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UNI TED STATES BANKRUPTCY COURT
NORTHERN DI STRI CT OF CALI FORNI A

In re: Case No. 96-56086-JRG
BRERO CONSTRUCTI ON, | NC., Chapter 11
Debt ors. MEMORANDUM DECI SI ON AND ORDER

DENYI NG MOTI ON TO DI SQUALI FY
CALHOUN BROTHERS AND 3M AS
PETI TI ONI NG CREDI TORS

l. BACKGROUND.

Before the court is a notion by respondent, Brero
Construction, Inc., to disqualify two of three creditors who
filed a petition for involuntary bankruptcy against Brero. The
nmotion i s opposed by the two affected creditors, Cal houn
Brot hers General Engineering, Inc. and M nnesota Mning &

Manuf acturing (“3M). The third petitioning creditor, Conerica
Bank-Cal i fornia, has joined in the opposition to Brero’s notion.
The involuntary petition was filed on August 14, 1996,
seeking relief under Chapter 11 of the Bankruptcy Code, by the

following three creditors:

(1) Conerica Bank, asserting a claimof $850,000 based on a

secured | oan;
(2) 3M asserting a claimof $159, 757 based upon a

j udgnent; and
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(3) Calhoun Brothers, asserting an unsecured cl ai m of

$15, 504. 37 based on “SJ Job Corp work.”

Brero filed an answer to the involuntary petition on
Septenber 4, 1996. For the follow ng reasons, the Brero's
notion to disqualify petitioning creditors Cal houn Brothers and
3M i s deni ed.

1. DI SCUSSI ON

A. Legal St andard.

An involuntary bankruptcy case nay be comrenced by three or
nore entities, provided each is the hol der of a claimagainst
t he debtor which is not contingent as to liability or the
subj ect of bona fide dispute, and provided the aggregate of

their clainms total “at |east $10,000 nore than the value of any
lien on property of the debtor securing such clainms held by the
hol der of such clainms.” 11 U S.C. 8§ 303(b)(1).1?

Brero first noves to disqualify 3M and Cal houn Brothers on
the grounds that their clains are in “bona fide dispute.” The
term “bona fide dispute” is not defined in the Bankruptcy Code.
The termis intended to balance the interests of debtors and

creditors in involuntary cases. 2 Lawence P. King, Collier on

L All statutory references are to title 11 of the U.S. Code, unless otherwise indicated.
Section 303(b)(1) provides:

Aninvoluntary case against a person is commenced by the filing with the bankruptcy court of a
petition under chapter 7 or 11 of thistitle--

(1) by three or more entities, each of which is either a holder of aclaim against
such person that is not contingent as to liability or the subject of abonafide
dispute, or an indenture trustee representing such a holder, if such claims
aggregate at least $10,000 more than the value of any lien on property of the
debtor securing such claims held by the holders of such claims.
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Bankruptcy, T 303.03[2][b] (15th ed. rev. 1996). |If creditors

with clearly disputed clains could initiate an involuntary
filing, the filing could sinply be harassing a debtor into
paying the troubling creditors. 1d. On the other hand, if a
debtor could challenge an involuntary filing nmerely by all eging
that a claimis disputed, even if the dispute |acks nerit,
creditors’ ability to commence an involuntary case woul d be
curtailed. 1d. 1In ascertaining whether a “bona fide dispute”
exists, the trend is to apply an objective standard, by which
the court determ nes whether there is an objective basis for
either a factual or a legal dispute as to the validity of the

debt. See, In re Busick, 831 F.2d 745 (7th Cir. 1987); In re

Sims, 994 F.2d 210 (5th Cir. 1993); R nell v. Mark Twai n Bank
(Inre Rinell), 949 F.2d 1363 (8th Cir. 1991); Bartnmann v.

Maverick Tube Corp., 853 F.2d 1540 (10th Cir. 1988); and B.D W
Assoc. v. Busy Beaver Bldg. Cirs, 865 F.2d 65, 66-67 (3rd Cir.

1989) (hol ding a bona fide dispute exists if there are
“*substantial’” factual and | egal questions raised by the
debtor” bearing upon the debtor’s liability).

The petitioning creditors have the burden to establish a

prima facie case that there is no bona fide dispute. See, Rubin

v. Belo Broad. Corp. (In re Rubin), 769 F.2d 611, 615 (9th Cir.

