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INTRODUCTION
This decision granting summary judgment to the Debtors on their claim objection

and disdlowing aclam by an attorney-creditor for fees incurred in collecting a bill owed



by hisformer dclient relies heavily on two recent case law developments — thefirgt in the
Appellate Divison of the New Y ork State Supreme Court holding that cdlaims such asthis
one are not enforceable and the second decided last month by the United States Supreme
Court emphasizing the requirement that bankruptcy courts consult state law in
determining the vaidity of most daims. Both decisons involve the same underlying
subject matter — the contractud right of an atorney to recover counsd fees from athird
party. When considered together, these cases compel granting Debtors Motion for
Summary Judgment and disallowing the atorney-creditor’ sclam.
PRELIMINARY STATEMENT

Debtors Mation for Summary Judgment presents the question of whether
atorneys feesfor collection claimed by alawyer, Michadl Q. Carey! (“Carey”), under a
provision in his prepetition retainer agreement with the Debtors, should be disallowed
under the authority of arecent opinion of the New Y ork State Supreme Court, Appellate
Division, First Department? declaring that the provision in question is unenforcesble and
no longer judicidly sanctioned within the First Department. That opinion, Ween v. Dow,
35A.D.3d 58, 802 N.Y.S.2d 257 (App. Div. 1st Dep’'t 2006), found that fees associated
with the collection of unpaid legd fees were not recoverable by an attorney from his
client asamatter of public policy unless the gpplicable retainer agreement dso gave the
client theright to recover atorneys fees. The Mation for Summary Judgment filed by

the Debtors rdlies upon the holding in Ween and argues that Carey’s claim for feesin this

! Theclaimisfiled by Carey doingbusiness as Carey & Associates LLC.

2 There are four Appellate Divisions of the New Y ork Supreme Court, onein each of the State's four
Judicial Departments. These Courts resolve appeals from judgments or orders of the courts of original
jurisdiction and intermediate appellate courts; the Appellate Division for the First Department has appellate
jurisdiction over cases originating in Bronx County and New Y ork County.



case must be disallowed under 11 U.S.C. § 502(b)(1) because the claim arises under a
retainer agreement that includes the very same offending provision that was found to be
unenforcesblein Ween.?

Ween was decided amost one year after the Digtrict Court decison in Carey v.
Ernst, 33 B.R. 666 (S.D.N.Y. 2005) that partialy reversed an earlier ruling by
Bankruptcy Judge Blackshear disdlowing Carey’s clam and remanded the dispute to this
Court for an evidentiary hearing.* Thereis no disagreement that Ween involved a
retainer agreement containing language that isidenticd to the agreement a issuein this
case and there is no dispute regarding the meaning of the decison. The decison
expresdy holds such unilatera retainer agreements to be unenforcesble with respect to
collection feesin cases between attorneys and their dientsin the First Department.

The question remains, however, whether the holding in Ween supports the
conclusion that the claim for collection fees againgt the Debtors should be disdlowed
when analyzed under the language of 11 U.S.C. § 502(b)(1). Of particular interest is the
issue of timing and whether the bankruptcy court should consider as applicable law a
subsequent material development in case law affecting the enforceability of a contract
provision that becomes manifest between the petition date and the date when the

bankruptcy court consders whether to alow or disdlow the clam.

3 At apre-hearing conference, the Debtors asked for and were granted permission to file aMotion for
Summary Judgment to disallow the claim for collection fees based on the Ween case as the most current
expression of applicable New Y ork law. Following briefing in accordance with an agreed schedule, the
parties argued the Motion for Summary Judgment on March 15, 2007.

* District Judge Patterson affirmed in part and remanded in part aruling of Judge Blackshear, Inre Ernst,

No. 04-12291 (Bankr. S.D.N.Y . February 22, 2005), finding that Judge Blackshear’ s disallowance of the

fee application was not supported by the record and that an evidentiary hearing was required to determine
what fees and disbursements, if any, should be allowed, as contemplated by 11 U.S.C. § 502(b). Despite

the direction from the District Court to conduct an evidentiary hearing, this Court, relying on Ween,
concludes that such a hearing is not now required and that the questions presented properly are resolved as
amatter of law by summary judgment. The District Court opinion should be consulted for additional
background information regarding this dispute.



