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UNITED STATES BANKRUPTCY COURT
NORTHERN DISTRICT OF CALIFORNIA

CHURCHILL NUT COMPANY, Case No. 99-50671
Debtor. Chapter 7

JOHN RICHARDSON, not individualy butas | Adversary No. 99-5389
Chapter 7 Trustee,

Rlandff, Opinion
VS.

WELLSFARGO BANK, et dl.,
Defendants.

INTRODUCTION

This matter comes before the Court on the motion of Boeger Family Farms (“Boeger”) for summary
judgment. The underlying complaint was brought by the Trustee to determine the vdidity, extent and priority
of liens againgt proceeds from the sde of Churchill Nut’ swanut inventory. Boeger seeksafinding that it holds
asuperior interest in the sal es proceeds, while the Trustee contends that Boeger shares pro ratawith over 100
wanut growers. The Court concludes that Boeger’s prepetition exercise of its sate law remedies did not
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terminate the producer’s liens of the other unsubordinated growers, and denies the motion for summary
judgment.
BACKGROUND

Churchill Nut Company was a wanut, amond and cherry processor in Holliter, Cdifornia. It
purchased raw products from growers, processed them, and then packaged the products for sale. When the
wanut industry suffered a decline in late 1997 and early 1998, Churchill Nut’'s business suffered as well.
According to its Statement of Financid Affairs, Churchill Nut’s gross income dropped from over $9 millionin
the 12 month period ending August 31, 1997 to $6.5 million for the following year.

While Churchill Nut was struggling with itsfinancid difficultiesin 1997 and 1998, it continued to accept
nuts from growers for processing. Meanwhile, Wells Fargo Bank, Churchill Nut's secured lender, grew
concerned about its outstanding loans. Wells Fargo required that Churchill Nut obtain subordination
agreements from its growers, subordinating the growers' firgt priority producer’s liens to the bank’s loan.
Certain walnut growers who delivered their 1997 walnut crop to Churchill Nut for processing did enter into
those agreements. Other producers, known here as the * unsubordinated growers,” did not agree.

Inthefal of 1997, pursuant to a series of purchase contracts, Boeger ddivered more than 236 tons
of wanutsto Churchill Nut. Thiswas its entire walnut crop for the year. The parties have stipulated thet the
wanutshad avaue of $380,568, but to date Boeger has received only $21,000 from Churchill Nut on account
of that crop.

Having recelved very little payment, in April 1998 Boeger filed astate court complaint against Churchill
Nut for damages and to foreclose upon its producer’ slien. Following atria, ajudgment totaling $421,298.73
was entered in favor of Boeger on October 21, 1998. A writ of execution was issued and on November 6,
1998, the Sheriff of San Benito County levied on thewrit by seizing approximately 166 tons of shelled wanuts.

Meanwhile, Churchill Nut's business operations continued to fare poorly. Its income was just over
$1.5 million for thefive month period commencing September 1, 1998. Theloansfrom WdlsFargo camedue
in 1998, which the bank refused to renew. Wells Fargo pressed for arepayment plan for its outstanding loan
portfolio, and asserted athird party claim on thewanuts held by the Sheriff of San Benito County. OnceWells
Fargo agreed to dismissitsthird party claim, the Sheriff’ ssdewasrescheduled for February 3, 1999. Thesde
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never occurred, however, because on January 29, 1999, Churchill Nut filed for protection under Chapter 11
of the Bankruptcy Code. The commencement of the bankruptcy case automatically stayed the Sheriff’ ssde.

On February 3, 1999, following a hearing on an emergency motion filed by Churchill Nut and with no
opposition from other parties in interest, this Court entered an order pursuant to 11 U.S.C. § 543(b)(2)
directing “[t]hat the Sheriff of San Benito County be, and hereby is, ordered and directed to turn over the
[wldnut [i]nventory to Churchill.” In the order, the Court found that the walnuts “are the remainder of
Churchill’s 1997 wanut inventory . . . and subject to aclam of lien in favor of Wells Fargo Bank . . . and the
possible interests of dl wanut growers who sold their 1997 wanuts to Churchill and did not subordinate their
agriculturd liens.. . . tothelien of theBank . . . .”