1985); and Rinell v. Mark Twain Bank at 1365. Thereafter, the

burden shifts to the debtor to denonstrate that a bona fide
di spute does exist. ld. Because the standard is objective,
neither the debtor’s subjective intent nor his subjective belief

is sufficient to neet this burden. 1d. The court’s objective
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is to ascertain whether a dispute that is bona fide exists; the
court is not to actually resolve the dispute. 1d. This does
not mean, however, that the court is prohibited from addressing
the legal nerits of the alleged dispute, as a limted analysis
may be necessary in order to ascertain whether an objective

| egal basis for the dispute exists. 1d.

B. The Exi stence of a Bona Fide Dispute.

1. Cl ai m of Cal houn Brothers.

Cal houn Brothers was a subcontractor for Brero in a
construction project known as the “San Jose Job Corps,” in
relation to Brero’s contract with the U S. Departnent of Labor.
The parties entered into a “Liquidation Agreenent” in Septenber
1995 pertaining to Cal houn Brothers’ clainms against the
Departnment of Labor and Brero in relation to the project. In
t he Agreenent, Brero acknow edged liability to Cal houn Brothers
in the amunt of the clainms set forth in Exhibit “A” thereto,
which totalled $42,277.67.2 The Agreenent provided for a pass-
t hrough arrangenent, by which Cal houn Brothers would accept “in
full satisfaction, discharge and |iquidation” of its claims, the
amounts Brero recovered fromthe Departnent of Labor, “if any,”
and that if Brero did not recover anything, then Brero woul d
cooperate and provide efforts on behalf of Cal houn Brothers to

obtain a recovery in full satisfaction, discharge and

2 Paragraph 2(a) of the Liquidation Agreement provides:

Contractor [Brero] acknowledgesits liability to Subcontractor [Calhoun Brothers] for the claims set
forth on Schedule[sic] A . ..

4
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i quidation of clains.® Calhoun Brothers agreed to “give its
full cooperation and assistance to Brero in the preparation and
presentation of its clainms and to produce and nmake available to
Contractor all necessary records and witnesses.”* Brero in turn
agreed to “present to the [U S. Dept. of Labor], and if
necessary, [to] commence | egal action or an arbitration
proceeding in its own nane agai nst the owner to prosecute the
clainms of [Cal houn Brothers as] set forth in Schedule A [sic],
provi ded that Cal houn [was] to retain its own attorney to handl e
such proceedings.”® The parties agreed that, “Except for their
obl i gati ons [under the Liquidation Agreenent] the parties hereto
rel ease each other fromany and all clains or causes of action
each has had or may have agai nst the other under the
Subcontract.”®

There does not appear to be any dispute that the
parties intended Cal houn Brothers’ claimto be passed through to
t he Departnent of Labor along with Brero’ s cl aimagainst the
Departnment of Labor. However, Cal houn Brothers contends that an
i nplied condition of the contract was that Brero would
“expeditiously pursue the processing of [the] claimfor Cal houn
Brot hers’ benefit.” Cal houn Brothers contends that Brero
breached the Agreenent by failing to provide Cal houn Brothers

with the necessary paperwork for its pass-through claim and

% Paragraph 2(b) of Liquidation Agreement.
4 Paragraph 5 of Liquidation Agreement.
® Paragraph 3(a) of Liquidation Agreement.

¢ Paragraph 10 of Liquidation Agreement.
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after waiting approximtely el even nonths, Cal houn Brothers
“term nated” the Agreenent. There are a series of letters
bet ween counsel for Brero, Ronald Roberts, and counsel for
Cal houn Brothers, John Pope, which Cal houn Brothers contends
support its right to disregard the Liquidation Agreenent for
failure of Brero to expeditiously pursue the processing of
Cal houn Brothers’ claim The following is the chronol ogy of
correspondence between counsel:

C Letter dated 9/11/95 from M. Roberts to M. Pope

transm tting Liquidation Agreenment for execution.

C Letter dated 9/13/95 from M. Roberts to M. Pope re return

of executed Liquidation Agreenent.
C Letter dated 9/14/95 from M. Pope to M. Roberts

transmtting executed Liquidation Agreenment.

C Letter dated 11/3/95 from M. Roberts’ office to M. Pope

transmtting what appears to be |egal reference materials,

and apol ogi zing for delay and indicating certain
information “wll be sent when it is generated.”

C Letter dated 12/7/95 from M. Pope to M. Roberts

i ndi cating that approximtely ten days earlier Roberts had

advi sed that Pope would be receiving a “package of

docunments, instructions and questions to which | would then

be able to respond in support of your claimfor Cal houn's

bal ance owed by Brero;” and stating: “Since this matter
shoul d proceed without further delay, | would greatly
appreci ate your courtesy in responding by return mail.”

