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Casenote: Arenas v. United States
Trustee — Bankruptcy Plans Go Up in Smoke
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By Alvin C. Harrell

I. Introduction

In Arenas v. United States Trustee.' the
court was confronted with an effort by
individuals engaged in a marijuana busi-
ness to convert their Chapter 7 bankruptecy
sase to o Chapter 13 reorganization, and a
motion by the case trustee to dismiss the
Chapter 7 case.” Citing the United States
Supreme Court decision in Marramea
v, Citizens Bank of Mass.” (holding that
a debtor who cannot meet the good faith
requirement for confirmation of a Chap-
ter 13 plan has no right to convert from
Chapter 7 to Chapter 137), in Arenas the
Tenth Circuit Bankruptcy Appellate
Panel (BAP) affirmed the bankruptey
court, holding that the Chapter 7 debtors
could not convert their case to Chapter 13
becausc it violates the duty of good faith
to propose requiring the trustee to engage
in transactions illegal under federal law
The court also held that the same lack
of good faith permitted dismissal of
the debtor’s Chapter 7 case pursuant
to Bankruptey Code section 707(a)(1)."

II.  Facts, Legal Issues and Case
History

The primary debtor (Frank Arcnas)
was licensed by the state to grow and
dispense medical marijuana in Colo-
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rado.” Along with co-debtor S rah Eye
Arenas (together, the debtors ). Frank
owned a commercial building in Den-
ver, One unit was used by [ rank 1o
erow and sell marijuana: the other
unit was leased to a marijuana dispen-
sary (Denver Patients Group, LLC. or
DPG).* These are lawful activit! s under
Colorado law, but not under fede al law.”

The reader may wonder (as one of
your author’s academic colleagues did,
in discussing this case) how  mari-
juana business can go broke ari need
bankruptey protection. The answer
in the case apparently was the cost of
litigation: The debtors sought 1 evict
DPG from the debtors™ building in the
process suffering an adverse judgment for
$40,000 in attorney fees: they also faced
a pending counterclaim for $120.900 in
damages."" The debtors responi'ed by
filing a Chapter 7 bankruptey petition."

However, a Chapter 7 casc con-
templates liquidation of a dentor’s
non-exempt assets,'” and in this case
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t o primary creditor (DPG) expressed
an interest in buyving the debtors’
commercial building.” In addition. the

cise trustee (trustee) sought guidance
fir sm the United States Trustee (UST) as
te: whether the trustee could administer
the assets of the bankruptcy estate!
w ithout violating federal law.'” Possibly
in an effort o avoid loss of the building
(vwhich might be retained while unse-
cured debts are discharged pursuant to
a Chapter 13 plan'™). the debtors moved
to convert their Chapter 7 liquidation
cece to a Chapter 13 reorganization
ase.'” The bankruptey court denied the
detstors” motion to convert and granted
the motion of the UST to dismiss the
Clapter 7 case." The debtors appealed.
IIi.  Appeal to the BAP

The “pivotal issue™ on appeal, as
framed by the BAP. was whether the
dettors” operation of a marijuana busi-
ne s (as noted, legal under state but
not federal law) precluded them from
meeting the good faith requirements for

Chupter 7 and 13 cases.'” This is part of

an aterplay of issues involving the rela-
tior between state and federal law. some
of which have been previously covered in
this journal.® However, while the more
fan. Har cases dealing with this interplay
are ‘ocused on the extent to which relu-
tively narrow federal laws may preempt
(anu thereby fit within the matrix of) a
muc h broader system ol state law.”" and
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therefore implicate issues of federalism
rather than questioning the enforceability
of federal law. the debtors in Arenas had
the misfortune to be appearing before
federal judges, who are expressly sworn
to uphold federal law. and asking those
judges to ignore federal criminal law in
a federal court case.”” Inasmuch as the
debtors were engaged in a business that
is a crime under federal law. their effort
to receive bankruptey protection in fed-
eral court was inherently an uphill battle.

Nonetheless, as the BAP took pains to
point out.™ it “oversimplifies the [bank-
ruptey | court’s reasoning” to characterize
this case as holding that “debtors who
are engaged in the marijuana business
are not eligible for bankruptey reliet.”™
Instead. as noted below, the BAP's analy-

sis digs deeper into the requirements of

the Bankruptey Code, leaving at least a
small crack or two to suggest a possibil-
ity of opening the door to bankruptey
relief for some marijuana husinesses.

