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This case presents the primary question of whether the
I nternal Revenue Service (“IRS’) may assert a right of offset in
the debtor’s tax refund which the debtor has clained exenpt.
For the reasons discussed below, the court answers the question
in the affirmative, disagreeing with the mjority of courts
whi ch have concluded otherw se. Also considered herein is
whet her a right of setoff survives discharge, whether the IRS s
i nadvertent violation of the automatic stay precludes setoff,
and whether the IRS should be granted retroactive relief from
the stay. The answers to these questions as posed are yes, no,

and yes. This is a core proceeding. See 28 US C 8

157(b) (2) (A), (B), (GQ and (O.

l.

According to the stipulations filed by the parties, on My
10, 1990, the debtor and her adult daughter secured a loan in
t he amount of $65,331 for the purchase of a manufactured house
for the daughter. Repaynent of the |oan was guaranteed by the
Depart nent of Housing and Urban Devel opnent (“HUD"). When the
debt or and her daughter defaulted on the loan in 1992, the |oan
was repaid by HUD, who succeeded to the lender’s interest.
Al t hough no voluntary paynents have been nmade to HUD since that

tinme, a total of $5,398 “in involuntary paynents effectuated by



the Internal Revenue Service wunder the tax refund offset
progrant has been credited agai nst the indebtedness.

The debtor filed for chapter 7 relief on My 2, 2000,
initiating the case which is presently before this court. At
the time of the bankruptcy filing, the anobunt of the debtor’s
obligation to HUD was $33, 079. Nonet hel ess, the debtor failed
to schedule HUD as a creditor in her original bankruptcy
schedul es, although she did reference the HUD obligation in
response to one of the questions on her statement of financial
affairs. The debtor scheduled as an asset a 1999 federal incone
tax refund “in an anmount up to $2700” and claimed this amount as
exenpt under TenN. Cooe ANN. 8 26-2-102.

Prior to the April 17, 2000 deadline, the debtor filed her
1999 federal inconme tax return, which indicated that she was
entitled to a refund of overpaid taxes in the anount of
$2, 534. On June 30, 2000, “[p]Jursuant to 26 U S.C. 8§ 6402(d)
and 26 C F.R § 301.6402-6, the Internal Revenue Service
applied the $2,534 overpaynent of the debtor’s 1999 federa

incone tax refund to the debtor’s $33, 079 debt to HUD.”

On July 10, 2000, the debtor anmended her Schedule F and
creditor matrix in order to add HUD as a creditor. A discharge
order was entered on August 4, 2000, and on Septenber 28, 2000,

the United States of Anerica, on behalf of HUD and the |RS,



noved for post facto relief fromthe automatic stay in order to
validate the previous offset. The debtor objected and requested
that the court order the return of the tax refund and award the
debtor her attorney’s fees because of the IRS s violation of the
automati c stay.

The parties have agreed that this nmatter is appropriate for
resolution based on stipulations of fact and nenoranda of |aw.
In their joint stipulation filed on January 5, 2001, the parties
fashi oned the follow ng i ssues for resolution by this court:

A. VWiether the United States has the right to
setoff the debtor’s 1999 federal 1inconme tax refund
agai nst her debt to HUD?

B. Wether the court should nodify the stay post
facto to allow the United States to offset the
debtor’s 1999 federal incone tax refund against her
debt to HUD?

C. Whet her the United States’ i nadvert ent
violation of the automatic stay precludes the United
States’ right of setoff?

D. Whet her the debtor’s discharge bars relief from
the automatic stay?

E. Whether the exenptions clained by the debtor
limt the United States’ right to offset the debts?

Al t hough not necessarily in the format presented, the court wll
address each of these issues raised by the parties, beginning

with whether the United States has a right of offset.



A. GeneraL R o oF OFFSET

Section 553 of the Bankruptcy Code addresses setoff in the
bankruptcy context. It provides in part the foll ow ng:

Except as otherwise provided in this section and in
sections 362 and 363 of this title, this title does
not affect any right of a creditor to offset a nutual
debt owing by such creditor to the debtor that arose
before the commencenent of the case under this title
against a claim of such creditor against the debtor
that arose before the comrencenent of the case ....

The United States Suprene Court has noted that 8 553 does not

create a federal right of offset; it only preserves in
bankruptcy whatever right otherw se exists. Citizens Bank of
Maryland v. Strunmpf, 516 U S. 16, 18 (1995). “The right of

setoff (also called ‘offset’) allows entities that owe each
other noney to apply their nutual debts against each other,

thereby avoiding ‘the absurdity of making A pay B when B owes

A.’”" 1d. (quoting Studley v. Boylston Nat’| Bank of Boston, 229
US 523, 528 (1913)). Section 553 preserves the right of
setoff where there are nutual, prepetition obligations ow ng

between the debtor and the creditor and a right to setoff the
obl i gations exists under nonbankruptcy |aw. In re Holder, 182
B.R 770, 775 (Bankr. M D. Tenn. 1995).

There has been no allegation by the debtor in the present

case that either her obligation to HUD or the IRS s obligation
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to her did not arise prepetition. The debtor’s obligation to
HUD at a mninmum arose in 1992 when HUD acceded to the |ender’s
position. The IRS's obligation to the debtor to refund her
overpaynent of incone taxes in 1999 arose at the end of 1999
prior to her bankruptcy filing in May 2000. See In re Conti, 50
B.R 142, 148 (Bankr. E.D. Va. 1985)(IRS s obligation to pay
1982 tax refund to the debtor arose as of Decenmber 31, 1982, the
end of the debtor’'s tax year, subject only to the debtor’s
filing a tax return claimng the refund within the required tine
limtations).

The debt or does argue, however, that the obligations are not
nmutual . She notes that she owes HUD, not the IRS, and nmintains
that separate agencies of the federal governnent do not
constitute the sane creditor for offset purposes. This issue
was resolved by this court in its unreported decision in In re
Bow i ng, No. 98-20054 (July 2, 1998), wherein the majority view
that the United States and its various agencies and departnents

conprise a unitary creditor was adopted. Id. (citing Lopes v.
United States Dep’'t of Housing and Urban. Dev. (In re Lopes),
211 B.R 443, 445 (D.RIl. 1997); In re Holder, 182 B.R at

775)). This court has reviewed that decision and the case |aw
published since that tinme and sees no reason to reverse its

earlier concl usion. See, e.g., United States v. Maxwell, 157
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F.3d 1099 (7th GCr. 1998)(offset of debtor’s debt to Snal
Busi ness Administration permtted against Navy’'s debt to
debtor).