Due to accounting irregularities, Churchill Nut stipulated to the appointment of a Chapter 11 trustee
shortly after the bankruptcy filing. The case converted to Chapter 7 within a matter of weeks. The Trustee
has now collected atotal of $406,114.19 from sdes of the 1997 walnut crop. In order to properly distribute
the funds, the Trustee seeks adetermination of the validity, priority and extent of liensagaingt the proceedsfrom
thiscrop. Inthe underlying complaint, the Trustee assertsthat the order of priority of the lienson the proceeds
areasfollows:

a Weélls Fargo has afirg priority lien of $64,918.00 based upon the February 12, 1999 interim

order entered by this Court gpproving Churchill Nut's use of cash collaterd;

b. The Cdifornia Walnut Commission has a second priority lien of $45,713.53 based on

CdiforniaFood and Agricultural Code 8§ 77151,

C. The unsubordinated and consignment growers of the 1997 walnut crop havelliensand interests

in an undetermined amount pursuant to California Food and Agricultural Code § 55645 and should

share pro rata in the remaining proceeds;

d. WEels Fargo holds a fourth priority lien in an undetermined amount based on a security

agreement and various financing satements, and,

e. The subordinated growers of the 1997 walnut crop have liensand interestsin an undetermined

amount pursuant to California Food and Agricultura Code § 55645, which liens are subordinated to

Wels Fargo pursuant to agreements with Churchill Nut.
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The Trustee acknowledgesin the complaint that Boeger has asserted an interest in the proceeds of the
walnut salessuperior to that of the other unsubordinated growers. Further, the Trusteerequestsadetermination
that Boeger ismerely athird priority unsubordinated grower which should share pro ratain the proceeds with
al other smilar growers. The only issue presently before the Court is whether to grant Boeger’s motion for
summary judgment regarding the priority of its lien. The priority accorded other parties as set forth in the
Trustee' s complaint is not before the Court, except to the extent those liens are affected by Boeger’ s position.

DISCUSSION

A. Standard for Summary Judgment

Summary judgment is gppropriateif the moving party showsthat no genuineissue of materid fact exists
and that it is entitled to prevall in the case as amatter of law. Fed. R. Civ. P. 56(c), made applicable by Fed.
R. Bankr. P. 7056; Bhan v. NME Hospitas, Inc., 929 F.2d 1404, 1409 (9th Cir. 1991), cert. denied, 502

U.S. 994 (1991) (citation omitted). In ruling on the motion, the court must draw al reasonableinferencesfrom
the underlying facts in the responding party’ sfavor. Matsushita Electric Industrid Co., Ltd. v. Zenith Radio
Corp., 475 U.S. 574, 599 (1986).

B. California Farm Product Growers Hold a Statutorily Created Producer’sLien

The producer’slien law is part of a California statutory scheme created to protect the producers of
farmproduct. Cal. Agric. Code 88 55631-55653 (West 2000). According to the Ninth Circuit’ smost recent
published discussion of the subject,

Cdifornialaw providesthat a producer or grower shdl have alien upon ‘the product’ that it

ls to a processng company. The lien attaches to the product upon its ddivery to the

processor and extends to ‘al processed or manufactured forms' of the product. It attaches

to the extent of the agreed price or, if thereisno agreed price, to the extent of the vaue of the
product on the delivery date.

Alvernaz Farms, Inc. v. Bank of California (Inre T.H. Richards Processing Co.), 910 F.2d 639, 643 (9" Cir.

1990) (citations omitted). The circuit court called the producer’s lien “central to an extensive Cdifornia

gatutory scheme giving farm product producers alien on dl farm products they sell.” Sadow v. Andrew (In

re Loretto Winery Ltd.), 898 F.2d 715, 720 (9" Cir. 1990) (citation omitted).

