| N THE UNI TED STATES BANKRUPTCY COURT
FOR THE SOUTHERN DI STRICT OF | LLINO S

| N RE: I n Proceedi ngs
Under Chapter 13
MARY E. SM LEY
JAMES P. SM LEY
Case No. 97-41750
Debtor(s).
OPI NI ON

Creditor, Central Illinois Public Service (“CIPS"), objects
to confirmation of the debtors’ amended Chapter 13 plan
(“Chapter 13 plan”), asserting that the plan i nproperly excl udes
CIPS fromreceiving its pro-rata share of paynments to unsecured
creditors. After the debtors’ Chapter 13 bankruptcy filing,
CIPS obtained relief fromstay and applied a security deposit,
made in a previous Chapter 7 case, to the debtors’ prepetition
i ndebt edness. The debtors contend that by reason of CIPS
application of this security deposit, CIPS has already coll ected
t he amount it would have received as an unsecured creditor under
t he debtors’ Chapter 13 plan. They argue, therefore, that their
pl an properly excludes CIPS fromreceiving further paynents to
prevent unfair discrimnation against other creditors.

Debtor Mary Smley initially filed an individual Chapter 7
case on Septenber 25, 1997. At that tinme, she owed $2, 236. 68 on
her account with CIPS. This account, 08-150-041-2280-5, was for
service from May 5, 1997, through Septenmber 25, 1997. Cl PS

subsequently requested and obtained a security deposit in the

ampunt of $340 to assure paynment for service during the

1



bankruptcy proceeding. Thereafter, on October 29, 1997, debtors
Mary and Janes Smiley filed a joint Chapter 13 bankruptcy case.!?
At that tinme, Mary Smiley owed $190.67 on account 08-150-041-
2280-6 for service from Septenber 25, 1997, through October 29,
1997.

Following the debtors’ joint Chapter 13 filing, CIPS
requested a second security deposit of $340 for service during
the Chapter 13 case. CIPS further filed a motion for relief
fromstay to apply the first security deposit toward prepetition
i ndebt edness. The debtors failed to respond, and CIPS notion
was granted. CIPS then applied the $340 security deposit from
the Chapter 7 proceeding, together with interest of $1.53, to
account 08-150- 041- 2280- 5, reducing the debtors’ t ot al
i ndebt edness to CIPS to $2, 085. 82. In objecting to the
debtors’ plan, CIPS asserts that it was entitled to apply Mary
Smley's security deposit in the Chapter 7
case towards her prepetition i ndebtedness either as a recoupnment
arising fromthe parties’ reciprocal obligations or because the
deposit constituted coll ateral securing her obligation to ClPS.
CIPS maintains that its application of the security deposit
served nmerely to reduce, not elinmnate, CIPS claimagainst the
debt ors in their subsequent Chapt er 13 proceedi ng.
Consequently, CIPS argues, it should receive further paynment on

the remining indebtedness -- the deficiency remaining after

1 Mary Smiley’ s nmotion to dism ss her Chapter 7 case was
granted by this Court on Novenber 25, 1997.
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recovery of its collateral -- under the debtors’ Chapter 13
pl an.

The Court is unaware of any case that considers the issue
of a utility s application of a security deposit in the context
of determ ning objections to confirmation of a Chapter 13 plan.
For the nost part, decisions concerning the application of
security deposits have dealt with the necessity for obtaining
relief from stay before a utility can apply such a deposit
agai nst the debtor’s past due bills. Courts in these cases have
enpl oyed one or both of the theories advanced by CIPS here
reasoning either that relief fromstay is not necessary because
application of the security deposit constitutes recoupnment, not
prohi bited by the automatic stay, rather than setoff, see lnre

McMahon, 129 F.3d 93, 95-98 (2d Cir. 1997); 1n re Norsal

| ndustries, Inc., 147 B.R 85, 89 (Bankr. E.D.N. Y. 1992), or,

alternatively, that under applicable regulatory provisions,
payment of the security deposit evidences an intent to guarantee
the debtor’s obligation, entitling the utility to relief from

stay torealize onits collateral. See Brooks Shoe Mg. Co. v.