Carey argues that Ween does not apply here because the right to recover
attorneys fees from the Debtors for collection was recognized prepetition in Sate court
litigation between the parties, and Ween is not authoritative, find precedent because the
Appedllate Divison remanded certain aspects of the caseto thetrid court for further
findings® In sum, he argues that this Court should not rely on Ween to disallow hisdam
under 8 502(b)(1) because of the procedural postures of both this case and the Ween case.

Despite these arguments, this Court finds that Ween is a definitive and forceful
ruling that a unilaterd right to collection feesin aretainer agreement is not enforcegble in
New Y ork County as a matter of public policy. Unless and until this judge-mederuleis
modified or reversed, the holding in Ween is gpplicable state law for purposes of a
determination that is being made currently asto the vaidity of Carey’sdam.® Given
Ween' s direct relevance to the issue to be decided in this case and the compelling
judtification to disdlow Carey’s cdlam as amatter of law, any disputes relating to the
reasonable value of services for collection are not materid to the outcome and do not
need to be resolved prior to granting judgment for the Debtors.

The halding in Ween effectively nullifies the ability of any Bronx or New Y ork
County attorney, including Carey, to recover costs of collection from a dlient unlessthe
retainer agreement includes areciprocad right to payment in the client’ sfavor. Because
the retainer agreement in question was made and performed within the First Department,

Ween is gpplicable law within the meaning of 11 U.S.C. § 502(b)(1) authorizing this

® Following briefing and argument, the open issues in Ween were settled.

® Timing has played an important part in the outcome of this claim dispute. If an evidentiary hearing
regarding the amount of Carey’s claimhad taken place in this Court before Ween was decided, there would
have been no impediment to recovery under state law. The changein the law simply has trumped the
Carey claim. Moreover, even if this decision had not come down when it did, the bankruptcy court always
had the power to review and disallow the Carey claim, in whole or in part. See discussion of the First
Disallowance Opinion beginning on page 7 of this decision.



Court to find that Carey’s claim for collection feesis unenforcesble againgt the Debtors

and their property. Therefore, Carey’sclam is disallowed to the extent that it includes

collection fees, together with related amounts for interest and disbursements. The

procedural background and reasons for this decision are set forth below in grester detail.
DISCUSSION

Procedural Background

The Motion for Summary Judgment seeking disalowance of Carey’scdamisthe
latest procedurd twist in a prolonged fight over legd fees between Carey and his former
client Rudalf J. O. Erngt (“Erngt”). Carey isaNew York County atorney who performed
legd services for Erngt during the period from December 1997 through July 1998 relating
to abail application and contested extradition proceeding in the United States Didtrict
Court for the Southern Didtrict of New York. Ernst and hiswife Angdlika Erngt are
chapter 13 debtors (the “ Debtors’) who commenced this chapter 13 case on April 5,
2004. The materid facts are undisputed.

Debtors sgned aretainer agreement with Carey dated January 5, 1998 (the
“Retainer Agreement”) providing, among other things, that Carey was entitled to charge
the Debtors interest on unpaid fees (Starting thirty days after the billing date) at 12%
annudly and recover amounts charged for any collection efforts relating to unpaid fees”
At the termination of Carey’s representation, the Debtors had paid $154,765.64 of atotal
outstanding bill for services of $227,039, leaving an unpaid balance of $72,274.14.

On August 13, 1998, Carey, acting as his own counsel, commenced a collection

action againgt the Debtors in the New Y ork State Supreme Court, New Y ork County (the

" The Retainer Agreement is annexed to the Affidavit of Mr. Ernst in Support of the Debtors’ Motion for
Summary Judgment (the “ Ernst Affidavit”) as Exhibit B.



“State Court Action”). In the State Court Action, Carey sought recovery of the unpaid
balance of hislegd fees, al interest accrued under the Retainer Agreement, and al fees
and disbursements in connection with his attempted collection of the fees on theories of
breach of contract, account stated and quantum meruit.® Carey ran up significant
incremental fees’ in pursuing the State Court Action in efforts that spanned almost six
years.

Eventualy, Carey succeeded in obtaining a judgment againgt the Debtorsin the
State Court Action. Justice Leland DeGrasse entered a decision and order dated March
19, 2004 that, among other things, awarded judgment to Carey for the unpaid balance of
hislegd fees ($72,274.14) plusinterest from July 31, 1998 (the “ State Court Decision”).
Carey & Assoc. v. Ernst, et al., No. 604000/98 (N.Y . Sup. Ct. filed March 26, 2004).
However, the State Court Decision left open the ultimate determination of the amount of
collection fees, ordering that, “ Plaintiff’s[Carey’s| clam for collection costs recoverable
under the agreement is severed for an assessment of damages which shall be conducted

on the scheduled trial date.” State Court Decision at page 4.2°

8 Carey also sought to impose liability on the Debtors' son based on atheory of an unwritten personal
guarantee. This cause of action was dismissed in the State Court Action.

