I N THE UNI TED STATES BANKRUPTCY COURT
FOR THE SOUTHERN DI STRI CT OF | LLINO S

| N RE: I n Proceedi ngs
Under Chapter 12
NOEL AND RETA VAUGHAN,

BK 88-41045
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Debt or (s) .

Menor andum and Or der

This matter i s before the Court on noti on of FarmCredit Bank of
St. Louistodism ss the chapter 12 bankruptcy petition of debtors,
Noel and Ret a Vaughan. Intheir schedul e of assets andliabilities,
debtors | isted total debts inthe amount of $1, 580, 818.81, including a
di sput ed debt i nthe anpbunt of $306,985.00to the Fairfiel d Nati onal
Bank. The FarmCredit Bank seeks di sm ssal of debtors' Chapter 12
petition onthe grounds that they are not "fam |y farnmers” under 11
U.S.C. section 101(17)(A) because their aggregate debts exceed
$1, 500, 000. At issue is whether the disputed debt to Fairfield
Nati onal Bank i s to be i ncl uded i n determ ning debtors' conpliance with
t he aggregate debt limtation of section 101(17)(A).
Section 101(17)(A) defines "fam |y farnmer,” to whomChapter 12
relief is available (see 11 U. S.C. section 109(f)), as:
(A) [an] individual or individual and spouse
engaged i n a farm ng operati on whose aggr egate
debt s do not exceed $1, 500, 000 and not | ess t han
80 percent of whose aggregate noncontingent,
i qui dated debts. . . on the date the case is
filed, arise out of afarm ng operati on owned or

oper at ed by such i ndi vi dual or individual and
spouse .

11 U. S. C section 101(17) (A (enphasis added). "Debt" is defined under
the Code as "liability on a clainm (11 U S.C. section 101



(11)), and "claint® is further defined as:

(A) right to paynent, whether or not such right

i s reduced to judgnent, |iquidated, unliquidated,
fi xed, contingent, matured, unmatured, di sputed,
undi sputed, legal, equitable, secured, or

unsecured[. ]
11 U.S.C. section 101(4) (enphasis added).

Debt or s oppose FarmCredit Bank's notionto dism ss, asserting
that the debt to Fairfield National Bank was exti ngui shed when t he bank
accepted a deed in lieu of foreclosure fromdebtors but failedto
obtain a statenent fromdebtors agreeing to remain |iable on the
bal ance of the indebtedness. The stipulated facts show that in
Decenmber 1987, debtors execut ed a deed conveyi ng two parcel s of real
estateto Fairfield National Bank i n partial cancell ation of their
i ndebt edness to the bank. It was the parties' intent that debtors
woul d continueto beliablefor the remining indebtedness of over
$300, 000, and debt ors nmade paynents on t hi s bal ance fol | owi ng t he deed
inlieuof foreclosure. Debtors executed an "affidavit of estoppel”
i ndicating that the deed was in partial cancellation of the total
amount owed to t he bank, and the warranty deed further stated t hat
debt ors' nortgage i ndebt edness woul d be reduced by $55, 000 by r eason of
t he deed. Debtors contend, however, that the bank failedto conply
with a recently enacted state | awprovi sion recogni zing deeds inlieu
of foreclosure, which states that acceptance of such a deed

shall relieve frompersonal liability all persons
who may owe paynent or t he performance of ot her
obl i gati ons secured by the nortgage . . . except

tot he extent a person agrees not to berelieved
in an instrunent executed cont enporaneously.

I1l. Rev. Stat., 1987, ch. 110, par. 15-1401 (enphasi s added). Farm
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Credit Bank denies that the debt to Fairfield National Bank was
exti ngui shed, arguing that the bank substantially conpliedw ththe
statute so as to preserve debtors' renai ni ng i ndebt edness fol | owi ng t he
deedinlieuof foreclosure. The Court, however, finds it unnecessary
todetermnethe nerits of the dispute regardingthe Fairfield Nati onal
Bank debt. Rather, the Court finds that the reference in section
101(17) (A) to "aggregate debts” is sufficiently broadto enconpass the
di sputed debt to Fairfield Nati onal Bank so as to require inclusion of
this debt in determ ning debtors' eligibility for Chapter 12 relief.
The "aggregate debt” limtation applicableto Chapter 12 debtors
isuniqueinthat it, unlike other debt Iimtations under the Code, is

unqualified and sinple. See Waleyv. U S.A., 76 B.R 95 (N.D. M ss.