IV. The Motion to Conver! to
Chapter 13

A. Introduction

The BAP concluded that, by growing
and selling marijuana. “the debtors have
not engaged in intrinsically evil con-
duct,” but nonetheless also concluded
that the debtors were not eligible for
bankruptey relief. The court first con-
sidered the debtors” motion to convert
the case from Chapter 7 to Chapter 13.
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B.  Conversion to Chapter 13

The BAP initially focused on Bank-
ruptey Code subsections 706(a) and (d),™"
which allow a Chapter 7 debtor to convert
the case to Chapter 13 if “the debtor may
be a debtor under such chapter.”™ The
court then noted that “[mlany courts con-
sider a debtor’s good faith to be a condi-
tion of Chapter 13 eligibility.”" Although
good faith is not a stated requirement for
conversion under section 706, it is a re-
quirement for confirmation of a Chapter
I3 plan, pursuant to section 1325(a)(3).
and a lack of good faith justifies dismissal
of a Chapter 13 case under Bankruptcy
Code section 1307(c).”" Moreover. the
United States Supreme Court has
cquated these statutory requirements
with a rule that good Taith is required in
order to qualify as a Chapter 13 debtor,™

Thus, the BAP quite easily concluded
that the Arenas debtors were required to
meet the test of good faith in order to be
eligible for conversion of their case to
Chapter 137" The bankruptey court then
concluded that the Arenas debtors failed
to meet the test at section 1325(a)(3)
for confirmation of a Chapter 13 plan
that is “proposed in good faith and
not by any means forbidden by law."*
This Tailure was judged to be cause for
dismissal under section 1307(¢) and
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therefore a basis for denying conver-
sion of the case under section 706,

There is little to quarrel with in the
court’s basic analysis on these points.
However, an interesting aside is the
emphasis in the court’s language quoted
immediately above, on the requirement
that a Chapter 13 plan be proposcd by
“means [not] forbidden by law.”™™ This
seemingly shifted the emphasis from
the issue of good faith (the other prong
in the court’s test, and the focus of
most of the BAP's analysis) to a poten-
tially different requirement that receives
relatively little attention from the court.
Moreover, it is not immediately appar-
ent what this additional requirement
precisely means, as a plain reading
could even relate the requirement to
the means of proposing the plan and not
the contents of the plan itself.™ In any
event, the BAP's opinion proceeds to
focus on the requirement for good faith,

C. The Good Faith
Requirement

In measuring a debtor’s good faith,
the BAP's opinion notes that courts in
the Tenth Circuit apply the eleven fac-
tors articulated in Flvgare v. Boulden.™
Of these factors, the court noted. the ones
relevant in Arenas are the requirements
for: (1) the debtor's employment his-
tory. ability to earn and likelihood of fu-
ture increases in income: (2) the burden
the plan’s administration would place on
the trustee: and (3) the debtor's motiva-
tion and sincerity in seeking Chapter 13
relief.”” Although the BAP agreed
with the bankruptcy court that these
factors indicated a lack of good faith
in Arenas,™ an interesting point (as ex-
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plained below) is that these factors would
not seem to necessarily bar Chapter 13 el-
igibility or mandate dismissal of the case
for a debtor in the marijuana business.™

As 1o the Tirst factor. in Arenas the
courl was troubled that the debtors’ in-
come from sources other than rental of
their building to the marijuana dispensary
was notenough to fund a Chapter 13 plan.
and even with that rental income the plan
was barely feasible (yielding a proposed
$8 per month for creditors).™ The court
also noted that future increases in the
debtors’ income were unlikely, given the
debtors’ ages. physical condition and em-
ployment history." While the BAP agreed
with the bankruptey court that these fac-
tors meant the Chapter 13 plan was not
feasible, it can be noted that in other mari-

juana-related cases these factors might

be sufficiently different to warrant con-
version to Chapter 13 and confirmation.

Regarding the second applicable
Fivgare factor, the Arenas court con-
cluded that:

Nothing could be more burdensome
to the Trustee's administration than
requiring him to take possession.
sell and distribute marijuana assets
in violation of federal criminal law.
There is no way the Trustee could
administer the plan without commit-
ting one or more federal crimes.™

This was a major factor in the court’s
analysis, and is surely an important con-
sideration, and yet it is not clear to your
author that the trustee in a Chapter |3
case is required to, or ordinarily does,
directly conduct the business of the
Chapter 13 debtor.”* So. the BAP may
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ers. Surely even the necessary superyi-
sion could be handled in large part by
professionals retained for this p pnsc:.
assuming the economics were right,
On the other hand, most certainly the
trustee would have supervisory rcspon-
sibilities for t Hank-
ruptey Code section 1302(c), threby
triggering some potential concerns. ™

Still. it is not your author's inipres-
sion that a bankruptey trustee becimes
responsible for criminal acts of hank-
ruptcy debtors, or has an enforcement
role in such matters outside the Bank-
ruptey Code. beyond a referral to ther
authorities.® In any event, as pointed
out by the debtors in Arenas, and noted
by the BAP, the U.S. government has
announced that it will not prose ute
certain aspects of the marijuana busi-
ness in Colorado. ™ All of this suguests
that the Arenas court’s concerns about
case administration may be overblown,
despite an obvious and reasonable aver-
sion to operating an illegal business,
which is likely to be widely shared.