Because nutual, prepetition obligations between the debtor
and the United States have been established, it nust be
determned whether a right to setoff exists outside of
bankruptcy, under either state or other federal law.  According
to the stipulations, the setoff exercised by the United States
was effectuated pursuant to 26 U S.C. 8§ 6402(d), which provides
the foll ow ng:

Col | ection of debts owed to Federal agencies.—

(1) In general.— Upon receiving notice from any

Federal agency that a naned person owes a past-due

| egal ly enforceable debt (other than past-due support

subject to the provisions of subsection (c)) to such

agency, the Secretary [of the Treasury] shall—
(A) reduce the anmount of any overpaynent payable to

such person by the anount of such debt;

(B) pay the anount by which such overpaynent is
reduced under subparagraph (A) to such agency; and
(C notify the person neking such overpaynent that

such overpaynent has been reduced by an anount

necessary to satisfy such debt.

This federal intercept statute, which was enacted as part
of the Deficit Reduction Act of 1984, allows the IRS to offset
a tax refund against any debt which the taxpayer nmay owe a

federal agency. Bosarge v. United States Dep’'t of Educ., 5 F.3d

1414, 1417 (1ith Cr. 1993). Furthernmore, this offset right

trunps an individual’s claim of exenption. | d. I n Bosarge, an



i ndi vi dual sued the federal governnment in order to recover a tax
refund which the IRS had intercepted pursuant to 26 US C §
6402(d) and applied to the individual’s past-due student |oan
owed to the Departnent of Education. The individual argued that
the tax refund should be turned over to him because he had
clained it exenpt under Al abama | aw. The El eventh Court of
Appeal s disagreed with the debtor and held for the United
States. Bosarge, 5 F.3d at 1415-16.

The Bosarge court noted that 26 U S C. 8§ 6402(d), the
federal intercept statute, and its conpanion statute, 31 U S C
§ 3720A, which sets forth the procedure for the intercept,
“makel ] no allowance for state |law personal property
exenptions.” Id. at 1418. The court contrasted these
provisions with the Federal Debt Collection Procedures Act of
1990 (“FDCPA’), 28 U.S.C. 88 3001-3308, which expressly
recogni zes exenption rights. Id. The court concluded that the
intercept statutes rather than the FDCPA applied because the
“FDCPA expressly disclains any intent to ‘supersede or nodify
the operation of statutory rights to setoff.’” ld. at 1419
(citing 28 U S.C. 8§ 3003(c)(6)). Since the intercept statutes
make no exceptions for exenptions, the court held that state |aw
exenption rights may not defeat the federal governnent’s setoff

rights pursuant to the doctrine of preenption wunder the



Suprenmacy C ause of the United States Constitution. 1d.

As applied to the present case, it is clear that but for the
debtor’s bankruptcy filing, the federal governnent would have a
statutory right under 26 U S.C. § 6402(d) to offset the debtor’s
tax refund against her liability to HUD, notw thstanding her
state |aw exenption claim And since 8 553 of the Bankruptcy
Code is designed to preserve in bankruptcy any right of offset
to the extent the obligations are nutual and arose prepetition
it would appear that the United States’ offset right should not
be affected by the debtor’s bankruptcy case. Wether it is wll

be di scussed in the next section.

B. ErFrFect o DEBTOR s ExemPTi oN CLAI M I N BANKRUPTCY

11 U.S.C. 8§ 522 governs the exenptions available to a debtor
in a bankruptcy case and provides that the debtor may elect
certain specified federal exenptions set forth in 8§ 522(d) or
the exenptions available to a debtor under applicable state and
nonbankruptcy federal |aw, unless the state has opted out of the
federal bankruptcy exenptions. See In re Sunerell, 194 B. R
818, 824 (Bankr. E. D. Tenn. 1996) (citing 11 US.C 8§
522(b)(1)). Tennessee, along with the mpjority of other states,
has opted out of the federal bankruptcy exenption schene, making

those particular federal exenptions unavailable to a debtor who



resides in Tennessee. 1d. (citing Tenw. CooE. ANN. 8§ 26-2-112).

Regardl ess of whether exenptions are clained pursuant to
state |law because the state has opted out or the federal
bankruptcy schene, property exenpted from the bankruptcy estate
as a general rule is not liable for prepetition debts unless the
debts fall within certain specified exceptions. Section 522(c)
of the Bankruptcy Code provides:

Unl ess the case is dismssed, property exenpted under
this section is not liable during or after the case
for any debt of the debtor that arose, or that is
determ ned under section 502 of this title as if such
debt had arisen, before the comrencenent of the case,
except —
(1) a debt of a kind specified in section 523(a)(1) or
523(a)(5) of this title;
(2) a debt secured by a lien that is—

(A (i) not avoided under subsection (f) or (g) of

this section or under section 544, 545, 547, 548,

549, or 724(a) of this title; and

(i1) not void under section 506(d) of this title;

or
(B) a tax lien, notice of which is properly filed;

or
(3) a debt of a kind specified in section 523(a)(4) or
523(a) (6) of this title owed by an

institution-affiliated party of an insured depository

institution to a Federal depository institutions

regul atory agency acting in its capacity as

conservator, receiver, or liquidating agent for such

i nstitution.

Unless the offset right held by the United States in the
present case falls within one of the exceptions set forth in
section 522(c), there would appear to be a conflict between

section 553, which preserves the United States’ right of offset
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even against a claim of exenption, and section 522(c) which
provides that property <claimed exenpt 1is not |iable for
prepetition debts. The exceptions in paragraphs (1) and (3) of
§ b522(c) pertain to certain nondischargeable debts and the
exception in paragraph (2) applies to debts secured by a lien.

United States v. Jones (In re Jones), 230 B.R 875, 879 (MD.

