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

Inre Case No. 03-54784
CHAMELEON SYSTEMS, | NC., Chapter 11
Debt or .
/
MEMORANDUM DECI SI ON  AND ORDER THEREON RE
CHAMELEON SYSTEMS' MOTI ON TO REJECT REAL PROPERTY LEASE
AND NORTECH S COUNTERMOTI ON TO DI SM SS THE CHAPTER 11 CASE

l. | NTRODUCTI ON

The debtor, Chaneleon Systenms, Inc., filed its Chapter 11
petition for the purpose of rejecting the lease with its |andlord,

Nortech Ventures LLC, and then capping Nortech’s danmage claim
pursuant to 8 502(b)(6) of the Bankruptcy Code. Before the court
is Chanmeleon’s notion to reject the Nortech |ease. In addition,
the court has before it Nortech’s counternotion to dismss the
Chapter 11 petition under 8 1112(b) of the Bankruptcy Code as
having been filed in bad faith. For the reasons hereafter stated
Chanel eon’s notion to reject is granted and Nortech’s counternotion
to dism ss is denied.

I'l. FACTUAL BACKGROUND
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Chamel eon was in the telecom business. Li ke many conpani es
inthis business it found itself in financial trouble in late 2002.
The conpany’ s Decenber Board mi nutes reflect that several options
were being considered at that tine including a sale of the
cor poration, downsizing and a wi nd-down and di ssol uti on. The Board
deci ded to continue operations.

Less than two nonths |ater the situation had deteriorated.
On February 3, 2003, the conpany’s Board of Directors decided to
termnate its operations and w nd-down its affairs. The
corporation would dissolve and liquidate under California |aw.
Sherwood Partners, a consulting firm was hired to manage t he w nd-

down process, sell the assets of the conpany, and settle various
obl i gations of the conpany to its creditors. Berni e Murphy, the
seni or Vice President of Sherwood, stated in his deposition that
Sherwood was retained to |iquidate everything and the tinme frame
for conpletion of the assignnent was June 2003.

By the end of February, the only major issues renmining were
to sell the conpany’s intellectual property, close its 401(k) plan
and negotiate a settlenment with Nortech. By May 2003, Sherwood had
sold Chaneleon’s intellectual property and resolved its 401(k)
probl ens. According to Nortech the only remaining issue that
prevented the conpany from conpleting its dissolution was the
Nortech | ease.

Chanmel eon had attenpted to surrender possession of the
prem ses to Nortech in March 2003, and to negotiate a term nation
of the lease but the parties were unable to reach an agreenent.
Chanmel eon had a problem It did not want to continue paying

Nortech the nmonthly rent on the | ease which does not expire until
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May 14, 2006, despite the fact that it had sufficient funds to do
So.

Chamel eon and Nortech continued their negotiations but were
unable to resolve the situation. On July 24, 2003, Chaneleon filed
a petition under Chapter 11 of the Bankruptcy Code. Chanel eon
again attenpted to surrender the |ease but Nortech rejected the
of fer.

Under California | aw Nortech had the option of accepting the
surrender of the property and then having the state court fix the
damages for the breach of the |Iease. This would have adjudi cated
the total damages suffered by Nortech as a result of the breach of
the | ease. Rat her than pursue this course of action Nortech
el ected its other option, to continue to consider Chaneleon its
tenant and seek to collect rent on a nonthly basis through My
2006. Toward this end, Nortech had filed two lawsuits prior to
Chanel eon filing its Chapter 11 petition. Nortech’s position is
t hat Chanel eon is obligated to pay the nonthly rent and if there
is to be a mtigation of the danmages, then Chanel eon shoul d seek
tofind a newtenant for the property. Nortech is entitled to take
this position under California | aw

Chamel eon filed its notion to reject the Nortech | ease on July
24, 2003. In response, Nortech filed an opposition to Nortech’s
notion and a counternotion to dismss the Chapter 11 case. The
court consi dered and heard oral argunent on Nortech’s counternotion
on January 9, 2004.‘?