Finally, as regards the third ser of
Flygare factors, the bankruptcy court
found the Arenas debtors to be sincere
and credible and without any improper
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mot ve.'” The BAP did not disagree.™
Norethe
churacterized as an “objective rather

ess. applyving what the BAP

thar subjective meaning”™ of the good
faitl requirement. the court concluded
that the debtors” motion was “objec-
tive!v unreasonable™ because their lack
of ¢ood faith made them unable to pro-
post a confirmable Chapter 13 plan.”

13, Author’s Comments

Il does not seem clear that the BAP’s
analvsis in Arenas, as summarized
above. fully supports its conclusion that
the debtors” Chapter 13 plan could not
be confirmed due to a lack of good faith.
At an intuitive level. of course. it does
not scem appropriate for a business that
constitutes a federal crime should be
eligihle for federal bankruptey protec-
tion. But as the Arenas court readily
conceded, the issue is not that simple.

The BAP relied on application of
the three relevant Flygare factors in
determining whether the Arenas debt-
ors et the obligation of good faith.™
How cver. it does not seem apparent that
the court’s analysis of these factors sup-
ports its conclusion. Your author does
not like zero-payment Chapter 13 plans
(where payments to unsecured creditors
are oo or nominal, essentially what the
Arenays debtors proposed™): but such
plans have been confirmed in other
case~ and certainly are not unknown.™
Thu-. some might not agree that the
debtors” plan was unfeasible and that
this was an adequate basis for a linding
that the debtors were acting in bad faith.
Nor Joes the debtors” lack of prospects
for future income growth (given that
one debtor is disabled). or their reli-
ance on real estate rental income (even

S35 H M. 882
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il the tenant dispenses marijuana) seem
sufficient as evidence of bad faith.™

As suggested above at Part 1I.C,
the BAP's concerns about requiring a
bankruptcy trustee to sell marijuana are

understandable. and perhaps would be of

paramount concern for many in this type
of case. but nonetheless may be over-
stated as a basis for the court’s holding
that the debtors were not acting in good
faith. Your author’s reading is that a fair
number of businesses have been permit-
ted to reorganize in bankruptey despite
engaging in practices that others might
find distasteful oreven illegal (especially

given the recent, dramatic expansion of

the types of conduct deemed criminal
under federal law™j. Of course. there
15 a distinction between cases where a
debtor may have previously viclated a
federal law (where the violation has now
ceased ) and a case like Arenas where the
criminal conduct is ongoing and a foun-
dation for the plan of reorganization.
But there is also a distinction between
criminal conduct that is considered
serious, as compared to that where the
violation is largely a technicality and
not subject to prosecution. The recent.
vast expansion of federal criminal law
may make these distinctions important.
even essential. Absent such distinc-
tions. this may not be a workable test
of good faith for bankruptey purposes.™

The Arenas court essentially conceded
that the debtors met the test of the third
set of Flveare factors (“"motivation and
sincerity”). leaving the first two factors
as the sole bases of support for the court’s
conclusion that there was a lack of good
faith.
analysis of these factors is not entirely
convineing in this regard, notwithstand-
ing the BAP's statement that “[pllenty
ol cvidence supports the bankruptey

As indicated above. the court's
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court’s finding of lack of good faith.™*
Moreover. the court’s analysis of the
first two factors suggests that, with some
modest changes in the factual context.
a marijuana business (or the opera-
tor of such a business) could meet the
cligibility requirements for Chapter 13,

V. Dismissal of the Chapter 7 Case
A.  BAP Analysis

The next question for the BAP in
Arenas was whether the bankruptey
court abused its discretion in grant-
ing the UST s motion to dismiss the
Chapter 7 case for cause under Bank-
ruptey Code section 707¢a).”" “Cause™
is not defined in the Bankruptey Code.
although section 707(a) states that it
includes “unrcasonable delay that is
prejudicial to creditors.”™™ The court
also noted that a bankruptey discharge
is a privilege. not a constitutional right.