Uni ted Tel ephone Co., 39 B.R 980, 982 (E.D. Pa. 1984); see also

In re Thomas, Nos. 91-1677, 91-8086, 1991 W 643146, at *4-6

(Bankr. D.S.C. 1991). Anot her court, also considering the
violation from stay issue, rejected a utility’s claimthat it
was entitled, as a secured creditor, to retain nonies deposited,
finding that in order for a security deposit to constitute

collateral, it was necessary to hold such nonies in a segregated
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account. See In re Voight, 24 B.R 983, 985 (Bankr. N.D. Tex.

1982) .

The debtors, citing Moight, maintain that due to CIPS
failure to segregate Mary Smley s security deposit in a
separate account, CIPS holds no secured position regarding this
deposit and is not entitled to retain the $340 as coll ateral
securing paynent of their debt to CIPS. They assert that CIPS
clai mas an unsecured creditor in this Chapter 13 proceedi ng has
been satisfied by its receipt of the $340 security deposit.
Thus, they contend, allowing CIPS further paynments under the
plan would result in wunfair discrimnation toward other
unsecured creditors.

The Court finds it unnecessary to characterize the security
deposit here as either collateral securing the debtors’
obligation or as a neans of <collecting on unsecured debt
because, under the facts of this case, CIPS right to retain the
deposit depends on its character as a security deposit under 8§
366(b) of the Bankruptcy Code. See 11 U.S.C. § 366(b). Unlike
the present case, the decisions relied upon by the parties,

Brooks Shoe and Voight, were concerned exclusively with

prepetition security deposits required by wutilities under
applicable state regul ations. Here, by contrast, ClIPS obtained
t he deposit at issue only when, after Mary Smil ey’ s bankruptcy
filing, CIPS invoked 8 366(b) requiring the debtors to provide
“adequat e assurance” of paynent for service after the petition

dat e.



Section 366 gives debtors protection from a cutoff of
service after filing bankruptcy, providing in subsection (a)
that a utility may not “alter, refuse or discontinue service”
sol ely because of the bankruptcy filing or because of nonpaynment
of a bill that would be discharged in the case. See 11 U.S.C.
§ 366(a). Subsection (b), in turn, protects the utility by
requiring the debtor to provide assurance of paynent for service
supplied after the bankruptcy filing. Thus, 8 366(b) states
that a utility may refuse service if the debtor fails to furnish
“adequat e assurance of paynment, in the form of a deposit or

ot her security, for service after [the] date [of the order of

relief].” 11 U S.C. 8 366(b) (enmphasis added).

Because 8§ 366(b) explicitly limts a debtor’s guarantee of
payment to anounts incurred for service after the bankruptcy
filing, a clear delineation exists between i ndebtedness exi sting
at the time of filing and that arising after commencenent of the
case. Thus, a utility may properly apply a prepetition security

deposit to a debt incurred prior to bankruptcy, see In re M ner

| ndustries, 1Inc., 119 B.R 6, 8 (Bankr. D.R 1. 1990), or,

conversely, may apply a 8 366(b) security deposit made after
filing to a debt for service followi ng bankruptcy. See In re
Begley, 41 B.R 402, 409 (E.D. Pa. 1984), aff'd 760 F.2d 46 (3d
Cir. 1985). In Begley, the court found that the utility had
used the 8 366(b) “adequate assurance” deposit “for precisely
t he purpose for which the deposit was intended -- to pay for

postpetition electricity service in the event of [the debtors’]



del i nquency.” Ld. Vile the Begley court had no need to
enpl oy the doctrine of recoupnment to support the utility's right
to the 8 366(b) deposit at issue, use of this doctrine by other
courts in approving a utility' s application of a prepetition
deposit to prepetition debt enphasizes that bankruptcy creates
a cleavage between prepetition and postpetition indebtedness.
Recoupnent is allowed in such cases because the parties’ clains
-- the debtor’s claimto return of the security deposit and the

utility’s claimto paynment for service -- arise fromthe “sane

transaction.” See McMahon, 129 F.3d at 97; Norsal |ndustries,

147 B.R at 88-89. There is, however, no simlar justification
for a utility to apply a prepetition security deposit to
postpetition indebtedness or, contrarily, to apply a 8 366(b)
security deposit nade postpetition to prepetition indebtedness.