The debtor has no incone, no enployees (except Sherwood

o January 15, 2004, the court nmade an initial oral ruling denying Nortech's

counternmotion to dismss and deferred ruling on Chaneleon’s notion to reject.
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partners), and has $4.05 mllion in its bank accounts. Unsecured
debt (other than to Nortech) is less than $10, 000. Tot al
obligations to other <creditors (mainly tax obligations) are
approxi mately $15,000. As of the petition date, Chaneleon admts
it has reserves for its full liability under the Nortech | ease and
all other known and outstanding liabilities, as well as a reserve
for unknown liabilities and for | egal expenses.
L. DI SCUSSI ON

The court finds it necessary to first address Nortech’'s
count er noti on.

A. Nortech’s Counternotion To Dism ss The Chapter 11 Case

In the course of argunment the applicability of PPl _Enterprises

(U.S.), Inc., 228 B.R 339 (Bankr. Del. 1998) was raised. This is

a simlar case where the debtor filed Chapter 11 for the purpose
of rejecting its landlord's | ease and then capping the resulting
damages under 8 502(b)(6) of the Code.

The question before the court was whether such a purpose was
per se bad faith. The court summarized a variety of statutes in
the Code that can have an adverse inpact on creditors and noted
that 8502(b)(6) is sinply one such provision. The court viewed the
statute as being clear in its neaning and found there was no
equi tabl e determ nation required for its application to the claim
of a landlord. As a result, to the extent there are additional
funds avail able after capping the damages in the landlord s claim
it is not relevant to whomthey are ultimtely paid. Based on this
analysis the court found that the debtor’s purpose in filing
Chapter 11 was not per se bad faith. The decision was then

af firmed on appeal. PPl Enterprises (U.S.), Inc., 324 F.3d 197 (3
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Cir. 2003). This court concurs with the decision.

Because rejection and the capping of alandlord s claimis not
per se bad faith, that purpose may not form the basis for a bad
faith finding under 8 1112(b). Section 1112(b) provides that a
Chapter 11 petition may be dism ssed for cause if it appears that

the petition was not filed in good faith. In re Marsch, 36 F.3d

825, 828 (9" Cir. 1994). Although case |aw enunmerates specific
causes for which a case may be di sm ssed under 8§ 1112(b), the test
is whether a debtor is attenpting to deter and harass creditors
unreasonably, and not attenmpting to effect a speedy, efficient
reorgani zation on a tinmely basis. 1d.

Good faith “depends on an amal gam of factors and not upon a
specific fact.” |d. “The bankruptcy court should exam ne the
debtor’s financial status, notives, and the |ocal economc
environnent .... Good faith is lacking only when the debtor’s
actions are a clear abuse of the bankruptcy process.” In re
Arnol d, 806 F.2d 937, 939 (9" Cir. 1986) (citations omtted). The

termgood faith may suggest that the debtor’s subjective intent is

determ native, this is not the case. I nstead, the good faith
filing requirenent enconpasses several di sti nct equi t abl e
limtations that courts have placed on Chapter 11 filings. In re

Marsch, 36 F.3d at 828. Courts have inplied such limtations to
deter filings that seek to achieve objectives outside the
|l egiti mate scope of the bankruptcy |aws, which include tactical
reasons unrelated to reorgani zation. |d.

The purpose of Chapter 11 reorganization “is to restructure
a business’s finances so that it may continue to operate, provide

its enployees with jobs, pay its creditors, and produce a return
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for its stockhol ders.” In re Cedar Shore Resort, Inc., 235 F.3d

375, 379 (8" Cir. 2000) (quoting H R Rep.No. 595 (1975), reprinted
in 1978 U.S.C.C. A N. 6179). The intent of the Code was to provide
rules of fairness and equity to govern, adjust, and bal ance these
conflictingrights; to permt the debtor’s continued use, enjoynent
and expl oi tation of property and assets essenti al to
rehabilitation, but on terms which protect the rights of others.

In re Victory Constr. Co., 9 B.R 549, 559 (Bankr. C.D. Cal.