Loretto Winery addresses the minima requirements the statute places upon farm product producers
and the broad reach of thelien:
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There are no formd requirements to perfect the lien, such as recording or filing. The lien

attachesto al of the product, raw or inits processed forms, regardless of segregetion, aslong

asthey remain in the processor’s possession. Thelienis preferred and is “prior in dignity to

al other liens, clams, or encumbrances except wage and sdary clamsfor servicesrendered

to the processor after the product’ s ddlivery and warehousers' liens.
1d. at 722 (citations and footnote omitted). Infact, if aprocessor takes any action to defeat a producer’ slien,
it is subject to crimina pendties. “These [crimind] provisons fairly shout that Cdifornia intends to protect
producers liensfrom defeat.” |d. Findly, the producer’slien provisons are liberaly construed, since “[t]he
sense underlying the statutory schemeisthat other creditors should not be alowed to benefit from the pockets
of laborers and suppliers who have increased the estate's value or, indeed, have created it.” 1d. at 721
(citations omitted).

C. TheLevy By the Sheriff of San Benito County Resulted in a Transfer of Possession

The producer’ slien appliesto “every farm product and any processed form of the farm product which
isin the possession of the processor . . .”. Cal. Agric. Code 8§ 55634 (emphasis added). “[T]he lien lives

or diesbased on possession.” Loretto Winery, 898 F.2d at 721. Since possessioniscritical, Boeger hashung
its summary judgment argument by that hook.

The thrust of Boeger's argument is that when a processor loses possession, growers lose their
producer’sliens. In theingtant case, the Sheriff of San Benito County levied on and took possesson of the
1997 wanuts. At thetime of the bankruptcy filing, the Sheriff ill held thewalnuts, asthe scheduled sde never
took place. Boeger concludes that as a result of the levy, the Sheriff, rather than Churchill Nut, had actua
possession of the wanuts. Boeger, as the judgment creditor for whose benefit the levy was executed, had
congtructive possession. Boeger argues that since Churchill Nut no longer had possession, the wanuts had
moved beyond the reach of the producer’ s lien asserted by the other unsubordinated growers. Boeger bases
its conclusion on language found in a case from the Cdifornia Court of Appeds:

When the writ has been regularly issued and executed, money collected, while in the hands of

the officer, is property of thejudgment creditor and not thedebtor. Nothing can bedone

with it other than to turn it over to the creditor. The possession of the officer solely for theuse

and benefit of the creditor is possession by the latter. As between the parties, the money

should be deemed to have been delivered to the creditor immediately upon its receipt by the

officer and hisright to receive it is not affected by any delay that may occur.

De Riccio v. Superior Court of Cdifornia, 251 P.2d 678, 679 (Cal. Ct. App. 1952) (emphasisadded). See

a0 U.S. Bank, N.A. v. Deseret Farmsof Cdlifornia, Inc. (Inre Sargent Wanut Ranches, Inc.), 219 B.R. 880,
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884 (Bankr. E.D. Cal. 1998) (in deciding that the producer’ slien does not attach to the proceeds of salefrom
farm products, the court emphasized that the Statute “ makes the producer’ s lien dependent on the processor’s
possession of the farm product”).

D. The Sheriff’sl evy Was a Preferential Transfer

The fatd flaw in Boeger's argument is that if the Sheriff’'s levy resulted in Churchill Nut losing
possession of the walnuts, then there was atransfer of an interest of the debtor. Transfers that occur during
the 90 days prior to bankruptcy, even involuntary trandfers, trigger the protections of the preferentia transfer
statute, which broadly dlows a trustee to “avoid any transfer of an interest of the debtor in property.” 11
U.S.C. § 547(b). The Bankruptcy Code defines transfers as “every mode, direct or indirect, absolute or
conditiond, voluntary or involuntary, of digposing of or parting with property or with an interest in property,
including retention of title as a security interest and foreclosure of the debtor’s equity of redemption.” 11
U.S.C. 8 101(54). The preference sectionasorigindly drafted only alowed the trustee to avoid transfers* of
property of the debtor,” but the 1984 Amendments changed that |anguage to the present phrase. “Thischange
is very sgnificant, as it provides a broader definition of the sort of property which can be the proper subject

of an avoidance action . . .”. Kannry & Morton, Inc. v. Norcal Electronics, Inc. (In re Kannry & Morton,

Inc.), 91 B.R. 93, 94 (Bankr. N.D. Cal. 1988). The breadth of § 547(b) includesthe involuntary transfer of
the wanuts to the Sheriff.
E. The California Producer’s Lien L aw Conflicts With the Federal Preference L aw