1987).! Debts to be consideredin Chapter 13 filings, for instance, are
ext ensi vely descri bed as nonconti ngent, |iqui dated, and secured or
unsecured. See 11 U. S.C. section 109(e). Likew se, the provision
determining the right of creditorstofileapetitionfor involuntary
bankruptcy of a debtor specifies that clains agai nst such an i ndi vi dual
be "not contingent astoliability or subject to Abona fide dispute.”
11 U. S.C. section 303(b). Eventhe farmdebt |imtation under section
101(17) (A), by contrast to the aggregate debt limtationthat precedes

it, applies only to debts that are "noncontingent" and "li qui dated. "

The Whal ey court allowed an interlocutory appeal to detern ne
whet her the validity of a disputed debt should be established before
applying the "aggregate debt" test of section 101(17)(A). The court
di scussed the arbitrary approach of In re Wagner, 808 F.2d 542 (7th
Cir. 1986) in applying the "80 percent of gross income" test of
section 101(19) and observed that the | anguage of section 101(17)(A)
would justify a simlarly strict approach regardi ng the aggregate
debt limtation.




The broad, sinple language used to describe the overall debt imtation
in section 101(17)(A) makes this provision considerably nore
restrictive than if the limtation had been $1,500,000 of
nonconti ngent, |iqui dated or undi sputed debts. Thereis no exception
under the statute for di sputed debts, and the pl ai n | anguage of the
statute indicates that such debts shoul d be consi dered al ong wi t h ot her
types of debts in the threshold test of section 101(17)(A) despite
their disputed status.

The Court i s aware of acontrary vi ewexpressed inthe Chapter 12

cases of Inre Lands, 85 B.R 83 (Bankr. E.D. Ark. 1988) and In re

Carpenter, 79 B.R 316 (Bankr. S.D. Ohio 1987), in whichthe courts
di stingui shed between the definitions of "debt" and "clain to hold
that liability ona clai mnmust be established or unchal | enged before

a cl ai mbecones a debt. ThelLands and Car penter courts reliedonthe

Chapter 13 case of In re Lanbert,

43 B.R 913 (Bankr. D. Utah 1984), whichinturn adoptedthe mnority
viewof aline of Chapter 13 cases that a di sputed debt shoul d not be
included in determining eligibility for Chapter 13 relief because
Congress' use of theterm"debt" rather than "claint indicatedthat
such eligibility was to be predicated upon the debtor's actual
obl i gati on to pay under applicabl e | awand not on t he nere denands of

creditors. See lnre King, 9 B.R 376 (Bankr. D. Or. 1981). The

maj ority view, as stated by a higher court inrepudiatingKing (Inre
Sylvester, 19 B.R 671 (Bankr. 9th Gr. 1982)), is that since "debt" is
essentially synonymous with "cl ai ni' under the Code, the fact that a

claimis disputedor that it i s subject to defenses or counterclainsis
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irrelevant inthe threshold determ nation of adebtor'seligibility

under the appropriate debt limtation. SeelnrePulliam 90 B.R 241
(Bankr. N.D. Tex. 1988).

Li ke the courts adoptingthe majority view, the Seventh Circuit
Court of Appeal s has found that Congress i ntended for the terns "debt"

and "clainl' to be coextensive. As statedinlnre Enerqgy Cooperative,

Inc., 832 F.2d 997, 1001 (7th Cir. 1987):
By defining adebt asa"liabilityonaclaim?"
Congr ess gave debt t he sane broad neaning it gave
claim . . . [When a creditor has a claim
against a debtor--even if the claim is
unl i qui dat ed, unfixed, or contingent--the debtor
has incurred a debt to the creditor.

Applying this viewina Chapter 12 case, even di sput ed debt s nust
be considered in the debt threshold determ nation of section
101(17)(A), as Congress' unqualifieduse of theterm"debt" andits
definition of "debt" in terms of "clainmi call for such a broad

interpretation of the aggregate debt limtation. SeelnrePulliam |In

re Vasu Fabrics, Inc., 39 B.R 513 (Bankr. S.D.N. Y. 1984).

There is a sound policy basis for this approach. See Inre
Al bano, 55 B.R. 363 (N.D.Ill. 1985). Section 109(f) and the
acconpanyi ng definition of "famly farnmer” in section 101(17) (A) erect
athresholdlimtationon persons eligiblefor filing under Chapter 12.
VWi | e a cl ai mbased on a di sput ed debt rmay eventual | y be disall owed i f
t he debt or has a val i d defense against it, it would generate a circul ar
and sel f-defeating barrier toadm nistration of Chapter 12 proceedi ngs
i f the bankruptcy court had to pass onthe nerits of all cl ai nms before

t he proceeding could get under way. To paraphrase the court's



statenent in Al bano, no debtor can be permttedto shoehorn hi nsel f or
hersel f into Chapter 12 nerely by di sputing certain debts. See A bano,
55 B. R 363, 368.