Ala. 1999). None of these exceptions apply herein. The parties
have stipulated that the debtor’'s obligation to HUD is
di schargeabl e and there has been no allegation that the debt is
presently secured by a lien. Section 506(a)! of the Bankruptcy
Code does provide that a creditor with a right to offset under
section 553 has a secured claimto the extent of the amount of
the offset, although it is not clear that such secured status is

the equivalent of a “debt secured by a lien” wthin the

111 U.S.C. §8 506(a) states as follows:

An allowed claim of a creditor secured by a lien on
property in which the estate has an interest, or that
is subject to setoff under section 553 of this title,
Is a secured claimto the extent of the value of such
creditor’s interest in the estate’s interest in such
property, or to the extent of the anount subject to
setoff, as the case may be, and is an unsecured claim
to the extent that the value of such creditor’s
interest or the anobunt so subject to setoff is less
than the amount of such allowed claim Such val ue
shall be determined in light of the purpose of the
valuation and of the proposed disposition or use of
such property, and in conjunction with any hearing on
such disposition or use or on a plan affecting such
creditor’s interest.

11



contenplation of section 522(c)(2). Conmpare Pieri v. Lysenko
(In re Pieri), 86 B.R 208, 211 (B.AP. 9th GCr. 1988)(court
concluded that “the secured status that Congress accorded setoff
rights for the purpose of bankruptcy adm nistration would [not]
el evate those rights to permanent lien status against the
property”), with Teansters Credit Union v. Lee (Matter of Lee),
40 B.R 123, 124 n.2 (Bankr. E.D. Mch. 1984)(debtor had no
basis to claim property subject to setoff as exenpt in light of
the secured status accorded setoff rights and 8 522(c)(2)’s
exception for secured clains). See also Oficial Comm of
Unsecured Creditors v. Anerican Sterilizer (In re Conptronix
Corp.), 239 B.R 357, 362 (Bankr. MD. Tenn. 1999)(“A right to
setoff is not the same under state law as a security
interest.”); In re Holder, 182 B.R at 776 (“The common | aw
concept of setoff is a right, not a lien.”); In re Strober, 136
B.R 614, 620 (Bankr. E.D.N Y. 1992)(“The ‘claim of a creditor
secured by a lien on property’ is not necessarily a ‘secured
claim’”).

This court can find no guidance in the legislative history
to either sections 506(a) or 522(c)(2) and little in the two
cases which have directly addressed whether section 506(a)’s
treatment of a setoff right as a secured claim constitutes a
lien for purposes of section 522(c). See In re Pieri and Matter

12



of Lee, supra. In the Pieri decision, the bankruptcy appellate
panel found the issue to be “intriguing,” but noted that it was
“doubtful that a creditor can hold an allowed secured claim on
exenpt property that survives bankruptcy.” 1In re Pieri, 86 B.R
212. Section 101(37) of the Bankruptcy Code defines “lien” as

a “charge against or interest in property to secure paynent of

a debt or performance of an obligation.” The legislative
history to this definition states that it “is new and is very
broad” and “includes inchoate liens.” HR Rer. No 95-595, 1st
Sess. 312 (1977); S. Rer. No. 95-989, 2d Sess. 25 (1978). “I'n
general, the concept of lien is divided into three kinds of
liens: judicial liens, security interests, and statutory Iliens.

Those three categories are nmutually exclusive and are exhaustive
except for certain common law liens.” 1d. An offset right does
not fall within these three categories and it does not appear
that setoff has historically been considered a comon |law lien

notw t hstanding statenents by sonme courts equating the two
concepts. See 4 ColLIER ON Bankruptcy § 506. 03[ 1][b] (15th ed. rev.
2000) (Although “a right of setoff is not quite the sanme thing
as a nortgage or a security interest, ... in practical terns,
there is little to distinguish between a creditor’s status
arising froma right of setoff and its status arising from sone

ot her type of security entitlenent.”) (citing Boston Ins. Co. v.

13



Nogg (In re Yale Express Sys., Inc.), 362 F.2d 111, 114 (2d Cir.
1966) (right to setoff is “security of the nost perfect kind”);
Baker v. Troiano (In re Lehigh and Hudson River Ry. Co.), 468
F.2d 430, 434 (2d Cr. 1972)(describing right of setoff as “the
finest kind of security”)).

It would appear that if Congress had intended the phrase
“debt secured by a lien” as utilized in 8 522(c) to nean secured
claimw thin the neaning of 8 506(a), it could have readily used
the term nol ogy “secured clainmf as it did in other provisions of
t he Bankruptcy Code. See, e.g., 11 U S.C 8 326(a) (“parties in
interest ... including holders of secured clains”); 8§ 1111(b)(2)
(“such claimis a secured claint); 8 1129(b)(2)(A) (“class of
secured clains”); and 8§ 1222(b)(2),(4),(5 and (9) (“secured
claimi or “secured clains”). Congress’ use of the word “lien”
in section 522(c)(2) rather than “secured clainf suggests the
terms are not synonynmous and should not be treated as such. See
United States v. Stauffer Chemical Co., 684 F.2d 1174, 1186 (6th

Cir. 1982)(“the use of different |anguage creates an inference
that Congress neant different things”). Accordingly, the court
concl udes that a creditor who has a secured claimunder 8 506(a)
because it has a right of setoff wunder 8 553 does not fall
within the Iien exception of § 522(c)(2).

Because a right of offset does not fall within any of the

14



exceptions to 8 522(c), many courts have concluded that there is
a conflict between 8 522(c) and 8§ 553. See, e.g., In re Jones,
230 B.R at 879 (recognizing conflict). The majority of courts
whi ch have attenpted to reconcile this conflict have found that
8§ 522(c) trunps 8 553 such that an offset may not be exercised

in exenpt property.? See In re Jones, 230 B.R at 879; In re

2A few of the courts which considered the issue of whether
a right of offset may be exercised against exenpt property have
not found it necessary to resolve a conflict since they have
found no offset right preserved by §8 553. As noted previously,
8 553 sinply preserves in bankruptcy, subject to certain
limtations, an offset right under state or other federal |aw.
These courts have concluded that under state law, there is no
right to offset in exenpt property. Thus, there is no right of
of fset under nonbankruptcy |aw preserved by 8§ 553. See In re
Hunt, 250 B.R 482, 487 (Bankr. E.D.N. Y. 2000)(“New York State
| egislature intended to exenpt the proceeds of pension funds
from “any other process’ including setoff.”); In re Cole, 104
B.R 736, 738 (Bankr. D. M. 1989)(court construed Maryland |aw
to preclude right of offset in utility deposit clainmed exenpt);
In re Laues, 90 B.R 158, 160-62 (Bankr. E. D.N. C 1988) (setoff
in exenpt credit union fund denied based on state law); In re
Wlde, 85 B. R 147, 148 (Bankr. D.N.M 1988)(noting that
overwhelmng mpjority of state courts prohibit offset against
exenpt property, court refused offset in exenpt bank funds);
Comrerce Union Bank v. Haffner (In re Haffner), 12 B.R 371, 372
( Bankr . M D. Tenn  1981) (court deni ed of fset in exenpt
certificate of deposi t based on mjority view outside
bankruptcy). C. In re Pieri, 86 B.R at 211 (California would
allow offset in wunliquidated contract claim notw thstanding
exenpt status); In re Swickard, 133 B.R 902, 905 (Bankr. S.D.
Ohio 1991) (under GChio law, a debtor nay not exenpt property from
a creditor’s right of setoff).