1 Purposes of the California Producer’sLien Law and the Preference Law Under the
Bankruptcy Code.

Certainly the drafters of the Cdlifornia producer’s lien law anticipated that growers of farm product
would invokethe law to obtain payment ahead of other creditors. That isthe purpose of this statutory scheme,
providing “financid protection for farmers by making them secured creditors of the farm-product processing

companies.” Dde Bratton, The Cdlifornia Agricultural Producer’s Lien, Processing Company Insolvencies,

and Federal Bankruptcy Law: An Evauation and Alternative Methods of Protecting Farmers, 36 HASTINGS

L.J. 609, 615 (March 1985). Itisunlikely, however, that the Cdifornialegidature envisioned a Stuation such
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asthe one presented to this Court, where, just prior to thefiling of abankruptcy case, one grower seeksto use
the statute to obtain alien more senior than that held by other growers.

The draftersof the Bankruptcy Codewere concerned about thissystemic problem. During the 90 days
before a bankruptcy is filed, adebtor’ s Stuation becomesincreasingly unstable. As creditors become aware
of the debtor’s financia debilitation, they may gpply additiona pressure during the collection process in an
attempt to obtain payment on their debt to the extent possible. Thismay require cash on ddivery, an advance
deposit, a payoff of old debt before new credit is extended, or commencing a lawsuit to collect overdue
accounts receivable. To avoid a Stuation where the debtor has been irreparably drained of funds before the
bankruptcy case has even begun, § 547(b) was enacted. This section gives the trustee the right to undo, in
certain circumstances, transfers that were made during the 90 days prior to the bankruptcy filing. 1tisabroad
grant of authority, alowing avoidance of transfers of interests of the debtor in property if five conditions are
satisfied and unless an exception gpplies. UnionBank v. Wolas, 502 U.S. 151, 154 (1991). Asthe Supreme

Court discussed in UnionBank, the preference statute “isintended to servetwo basic policies.” Thosepolicies
are discouraging a pre-bankruptcy race to the courthouse by creditors and facilitating equdity of distribution
among creditors. Seeid. at 160-161. See aso Danning v. Bozek (Inre Bullion Reserve of North America),

836 F.2d 1214, 1217 (9" Cir.) (citation omitted), cert. denied, 486 U.S. 1056 (1988); Mandrossv. Peoples
Banking Co. (In re Hartley), 825 F.2d 1067, 1069 (6™ Cir. 1987); Y dlowhouse Machinery Co. v. Mack (In

re Hughes), 704 F.2d 820, 822 (5™ Cir. 1983) (“[t]he nature of the preference avoiding powers. . . isintended
to promote the common good of al of an estate’ s creditors’).

2. TheFiling of an Avoidance Action Is Not Required.

The Trustee has acknowledged that he will not bring an avoidance actionagainst Boeger becausethe
walnuts have aready been turned over to the estate pursuant to a motion granted during the first few days of
thiscase. Simply because an action cannot or will not be brought, however, does not negate the preferentia
nature of the transfer. For example, under 11 U.S.C. § 502(d), a bankruptcy court must disallow the claim
of any entity that isatransferee of apreferentia transfer. Thefact that no action to avoid the transfer has been
commenced is immaterid; in fact, the clam may be disdlowed even if the Satute of limitations has run on

actionsto avoid preferentid transfers. See Commiittee of Unsecured Creditors v. Commodity Credit Corp.
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(Inre KF Dairies, Inc.), 143 B.R. 734, 737 (B.A.P. 9" Cir. 1992) (“If [a preference] action istime-barred,

an objection [to claim] . . . should be pursued. Inthis manner, the Code achieves the most equd distribution
available and remains cong stent with ancient common | aw doctrine concerning the defensive use of time-barred

cdams”); In re Stoecker, 143 B.R. 118, 130-133 (Bankr. N.D. Ill.), rev’ din part on other grounds sub nom.

Bank of Bellwood v. Stoecker, 143 B.R. 879 (N.D. I1I. 1992) and Matter of Stoecker, 5 F.3d 1022 (7" Cir.
1993). Thisisbecause atrusteeis not affirmatively seeking to avoid the trandfer, but is using the preference
section defensively.

