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This chapter 7 “no asset” case is before the court on the
notion of the United States of Anerica to lift the automatic
stay in order to allow the Internal Revenue Service (“IRS") to
of fset the inconme tax refund due the debtor against the claim of
the Departnent of Housing and U ban Devel opnent (“HUD). As
expl ai ned below, the court concludes that the notion should be
granted because the requirenents for setoff under 11 U S C 8§
553(a) have been net even though the debt is owed by one federal
agency and the claim is held by another. Furthernore, the
offset is not precluded by the fact that the income tax refund
due the debtor arises primarily out of an earned incone tax
credit. This is a core proceeding. 28 U.S.C. 8§ 157(b)(2)(0Q

and (O.

l.

On Decenber 20, 1991, the debtor and her then husband
purchased a nodul ar hone. The purchase was financed by Logan-
Laws Financial Corporation (“Logan-Laws”), which took a security
i nt er est in the honme to secure the debt, and paynent was
guar anteed by HUD. After the debtor and her husband defaulted
on the |oan, Logan-Laws repossessed and subsequently sold the
home, applying the proceeds to the unpaid balance of the | oan.

The remaining deficiency was paid by HUD pursuant to its



guaranty, with HUD receiving in exchange an assignnment of the
debt owed Logan-Laws by the debtor and her former husband.
Thereafter, HUD contracted with Nationwi de Collection Service,
a private collection agency, for collection of the debt and
advi sed the debtor that any future inconme tax refunds to which
she would be entitled would be offset against the obligation.

The debtor comrenced the present chapter 7 case on January
13, 1998. Listed in the schedul e of unsecured nonpriority debts
(“Schedule F') was the HUD obligation in the anmount of
$16, 224. 46. Also scheduled by the debtor was an anticipated
1997 federal income tax refund in the anpbunt of $2,500.00 which
the debtor clained as exenpt pursuant to Tenn. Cooe ANN. 8§ 26- 2-
102. On February 23, 1998, the debtor filed an anended Schedul e
C which increased her clainmed exenption in the tax refund to
$2, 802. 00.

Shortly after the initiation of this case, the debtor filed
her 1997 federal inconme tax return in which she noted total
wages of $16,045.00, federal inconme tax w thheld of $1,947.00,
and an earned income credit of $1,556.00, entitling the debtor
to a refund for overpaynent of $2,802.00. Upon the filing of
the return, the IRS notified the debtor that her 1incone tax
refund would be applied to her HUD obligation in accordance with

26 U S.C 8 6402(d) and 26 C.F.R § 301.6402-6. In order to



effectuate this offset, the United States of Anerica filed on
April 1, 1998, the notion presently before the court to which
t he debtor has objected.

On May 8, 1998, the parties filed a joint notion requesting
that the court rule on the stay relief notion wthout an
evidentiary hearing, the parties having agreed that no factua
issues were in dispute and that this matter was appropriate for
resolution upon the filing of stipulations and nenoranda of |aw.
By order entered May 11, the court granted the request, set
deadlines for the filing of stipulations and briefs, and
directed that the automatic stay remain in effect pending the
court’s deci sion. Stipulations and briefs have now been filed
and this issue is ripe for resolution.

The facts set forth above were derived fromthe stipulations
of the parties. In addition, the parties stipulated, inter
alia, that the amunt owed HUD by the debtor and her forner
husband as of the filing of her petition is $14,301.00.* It is
agai nst this anobunt that HUD seeks to offset the debtor’s 1997

i ncone tax refund of $2, 802. 00.

Al t hough the debtor has stipulated to the anobunt owed HUD,
she also asserts in the stipulations that she disputes that she
was notified of the sale of the nodular hone after it was
repossessed. Nonet hel ess, the debtor stated in her proposed
stipulation of facts filed on June 8, 1998, that she does not
contest the validity of the debt for purposes of the present
not i on.



.