® The amended fee application filed by Carey & Associates on October 16, 2006 asserts a claim for
collection feesin the aggregate amount of $189,078.50 plusinterest and disbursements. This decision
deals exclusively with the legal question of whether Carey’s claimed collection costs are allowable under
the Ween decision and does not address whether these claimed fees are fair, reasonable or otherwise
allowable. When simply looking at the numbers, however, the fees claimed by Carey for collection are
significant in relation to the unpaid principal balance of $72,274.14 for the work performed on the
extradition itself and might not have been so high if Carey did not have the Retainer Agreement to lean on
allowing him to seek reimbursement from the Debtors. Carey contendsin aletter addressed to the Court
that the high feesin relation to the principal balance are the product of his having to defend groundless
counterclaims brought against him by the Debtors, but it is unnecessary for the Court to decide the reason
that the fees accumulated to thislevel. It issufficient to note that the feesfor collection are
disproportionate in relation to the balance of unpaid fees and that arational litigant without recourseto a
potential source of repayment ordinarily would not spend more to collect a debt than the amount at issue.

10 The State Court Decision is annexed to the Ernst Affidavit as Exhibit D.



Shortly after entry of the State Court Decision, the Debtors filed their Chapter 13
petition. Carey filed a proof of claim, asserting aright to payment based on the State
Court Decison and related collection fees on July 27, 2004. The Debtors objected to
Carey’ s clam on September 27, 2004 contending, among other things, that it was
inequitable for an attorney to represent himsdf in collection efforts.

Also in uly, Carey filed amoation with this Court seeking rdlief from the
automatic stay to pursue liquidation of his claim for collection feesin the New Y ork State
Supreme Court. Judge Blackshear denied this motion on December 9, 2004. In the order
denying stay relief, Judge Blackshear directed Carey to submit afee application for the
amount of al legd fees sought under Carey’s proof of clam. Carey filed hisfee
application on December 17, 2004 and the Debtors objected to the fee application less
than amonth later.

On February 22, 2005, Judge Blackshear issued a combined opinion on the
Debtors claim objection and Carey’ sfee gpplication. Inre Ernst, No. 04-12291 (Bankr.
S.D.N.Y. February 22, 2005, Docket # 50) (the “First Disdlowance Opinion”). The First
Disdlowance Opinion found that this Court has exclusive jurisdiction over the dams
alowance process, is not precluded from fixing the amount of Carey’s claim by the State
Court Decison and has the power to decide the extent to which the State Court Decision
is enforceable againgt the Debtors estates, which included the amount of gppropriate
interest to be alowed as part of the clam. The First Disallowance Opinion, at pages 6-7
(citations omitted).

Judge Blackshear further found that the bankruptcy court was the proper forum to

determine the amount of collection fees to be included in the claim because the claim for



collection fees, while rooted in state law, still needed to be “reasonable’ under section
502(b) to be allowed. Id. a page 9. Accordingly, Judge Blackshear denied Carey’sfee
goplication and granted the Debtors' objection to the extent of the clams for collection
fees and postpetition interest and attorneys' fees but allowed Carey’s dam in the amount
of the State Court Decision with interest fixed at 9% instead of the contract rate of 12%.
On March 3, 2005, Carey appeal ed.

On November 8, 2005, District Court Judge Peatterson upheld the First
Disdlowance Opinion to the extent thet it reduced the interest rate chargeable as part of
Carey’ sclaim but reversed the disallowance of Carey’ s collection fees without a hearing
and remanded only that one portion of Judge Blackshear’s opinion for afurther
determination. Carey v. Ernst, 333 B.R. 666, 679 (S.D.N.Y. 2005). Judge Patterson
found that athough the bankruptcy court had the power to determine the amount of the
claim that would be alowed againgt the Debtors estates and that a hearing was not a
requirement in al cases, the record did not support the disallowance of Carey’s atorneys
feesreating to his collection efforts without an evidentiary hearing. Notably, the Didtrict
Court left undisturbed al other agpects of the First Disallowance Opinion, including the
determination by Judge Blackshear that this Court has the power to decide the extent to
which the State Court Decision is enforceable againg the Debtors estates.