Simlarly, the present case would be nore readily resolved
if the right of offset were based on state law rather than
federal statutory |aw. It is the comon |aw in Tennessee that
a creditor may not offset its claim against exenpt property.

(continued. . .)
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Pace, 257 B.R 918, 920 (Bankr. WD. M. 2000); United States v.
Killen (In re Killen), 249 B.R 585, 588 (Bankr. D. Conn. 2000);
Al exander v. Commssion, IRS (In re Alexander), 225 B.R 145,
149 (Bankr. WD. Ky. 1998); Thonpson v. Board of Trustees (In re
Thonpson), 182 B.R 140, 153-54 (Bankr. E. D. Va. 1995); In re
Mel, 134 B. R 229, 236 (Bankr. WD. Mch. 1991); 1In re
Cabrillo, 101 B.R 443, 448-49 (Bankr. E. D. Pa. 1989); In re
Davies, 27 B.R 898, 901 (Bankr. E.D.NY. 1983); In re
Monteith, 23 B.R 601, 602 (Bankr. N.D. Chio 1982); Terry V.
Gordon’s Jewelry Co. of Virginia, Inc. (In re Terry), 7 B. R
880, 883 (Bankr. E.D. Va. 1980). But see In re Pieri, 86 B.R
at 212; United States v. Luongo, 255 B.R 424, 427 (N.D. Tex.
2000); Wegand v. Tahquanenon Area Credit Union (In re Wegand),
199 B.R 639, 642 (WD. Mch. 1996); Posey v. United States
Dep’t of Treasury—+RS, 156 B.R 910, 915-16 (WD.NY. 1993);
Runnels v. IRS (In re Runnels), 134 B.R 562, 564 (Bankr. E.D

Tex. 1991); Eggeneyer v. IRS (In re Eggeneyer), 75 B.R 20, 22

2(...continued)

See In re Haffner, 12 B.R at 372 (citing, inter alia, Geg v.
New Careyville Coal Co., 31 S.W2d 693 (Tenn. 1930) (enpl oyer
prohibited from offsetting claim against exenpt wor ker s
conpensation award); Collier v. Mrphy, 16 S W 465 (Tenn.
1891) (exenpt wages not subject to setoff by enployer)). Because
there would be no right outside of bankruptcy to offset an
obligati on against exenpt property, simlarly no offset right
woul d be preserved in bankruptcy by § 553.

16



(Bankr. S.D. IIl. 1987); Sarkis v. Anmerican State Bank of Rapid
Cty (Inre Sarkis), 17 B.R 174, 176 (Bankr. D.S.D. 1982).

The majority courts’ position has been based prinmarily on
three considerations. The first basis is that allowng the
exenption right under § 522 to prevail over § 553 offset
privileges gives effect to both § 553 and 8§ 522(c) and prevents
a nullification of 8 522(c). See In re Jones, 230 B.R at 880;
In re Alexander, 225 B.R at 149; In re Mel, 134 B.R at 235;
In re Mnteith, 23 B.R at 603. The second rationale is that
the majority rule furthers “the <chief policy behind the
Bankruptcy Code—providing the debtor with a fresh start.” In re
Jones, 230 B.R at 880. See also In re Alexander, 225 B.R at
149 (citing Inre Mel, 134 B.R at 236; Inre Cole, 104 B.R at
738; Inre Wlde, 8 B.R at 148). The third asserted basis is
that the legislative history to 8 522 purportedly supports this
concl usi on. In re Jones, 230 B.R at 880-81; In re Al exander,
225 B.R at 150; In re Mnteith, 23 B.R at 604. These courts
note that when the Bankruptcy Reform Act of 1978 was being
consi dered, the Senate version of 8 522(c) provided an exception
for “taxes owing to a governnmental unit” which would include
both dischargeable and nondi schargeable taxes. Congr ess

rejected this draft of section 522(c) in favor of the House
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provi sion, which under section 522(c)(1l) as enacted, limts the
exenption exception to taxes nondischargeable under section
523(a)(1). In re Mnteith, 23 B.R at 604. Based on this
history, the majority courts have concluded that “Congress did
not intend that exenpt property be liable for discharged tax
debts, through set-off or otherwise.” 1In re Al exander, 225 B.R
150.

The courts which have permtted offset despite a debtor’s
claim for exenption have done so based primarily on the |anguage
of section 542(Db). This provision requires paynent to the
trustee of a debt which is property of the estate unless the
debt is subject to offset. See 11 U.S.C. 8§ 542(b).® As noted
by the court in Eggeneyer, “[t]his section enables a creditor
who has a wvalid right of setoff to retain the property,
regardless of its exenpt status.” In re Eggeneyer, 75 B.R at
22. See also In re Wegand, 199 B.R at 643; Posey, 156 B.R at
916; In re Runnels, 134 B.R at 564; and In re Sarkis, 17 B.R

at 176. These courts have also recognized a “distinction

311 U.S.C. 8 542(b) provides:

Except as provided in subsection (c) or (d) of this
section, an entity that owes a debt that is property
of the estate and that is matured, payable on demand,
or payable on order, shall pay such debt to, or on the
order of, the trustee, except to the extent that such
debt nmay be offset under section 553 of this title
agai nst a cl ai magai nst the debtor.
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between offsetting a mutual obligation and collecting on an
unilateral debt.” 1In re Wegand, 199 B.R at 642.
The majority reject the assertion that 8§ 542(b) is

control ling. See In re Jones, 230 B.R at 881-82; In re
Al exander, 225 B.R at 150-51. The Jones and Al exander courts

mai ntain that 8 542(b)’s exception from turnover on behalf of a
creditor who has a right of offset is only applicable to
turnover of “property of the estate.” I d. According to these
courts, because property exenpted by a debtor is no |onger
property of the estate, 8 542(b) is inapplicable. I nstead, the
property is subject to turnover under 8§ 542(a), which requires
an entity that is in possession of property that the debtor may
exenpt to deliver such property to the trustee. There is no
express exception in that provision for a creditor with a right
of offset. See 11 U . S.C. § 542(a).*