1981) (citing H R 95-595, pp. 339-40; 1978 U.S.C. C. A.N. 5787, 6295-
96), vacated on other grounds, 37 B.R 222 (B.A.P. 9" Cir. 1984).
Many of the cases discussing good faith involve debtors who
are seeking to remain in business. Chanel eon discusses at great
|l ength that liquidation is a valid purpose in filing Chapter 11
and the cases cited by Chanel eon support this proposition. See,

e.g., In re Klein/Ray Broad., 100 B.R 509, 513 (B.A P. 9" Cir

1987). The Code al so recogni zes liquidation in that § 1123(b) (4)
provi des that a reorgani zation plan nmay “provide for the sale of
all or substantially all of the property of the estate, and the
di stribution of the proceeds of such sale anong hol ders of clains
or interests.”

While the reorganization of an ongoing business or the
| i qui dations of assets are valid purposes for filing Chapter 11
neither is present here in the traditional sense. Chanel eon has no
ongoi ng busi ness and Sherwood partners conpleted the |iquidation
of assets prior to the filing.

The debtor’s purpose in filing was to reject the Nortech real
property | ease and the underlying facts present the court with a

novel questi on. The court’s inquiry nust focus on whether a
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debtor is attenpting to deter and harass creditors unreasonably,
and not attenpting to effect a speedy, efficient reorganizati on on
a tinely basis as discussed in the Marsch deci sion

Nortech argues that the debtor has acted in bad faith because
the filing is just a litigation tactic that Chaneleon is using to
avoid its obligation under the | ease. It has enough noney to pay
the landlord’'s claimthrough May 2006. Nortech filed a proof of
claim with the court calculating that it is owed $4, 368, 867.88
t hrough May 2006. The fact that Chanel eon has enough noney to pay
this claimmy well be the reason Nortech declined to accept the
surrender of the property.

Chanel eon, on the other hand, argues that it is just trying

to conplete it liquidation, wind up its affairs, and dissolve. It
has been unable to do so because Nortech wll not accept a
surrender of the property and negotiate the anmount due. As a

result, the debtor is in a position of being forced to continue in
exi stence for another two to three years for the sole purpose of
continuing to be the | essee on the Nortech property, insuring and
protecting it, and paying Nortech in excess of $90,000 a nonth
while not using it.

G ven the choi ces Chanel eon chose to file Chapter 11, reject
the | ease and cap Nortech’s claimunder 8 502(b)(6). The result
is that Nortech will be paid approximtely $1,816,000.00 on its
capped claim and Chanmeleon will conplete its dissolution wthout
having to pay the cost of having to stay in existence for the next
two to three years. At the tinme the notion was argued, the court
descri bed the debtor’s request as the plea of the owners of the

business to “go home,” that is, the desire of a failing business
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to wi nd-down and di ssol ve and not be forced to continue in business
for the sole benefit of its |andlord.

It is unfortunate that the parties were not able to resolve
their differences outside of bankruptcy. Sonmewher e between the
capped cl ai mof $1,816,000.00 and the total claimof $4,368,867.68
an agreenent shoul d have been reached. But courts exist for those
cases where agreenent can not be reached.

The court al so recogni zes that the resolution of this dispute
i nvol ves a possible windfall no matter what the decision. |If the
court decides in favor of the debtor and all ows the bankruptcy to
continue the claimw |l be capped and it appears that additional
funds will flow to shareholders of the debtor. On the other hand
I f the case proceeds under California law the debtor is presented
with a Hobson’s choice. Chaneleon nust stay in existence for
another two to three years, or pay Nortech now whatever it demands
to termnate the | ease regardl ess of what m ght happen in terns of
mtigation later in 2004, 2005 or 2006. In the latter case, if the
property is rented in the next two and a half years for any anount
the landlord will receive a windfall and the debtor will not be in
exi stence to conplain. Either way there is the possibility of a
wi ndf al | .