3. Equality of Treatment Under the Bankruptcy Code.

The Bankruptcy Code aimsto insurethat dl creditorsin the same class are treated equdly. Transfers
that enable recipients to receive more than they otherwise would have and that satisfy the other requirements
of § 547(b) are avoided. Since the walnuts have been returned, one could argue that the transfer did not put
Boeger in abetter position than the other unsubordinated growers. But if thetransfer caused the other growers
to losether liens, thereisno question but that it had the effect of putting Boeger in a better position. See, eqg.,
Nixonv. Davis Water and Wagte Indudtries, Inc. (InreD.R. GorisPlumbing, Inc.), 49 B.R. 146, 148 (Bankr.

M.D. Fla. 1985) (“[A] transfer to a creditor holding avdid . . . satutory lien on any property of the estate

seldom, if ever, could be avoidable preference unless there are other creditorsin thesamelegal class,

in addition to the secured creditor who received the preference.”) (emphasis added). It would be

incongstent with the goals of the Bankruptcy Code for Boeger to attain a position ahead of the other
unsubordinated growers as aresult of its race to the courthouse.

If Boeger argues that the levy did not transfer an interest of the debtor, then it is tacitly admitting that
the debtor never lost possession of thewalnuts. If the debtor did not |ose possession, then the other growers
liens remain valid because those liens hinged on the debtor’ s possession of farm product. But if Boeger assarts
that the debtor lost possession, asit mustin order to arguethat itslien is superior to those of the other growers,
then it isadmitting that the Sheriff’ s seizure was atransfer of an interest of the debtor in property, triggering the
preference rules.

By filing its lawsuit and proceeding to judgment, Boeger was doing exactly what the drafters of the

preference section intended to discourage. Boeger was taking advantage of the state law remedies available
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to it and racing to the courthouse for a piece of Churchill Nut's assets. Moreover, it was also pre-empting
other growers and producers. While Boeger’ s action may be agppropriate when assets are sufficient to satisfy
al creditors, bankruptcy superimposes federa policy upon ordinary state law remedies.

F. The Policies Underlying Both Statutes Are Best Served By Denying Boeger’s Motion.

As the Supreme Court stated in Union Bank v. Wolas, the two policies underlying the preference
datute “are not entirely independent,” 502 U.S. at 161, and once abankruptcy iscommenced, neither arethe
policies underlying the preference statute and the producer’s lien law. In the instant case, both Statutes are
served by denying Boeger’ smotion. By so doing, the Court declines to dlow arace to the courthouse within
90 days of the bankruptcy filing to result in a better position for the creditor who won that race. Furthermore,
it insures that creditors who were equaly positioned prior to the transfer share pari passu in the digribution
under the Bankruptcy Code. Findly, al “laborers and suppliers who had] increased the estate’ s vaue or,
indeed, ha[d] created it” will be paid to the fullest extent possible. Loretto Winery, 898 F.2d at 721.

The Trustee need not show that each eement of 8 547(b) hasbeen satisfied in order to defeat amotion
for summary judgment. Even though “[t]he fact that a creditor’s action is voidable as a preference does not

render that action void or otherwiseinvalid prior to acourt’ s determination that the transfer isin fact avoided,”

InreUnion Meeting Partners, 160 B.R. 757, 766 (Bankr. E.D. Pa. 1993), the Court isnot deciding today that
thetrangfer isvoid or invalid. The Courtismerdly deciding that Boeger cannot prevail on amotion for summary
judgment when the bagis for its argument is a potentidly voidable trandfer.

G. The Dd Riccio Decision of the California Court of Appealsis|napplicable

Evenif thelevy had not triggered the preferentia transfer section, Boeger would till have to answer
the question of whether Del Ricdio’ s holding appliesin the ingtant case -- that the execution of thewrit resulted
in a trandfer of possession from Churchill Nut to Boeger. However, Del Ricdo is diginguishable from the
ingant case. In Dd Ricdo, the shexiff levied on abank account, obtaining the funds. The writ had been fully
executed and the only duty that remained for the sheriff to completewasto turn over the money to thejudgment
creditor. In the instant case, it was not money that had been collected but afarm product. While the walnuts
may have been fungible for the purposes of the producer’s lien, they could not smply be turned over to the
judgment creditor like cash. The Sheriff was required to conduct asalein order to liquidate the walnuts. Had
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the walnuts been liquidated with only the turnover of the proceeds to Boeger remaining, then perhaps Dl
Ricdo would be applicable. Noting that the Supreme Court had left open the question of whether property
becomes property of theestateif aprepetition seizure operatesto transfer ownership of the property, the Ninth
Circuit distinguished between tangible property and cash. “Whiting Pools involved the seizure of tangible
property. Post-Whiting Pools cases involving levies on bank accounts and accounts receivable have differed
on whether a prepetition levy operated to transfer ownership and to keep the account from being property of
the estate.” Dewhirgt v. Citibank (In re Contractors Equipment Supply Co.), 861 F.2d 241, 244 n.6 (9" Cir.