Almost one year later, a unanimous pand of the Appellate Divison, First
Department (the “ Appellate Divison™) ruled in Ween v. Dow, supra. The crux of the
Ween holding isthat a provision in aretainer agreement alowing an attorney to recover
attorneys feesand cogts for collection actions, without areciproca provison alowing

the client to recover attorney’ s fees and costsin defending againgt such an action, is



unenforcesble as amatter of public policy. Id. Thisis precisdy the same provision that
iscontained in the Retainer Agreement. If the decison in Ween is found gpplicable to the
Cary claim, and if as a consequence Carey is unable to recover collection fees from the
Debtors, there is no need for the Court to conduct an evidentiary hearing, and the Debtors
are entitled to judgment on their clam objection as a matter of law.

Ord argument on the Mation for Summary Judgment took place on March 15,
2007. During that argument, Carey’ s counsdl requested leave to file a supplemental brief
responding to certain cases mentioned during the Debtors argument. Beforefiling that
supplementd brief, however, Carey delivered to the Court alengthy letter dated March
30, 2007, indirectly rearguing the Motion for Summary Judgment and requesting a pre-
hearing conference in connection with certain motions that Carey intendsto file in the
Debtors chapter 13 case.

Because this letter was ddlivered after the close of the argument and raises a
variety of pointsthat are extraneous to the legd issue before the Court, the Court has not
considered the substance of thisletter in its deliberations™ None of the relief requested
in Carey’s letter isrdlevant to the pending Motion for Summary Judgment. Whatever
may have been the motivation for submitting thisletter, it is not countenanced by the
Federd Rules of Bankruptcy Procedure or the Loca Rules of this Court.

On April 13, 2007, Carey filed a twenty-page supplementa brief that reiterates

and seeks to darify his opposition to the Motion for Summary Judgment. The extra

1 Among other things, the letter asks for permission to file three motions. amotion seeking to strike

certain comments from the record made at the conclusion of oral argument, amotion for relief from the
automatic stay so that Carey can pursue further proceedingsin the State Court Action and a motion to stay
distributionsto creditors. The letter also presents information regarding settlement discussions between the
parties that the Court considers inappropriate, particularly when a matter issub judice, and that ordinarily is
not admissiblein evidence.



briefing serves mogtly as a vehicle to argue again the same points that had been covered
adequately in the origind briefing and in oral argument. In response to this submission,
Debtors counsel wrote aletter dated April 24, 2007, informing the Court of certain
developments a the trid court level in Ween v. Dow, chdlenging certain contentions
made by Carey and requesting leave to submit a supplementd brief for the Debtors.
Carey responded on April 25, 2007. Given the Court’ s analysis of the issues, further
briefing is not warranted.

The Holding in Ween v. Dow and its Application to Carey’s Claim

The decison in Ween has broad gpplication to the enforceability of retainer
agreements that do not afford the prevailing party the right to collect legd fees. In his
opinion, Justice Narddlli of the Appellate Divison delivers a strong and unmistakably
clear message to members of the New York bar. Recognizing the specia relationship of
trust that exists between attorney and client,? Justice Nardelli criticizes as unfair a
provison in aretainer agreement that permits an atorney to recover counsd fees that
does not aso include areciproca provison for alowance of attorneys feesto the client
should the dlient prevall.

The Court declares that the very nature of such a one-sided right to collection fees
is fundamentdly unfair and unreasonable because of the potentid for sSlencing aclient's
complaint for fear of retdiation for nonpayment of fees that may in fact be unreasonable.
Accordingly, the Appdlate Divison has found that such a unilaterd provison for the
recovery of collection feesin aretainer agreement is not entitled to judicid sanction and,

therefore, is unenforceable,

12 The opinion quotes from Sir Francis Bacon who, in commenting upon the essence of the attorney-client
relationship, stated that "[t]he greatest Trust, between Man and Man, is the Trust of Giving Counsell...”
Weenv. Dow, 35 A.D.3d at 62.

10



Thisisthe same retainer provison that underlies Carey’s claim for collection fees
againg the Debtors. Despite the Appellate Divison's repudiation of the contractud basis
for that clam, Carey argues that the obvioudy pertinent holding in Ween should not lead
to afinding that his clam is unenforceable under applicable law for purposes of this
Court’sanalysis under 11 U.S.C. 8 502(b)(1). Carey contends that this precedent should
be disregarded and cannot be applied at this stage of the bankruptcy case to defeat
Carey’sclams. Carey’s arguments are unpersuasive.

