxes

7 The question will undoubtedly arise about what anount is
appropriate for such a contingency fund. That question should be
answered as a separate matter, either in this case or another,
since the parties have not addressed it directly. However, the
Court woul d note the Congressional policy inherent in the
Rel i gious Liberty and Charitabl e Donation Protection Act of 1998,
see 11 U . S.C. 8§ 1325(b)(2)(A), by which Congress has determ ned
that it is appropriate for debtors to direct up to 15% of the
funds that would otherwi se go to their unsecured creditors to
religious and charitable institutions instead.
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of $893. Depreciation expense on 64" Street was $3, 111, giving
a loss for tax purposes of $4,004. Robin Meadows had rents of
$6, 000 and total expenses of $7,039 ($6,739 interest plus $300
ot her expenses), for a net cash outlay before taxes of $1,039.
Depreci ati on expense on Robin Meadows was $2,318, giving a | oss
for tax purposes of $3,357. Therefore, the tax loss for the
rel evant properties for 1998 was $7,361. The total cash outlay
bef ore taxes'® for 1998 was $1, 932.

For 1999 the Debtors had $56, 389 from wages and “1099-M sc”
i ncone, $214 of interest, a rental |oss of $7,965, adjusted gross
i ncome of $48,248, and taxable incone of $30,657. Total federal
tax due was $4,601 and the Debtors received a $88 refund. Tot al
state tax due was $1, 167 and Debtors owed $45. 64'" Street had
rents of $10,200 and total expenses of $11,489 ($6,693 interest
pl us $4, 794 ot her expenses), for a net cash outlay before taxes
of $1,289. Depreciation expense on 64!" Street was $3, 111
giving a loss for tax purposes of $4,400. Robin Meadows had
rents of $7,800 and total expenses® of $9,047 ($6, 731 interest
pl us $2, 316 ot her expenses), for a net cash outlay before taxes

of $1,247. Depreciation expense on Robin Meadows was $2, 318,

BActually, the total cash outlay for both properties would
be increased by the nortgages’ principal reduction, but the Court
does not have these figures, which are probably m ninmal.

®Nei t her the 1998 or 1999 return showed an expense for real
estate taxes or insurance for Robin Meadows.
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giving a loss for tax purposes of $3,565. Therefore, the tax
| oss for the relevant properties for 1999 was $7,965. The total
cash outlay before taxes for 1999 was $2, 536.

The Debtors were in the 15% margi nal tax bracket for federal
taxes for the past two years. 26 U S.C. 8 1(a)(“There is hereby
i nposed on the taxable incone of (1) every married individual who
makes a single return jointly with his spouse... a tax determ ned
in accordance with the following table: If taxable income is not
over $36,900, the tax is 15% of taxable incone”).

The Debtors were in the 6.0% marginal tax bracket for state
taxes for the past two years. 8§ 7-2-7(B) NMS. A 1978 (1999
Supp.)(“For ... married individuals filing joint returns: if the
taxabl e incone is: Over $24,000 but not over $40,000, the tax
shal | be $768 plus 6.0% of excess over $24,000.)

Therefore, for 1998 there was a tax savings of $1,546 (21%
of $7,361) as conpared to an outlay of $1,932; for 1999 there was
a tax savings of $1,673 (21% of $7,965) as conpared to an outl ay
of $2,536. |In other words, there was a real, after tax cost to
hol d these properties of $386 in 1998 and $863 in 1999.

The Court finds that it should not confirmthe plan. First,
the Court finds that the budget represented by the anended

Schedules | and J is not feasible because it omts rental
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property expenses?®. The nortgage paynents are |listed, but the
only other rental expense is the $25 nonthly water bill. The
income tax returns show that actual, non-nortgage, expenses were
$2,882% in 1998 and $7,110%? in 1999. The current |evel of
rents, $1,495 is substantially the sane as the $1,500 nortgage
paynent listed. There is no roomin the budget to fund the other
rental property expenses, which are not insignificant. The plan
is not feasible. See 11 U S.C. § 1325(a)(6)(Debtor mnmust be able
to make all paynents under the plan for it to be confirmble.)
Second, the Debtors expressed their desire to keep the
rental properties, and cited tax reasons as the main reason. As
t he above anal ysis shows, however, even with the tax deductions
there is a negative cash flow of, conservatively, about $70 per
month. This cash should be used to fund a plan, not to neet the

cash flow deficit on real estate investnents. See In re Lindsey,

122 B.R 157, 158 (Bankr. MD. FI. 1991)(“[T] he court may not and
shoul d not permit the Debtors to use a Chapter 13 plan to retain

and increase their equity in investnment property at the expense

XThe Court al so notes that the Anmended Schedul e J does not
i ncl ude any proposed sel f-enploynment tax for Ms. Facio’ s nonthly
projected $1,735 “contract work”. Debtors’ 1998 return included
a self-enploynent tax liability of $621 based on $4, 394 of
busi ness inconme. The 1999 return did not calculate a self-
enpl oynment tax liability.