Wth all due respect to the mgjority courts, this court

di sagrees with their conclusions in all respects and agrees wth

‘11 U.S.C. 8 542(a) specifically provides:
Except as provided in subsection (c) or (d) of this

secti on, an entity, other than a custodi an, in
possessi on, custody, or control, during the case, of
property that the trustee may use, sell, or |ease

under section 363 of this title, or that the debtor
may exenpt wunder section 522 of this title, shal
deliver to the trustee, and account for, such property
or the value of such property, unless such property is
of i nconsequential value or benefit to the estate.
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the mnority courts. As noted above, the majority maintain that
subsection (a) of § 542 rather than subsection (b) is the
determinative turnover provision; that subsection (a) pertains
to turnover of exenpt property for which there is no stated
exception for offset rights; and that subsection (b) applies to
turnover of property of the estate for which there is an offset
excepti on. In re Jones, 230 B.R at 881-82; In re Al exander,
225 B.R at 150-51. Subsection (a), however, does not pertain
solely to turnover of exenpt property. Instead, it also

requires turnover of “property that the trustee may use, sell

or |ease under section 363.” See 11 U S.C. § 542(a). Section
363 of the Bankruptcy Code permts a trustee to “use, sell, or
| ease ... property of the estate.” See 11 U S. C 8§ 363(b).

Thus, by inplication, 8 542(a) addresses not only turnover of
exenpt property but also turnover of property of the estate.

The rel evant distinction between subsections (a) and (b) of
section 542 is not that one applies to turnover of exenpt
property and the other applies to turnover of property of the
estate as the Jones and Alexander courts held; it is that
subsection (a) speaks in ternms of turnover of property whether
exenpt or of the estate, while subsection (b) pertains to
paynment of a debt. Cf. 11 U S C 8 542(a) wth 8§ 542(b). See

also In re Laues, 90 B.R 158, 162 (Bankr. E. D.N.C. 1988).
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Subsection (a) requires anyone holding exenpt property or
property of the estate to turnover the property to the trustee,
whi | e subsection (b) requires an entity that owes a debt that is
property of the estate and that is matured, payable on demand or
order, to pay this debt to the trustee.

This distinction is inportant for offset purposes because
mut ual obligations mnmust exist, i.e., a debt owed to the debtor
and a claim against the debtor, in order for an offset to take
pl ace. Since 8§ 542(a) only addresses property of the debtor or
of the estate held by a third person, rather than a debt owed to

either, offset does not even cone into play. See Brendern
Enter., Inc. v. Mcro-Acoustics Corp. (In re Brendern Enter.,
Inc.), 12 B.R 458, 460 (Bankr. E.D. Pa. 1981) (equi pment was not
subject to setoff because it was owned by the bankruptcy estate
rather than owed to it). Wil e subsection (a) nmay enconpass
funds held by another that is property of the estate, see
Braniff Airways, Inc. v. Exxon Co., U S A, 814 F.2d 1030, 1037-

38 (5th Cir. 1987); that is not the sane as a debt owed to the

debtor within the contenplation of subsection (b). See Hollis
v. State Enployees’ Retirenent Sys. of Illinois (In re G oves),
120 B.R 956, 964 (Bankr. N.D. 1ll. 1990)(an action under 8§

542(a) to recover cash which is property of the estate is nore

in the nature of declaratory or injunctive relief than an action
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under 8 542(b) which requires establishing the existence of a
debt and results in a noney judgnent); L.P. Maun, MD., Ltd. v.
Sal yapongse (In re L.P. Maun, MD., Ltd.), 92 B.R 790, 796
(Bankr. S.D. I1ll. 1988)(the funds held by creditor were proceeds
of debtor’s accounts receivable and thus were property of the
bankruptcy estate rather than a debt owed to debtor which could
be used for setoff).
As stated by one court:

A setoff is applicable only where the debtor and

creditor “owe” one another. It is inapplicable where
the debtor’s property is in the possession of the
creditor as bailee or trustee. In such an instance,

the property is “owned” by the bankruptcy estate, and

the creditor’s obligation as bailee or trustee cannot

form the basis for a debt which the creditor may set

of f against his claimagainst the debtor.
Marshal | v. Shipman Elevator Co. (In re Marshall), 240 B.R 302,
304 (Bankr. S.D. 1l1. 1999). Thus, the offset exception is
absent from 8 542(a)’s turnover requirenent because there is no
“debt” to offset, not because exenpt property is being turned
over.

In the present case, the tax refund which the debtor is
seeking to recover from the IRS is an obligation owed to her,
rather than funds belonging to her. See In re Fishbein, 245

B.R 36, 38 (Bankr. D. M. 2000)(federal and state tax refunds

are debts owng to debtors rather than wages). See also United

22



States v. Neary (Matter of Arnstrong), 206 F.3d 465, 472 (5th
Cir. 2000)(“Because the debtor does not have a continuing
interest in the tax overpaynent under 8 541(a)(1l), other than
that created by [26 U S C] 8 6511, the trustee cannot use 8§
542(a) to <create interests not otherwise in existence.”).
Conpare Strunpf, 516 U S. at 21 (bank account consists of

nothing nore or less than a promse to pay, fromthe bank to the
depositor, rather than noney that belongs to the depositor and
is held by the bank), with United States v. Witing Pools, Inc.
462 U.S. 198, 211 (1983)(property of the debtor seized by IRS
prepetition remains the debtor’s property until a sale takes
place and thus is subject to the turnover requirenent of 8§
542(a)). As such, any turnover request falls within subsection
(b) of 8§ 542 rather than under subsection (a), and is therefore
subject to the offset rights preserved by § 553.