11 U.S.C. 8§ 553(a) provides in pertinent part that except
for certain exceptions which are inapplicable to the present
case “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 comrencenent of the case under this title

against a claim of such creditor against the debtor that arose

before the commencenent of the case ....~ Thus, wunder the
| anguage of this provision, in order to denonstrate a valid
right to a setoff in a bankruptcy case, a creditor nust

establish: (1) a debt owed by the creditor to the debtor which
arose prior to the comencenent of the bankruptcy case; (2) a
claim of the creditor against the debtor which arose prior to
the commencenent of the bankruptcy case; (3) the debt and the
claim are nutual obligations; and (4) a right to offset the
debts under nonbankruptcy |aw. See, e.g., In re Holder, 182
B.R 770, 774-75 (Bankr. MD. Tenn. 1995)(citing DuVoisin v.
Foster (In re Southern Indus. Banking Corp.) 809 F.2d 329 (6th
Cir. 1987)).

The debtor has not chall enged the existence of the first two
setof f requirenents. There is no dispute that both the
deficiency claim of HUD and the tax overpaynent refund owed by

the Internal Revenue Service to the debtor arose prior to the



commencenent of the debtor’s bankruptcy filing. The debtor
denies, however, that these are nutual obligations. She
contends that agencies of the United States governnment should
not be treated as a single creditor for nutuality purposes in a
bankruptcy case. Mutuality is also absent, argues the debtor
because the parties are not standing in the same capacity in
that the debtor’s original obligation was to Logan-Laws, not
HUD, and Logan-Laws owes no obligation to the debtor.
Simlarly, the debtor maintains that nutuality 1is |acking
because HUD “transferred” the debt to a collection agency.

The debtor also asserts that the fourth requirenent for
setoff under § 553(a) has not been net. It is her contention
that there is no right to offset the debts under nonbankruptcy
| aw because the tax refund owed her arises primarily from her
entitlenment to an earned incone tax credit. The debtor quotes
Hof frman v. Searles (In re Searles), 445 F. Supp. 749 (D. Conn.
1978), for the proposition that “[t]hough given effect through
income tax |aws, earned incone credit is in substance an item of
social welfare legislation intended to provide |ow incone
famlies with the neans by which to live.” The debtor maintains
that the federal governnent would not offset debts against other
forms of social welfare such as Social Security, disability

i ncome, and food stanps, and therefore “Congress never intended



for this noney to be applied for debts.” As a corollary to this
argunent, the debtor asserts that weven if all statutory
requirenents for setoff are net, the court should exercise its
equi tabl e powers by denying the request for setoff in light of
the tax refund’'s earned income credit nature and the fact that
the debtor has clained the tax refund exenpt, evidencing its

necessity for her “fresh start.”

[T,

Al though there is sonme support for the debtor’s argunent
that separate agencies of the federal governnment do not
constitute the sane creditor for offset purposes,? the majority
of courts considering the issue have concluded that the United
States and its various agencies and departnents conprise a
single creditor. See 5 CalLler oN Bankruptcy 9 553.03[3][b][iii]
(15th ed. rev. 1998) and cases cited therein. “TMt is well
settled under the common law that the United States is a unitary

creditor, a status which allows nutuality to exist in a

’See, e.g., Illlinois v. Lakeside Community Hosp., Inc., 151
B.R 887 (N.D. IIlIl. 1993); Jarboe v. US. Small Bus. Admin. (In
re Hancock), 137 B.R 835 (Bankr. ND Ckla. 1992). The

bankruptcy case upon which the debtor primarily relies for the
proposition that HUD and the IRS should not be treated as one
creditor was reversed by the district court. See Lopes v. US
Dep’t of Hous. and Urban Dev. (In re Lopes), 197 B.R 15 (Bankr.
D.RI. 1996), rev'd, 211 B.R 443 (D.R|. 1997).
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situation where different governnent agencies, departnents or
entities are involved.” Lopes v. U S. Dep't of Housing and
Urban Dev. (In re Lopes), 211 B.R 443, 445 (D.R 1. 1997). See
also In re Holder, 182 B.R at 775 (“This court is satisfied
that anple authority exists recognizing nutuality between
different governnental units.”). The recent Lopes decision is
especially informative on this issue. In Lopes, the district
court observed that nunerous statutory provisions authorize
i nteragency setoffs “denponstrating a Congressional intent that
the United States be deened a unitary creditor for virtually all
pur poses.” In re Lopes, 211 B.R at 445-46. The court also
noted that the United States Supreme Court has explicitly
recogni zed that nutuality between different federal agencies or
departments exists for setoff purposes under comon | aw. | d.
(citing Cherry Cotton MIls, Inc. v. US., 327 US 536, 66 S.
Ct. 729 (1946)). The Lopes court found no reason to ignore
these comon law principles in the bankruptcy context,
especially since 8§ 553 of the Bankruptcy Code explicitly
preserves setoff rights found in nonbankruptcy | aw. ld. at 446
(quoting Darr v. Miratore, 8 F.3d 854 (1st Cir. 1993)("“Section
553 does not create new substantive |aw, but incorporates in

bankruptcy the common |aw right of setoff, with a few additional



restrictions.”)). This court finds the reasoning and
concl usions of Lopes and the nmajority persuasive.