242,582 for 64" Street plus $300 for Robin Meadows.
284,794 for 64'" Street plus $2,316 for Robin Meadows.

Page -16-



of their unsecured creditors.”); Inre Cardillo, 170 B. R 490,
491 (Bankr. D. N.H 1994)(“[T]o the extent that this condom ni um
is not self sufficient, the deficiency is being paid out of what
woul d ot herwi se be di sposabl e inconme avail able for the benefit of
the Debtor’s other creditors.”) The Court finds that a plan which
seeks to keep investnment property at the expense of unsecured
creditors is not proposed in good faith. See 11 U.S.C. 8§
1325(a) (3) (Pl an nmust be proposed in good faith to be
confirmble.)

EMPLOYER AS CREDI TOR

The Debtors’ amended Schedul e | shows a proposed repaynent
of a loan from M. Leon-Cuerrero’s enployer of 13 years, a non-
profit organi zation, in the anount of $207.30 per nonth. M.
Leon-Cuerrero testified that this loan, in the original anmount of
$13, 300 was a seven year loan that will be paid off in 2005. He
wants to pay this creditor directly. He testified that the |oan
was nmade to hi mwhen he asked for a higher salary and they were
unable to give it to him He stated that the purpose of the |oan
was to help himwth his financial situation at the tinme because
he was having financial difficulties. This loan is currently
repai d by payroll deduction.

The Court finds that the “plan” in this case actually
consists of the plan filed with the Court plus the direct
paynents to the enployer anticipated by Schedule I. Essentially
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the plan creates two classes of unsecured creditors: those dealt
with by the plan who will receive only a small percentage
di vidend, and the enployer who will be paid 100% directly by

payroll wi thholding. See In re Tatum 1 B.R 445, 446 (Bankr.

S.D. Oh. 1979)(Plan that pays sone unsecured creditors outside of

pl an and sone inside plan classifies clains.); Inre Geen, 70

B.R 164, 167 (Bankr. WD. Ar. 1986)(Court finds unfair
di scrimnation and refuses to confirmplan with direct paynents
to unsecured creditor.)

Section 1322(b) of the Bankruptcy Code provides:

[ T] he pl an may-—

(1) designate a class or classes of unsecured clains,
as provided in section 1122 of this title, but nay not
di scrimnate unfairly against any class so designated.

Therefore, the Bankruptcy Code permits classification, but only
if the classifications do not discrimnate unfairly.

A classification is not ipso facto unfairly
di scrimnatory because it provides for a greater
per cent age of paynment to sone unsecured creditors than
to others. A debtor, however, bears the burden of
showi ng that the proposed classification does not
unfairly discrimnate. Inre WIff, 22 B.R 510 (9"
Cr. B.AP. 1982). This is consistent with the general
burden on the Chapter 13 debtor to show that the
proposed plan ought to be confirnmed. |In re Elkind, 11
B.R 473 (Bankr. D. Co. 1981); In re Crago, 4 B.R 483
(Bankr. S.D. Onh. 1980).

Factors to be considered by the court in
determ ning whether a classification unfairly
di scrimnates are: 1) whether the discrimnation has a
reasonabl e basis, 2) whether the debtor can carry out a
pl an wi t hout such discrimnation, 3) whether such
discrimnation is proposed in good faith, and 4) the
treatment of the class discrimnated against. 1n re
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Dzi edzic, 9 B.R 424, 427 (Bankr. S.D. Tx. 1981); see
also Inre Gay, 3 B.R 336 (Bankr. D. Co. 1980); In re
Blackwell, 5 B.R 748 (Bankr. WD. M. 1980).

Wort hen Bank & Trust Conpany, N.A. v. Cook (In re Cook), 26 B.R

187, 190 (D. N.M 1982).