Section 542(b)’s offset exception to the requirenent that
a debt owed to the estate nust be paid to the trustee 1is
consistent with the offset preservation provision of § 553.
Furthernore, notw thstanding their apparent conflict, both of
these provisions can be reconciled with 8 522(c)’s exenption
protection |anguage. Once a right of offset preserved by 8§ 553
has been established in a debt owed to the estate, a debtor may

claim an exenption only in the balance of the debt turned over
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to the estate after the offset has been exercised. Thereafter
the exenpted property is protected from all other prepetition
debts pursuant to 8§ 522(c).

“1t IS a wel | - est abl i shed principle of statutory
construction that, whenever possible, statutes are to be
construed so that no clause, sentence or word is rendered void
or contradictory.” Illinois v. Consolidated Rail Corp., 589 F.2d
1327, 1331 (7th Cr. 1978). The interpretation suggested by
this court harnoniously reconciles and gives neaning to all
statutes in question, including 8 553 which plainly states that
“this title does not affect any right of a creditor to offset a
mut ual debt” except as otherwi se provided in that section and in
88 362 and 363. The legislative history to §8 553 reiterates
that “the right of setoff is unaffected by the bankruptcy code

. H R Rep. No. 95-595, 1st Sess. 377 (1977); S. Rer. No. 95-
989, 2d Sess. 91-92 (1978). As construed by another bankruptcy
court in this state, once the requirenments for setoff have been
established, “that right of setoff is not affected by any
provision of title 11, except, as noted in section 553(a)
itself, sections 362 and 363.” In re Holder, 182 B.R at 776.

This court disagrees with the majority’s conclusion that
allow ng exenption rights wunder 8§ 522(c) to supersede a

creditor’s setoff rights wunder 8 553 gives effect to both
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provi sions and prevents the nullification of 8§ 522(c). To the
contrary, by giving primary effect to the exenption rights of a
debtor, the offset right of a creditor is often conpletely
nullified, as would be the result in the instant case. It is
just as logical to give effect to both provisions by holding
that a debtor may claim an exenption which is valid as to all
creditors except one having a right of offset. As stated by the
district court in Wegand:

Al l ow ng setoff against exenpt property would not
underm ne the general policy behind the Bankruptcy

Code because a debtor will not be denied the ability
to hold property exenmpt from Iliability for pre-
petition debts. Only creditors who possess a valid
setoff right can offset their obligation wth a
debtor’s exenpt property. Under 11 U.S.C. 8§ 522,
debtor can still exenpt property fromthe reach of all

ot her creditors possessing pre-petition clains.
In re Wegand, 199 B.R at 642.

The second rationale offered by the majority courts in
denying offsets in exenpt property is that this construction is
consistent with the fresh start policy of the Bankruptcy Code.
However, as shown by the eighteen categories of debts that are
excepted from discharge under 8§ 523(a), this policy is not
al ways paranount and is often subordinated to other social and
econom ¢ concerns and objectives. See Grogan v. Garner, 498
US 279, 287 (1991) (“Congress evidently concluded that the

creditors’ interest in recovering full paynent of debts in these
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cat egories outweighed the debtors’ interest in a conplete fresh
start.”). Just as the Bankruptcy Code’s general policy in favor
of a fresh start nust give way to the specific exceptions to
di scharge set forth in the Code, it nust also bow to the nore
specific provision preserving setoff found in 8 553. See, e.g.
In re Alibatya, 178 B.R 335, 337 (Bankr. E. D.NY. 1995)
(“Courts are bound by these Congressional judgnents that genera
bankr upt cy pol i cy gi ve way to nor e specific pol i cy
consi derations.”).

Furthernore, as noted by the bankruptcy appellate panel in
Pieri when considering this issue, “recognition of the
preem nence of the right of setoff [is] in accord with the
special status granted setoff under the Code.” In re Pieri, 86
B.R at 213. “The right of setoff is of ancient derivation and
has been enbodied in every bankruptcy law the United States has
enacted.” Big Bear Super Mt. No. 3 v. Princess Baking Corp.
(In re Princess Baking Corp.), 5 B.R 587, 589 (Bankr. S.D. Cal
1980). Setoffs in bankruptcy are generally favored and a
presunption in favor of their enforcenent exists. See Kent ucky
Cent. Ins. Co. v. Brown (In re Larbar Corp.), 177 F.3d 439, 447
(6th Cir. 1999); Carolco Television Inc. v. NBC (In re De

Laurentiis Entertainment Goup Inc.), 963 F.2d 1269, 1277 (9th
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Cr. 1992).

Wth regard to the mpjority courts’ assertion that their
conclusion is supported by the legislative history to 8 522(c),
it nust be noted that the legislative history to this provision
does not nention setoff rights in any respect whatsoever or
whether they may be defeated by an exenption. The history
sinply reveals that in connection with the enactnment of the
Bankruptcy Act of 1978, Congress debated whet her exenpt property
should remain liable for all taxes or just nondischargeable
taxes, ultimately limting liability to taxes excepted from
di scharge under 8§ 523(a)(1). However, the conclusion that
exenpt property is not liable for discharged taxes does not
necessarily preclude offset against property clained exenpt. As
the Wegand court recognized, there is a distinction between
collecting on a wunilateral debt and offsetting a nutua
obl i gati on. In re Wegand, 199 B.R at 642. The majority
courts relying on legislative history may have been persuaded by
the fact that the IRS was seeking an offset against the debtor’s
di scharged tax liability. See In re Jones, 230 B.R at 876; In
re Al exander, 225 B.R at 147; In re Mnteith, 23 B.R at 602.

If debts other than tax obligations had been involved, the
| egi sl ative history would have provided no basis for the denial

of offset.
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Based on the foregoing analysis, this court concludes that
the debtor herein has no greater exenption rights with respect
to her tax refund than she would have had if this bankruptcy
case had not been filed. It has been recognized that “[i]f
rights of setoff were not preserved in bankruptcy, creditors
mght be nore inclined to exercise a right of setoff under
appl i cabl e nonbankruptcy law at an earlier stage, rather than
risk losing the right altogether in a subsequent bankruptcy
pr oceedi ng. By recognizing and protecting the right, the
Bankruptcy Code renobves an incentive that mght otherw se |ead
a creditor to take precipitous action.” 5 CalLlErR ON BankrupTCY

553.02[2] (15th ed. rev. 2000).