C Letter dated 1/8/96 from M. Pope to M. Roberts,
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providing: “l wote to you again on Decenber 7, 1995

rem nding you that I amstill awaiting response from your
office with the appropriate forns and instructions for ny
use in preparing Cal houn’s portion of your presentation to
collect the entire contract on ny client’s behalf as well
as for other subcontractors and your client Brero
Construction. My | please have the courtesy of your reply
wthin the next seven (7) days so | may respond as required

by our agreenent.”

C Letter dated 1/9/96 from M. Roberts to M. Pope,

providing: “I amwiting to informyou of the status of the
OREA to date and advise you of a revise subm ssion date.

My consultant, ICE, Inc., informs me that the inpacted as-
built schedul e anal ysis should be conpleted within 2 to 3
weeks. We will then be able to provide you with the
pertinent schedule information for your use in preparing
your OREA section. W have al so encountered a delay in
obtaining information fromthe DOL regardi ng the contract
and ot her project docunentation. W also hope to have this
information within the next week. | will be in contact
with you again on or before January 22, 1996 to provide you

with further information regarding this project.”

C Letter dated August 9, 1996 from M. Pope to M. Roberts

provi di ng: “Although our nobst recent exchange of
correspondence earlier this year indicated a pronpt
response fromyour office in facilitating the paper work on

the Job Corps matter, nothing has occurred. M efforts to
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reach you have been in vain since you have |eft your own
office with no explanation. G ven the circunstances, you
may consi der our professional relationship term nated.

Cal houn will therefore proceed with its own renedies

wi t hout reference to yours against the City.”

In his declaration filed on April 9, 1997, John Pope
states that between January 9, 1996 and August 9, 1996, “there
was no further contact from Roberts to [hinself], despite
unanswered interimefforts by declarant to reach Roberts by
t el ephone.” Ronald Roberts indicates in his declaration filed
on March 27, 1997, that he was engaged in July 1995 to anal yze
and present clainms to the Departnment of Labor, which were
anticipated to be approxi mately $1,692,803.26. He states that
Brero has incurred in excess of $300,000 in attorneys fees and
consulting fees and costs in an effort to substantiate and
quantify the “Omi bus Request for Equitable Adjustnment”
(“OREA”). Brero contends that this denon-strates that it was
perform ng under the Liquidation Agreenent, and that by joining
in the filing of the involuntary bankruptcy petition, Cal houn
has breached the agreenent.

The court need not determine if Cal houn Brothers was
entitled to term nate or rescind the agreenment for purposes of
det erm ni ng whet her Cal houn is a proper petitioning creditor.
There is no evidence of any dispute as to the validity of the

underlying debt to Cal houn Brothers’--only the mechani sm for

” Brero does not even allege that Calhoun’sclaimisin “bonafide dispute” inits answer. See, 13 of “Answer to
Involuntary Petition,” alleging that only the claims of Comericaand 3M are in “bonafide dispute.”
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payment of the debt is at issue. |If Calhoun Brothers in fact
breached the agreenent by inproperly treating the agreenent as
havi ng been rescinded or term nated, Brero may have a

count ercl ai m agai nst Cal houn.® The existence of a counterclaim
however, does not create a bona fide dispute, it “nerely serves
to offset the anount owing if the counterclaimis proven.” See,

In re Data Synco., Inc., 142 B.R 181, 182 (Bankr.N.D. Ohio

1992)(citations omtted); and In re Everett, 178 B.R 132

(Bankr. N. D. Ghio 1994). The court does not find Cal houn
Brothers’ claimto be the subject of bona fide dispute for

pur poses of the filing of the involuntary petition. Brero's
notion to disqualify Cal houn Brothers as a petitioning creditor

is therefore denied.

2. Claimof 3M

The underlying action by 3M agai nst Brero arose from a
contract under which 3M supplied materials and services to
Brero. 3Multimately obtained a default judgnment against Brero
in July 1996, and recorded a judgnent |ien on personal property
wth the Secretary of State, and al so an abstract of judgnment in
Santa Clara County. Brero contends that there is a bona fide
di spute regarding the claimas evidenced by a witten request
for continuance of a case nmanagenent conference filed in state
court by 3Mprior to the default being taken, indicating that
absent a settlenent it was anticipated that Brero would file an

answer and cross-conplaint. The parties did not settle and

8 One of Brero’s affirmative defenses in fact contends that it “is entitled to recoupment and/or setoff against
Petitioners' claimsfor damages suffered by Respondent as a consequence of Petitioners’ actions.”
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ultimately Brero’s default was taken.
The default judgnent of 3M was not appeal ed. The
majority of courts have found that clains based on final

judgnments are not subject to bona fide dispute. See, In re

Norris, 183 B.R 437, 453 (Bankr.WD. La. 1995), and cases cited
t herein. The court finds that on the evidence presented, 3M
has net its burden of denonstrating that there is no bona fide
di spute with respect to its claim