In this case, the Court finds that the Debtors have not net
their burden of showi ng that the plan does not discrimnate
unfairly. The Court also finds that the proposed cl assification
fails the Cook test and in fact discrimnates unfairly. First,
the Court finds no reasonable basis to discrimnate between the
enpl oyer and the general unsecured creditors. Al of their
clainms are general, unsecured, non-priority claims. M. Leon-
GQuerrero testified that the loan was to help himw th his
financial difficulties. There is nothing unique about this that
woul d justify different treatnment than that given to, for
exanple, credit card clains. Second, the Court finds that the
Debtors could carry out their plan without this discrimnation.
M. Leon-Cuererro testified that while he would not feel right
not payi ng back the | oan, there have been no threats or
i ndi cations that his enploynent would be in jeopardy if he failed
to make direct paynents on this |loan. Furthernore, there is
not hi ng that prevents the Debtors fromtreating this | oan as not
di schargeable in their chapter 13 if they so desire, and they can
pay the | oan eventually. Third, the Court finds that this

cl assification was not proposed in “good faith”. Under the
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current classification schene the Debtors propose to pay $207 per
month directly out of their disposable inconme to one unsecured
creditor, but less than that to all other creditors conbi ned.
This is not to say the Court is finding “bad faith”; it is
under st andabl e that a Debtor would want to pay his enpl oyer.

Good faith, however, enbodies a reasonably best effort approach
to repaying creditors. The Court does not find this best effort
in the proposed plan. Fourth, the proposed treatnent of the
unsecured creditors is unfair. As discussed above, it is unfair

to pay one unsecured creditor nore than all the others conbi ned.

See In re Tennis, 232 B.R 403, 405 (Bankr. WD. M. 1999)(“[I]t
is hardly reasonable to conpel certain unsecured creditors to
accept paynents totaling sonme 15% of their clains while other
creditors, who happen to be friends of the Debtor, are repaid
100% of the anpunts they have | oaned the debtor.”) Therefore,
the treatnment fails the Cook test, and discrimnates unfairly.
Therefore, the plan is not confirmable. 11 U S.C. 8§ 1325(a)(1)
and 8§ 1322(b)(1)(Plan nust conply with provisions of Chapter 13;
Chapter 13 allows classification but may not discrimnate
unfairly.)

As an alternate argunent, Debtors claimthat repaynent of

t he enpl oyer should be viewed as a recoupnent, citing Aetna Life

| nsurance Conpany v. Bram (ln re Bram, 179 B.R 824 (Bankr. E.D

Tx. 1995) and Anthem Life Insurance Co. v. lzaquirre (In re
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| zaguirre), 166 B.R 484 (Bankr. N.D. Ga. 1994). Their argunent
is that the enpl oyer |oan and the Debtor’s continued enpl oynent
are one transaction, and the enployer should be allowed to recoup
from postpetition wages the anmount it | oaned to Debtor
prepetition. The Court disagrees. First, both Bram and
| zaguirre involve prepetition overpaynents on disability
i nsurance contracts where there was a continuing postpetition
duty of the insurer to continue to make paynents to the Debtor
postpetition based on a prepetition event, the disability. Bram
179 B.R at 826; lzaquirre, 166 B.R at 487. The duty to make
paynents in the future and the prior overpaynents were, in both
cases, contractual matters arising froma single contract. 1In
this case, however, the enployer’s duty to pay future wages wl |
be based only on the Debtor’s postpetition enpl oynent.
Furthernore, the Court finds that the |oan transaction was a
different transaction fromthe enploynent relationship, which
pre-dated the |l oan by at |east ten years.

“The fact that the sane two parties are involved [in

the clains to be offset], and that a sim |l ar subject

matter gave rise to both clains ... does not nean that

the two arose fromthe ‘sane transaction’” for purposes

of the doctrine of recoupnent. Lee v. Schweiker, 739

F.2d 870, 875 (3¢ Cur, 1984). In fact, courts have

generally only found this “sanme transaction”

requi renent to be satisfied when the debts to be offset

arise out of a single, integrated contract or simlar

transaction. See lnre B &L Ol Co., 782 F.2d at 157-

158; Quittner v. Los Angeles Steel Casting Co., 202
F.2d 814, 816 (9'" Cir. 1953).
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Davi dovich v. Wlton (In re Davidovich), 901 F.2d 1533, 1538 (10!
Cir. 1990).