Debtors intheinstant case assert that rather than constituting
a defensetothe claimof Fairfield National Bank, the Bank's failure
to obtaintherequisite statement fromdebtors served to extinguish the
debt by operation of |aw. Debtors contend that they should not be
requiredtolist the debt on their schedul es and assert that they could
amend their schedules to renove the debt so as to cone within the
limts of section 101(17)(A). The Court finds this argunent to be
wi thout nmerit. The debt to Fairfield National Bank, although di sputed
by debtors, cannot be saidto be without avalidunderlyinglegal basis
such as, to use the exanpl e cited by debtors, a debt that has been
di scharged i n a previ ous bankrupt cy proceedi ng. Adistinctionmy be
made bet ween debts for whichthereisnoliability cognizable at | aw
and t hose which were validintheir inception but which are subject to

affirmati ve def enses, counterclaim or setoff. Seelnre Burgat, 68

B.R 408 (Bankr. D. Col o. 1986). The debt to Fairfield National Bank
isof thelatter type, andwhile it may be subject to a defense to be
determined at trial on the merits, debtors' liability at this
prelimnary stage renders it a "debt" under the definition of section
101(11).

I ncl usi on of the di sputed debt to Fairfield Nati onal Bank | i sted
on debtors' schedul es results in aggregate debts in excess of the
$1,500,000 limtation of section 101(17)(A). Debtors, therefore, do

not qualify as Chapter 12 debt ors under section 109(f) of t he Code.
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Wil e this wuldordinarily require di smssal, debtors have fil ed an
alternative notionto convert the caseto Chapter 11inthe event the
Court finds that they are ineligible for Chapter 12 relief.
Conversi on rat her than di sm ssal of a Chapter 12 case has been
al | owed based upon the court's finding that the Chapter 12 petition was
filed in good faith, creditors will not be prejudiced by the
conversion, and conversion wi ||l not otherw se be inequitable. Seeln

re Qr, 71 B R 639 (Bankr. E D.N C 1987); see al so Matter of Bird, 80

B.R 861 (Bankr. WD. M ch. 1987); Inre Johnson, 73 B.R 107 (Bankr.

S.D. Chio 1987); but see Matter of Roeder Land & Cattle Co., 82 B. R 536

(Bankr. D. Neb. 1988); In re Christy, 80 B.R 361 (Bankr. E.D. Va.

1987). Intheinstant case al though debtors filed a petitionthat was
facially inexcess of the Chapter 12 debt limt, they |listed one of the
debt s as di sputed, arguing that they wererelieved of liability under
arecently enacted state statute. As discussed above, thereisasplit
of authority as to whether such a di sput ed debt shoul d be i ncl uded i n
determ ni ng conpliancewiththe statutory debt limt. Additionally,
the statute reli ed upon by debtors is a departure fromcomon | aw and
has not yet beeninterpretedby Illinois courts. Debtors' position,
t heref ore, cannot be saidto be unreasonabl e, and it does not appear
that debtors filedtheir petitioninbadfaithor intotal disregard of

the statutory limt soastorequire dism ssal with prejudice. See

Matter of Lawless, 79 B.R 850 (WD. M. 1987).
| f debtors' Chapter 12 case were di sm ssed w t hout prejudice, they
could refile under Chapter 11 without delay, as the exceptionsto

refiling are not applicable. SeelnreQr; 11 U S. C section 109(q).
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Not hi ng woul d be acconplished by such dism ssal and subsequent
refiling. Indeed, the changein the petition date which woul d occur
upon refiling woul d be potentially detrimental to creditors because of
t he change of date usedin conputingthe preference period. Inre Or;

cf. Inre Wenberg, 94 B.R 631 (Bankr. 9th Cir. 1988): creditors of

Chapt er 13 debtor woul d be harmed by di sm ssal and refiling of Chapter
11 case rather than conversion due to |lapsing of the original
preference period. Wil e the Code does not specifically authorizethe
conversion of a Chapter 12 case to a Chapter 11 case (see 11 U.S. C.
section 1208), the Court follows theOr |ine of cases hol di ng t hat
conversion should be allowed in appropriate cases to prevent

mani pul ati on of the bankruptcy process. See Matter of Bird. The

Court, therefore, will grant debtors' alternative notion for conversion
rat her than dism ssal of their Chapter 12 case.

FarmCredit Bank has additionally filed a notion for sanctions
agai nst debtors and t heir counsel allegingthat debtors' Chapter 12
petition was filed in bad faith for the purpose of hindering and
del ayi ng a forecl osure acti on whi ch the FarmCredi t Bank was pur sui ng
instate court. The Court has determ ned that debtors' filing was not
inbadfaith and finds no basis for the i nposition of sanctions. The
Court further finds no nerit to debtors' own notion for sanctions
agai nst FarmGCredit Bank. Accordingly, the Court deni es both noti ons.

| TIS ORDEREDt hat FarmCredit Bank's notionto dism ss debtors'
Chapter 12 case i s DENI ED and t hat debtors' alternative nmotionto
convert to a proceedi ng under Chapter 11 i s GRANTED.

| T I'S FURTHER ORDERED t hat debtors' and Farm Credit Bank's



noti ons for sanctions are DENI ED

/sl Kenneth J. Meyers
U. S. BANKRUPTCY JUDGE

ENTERED:. May 22, 1989