Ween is applicable law in the First Department

Carey triesto minimize the devasdtating impact of the Ween decision to dlowance
of hisclaim by arguing thet the caseis not yet the last word on whether retainer
provisions such as the one underlying his claim are unenforceable under New Y ork law.
He has raised the possibility that further proceedingsin the litigation may leed to a
different result. Thisargument iswithout merit for two reasons.

Firdt, while certain aspects of the Ween case were unresolved at the time of
briefing and argument, these open issues had nothing to do with the enforceahility of the
collection fee provison. Nonethdess, in his papers and at oral argument, Carey
questioned the findity of the decison in Ween because the remand to the trid court
included the possibility of additional gppeds. As aconsegquence of recent events, this
theoreticd risk to thefinality of Ween no longer exigts. Thelitigantsin that case reached
a settlement of dl remaining issues on April 11, 2007 before the scheduled trid date. As
aresult, no further appeds are possible a this point, and Ween v. Dow, without question,

is an authoritetive decison of the Appellate Division that may not be gppedled to the

11



New York State Court of Appedls. Itisthe law that appliesto al retainer agreements for
lawyers who practice in Manhattan and the Bronx.

Second, even if an gppeda were pending in the Court of Appeds, this Court ill
could look to the Ween case as a cogent and well considered opinion by an intermediate
date court as to the enforceability of the very same retainer provision that isat issuein
thiscase. Infinding thet this provision is fundamentaly unfair and should not be
judicialy sanctioned, the Appellate Divison has made a public policy pronouncement
and has provided a strong indication of how New Y ork’ s highest court would decide the
sameissue. Inthe absence of a decison by the New Y ork Court of Appedls, this Court is
satisfied that it can look to this decision of the Appellate Divison as authoritative
applicable state law that mandates disallowance of the Carey daim.?

Although Ween was not decided until after the petition date, the holding in Ween is
applicable law within the meaning of 8502(b)(1)

Carey contends that Justice DeGrasse' s prepetition State Court Decision awarding
him legd feesfor handling the extradition case represents afinding of liability for
collection fees that must be respected despite subsequent developmentsin New Y ork case
law. Carey makeswhat isessentialy atiming argument — the Ween holding, according
to Carey, cannot be used by the Debtors now to undo afind earlier decision of the State
Supreme Court that implicitly determined that the collection provision of the retainer
agreement was enforceable againgt the Debtors.

Under 8 502(b)(2), it isfor this Court, once an objection has been made to

alowance, to determine the amount of such claim as of the petition date (in this case

13 |n situations when afederal court issitting in diversity and applying state law, intermediate state court
rulings are controlling unless there is a strong indication that the state’ s highest court would decide the
issue differently. See C.I.R. v. Bosch’'s Estate, 387 U.S. 456, 87 S. Ct. 1776, 18 L. Ed. 2d 886 (1967).

12



April 5, 2004), except to the extent that the claimis unenforceable under applicable law.
Relevant excerpts from this Bankruptcy Code section are asfollows:

Except as provided in subsections (€)(2), (), (g), (h) and (i) of this

section, if such objection to aclaim is made, the court, after notice

and a hearing, shdl determine the amount of such daim in lawful

currency of the United States as of the date of the filing of the

petition, and shal alow such clam in such amount, except to the
extent that —

(1) such dlamis unenforceable againgt the debtor and
property of the debtor, under any agreement or
applicable law for areason other than because such
clam is contingent or unmetured. ..

11 U.S.C. 8502(b)(1).

The plain meaning of the language is that the Court shal determine the amount of
the dlam as of the date of thefiling of the petition. The section provides no “point in
time” reference, however, with respect to disalowing a clam and offers no guidance as
to what condtitutes “ gpplicable law” or when the bankruptcy court should deem such law
to be applicable for purposes of disdlowing aclam.

Thus, the question isframed. An intermediate state gppel late court issues an
indisputably pertinent case, directly on point, invaidating the underlying legd basis for
Carey’ s recovery, but that opinion does not become law until well after the date of filing
of the petition. Carey argues that this Court is not bound to follow such newly articulated
date law asit has evolved and exigts today but rather should follow the law asit existed
on the petition date, including the State Court Decison of Justice DeGrasse that the Court
assumes held that Carey prevailed with respect to the right to recover collection fees.