In addition, the doctrine of recoupnent is an exception to
t he general bankruptcy scheme and goal of equal distribution to

claimants. Conoco, Inc. v. Styler (In re Peterson Distributing,

Inc.), 82 F.3d 956, 959 (10'" Cir. 1996). As such, the doctrine

of recoupnment should be narrowy applied. 1d. See also Ashland

Pet r ol eum Conpany Vv. Appel (Inre B &L Gl Conpany), 782 F.2d

155, 158 (10'" Cir. 1986). Recoupnent al so constitutes an
exception to the policy of not paying pre-petition debts by neans
of post-petition transactions. [d. “Any recoupnent exception to
this general principle perhaps should be narrowy construed.”

Id. Indeed, the Tenth Circuit, having recognized and applied the
doctrine of recoupnent in a bankruptcy case in B & L G 12, then
limted the application of B &L Gl when it deci ded Peterson

Di stri buting:

Z 1n that case, plaintiff Ashland G| had overpaid B & L O
Co., prepetition, on purchases of oil by about $90,000. Shortly
after receipt of the overpaynents, B & L filed a chapter 11
petition. Ashland continued to take deliveries of oil fromB & L
postpetition, until it had generated a postpetition “obligation”
with B & L of about $81,000. Ashland then asserted that it did
not owe the $81,000 to B & L because of the recoupnent doctrine.
The Tenth Circuit agreed with that position. The result was that
a prepetition unsecured claimwas repaid alnost or entirely
dollar-for-dollar in a post petition transaction, which
transaction also resulted in the depletion of the nascent chapter
11 estate’s cash resources. It is hard to inagine a result nore
at odds with the general goals of the bankruptcy process.
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In Iight of recoupnent’s equitable foundation, the
doctrine is only applicable to clains that are so
closely intertwined that allowi ng the debtor to escape
its obligation would be inequitable notw thstanding the
Bankruptcy Code’s tenet that all unsecured creditors
share equally in the debtor’s estate.

Pet erson Distributing, 82 F.3d at 960.

For the foregoing reasons, the Court concludes that
recoupnent is not available to the Debtors.

DI SPOSABLE | NCOVE

The Court also finds that the treatnent proposed by the plan
vi ol ates the di sposable incone requirenent. Section
1325(b) (1) (B) provides:

If the trustee or the holder of an allowed unsecured
clai mobjects to the confirmation of the plan, then the
court may not approve the plan unless, as of the
effective date of the plan-

(B) the plan provides that all of the debtor’s
proj ected di sposable incone to be received in the
t hree-year period beginning on the date that the
first paynent is due under the plan will be
applied to make paynents under the plan.

Di sposabl e incone is defined in Section 1325(b)(2) as:

i ncome which is received by the debtor and which is not
reasonably necessary to be expended-
(A) for the maintenance or support of the debtor
or a dependent of the debtor ... and
(B) if the debtor is engaged in business, for the
paynent of expenditures necessary for the
continuation, preservation, and operation of such
busi ness.

The Court finds that the negative cash flowrelated to the rental

properties is a drain on disposable incone; wthout the rental
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properties the di sposable income would be higher. See Cardillo,
170 B.R at 491. The Court also finds that the $207 payrol
deduction is includable in disposable income. It is not

necessary for maintenance or support, nor is it an expense

necessary for the continuation of a business. See In re Gear,
163 B.R 524, 527 (Bankr. S.D. Il. 1994) (Pl an that proposes to
pay certain trade creditors directly outside of plan fails
di sposabl e i ncone test.) Because the plan does not pay al
di sposabl e i ncome for 36 nonths, it violates Section
1325(b) (1) (B) and is not confirmble.
CONCLUSI ON

For the various reasons set forth above, the Court wll
enter an Order denying confirmation of the Debtors’ Chapter 13
plan. The Court will also order that the Debtors have 20 days
fromthe entry of this order to file an anended plan, convert the

case, or dism ss.

xjf Rﬁﬁ;yaﬁﬁiﬂﬂm_h:__

Honor abl e Janmes S. Starzynsk
Uni ted States Bankruptcy Judge
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| hereby certify that, on the date stanped above, a true and
correct copy of the foregoing was either electronically
transmtted, faxed, delivered or mailed to the listed counsel

parties.

Wl liam P. CGordon
Attorney for Debtor
2501 Yal e SE #204

Al buquer que, NM 87106

Kelley L. Skehen
309 Gold Avenue SW
Al buquer que, NM 87102- 3221

GCeorge M Moore
PO Box 159
Al buquer que, NM 87103

Ofice of the United States Trustee

PO Box 608
Al buquer que, NM 87103- 0608
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