C. ErrFect o DiscHARGE oN THE OFFSET R GHT

This issue was recently resolved by this court in its
unpubl i shed opinion in In re Ketel sen, No. 99-20545 (January 16,
2001). In that decision, it was noted that there was an
apparent conflict between section 553, preserving the right of

setoff, and section 524(a)(2), which provides that a bankruptcy

di scharge “operates as an injunction against ... an act, to
coll ect, recover or offset any such debt as a personal liability
of the debtor.” This court observed that this conflict was
reconciled in Conti, wherein the <court concluded that 8§
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524(a)(2)’s offset injunction was |limted to attenpts by a
creditor to offset discharged debt against a postpetition

obligation to the debtor, and did not affect the offset of

mutual prepetition obligations permtted by 8 553. In re Conti,

50 B.R at 149 (“[Section] 524(a)(2) is not neant to extinguish
the right to setoff which is preserved in 8§ 553 of the Code.”).

The Conti court first noted that it was well-settled that the
automatic stay does not destroy the right to setoff itself, but
merely prohibits the exercise of that right, and that courts
have allowed a creditor relief from the stay in order to
exercise setoff rights. The Conti court then found no basis for
of fset rights to be extingui shed upon di scharge.

Nothing in the Code or in the case |law would indicate
that discharge would bar a creditor from exercising a
right to setoff which existed at the tinme of filing
the petition. [Ctation omtted.] To hold otherw se
would nean that if a creditor failed to file for
relief from stay or failed to have its relief from
stay granted prior to discharge, its right to setoff
woul d be | ost. In addition, to follow this |ine of
reasoning would mean precluding a third party who
stands as both debtor and creditor of the bankrupt
from effecting a setoff upon demand by the trustee in
bankruptcy for the balance of the debt due to the
debtor, which demand nmay be nade after the debtor has
recei ved his discharge.

...[T]here would appear to be no reason why a
setoff should not be allowed [postdischarge] ... as
nei t her the Code nor the Rules of Bankruptcy Procedure
provide a timetable by which setoff nmust be
acconpl i shed.
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I d. Based on this analysis, the Conti court concluded that the

IRS did not violate the discharge injunction when it offset the
debtor’s tax refund, the right to which had arisen prepetition,

agai nst the debtor’s discharged obligations to the IRS. 1d.
This court further noted in the Ketel sen menorandum opi ni on

that nost courts construing this issue have agreed with the

Conti result. See Davidovich v. Wlton (In re Davidovich), 901
F.2d 1533, 1539 (10th Cr. 1990); Canel back Hospital, Inc. .
Buckenmaier (In re Buckenmaier), 127 B.R 233 (B.AP. 9th Cr.
1991); In re Wegand, 199 B.R at 641; Reich v. Davidson Lunber
Sales, Inc., 154 B.R 324, 334 (D. Uah 1993); Krajci v. M.
Ver non Consuner Discount Co., 16 B.R 464, 466 (E.D. Pa. 1981);
In re Thonpson, 182 B.R at 154; In re Runnels, 134 B.R at 565;
In re Morgan, 77 B.R 81, 82-83 (Bankr. S.D. Mss. 1987); In re
Eggeneyer, 75 B.R at 21; Blake v. Handy (In re Handy), 41 B.R
172, 173 (Bankr. E.D. Va. 1984); Ford v. Darracott (Matter of
Ford), 35 B.R 277, 280 (Bankr. N D. Ga. 1983); Slaw Constr.
Corp. v. Hughes Foul krod Constr. Co. (In re Slaw Constr. Corp.),
17 B.R 744, 748 (Bankr. E.D. Penn. 1982). But see Dezarn v.
First Farnmers Bank of Ownenton (In re Dezarn), 96 B.R 93, 95
(Bankr. E.D. Ky. 1988); Johnson v. Rutherford Hospital (In re

Johnson), 13 B.R 185, 189 (Bankr. M D. Tenn. 1981).
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This court agreed with the majority’s conclusion because it
gave effect to both 8 553 and 8 524(b) and because it was
consistent with the rights of a secured creditor granted to a
setoff creditor under 8 506(a). “Just as a secured creditor is
free, notw thstanding discharge of the debtor’s personal
liability, to enforce its lien rights in the property once the
stay has been lifted, a creditor with a right of offset may
exercise this right postdischarge.” In re Ketelsen, No. 99-
20545 at p. 13. See also re Thonpson, 182 B.R at 154 (in
light of 8§ 506(a), a right of setoff survives discharge just as
much as a claim secured by a nortgage or any other Ilien);
Couture v. Pawtucket Credit Union, 765 A .2d 831, 833 (R I. 2001)
(“Because ‘a bankruptcy discharge extinguishes only one node of
enforcing a claim nanely, an action against the debtor in
personami [citation omtted], it |eaves intact other nodes of
enforcenent, including, wthout limtation, an action against
the debtor in rem [citation omtted], as well as a creditor’s
pre-bankruptcy right to set off deposited funds against a nature
debt owing to the creditor.”); Sanuel R Mizel, Setoff and
Recoupnent in Bankruptcy, 753 PLI/Comm 733, 839 and 843 (1997)

(“Di scharge of the debtor does not eradicate in rem liability
whi ch may exi st against assets, including nonies” and “[t]o hold

that prepetition clains may not be setoff against prepetition
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debts postconfirmation ignores setoff’s status as a secured
claim™).

In the present case, this court sees no reason to disagree
with the conclusion previously reached by it in Ketelsen
Accordingly, the debtor’'s argunent that the United States’
of fset request should be denied because a discharge order has

been entered in this case is without nerit.

D. EFFECT oF STAY VI OATI ON

Under 11 U.S.C 8 362(a)(7), the filing of a bankruptcy
petition operates to stay “the setoff of any debt owing to the
debtor that arose before the conmmencenent of the case under this
title against any claim against the debtor.” The IRS s
effectuation of the offset violated the automatic stay despite
its lack of know edge of the debtor’s bankruptcy case at that
tinme. See In re Skeen, 248 B.R 312, 316 (Bankr. E.D. Tenn.
2000) (a technical violation occurs when a creditor violates the
provi sions of section 362(a) wthout know edge that an active
bankruptcy case is pending). The debtor nmmintains that because
of this violation, the United States’ right of offset should be
deni ed.