The Court has been able to locate only one bankruptcy court decision that
addresses the subject of timing. In re Parker, 308 B.R. 129, 132 (Bankr. Conn. 2004).

This case states what it describes as the  generd understanding” that the term applicable

13



law means the law that existed on the petition date, but does not reference any other
authority for this broadly stated proposition. This statement is not persuasive because
there appears to be no support within the actua text of 8 502(b)(1) for limiting the term
gpplicable law to mean only relevant nonbankruptcy law that was in effect on the
petition date.

Moreover, the Parker decison actualy supports the view that events arising after
the petition date may lead to disalowance of aclaim, and the case is otherwise
distinguishable because it did not involve a change in gpplicable law after the petition
date. In Parker, aclam that would have been enforceable on the petition date was
rendered unenforceable postpetition as a consequence of the confirmation of the debtor’s
plan. See 11 U.S.C. § 1327(a). Despite Parker’s comment on thetiming for determining
whether aclam is unenforcesble, the bankruptcy court in Parker disalowed thisclam
under 8§ 502(b)(1) holding that “the language [of 502(b)(1)] is certainly broad enough to
encompass aclam... which has been rendered unenforceable by operation of law during
the pendency of abankruptcy case” Inre Parker, 308 B.R. at 132.

In determining whether to dlow or disdlow aclam under this section of the
Bankruptcy Code, the bankruptcy court needs to recognize and utilize gpplicable Sate
law, not ignoreit. It would be unreasonable to interpret this section of the Bankruptcy
Code in the manner urged by Carey; the term “ gpplicable law” must be interpreted asthe
controlling precedent regarding the enforcesbility of a contract thet is applicable at the
time that the Court is called upon to make its judgment whether to alow or disdlow a

particular clam. No language in the section leads to a different interpretation.

14



What condtitutes applicable law necessarily isafluid concept, and it isto be
expected that Sate law will evolve over time on acase-by-case basis. Lawyersare
charged with the respongbility to do their ethical best within the bounds of the law when
advancing theories in good faith to change existing law,** and some change isinevitable,
abat on atimetable that is unpredictable. Thisfamiliar process of case law development
is a the core of adynamic adversarid sysem. Thus, gpplicable law, as that term is used
in 8 502(b)(1), by its very nature is not a static concept, and o it is understandable that
there is no language within this subsection that ties disalowance of an unenforcesble
clam to the petition date or that limits the determination of applicable law to such law
that was subsigting and in effect as of the petition date.

This broad approach contrasts with the more restrictive language of 88 502(e), (f),
(9), (h) and (i). These subsections prescribe language caling for certain kinds of clams
to be dlowed or disallowed asif such dams had arisen before the date of filing of the
petition. The language used demondtrates that Congress knew how to be specificin
providing an effective date for disalowing clamsin avariety of other subsections of
8502 (including newly enacted § 502(g)(2)) but has not included any such effective date
within 8502(b)(1). The fact that the subsection says nothing about any benchmark date
for determining unenforceability of aclam supports the view that the bankruptcy court
has broad discretion in gpplying the law under this subsection.

Thisresult is especialy clear in the case of Carey’sclam. This Court should not

ignore a development in the case law that has annulled the contractud basis for the clam

14 Ethical consideration 7-4 of the Lawyer’s Code of Professional Responsibility provides, in part: “The
lawyer’ s conduct is within the bounds of the law, and therefore permissible, if the position takenis
supported by the law or is supportable by a good faith argument for an extension, modification or reversal
of the law.”

15



by dedlaring the retainer agreement provison to be fundamentdly unfair and
unenforceable. The bankruptcy court must have the discretion to determine what the
gpplicable law iswith respect to a clam as of the only date that makes any rationa sense
-- the date on which the court is assessing whether the claim is enforceable againgt the
Debtors. Any other reading of the text would lead to the inequitable result of dlowing a
clam in bankruptcy that, on grounds of public policy, is no longer enforcegble in the
state courts of New Y ork.

It is reasonable to predict that any trid court judge in New Y ork County or any
New Y ork appellate court judge today would follow the precedent in Ween and would
rule that Carey is not entitled to recover any amount from the Debtors for collection fees.
Although the Ween decision would not automatically conditute grounds for vacating the
State Court Decisonif Carey were granted relief from the automatic stay to pursue his
clam in gate court, Wohl v. Avon Electrical Supplies, Inc., 55 N.Y.S.2d 252, 255 (Sup.
Ct. 1945) (“The subsequent modification or reversd of an authority relied upon in
making a determination in another case is no ground for vacating such determination.”),
the state court would have to determine whether to apply the Ween decision upon
consideration of three factors. "(1) the purpose to be served by the new rule, (2) the
extent of rdiance on the old rule, and (3) the effect on the adminigtration of justice of
retroactive gpplication.” People v. Favor, 82 N.Y.2d. 254, 262 (1993) (internd citations
omitted).