As the BAP observed: “The bank-
ruptey court concluded that it would be
impossible for the Chapter 7 Trustee to
administer the Arenases’ estate because
selling and distributing the proceeds of
the marijuana assets would constitute
federal offenses.™ As a result, the
creditors would receive no distribution
and yet would be stayed from enlorcing
their state law rights. while the debtors
would receive a discharge." Thus. the

59

S Arens, 335 BR. o 853

ST 0 ey 1 LSC8 70T
SE N The coun also cited sarious =ld [lsmissal factor™ “the best
nterests of poth debnors and credatins trustee s consent or oh

it petentinl o delas cred

‘ pownd or bl fuith
kang dismissaly and 1he 0l P e ey
becomming revorded cntsale of lnnkropies ™ S0 guotine d oo

Ishuy, WL AR08 o 301k ear, BAP Apnl 3, 2003

S Arenas. 335 BROw 8330 The Arenay court nbs
“l(lh\ 1
o' s debts i hank ey, e tgueting United Sttes « ks,
AL S 434 e (9T

5o comspnatonal el woelian o

Bb L Sew il sigpre notes 1 - 48
01 Arenpes, S35 B at 8550 T s s the epiwsime of prepudicial
delioy 7 At B34 Asain i v be abseryveds hoseeser, that this

nrnon i i
Michael W, Dunag
S0 Consamuer B |60 |

Sub e yuestion emmns What s dilberen

resudl s s un

e Tl

P Cor €
s warse!
e answer is that mornedly estane propens s abandoned by
e vrister Bocinse 10y
T o viloe e the est

pdicites that there s e




184

bankruptey court essentially concluded
that the ~impossibility of lawlully ad-
ministering the estate constituted cause
for dismissal under [section] 707(a).™

On appeal the debtors argued that
this was an incorrect application of the
requirements for dismissal, essentially
arguing that any marijuana assets could
be abandoned and that “cause™ should be
limited to cases “where the debtors”™ ac-
tions have frustrated the administration
of the estate or a bankruptey purpose”
(actions not evident here)."" The BAP
responded that administering the estate
would require the trustee to sell the debt-
ors’ marijuana plants and building. and
this “would require the Trustee to violate
federal law.”™™ The court reasoned that,
even il the trustee abandoned these as-
sets. “the debtors would retain their busi-
ness after exposing the Trustee to grave
risks, ... Of course. if the assets were
abandoned, and the stay was lifted as to
those assets, lien creditors could pursue
their state law remedies against those
assets. ameliorating any such problems
and probably meaning that the debtors
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would not retain those assets.”” However,
in Arenay the primary creditor apparently
had no lien for its largest claim. and no
means to acquire one if the debtors were
allowed to continue in bankruptey. The
BAP concluded that this “is the epitome
of prejudicial delay.™ Partly on this
basis. the BAP affirmed the bankruptey
court’s dismissal of the Chapter 7 case.™

B. Author’s Comments

Arguably. the BAP analysis of the
Chapter 7 dismissal does not adequately
explain the result, and leaves several
important issues unresolved. The basic
conclusion. that dismissal was warranted
because allowing the bankruptey case to
oo forward would mean prejudicial delay
to creditors while providing the debtor
a discharge, applies to some extent in
every Chapter 7 case. Admittedly. in
Arenas there were some unusual factors
(as noted above) that weigh in favor of
the court’s analysis, However, it is not
entirely clear that the court’s decision
represents an optimal solution under the
Bankruptey Code. While there are cases
where a bankruptey debtor “games the
system” to create egregious delays for
creditors while seeking a discharge. the
BAP did not cite any specific example of
this in Arenas, beyond that noted above.

The BAP seemed to address the debt-
ors’ argument that the trustee could sim-
ply abandon any unlawful (marijuana)
assets. but then disclaimed any opinion
on the issue because it was not raised in
the court below.” This leaves open an
important issue: What if the debtors had
raised the areument on abandonment in
a timely manner. and the argument had
been fully considered by both courts”
After this case decision, one can pre-
sume that the next marijuana debtor
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revisited int

e context of that argument,

Assuming the trustee s abandonnient
of unlawful assets (as burdensome to
the estate). precisely what is there ina
case like Arenas to warrant dismissal?
There does not seem to be much [elt,
in the BAP's Arenas opinion, as a bsis
for dismissal. The fact that a Chapier
7 case causes a delay to creditors und
results in discharge of the debtor’s li-
ability, and that the newly -dischar: 2d
debtor can continue post-petition to
engage in the same trade, business or
profession (inherent in the goal 0 a
“fresh start” for the debtor), is sur:ly
not enough for dismissal (unless bu k-
ruptey law is to be dramatically changed),