Cf. In re Coleman, 52 B.R 1, 3 (Bankr. S.D. Ohio 1985)

(prepetition security deposit and postpetition deposit nade
under 8§ 366(b) are “entirely independent matters”).

In this case, the $340 security deposit in Mary Smley’s
initial Chapter 7 case was mnmade pursuant to 8 366(b) and
provi ded assurance to CIPS that it would receive paynment for
service furnished during that proceeding. The security deposit
had no relation to prepetition debt that had accrued on Mary
Smley’'s account prior to the Chapter 7 filing. Mary Smley’s
bankruptcy filing thus effected a division between prepetition
debt existing at the time of filing and postpetition debt

accruing subsequently -- a distinction recognized by CIPS in



setting up a new account, 08-150-041-2280-6, for service after
the date of filing. Al t hough, at the tinme of the debtors

subsequent Chapter 13 case, there was an arrearage of $190.67 on
this account, CIPS applied the $340 security deposit, nmade to
assure paynent in the Chapter 7 case, to account 08-150-041-
2280-5, which represented i ndebt edness that had accrued prior to
the Chapter 7 filing. This was an inperm ssible use of the §
366(b) security deposit fromthe Chapter 7 case, as this deposit

could only be applied to indebtedness accruing “for service
after [the] date [of the order of relief]” in the Chapter 7
case. For this reason, CIPS application of the $340 security
deposit to account 08-150-041-2280-5, representing prepetition
debt incurred before the Chapter 7 filing, would result in its
receiving greater than its proportional share of payments if it
were paid the anmpbunt of its asserted claimunder the debtors’
Chapter 13 pl an.

The sanme conclusion follows if the Court anal yzes this case
under the theory advanced by CIPS that the $340 security deposit
constituted collateral securing the debtors’ obligation to pay
past due utility bills. Although CIPS cites state regulatory

provi sions governing a utility’s right to request security

deposits from custoners,? the security deposit here was nade

2 CIPS has adopted “terns and conditions” for service

whi ch incorporate rules and regulations of the Illinois
Comrer ce Conmi ssi on concerning security deposits required by
utilities. See 83 Ill. Adm Code, 280.70 (1997). These

“terms and conditions” provide that CIPS may require a
reasonabl e deposit “to secure the pronpt paynment of bills[.]”
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pursuant to 8§ 366(b), which specifically limts any
guar antee of paynent to debts for service provided after the
filing of a bankruptcy case. As such, the security deposit did
not serve to secure paynent of

any bills that accrued prior to the Chapter 7 filing, and the
regul atory provisions cited by CIPS have no bearing on its
rights as a creditor in this proceeding.?

The Court’s finding that CIPS i nproperly applied the $340
security deposit at issue to prepetition indebtedness does not,
however, entirely settle the question of the anount of paynments
CI PS shoul d receive under the debtors’ Chapter 13 plan. Since
CIPS would be entitled to apply the 8 366(b) deposit in the
Chapter 7 case to indebtedness accruing during that proceedi ng,
determ nation of CIPS remaining unsecured debt in this Chapter
13 case nust take into account its right to apply the Chapter 7
deposit to the $190.67 owi ng on account 08-150-041-2280-6. The
bal ance wongfully applied to account 08-150-041-2280-5, which
the Court calcul ates as $150.86, shall go toward reducing the
amount of any remaining paynents due CIPS as an unsecured
creditor in the debtors’ Chapter 13 case. Accordingly, CIPS
obj ection to confirmation of the debtors’ plan is sustained in
part and overruled in part. The debtors are granted |eave to

file, within 20 days, any anended pl an

3 CIPS could, of course, have invoked these regul atory
provisions to require a security deposit fromthe debtors
prior to bankruptcy, but evidently chose not to do so.
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found to be necessary to comply with this Court’s opinion.

SEE VWRI TTEN ORDER

ENTERED: March 31, 1998

/'s/ KENNETH J. MEYERS
UNI TED STATES BANKRUPTCY JUDGE