As a result of these unusual facts, the court’s focus is on
the question of whether the wuse of Chapter 11 in these
ci rcunstances represents a legitimte use of the Bankruptcy Code.
After considering all the evidence and argunent, the court’s answer
to the questionis yes. |If this case had been filed under Chapter

7 we would not be having this discussion. Inre Padilla, 222 F.3d

1184 (9t" Cir. 2000)(holding that bad faith does not per se
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constitute cause for dism ssal of an individual’'s case under 8§
707(a) of the Bankruptcy Code). Failed businesses regularly file
for Chapter 7 turning the w nd-down over to a trustee. The owners
provide the pertinent information to the trustee and “go hone.”
The fact that the business is solvent does not change that right.
The fact that this petition was filed under Chapter 11, and not
Chapter 7, simlarly does not change the right to termnate
operations conpletely and “go hone.”

B. Chanel eon’s Motion To Reject The Lease

The Court notes that since filing its notion to reject the
| ease, Chaneleon has presented the court wth an additional
argunent that the | ease was deened rejected by operation of |aw
when the sixty-day period under Bankruptcy Code 8§ 365(d)(4) ran.

Thus, 8§ 365(a) does not apply and court approval is not required.

In re Arizona Appetito’s Stores, Inc., 893 F.2d 216,219 (9" Cir
1989). However, Chanel eon seeks to have the rejection effective
as of the date it filed the motion to reject, July 24, 2003

Arizona Appetito did not address the issue of whether rejection

coul d be ordered retroactively when it occurs by operation of |aw.
Because Chanel eon seeks to have the rejection effective to a
date prior to the expiration of sixty-day period under 8 365(d)(4),
the court will consider the nerits of Chanel eon’s notion to reject.
I n considering the business judgnment test, the court finds that if
Chamel eon’s notion to reject is denied, it will be in the exact
sanme position it would be in had the court dism ssed the case.
Chanmel eon woul d be restrained inits ability to wind-down its
affairs due to the landlord s refusal to accept a surrender of the

| ease. This will only prolong the adm nistration of the estate and
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t he wi nd-down of this failed conpany. There is no reason Chanel eon

should remain in operation for the sol e purpose of servicing this

| ease. For that reason the court approves Chaneleon’s notion to

reject the | ease. However, the court approves rejection effective

as of July 30, 2003. At the initial hearing on the notion to

reject, Nortech had agreed that if the court ultimately approved

rejection of the | ease, it would stipulate that rejection would be

effective no later than July 30, 2003.
| V. CONCLUSI ON

For the reasons stated herein, Nortech’s counternption to

dism ss the case is denied. In addition, for the reasons stated

herein, the court grants Chaneleon’s notion to reject

effective as of July 30, 2003.

DATED

t he

| ease

JAMES R GRUBE
UNI TED STATES BANKRUPTCY JUDGE
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Case No. 03-54784

UNI TED STATES BANKRUPTCY COURT
FOR THE NORTHERN DI STRI CT OF CALI FORNI A
CERTI FI CATE OF SERVI CE

I, the undersigned, aregularly appointed and qualified Judici al
Assistant inthe office of the Bankruptcy Judges of the United States
Bankruptcy Court for the Northern District of California, San Jose,
California hereby certify:

That |, inthe performance of ny duti es as such Judi ci al Assi stant,
served a copy of the Court's: MEMORANDUM DECI SI ON AND ORDER THEREON RE
CHAMELEON SYSTEMS' MOTION TO REJECT REAL PROPERTY LEASE
AND NORTECH S COUNTERMOTION TO DISM SS THE CHAPTER 11 CASE by
placingit inthe United States Mail, First d ass, postage prepai d, at San
Jose, Californiaonthe date shown bel ow, i n a seal ed envel ope addr essed
as listed bel ow

| decl are under penalty of perjury under the | aws of the United
States of America that the foregoing is true and correct.

Executed on at San Jose, California.

LI SA OLSEN

John Wesol owski, Esq. James A. Tienstra, Esq.

Ofice of the U. S. Trustee M LLER STARR & REGALI A
280 So. First St., Rm 268 1331 North California Blvd.
San Jose, CA 95113 Fifth Floor

Wal nut Creek, CA 94596

Austin K. Barron, Esq.

O MELVENY & MYERS

400 Sout h Hope Street

Los Angel es, CA 90071-2899
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