The Appdlate Divison has ddivered aloud and clear message. Lack of
mutudlity in any attorney’s retainer agreement isfatal to recovery. Because the contract

provison underlying Carey’s clam for collection fees under the Retainer Agreement has

16



been found to be “fundamentdly unfair and unreasonable,” Ween v. Dow, 35 A.D.3d at
63, this Court has no doubt that the state court would determine that these three factors
weigh decidedly in favor of retroactively gpplying the Ween decison. Accordingly, this
Court believes that Carey would not prevail even if he were to seek an assessment of
damages againgt the Debtors in state court because his clam is no longer enforcegble
under date law. Looking to goplicable state law in this manner to disdlow Carey’scam
isfully consgtent with the principle of deference to sate law recently explained by the
United States Supreme Court.

Following ora argument in this case, on March 20, 2007, the United States
Supreme Court decided Travelers Casualty & Surety Co. of America v. Pacific Gas &
ElectricCo., U.S. __ ,127 S. Ct. 1199 (2007). There the Supreme Court overruled
the Court of Appedsfor the Ninth Circuit and held unanimoudy that there was no textud
support in the Bankruptcy Code for disalowing a contractud claim for attorneys fees
under § 502(b)(1) merely because those fees were incurred while litigating in a
bankruptcy case. The Supreme Court reviewed the text of this Bankruptcy Code section,
found no basisin the statutory language for finding that such fees were not recoverable in
bankruptcy and reaffirmed the well settled proposition that state law has a centrd rolein
determining property rights in bankruptcy. The decision highlights the important
interaction between the Bankruptcy Code and gpplicable ate law, particularly with
respect to the allowance or disalowance of clams. Under the regime of clam alowance,
aclam should be dlowed unlessit is disdlowed pursuant to § 502(b).

In commenting on 8502(b)(1), the Supreme Court noted that this section is most

naturally understood to provide that, with limited exceptions, any defense to aclam that

17



is available outsde of the bankruptcy context is dso available in bankruptcy. Thus, it is
entirely gppropriate for this Court to look to the holding in Ween to assess whether the
retainer agreement that purports to obligate aformer client to pay for costs of collection
is enforceable under the law of the state where that contract was made and performed.

State law governs the substance of clamsin bankruptcy. Property interests are
created and defined by state law and unless some federa interest requires a different
result, there is no reason why such interests should be andyzed differently ina
bankruptcy proceeding. See Butner v. United States, 440 U.S. 48, 55, 99 S.Ct. 914, 59
L.Ed.136 (1979). For purposes of the objection to Carey’s claim, this means that
assessing the enforceability of Carey’ s retainer agreement under state law is critica to the
analysis under § 502(b)(2).

Carey, asthe prevailing litigant in the prepetition litigation againgt the Debtors,
has the right to be compensated for his attorneys fees only to the extent that he had an
enforcesble contract under New Y ork law entitling him to recover legd fees,
notwithstanding the generd rule againg shifting the cogts of litigation to an adversary
(the so-cdled American Rule) in which the prevailing party in alitigation ordinarily is
not entitled to recover atorneys feesfrom theloser. See Alyeska Pipeline Service Co. v.
Wilderness Society, 421 U.S. 240, 247,95 S. Ct. 1612, 44 L.Ed.2d (1975).

The Court in Ween declared emphatically that an identica retainer provison to
the one used by Carey was unenforceable; in effect, the provison was intended to
contractualy reverse the American Rule for the sole benefit of the lawyer and to the
potential detriment of the client. As such, the Appellate Division has recognized thet this

term of aretainer agreement, as a matter of public policy, isnot binding and legaly
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enforceable — and hence the provision was never afar one and should never have been
enforcesble by an attorney againg his or her client.

When viewed from this perspective, regardless of the postpetition timing of the
Ween decision and the status of the State Court Decision severing Carey’ s collection fee
daim for an assessment of damages,'® Carey is not entitled under currently applicable
New York law asinterpreted in Ween to collect atorneys feesfrom Ernst in aNew York
State court or in this Court, because the agreement regarding payment of those fees never
included the essertia reciprocity to make the provison enforcesble.