The debtor’s argunent that nutuality is |acking because the
original loan was nmade by Logan-Laws rather than HUD and
therefore these entities are not acting in the same capacity is
sinply wthout nerit. CGenerally, the concept of capacity
requires that the parties nust each owe the other in his or her
own nane, rather than as a fiduciary, an agent, or in trust
See 5 CalLleErR oN Bankruptey f 553.03[3][c] (15th ed. rev. 1998).
There is no indication in the present case that HUD is acting as
an agent or fiduciary for Logan-Laws or any other party or that
it is acting in anything other than its own behalf. To the
contrary, the parties expressly stipulated that upon paynent by
HUD of the balance of the debtor’s wunpaid debt, Logan-Laws
transferred the debt to HUD and HUD assumed ownership of the
obligation, with the result that the debtor is now indebted to
HUD rather than Logan-Laws. The fact that HUD was not the
original obligee is irrelevant under the facts of this case.?®

Simlarly, the subsequent involvenent by HUD of a collection

31f the debt had been transferred to HUD by Logan-Laws
postpetition or wthin ninety days preceding the debtor’s
bankruptcy filing while the debtor was insolvent, setoff would
not be permtted. See 11 U S.C. 8§ 553(a)(2). Nei t her of these
circunstances exist in this case. According to the parties’
stipul ations, Logan-Laws transferred the note to HUD on May 24,
1993.



agency is immterial. There is no evidence before the court
that HUD sold or otherwise transferred the debt to the
coll ection agency. To the contrary, the parties stipulated that
HUD contracted with Nationw de Collection Service for collection
of the debt, and, as stated above, that the debt in question is

owed to HUD. Because HUD retains ownership of the debt and is

thus still the creditor, mutuality 1is unaffected by the
col l ection contract. The debtor cites no legal authority for
her assertion that there is no right to setoff under

nonbankruptcy |aw because the nature of the tax refund is an
earned incone credit and the court has found none that supports
her position. Rat her, the case |aw appears otherw se. In
Bosarge v. U S. Dep't of Educ., 5 F.3d 1414 (11th Cr. 1993),
cert. denied 512 U S. 1226, 114 S. C. 2720 (1994), the El eventh
Crcuit Court of Appeals specifically considered the issue of
whether there is an exception to the federal income tax offset
statutes when the refund consists primarily of an earned incone
tax credit. Like the debtor in the present case, the taxpayer
in Bosarge argued that legislative intent would be subverted if
a working famly could lose its tax credit through an offset.
Id. at 1420. The Bosarge court rejected the argunent, observing
that the clear |anguage of 26 U S . C. 8§ 6402(d)(1)(A), which

permts the Secretary of the Treasury to redirect “any

10



overpaynent” due a taxpayer to a federal agency to reduce an
exi sting debt, enconpasses the earned incone tax credit. | d.

The appellate court also noted that the sane policy argunent
regarding earned incone credits was rejected by the United
States Suprene Court in Sorenson v. Secretary of Treasury, 475
US 851, 106 S. C. 1600 (1986), when the court considered a
simlar statute authorizing the offset of federal inconme tax
refunds to pay past-due child support. The Suprene Court had
refused to bal ance the social goals underlying the earned incone
tax credit against those underlying the tax refund intercept
statute observing that “[t]he ordering of conpeting social

policies is a quintessentially legislative function.” Bosar ge

5 F.3d at 1420 (citing Sorenson, 475 U S. at 865, 106 S. . at
1609). Based on the foregoing, this court concludes that HUD
would be entitled to an offset against the debtor’s tax refund
under nonbankruptcy law, notw thstanding the refund’ s earned tax
credit nature.