1988) (citing U.S. v. Whiting Pools, Inc., 462 U.S, 198 (1983)).

Here, the Court will follow the guidance of the Ninth Circuit on the digtinction between tangible
property and cash, and will limit Del Ricdo to itsexpresslanguage-- only “money collected” under awrit and
held by the sheriff is property of the judgment creditor. Goods of uncertain vaue that must be liquidated in a
sale, such aswanuts, remain congructively in the judgment debtor’ s possession, even while held by the sheriff
pending a sde. While the Sheriff’s levy may have physicaly removed the walnuts from Churchill Nut's
possession, it did not remove them from the reach of the producer’s lien held by the other unsubordinated
growers.

This holding is reinforced by the turnover order entered at the beginning of the bankruptcy case. On
February 3, 1999, this Court ordered the Sheriff to turn over the walnuts pursuant to 11 U.S.C. § 543(b)(1):
“A custodian shdl (1) deliver to the trustee any property of the debtor held by or transferred to such custodian
... that is in such custodian’s possession, custody, or control on the date that such custodian acquires
knowledge of the commencement of thecase.” Asaresult of that order, thewa nutswere returned to Churchill
Nut and subsequently liquidated by the Trustee. The Sheriff never had the opportunity to complete the
scheduled sdle and the other unsubordinated growers never lost their producer’ s liens.

CONCLUSION

For the reasons stated above, IT IS HEREBY ORDERED that Boeger's motion for summary

judgment is denied.
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Adversary No. 99-5389

UNITED STATESBANKRUPTCY COURT
FOR THE NORTHERN DISTRICT OF CALIFORNIA
CERTIFICATE OF SERVICE

I, the undersigned, aregularly gppointed and qudified Clerk in the office of the Bankruptcy
Judges of the United States Bankruptcy Court for the Northern Didtrict of California, San Jose, Cdifornia
hereby certify:

That | am familiar with the method by which items to be digpaiched in officid mail from the Clerk's
Office of the United States Bankruptcy Court in San Jose, Cdifornia processed on adaily basis dl such
items are placed in a designated bin in the Clerk's office in a sealed envel ope bearing the address of the
addressee, from which they are collected at least daily, franked, and deposited in the United States Mall,
postage pre-paid, by the staff of the Clerk's Office of the Court;

That, in the performance of my duties, on the date set forth below, | served the Opinion in the
above case on each listed below by depositing a copy of that document in a sealed envelope,
addressad as s forth, in the designated collection bin for franking, and mailing:

Crag Stuppi Frederick D. Holden

Sarah M. Stuppi Brobeck, Phleger and Harrison
Stuppi & Stuppi Spear Street Tower

203 Argonne Avenue, Suite 142 1 Market Plaza

Long Beach, Cdifornia 90803 San Francisco, Cdifornia 94105
Thomas R. Duffy Michdle K. Rubin

Duffy & Guenther Law Offices of Michdle K. Rubin
419 Webster Street, Suite 100 200 Thayer Road

Monterey, Cdifornia 93940 Santa Cruz, Cdifornia 95060

In addition, | am familiar with the Court's agreed procedure for service on the United States
Trustee, by which acopy of any document to be served on that agency isleft in a designated binin the
Office of the Clerk, which bin is collected on adaily basis by the United States Trusteg's representative. In
addition to placing the above envelopes in the digtribution bin for mailing, | placed a copy of the Opinion in
the United States Trustee's collection bin on the below date.

| declare under pendty of perjury under the laws of the United States of Americathat the foregoing
istrue and correct.

Executed on:

Clerk
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