Res judicata isinapplicable to disallowance of Cary’s claim

Carey’ s argument goes beyond pointing out that the WWeen case should not be
applied retroactively. He contends that the State Court Decision isafind judgment
regarding his entitlement to collection fees and that, under principles of resjudicata, itis
not permissible to litigate the same issues again in this Court.

The decretd language that Carey citesfor this propogtion isa single sentencein
the State Court Decison. This sentence directs an assessment of damages regarding the
clam for collection fees, but the language is ambiguous and does not explicitly find
lighility or enter ajudgment against Ernst for collection fees!® The Court, however, will

assume for purpaoses of this decison, even though the sentence is subject to differing

15 The parties expended considerable effort arguing about the finality of the State Court Decision. For the
reasons noted in thisopinion, even if final, that precedent does not impact disallowance of the Carey claim.

18 The sentence reads: “Plaintiff’s claim for collection costs recoverable under the agreement is severed for
an assessment of damages which shall be conducted on the scheduled trial date.”
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interpretations, that Justice DeGrasse has made a finding that the Debtors are liable for
collection fees*’

The fact that the state court may have determined liability prior to assessing
damages establishes nothing more than a right to payment in an unliquidated amount and
does not limit this Court’s power to determine the alowed amount of the collection fee
clam or to disalow the daim initsentirety. This Court would still be charged with
determining the extent to which that claim is dlowable as againg the Debtors and their
property even if the state court had conducted a hearing and had assessed damagesin
respect of Carey’sclaim for collectionfees. See Inre United States Lines, Inc., 199 B.R.
476, 482 (Bankr. SD.N.Y 1996).

This digtinction between prepetition litigation and postpetition clam dlowance is
dready the “law of the casg” in this matter — and Carey’ sres judicata argument has faled
once before. Judge Blackshear previoudy found, in the Firgt Disdlowance Opinion
(cting United States Lines, Inc.), that the bankruptcy court has exclusive jurisdiction to
determine the alowed amount of Carey’s claim regardiess of a prior judgment in the
State Court. Firgt Disdlowance Opinion at 6-7. Because the bankruptcy court isthe only
forum that is competent to determine whether Carey’s claim is alowable, the doctrine of
res judicata does not goply. The question of whether aclaim against the Debtors estates
should be alowed or disdlowed is purely a cresture of bankruptcy law and by its nature

isnot an issue that is capable of being raised in state court litigation. Accordingly,

17 The state court also denied aclaim by Ernst that he should be entitled under the retainer agreement to
recover hisown collection fees against Carey. Thisisan indication that the court paid close attention to the
provision relating to collection fees and that Ernst sought to benefit from the language and did not
otherwise challenge the validity of the provision. Although the state court does not analyze the
enforceability of the provision, the severing of the claim for an assessment of damages appears to be
predicated on the premise that the collection fee provision is enforceable.
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whether to dlow Carey’s cdlam is not being litigated again in this Court. 1d. The Didtrict
Court specificaly agreed with thispoint. Carey v. Ernst, 333 B.R. at 673.

Judge Blackshear found that res judicata was not abar to reducing the rate of
interest on Carey’ s claim, and the very same reasoning applies when considering
disalowance of the collection fee portion of the clam. The prepetition State Court
Decison, even if deemed to be unambiguous and find, does not prevent the bankruptcy
court from disdlowing the dlam. Simply put, no doctrine of issue precluson relating to
a date court judgment, particularly one that a most only determined ligbility, can
properly congtrain the discretion of the Court to dlow or disdlow clams againg the
Debtors. Clam alowance is uniquely part of the bankruptcy process and was not and
could not have been litigated previoudy in the state court. Carey v. Ernst, 333 B.R. at
673-74; Firgt Disallowance Opinion at pages 6-7.

CONCLUSION

Given the principles set forth in Travelers rdaing to the essentid role of state law
in the bankruptcy court’s determination of whether to alow or disalow a particular
claim, this Court has concluded that the Ween caseis applicable law asthat term is used
in 8 502(b)(1) of the Bankruptcy Code and that the Carey claim for attorneys feesisnot
an enforceable claim againgt the Debtors or their property and, as a consequence, must be
and hereby is disallowed.

IT 1S SO ORDERED.
Dated: New Y ork, New Y ork

April 27, 2007 g/ James M. Peck
UNITED STATES BANKRUPTCY JUDGE
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