As the above discussion indicates, HUD has satisfied the
setoff requirenents of § 553(a). Nonet hel ess, “[i]t is well
understood ... that the application of setoff is permssible,
not mandatory, and lies within the equitable discretion of the
court.” In re Holder, 182 B.R at 776 (citing In re Southern

| ndus. Banking Corp, 809 F.2d at 332). This discretion,

11



however, is not unbridled. “[T]he 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 .
Princess Baking Corp. (In re Princess Baking Corp.), 5 B.R 587,
589 (Bankr. S.D. Cal. 1980). G ven the Congressional preference
of permtting setoff as incorporated in 8§ 553 of the Code,
setoffs in bankruptcy are “generally favored” and “a presunption
in favor of their enforcenment exists.” Carolco Television Inc.
v. National Broadcasting Co. (In re De Laurentis Entertainnent
Goup Inc.), 963 F.2d 1269, 1277 (9th GCr. 1992), cert. denied

506 U.S. 918, 113 S. C. 330 (1992). Courts are not free to
preclude setoff sinply because the result would be “unjust.”

Burton v. US. (In re Selm Apparel Corp.), 155 B.R 241, 243
n.3 (Bankr. S.D. Ala. 1992)(citing In re Applied Logic, 576 F.2d
952, 957 (2d Cir. 1978)). See also In re Princess Baking Corp.,
5 B.R at 589; Blanton v. Prudential-Bache Sec., Inc. (In re
Bl anton), 105 B.R 321, 337 (Bankr. E.D. Va. 1989). “I S]etoff

must be allowed unless its ‘allowance would not be consistent

with the provisions of the Bankruptcy Act as a whole.’” In re
Bl anton, 105 B.R at 337 (quoting Bohack Corp. v. Borden, Inc.,

599 F.2d 1160, 1165 (2d Gr. 1979)). Cases where setoff has

been denied outright generally have fallen into two categories:

12



the creditor engaged in illegal or fraudulent conduct or the
funds were essential to the debtor’s reorganization efforts. In
re Blanton, 105 B.R at 337. A few courts have taken a |ess
restrictive view of their setoff discretion and have denied
setoff if the rights of those other than the debtor and the

creditor are affected by the act. See, e.g., US v. NMxwell
(In re Pyramd Indus., Inc.), 210 B.R 445, 451 (N.D. 11I1.

1997) (because of the special considerations bearing on setoff as
it arises in the bankruptcy context, courts should take into
account the effect setoff may have on innocent third parties and
disallow setoff if the interests of other creditors are
adversely affected).

Regardl ess of whether this court espouses a |liberal or
conservative view of the scope of its discretion, none of the
ci rcunstances used by other courts as bases to preclude setoff
is present in the instant case. There is no allegation that HUD
has acted inequitably, this is liquidation case—not a
reorgani zation proceeding, and other «creditors wll not be
i npacted or affected in any way by the setoff as this is a “no
asset” case in which the debtor has clained the tax refund
exenpt .

Furthernore, the court is not persuaded that the equities

lie in favor of the debtor in this instance sinply because her

13



tax refund is derived froman earned inconme tax credit which she
has cl ai med exenpt. To the contrary, to disallow setoff under
the facts of this case would result in an injustice which the
equi tabl e doctrine of setoff was designed to remedy: a creditor
who has no hope of repaynent would be conpelled to pay an
obligation to the very entity who owes it nopney. Deni al of
setoff in this situation would also have the effect of
encour agi ng bankruptcy since offset is available to the United
States outside of bankruptcy, regardless of the debtor’s
exenption claim and the earned inconme credit nature of the tax
ref und. See Bosarge, 5 F.3d at 1419 (exenpt status under state
| aw does not preclude interception of debtor’s federal incone

tax refund to pay debt to federal agency).

| V.

The court having concluded that the requirenents for setoff
under 11 U. S.C. 8 553(a) have been nmet and that it is not
appropriate under the facts of this case for the court to
exercise its equitable powers to preclude setoff, setoff wll be
permtted. An order will be entered in accordance with this
menor andum opi nion granting the United States’ notion for relief
from automatic stay to allow the offset of the debtor’s 1997

federal inconme tax refund in the anpunt of $2,802.00 against the
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obligation of the debtor to HUD.
FILED: July 2, 1998

BY THE COURT

MARCI A PHI LLI PS PARSONS
UNI TED STATES BANKRUPTCY JUDGE
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