Brero contends that it can nove to set aside the
judgment, and that the time to do so is stayed under Calif. Code
of Civ. Proc. 8 473 due to the existence of the automatic stay.
Brero is correct that the automatic stay applies to a debtor
taking any action with respect to a pre-petition |lawsuit in
which it is the defendant. See, 11 U.S.C. 8§ 362(a); and

| ngersoll -Rand Financial Corp. v. Mller Mning Co., Inc., 817

F.2d 1424 (9th Cir. 1987). However, even the existence of an
appeal of a default judgnent entered in a state court has been

hel d not to be a claimsubject to bona fide dispute. See, In re

Drexler, 56 B.R 960, 967-68 (Bankr.S.D.N. Y. 1986). In this
case, no appeal has been filed, and Brero does not indicate on
what basis it could nove to set aside the judgnment. Moreover,
assum ng Brero could have the judgnent set aside, as already

i ndi cated the possi bl e existence of a counterclai mdoes not
establish a bona fide dispute. The court finds that there is no
bona fide dispute with respect to the claimof 3Mfor purposes
of the filing of the involuntary petition. This aspect of

Brero's notion is therefore denied. The court next addresses

10
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the remai ning objection as to whether 3Mis a proper petitioning
creditor.

C. Eliqgibility of 3Mas Petitioning Creditor.

It is unclear whether 3Mis a secured creditor or an
unsecured creditor. 3Mcontends that it perfected its |lien, as
did Hartford, within the preference period and therefore the
i ens are avoi dable. Even if not avoidable, there is a question
as to whether 3Mis fully or partially secured if Hartford
perfected its lien first. The court need not resolve this
i ssue, however, because even a fully secured creditor nay
properly join in the filing of an involuntary bankruptcy

petition. See, Paradise Hotel Corp. v. Bank of Nova Scotia, 842

F.2d 47, 49 (3rd Cir. 1988); and Collier on Bankruptcy at ¢

303.03[2][c]. The |anguage of the statute does not limt
petitioning creditors to only those hol ding unsecured cl ai ns.
Section 303(b)(1) requires “three or nore entities, each of
which is . . . a holder of a claim” The definition of “clainf
I's very broad and enconpasses both secured and unsecured cl ai ns.
Section 101(5) defines “claini in relevant part as follows:

“cl ai nf neans- -

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

reduced to judgnment, I|iquidated, unliquidated, fixed,
contingent, matured, unmatured, disputed, undisputed,
| egal , equitable, secured, or unsecured . . . (enphasis
added) .

§ 101(5).

Thus, a petitioning creditor may hold a secured or an
unsecured claim provided the clains held by the three or nore

petitioning entities “aggregate at |east $10,000 nore than the

11
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value of any lien on property of the debtor securing such clains
by the holders of such claims.” 8§ 303(b)(1). Assumng 3Mis
fully secured, the clainms of Cal houn Brothers and Conerica nust
total at |east $10,000 in unsecured debt. There is no apparent
di spute that whatever clains are held by those creditors are
unsecured. Cal houn Brothers indicates on the Involuntary
Petition that it is the holder of an unsecured claimin the
amount of $15,504.37, which in and of itself is sufficient to
satisfy the aggregate dollar limt. Conerica indicates an

$850, 000 claimarising froma secured |oan. At the hearing,
counsel for Comerica indicated that the claimis unsecured,

whi ch does not appear to be disputed. Thus, even if 3Mis fully
secured, the m ninmum aggregate unsecured claimanount set forth

in 8 303(b)(1) appears to be satisfied. The case cited by

Brero, In re Mrris, 115 B.R 752 (Bankr.E.D.N. Y. 1990), is

di stingui shable fromthe present case, because that case

I nvol ved only one petitioning creditor whose secured claim had
to satisfy the unsecured debt m nimum The aggregate $10, 000

m ni mum of unsecured debt does not appear to be an issue in this
case so as to necessitate 3Mwaiving all or part of whatever
security interest it holds. The court denies Brero’'s notion to
di squalify 3Mon the grounds that it is an inproper petitioning
creditor on the basis of its secured status.

M. CONCL USI ON.

For the foregoing reasons, Brero’s notion is denied.

DATED

JAMES R GRUBE
UNI TED STATES BANKRUPTCY JUDGE
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