In the end. one is left with the impies-
sion that the BAP was persuaded (hat
bankruptey protection should not he
available to debtors engaged in activi-
ties that violate federal law. While that
may seem to many a reasonable conc -
sion. there are at least two problems with
this approach: (1) the Bankruptey Code
does not say this, at least not explicily
(and maybe not even implicitly): and 1 1)
this approach seemingly requires bar k-
ruptcy judges and trustees to ascertuin
whether and to what extent each debtor
is engaged in activities outside of bar-
ruptey that are violative of federal la v,
Given the vast and expanded scope of
federal crimes,™ this could be a massive
task. and could exclude huge numbu s
of debtors from bankruptcy protection
and create a new wave of bases for mo-
lions to dismiss or to deny the discharge.
VI. Conclusion

In the conclusion to its Arenas deci-
sion. the BAP states that the debtors wei
unfortunate to be engaged in a busine
that. while expressly legal under star
law. is a crime under federal law (“lavs
that every United States Judge swed

2, Nee, v, Harrell sifpra note 34
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o phold, "1 Although the BAP made
a cradible effort to find support in the
Banwruptey Code for this factor as the
bas s for its decision, its difficulty in
doi g so (perhaps surprisingly, given
the crant of broad equitable discretion
to bunkruptey judges™) lends support to
the conclusion that the language quoted
imn ~diately above indicates the basic ra-
tion:le for the courts” Arenas decisions.
And one cannot help having sympathy
for the conundrum faced by these judges:
Whet federal judge wants to be on record
uphelding federal bankruptey protection
for an illegal drug dealer engaged in con-
duct that 1s a crime under federal law?™

Nonetheless, an issue remains: The
Arerits decision may be understandable,
butis it good law? The statutory analysis
in Arenas seems weak in places, perhaps
beca se the drafters of the Bankruptey

Code did not anticipate this issue. and
therefore did not provide for it (at least
expressly) in the statute. As a result. the
courts” supportive analyses leave some-
thing to be desired. and also leave various
questions unanswered (and perhaps ripe
for future litigation), To some extent.
by leaving open these issues, both the
bankruptey court and BAP kicked the
can down the road for the next court.

Beyond this. a more fundamental
question is whether the courts” basic
supposition is correct, i.e., should debt-
ors be denied bankruptey relief because
they are violating another (non-bank-
ruptey) federal law? In your author’s
reading, the Bankrupicy Code does not
expressly say this™ and. although one
an sympathize with the hesitancy of a

federal judge to protect a person guilty of

federal crimes. there is also the point that

©provisions of Baskrpies Code section

bankruptey courts have a limited purpose
and jurisdiction with regard to prosecu-
tions for violations of federal criminal
law. Perhaps. as a policy matter. an even
more important point is that denial of
bankruptey relief to all debtors violating
federal criminal laws could dramatically
restrict the eligibility tor bankrupicy re-
liel and create a massive new wave of liti-
cation over debtors” alleged activities.™

The Arenas case illustrates merely one
facet of the new legal issues created by
the lifting of some state law prohibitions
against the personal use of marijuana.™ In
this regard. it is not your author’s intent
to justify or defend marijuana production,
distribution or use.” But our beliefs re-
lating to such issues should not obscure
the relevant legal issues, Otherwise. it
may be more than the bankruptey plans
of these debtors that goes up in smoke.

T8, See, e.p. Harell, supro note 34 And what of state crimimal laws!
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Treasury Department Seeks Information
on Online Marketplace Lending

Al aphinsky Jerems T, Roscnhlum and Sot M Peasson

are Paniners

sl Peter N Cubiia 15 OF Counsel with Bablard
o New Yorks N5 Philadelphia. PA amd Los
Ca Copyrighn © Hallasd Spabr LLP. Reprinted
Pratenr, Lontent s general alommiition only, m
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by Alan S. Kaplinsky, Peter N. Cubita,
Jeremy T. Rosenblum and Scott M. Pearson

In July 20015 the U.S. Department of the
Treasury published o request Tor information
IRFIy regarding online marketplace lending,

I Sew Drepantment of the Tressurs . Public lnput on Expanding
Sewess ok redit Thoweh Omline Markerplace Leding, 80 Fedd
Broa 28000l 200 20050 Coments were dae onoor e lore
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The RFL reflects the Treusury Department’s
recoeninon that online marketplace lending “is
rapidly developing and last-growing sector that
is changing the eredit marketplace™ even though
i st aovery small component of the small
business and consumer lending market,” This s
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