The courts which have considered the issue have disagreed

as to whether the right of setoff should be denied to a creditor
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who has violated the automatic stay. Conpare United States v.
Ruff (In re Rush-Hanmpton Indus., 1Inc.), 98 F.3d 614, 615-17
(11th GCr. 1996); In re Jones, 230 B.R at 882-83; United States
v. Mrgan (In re Mrgan), 196 B.R 758, 762 (E. D. Ky. 1996);
Gibben v. United States (In re Gibben), 158 B.R 920, 925
(S.D.N. Y. 1993); Wens v. United States (In re Custom Center,
Inc.), 163 B.R 309, 318 (Bankr. E.D. Tenn. 1994); Kroh
Qperating LP v. Barnett Bank of Southwest Florida (In re Kroh
Bros. Dev. Co.), 101 B.R 114, 118 (Bankr. WD. M 1989); Matter
of Lee, 40 B.R at 127 (all permtting offset notw thstanding
stay violation); with First Union Nat’|l Bank of Florida v. Abbey
Fin. Corp. (In re Abbey Fin. Corp.), 193 B.R 89, 93 (Bankr. D.
Mass. 1996); Oficial Comm of Unsecured Creditors v. New York
State Dep’'t of State (In re Operation Open Cty, Inc.), 148 B.R
184, 194 (Bankr. S.D.N. Y. 1992); Charter Crude G| Co. v. Exxon
Co., US A (In re Charter Co.), 103 B.R 302, 305 (MD. Fla.
1989) (denying offset due to stay violation). Cf. Shugrue v.
Chem cal Bank, Inc. (In re lonosphere Cubs, Inc.), 177 B. R

198, 209 (Bankr. S.D.N. Y. 1995)(because of stay violation, right
of setoff reduced by trustee’'s expenses in turnover action).
Notw t hstanding 8 553's mandatory |anguage, the application of

setoff is permssible and lies within the equitable discretion
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of the court. In re Larbar Corp., 177 F.3d at 447; DuVoisin v.
Foster (In re Southern Indus. Banking Corp.), 809 F.2d 329, 332
(6th Cr. 1987). Nonet hel ess, the Sixth Grcuit Court of
Appeal s has held that based on the |anguage of 8 553, there is
a presunption in favor of setoff, unless it would “prejudice
other third-party creditors.” In re Larbar Corp., 177 F.3d at
447,

In the present case, there are no “other third-party
creditors” which would be prejudiced by the allowance of the
setoff. And, the equities do not lie in favor of denying
setoff. The IRS' s stay violation was inadvertent, attributable
to the debtor’s own failure to schedule HUD as a creditor for
notice purposes. In light of the court’s ruling regarding the
debtor’s exenption claim there is no indication that the United
States would not have been granted relief from the stay if it
had been requested prior to the setoff. See In re Gibben, 158
B.R at 925 (setoff permtted notw thstanding stay violation
where IRS would have been entitled to stay relief if tinely
requested); In re Jones, 230 B.R at 883 (since stay request
woul d have been granted, violation, although not justifiable,
was harnl ess). Accordi ngly, the |IRS s inadvertent stay

violation does not preclude the United States’ right of offset.
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E. Post FACTO STAY RELIEE

In light of the foregoing conclusions, the only remaining
i ssue before this court is whether the United States’ request
for post facto relief fromthe stay should be granted. |In other
words, should the automatic stay be annulled in order to
validate the offset already effectuated by the IRS on behal f of
HUD? The definitive case on this issue in the Sixth Crcuit is
Easley v. Pettibone Mchigan Corp., 990 F.2d 905 (6th Cir.
1993). In Easley, the plaintiffs comenced a state court
products liability action against Pettibone, unaware that
Petti bone had previously instituted bankruptcy proceedings.
The issue before the Sixth Grcuit Court of Appeals was whether
commencenent of the state court action in violation of the stay
was void and thus barred by the statute of Ilimtations, or
nerely voidable, and therefore subject to cure by annul nent of
the stay. ld. at 907. The “power to annul ‘permts the order
to operate retroactively, thus validating actions taken by a
party at a tinme when he was unaware of the stay.’” [Id. at 910.
After reviewing decisions from other circuits and the
di stinction between the ternms “void” and “voidable,” the court
concl uded that:

[Alctions taken in violation of the stay are invalid

and voidable and shall be voided absent Ilimted
equi t abl e circunstances. We suggest that only where
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the debtor unreasonably w thholds notice of the stay
and the creditor would be prejudiced if the debtor is
able to raise the stay as a defense, or where the
debtor is attenpting to use the stay unfairly as a

shield to avoid an wunfavorable result, wll the
protections of section 362(a) be unavailable to the
debt or.
ld. at 911.
Thi s court concl udes t hat t he “limted equi tabl e

ci rcunstances” referenced in Easley are present in the instant

case. The debtor did not give notice of the bankruptcy filing
to the HUD and as a result the governnent violated the stay.
The debtor now seeks to utilize that inadvertent stay violation
as a defense to the right of offset even though the violation
resulted from her own om ssion. Except for this violation, the
debtor has no other defense to the United States’ setoff right.
And, but for this violation and the ensuing notions before this
court, the government could have waited until discharge was
entered and then exercised its right of offset wthout
perm ssion from this court. The fact that the United States
took this action prematurely due to the debtor’'s own
i nadvertence does not present a sound basis to refuse the United
States’ request for post facto relief from the autonmatic stay.
O her courts presented wth simlar facts have agreed,
especially where stay relief woul d have been grant ed

prospectively, the stay violation was not willful and no damages
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or harmresulted fromthe violation. See In re Mrgan, 196 B.R
at 762 (retroactive relief should be given where violation was
I nadvertent and no dispute that stay relief would have been
granted in first place); Goldman v. United States (In re
Schield), 242 B.R 1, 5 (Bankr. C D. Cal. 1999) (annulled stay
to validate setoff where violation was inadvertent); In re
Thonpson, 182 B.R at 155 (stay retroactively lifted to validate

of fset).

[,

In light of the foregoing, an order wll be entered
contenporaneously with the filing of this nenorandum opinion
granting the United States’ notion for relief from stay and
denyi ng the debtor’s request for affirmative relief.

FILED: March 2, 2001

BY THE COURT

MARCI A PHI LLI PS PARSONS
UNI TED STATES BANKRUPTCY JUDGE
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